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Preface

About AICPA Audit and Accounting Guides
This AICPA Audit and Accounting Guide has been developed by the AICPA In-
dustry Revenue Recognition Task Forces, Revenue Recognition Working Group,
and Auditing Revenue Task Force, to assist practitioners in performing and re-
porting on their audit engagements and to assist management in the prepa-
ration of their financial statements in accordance with U.S. generally accepted
accounting principles (GAAP). Specifically, this guide is intended to help enti-
ties and auditors prepare for changes related to revenue recognition as a re-
sult of FASB Accounting Standards Update (ASU) No. 2014-09, Revenue from
Contracts with Customers (Topic 606), and subsequent ASUs amending FASB
Accounting Standards Codification (ASC) 606, Revenue from Contracts with
Customers.

An AICPA Guide containing auditing guidance related to generally accepted
auditing standards (GAAS) is recognized as an interpretive publication as
defined in AU-C section 200, Overall Objectives of the Independent Auditor
and the Conduct of an Audit in Accordance With Generally Accepted Auditing
Standards.1 Interpretive publications are recommendations on the application
of GAAS in specific circumstances, including engagements for entities in spe-
cialized industries.

Interpretive publications are issued under the authority of the AICPA Auditing
Standards Board (ASB) after all ASB members have been provided an opportu-
nity to consider and comment on whether a proposed interpretive publication
is consistent with GAAS. The members of the ASB have found the auditing
guidance in this guide to be consistent with existing GAAS.

Although interpretive publications are not auditing standards, AU-C section
200 requires the auditor to consider applicable interpretive publications in
planning and performing the audit because interpretive publications are rele-
vant to the proper application of GAAS in specific circumstances. If the auditor
does not apply the auditing guidance in an applicable interpretive publication,
the auditor should document how the requirements of GAAS were complied
with in the circumstances addressed by such auditing guidance.

The ASB is the designated senior committee of the AICPA authorized to speak
for the AICPA on all matters related to auditing. Conforming changes made to
the auditing guidance contained in this guide are approved by the ASB Chair
(or his or her designee) and the Director of the AICPA Audit and Attest Stan-
dards Staff. Updates made to the auditing guidance in this guide exceeding that
of conforming changes are issued after all ASB members have been provided an
opportunity to consider and comment on whether the guide is consistent with
the Statements on Auditing Standards.

Any auditing guidance in a guide appendix or chapter appendix in a guide, or
in an exhibit, while not authoritative, is considered an "other auditing publi-
cation." In applying such guidance, the auditor should, exercising professional
judgment, assess the relevance and appropriateness of such guidance to the
circumstances of the audit. Although the auditor determines the relevance of
other auditing guidance, auditing guidance in a guide appendix or exhibit has

1 All AU-C sections can be found in AICPA Professional Standards.
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iv
been reviewed by the AICPA Audit and Attest Standards staff and the auditor
may presume that it is appropriate.

The Financial Reporting Executive Committee (FinREC) is the designated se-
nior committee of the AICPA authorized to speak for the AICPA in the areas of
financial accounting and reporting. Conforming changes made to the financial
accounting and reporting guidance contained in this guide are approved by the
FinREC Chair (or his or her designee). Updates made to the financial account-
ing and reporting guidance in this guide exceeding that of conforming changes
are approved by the affirmative vote of at least two-thirds of the members of
FinREC.

This guide does the following:

� Identifies certain requirements set forth in FASB ASC.
� Describes FinREC's understanding of prevalent or sole industry

practice concerning certain issues. In addition, this guide may in-
dicate that FinREC expresses a preference for the prevalent or
sole industry practice, or it may indicate that FinREC expresses
a preference for another practice that is not the prevalent or sole
industry practice; alternatively, FinREC may express no view on
the matter.

� Identifies certain other, but not necessarily all, industry prac-
tices concerning certain accounting issues without expressing Fin-
REC's views on them.

� Provides guidance that has been supported by FinREC on the
accounting, reporting, or disclosure treatment of transactions or
events that are not set forth in FASB ASC.

Accounting guidance for nongovernmental entities included in an AICPA Guide
is a source of nonauthoritative accounting guidance. As discussed later in this
preface, FASB ASC is the authoritative source of U.S. accounting and reporting
standards for nongovernmental entities, in addition to guidance issued by the
SEC.

AICPA Guides may include certain content presented as "Supplement," "Ap-
pendix," or "Exhibit." A supplement is a reproduction, in whole or in part, of
authoritative guidance originally issued by a standard setting body (includ-
ing regulatory bodies) and applicable to entities or engagements within the
purview of that standard setter, independent of the authoritative status of the
applicable AICPA Guide. Both appendixes and exhibits are included for infor-
mational purposes and have no authoritative status.

Purpose and Applicability
Revenue recognition continues to pose significant audit risk to auditors. In May
2010, the Committee of Sponsoring Organizations of the Treadway Commission
released Fraudulent Financial Reporting: 1998-2007 An Analysis of U.S. Public
Companies. The report examines incidents of fraudulent financial reporting
alleged by the SEC in accounting and auditing enforcement releases issued
between January 1998 and December 2007. More than half of the incidents
of fraud involved overstating revenues by recording them either fictitiously or
prematurely.
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v
The implications are wide reaching. Investor confidence has driven the unpar-
alleled success of the U.S. capital markets, and a key component in creating
that confidence is audited financial statements. In this guide, the AICPA's in-
tent is to help auditors fulfill their professional responsibilities with regard to
auditing management's assertions about revenue. This guide

� discusses the responsibilities of management, boards of directors,
and audit committees for reliable financial reporting.

� summarizes key accounting guidance regarding whether and
when revenue should be recognized in accordance with GAAP.

� identifies circumstances and transactions that may signal im-
proper revenue recognition.

� summarizes key aspects of the auditor's responsibility to plan and
perform an audit under GAAS.

� describes procedures that the auditor may find effective in limit-
ing audit risk arising from improper revenue recognition.

� describes audit challenges that may be brought on by the changes
in revenue recognition. Entities and auditors can benefit from ad-
vance planning for the conversion and for going forward under the
requirements of the new revenue recognition standard.

The primary focus of this publication is revenue recognition for sales of goods
and services in the ordinary course of business that fall within the scope of
FASB ASC 606. The AICPA has formed 16 industry task forces to assist en-
tities and auditors as they implement the requirements of the new revenue
recognition standard. This guide includes accounting guidance for the follow-
ing 16 industries:

� Aerospace and Defense
� Airlines
� Asset Management
� Broker-Dealers
� Construction Contractors
� Depository Institutions
� Gaming
� Health Care
� Hospitality
� Insurance
� Not-for-Profit
� Oil and Gas
� Power and Utility
� Software
� Telecommunications
� Timeshare
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AICPA Aerospace and Defense Revenue Recognition Task Force:
Michael Wood (chair), Matthew Birney, Mark Bostic, Leigh Cokonis,
Melinda Henbest, Russell Hodge, Dana Maisano, Marc Mascola, Shan
Nemeth, Michael Peduzzi, Ronald Rauch, Alison Spivey, Dino Theodor-
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AICPA Airline Revenue Recognition Task Force: Dave Dickson (chair),
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Simon Whitehead, and Eric Woodward.
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AICPA Gaming Revenue Recognition Task Force: Karl Brunner (chair),
Frank Albarella, Bruce Bleakman, Tom Haas, Kevin Karo, Richard
Lobdell, Sam Marcozzi, Anthony D. McDuffie, John Page, Patrick
Pruitt, Sandra Schulze, and Mike Winterscheidt.

AICPA Health Care Revenue Recognition Task Force: Kimberly McKay
(chair), Jay Adkisson, Mike Breen, Martha Garner, Nanda Gopal, John
Hawryluk, Chuck Heimerdinger, Brian Murray, Barb Potts, Lindsey
Roe, Mark Ross, Mike Sorelle, Don Street, Karen Van Compernolle,
and Dan Vandenberghe.

AICPA Hospitality Revenue Recognition Task Force: Rich Paul (chair),
Andrew Corsini, Nick Daddario, Bradley O'Bryan, Scott Oaksmith,
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Darren Robb, Nick Rossi, Nancy Salisbury, Dusty Stallings, and Mar-
ilyn Wilkins.

AICPA Insurance Revenue Recognition Task Force: Jennifer Austin
(chair), Steve Belcher, Todd Carling, Matthew Farney, Tim Holzi,
Margie Keeley, Richard Lynch, Joseph Roesler, Mary Saslow, Richard
Sojkowski, Nic Staley, and Mark Tomaw.

AICPA Not-For-Profit Revenue Recognition Task Force: Stuart Miller,
(chair), Elaine Allen, Cathy Clarke, John Griffin, Jennifer Hoffman,
Neena Masih, John Mattie, Sue Menditto, Mig Murphy Sistrom,
Amanda Nelson, Joan Schweizer, and Susan Stewart.

AICPA Entities with Oil and Gas Producing Activities Revenue Recog-
nition Task Force: Herb Listen (chair), Jason Beach, John Brittain,
Dustin Hatley, Rocky Horvath, Brian Matlock, Sandi Melocik, Ken-
neth Miller, Brandon Sear, Kevin Snyder, John Vickers, Kevin Wilcox,
Gary Wilson and Mark Zajac.

AICPA Power and Utility Revenue Recognition Task Force: James
Barker (Co-chair), Randall Hartman (Co-chair), Steve Breininger, Noel
Christmann, Lori Colvin, Zach Deakins, Dennis Deutmeyer, Beth Farr,
Darin Kempke, Matt Kim, Joe Martin, Jim Nowoswiat, Tom Reichart,
Laura Robertson, Sean Riley, and Eric Thiergartner.

AICPA Software Revenue Recognition Task Force: Nancy Salisbury
(chair), Sriprasadh Cadambi, Michael Coleman, Stacy Harrington,
Stephen Hope, Sujit Kankanwadi, Kevan Krysler, Gary Merrill, Craig
Miller, Christina Minasi, Marc Seymer, Rich Stuart, Joe Talley, Paul
Vigil, Corey West, and Alison Yara.

AICPA Telecommunications Revenue Recognition Task Force: Nicole
M. Zabinski (chair), Cheryl Alford, Bryan Anderson, Doug Chambers,
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dock, John Mutrie, Adam Nelsen, Grace Rainwater, Bill Schneider, and
Brian Zook.
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Bragg, Sonya Dixon, Michael Duncan, Tom Durkee, Lisa Gann, Allen
Klingsick, Raymond Lopez, Paula Morabito, Lori Overholt, Bill Powell,
Patrick Ryan, Donald "Bud" Swartz, and Tracy Willis.

The AICPA gratefully acknowledges those members of the following group that
were instrumental in developing the general auditing guidance in this guide:

AICPA Auditing Revenue Task Force: Lynford Graham (chair), Steve
Bodine, Rob Chevalier, Jacob Gatlin, Adam Hallemeyer, Marie Kish,
Sean Lager, Bruce Nunnally, Keith Peterka, Daniel Sanders, Julie
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Accounting Standards

Guidance Considered in This Edition
This edition of the guide has been modified by the AICPA staff to include certain
changes necessary due to the issuance of authoritative guidance since the guide
was originally issued, and other revisions as deemed appropriate. Relevant
guidance issued through November 1, 2018, has been considered. However, this
guide does not include all audit, accounting, reporting, and other requirements
applicable to an entity or a particular engagement. This guide is intended to be
used in conjunction with all applicable sources of relevant guidance.

In updating this guide, all guidance issued up to and including the following
was considered, but not necessarily incorporated, as determined based on ap-
plicability:

� FASB ASU No. 2018-18, Collaborative Arrangements (Topic 808):
Clarifying the Interaction Between Topic 808 and Topic 606

� Statement on Auditing Standards (SAS) No. 133, Auditor Involve-
ment With Exempt Offering Documents (AU-C sec. 945)

� PCAOB Staff Guidance Staff Guidance Changes to the Auditor's
Report Effective for Audits of Fiscal Years Ending on or After De-
cember 15, 2017 (PCAOB Staff Guidance, sec. 300.04)2

� FASB/IASB Transition Resource Group for Revenue Recognition
Agenda Ref. No. 60, November 2016 Meeting — Summary of Issues
Discussed and Next Steps

Users of this guide should consider guidance issued subsequent to those items
listed previously to determine its effect, if any, on entities and engagements
covered by this guide. In determining the applicability of recently issued guid-
ance, its effective date should also be considered.

FASB standards quoted are from the FASB Accounting Standards Codifica-
tion ©2018, Financial Accounting Foundation. All rights reserved. Used by
permission.

2 All PCAOB Staff Guidance sections can be found in PCAOB Standards and Related Rules.
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FASB ASC Pending Content

Presentation of Pending Content in FASB ASC
Amendments to FASB ASC (issued in the form of ASUs) are initially incorpo-
rated into FASB ASC in "pending content" boxes below the paragraphs being
amended with links to the transition information. The pending content boxes
are meant to provide users with information about how the guidance in a para-
graph will change as a result of the new guidance.

Pending content applies to different entities at different times due to varying
fiscal year-ends, and because certain guidance may be effective on different
dates for public and nonpublic entities. As such, FASB maintains amended
guidance in pending content boxes within FASB ASC until the roll-off date.
Generally, the roll-off date is six months following the latest fiscal year end for
which the original guidance being amended could still be applied.

Presentation of FASB ASC Pending Content in AICPA Audit and
Accounting Guides
Amended FASB ASC guidance that is included in pending content boxes in
FASB ASC is referenced as "Pending Content" in this guide. Readers should be
aware that "Pending Content" referenced in this guide will eventually be sub-
jected to FASB's "roll-off" process and no longer be labeled as "pending content"
in FASB ASC (as discussed in the previous paragraph).

Terms Used to Define Professional Requirements in This
AICPA Audit and Accounting Guide
Any requirements described in this guide are normally referenced to the ap-
plicable standards or regulations from which they are derived. Generally, the
terms used in this guide describing the professional requirements of the refer-
enced standard setter (for example, the ASB) are the same as those used in the
applicable standards or regulations (for example, must or should). However,
where the accounting requirements are derived from FASB ASC, this guide
uses should, whereas FASB uses shall. In its resource document "About the
Codification" that accompanies FASB ASC, FASB states that it considers the
terms should and shall to be comparable terms and to represent the same con-
cept — the requirement to apply a standard.

Readers should refer to the applicable standards and regulations for more in-
formation on the requirements imposed by the use of the various terms used
to define professional requirements in the context of the standards and regula-
tions in which they appear.

Certain exceptions apply to these general rules, particularly in those circum-
stances for which the guide describes prevailing or preferred industry practices
for the application of a standard or regulation. In these circumstances, the ap-
plicable senior committee responsible for reviewing the guide's content believes
the guidance contained herein is appropriate for the circumstances.

©2019, AICPA AAG-REV



xiv

Applicability of Generally Accepted Auditing Standards
and PCAOB Standards
Appendix A, "Council Resolution Designating Bodies to Promulgate Technical
Standards," of the AICPA Code of Professional Conduct recognizes both the
ASB and the PCAOB as standard setting bodies designated to promulgate au-
diting, attestation, and quality control standards. Paragraph .01 of the "Com-
pliance With Standards Rule" (ET sec. 1.310.001 and 2.310.001)3 requires an
AICPA member who performs an audit to comply with the applicable standards.

Audits of the financial statements of those entities subject to the oversight au-
thority of the PCAOB (that is, those audit reports within the PCAOB's juris-
diction as defined by the Sarbanes-Oxley Act of 2002, as amended) are to be
conducted in accordance with standards established by the PCAOB, a private
sector, nonprofit corporation created by the Sarbanes-Oxley Act of 2002. The
SEC has oversight authority over the PCAOB, including the approval of its
rules, standards, and budget. In citing the auditing standards of the PCAOB,
references generally use section numbers within the reorganized PCAOB au-
diting standards and not the original standard number, as appropriate.

Audits of the financial statements of those entities not subject to the oversight
authority of the PCAOB (that is, those audit reports not within the PCAOB's
jurisdiction as defined by the Act, as amended) — hereinafter referred to as
nonissuers4 — are to be conducted in accordance with GAAS as issued by the
ASB. The ASB develops and issues standards in the form of SASs through a
due process that includes deliberation in meetings open to the public, public
exposure of proposed SASs, and a formal vote. The SASs and their related inter-
pretations are codified in AICPA Professional Standards. In citing GAAS and
their related interpretations, references generally use section numbers within
the codification of currently effective SASs and not the original statement num-
ber, as appropriate.

The auditing content in this guide primarily discusses GAAS issued by the
ASB and is applicable to audits of nonissuers. Users of this guide may find the
tool developed by the PCAOB's Office of the Chief Auditor helpful in identify-
ing comparable PCAOB standards. The tool is available at http://pcaobus.org/
standards/auditing/pages/findanalogousstandards.aspx.

Considerations for audits of entities subject to the oversight authority of the
PCAOB may also be discussed within this guide's chapter text. When such dis-
cussion is provided, the related paragraphs are designated with the following
title: Considerations for Audits Performed in Accordance With PCAOB Stan-
dards. PCAOB guidance included in an AICPA guide has not been reviewed,
approved, disapproved, or otherwise acted upon by the PCAOB and has no of-
ficial or authoritative status.

Applicability of Quality Control Standards
QC section 10, A Firm's System of Quality Control,5 addresses a CPA firm's
responsibilities for its system of quality control for its accounting and auditing

3 All ET sections can be found in AICPA Professional Standards.
4 See the definition of the term nonissuer in the AU-C Glossary.
5 All QC sections can be found in AICPA Professional Standards.
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practice. A system of quality control consists of policies that a firm establishes
and maintains to provide it with reasonable assurance that the firm and its
personnel comply with professional standards, as well as applicable legal and
regulatory requirements. The policies also provide the firm with reasonable
assurance that reports issued by the firm are appropriate in the circumstances.

QC section 10 applies to all CPA firms with respect to engagements in their
accounting and auditing practice. In paragraph .06 of QC section 10, an ac-
counting and auditing practice is defined as "a practice that performs engage-
ments covered by this section, which are audit, attestation, compilation, review,
and any other services for which standards have been promulgated by the ASB
or the AICPA Accounting and Review Services Committee under the "General
Standards Rule" (ET sec. 1.300.001) or the "Compliance With Standards Rule"
of the AICPA Code of Professional Conduct. Although standards for other en-
gagements may be promulgated by other AICPA technical committees, engage-
ments performed in accordance with those standards are not encompassed in
the definition of an accounting and auditing practice.

In addition to the provisions of QC section 10, readers should be aware of other
sections within AICPA Professional Standards that address quality control con-
siderations, including the following provisions that address engagement level
quality control matters for various types of engagements that an accounting
and auditing practice might perform:

� AU-C section 220, Quality Control for an Engagement Conducted
in Accordance With Generally Accepted Auditing Standards

� AT-C section 105, Concepts Common to All Attestation Engage-
ments6

� AR-C section 60, General Principles for Engagements Performed
in Accordance With Statements on Standards for Accounting and
Review Services7

Because of the importance of engagement quality, this guide includes appendix
A, "Overview of Statements on Quality Control Standards." Appendix A sum-
marizes key aspects of the quality control standard. This summarization should
be read in conjunction with QC section 10, AU-C section 220, AT-C section 105,
AR-C section 60, and the quality control standards issued by the PCAOB, as
applicable.

Alternatives Within U.S. Generally Accepted
Accounting Principles
The Private Company Council (PCC), established by the Financial Accounting
Foundation's Board of Trustees in 2012, and FASB, working jointly, will mutu-
ally agree on a set of criteria to decide whether and when alternatives within
U.S. GAAP are warranted for private companies. Based on those criteria, the
PCC reviews and proposes alternatives within U.S. GAAP to address the needs
of users of private company financial statements. These U.S. GAAP alternatives
may be applied to those entities that are not public business entities, not-for-
profits, or employee benefit plans.

6 All AT-C sections can be found in AICPA Professional Standards.
7 All AR-C sections can be found in AICPA Professional Standards.
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The FASB ASC master glossary defines a public business entity as follows:

A public business entity is a business entity meeting any one of the
criteria below. Neither a not-for-profit entity nor an employee benefit
plan is a business entity.

a. It is required by the SEC to file or furnish financial state-
ments, or does file or furnish financial statements (includ-
ing voluntary filers), with the SEC (including other enti-
ties whose financial statements or financial information
are required to be or are included in a filing).

b. It is required by the Securities Exchange Act of 1934 (the
Act), as amended, or rules or regulations promulgated un-
der the Act, to file or furnish financial statements with a
regulatory agency other than the SEC.

c. It is required to file or furnish financial statements with
a foreign or domestic regulatory agency in preparation for
the sale of or for purposes of issuing securities that are not
subject to contractual restrictions on transfer.

d. It has issued, or is a conduit bond obligor for, securities that
are traded, listed, or quoted on an exchange or an over-the-
counter market.

e. It has one or more securities that are not subject to con-
tractual restrictions on transfer, and it is required by law,
contract, or regulation to prepare U.S. GAAP financial
statements (including footnotes) and make them publicly
available on a periodic basis (for example, interim or an-
nual periods). An entity must meet both of these conditions
to meet this criterion.

An entity may meet the definition of a public business entity solely
because its financial information or financial statements are included
in another entity's filing with the SEC. In that case, the entity is a
public business entity only for purposes of financial statements that
are filed or furnished with the SEC.

Considerations related to alternatives for private companies may be discussed
within this guide's chapter text. When such discussion is provided, the related
paragraphs are designated with the following title: Considerations for Private
Companies That Elect to Use Standards as Issued by the Private Company
Council.

AICPA.org Website
The AICPA encourages you to visit its website at aicpa.org, and the Financial
Reporting Center at www.aicpa.org/frc. The Financial Reporting Center sup-
ports members in the execution of high-quality financial reporting. Whether
you are a financial statement preparer or a member in public practice, this
center provides exclusive member-only resources for the entire financial re-
porting process, and provides timely and relevant news, guidance and exam-
ples supporting the financial reporting process. Another important focus of the
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Financial Reporting Center is keeping those in public practice up to date on
issues pertaining to preparation, compilation, review, audit, attestation, assur-
ance and advisory engagements. Certain content on the AICPA's websites ref-
erenced in this guide may be available only to AICPA members.
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Chapter 1

General Accounting Considerations

Notice to Readers
This chapter provides an overview of FASB Accounting Standards Codifica-
tion (ASC) 606, Revenue from Contracts with Customers. Readers are encour-
aged to refer to FASB ASC 606 for the full text, implementation guidance,
and illustrations. Refer to subsequent chapters of this guide for accounting
guidance on industry-specific implementation issues across a variety of in-
dustries.

This chapter also presents an accounting implementation issue developed to
assist management in applying FASB ASC 606 and related interpretations
from the FASB/IASB Joint Transition Resource Group for Revenue Recog-
nition (TRG) to third party extended service warranty contracts within the
scope of FASB ASC 606.

The AICPA Insurance Entities Revenue Recognition Task Force identified
and developed this accounting implementation issue, and the AICPA Rev-
enue Recognition Working Group and AICPA Financial Reporting Executive
Committee (FinREC) approved it. They are a source of nonauthoritative ac-
counting guidance for nongovernmental entities.

Lastly, https://www.fasb.org has information on activities from the TRG, in-
cluding summaries of issues discussed.

Introduction
1.01 In May 2014, FASB and IASB issued a joint accounting standard

on revenue recognition to address a number of concerns surrounding the in-
consistencies and complexities in accounting for revenue transactions. FASB
issued the update in the form of FASB Accounting Standards Update (ASU)
No. 2014-09, Revenue from Contracts with Customers (Topic 606), and the IASB
issued International Financial Reporting Standards (IFRS) 15, Revenue from
Contracts with Customers. FASB ASU No. 2014-09 amended the FASB ASC
by creating Topic 606, Revenue from Contracts with Customers, and amending
Subtopic 340-40, Other Assets and Deferred Costs—Contracts with Customers.
The guidance in this update supersedes revenue recognition requirements in
FASB ASC 605, Revenue Recognition, along with most of the revenue recog-
nition guidance under the 900 series of industry-specific topics. IFRS 15 will
replace International Accounting Standard (IAS) 11, Construction Contracts,
and IAS 18, Revenue.

1.02 As part of the boards' efforts to converge U.S. generally accepted
accounting principles (U.S. GAAP) and IFRS, FASB ASC 606 eliminates the
transaction- and industry-specific revenue recognition guidance under current
U.S. GAAP and replaces it with a principles-based approach for revenue recog-
nition.

1.03 FASB ASC 606-10-15-2 explains that FASB ASC 606 should be ap-
plied by entities to all contracts with customers except for a specific list of
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2 Revenue Recognition

exceptions. These exceptions include contracts that are within the scope of
other standards (for example, insurance contracts or lease contracts), financial
instruments, guarantees (other than product or service warranties), and non-
monetary exchanges between entities in the same line of business to facilitate
sales to customers or potential customers.

Authoritative Status and Effective Date
1.04 The guidance in FASB ASC 606 was originally effective for annual

reporting periods of public entities1 beginning on or after December 15, 2016,
including interim periods within that reporting period. Early application was
not permitted for public entities. For all other entities, the guidance in the new
standard was originally effective for annual reporting periods beginning after
December 15, 2017, and interim periods within annual periods beginning after
December 15, 2018.

1.05 To allow entities additional time to implement systems, gather data,
and resolve implementation questions, FASB issued ASU No. 2015-14, Revenue
From Contracts with Customers: Deferral of the Effective Date, in August 2015,
to defer the effective date of FASB ASU No. 2014-09 for one year.

1.06 As a result of this deferral, public business entities, certain not-for-
profit entities, and certain employee benefit plans should apply the guidance
in FASB ASU No. 2014-09 to annual reporting periods beginning after Decem-
ber 15, 2017, including interim reporting periods within that reporting period.
Earlier application would be permitted only as of annual reporting periods be-
ginning after December 15, 2016, including interim reporting periods within
that reporting period.

1.07 All other entities should apply the guidance in FASB ASU No. 2014-
09 to annual reporting periods beginning after December 15, 2018, and interim
reporting periods within annual reporting periods beginning after December
15, 2019. Application would be permitted earlier only as of an annual reporting
period beginning after December 15, 2016, including interim reporting periods
within that reporting period, or an annual reporting period beginning after De-
cember 15, 2016, and interim reporting periods within annual reporting periods
beginning one year after the annual reporting period in which an entity first
applies the guidance in FASB ASU No. 2014-09.

1.08 The IASB issued an amendment to IFRS 15 deferring the effective
date by one year to 2018. The publication of the amendment, Effective Date of
IFRS 15, follows from the IASB's decision in July 2015 to defer the effective
date from January 1, 2017, to January 1, 2018, having considered the feedback
to its consultation. Companies applying IFRS continue to have the option to
apply the standard early.

1 A public entity is an entity that is any one of the following:

1. A public business entity

2. A not-for-profit entity that has issued, or is a conduit bond obligor for, securities that
are traded, listed, or quoted on an exchange or an over-the-counter market

3. An employee benefit plan that files or furnishes financial statements to the SEC.
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Transitioning to the New Standard
1.09 FASB ASC 606-10-65-1 allows entities two options when transition-

ing to the guidance under FASB ASC 606. FASB ASC 606-10-65-1d1 explains
that the first option is full retrospective application of the new standard, which
requires reflecting the cumulative effect of the change in all contracts on the
opening retained earnings of the earliest period presented and adjusting the fi-
nancial statements for each prior period presented to reflect the effect of apply-
ing the new accounting standard. Retrospective application would be applied
to interim periods, as well as annual periods presented. As stated in FASB ASC
606-10-65-1f, an entity following the full retrospective approach may elect any
of the following practical expedients, applied consistently to all contracts:

� For completed contracts, an entity does not need to restate con-
tracts that begin and are completed within the same annual re-
porting period.

� For completed contracts that have variable consideration, an en-
tity may use the transaction price at the date the contract was
completed rather than estimating variable consideration amounts
in the comparative reporting periods.

� For all reporting periods presented before the date of initial ap-
plication, an entity does not need to disclose the amount of the
transaction price allocated to remaining performance obligations
and an explanation of when the entity expects to recognize that
amount as revenue.

� For contracts that were modified before the beginning of the ear-
liest reporting period, an entity does not need to retrospectively
restate the contract for those contract modifications in accordance
with paragraphs 12–13 of FASB ASC 606-10-25. Instead, an entity
should reflect the aggregate effect of all modifications that occur
before the beginning of the earliest period presented when

— identifying the satisfied and unsatisfied performance
obligations,

— determining the transaction price, and

— allocating the transaction price to the satisfied and un-
satisfied performance obligations.

1.10 As an alternative, under FASB ASC 606-10-65-1d2, entities may ap-
ply the amendments to the new standard retrospectively with the cumulative
effect of initially applying the amendments recognized at the date of initial ap-
plication. Under this transition method, an entity should elect to apply this
guidance retrospectively either to all contracts at the date of initial applica-
tion or only to contracts that are not completed contracts at the date of initial
application. An entity should disclose whether it has applied this guidance to
all contracts at the date of initial application or only to contracts that are not
completed at the date of initial application.

1.11 When using the cumulative effect method described in paragraph
1.10, the entity should provide additional disclosures of the following, in re-
porting periods that include the date of initial application:

� The amount by which each financial statement line item is af-
fected in the current reporting period by the application of the
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new standard as compared to the guidance that was in effect be-
fore the change

� An explanation of the reasons for significant changes

1.12 Both application methods include recording the direct effects of the
change in accounting principle. Indirect effects that would have been recognized
if the newly adopted accounting principles had been followed in prior periods
would not be included in the retrospective application. FASB ASC 250-10-45-8
defines direct effects of a change in accounting principle as "those recognized
changes in assets or liabilities necessary to effect a change in accounting prin-
ciple." An example of a direct effect described in this section of FASB ASC 250
is an adjustment to an inventory balance to effect a change in inventory valu-
ation method. Indirect effects are defined within FASB ASC 250-10-20 as "any
changes to current or future cash flows of an entity that result from making a
change in accounting principle that is applied retrospectively." An example of
an indirect change is a change in royalty payments based on a reported amount
such as revenue or net income.

Post-Standard Activity
1.13 To assist with implementation of the new standard, FASB and the

IASB announced the formation of the TRG in June 2014. The objective of this
group is to keep the boards informed of potential implementation issues that
may arise as entities implement the new guidance. Members of the TRG in-
clude financial statement preparers, auditors, and financial statement users
representing various industries, geographies, and public and private compa-
nies. Any stakeholder may submit a potential implementation issue for discus-
sion at TRG meetings, to be evaluated and prioritized for further discussion by
each board.

1.14 The TRG held two meetings in 2014, four in 2015, and two in 2016. A
submission tracker is available on the TRG website at https://www.fasb.org that
includes a listing of all revenue recognition implementation issues submitted
and the current status of these issues.

1.15 In addition to advising the boards to defer the effective date, the TRG
informed the boards that technical corrections were needed to further articu-
late the guidance in the standard. FASB has issued the following accounting
updates subsequent to FASB ASU No. 2014-09:

a. FASB ASU No. 2016-08, Revenue from Contracts with Customers
(Topic 606): Principal versus Agent Considerations (Reporting Rev-
enue Gross versus Net)

b. FASB ASU No. 2016-10, Revenue from Contracts with Customers
(Topic 606): Identifying Performance Obligations and Licensing

c. FASB ASU No. 2016-11, Revenue Recognition (Topic 605) and
Derivatives and Hedging (Topic 815): Rescission of SEC Guid-
ance Because of Accounting Standards Updates 2014-09 and 2014-
16 Pursuant to Staff Announcements at the March 3, 2016 EITF
Meeting

d. FASB ASU No. 2016-12, Revenue from Contracts with Customers
(Topic 606): Narrow-Scope Improvements and Practical Expedients

e. FASB ASU No. 2016-20, Technical Corrections and Improvements
to Topic 606, Revenue from Contracts with Customers
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General Accounting Considerations 5
f. FASB ASU No. 2017-13, Revenue Recognition (Topic 605), Revenue

from Contracts with Customers (Topic 606), Leases (Topic 840), and
Leases (Topic 842): Amendments to SEC Paragraphs Pursuant to
the Staff Announcement at the July 20, 2017 EITF Meeting and
Rescission of Prior SEC Staff Announcements and Observer Com-
ments

g. FASB ASU No. 2018-18, Collaborative Arrangements (Topic 808):
Clarifying the Interaction Between Topic 808 and Topic 606

1.16 In June 2018, FASB staff released two memos based on discussion
with the Private Company Council. The memos contain considerations for im-
plementation of FASB ASC 606 related to the (1) definition of an accounting
contract and short cycle manufacturing (right to payment) and (2) reimburse-
ment of out-of-pocket expenses. The memos can be found on the FASB TRG web
page.2

1.17 In November 2018, FASB staff released a memo that provides edu-
cational examples of revenue recognition implementation for private company
franchisors. The FASB staff paper primarily targets questions related to the use
of judgment in identifying performance obligations. The memo can be found on
the FASB web page.3

Overview of FASB ASU No. 2014-09, Revenue from
Contracts with Customers

1.18 As stated in FASB ASC 606-10-05-3, the core principle of FASB ASC
606 is that an entity should recognize revenue to depict the transfer of 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.

1.19 To recognize revenue under the new framework, FASB ASC 606-10-
05-4 states that an entity should follow these five steps:

a. Step 1—Identify the contract(s) with a customer.

b. Step 2—Identify the performance obligations in the contract.

c. Step 3—Determine the transaction price.

d. Step 4—Allocate the transaction price to the performance obliga-
tions in the contract.

e. Step 5—Recognize revenue when (or as) the entity satisfies a per-
formance obligation.

Step 1: Identify the Contract With a Customer
1.20 FASB ASC 606-10-25-2 defines a contract as "an agreement between

two or more parties that creates enforceable rights and obligations." FASB ASC
606-10-25-1 states an entity should account for a contract with a customer that
is within the scope of FASB ASC 606 when all of the following criteria are met:

a. It has the approval and commitment of the parties.

2 Readers should refer to the FASB website: https://www.fasb.org/cs/ContentServer?c=Page&
cid=1176164066683&d=&pagename=FASB%2FPage%2FSectionPage

3 Readers should refer to the FASB website: https://www.fasb.org/cs/Satellite?c=Document_C&
cid=1176171580176&pagename=FASB%2FDocument_C%2FDocumentPage
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6 Revenue Recognition

b. Rights of the parties are identified.

c. Payment terms are identified.

d. The contract has commercial substance.

e. Collectibility of substantially all of the consideration is probable.

1.21 Paragraphs 1–8 of FASB ASC 606-10-25 provide guidance on identi-
fying the contract with a customer. Paragraphs 3A–3C of FASB ASC 606-10-55
provide guidance for assessing the collectibility of consideration as required in
paragraph 1e of FASB ASC 606-10-25.

1.22 FASB ASC 606-10-25-9 provides guidance on when multiple con-
tracts should be combined under FASB ASC 606. Paragraphs 10–13 of FASB
ASC 606-10-25 provide guidance on accounting for contract modifications.

Step 2: Identify the Performance Obligations in the Contract
1.23 An entity should assess the goods or services promised in a contract

with a customer at contract inception. Each promise to transfer one of the fol-
lowing to the customer is considered a performance obligation, in accordance
with FASB ASC 606-10-25-14:

a. A good or service (or bundle of goods or services) that is distinct

b. A series of distinct goods or services that are substantially the same
and that have the same pattern of transfer to the customer

1.24 Paragraphs 15–18B of FASB ASC 606-10-25 provide guidance on
how to determine a series of distinct goods or services and explicit and implicit
promises to customers, and how to account for immaterial promised goods or
services, and shipping and handling activities.

1.25 FASB ASC 606-10-25-19 explains that a good or service that is
promised to a customer is distinct if both of the following criteria are met:

a. Capable of being distinct. The customer can benefit from a good
or service either on its own or together with other resources that
are readily available to the customer.

b. Distinct within the context of the contract. The entity's
promise to transfer the good or service to the customer is separately
identifiable from other promises in the contract.

1.26 Paragraphs 20–22 of FASB ASC 606-10-25 provide guidance on de-
termining if a promised good or service is distinct, and combining promised
goods or services until an entity identifies a bundle of goods or services that is
distinct.

Step 3: Determine the Transaction Price
1.27 FASB ASC 606-10-32-2 explains that the transaction price is the

amount of consideration to which an entity expects to be entitled in exchange
for transferring promised goods or services to a customer, excluding amounts
collected on behalf of third parties.

1.28 FASB ASC 606-10-32-3 explains that when determining the transac-
tion price, an entity should consider the effects of all of the following:

a. Variable consideration (paragraphs 606-10-32-5 through 32-10 and
606-10-32-14)
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General Accounting Considerations 7
b. Constraining estimates of variable consideration (paragraphs 606-

10-32-11 through 32-13)
c. The existence of a significant financing component (paragraphs

606-10-32-15 through 32-20)
d. Noncash considerations (paragraphs 606-10-32-21 through 32-24)
e. Consideration payable to the customer (paragraphs 606-10-32-25

through 32-27).

Step 4: Allocate the Transaction Price to the Performance
Obligations in the Contract

1.29 FASB ASC 606-10-32-28 explains that the objective when allocating
the transaction price is for an entity to allocate the transaction price to each
separate performance obligation (or distinct good or service) in an amount that
depicts the amount of consideration to which the entity expects to be entitled
in exchange for transferring the promised goods or services to the customer.

1.30 FASB ASC 606-10-32-29 explains that an entity should generally
allocate the transaction price to each performance obligation identified in the
contract on a relative standalone selling price basis.

1.31 Paragraphs 31–35 of FASB ASC 606-10-32 provide guidance on al-
location of the transaction price based on stand-alone selling prices. Para-
graphs 36–38 of FASB ASC 606-10-32 provide guidance on allocation of a
discount. Paragraphs 39–41 of FASB ASC 606-10-32 provide guidance on al-
location of variable consideration. Paragraphs 42–45 of FASB ASC 606-10-32
provide guidance on changes in the transaction price.

Step 5: Recognize Revenue When (or as) the Entity Satisfies a
Performance Obligation

1.32 The requirements of FASB ASC 606-10-25-23 state that an entity
should recognize revenue when (or as) the entity satisfies a performance obli-
gation by transferring a promised good or service to a customer. An asset is
transferred when (or as) the customer obtains control of that asset.

1.33 As stated in FASB ASC 606-10-25-25, control of an asset refers to
the ability to direct the use of, and obtain substantially all of the remaining
benefits from, the asset. Control includes the ability to prevent other entities
from directing the use of, and obtaining the benefits from, an asset.

1.34 For each performance obligation identified in accordance with para-
graphs 14–22 of FASB ASC 606-10-25, paragraph 24 states that an entity
should determine at contract inception whether it satisfies the performance
obligation over time (in accordance with paragraphs 27–29 of FASB ASC 606-
10-25) or at a point in time (in accordance with FASB ASC 606-10-25-30). If
an entity does not satisfy a performance obligation over time, the performance
obligation is satisfied at a point in time.

1.35 Paragraphs 27–29 of FASB ASC 606-10-25 provide guidance for de-
termining if an entity transfers control of a good or service over time. Para-
graphs 31–37 of FASB ASC 606-10-25 provide guidance for measuring progress
toward complete satisfaction of a performance obligation, methods for measur-
ing progress and reasonable measures of progress. FASB ASC 606-10-25-30
provides indicators of the transfer of control for performance obligations satis-
fied at a point in time.
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8 Revenue Recognition

Costs to Obtain or Fulfill a Contract With a Customer

Incremental Costs of Obtaining a Contract
1.36 As stated in FASB ASC 340-40-25-1, "an entity should recognize as

an asset the incremental costs of obtaining a contract with a customer if the
entity expects to recover those costs." FASB ASC 340-40-25-2 explains that the
incremental costs of obtaining a contract are those costs that an entity incurs
to obtain a contract with a customer that it would not have incurred if the con-
tract had not been obtained (for example, a sales commission). FASB ASC 340-
40-25-3 further explains that costs to obtain a contract that would have been
incurred regardless of whether the contract was obtained should be recognized
as an expense when incurred, unless those costs are explicitly chargeable to the
customer regardless of whether the contract is obtained.

1.37 FASB ASC 340-40-25-4 allows for a practical expedient, stating that
an entity may recognize the incremental costs of obtaining a contract as an
expense when incurred if the amortization period of the asset that the entity
otherwise would have recognized is one year or less.

Costs of Fulfilling a Contract
1.38 FASB ASC 340-40-25-5 requires an entity to recognize an asset from

the costs incurred to fulfill a contract only if those costs meet all of the following
criteria:

a. The costs relate directly to a contract or to an anticipated contract
that the entity can specifically identify (for example, costs relating
to services to be provided under renewal of an existing contract or
costs of designing an asset to be transferred under a specific con-
tract that has not yet been approved).

b. The costs generate or enhance resources of the entity that will be
used in satisfying (or in continuing to satisfy) performance obliga-
tions in the future.

c. The costs are expected to be recovered.

1.39 FASB ASC 340-40-25-6 explains that for costs incurred in fulfilling a
contract with a customer that are within the scope of another topic (for example,
FASB ASC 330, Inventory; or FASB ASC 360, Property, Plant, and Equipment),
an entity should account for those costs in accordance with guidance in those
topics or subtopics.

1.40 Paragraphs 7–8 of FASB ASC 340-40-25 provide guidance on iden-
tifying whether costs relate directly to a contract or should be expensed when
incurred. Paragraphs 1–6 of FASB ASC 340-40-35 provide guidance on amorti-
zation and impairment of assets recognized in accordance with paragraph 1 or
5 of FASB ASC 340-40-25.

Disclosures
1.41 There are significant disclosure requirements in FASB ASC 606.

FASB ASC 606-10-50-1 explains that the objective of the disclosure require-
ments is to enable users of financial statements to understand the nature,
amount, timing, and uncertainty of revenue and cash flows arising from
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contracts with customers, and to achieve that objective an entity should dis-
close qualitative and quantitative information about the following:

a. Contracts with customers — including revenue recognized, disag-
gregation of revenue, and information about contract balances and
performance obligations (including the transaction price allocated
to the remaining performance obligations)

b. Significant judgments and changes in judgments affecting the
amount of revenue and assets recognized — determining the timing
of satisfaction of performance obligations (over time or at a point in
time), and determining the transaction price and amounts allocated
to performance obligations.

1.42 Paragraphs 1–23 of FASB ASC 606-10-50 and paragraphs 1–6 of
FASB ASC 340-40-50 provide guidance on required disclosures and practical
expedients. Paragraphs 89–91 of FASB ASC 606-10-55 provide considerations
for disclosure of disaggregated revenue.

Other Topics

Presentation of Contract With a Customer
1.43 Paragraphs 1–5 of FASB ASC 606-10-45 provide guidance for deter-

mining presentation of the contract with a customer in the statement of finan-
cial position as a contract asset, a receivable or a contract liability.

Sale With a Right of Return
1.44 Paragraphs 22–29 of FASB ASC 606-10-55 provide guidance for ac-

counting for sales with a right of return.

Warranties
1.45 Paragraphs 30–35 of FASB ASC 606-10-55 provide guidance on ac-

counting for warranties.

Principal Versus Agent
1.46 Paragraphs 36–40 of FASB ASC 606-10-55 provide considerations

for determining whether an entity is a principal or an agent in a contract with
customers.

Customer Options for Additional Goods or
Service — Material Rights

1.47 Paragraphs 41–45 of FASB ASC 606-10-55 provide guidance for ac-
counting for customer options to acquire additional goods or services and ma-
terial rights to the customer.

Customer’s Unexercised Rights
1.48 Paragraphs 46–49 of FASB ASC 606-10-55 provide guidance for ac-

counting for customer's unexercised rights.
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Nonrefundable Upfront Fees
1.49 Paragraphs 50–53 of FASB ASC 606-10-55 provide guidance for ac-

counting for nonrefundable upfront fees.

Licensing
1.50 Paragraphs 54–60 and 62–65B of FASB ASC 606-10-55 provide guid-

ance for accounting for licenses of intellectual property.

Repurchase Agreements
1.51 Paragraphs 66–78 of FASB ASC 606-10-55 provide guidance for ac-

counting for repurchase agreements.

Consignment Arrangements
1.52 Paragraphs 79–80 of FASB ASC 606-10-55 provide guidance for de-

termining whether an arrangement is a consignment arrangement and the re-
lated accounting.

Bill-and-Hold Arrangements
1.53 Paragraphs 81–84 of FASB ASC 606-10-55 provide guidance for ac-

counting for bill-and-hold arrangements.

Customer Acceptance
1.54 Paragraphs 85–88 of FASB ASC 606-10-55 provide guidance for eval-

uating customer acceptance of an asset.

Third-Party Extended Service Warranty Contracts Within
the Scope of FASB ASC 606
This accounting implementation issue is relevant to the application of FASB
ASC 606 to third-party extended service warranty contracts that are written by
noninsurance entities. This issue is included in chapter 1, "General Accounting
Considerations," because it is applicable to multiple industries.

1.55 FASB ASC 606-10-15-2 states (in part) the following:

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

...

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

...

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

1.56 In accordance with FASB ASC 606-10-15-2, an insurance entity
should continue to apply the guidance in FASB ASC 944 to warranty contracts
that are within the scope of FASB ASC 944 because they are written by an
insurance entity.

1.57 This section focuses on extended warranty contracts, not written by
an insurance entity, that meet the criteria in FASB ASC 606-10-55-31.
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1.58 The FASB master glossary defines an extended warranty contract

as "an agreement to provide warranty protection in addition to the scope of
coverage of the manufacturer's original warranty, if any, or to extend the period
of coverage provided by the manufacturer's original warranty."

Superseded Guidance
1.59 The guidance in FASB ASC 605-20, which included a reference to

similarities between the short-duration contracts model under FASB ASC 944,
has been superseded by FASB ASC 606. Paragraphs 1 and 6 of FASB ASC 605-
20-25 have not been superseded by FASB ASC 606 and provide guidance on loss
provisions for separately priced warranty and contract maintenance contracts.

Promised Goods or Services
1.60 In accordance with FASB ASC 606-10-25-16, entities should iden-

tify all the promised goods and services in a contract. The focus of this section
is on extended warranty contracts that provide services for unscheduled re-
pairs or replacement of the item under the contract for an unknown quantity
of services for a fixed fee. It does not cover situations in which other services,
such as scheduled product maintenance, are also provided. This section does not
cover extended warranty contracts that only provide for the indemnification of
or reimbursement to the customer for unscheduled repairs or replacement of
the item (that is, contracts in which the company is not obligated to perform
a service or engage others to perform a service, but merely to reimburse the
customer).

1.61 At its January 26, 2015, meeting, the TRG discussed stand-ready per-
formance obligations. Paragraph 11 of TRG Agenda Ref. No. 16, Stand-Ready
Performance Obligations, provided examples that illustrate the benefit a cus-
tomer obtains from the entity "standing ready." One example includes "a cus-
tomer that purchases an extended product warranty for a piece of equipment
that requires the entity to remediate any issues with the product when-and-if
problems arise."

1.62 Paragraphs 31 and 32 of topic 5 of TRG Agenda Ref. No. 25, Jan-
uary 2015 Meeting — Summary of Issues Discussed and Next Steps, state the
following:

For Issue 1 [What is the nature of an entity's promise in a stand ready
obligation], TRG members generally agreed with the position put forth
by the staff in the TRG Agenda paper that, in some cases, the nature
of the entity's promise in a contract is to "stand-ready" for a period
of time, rather than to provide the goods or services underlying the
obligation (for example, the actual act of removing snow in the snow
removal example included in paragraph 33(a)). The TRG Agenda pa-
per notes that the Boards acknowledged this as well in the Basis for
Conclusions to the revenue standard. Several TRG members empha-
sized that judgment must be exercised when determining whether the
nature of the entity's promise is (a) that of standing ready to provide
goods or services or (b) to actually provide specified goods or services.
It was further discussed that whether the entity's obligation is to pro-
vide a defined good or service (or goods and services) or, instead, to
provide an unknown type or quantity of goods or services might be a
strong indicator as to the nature of the entity's promise.
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Some examples of stand-ready obligations that were discussed by the
TRG include promises to transfer unspecified software upgrades at the
software vendor's discretion, provide when-and-if-available updates
to previously licensed intellectual property based on advances in re-
search and development of pharmaceuticals, and snow removal from
an airport's runway in exchange for a fixed fee for the year. In contrast,
a promise to deliver a specified number of goods or increments of ser-
vice would not be a stand-ready obligation (for example, a promise to
deliver one or more specified software upgrades).

1.63 In accordance with discussion at the January 2015 TRG meeting,
FinREC believes that an entity's promise in an extended warranty contract
that is sold separately from the product covered would typically be viewed as
a stand-ready obligation if the contract provides services for unscheduled re-
pairs or replacement of the item under the contract for an unknown quantity
of services for a fixed fee.

1.64 If an entity has concluded that the promise in an extended warranty
contract that is sold separately from the product covered is a stand-ready obli-
gation, then the entity should also determine the nature of the promise in the
stand-ready obligation. FinREC believes the nature of a stand-ready obliga-
tion for an extended warranty contract that is sold separately from the product
covered could be either to provide protection against damage to, loss, or mal-
function of the warrantied item caused by various perils for the specified cov-
erage period, or to fix, arrange to fix, or replace the covered product. FinREC
believes that entities should use reasonable judgment in determining the na-
ture of the promise of the stand-ready obligation and apply that interpretation
consistently to similar fact patterns and consider the disclosure requirements
of FASB ASC 606-10-50-12.

1.65 As expressed by several TRG members, judgment must be exercised
when determining the nature of the entity's promise. Other types of extended
warranty contracts with different repair or payment options should be analyzed
separately to determine whether the promise is a stand-ready obligation or a
promise to deliver a specified number of goods or increments of service.

1.66 In circumstances in which no additional services are included in the
extended warranty contract, the stand-ready obligation would be the only per-
formance obligation in the contract.

Satisfaction of Performance Obligation
1.67 FASB ASC 606-10-25-23 requires an entity to recognize revenue

when (or as) the entity satisfies a performance obligation by transferring a
promised good or service to a customer. FASB ASC 606-10-25-24 notes that
a performance obligation may be satisfied over time or at a point in time. If
one of the three criteria included in FASB ASC 606-10-25-27 are met, the en-
tity transfers control of the good or service over time and, therefore, satisfies a
performance obligation and recognizes revenue over time.

1.68 FinREC believes that the performance obligation of standing ready
to provide protection against damage to, loss, or malfunction of the warrantied
item caused by various perils for the specified coverage period, or to fix, ar-
range to fix, or replace the covered product under an extended warranty con-
tract, which is sold separately from the product covered and provides services
for unscheduled repairs or replacement of the item under the contract for an
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unknown quantity of services for a fixed fee, meets the criteria in FASB ASC
606-10-25-27a. The entity would therefore satisfy the performance obligation
and recognize revenue over time instead of at a point in time. As explained in
FASB ASC 606-10-55-6, this is based on the fact that another entity would not
need to substantially reperform the work that the entity has completed to date
if that other entity were to fulfill the remaining performance obligation to the
customer. This view is also consistent with the TRG discussion relating to TRG
Agenda Ref 16.

Measuring Progress Toward Complete Satisfaction of a
Performance Obligation

1.69 In measuring progress toward complete satisfaction of a performance
obligation, FASB ASC 606-10-25-31 states that "the objective when measuring
progress is to depict an entity's performance in transferring control of goods
or services promised to a customer (that is, the satisfaction of an entity's per-
formance obligation)." Paragraphs 1.70–1.71 describe two ways of viewing the
nature of the promise and reflecting the satisfaction of an entity's performance
obligation, depending on how the entity views its provision of service. FinREC
believes that entities should use reasonable judgment in determining the na-
ture of the promise of the stand-ready obligation and apply that interpretation
consistently to similar fact patterns, and consider the disclosure requirements
of FASB ASC 606-10-50-12.

1.70 FinREC believes an entity could view the nature of its performance
obligation under an extended warranty contract that provides an unknown
quantity of services for a fixed fee as standing ready to provide protection
against damage to, loss, or malfunction of the warrantied item caused by var-
ious perils for the specified coverage period. As such, it provides assurance of
use for the covered product for the coverage period that would include some
involvement with the repair or replacement. If this view is taken, FinREC be-
lieves revenue should be recognized as the performance obligation is satisfied
over the coverage period. FinREC believes that a liability should be recorded
as the claims are incurred during the coverage period for the estimated cost to
provide repairs that have not yet occurred for claims incurred on or prior to the
end of the coverage period.

1.71 FinREC believes an entity could also view the nature of its perfor-
mance obligation as standing ready to fix, arrange to fix, or replace the covered
product under an extended warranty contract that provides an unknown quan-
tity of services for a fixed fee. If this view is taken, FinREC believes revenue
should be recognized as the performance obligation is satisfied over the period
in which the entity is expected to repair or replace the item under warranty and
related costs should be recognized as incurred. Although the claim is required
to be incurred during the coverage period, services to repair or replace may be
provided after the end of the coverage period. A portion of the transaction price
would be a contract liability as of the end of the coverage period and would
be recognized in revenue at the same time the costs to provide repairs for the
remaining claims are expected to be incurred and expensed.

1.72 In accordance with FASB ASC 605-20-25-6, under either of the pre-
ceding views, a loss should be recognized immediately if the sum of the expected
costs of providing services under the contract and any asset recognized for the
incremental cost of obtaining a contract exceeds the related contract liability.
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Methods for Measuring Progress
1.73 As discussed in FASB ASC 606-10-25-33, there are various appro-

priate methods of measuring progress that are generally categorized as output
methods and input methods. FASB ASC 606-10-55-17 explains that "output
methods include surveys of performance completed to date, appraisals of results
achieved, milestones reached, time elapsed, and units produced or units deliv-
ered." FASB ASC 606-10-55-20 explains that input methods include resources
consumed, labor hours expended, costs incurred, time lapsed, or machine hours
used relative to the total expected inputs to the satisfaction of that performance
obligation. Considerations for selecting those methods are discussed in para-
graphs 16–21 of FASB ASC 606-10-55. As required in FASB ASC 606-10-25-32,
for each performance obligation the entity should apply a single method of mea-
suring progress that is consistent with the objective in FASB ASC 606-10-25-31
and should apply that method consistent with similar performance obligations
and in similar circumstances.

1.74 Paragraph 33 in topic 5 of TRG Agenda Ref. No. 25 states the
following:

For Issue 2, TRG members agreed with the position put forth by the
staff in the TRG Agenda Paper that judgment should be exercised in
determining the appropriate method to measure progress towards sat-
isfaction of a stand-ready obligation over time, and the substance of the
stand-ready obligation must be considered to align the measurement
of progress towards complete satisfaction of the performance obliga-
tion with the nature of the entity's promise. Members generally agreed
that the new revenue standard does not permit an entity to default to
a straight-line measure of progress, but that a straight-line measure of
progress (for example, one based on the passage of time) will be reason-
able in many cases. Some TRG members observed that a straight-line
measure of progress might not always be conceptually pure, but they
acknowledged that a straight-line measure might be the most reason-
able estimate an entity can make for a stand-ready obligation. The
staff put forth the following two examples that were discussed by the
TRG members:

(a) In a snow removal scenario, the entity does not know, and
it would likely not be able to reasonably estimate, how
often (or how much) and/or when it will snow. This sug-
gests the nature of the entity's promise is to stand ready
to provide these services when-and-if it is needed. In this
scenario, the entity may conclude that the customer does
not benefit evenly throughout the one-year contract pe-
riod. As a result, the entity would select a more appro-
priate measure of progress (for example, one based on its
expected efforts to fulfill its obligation to stand ready to
perform, which may be substantially greater during the
winter months than during the summer months).

(b) In a scenario in which an entity promises to make unspec-
ified (that is, when-and-if available) software upgrades
available to a customer, the nature of the entity's promise
is fundamentally one of providing the customer with a
guarantee. The entity stands ready to transfer updates
or upgrades when-and-if they become available, while the
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customer benefits evenly throughout the contract period
from the guarantee that any updates or upgrades devel-
oped by the entity during the period will be made avail-
able. As a result, a time-based measure of progress over
the period during which the customer has rights to any
unspecified upgrades developed by the entity would gen-
erally be appropriate.

1.75 In accordance with the views expressed by the TRG at the January
2015 meeting, FinREC believes that judgment should be exercised in determin-
ing the appropriate method to measure progress toward satisfaction of a stand-
ready obligation under an extended warranty contract that is sold separately
from the product covered and that provides an unknown quantity of services
for a fixed fee. The nature of the stand-ready obligation — to provide protection
against damage to, loss, or malfunction of the warrantied item caused by vari-
ous perils for the specified coverage period or to fix, arrange to fix, or replace the
covered product — should be considered to align the measurement of progress
toward complete satisfaction of the performance obligation with the nature of
the entity's promise.

1.76 FASB ASC 606-10-25-35 requires that

[a]s circumstances change over time, an entity shall update its mea-
sure of progress to reflect any changes in the outcome of the perfor-
mance obligation. Such changes to an entity's measure of progress
shall be accounted for as a change in accounting estimate in accor-
dance with Subtopic 250-10 on accounting changes and error correc-
tions.

Reasonable Measures of Progress
1.77 FASB ASC 606-10-25-36 states the following:

An entity shall recognize revenue for a performance obligation satis-
fied over time only if the entity can reasonably measure its progress
toward complete satisfaction of the performance obligation. An entity
would not be able to reasonably measure its progress toward complete
satisfaction of a performance obligation if it lacks reliable information
that would be required to apply an appropriate method of measuring
progress.

1.78 FASB ASC 606-10-25-37 states the following:

In some circumstances (for example, in the early stages of a contract),
an entity may not be able to reasonably measure the outcome of a
performance obligation, but the entity expects to recover the costs
incurred in satisfying the performance obligation. In those circum-
stances, the entity shall recognize revenue only to the extent of the
costs incurred until such time that it can reasonably measure the out-
come of the performance obligation.

1.79 The guidance in paragraphs 31–37 of FASB ASC 606-10-25 and para-
graphs 16–21 of FASB ASC 606-10-55 is a change from the guidance in FASB
ASC 605-20-25-3, which required revenue from separately priced extended war-
ranty and product maintenance contracts to be deferred and recognized on a
straight-line basis over the contract period except in those circumstances in
which sufficient historical evidence indicated otherwise. In contrast, in accor-
dance with FASB ASC 606-10-25-36, if reliable information is not available

©2019, AICPA AAG-REV 1.79



16 Revenue Recognition

(which could include historical evidence as well as other evidence such as in-
dustry statistics), default to a straight-line method is not permitted.

Portfolio Approach
1.80 FASB ASC 606-10-10-4 allows an entity to apply the guidance in

FASB ASC 606 to a portfolio of contracts with similar characteristics if it rea-
sonably expects that the effects on the financial statements would not differ
materially from applying that guidance to the individual contracts within that
portfolio.

Cost Guidance — Incremental and Acquisition
1.81 The guidance in FASB ASC 340-40-25-1 should be applied to ex-

tended warranty contracts accounted for under FASB ASC 606. This guidance
requires that an entity recognize as an asset the incremental costs of obtaining
a contract with a customer if the entity expects to recover those costs.

1.82 It should be noted that the guidance in FASB ASC 340-40 on incre-
mental costs to obtain a contract differs from the guidance in FASB ASC 944-30-
25-1A on acquisition costs related directly to the successful acquisition of new
or renewal insurance contracts that is applicable to insurance entities. FASB
ASC 944-30-25-1A requires capitalization of acquisitions costs that are either
incremental direct costs or costs directly related to the successful acquisition of
new or renewal insurance contracts. Directly related costs include the portion
of employees' compensation directly related to contract acquisition. This con-
trasts with FASB ASC 340-40-25-3, under which the portion of an employee's
compensation (that is not an incremental cost of obtaining the contract such
as a sales commission) directly related to contract acquisition is required to be
expensed because those costs would have been incurred regardless of whether
the contract was obtained.
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Chapter 2

General Auditing Considerations

Notice to Readers
This chapter of the guide begins with an overview of some important au-
dit considerations in the context of the five-step process of FASB Accounting
Standards Codification (ASC) 606, Revenue from Contracts with Customers.
A section entitled "General Audit Considerations Over Revenue Recognition"
relates broad auditing guidance that may have relevance under either FASB
ASC 605, Revenue Recognition, or FASB ASC 606. The chapter then goes
through the audit process as it relates to FASB ASC 606, noting relevant audit
considerations at the risk assessment, performance, and evaluation phases of
the audit. An initial review of this chapter's entries in the table of contents
may help the auditor more specifically identify topics of interest. Some topics
that have importance during different phases of the audit, such as fraud, may
be discussed in the context of each of those phases.

Introduction
2.01 This chapter helps you plan and perform your audits. Auditors1

should consider this chapter as an aid in identifying the significant auditing
considerations relevant to FASB ASC 606, Revenue from Contracts with Cus-
tomers, and subsequent updates to FASB ASC 606 so that sufficient appro-
priate evidence is available to auditors. Note that the new standard does not
apply to all revenue transactions, but only those involving contracts with cus-
tomers. The information in this chapter can help you identify the risks of ma-
terial misstatement2 that may arise from revenue recognition issues, including
significant risks requiring special audit consideration.

2.02 Revenue is critically important in the financial statements of enti-
ties, and revenue recognition is frequently cited in financial reporting frauds.
Thus, revenue recognition remains a priority for regulators and the account-
ing profession. Implementing FASB ASC 606 will likely be the most significant
and comprehensive change for most entities and their auditors in many years.
This guide encompasses audit requirements to obtain evidence regarding the
recognition of revenues, required initial disclosures, and balances.

2.03 Revenue is generally the largest single income statement line item
and sometimes the largest account included in an entity's financial statements,
and issues involving revenue recognition are often among the more significant
issues that financial statement preparers and auditors face. Many challenges

1 Paragraph .27 of AU-C section 200, Overall Objectives of the Independent Auditor and the Con-
duct of an Audit in Accordance With Generally Accepted Auditing Standards. Entities may also find
information in this guide useful in understanding the evidence auditors are likely to be seeking to
support management's transition to FASB Accounting Standards Codification (ASC) 606, Revenue
from Contracts with Customers.

All AU-C sections can be found in AICPA Professional Standards.
2 Risk of material misstatement is a defined term meaning the combination of inherent and con-

trol risk (paragraph .14 of AU-C section 200).
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exist in accounting for revenue transactions under FASB ASC 606, including
(1) determining whether, when, and how to recognize revenue based on the new
authoritative accounting standards and (2) ensuring all the facts surrounding
a particular, often unique, transaction are known and have been considered be-
cause the accounting conclusions can be significantly affected by these facts.
The core objective of auditing revenue lies in obtaining reasonable assurance
that the underlying accounting for a transaction is consistent with generally
accepted accounting principles (GAAP) (the relevant revenue recognition stan-
dards), in the context of auditing the financial statements as a whole. Thus, the
first step for all entities and their auditors is comprehending and understand-
ing the accounting requirements as applied in the specific circumstances of the
entity. A key element of FASB ASC 606 is its applicability to all entities in all in-
dustries, in lieu of the previous industry-specific revenue recognition guidance.
Other standards may address specific related issues, such as lease contracts,
guarantees (except product or service warranties), nonmonetary exchanges be-
tween entities in the same line of business to facilitate sales to customers or
potential customers, financial instruments, or specific industry guidance.

2.04 Refer to chapter 1, "General Accounting Considerations," of this guide
for a high level summary of FASB ASC 606. This chapter provides selected ob-
servations regarding auditing issues that can arise during each of the five steps
of the framework in FASB ASC 606. This guide continues with a series of topi-
cal auditing subjects that expand on how these subjects are likely to be affected
by FASB ASC 606. It is important to note that there are many instances where
estimates and judgments will be critical to revenue recognition. Entities and
auditors will likely experience challenges producing and evaluating evidence
that supports the assertions about the resulting values and disclosures.

2.05 As previously covered in chapter 1 of this guide, the guidance in FASB
ASC 606 should be applied starting with annual reporting periods beginning af-
ter December 15, 2017, for public entities,3 and December 15, 2018, for all other
entities. Until then, or upon an entity's early adoption of FASB ASC 606, the
existing guidance applicable to revenue recognition remains relevant, includ-
ing the guidance provided in AICPA Audit Guide Auditing Revenue in Certain
Industries.

Auditing the Five-Step Model of FASB ASC 606
2.06 This section describes audit issues that may arise under the five-step

model. Italicized text in this section is from FASB ASC 606.

2.07 FASB ASC 606-10-05-4 outlines the five steps for recognizing revenue
under FASB ASC 606 as follows:

1. Identify the contract(s) with a customer.

2. Identify the performance obligation(s) in the contract.

3. Determine the transaction price.

4. Allocate the transaction price to the performance obligation(s) in
the contract.

5. Recognize revenue when (or as) the entity satisfies a performance
obligation.

3 These entities include not-for-profit entities with conduit debt and 11-K reporting entities.
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Step 1: Identify the Contract(s) With a Customer
2.08 To apply the new model, an entity should first identify the contract,

or contracts, to provide goods and services to customers. Contracts with cus-
tomers in the scope of FASB ASC 606 that create enforceable rights and obli-
gations and meet the criteria under FASB ASC 606-10-25-1 are accounted for
in accordance with the new guidance. FASB ASC 606-10-25-1 provides crite-
ria that a contract with a customer should meet to be accounted for under the
new model. These criteria may differ significantly from current practice. The
form of the contract may be written, verbal, or implied by customary business
practices but should be enforceable and have commercial substance. An entity
should consider all relevant facts and circumstances when assessing whether
an arrangement meets the definition of a contract under FASB ASC 606-10-25-
1. For example, a purchase order may represent a contract under FASB ASC
606 for one entity, but a different entity may need to consider a purchase or-
der in tandem with a separate executed master agreement on which to base its
revenue recognition assessment. The answer will usually depend on facts and
circumstances that may vary from entity to entity and transactions within an
entity.

2.09 The practices and processes for establishing contracts with customers
can vary across legal jurisdictions, industries, and entities. In many cases, an
entity considers those practices and processes when determining whether an
agreement creates enforceable rights and obligations of the entity. Expert legal
advice may be necessary to determine whether a contract is legally enforce-
able, especially for oral or "implicit" contracts. In addition, it may be difficult to
identify the jurisdiction over a contract that spans various states or nations in
international commerce. In many cases, auditors obtain evidence from manage-
ment in order to conclude whether the contract is legally enforceable and has
an enforceable right to payment. Accounting management and auditors may
need to involve legal resources to make this assessment.

2.10 Some issues for management and their auditors to consider are the
following:

a. The parties to the contract have approved the contract (in writing,
orally, or in accordance with other customary business practices)
and are committed to perform their respective obligations. When the
contract is oral or implied, audit procedures under paragraph .06
of AU-C section 500, Audit Evidence, are still required to be per-
formed in order to obtain evidence regarding the terms of the agree-
ment. Management may need to develop a policy to reflect the ap-
proval requirements for their contract types. Management's policy
may differ from revenue stream to revenue stream and contract to
contract depending on the relevant facts and circumstances when
assessing whether the parties intend to be bound by the contract.
Also, depending on legal requirements, a written contract may not
be required even if one is used, and the entity will ordinarily ac-
count for an arrangement as soon as performance begins rather
than when the contract is signed. Evidence of contract approval
may include confirmation with the customer regarding the date it
approved the contract. FASB ASC 606-10-25-2 requires entities to
consider all relevant facts and circumstances to assess whether the
parties are committed to perform their respective obligations under,
and intend to be bound by, the terms of the contract. Management's
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commitment may be all or less than all of the rights and obligations
to be fulfilled. Entities will need to provide auditors with sufficient
and appropriate evidence4 to be able to conclude that the parties
are substantially committed to the contract. Auditors evaluate this
evidence (both positive and negative) and possibly the effectiveness
of management's controls in this area.

b. The entity can identify each party's rights regarding the goods or
services to be transferred. Entities should objectively identify both
explicit and implicit rights contained in the contract. For example,
an entity's past practices might indicate that it implicitly offers a
general right of return to its customers. Accordingly, management
may conclude, based on its historical evidence, that a specific cus-
tomer contract contains a general right of return even if the con-
tract says otherwise or is silent. In addition, entities will potentially
need to discern any substantive versus nonsubstantive rights. Au-
ditors will ordinarily need to assess those management conclusions
regarding explicit and implicit rights.

c. The entity can identify the payment terms for the goods or services to
be transferred. In a significant change from current practice, iden-
tifying the payment terms does not require that the transaction
price be fixed or stated in the contract with the customer. Provided
there is an enforceable right to payment (as a matter of law) and
the contract contains sufficient information to enable the entity to
estimate the transaction price, the contract is likely to qualify for
revenue recognition under the new model (assuming all other crite-
ria for accounting for a contract with a customer are met). If there
is significant uncertainty in the risk, timing, or amount of the en-
tity's future cash flows as a result of the terms of the contract, audit-
ing the assumptions surrounding estimated revenue becomes more
challenging.

d. The contract has commercial substance (that is, the risk, timing, or
amount of the entity's future cash flows is expected to change as a
result of the contract). Determining whether an arrangement has
commercial substance for the purposes of FASB ASC 606 is con-
sistent with the commercial substance determination elsewhere
in U.S. GAAP. However, this determination can require significant
judgment. Legal issues may be involved in certain contracts. Audi-
tors may need to consult legal resources to resolve complex issues.
Inquiries combined with other evidence and representations may
be necessary to provide sufficient and appropriate audit evidence.

e. It is probable that the entity will collect the consideration to which
it will be entitled in exchange for the goods or services that will be
transferred to the customer. In evaluating whether collectibility of
an amount of consideration is probable, an entity shall consider only
the customer's ability and intention to pay that amount of consider-
ation when it is due. The amount of consideration to which the entity
will be entitled may be less than the price stated in the contract if
the consideration is variable because the entity may offer the cus-
tomer a price concession (see FASB ASC 606-10-32-7). FASB ASC

4 Refer to paragraph .05 of AU-C section 500, Audit Evidence, for the definitions of the terms
appropriateness (of audit evidence) and sufficiency (of audit evidence).
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606-10-25-5 notes that an entity should evaluate at contract incep-
tion (and again when significant facts and circumstances change)
whether it is probable that the entity will collect substantially all
of the consideration to which it expects to be entitled in exchange
for transferring goods or services to a customer. The term proba-
ble is defined consistently within existing U.S. GAAP as "likely to
occur." Significant judgment will often be involved in a collectibil-
ity assessment at contract initiation. Such assessment under FASB
ASC 606 is based on the amount to which the entity expects to be
entitled (that is, the transaction price) and not the stated contract
price. The transaction price may be less than the contract price,
such as when the entity intends to offer a price concession. The en-
tity will likely need to involve those within the organization respon-
sible for initiation of contracts and evaluation of credit risk when
assessing collectibility. In many cases, collectibility is difficult to ob-
jectively assess, especially at the inception of the contract. Auditors
will ordinarily look to obtain and test evidence in accordance with
the guidance in AU-C section 500 and AU-C section 540, Auditing
Accounting Estimates, Including Fair Value Accounting Estimates,
and Related Disclosures, as appropriate, when evaluating an en-
tity's assertions around the collectibility of consideration to which
the entity is entitled. In addition, evidence of a customer's intent
and ability to pay, or about the intent to offer price or service con-
cessions will ordinarily need to be gathered.

i. The transaction price is equal to the amount to which the
entity expects to be entitled, not the amount that the entity
expects to receive (therefore, without regard to collection
risk). The transaction price is not adjusted for customer
credit risk; instead, impairments to receivables will be sep-
arately presented as an expense. If collectibility is not con-
sidered probable, a contract does not exist.5 As explained
in FASB ASC 606-10-55-3C, when assessing whether a
contract meets the criteria in FASB ASC 606-10-25-1e, it is
necessary to determine whether the contractual terms and
its customary business practices indicate that the entity's
exposure to credit risk is less than the entire consideration
promised in the contract because the entity has the ability
to mitigate its credit risk. The collectibility assessment in
FASB ASC 606-10-25-1e requires judgment and consider-
ation of all the facts and circumstances, including the en-
tity's customary business practices and its knowledge of
the customer, in determining whether it is probable that
the entity will collect substantially all of the consideration
to which it expects to be entitled.

ii. Collectibility is not considered in the transaction price;
however, it is a factor when determining whether a valid
contract exists. There will be, in many instances, signifi-
cant management judgments involved in this process with
potentially significant effects on revenue recognition. In
accordance with paragraph .A2 of AU-C section 500 and

5 This guidance is based on FASB ASC 606-10-32-2 and 606-10-25-1.
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paragraph .04 of AU-C section 580, Written Representa-
tions, evidence beyond management's assertion or beyond
an auditor's inquiry will ordinarily be sought6 regarding
management's assessments and judgments. The historical
accuracy of collection estimates together with considera-
tions of possible current and future changes will usually
be considered by management and is a common auditor
consideration when reviewing management's assessments
and judgments.

2.11 On an ongoing basis throughout the term of the arrangement, au-
ditors will need to consider entity procedures and controls over arrangements
that did not initially meet the qualification criteria in FASB ASC 606-10-25-1
to determine whether the criteria are subsequently met. If a contract does not
initially meet the criteria to be identified and accounted for as a contract un-
der the standard, FASB ASC 606-10-25-6 requires a continuous assessment to
determine if the criteria in FASB ASC 606-10-25-1 are subsequently met.

2.12 If an entity receives nonrefundable consideration from the customer,
but the contract does not meet the criteria to be considered a contract under
FASB ASC 606-10-25, an entity should recognize revenue only when certain
specific events have occurred. As explained in FASB ASC 606-10-25-8, an entity
should recognize the consideration received from a customer as a liability until
one of the events in FASB ASC 606-10-25-7 occurs or until the criteria in FASB
ASC 606-10-25-1 are met. Entities should not default to recognizing revenue
on a cash basis in these situations, and auditors should be alert for potential
errors or management bias and the potential to recognize revenue improperly
in these circumstances.7

Combination of Contracts
2.13 An entity should combine two or more contracts entered into at or

near the same time with the same customer (or related parties of the customer)
and account for the contracts as a single contract if one or more of the following
criteria are met:

� The contracts are negotiated as a package with a single commercial
objective,

� The amount of the consideration to be paid in one contract depends
on the price or performance of the other contract,

� The goods and services promised in the contracts (or some goods
or services promised in each of the contracts) are a single perfor-
mance obligation in accordance with paragraphs 14–22 of FASB
ASC 606-10-25.

2.14 Whether the contracts have been entered into at or near the same
time is likely to require judgment by the entity. It may be difficult to as-
sess proper revenue recognition when one related contract is complete but,

6 Paragraph .04 of AU-C section 580, Written Representations, states, in part, "Although written
representations provide necessary audit evidence, they complement other auditing procedures and do
not provide sufficient appropriate audit evidence on their own about any of the matters with which
they deal."

7 See paragraph .21 of AU-C section 540, Auditing Accounting Estimates, Including Fair Value
Accounting Estimates, and Related Disclosures.

AAG-REV 2.11 ©2019, AICPA



General Auditing Considerations 23
because the performance on another related contract is not complete, revenue
may not be recognized. If the establishment of separate contracts and perfor-
mance obligations can be performed or revised after the inception of the trans-
actions, questions may arise about whether the contracts should be combined
or whether a contract modification has resulted. If two or more contracts are
inappropriately accounted for separately, the amount of consideration allocated
to the performance obligations in each contract might not faithfully depict the
value of the goods or services transferred to the customer. Auditors will usually
need to evaluate the evidence management has established around manage-
ment's criteria for combining (or not combining) contracts, and consider mate-
riality and performance materiality thresholds when evaluating the contracts
that were combined or not combined.

Contract Modifications
2.15 An entity should account for a contract modification as a separate

contract if both of the following conditions are present: (1) the scope of the con-
tract increases because of the addition of promised goods or services that are
distinct (in accordance with paragraphs 18–22 of FASB ASC 606-10-25), and
(2) the price of the contract increases by an amount of consideration that re-
flects the entity's stand-alone selling prices of the additional promised goods or
services.8 As explained in paragraph BC 76 of FASB Accounting Standards Up-
date (ASU) No. 2014-09, Revenue from Contracts with Customers (Topic 606),
the board's overall objective with the new contract modification guidance is to
reflect an entity's rights and obligations arising from the modified contract.
In order to "faithfully depict" an entity's rights and obligations arising from a
modified contract, an entity may account for some modifications prospectively
and others on a cumulative catch-up basis. As explained in FASB ASC 606-
10-25-13, the accounting for a contract modification depends on whether the
additional promised goods or services are distinct. The determination of how
to account for a contract modification is likely to require judgment on the part
of management, and auditors should apply the requirements in AU-C section
500 when seeking evidence of these judgments (refer to step 2 for additional
details). Further, although it is always required that a contract be approved to
apply modification accounting, if the entity has not yet determined the price,
as required by FASB ASC 606-10-25-11, the entity should estimate the change
to the transaction price arising from the contract modification using the vari-
able consideration guidance. These circumstances will likely pose challenges
for management, especially in situations without a final negotiated price.9 Au-
dit procedures over contract modifications will ordinarily include assessing the
completeness of the population of contract modifications identified by manage-
ment, and evaluating the sufficiency of evidence around approval of modifica-
tions to contracts without a final price. In addition, a potential issue could arise
when overall contracts or individual performance obligations are not initially
material, but then a change (in the contract or materiality) causes them to be-
come material, either quantitatively, qualitatively, or both.

8 This guidance is from FASB ASC 606-10-25-12. Note that paragraphs 10–11 of FASB ASC
606-10-25 state that a modification is a change in the scope or price (or both).

9 Note that the evaluation of contracts without a final negotiated price may be key, as that eval-
uation could determine whether such contracts are accounted for as a modification of an existing
contract or a new contract.
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Step 2: Identify the Performance Obligations in the Contract
2.16 Step 2 is a very important step for entities because significant judg-

ment is involved in this area. Also, the identified performance obligations can
vary from the units of accounting under pre-FASB ASC 606 revenue recogni-
tion guidance.10 Audit procedures in the year of adoption should be performed
to understand the nature of the contracts, the number of contracts, and controls
over identifying performance obligations in contracts, among other things (see
paragraph .12 of AU-C section 315, Understanding the Entity and Its Environ-
ment and Assessing the Risks of Material Misstatement). This will ordinarily
help define the nature of subsequent auditing procedures and the level of skill
and knowledge necessary in order to test this area.

2.17 A performance obligation11 is a promise in a contract with a customer
to transfer a distinct good or service or a series of distinct goods or services to
the customer. As explained in FASB ASC 606-10-25-16, the promised goods or
services in a contract may be identified explicitly in that contract; however, in
some cases, promises to provide goods or services may be implied by the entity's
customary business practices. This factor highlights the importance of the audi-
tor's understanding of the entity's business practices. The identification of per-
formance obligations is an important issue for management to address because
performance obligations are a foundation for appropriate revenue recognition.
Early and ongoing analysis regarding new types of contracts can result in an
awareness of new issues and a more effective approach to obtaining evidence
and surfacing additional issues, if present. It will be important for the auditor
to perform procedures (for example, examination of documents, inquiries, ex-
amining the basis for assertions) during the transition phase of adopting the
new standard, and on an ongoing basis, to evaluate management's judgments
and decisions regarding the changes required by FASB ASC 606.

2.18 A good or service is distinct if both of the following criteria are met:
� Capable of being distinct—The customer can benefit from the good

or service either on its own or together with other resources that are
readily available to the customer, and

� Distinct within the context of the contract—The promise to transfer
the good or service is separately identifiable from other promises in
the contract.

2.19 Entities and auditors should note that the concept of being "distinct"
is from the customer's perspective. Contractual language may be unclear or
misleading (for example, to a third party), so it is critical that management
carefully analyze whether promised goods or services are distinct and consider
the economic substance of the agreement. In accordance with paragraph .09
of AU-C section 500, the auditor should, to the extent necessary, examine the
evidence that supports management's analysis or seek alternative or corrobo-
rating evidence, or both.

2.20 The determination about whether the goods or services are distinct
will often require judgment. Although indicators are provided, there is no spec-
ified hierarchy of such indicators; it is possible that some indicators may point

10 This is illustrated by efforts made by the FASB and IASB Transition Resource Group to clarify
certain elements of the new guidance.

11 The unit of account currently referred to as deliverables or elements in a multiple element
arrangement is specifically defined in FASB ASC 606 and referred to as a performance obligation.
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to the goods and services not being distinct and others may point to them being
distinct. When extensive judgment is involved, issues of management bias and
potentially insufficient audit evidence are likely to be present.

2.21 The second criterion for assessing whether a good or service is dis-
tinct is new, and management will usually establish a process around the
evaluation of this criterion. This evaluation is to be performed on a contract-
by-contract basis (or for certain portfolios of contracts that share similar
characteristics)12 because the same good or service may not be distinct in all
instances. For example, a manufactured good may include components, but in
some circumstances the performance obligation is for the delivery of the com-
pleted product rather than for the completion of individual components. On
the other hand, in some telecommunication agreements, providing both equip-
ment and access to transmission or receipt may be considered as separate per-
formance obligations. In accordance with paragraphs .09–.10 of AU-C section
500, auditors should evaluate supporting evidence, as well as any contradic-
tory evidence, regarding management's conclusions. Furthermore, the auditor
may need to review contract cancellations to consider whether only certain el-
ements are canceled versus the entire contract. Other audit procedures may
include comparing the delivery (transfer of control) of various products or ser-
vices to customers covered by a single contract to consider whether the delivery
was dependent on other elements of the contract.

Promises in Contracts With Customers
2.22 A contract with a customer also may include promises that are im-

plied by an entity's customary business practices, published policies, or specific
statements if, at the time of entering into the contract, those promises create a
valid expectation of the customer that the entity will transfer a good or service to
the customer.13 Implied promises from customary business practices may be a
challenge for other than experienced employees to identify. Experienced audi-
tors familiar with industry practices and entity business practices and controls
may be needed to ensure audit team members are appropriately evaluating the
entity's determination that such promises are indeed present. Communication
with or evidence from the sales organization of the entity may be necessary
for an auditor to assess and understand an entity's implied promises. Entities
may be asked to articulate any such promises for relevant contracts and make
specific representations that all such promises have been communicated to the
auditors. Also, management will usually be expected to provide documentation
of the entity's customary business practices when those practices create im-
plied promises. Auditors may consider confirming the terms of the agreement
directly with customers and may make inquiries to customers regarding un-
stated or implicit expectations or promises.

2.23 As listed in FASB ASC 606-10-25-18, promised goods or services may
include, but are not limited to, the sale of goods produced by an entity; resale of
goods purchased by an entity; performing a contractually agreed-upon task for
a customer; or constructing, manufacturing, or developing an asset on behalf
of a customer. Audit procedures may, in many cases, need to be designed to
evaluate the entity's support for the reasonableness, completeness, and value
of the identified promised goods or services.

12 See FASB ASC 606-10-10-4.
13 This guidance is in accordance with FASB ASC 606-10-25-16.
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Step 3: Determine the Transaction Price
2.24 The transaction price is the amount of consideration (for example,

payment) to which an entity expects to be entitled in exchange for transferring
promised goods or services to a customer, excluding amounts collected on behalf
of third parties. An entity should include in the transaction price some or all
of an estimate of variable consideration only to the extent it is probable that
a significant reversal in the amount of cumulative revenue recognized will not
occur when the uncertainty associated with the variable consideration is subse-
quently resolved.14 The new guidance creates a single model whereby variable
consideration is included in the transaction price. The presence of variable con-
sideration often creates challenges when determining proper revenue recogni-
tion. The auditor should assess management estimates of variable consider-
ation in accordance with AU-C section 540 and determining the appropriate
evidence in accordance with AU-C section 500, to support management's asser-
tion as to the reasonableness and fairness of the estimate. Assessing whether
it is probable that significant reversal in the amount of cumulative revenue
recognized will not occur may require judgment and evaluation of different
possible scenarios, depending on the type of transaction. Less resourced (for
example, smaller) entities may need third-party assistance to help them de-
velop the transaction price and the variable consideration component in more
complex circumstances.

2.25 FASB ASC 606 created a new method for determining the transac-
tion price by shifting from fees that are "fixed and determinable" to estimating
variable consideration based on available information to identify a reasonable
number of possible consideration amounts. As explained in FASB ASC 606-10-
32-9, management should consider all the information (historical, current, and
forecast) that is reasonably available to identify a reasonable number of possi-
ble consideration amounts. When considering the reasonableness and support
for the method and information management used (historical, current, and fore-
cast) to compute the variable consideration, frequently, auditors will ordinarily
assess whether management has considered a reasonable number of possible
consideration amounts. In addition, auditors should evaluate the relevant fac-
tors and assumptions that the entity has considered in making the estimate
of variable consideration, including the entity's reasons for the particular as-
sumptions (see paragraph .08 of AU-C section 540). In many cases, procedures
will likely be performed to evaluate whether the assumptions made by the en-
tity are based on reasonable assessments of present business circumstances
and trends and the most currently available information; whether the assump-
tions are complete (that is, whether assumptions were made about all relevant
factors); whether the assumptions are supported by reliable information; the
range of the assumptions; and the alternatives that were considered but not
used, including a reconciliation with information that may be contradictory to
the final conclusion.15 For example, auditors may need to understand how man-
agement considered the information available in the bid-and-proposal process
when establishing prices for goods and services. Additional discussion of some
of the existing requirements and guidance for auditors when auditing estimates

14 This guidance is in accordance with paragraphs 2 and 11–12 of FASB ASC 606-10-32.
15 Note that management needs to make this assessment and not simply default to a minimum

amount. The method selected when determining the transaction price is ordinarily expected to align
with the facts and circumstances. For example, if there is a range of potential amounts, the probability
weighted approach would likely be more appropriate, rather than the expected value approach.
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related to revenue recognition can be found in the section of this chapter titled
"Auditing Estimates."

2.26 FASB ASC 606-10-32-14 requires updating the estimate of variable
consideration at the end of each reporting period. Normally, management is ex-
pected to establish a process to update this estimate. The auditor should apply
the requirements of AU-C section 540 when testing this estimate, understand-
ing that considerable judgment may be required. For example, when the credit
profile of the buyer changes during the period of a long-term contract, the as-
sumptions regarding the long-term contract need to be revisited by manage-
ment and thus may need to be evaluated by the auditor. Consider example 20
from FASB ASC 606:

An entity enters into a contract with a customer to build an asset for
$1 million. In addition, the terms of the contract include a penalty of
$100,000 if the construction is not completed within 3 months of a
date specified in the contract. The entity concludes that the consider-
ation promised in the contract includes a fixed amount of $900,000
and a variable amount of $100,000 (arising from the penalty). The
entity estimates the variable consideration in accordance with FASB
ASC 606-10-32-5 through 32-9 and considers the guidance in FASB
ASC 606-10-32-11 through 32-13 on constraining estimates of variable
consideration.16

2.27 FASB ASC 606-10-32-8 identifies two methods for estimating the
variable consideration: the expected-value method and the most-likely-amount
method. It notes the method that is the better predictor should be used.
Throughout the life of the contract the same method should be used consis-
tently. In accordance with paragraph .08 of AU-C section 540, auditors should
(among other things) obtain an understanding of the valuation method (or
model used) in the context of the applicable reporting framework, the method's
application, relevant entity controls and the assumptions used in the valuation
and in subsequent updates.

2.28 An entity should adjust the promised amount of consideration for the
effects of the time value of money if the timing of the payments agreed upon by
the parties to the contract (either explicitly or implicitly) provides the customer
or the entity with a significant benefit of financing for the transfer of goods or ser-
vices to the customer. If a customer promises consideration in a form other than
cash, the entity should measure the noncash consideration (or promise of non-
cash consideration) at fair value. If the consideration payable to a customer is a
payment for a distinct good or service from the customer, then an entity should
account for the purchase of the good or service in the same way that it accounts
for other purchases from suppliers. If the amount of consideration payable to
the customer exceeds the fair value of the distinct good or service that the entity
receives from the customer, then the entity should account for such an excess as
a reduction of the transaction price. Some of the more complex audit issues
may include, for example, the valuation of noncash considerations and how
the risk of nonperformance was considered in the fair value measurement.17

Timely identification of potential measurement issues can lead to more timely
and compliant resolutions. It may also be important to address potential audit

16 See example 20, "Penalty Gives Rise to Variable Consideration," in "Pending Content" in para-
graphs 194–196 of FASB ASC 606-10-55.

17 See guidance in paragraphs 15, 21, and 25–26 of FASB ASC 606-10-32.
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issues with contractual payment terms that exceed a year within the guidance
in paragraphs 16–17 of FASB ASC 606-10-32.

2.29 In some contracts, an entity transfers control of a product to a customer
and also grants the customer the right to return18 the product for various reasons
(such as dissatisfaction with the product) and receive any combination of the
following:

� A full or partial refund of any consideration paid,
� A credit that can be applied against amounts owed, or that will be

owed, to the entity,
� Another product in exchange.

2.30 Refunds have been identified in the past as transactions that were
used to perpetrate fraud and thus could pose a risk with insufficient or inef-
fective controls around the process. Unusual patterns or amounts of refunds
may reveal the need for further audit consideration and possibly more intense
audit scrutiny and consideration of the period in which revenues were recog-
nized. Determining the value of products or assets exchanged in lieu of refunds
may also pose valuation issues. Refunds may also represent a change in the
transaction price.

2.31 An entity should account for consideration payable to a customer as
a reduction of the transaction price and, therefore, of revenue unless the pay-
ment to the customer is in exchange for a distinct good or service (as described
in paragraphs 18–22 of FASB ASC 606-10-25) that the customer transfers to
the entity. Judgment will often be required when determining whether consid-
eration payable to a customer is a reduction of transaction price or a separate
expense. Auditors should apply the requirements in AU-C section 500 when
testing this determination, assessing the evidence of the consideration payable
and the conclusions reached by management regarding the consideration as a
reduction of the transaction price or as a separate expense.

Step 4: Allocate the Transaction Price to the Performance
Obligations in the Contract

Stand-alone Selling Price
2.32 To allocate an appropriate amount of consideration to each per-

formance obligation, an entity must determine the [stand-alone] selling price
at contract inception of the distinct goods or services underlying each perfor-
mance obligation and would typically allocate the transaction price on a rel-
ative [stand-alone] selling price basis. Management will typically establish a
process for applying the relative stand-alone selling price approach when allo-
cating the transaction price or the use of the exceptions (for allocating discounts
and variable consideration) because this is a matter of judgment. As explained
in FASB ASC 606-10-32-32, the best evidence of a stand-alone selling price
is the observable price of a good or service when the entity sells that good or
service separately in similar circumstances and to similar customers. If the
stand-alone selling price is not directly observable, the entity should estimate
it. FASB ASC 606-10-32-33 states that an entity should allocate a portion of
the transaction price to each obligation based on an estimate of its stand-alone

18 As stated in FASB ASC 606-10-32-6, refunds can be considered as variable consideration when
determining transaction price.
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selling price even if its value is not readily observable. The process around es-
timating stand-alone selling prices to the extent the prices are not observable
is likely to be new for some entities. Management is required to maximize the
use of observable inputs, and auditors should evaluate those estimates based
on market conditions and entity-specific factors (see paragraphs .08 and .13 of
AU-C section 540).

2.33 Documentation of management policies, procedures, and outcomes
may need to be robust, especially in more complex environments. In circum-
stances in which an entity must estimate stand-alone selling prices, FASB ASC
606-10-32-34 provides three acceptable estimation approaches: the adjusted
market assessment, expected cost plus a margin, and the residual approach.
The objective when allocating the transaction price is for an entity to allocate
the transaction price to each performance obligation (or distinct good or service)
in an amount that depicts the amount of consideration to which the entity ex-
pects to be entitled in exchange for transferring the promised goods or services
to the customer. Defaulting to the residual method may violate this concept and
may fail to represent the economics of the transaction. The residual method is
to be used only if specific criteria are met. In accordance with paragraph .13 of
AU-C section 540, auditors should, among other procedures, evaluate and test
the appropriateness of the methods selected and the evidence regarding those
methods.19

2.34 Sometimes the transaction price includes a discount or variable con-
sideration that relates entirely to one of the performance obligations in a con-
tract. The requirements specify when an entity should allocate the discount or
variable consideration to one (or some) performance obligation(s) rather than
to all performance obligations in the contract.

2.35 An entity should allocate a discount entirely to one or more, but not
all, performance obligations in the contract if all the following criteria are met:

a. The entity regularly sells each distinct good or service (or each bun-
dle of distinct goods or services) in the contract on a [stand-alone]
basis

b. The entity also regularly sells on a [stand-alone] basis a bundle (or
bundles) of some of those distinct goods or services at a discount
to the [stand-alone] selling prices of the goods or services in each
bundle, and

c. The discount attributable to each bundle of goods or services de-
scribed in 2.32b. is substantially the same as the discount in the
contract, and an analysis of the goods or services in each bundle
provides observable evidence of the performance obligation (or per-
formance obligations) to which the entire discount in the contract
belongs.20

2.36 The ability to allocate a discount to some but not all performance obli-
gations is a significant change from current practice. However, the criteria in
FASB ASC 606-10-32-37 indicating when a discount should be allocated to some
but not all performance obligations will likely limit the number of transactions
to which the discount can be allocated. The "observable" evidence criteria in

19 Note that FASB ASC 606 does not establish a hierarchy of evidence, as does the current (pre
FASB ASC 606) software revenue recognition guidance.

20 This guidance is in accordance with paragraphs 36–37 of FASB ASC 606-10-32.
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FASB ASC 606-10-32-37 requires documentation and established processes by
the entity, which may often have control implications. If the observable evidence
criteria in FASB ASC 606-10-32-37 are met, the discount should be attributed
to one or more performance obligations. Auditors should apply the guidance in
AU-C section 540 and AU-C section 500 when considering the reasonableness of
management's assessments and judgments and obtaining evidence regarding
the reasonableness of the assessment.

2.37 An entity should allocate a variable amount (and subsequent changes
to that amount) entirely to a performance obligation or to a distinct good or
service that forms part of a single performance obligation in accordance with
paragraph 606-10-25-14(b) if both of the following criteria are met:

� The terms of a variable payment relate specifically to the entity's
efforts to satisfy the performance obligation or transfer the distinct
good or service (or to a specific outcome from satisfying the perfor-
mance obligation or transferring the distinct good or service), and

� Allocating the variable amount of consideration entirely to the per-
formance obligation or the distinct good or service is consistent
with the allocation objective in paragraph 606-10-32-28 when con-
sidering all of the performance obligations and payment terms in
the contract.21

2.38 The burden of evaluating and allocating variable consideration and
monitoring resulting changes in transaction price, while also taking into con-
sideration financing and noncash considerations, may be greater on smaller
entities with more limited accounting resources but may be a challenge for en-
tities of any size. Evidence will often be sought by auditors in accordance with
AU-C section 500 to evaluate management judgments necessary to conclude
that the terms of the variable payment "relate specifically" to the entity's ef-
forts to satisfy a performance obligation and that the allocation of the variable
payment to a performance obligation results in a transaction price allocation
consistent with the objective stated in FASB ASC 606-10-32-28. As explained
in FASB ASC 606-10-32-14, the variable consideration estimates should be up-
dated and auditors in many cases will need to test the updated estimates and
obtain evidence of the reasonableness of the conclusions reached.

Step 5: Recognize Revenue When (or as) the Entity Satisfies a
Performance Obligation

2.39 An entity should recognize revenue when (or as) the entity satisfies a
performance obligation by transferring a promised good or service (that is, an
asset) to a customer. An asset is transferred when (or as) the customer obtains
control of that asset.22 Paragraphs 27–30 of FASB ASC 606-10-25 list criteria
for determining whether a contract is satisfied over time and — if the contract
is not satisfied over time — indicators of the point in time at which control
transfers to the customer. This is an area that can result in changes in rev-
enue recognition compared to current guidance. It will often be important for
management to be clear about when obligations are satisfied. Management in
many cases will design controls over the process it will use to determine the

21 This guidance is in accordance with FASB ASC 606-10-32-40.
22 This guidance is based on FASB ASC 606-10-25-23.
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point in time at which control has transferred or to measure progress toward
completion of a performance obligation satisfied over time.

2.40 For each performance obligation satisfied over time in accordance
with paragraphs 27–29 of FASB ASC 606-10-25, an entity should recognize
revenue over time by measuring the progress toward complete satisfaction of
that performance obligation. An entity should apply a single method of measur-
ing progress for each performance obligation satisfied over time, and the entity
should apply that method consistently to similar performance obligations and
in similar circumstances.23 Assessing the satisfaction of performance obliga-
tions over time often requires judgment and the consideration of many criteria
and sub-criteria that should be met to qualify. The enforceability criteria for
right to payment for performance completed to date and other assumptions
may be subject to legal determination. Thus, processes may need to be estab-
lished to connect accounting and legal, including possible controls over contract
accounting. Also, because entities are required to remeasure progress toward
complete satisfaction of a performance obligation satisfied over time at the end
of each reporting period, judgment may often be needed to evaluate that these
are changes in estimate and not errors. Further, management judgment is re-
quired when selecting a method of measuring progress toward complete satis-
faction of a performance obligation. This does not mean entities have a "free
choice." Management will likely need to establish parameters for selecting an
input method or an output method and possibly design controls for reviewing
the ongoing application of these methods. As stated in FASB ASC 606-10-25-
31, management's selection of this method should consider that "the objective
when measuring progress is to depict an entity's performance in transferring
control of goods or services promised to a customer (that is, the satisfaction of
an entity's performance obligation)." The more management judgment is in-
volved, the more robust management's documentation may be expected to be.
Going forward, these criteria may result in changes in the way contracts are
written.24

2.41 For performance obligations satisfied at a point in time, the indicators
of the transfer of control to be considered include but are not limited to whether
the customer presently is obligated to pay for an asset, whether the customer
has legal title to the asset, whether the entity has transferred physical posses-
sion of the asset, whether the customer has assumed the significant risks and
rewards of ownership of the asset, and whether the customer has accepted the
asset.25 The determination about when control is transferred in some cases will
require considerable judgment and analysis of the contract, legal interpreta-
tions, and representations supporting the evidence examined. In many cases it
will be possible for the entity to establish effective activity-level controls26 (for
example, establishing and following shipping terms) around these and other
revenue recognition criteria to ensure revenue is recognized in accordance with
FASB ASC 606. Confirmations may be used to evaluate whether performance
obligations and customer acceptance warrant revenue recognition.

23 This guidance is based on paragraphs 31 and 32 of FASB ASC 606-10-25.
24 Special attention may be warranted for contracts that are currently in place but incomplete

at the time of the transition to FASB ASC 606. Refer to the section of this chapter titled "Auditing
Considerations in the Adoption and Transition to FASB ASC 606."

25 This guidance is based on FASB ASC 606-10-25-30.
26 Activity-level controls (control activities) are a component in COSO's internal control frame-

work. They include controls related to financial transactions.
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Auditing Considerations in the Adoption and Transition to
FASB ASC 606

2.42 FASB ASC 606-10-65-1 explains that when adopting FASB ASC 606,
there are two options: the full retrospective approach and the modified retro-
spective approach. Under the full retrospective approach, prior periods would
be recast in accordance with FASB ASC 250, Accounting Changes and Error
Corrections. The disclosures required by paragraphs 1–3 of FASB ASC 250-10-
50 under this approach include any practical expedients used and, to the extent
possible, a qualitative assessment of the estimated effect of applying each of the
practical expedients. The auditor should obtain evidence supporting these dis-
closures, unless deemed not material, and accordingly may be anticipated by
the entity to ensure the auditability of the process and conclusions. In many
cases, auditors will seek evidence that the practical expedient is consistently
applied in all presented periods, because consistent application to all contracts
within all reporting periods presented is a requirement for any practical ex-
pedients used. Also, for variable consideration, auditors ordinarily will need
to obtain contemporaneous documentation that clarifies what information was
available to management, and when it was available, for contracts that are
in progress but not completed at the adoption date or for completed contracts
where the practical expedient for variable consideration was not employed. Au-
ditors will often look to management to provide sufficient evidence supporting
the proposed accounting treatment.

2.43 Under the modified retrospective approach, in accordance with FASB
ASC 606-10-65-1h, entities may elect to apply FASB ASC 606 to all contracts at
the date of initial application or only to contracts that are not completed at the
date of initial application (see FASB ASU No. 2016-12, Revenue from Contracts
with Customers (Topic 606): Narrow-Scope Improvements and Practical Expe-
dients), as of the effective date and record a cumulative catch-up adjustment to
the opening balance of retained earnings (or other appropriate components of
equity or net assets in the statement of financial position) of the annual report-
ing period that includes the date of initial application. Required disclosures (in
accordance with FASB ASC 606-10-65-1i) include the amount by which each
financial statement line item is affected in the current reporting period by the
application of FASB ASC 606 and an explanation of the reasons for signifi-
cant changes in the financial statement line items. Evidence supporting these
disclosures will likely be sought by the auditor (see paragraph .06 of AU-C sec-
tion 500) and considered in advance of the audit by the entity to ensure the
auditability of the process and conclusions.

2.44 Upon adoption, FASB ASC 606 will require some entities to acceler-
ate revenue recognition, whereas others will defer revenue recognition because
of the differences in the requirements. An entity may need to adjust revenues as
a result of differences in the standards for contracts that span multiple report-
ing periods. As a result, because of the restatement of revenues in some prior
periods, prior scoping decisions regarding the precision with which some rev-
enue streams were audited in the past may need a re-assessment of the audit
procedures and testing approach with respect to the restated periods and the
current period. Similarly, for multilocation entities, the adequacy of the scope
of procedures previously determined to apply to certain locations may need to
be reconsidered for certain locations and in certain accounts that become more
or less prominent due to the change in the revenue recognition standard. A
location not initially in scope may become in scope in future periods.
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2.45 In many cases, consistent with AU-C section 315, auditors should

consider if there are risks of misstatements associated with the transition and
in many cases will seek to identify controls over recording any change in ac-
counting principle. The auditor should consider these risks and disclosures in
the context of a change in accounting principle as noted in paragraph .07 of AU-
C section 708, Consistency of Financial Statements. In the transition to FASB
ASC 606, the previous policies and new requirements may be compared and
contrasted to identify potential transition issues and required tasks to revise
past financial statement amounts in accordance with the transition approach
selected by the entity. For example, as it relates to FASB ASC 606, risks con-
sidered in this assessment may include these risks:

� The entity may not identify all revenue contracts relevant to each
reporting period to be presented under FASB ASC 606.

� The entity may inappropriately determine that a contract is com-
pleted when not all (or substantially all) of the revenue was rec-
ognized under legacy GAAP.

� The entity does not properly disclose the adoption of FASB ASC
606 and the practical expedients.

� Management may not be fully versed in FASB ASC 606 or pre-
pared with adequate resources to account for, and disclose, the
transition properly.

2.46 Audit considerations would also include the internal control frame-
work components, as follows:

� Control environment. The tone at the top regarding FASB ASC
606 can be important. Has the entity set up appropriate training
for all affected business functions, including, but not limited to,
legal, tax, and sales?

� Risk assessment. Has management performed an effective risk
assessment over the financial reporting risks in the adoption of
FASB ASC 606 as well as the risks over the transition? Has fraud
risk been considered in conjunction with the changes?

� Control activities. Have controls been designed to properly iden-
tify when and how much revenue is to be recognized? Have con-
trols been established over any amounts or disclosures required
by FASB ASC 606 in the period of adoption?

� Information and communication. Has management evaluated
how to modify internal and external reporting systems to reflect
the transition to FASB ASC 606? Is the data required for tran-
sition readily available and in useable form? When some form of
dual reporting will be followed, have processes and systems been
adapted to meet the information needs? Has management effec-
tively communicated its transition method and any implications
to users of the financial statements (for example, investors)?

� Monitoring. What is management doing to monitor issues aris-
ing from the transition process and implementation of FASB ASC
606?
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2.47 If relevant to the audit, the auditor, should evaluate the controls de-
signed by the entity to address risks listed in paragraph 2.45.27 When placing
reliance on controls over the transition process, auditors should test such con-
trols as required under paragraph .08 of AU-C section 330, Performing Audit
Procedures in Response to Assessed Risks and Evaluating the Audit Evidence
Obtained. Specific controls-related issues the auditor might consider in under-
standing and planning to test controls may include the following:

� How have accounting systems changed in transitioning to FASB
ASC 606? Have appropriate systems change processes worked
well in the transition? Have programs written to assist in mak-
ing the conversion and disclosures been tested and verified?

� Has management determined how any new controls will be mon-
itored? Have oversight and monitoring procedures been fully
adapted to FASB ASC 606?

2.48 Consistent with paragraphs .13–.14 of AU-C section 315, the auditor
should obtain an understanding of the entity's controls designed to address
the risks of material misstatement related to adopting FASB ASC 606. When
assessing whether there is sufficient precision to prevent or detect potential
misstatements, auditors will ordinarily consider the following:

� Because FASB ASC 606 requires a significant amount of judg-
ment, many of the controls will likely include management re-
views performed by the entity. Has the entity provided sufficient
training to personnel to perform review controls that will address
the risks of material misstatement? Are reviews performed by per-
sonnel with the requisite technical expertise and knowledge of the
entity's business operations? What does the entity do to keep man-
agement informed on evolving issues relevant to the entity? Are
reviews performed in a timely manner to allow sufficient time for
correction and remediation if necessary?

2.49 What controls has the entity implemented to account for revenue
during the period of transition (for example, accounting for revenue under pre-
and post-FASB ASC 606 guidance)? What are the entity's controls to move over
from one IT system to another?

2.50 Advance consideration is advisable regarding the timing of audit pro-
cedures. Ideally, management would design and implement its transition plan
before auditor assessment and testing begins. Entities should be mindful of the
timing of audit procedures, knowing that these procedures will likely be per-
formed on reported amounts and disclosures in order to be able to have financial
statements released on a timely basis.

2.51 Although some evidence may only be observable in the period of the
transaction, in other situations hindsight may be helpful in obtaining evidence
for amounts that originally were estimates. Differences in revenue recognition
arise, in many cases, because FASB ASC 606 involves the use of estimates.
To illustrate, the third step for recognizing revenue under FASB ASC 606 is

27 See paragraph .14 in AU-C section 315, Understanding the Entity and Its Environment and
Assessing the Risks of Material Misstatement.
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to determine the transaction price, which can be particularly subject to judg-
ment. When auditing the retrospective period(s), the auditor may need to use
evidence obtained after the transaction occurred because details of the trans-
action that would have been originally estimated are now available. When au-
diting the retrospective period(s), the auditor may need to use historical data
as evidence when evaluating these estimates. However, when using hindsight
to evaluate estimates, the auditor may often consider information that was
reasonably knowable by management at the contract date.28 Note that FASB
ASC 606-10-65-1f2 allows for a practical expedient whereby "For completed
contracts that have variable consideration, an entity may use the transaction
price at the date the contract was completed rather than estimating variable
consideration amounts in the comparative reporting periods." Therefore, if this
practical expedient is elected, there is no reason for either the entity or the
auditor to have to use hindsight.

2.52 If the consideration promised in a contract includes a variable
amount, the entity may estimate the amount of consideration to be received in
exchange for transferring the goods or services when determining the transac-
tion price. If the contract is completed within the reporting period, rather than
estimating the variable consideration, the entity may use the transaction price
at the date the contract was actually completed. The use of hindsight evidence
is subject to less judgment and can be tested more efficiently by the auditor
than an estimate, especially if the auditor notifies management that they will
likely need to provide the data to the auditor for testing. However, for contracts
that span reporting periods, auditors may need to test management's methods
and assumptions or develop their own model resulting in a range or estimate
of the amounts.

2.53 Early in the risk assessment and planning process, the auditor should
understand, evaluate, and gather evidence (positive and negative) regarding
the significant assumptions and the judgments made by management specific
to the retrospective period(s), in accordance with AU-C section 540. This is to
anticipate and plan for foreseeable issues that could arise during the engage-
ment. The considerations involved and assumptions used to form the judgments
for the retrospective period(s) will likely align with assumptions relating to
other estimates. The auditor may benefit from discussing these assumptions
with experienced members of the audit team to determine whether the entity
has made consistent judgments and assumptions. In many cases, contradictory
evidence and evidence from procedures performed related to other accounts,
such as receivables, cash, inventory, or allowances,29 that might not be consis-
tent with evidence used in developing the assumptions should be evaluated
and reconciled with other evidence or conclusions reached by the auditor (see
paragraph .10 of AU-C section 500).

2.54 Impact on the auditor's report. In accordance with paragraphs .07–.12
of AU-C section 708, if a change in accounting principle (for example, from the
adoption of FASB ASC 606) has a material effect on the financial statements,
the auditor should include an emphasis-of-matter paragraph in the auditor's
report that describes the change in accounting principle and provides a refer-
ence to the entity's note disclosure.

28 Hindsight may be an appropriate approach to apply for in-process contracts.
29 New accounts related to contract assets or liabilities should also be considered.
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General Audit Considerations Over Revenue
Recognition30

2.55 Auditing revenue recognition will continue to be considered a pre-
sumed fraud and significant audit risk (rebuttable) under the new standard
(see paragraph .26 of AU-C section 240, Consideration of Fraud in a Financial
Statement Audit). The auditor's understanding of the entity's business — how
it earns revenue, who is involved in the revenue process, how its controls over
revenue transactions may be overridden, and what its motivation to misstate
revenue may be — is important in helping the auditor reduce that risk. Au-
ditors should pay particular attention to "red flags" and warning signals such
as fraud risk factors (see paragraphs .22–.24 and appendix A, "Examples of
Fraud Risk Factors," of AU-C section 240). The auditor should plan and per-
form the audit with an attitude of professional skepticism (see paragraph .08
of AU-C section 240). Additional audit procedures directed to the audit of rev-
enue (due to the additional requirements of the new standard and disclosures)
may be needed to reduce the risk of failing to detect material misstatement of
the financial statements to an acceptably low level. See the following table for
a list of financial statement assertions linked to key audit considerations over
revenue.

Assertions31 Assertion Considerations

Occurrence or Existence An entity may be pressured or incentivized to
overstate their revenue in order to achieve
specific financial results. This risk may result in
the overstatement of revenue recorded in the
current period under audit and require a specific
audit plan focusing on this risk.

Rights and Obligations An entity may fail to appropriately identify all
the performance obligations within a contract
(either through error or fraud). This may result
in the improper acceleration or deferral of
recorded revenue.

Completeness An entity may intentionally understate their
recorded revenue for various reasons, including
situations where the entity had a year of poor
financial performance with the anticipation of a
better performance in the following year, to
avoid taxation or provide an illusion of a
"recovery" in the next period.

30 This section is intended to provide broad, general guidance and is not a substitute for spe-
cific guidance regarding the accounting and auditing guidance under the new revenue recognition
standard.

31 Alternative schema for audit assertions are acceptable provided they address the same risks
as those illustrated in the generally accepted auditing standards.
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Assertions Assertion Considerations

Accuracy or Valuation
and Allocation

Transactions subject to a high degree of
estimation and management judgment may
create risks related to inaccurate amounts being
recorded as revenue. The determination of the
stand-alone selling price may create a risk of
material misstatement based on the nature of
the entity's goods or services. In addition,
including variable consideration in the
transaction price, while failing to consider the
constraint guidelines in paragraphs 11–13 of
FASB ASC 606-10-32, could result in an
overstatement of the amount of revenues
recognized in different reporting periods.

Cutoff Revenue may not be recorded in the correct
accounting period, such as when revenue is
based on satisfying performance obligations in a
future period but is recorded in the current
period.

Presentation and
Disclosure

Revenue and related financial statement
accounts may not be presented in accordance
with the requirements of the standard and
entity policy, especially due to the new
requirements to present revenue from contracts
with customers separately, as well as the related
contract asset and contract liability presentation
requirements. For example, consider principal
versus agent and gross versus net issues.

2.56 The general audit process associated with any engagement or audit
area is addressed in AICPA Audit Guide Assessing and Responding to Audit
Risk in a Financial Statement Audit. Inherent risk assessment, control risk
assessment, and analytical and substantive detail procedures are evaluated to
ensure audit risk related to revenue is reduced to a low level by addressing the
financial statement assertions in the preceding table.32

2.57 In many cases, the inherent risk for the existence assertion of a por-
tion or subset of revenues may be assessed as high due to presumed fraud risks
or other significant risks that often surround revenue recognition. The 2014
Association of Certified Fraud Examiners study, Report to the Nations on Occu-
pational Fraud and Abuse, found that 61 percent of financial statement fraud
cases involved revenue recognition. Thus, additional attention to revenue recog-
nition and related disclosures is often warranted in audit engagements.

2.58 When the auditor's strategy is to rely on controls regarding revenue
assertions, relevant controls to mitigate specific identified risks from risk as-
sessment should be in place and tested for operating effectiveness. The effec-
tive design of controls over revenue risks is derived from the risk assessment

32 Alternative schema for audit assertions are acceptable provided they address the same risks
as those illustrated in the generally accepted auditing standards.
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that management develops and the auditor reviews and assesses. Regardless
of whether the auditor plans to test and rely on controls, important high inher-
ent risks in significant accounts or audit areas and for key assertions that are
not addressed by controls are likely to indicate a significant deficiency or mate-
rial weakness in the design of the controls. If controls are designed effectively
and evidence exists of their implementation (for example, through examining
evidence, observation or walk-throughs of controls) to reduce audit risk, the
controls should be tested as described in paragraphs .08–.09 of AU-C section
330, if the auditor plans to rely on them. The nature and extent of procedures
applied is dependent on the level of reliance sought by the auditor.

2.59 When non-sampling procedures are appropriate (for example, assess-
ing the effectiveness of the governance structure), gathering more evidence or
more appropriate evidence to test the operating effectiveness of the control can
support higher reliance on controls. When sampling is employed, chapter 3,
"Nonstatistical and Statistical Audit Sampling in Tests of Controls," of AICPA
Audit Guide Audit Sampling indicates that high reliance is often associated
with sampling risk of no more than 10 percent (that is, 90 percent confidence)
and tolerable deviation rates of 10 percent or less. Because of the sensitive na-
ture of revenues, some auditors may use more stringent risk and tolerable devi-
ation rate criteria in their control test designs when the highest level of reliance
is placed by auditors on the entity's controls.

2.60 Paragraphs .26–.27 of AU-C section 240 state, in part
� "When identifying and assessing the risks of material misstate-

ment due to fraud, the auditor should, based on a presumption
that risks of fraud exist in revenue recognition, evaluate which
types of revenue, revenue transactions, or assertions give rise to
such risks."

� "The auditor should treat those assessed risks of material mis-
statement due to fraud as significant risks and, accordingly, to the
extent not already done so, the auditor should obtain an under-
standing of the entity's related controls, including control activi-
ties, relevant to such risks, including the evaluation of whether
such controls have been suitably designed and implemented to
mitigate such fraud risks."

2.61 When engagement circumstances indicate that revenue contains nei-
ther a fraud risk nor a significant risk, the auditor should document the reasons
for this in the working papers33 and proceed to audit revenue as with any other
account. When revenue, before the consideration of controls, is a significant risk
and reliance on revenue controls is planned, the auditor should perform control
tests on an annual basis34 and perform some other substantive procedure (for
example, effective analytical procedures or substantive detail tests) to reduce
audit risk.

2.62 As described in paragraph .22 of AU-C section 240, analytical proce-
dures should also be applied to revenue to detect possible risks of error or fraud.

33 See paragraph .46 of AU-C section 240, Consideration of Fraud in a Financial Statement Audit.
34 AU-C section 330, Performing Audit Procedures in Response to Assessed Risks and Evaluating

the Audit Evidence Obtained, generally allows controls test results to be carried over for two additional
audit periods when no changes have occurred in the control procedure (see paragraphs .13–.15 of AU-C
section 330). Controls related to significant risks should be tested annually.
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Such procedures may include comparisons to production capacity, a comparison
of sales to shipments, or a monthly trend line of sales and returns to detect fic-
titious sales or side agreements that may preclude revenue recognition, as de-
scribed in paragraph .A26 of AU-C section 240. Paragraphs .A57–.A58 of AU-C
section 240 further note that uncharacteristic sales patterns at year end can
indicate misstated revenues caused by fraud (or error). Additional audit proce-
dures that might be applicable to revenue are noted in appendix B, "Examples
of Possible Audit Procedures to Address the Assessed Risks of Material Mis-
statement Due to Fraud," of AU-C section 240. The level of data aggregation
used in the analysis (for example, consolidated or disaggregated, by location,
or by product line) and the resulting precision of the procedures can influence
the level of assurance obtained by these procedures. The degree of precision of
the procedures and the value of the evidence obtained is also responsive to the
amount of change in the account that is explained by the procedure performed
and the follow-up evidence examined.

2.63 Substantive tests of details by assertion may also be planned to re-
duce the audit risk in revenues to a low level. The extent of sampling procedures
to be performed is responsive to the audit strategy and the results of other
revenue-related procedures. When the extent of evidence gathered to support
an account balance does not seem to reduce risk to a low level, the extent of
substantive test evidence may not provide sufficient evidence.

2.64 When planning substantive procedures, consideration of the asser-
tions can assist in the appropriate extent of procedures to be performed. The
revenue account is related to other accounts such as cash, accounts receivable
contract assets, contract liabilities, and sometimes inventory. If existence of rev-
enues is mostly satisfied through procedures performed in accounts receivable
and cash (for example, if not collected, then accounts receivable may include im-
properly recognized revenue) and analytical procedures, then less direct testing
of revenues for the existence assertion may be warranted. Similarly, an entity
with a simple revenue recognition model may be exposed to less risk resulting
in less testing of the valuation assertion than an entity with a complex array
of revenue recognition issues. As described in chapter 4, "Nonstatistical and
Statistical Audit Sampling for Substantive Tests of Details," of AICPA Audit
Guide Audit Sampling, assertion-based testing may be an efficient approach
when designing tests directed primarily to the valuation assertion. Careful doc-
umentation of this strategy and a basis for any underlying assumptions when
it is employed can create a clear record of the procedures performed and the
basis for the extent of testing performed.

2.65 When controls over the revenue recognition process are adequately
designed and implemented, auditors may find it more efficient to test and rely
on those controls and reduce the extent of substantive detail tests of revenues.
Because tolerable misstatement and performance materiality in a substantive
test of detail are, in many cases, a small percentage of the aggregate value
of revenues, sample sizes to substantively test revenues can be very large. By
following a strategy of testing controls to demonstrate they are effective and
performing substantive analytics, the required assurance from substantive de-
tail tests may be reduced and still lead to a low overall audit risk of revenues.
Higher acceptable sampling risk (the complement of the level of assurance or
confidence level) leads to smaller substantive detail test sample sizes.

2.66 When tests of controls effectiveness are not performed and when rel-
evant assertions related to revenue recognition are considered significant risks,
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the auditor relies solely upon substantive tests to conclude on the reasonable-
ness of revenues. Under these circumstances, the auditor cannot rely solely on
substantive analytical procedures, and the audit tests should include tests of
details (see paragraph .22 of AU-C section 330).

Risk Assessment and Fraud Risk Under FASB ASC 606
2.67 Prior to performing audit procedures, issues related to the transition

to FASB ASC 606 are likely to be included in the planning process. Even in
advance of the implementation date of FASB ASC 606, auditors are urged to
meet with management and those charged with governance to discuss man-
agement's approach and readiness to make the transition. Advance planning
will often make for a smoother transition for entities and auditors. Current sur-
veys indicate that, as of mid-2016, many public and private entities have yet
to begin assessing what may be necessary to make the transition. Additional
guidance regarding risk assessment during the transition phase can be found
in the section of this chapter titled "Auditing Considerations in the Adoption
and Transition to FASB ASC 606."

Audit Planning
2.68 AU-C section 300, Planning an Audit, establishes requirements and

provides guidance on the considerations and activities applicable to planning
an audit conducted in accordance with GAAS. These activities and consid-
erations include establishing an understanding with the client, preliminary
engagement activities, establishing the overall audit strategy, developing the
audit plan, determining the extent of involvement of professionals with spe-
cialized skills, and communicating with those charged with governance. The
nature, timing, and extent of planning vary with the size and complexity of
the entity and with the auditor's experience with the entity and understand-
ing of the entity and its environment, including its system of internal control.
When the engagement involves group audit issues, additional planning consid-
erations and communications may be involved.

2.69 Paragraph .A2 of AU-C section 300 states that planning is not a dis-
crete phase of the audit, but rather a continual and iterative process that be-
gins with engagement acceptance and continues throughout the audit as the
auditor performs audit procedures and accumulates sufficient appropriate au-
dit evidence to support the audit opinion. The following paragraphs describe
some planning considerations related to FASB ASC 606.

Assignment of Personnel and Supervision
2.70 AU-C section 300 also discusses the supervision of personnel who are

involved in the audit. The extent of appropriate supervision in a given instance
depends on many factors, such as the complexity of the subject matter and
the qualifications of persons performing the work, including their knowledge
of the entity's business and industry. An understanding of an entity's business,
its accounting policies and procedures, and the nature of its transactions with
customers is useful in assessing the extent of experience or the level of super-
vision appropriate to audit revenue transactions.

2.71 Unusual or complex transactions, related-party transactions, and
revenue transactions based on contracts with complex terms ordinarily sig-
nal the need for more experienced personnel assigned to those segments of the
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engagement, more extensive supervision, or the use of industry or other special-
ists. If specialized skills are needed, the auditor may often seek the assistance of
a professional possessing such skills who may be either on the auditor's staff or
an outside professional. AU-C section 620, Using the Work of an Auditor's Spe-
cialist, establishes requirements and provides guidance to auditors who use the
work of a specialist35 in performing an audit in accordance with GAAS. When
evaluating an entity's transition plans and resources to perform the transition
to FASB ASC 606, the auditor may seek assistance from someone with a highly
detailed understanding of FASB ASC 606. The auditor should also be sensi-
tive to when legal or other specialist assistance may be needed by the entity or
auditor to successfully perform the assessment.

Establishing an Overall Strategy
2.72 AU-C section 300 requires establishment of an overall strategy. Two

elements of the overall strategy include identification of the engagement's char-
acteristics and consideration of factors that are significant in directing the en-
gagement team's efforts. The entity's process and methods for recognizing rev-
enue would normally be a key characteristic of the engagement, as would be
the types of contracts the entity enters into with its customers. FASB ASC 606
requires substantial judgment by the entity and, therefore, may often result in
the auditor exercising professional judgment and skepticism when designing
the audit plan. Both of these considerations are often addressed in the overall
strategy of the audit.

Audit Risk
2.73 Paragraph .A1 of AU-C section 320, Materiality in Planning and Per-

forming an Audit, states that "audit risk is the risk that the auditor expresses
an inappropriate audit opinion when the financial statements are materially
misstated. Audit risk is a function of the risks of material misstatement and
detection risk." The auditor considers audit risk in relation to the relevant as-
sertions regarding individual account balances, classes of transactions, and dis-
closures and at the overall financial statement level.

2.74 At the account balance, class of transaction, relevant assertion, or
disclosure level, audit risk consists of (a) the risks of material misstatement
(consisting of inherent risk and control risk) and (b) detection risk. Paragraph
.26 of AU-C section 315 states that the auditor should identify and assess the
risks of material misstatement at the financial statement level and the relevant
assertion level as a basis for designing and performing further audit procedures
(tests of controls or substantive procedures). It is not acceptable to simply deem
risk to be "at the maximum." This assessment may be expressed in qualitative
terms, such as high, medium, or low, or in quantitative terms such as percent-
ages (for example, of risk). Furthermore, the basis for the assessment provides
the evidence supporting the risk assessment and communicates important in-
formation for other audit personnel and reviewers of the assessment.

2.75 Revenue often contains considerable risks of misstatement and, as
a result, receives considerable audit attention. Relevant assertions the audi-
tor may consider include occurrence or existence, completeness, valuation or

35 Paragraph .06 of AU-C section 620, Using the Work of an Auditor's Specialist, defines, in part,
an auditor's specialist as "An individual or organization possessing expertise in a field other than
accounting or auditing..." The nature of the assistance provided to the entity or auditor in many cases
can be important in determining whether a specialist is involved.
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accuracy, cutoff, and presentation and disclosure.36 Note that the new guid-
ance on revenue recognition requires substantial new disclosures, and may in-
crease the risks related to presentation and disclosure. The revenue cycle is
also commonly identified as a significant class of transactions and a presumed
significant risk and fraud risk (rebuttable presumption). Accordingly, a compre-
hensive understanding of this cycle, including the entity's continuing business
practices, is often necessary to properly assess risk.

2.76 In considering audit risk at the overall financial statement level, it
is important for the auditor to consider risks of material misstatement that
relate pervasively to the financial statements taken as a whole and that poten-
tially affect many relevant assertions. Risks of this nature often relate to the
entity's control environment and are not necessarily identifiable with specific
relevant assertions at the class of transactions, account balance, or disclosure
level. Such risks may be especially relevant to the auditor's consideration of
the risks of material misstatement arising from fraud, for example, through
management override of controls. The competence and ability of the entity's
resources to conduct the revenue recognition transition process and develop
the required disclosures can signal an important risk and affect which audit
resources are most suited to the engagement.

Understanding the Entity and Risk Assessment
2.77 Paragraph .03 of AU-C section 315 states that "the objective of the

auditor is to identify and assess the risks of material misstatement, whether
due to fraud or error, at the financial statement and relevant assertion levels
through understanding the entity and its environment, including the entity's
system of internal control, thereby providing a basis for designing and imple-
menting responses to the assessed risks of material misstatement." As noted
in AU-C section 240, revenue recognition is presumed to be a fraud risk. How-
ever, this presumption can be overcome by facts and circumstances of the entity.
When this presumption is overcome, the auditor should document the reasons
for this conclusion (see paragraph .46 of AU-C section 240).

2.78 Obtaining an understanding of the entity and its environment, in-
cluding its system of internal control, is a continuous, dynamic process of gath-
ering, updating, and analyzing information throughout the audit.

2.79 In accordance with paragraph .A3 of AU-C section 315, the auditor
uses professional judgment to determine the extent of understanding required
about the entity and its environment, including its system of internal control.
The auditor's primary consideration is whether the understanding that has
been obtained is sufficient to assess the risks of material misstatement of the
financial statements and to design and perform further audit procedures (tests
of controls and substantive tests). Further discussion of the role of controls in
the recognition of revenue can be found in the section of this chapter titled "Risk
Assessment and Fraud Risk Under FASB ASC 606."

2.80 The auditor's understanding of the entity and its environment con-
sists of an understanding of the following aspects:

� Industry, regulatory, and other external factors
� Nature of the entity

36 Note that other assertions may be adopted by auditors provided that they address a complete
set of risks.
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� Objectives and strategies and the related business risks that may

result in a material misstatement of the financial statements
� Measurement and review of the entity's financial performance
� Selection and application of accounting policies (see the following

section for further discussion)
� Whether principal and agent issues or licensing issues may exist

in business transactions and how management has analyzed their
effects, if any, on revenue recognition

2.81 Refer to appendix A, "Understanding the Entity and Its Environ-
ment," and appendix B, "Internal Control Components," of AU-C section 315
for examples of matters that the auditor may consider when obtaining an un-
derstanding of the entity and its environment relating to the categories in the
preceding list.

2.82 With regard to assertions about revenue, the auditor may consider
obtaining information relating to the following matters:

� The nature and extent of an entity's performance obligations, in-
cluding types of products and services sold

� The effects of licensing agreements or the existence and effect of
principal/agent issues

� The types of contracts, including oral or implied contracts, and
whether changes can be made to standardized contracts

� Whether seasonal or cyclical variations in revenue may be ex-
pected

� The sales policies customary for the entity and the industry
� Policies regarding pricing, price concessions, sales returns, dis-

counts, extension of credit, contingencies, and normal delivery and
payment terms

� Who, particularly in the marketing and sales functions, is involved
with processes affecting revenues, including order entry, extension
of credit, price concessions and shipping

� Whether there are compensation arrangements that depend on
the entity's recording of revenue. For example, whether the sales
force is paid commissions based on sales invoiced or sales col-
lected, and the frequency with which sales commissions are paid,
might have an effect on the recording of sales at the end of a period
as well as on how the entity measures, analyzes, and reviews its
financial performance to identify the internal and external pres-
sures on the entity

� The classes and categories of the entity's customers, including
whether there are sales to distributors or value-added resellers
or to related parties

— If sales to distributors are material, it is important to
understand whether concessions have been made in the
form of product return rights or other arrangements in
the distribution agreements the entity has entered into.
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— Distribution agreements in the high-technology industry
might include such terms as price protection, rights of
return for specified periods, rights of return for obsolete
products, and cancelation clauses such that the real sub-
stance of the agreement is that it results in consignment
inventory.

� The nature and frequency of contract or revenue policy modifica-
tions.

2.83 In the transition to FASB ASC 606, the previous policies and new
requirements may be compared and contrasted to identify potential transition
issues and required tasks to revise past financial statement amounts in accor-
dance with the transition approach selected by the entity.

2.84 Auditors may find procedures such as those subsequently described
to be useful in obtaining knowledge about an entity's sales transactions.

Inquiry
2.85 Inquiry of management is an effective auditing procedure in obtain-

ing knowledge of the entity and its system of internal control. In situations
involving unusual or complex revenue transactions, the auditor may consider
making inquiries of representatives of the entity's sales, marketing, customer
service and returns departments, and other entity personnel familiar with the
transactions to gain an understanding of the nature of the transactions and
any special terms that may be associated with them. Such inquiries may also
be useful in assisting with the auditor's understanding of the entity's custom-
ary business practices and whether any verbal or implied contracts may exist.
Inquiries of legal staff may also be appropriate when sales contracts have non-
standard, unusual, or complex terms. Inquiry alone is ordinarily not a sufficient
auditing procedure, but information obtained from discussions with manage-
ment and entity personnel may help the auditor identify matters to be corrob-
orated with evidence obtained from other procedures, including confirmation
from independent sources outside the entity.

2.86 Interviews may also help the auditor identify potential performance
obligations associated with transactions. When a potential performance obli-
gation is identified, further inquiries may assist in forming the auditor's risk
assessment and the design of further audit procedures.

Reading and Understanding Contracts
2.87 The auditor should read and understand the terms of sales contracts

when necessary to obtain an understanding of what the customer expects and
what the entity is committed to provide (see paragraph .12bi and iv of AU-C sec-
tion 315). In addition, reading the contents of the entity's sales contract (and
sales correspondence) files may provide evidence of side agreements or perfor-
mance obligations (for instance, by identifying options within a contract that
provide a customer with a material right to be further evaluated by manage-
ment to determine whether that right is a performance obligation). In addition
to written provisions, implicit provisions and unstated business conventions
that may be present in contractual arrangements may need to be considered. In
some cases, the presence or absence of such provisions may be verified through
customer confirmation or through a thorough review of deal proposals or
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marketing materials. Third-party evidence is generally considered to be more
appropriate when obtainable.

Reviewing Process Narratives and Process Flow Diagrams
2.88 When available, requesting and reviewing the entity's process nar-

ratives and process flow diagrams for the revenue process(es) may help the
auditor obtain an understanding of the detailed steps of the process and con-
trols, which may assist in risk assessment. In the transition process, unique or
different approaches and controls may be designed to determine the amounts
and disclosures required under FASB ASC 606. The processes and controls es-
tablished for the transition phase may be important in ensuring that adequate
support exists for the amounts and disclosures required at the inception of the
transition.

Reviewing Internal Control Manuals, Policy Manuals,
or Similar Documentation

2.89 When available, requesting and reviewing the entity's written poli-
cies for entering into sales transactions, accounting policies for recording sales
transactions, and internal controls related to sales transactions may further the
auditor's understanding of the entity, including the system of internal control.
The Committee of Sponsoring Organizations of the Treadway Commission's
updated Internal Control—Integrated Framework (2013 COSO framework)37

acknowledges that regulatory bodies may require documentation of entity con-
trols in order to meet their objectives. In the absence of controls documentation,
it is difficult to identify, confirm, and test controls and evaluate their consistent
operation over time.

2.90 The auditor may decide to further consider management's selection
and application of significant accounting policies related to revenue recogni-
tion. The auditor may have a greater concern about whether the accounting
principles selected and policies adopted are being applied in an inappropriate
or biased manner to create a material misstatement of the financial statements.

Discussion Among the Audit Team
2.91 In obtaining an understanding of the entity and its environment, in-

cluding its system of internal control, AU-C section 315 states that there should
be discussion among the audit team. In accordance with paragraph .11 of AU-C
section 315, "the engagement partner and other key engagement team mem-
bers should discuss the susceptibility of the entity's financial statements to ma-
terial misstatement." This discussion could be held concurrently with the audit
team's discussion, as specified by AU-C section 240, about the susceptibility of
the entity's financial statements to fraud. In order to enhance the auditor's un-
derstanding of the entity and develop an appropriate risk assessment, as part
of the engagement team discussion the audit team may

� share knowledge of the different revenue streams, including con-
trols that pertain to sales transactions.

� exchange information regarding any changes to the revenue
streams as a result of FASB ASC 606 or new performance obli-
gations.

37 COSO. (2013). Internal Control—Integrated Framework Executive Summary. AICPA. https://
www.coso.org/documents/990025p-executive-summary-final-may20.pdf.
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� exchange information about the business risks related to sales
transactions.

� exchange ideas about how revenue may be susceptible to material
misstatement due to fraud or error.

Assessing the Risks of Material Misstatement
2.92 Paragraphs .26–.27 of AU-C section 315 state that the auditor should

identify and assess the risks of material misstatement at the financial state-
ment level and at the relevant assertion level related to classes of transactions,
account balances, and disclosures. For this purpose, the auditor should do the
following:

� Identify risks throughout the process of obtaining an understand-
ing of the entity and its environment, including relevant controls
that relate to the risks, by considering the classes of transactions,
account balances, and disclosures in the financial statements. This
understanding helps the auditor understand the revenue streams,
including any differences in revenue recognition and processes fol-
lowed for revenue streams. For example, the auditor may deter-
mine, as part of performing inquiries with the entity's sales per-
sonnel, that the entity enters into certain contracts where they
arrange for another party to provide goods or services promised
to a customer. In this case, the auditor may identify risks of ma-
terial misstatement for this revenue stream related to the entity
potentially acting as an agent, although this risk does not apply
to other streams.

� Assess the identified risks and evaluate whether they relate more
pervasively to the financial statements as a whole and potentially
affect many assertions. For example, the auditor may determine,
as part of requesting and inspecting the entity's policies for sales
transactions with customers, that the entity's policies are weak
and inconsistently communicated. In this case, the auditor may
identify risks of misstatement that relate to multiple assertions
within different revenue streams.

� Relate the identified risks to what can go wrong at the relevant
assertion level, taking account of relevant controls that the audi-
tor intends to test. For example, the auditor may identify a risk re-
lated to the accuracy of revenue, in that the entity may incorrectly
record revenue for the gross amount of consideration instead of
the net fee or commission it retains after paying the other party
their portion of the consideration.

� Consider the likelihood of misstatement, including the possibility
of multiple misstatements, and whether the potential misstate-
ment is of a magnitude that could result in a material misstate-
ment. For example, the inherent complexity in determining the
amount of revenue to record in a given class of transactions —
such as the complexity created by the existence of multiple per-
formance obligations — could increase the likelihood of misstate-
ment related to that class of transaction.

2.93 Information gathered by performing risk assessment procedures, in-
cluding the audit evidence obtained in evaluating the design and implementa-
tion of controls, is used as audit evidence to support the risk assessment. The
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risk assessment determines the nature, timing, and extent of further audit pro-
cedures to be performed. If the implementation of FASB ASC 606 could affect
materiality assessments in the current or in prior periods, audit planning will
need to include a strategy as to how that issue will be addressed. The imple-
mentation of FASB ASC 606 could also affect the treatment of any prior-year
waived adjustment amounts if the implementation causes changes in the re-
ported financial amounts.

Identification of Significant Risks
2.94 As part of the assessment of the risks of material misstatement, the

auditor should determine which of the risks identified are, in the auditor's judg-
ment, risks that require special audit consideration (such risks are defined as
significant risks). In the transition period and beyond, aspects of the entity's
application of FASB ASC 606 will continue to give rise to a presumed signif-
icant risk.38 One or more significant risks normally arise on most audits. In
exercising this judgment, the auditor should consider inherent risk (before the
consideration of controls) to determine whether the nature of the risk, the likely
magnitude of the potential misstatement (for instance, the possibility that the
risk may give rise to multiple misstatements), and the likelihood of the risk
occurring are such that they require special audit consideration.

2.95 Paragraphs .28–.30 of AU-C section 315 provide planning guidance
on identifying and responding to significant risks. Specifically, paragraph .30
states the following:

If the auditor has determined that a significant risk exists39 the audi-
tor should obtain an understanding of the entity's controls, including
control activities, relevant to that risk and, based on that understand-
ing, evaluate whether such controls have been suitably designed and
implemented to mitigate such risks.

2.96 Paragraph .22 of AU-C section 330 also states the following perfor-
mance requirement regarding identified significant risks:

If the auditor has determined that an assessed risk of material mis-
statement at the relevant assertion level is a significant risk, the au-
ditor should perform substantive procedures that are specifically re-
sponsive to that risk. When the approach to a significant risk consists
only of substantive procedures, those procedures should include tests
of details.

2.97 Paragraph .A58 of AU-C section 330 provides guidance regarding fur-
ther audit procedures pertaining to significant risk in the context of a revenue-
related example. Specifically,

[p]aragraph .22 requires the auditor to perform substantive proce-
dures that are specifically responsive to risks the auditor has deter-
mined to be significant risks. Audit evidence in the form of external
confirmations received directly by the auditor from appropriate con-
firming parties may assist the auditor in obtaining audit evidence with

38 Peer review findings have identified misunderstanding and misapplications of this technical
term. For additional guidance on this term and its use see AICPA Audit Guide Assessing and Re-
sponding to Audit Risk in a Financial Statement Audit. See also paragraph .27 of AU-C section 240.

39 It is important to note that a presumption exists that revenue is a significant risk.
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the high level of reliability that the auditor requires to respond to sig-
nificant risks of material misstatement, whether due to fraud or er-
ror. For example, if the auditor identifies that management is under
pressure to meet earnings expectations, a risk may exist that man-
agement is inflating sales by improperly recognizing revenue related
to sales agreements with terms that preclude revenue recognition or
by invoicing sales before shipment. In these circumstances, the au-
ditor may, for example, design external confirmation procedures not
only to confirm outstanding amounts but also to confirm the details of
the sales agreements, including date, any rights of return, and deliv-
ery terms. In addition, the auditor may find it effective to supplement
such external confirmation procedures with inquiries of nonfinancial
personnel in the entity regarding any changes in sales agreements and
delivery terms.

2.98 In addition, paragraph .15 of AU-C section 330 states that "[i]f the
auditor plans to rely on controls over a risk the auditor has determined to be
a significant risk, the auditor should test the operating effectiveness of those
controls in the current period."40

2.99 Paragraph .26 of AU-C section 240 states that when identifying and
assessing the risks of material misstatement due to fraud, the auditor should,
based on a presumption that risks of fraud exist in revenue recognition, eval-
uate which types of revenue, revenue transactions, or assertions give rise to
such risks. Paragraph .46 of AU-C section 240 specifies the documentation re-
quired when the auditor concludes that the presumption is not applicable in
the circumstances of the engagement and, accordingly, has not identified rev-
enue recognition as a risk of material misstatement due to fraud. Paragraph
.27 of AU-C section 240 states that

The auditor should treat those assessed risks of material misstate-
ment due to fraud as significant risks and, accordingly, to the extent
not already done so, the auditor should obtain an understanding of the
entity's related controls, including control activities, relevant to such
risks, including the evaluation of whether such controls have been
suitably designed and implemented to mitigate such fraud risks.

Accordingly, the auditor may identify one or more significant risks related to
revenue.

2.100 If considered a fraud risk, revenue recognition is considered a sig-
nificant risk, but even if not a fraud risk, a revenue recognition assertion or
assertions may be assessed as a significant risk if the factors mentioned earlier
are present. See further discussion in the section of this chapter titled "Consid-
eration of Fraud as it Relates to Revenue."

Specific Audit Considerations Over Revenue Recognition

Side Agreements
2.101 Side agreements may be used to alter the terms and conditions of

contracts to entice customers to accept the delivery of goods and services. They

40 In areas that are not significant risks, paragraph .14 of AU-C section 330 permits testing of
controls at least once in every third audit if controls have not changed.
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may create performance obligations or uncertainties relating to financing ar-
rangements or to product installation or customization that may relieve the
customer of some of the risks and rewards of ownership and indicate that the
customer does not control the goods or services, therefore precluding the recog-
nition of revenue. Frequently, side agreements are hidden from the entity's
board of directors and outside auditors, and only a few individuals within an
entity are aware that they exist. This makes it difficult for an entity to identify
all the performance obligations in a contract.

2.102 Side agreements appear to be prevalent in high-technology indus-
tries, particularly the computer hardware and software segments.

Channel Stuffing
2.103 Distributors and resellers sometimes delay placing orders until the

end of a quarter in an effort to negotiate a better price on purchases from sup-
pliers that they know want to report good sales performance. This practice may
result in a pattern of increased sales volume at the end of a reporting period.
This is different from an unusual volume of sales to distributors or resellers,
particularly at or near the end of the reporting period, which may indicate chan-
nel stuffing. Channel stuffing (also known as trade loading) is when suppliers
try to boost sales by inducing distributors to buy substantially more inven-
tory than they can promptly resell. Inducements to overbuy may range from
deep discounts on inventory to threats of losing the distributorship if the in-
ventory is not purchased. Discounts, rebates, refunds, credits, and price con-
cessions are examples of variable consideration, which impact the transaction
price and therefore the revenue recorded. Channel stuffing without appropri-
ate consideration and accounting for sales returns in an entity's estimation of
the transaction price (subject to the constraint in FASB ASC 606), is an exam-
ple of overstating the reported amount of revenue. Channel stuffing may also
be accompanied by side agreements with distributors that essentially negate
some of the sales by providing for the return of unsold merchandise beyond the
normal sales return privileges. Even when there is no evidence of side agree-
ments, channel stuffing may indicate the need to increase the expected value of
sales returns above historical experience. In some cases, channel stuffing may
even preclude the ability to make reasonable and reliable estimates of prod-
uct returns, and thus an entity may not be able to conclude that it is probable
there will not be a significant reversal in the cumulative amount of revenue
before the return right expires.41 Note: The inability to make reasonable and
reliable estimates of product returns is a FASB ASC 605 (SFAS 48) concept.
Product returns are considered to be variable consideration; the entity should
estimate them and then apply the constraint if there is a significant amount of
estimation uncertainty.

Related-Party Transactions
2.104 Related-party transactions require special consideration because

related parties may be difficult to identify and such transactions may pose sig-
nificant "form over substance" issues. Undisclosed related-party transactions

41 Refer to SEC Staff Auditing Bulletin (SAB) No. 104, Topic 13, Revenue Recognition, for further
current information on channel stuffing. Although SEC SABs are directed specifically to transactions
of public companies, management and auditors of nonpublic entities may find this guidance helpful in
analyzing revenue recognition matters. In light of the new revenue recognition standard, the future
of SAB Topic 13 is unknown. Be alert for updates regarding this issue.
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may be used to fraudulently inflate earnings. Examples include recording sales
of the same inventory back and forth among affiliated entities that exchange
checks periodically to "freshen" the receivables and sales with commitments
to repurchase that, if known, would preclude recognition of revenue. Although
unusual material transactions, particularly close to year end, may be an indica-
tor of related-party transactions, a series of sales executed with an undisclosed
party that individually are insignificant but in total are material may also in-
dicate related-party transactions.

2.105 AU-C section 550, Related Parties, establishes requirements and
provides guidance on procedures to obtain audit evidence on related-party re-
lationships and transactions that should be disclosed, in accordance with FASB
ASC 850-10. It is important to note that the substance of a particular transac-
tion may be significantly different from its form. Related-party transactions
have been used to perpetrate financial statement reporting fraud and, as such,
often create a "red flag" for auditors. As stated in paragraph .A2 of AU-C section
550, "financial statements prepared in accordance with GAAP generally recog-
nize the substance of particular transactions rather than merely their legal
form." Furthermore, paragraph .03 of AU-C section 550 states that "Many re-
lated party transactions are in the normal course of business." However, trans-
actions with related parties may be motivated by fraud or conditions such as
the following:

� Lack of sufficient working capital or credit to continue the busi-
ness

� An overly optimistic earnings forecast
� Dependence on a single or relatively few products, customers, or

transactions for the continuing success of the venture
� A declining industry characterized by a large number of business

failures
� Excess capacity
� Significant litigation, especially litigation between stockholders

and management
� Significant obsolescence dangers because the entity is in a high-

technology industry

2.106 Paragraphs .16 and .A22 of AU-C section 550 describe records and
documents the auditor may inspect to identify material transactions with par-
ties known to be related and to identify material transactions that may indi-
cate the existence of previously undetermined relationships. Examples of those
records or documents include the following:

� Entity income tax returns
� Minutes of meetings of the board of directors and executive or op-

erating committees
� Information supplied by the entity to regulatory authorities
� Contracts and agreements with key management or those charged

with governance
� Significant contracts and agreements not in the entity's ordinary

course of business
� Third-party confirmations obtained by the auditor (in addition to

bank and legal confirmations)
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� Specific invoices and correspondence from the entity's professional

advisers
� Reports of the internal audit function

2.107 In addition to inquiry, paragraph .24 of AU-C section 550 lists the
following procedures that the auditor should perform to obtain satisfaction con-
cerning the purpose, nature, and extent of related-party transactions and their
possible effect on revenue recognition:

� Inspect the underlying contracts or agreements, if any, and eval-
uate whether

— the business rationale (or lack thereof) of the transac-
tions suggests that they may have been entered into to
engage in fraudulent financial reporting or to conceal
misappropriation of assets.

— the terms of the transactions are consistent with man-
agement's explanations.

— the transactions have been appropriately accounted for
and disclosed.

� Obtain audit evidence that the transactions have been appropri-
ately authorized and approved.

2.108 Paragraph .09 of AU-C section 550 states that the auditor should
consider whether he or she has obtained sufficient appropriate audit evidence
to understand the relationship of the parties and the effects of related-party
transactions on the financial statements.

Significant Unusual Transactions
2.109 Significant, unusual, or highly complex transactions resulting in

revenue recognition that are executed with customers who are not related par-
ties similarly may be given special consideration because they also may pose
"substance over form" questions and may involve the collusion of the entity and
the customer in a fraudulent revenue recognition scheme.

Nature of Business and Accounting for Revenue
2.110 Improper revenue recognition can occur in any industry. Risk fac-

tors are present in particular industries and differ depending on the nature of
the product or service and its distribution. Products that are sold to distribu-
tors for resale pose different risks than products or services that are sold to end
users. Sales in high-technology industries, where rapid product obsolescence is
a significant issue, pose different risks than sales of inventory with a longer life,
such as farm or construction equipment, automobiles, trucks, and appliances.
Under FASB ASC 606, which is void of industry-specific guidelines, companies
within the same industry may initially consider accounting for similar transac-
tions differently. However, despite expectations of consistency, the mechanism
for achieving consistency remains in process. FASB ASC 606 also increases the
need to apply judgment. As a result, the auditor should understand the na-
ture of the entity's business and how transactions and deals are economically
structured, in accordance with paragraph .12 of AU-C section 315. The auditor
then may be in a position to evaluate whether the entity's accounting policies
are consistent with the nature of the business and transactions and compliant
with the principles of FASB ASC 606.
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2.111 In gaining an understanding of the nature of the entity's business,
the auditor usually should obtain an understanding of the factors that are rel-
evant to the entity's revenue recognition, such as the following:42

� The appropriateness of an entity's application of revenue recogni-
tion principles in the context of the industry in which it operates

� Whether there has been a change in the entity's revenue recogni-
tion policy (absent a change in accounting principles) and, if so,
why

� The entity's process of accumulating evidence to support esti-
mates and fair valuations used in recognizing revenue

� The entity's practice with regard to sales and payment terms and
the existence of implied performance obligations, and whether
there are deviations from industry norms or from the entity's own
practices, such as the following:

— Sales terms that do not comply with the entity's normal
policies

— Valid customer expectations, created by the entity's cus-
tomary business practices, that certain goods or services
will be included in the arrangement even if they are not
explicitly stated in a contract

— The existence of longer than expected payment terms or
installment receivables

— Consideration that is variable in nature exists in certain
contracts

— The use of nonstandard contracts or contract clauses with
regard to sales

— Stand-alone selling prices based on non-observable prices
or inputs

— The lack of a clear method for measuring the entity's
progress toward satisfying a performance obligation

� Practices with regard to the shipment of inventory that could indi-
cate the potential for misstatements of revenue or that could have
other implications for the audit, such as the following:

— The entity's shipping policy is inconsistent with previ-
ous years. For example, if an entity ships unusually large
quantities of product at the end of an accounting period,
it may indicate an inappropriate cutoff of sales. Alterna-
tively, if an entity that normally ships around the clock
has stopped shipments one or two days before the end of
the current accounting period, it may indicate that man-
agement is abandoning its normal operating policies in
an effort to manage earnings, which may have broader
implications for the audit.

— Shipments recorded as revenue are sent to third-party
warehouses rather than to customers.

42 See paragraph .12 of AU-C section 315.
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— Shipments recorded as revenue result from billing for

demonstration products that are already in the field.

Potential Accounting Misstatements
2.112 When evaluating whether revenue was recognized properly, audi-

tors should evaluate whether the entity has properly applied the requirements
of the applicable financial reporting framework (for example, GAAP). The eval-
uation of the entity's accounting principles should consider the nature of the
entity's goods or services as well as the structure of the contracts. Addition-
ally, auditors may want to consider whether an entity's accounting principles
are more aggressive than those of their peers, which may assist the auditors in
identifying additional risks of material misstatement.

2.113 The following paragraphs discuss indicators related to sales trans-
actions that may indicate improper revenue recognition. The indicators are cat-
egorized into sales that may not be realized as a result of the absence of a
contract with the customer, failure to identify the performance obligations, the
transaction price is undeterminable, allocation of the transaction price is incor-
rect, or the entity has not satisfied the performance obligations. The five-step
process frames the discussion.

Identify the Contract With the Customer
2.114 Under FASB ASC 606-10-25-2, a contract is defined as an agree-

ment between two or more parties that creates enforceable rights and obliga-
tions. The contract should have the approval and commitment of the parties,
identify the rights of the parties, identify the payment terms, have commercial
substance and it is probable that the entity will collect substantially all of the
consideration to which the entity is entitled. Reading and understanding the
terms of the sale contract will assist auditors in obtaining an understanding of
criteria necessary for a contract to exist. In situations in which it is important
to gain an understanding as to whether a contract exists, auditors should con-
sider the risks associated with the existence of nonstandard sales agreements
or transactions which are not part of the entity's normal terms and conditions.
In addition, auditors will want to evaluate the risks associated with contracts
signed in new markets, especially under international laws. Transactions which
may create greater risk of material misstatement when evaluating whether a
contract exists, or the terms of the contract, may include the following:

� Transactions with related parties43

� Transactions involving new products, new customers, interna-
tional markets, or new sales channels (such as a shift to sales
made through a distribution channel)

� Transactions based on oral or implied contracts that are enforce-
able or based on the entity's customary business practices

� Sales of merchandise that are shipped in advance of the scheduled
shipment date without evidence of the customer's agreement or
consent or documented request for such shipment

� Sales in which evidence indicates the customer's obligation to pay
for the product is contingent on the following:

43 See the "Related-Party Transactions" section of this chapter.
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— Resale to another (third) party (for example, sale to dis-
tributor or consignment sale)

— Receipt of financing from another (third) party

2.115 Contract modifications may have a significant impact on an entity's
ability to record revenue. In situations where auditors are evaluating specific
contracts, auditors should consider the risk associated with the existence of
modified or amended contracts. In situations in which modified or amended
contracts exist, it is often important for the auditor to obtain the final contract
as well as the various modified agreements when evaluating whether any ad-
ditional rights or obligations are created through the contract modifications.

Identify the Performance Obligations in the Contracts
2.116 The improper identification of performance obligations in a cus-

tomer contract may create a risk of material misstatement depending on the
nature of the goods or service an entity sells to its customers. In addition to re-
viewing an entity's contracts with its customers, auditors may consider review-
ing an entity's website, marketing materials, and press releases or performing
inquiries with an entity's sales representatives when evaluating what perfor-
mance obligations exist. Auditors often also consider industry practices when
evaluating what performance obligations may exist for the entity. Additional
considerations may be necessary in situations where implied performance obli-
gations exist or an entity's practice differs from its stated terms. In those sit-
uations, auditors may consider additional risks related to form-over-substance
considerations.

Determine the Transaction Price
2.117 Contracts where the transaction price is variable may create a

heightened risk of material misstatement. Contracts with discounts, rebates,
refunds, credits, price concessions, incentives, performance bonuses, or penal-
ties may impact the amount of consideration an entity expects to be entitled
to in exchange for transferring promised goods or services. The impact of these
terms may be based on management's estimate and create a high degree of
estimation uncertainty and thus may be subject to management bias. Another
risk is that management inappropriately fails to constrain variable revenue for
which it is not probable that a significant revenue reversal will not occur.

Allocate the Transaction Price to the Performance Obligations
2.118 When the transaction price is allocated to each performance obli-

gation based on the stand-alone selling price or an estimate, auditors should
evaluate management's judgments for bias, in accordance with paragraph .21
of AU-C section 540. Depending on the nature of the entity's goods or services,
an observable price based on a stand-alone sale may not be available. In sit-
uations where an entity estimates the stand-alone selling price, auditors will
ordinarily need to obtain the various assumptions and estimates made by man-
agement. The level of estimation uncertainty may increase in situations where
the stand-alone selling price is based on non-observable inputs or where vari-
able consideration is allocated to one or more, but not all performance obliga-
tions. Auditors should consider the impact any management bias has on the
allocation of any discount or the allocation of variable consideration when de-
termining the transaction price.
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Recognize Revenue When (or as) the Entity Satisfies a
Performance Obligation

2.119 In situations where the performance obligation is satisfied at a point
in time, auditors may consider the risks associated with revenue being recorded
in the incorrect period. Examples of these situations include the following:

� Sales billed to customers before the transfer of control over goods
held by the seller (for example, bill-and-hold or ship-in-place
sales)44

� Shipments in advance of the customer's shipping window
� Shipments made after the end of the period (books kept open to

record revenue for products shipped after the end of the period do
not satisfy the control criterion for the current period)

� Shipments made to a warehouse or other intermediary location
without the instruction of the customer

� Goods pre-invoiced before or in the absence of actual shipment
� Partial shipments made in which the portion not shipped is a crit-

ical component of the single performance obligation product
� Sales orders recorded as completed sales

2.120 The assessment of satisfaction of performance obligations over time
requires judgment and includes many criteria. Some risks that exist for these
types of contracts include the following:

� Management defaults to straight line revenue recognition that
does not accurately depict how the customer receives and con-
sumes the benefits of the promise during the contract period.

� When measuring progress toward complete satisfaction of a per-
formance obligation over time, management does not correctly cal-
culate progress to date.

� When measuring progress toward complete satisfaction of a per-
formance obligation over time, the method of measurement is not
consistently applied.

Consideration of Fraud as it Relates to Revenue
2.121 AU-C section 240 is the primary source of AICPA authoritative re-

quirements and guidance about an auditor's responsibilities concerning the
consideration of fraud in a financial statement audit.45 AU-C section 200, Over-
all Objectives of the Independent Auditor and the Conduct of an Audit in Accor-
dance With Generally Accepted Auditing Standards, and paragraph .05 of AU-C

44 There is specific guidance in FASB ASC 606 that addresses what conditions need to be met in
order to recognize revenue for a bill-and-hold transaction.

45 For audits performed in accordance with PCAOB standards, paragraph .01 of AS 2401, Con-
sideration of Fraud in a Financial Statement Audit (AICPA, PCAOB Standards and Related Rules),
states when performing an integrated audit of financial statements and internal control over finan-
cial reporting, refer to paragraphs .14–.15 of AS 2201, An Audit of Internal Control Over Financial
Reporting That Is Integrated with An Audit of Financial Statements (AICPA, PCAOB Standards and
Related Rules), regarding fraud considerations in addition to the fraud considerations set forth in AS
2401.
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section 240 state that it is an objective of the auditor to obtain reasonable assur-
ance about whether the financial statements are free of material misstatement,
whether caused by fraud or error.

2.122 Two types of misstatements46 are relevant to the auditor's consid-
eration of fraud in a financial statement audit:

� Misstatements arising from fraudulent financial reporting
� Misstatements arising from misappropriation of assets

2.123 Three conditions are generally present when fraud occurs. First,
management or other employees have an incentive or are under pressure, which
provides a reason to commit fraud. Second, circumstances exist — for example,
the absence of controls, ineffective controls, or the ability of management to
override controls — that provide an opportunity for a fraud to be perpetrated.
Third, those involved are able to rationalize committing a fraudulent act.

2.124 Paragraph .26 of AU-C section 240 states that there is a presump-
tion that risks of fraud exist in revenue recognition. Material misstatements
due to fraudulent financial reporting often result from an overstatement of rev-
enue, but may also result from an understatement of revenue. Therefore, the
auditor ordinarily presumes that there is a risk of material misstatement due
to fraud relating to revenue. (See paragraph .26, appendix A, and appendix B
of AU-C section 240 for examples arising from fraudulent financial reporting.)

2.125 Examples of fraud risks relating to improper revenue recognition
include, but are not limited to, the following:

� Management override of entity controls over revenue recognition
� Premature revenue recognition
� Recording fictitious revenue
� Improperly shifting revenue to an earlier or later period
� Improperly using a portfolio approach to mask the results of an

individual contract or group of contracts with unfavorable results
� Not recognizing unsigned or oral contracts or contracts implied by

the entity's customary business practices
� Not identifying all material performance obligations
� Manipulating estimates used in accounting for revenue, including,

but not limited to

— variable consideration, including constraining estimates
of variable consideration and returns

— stand-alone selling price of bundled goods or services or
both

Discussion Among Engagement Personnel Regarding the Risks of
Material Misstatement Due to Fraud

2.126 Members of the audit team should discuss the potential for material
misstatement due to fraud in accordance with the requirements of paragraph
.15 of AU-C section 240. The discussion among the audit team members about

46 See paragraph .03 of AU-C section 240.

AAG-REV 2.122 ©2019, AICPA



General Auditing Considerations 57
the susceptibility of the entity's financial statements to material misstatement
due to fraud will ordinarily include a consideration of the known external and
internal factors affecting the entity that can (a) create incentives or pressures,
or both, for management and others to commit fraud, (b) provide the opportu-
nity for fraud to be perpetrated, and (c) indicate a culture or environment that
enables management or others to rationalize committing fraud. Assessment of
fraud risk and communication among the audit team members about the risks
of material misstatement due to fraud should continue throughout the audit,
in accordance with paragraph .32 of AU-C section 315 and paragraphs .15 and
.25 of AU-C section 240.

2.127 In addition to the discussion points noted previously, the fraud dis-
cussion should also include the following, in accordance with paragraph .15 of
AU-C section 240:

� The risk of management override of controls
� Consideration of circumstances that might be indicative of earn-

ings management or manipulation of other financial measures,
and consideration of the practices that might be followed by man-
agement to manage earnings or other financial measures that
could lead to fraudulent financial reporting

� The importance of maintaining professional skepticism through-
out the audit regarding the potential for material misstatement
due to fraud

� How the auditor might respond to the susceptibility of the entity's
financial statements to material misstatement due to fraud

As fraud can be perpetrated in many different ways, paragraph .26 of AU-C
section 240 states that the auditor should understand and discuss the differ-
ent types of revenue transactions of the entity and how the different types of
transactions could be fraudulently manipulated.

The Importance of Exercising Professional Skepticism
2.128 Professional skepticism should be exercised when considering the

risks of material misstatement due to fraud or error.47 Professional skepticism
is an attitude that includes a questioning mind and a critical assessment of
audit evidence. The auditor conducts the engagement with a mindset that rec-
ognizes the possibility that a material misstatement due to fraud or error could
be present, regardless of any past experience with the entity and the auditor's
belief about management's honesty and integrity. Furthermore, professional
skepticism requires an ongoing questioning of whether the information and ev-
idence obtained suggests that a material misstatement has occurred. Some spe-
cific procedures that can be used to enhance audit effectiveness include varying
the intensity of audit procedures applied to financial statement items (design-
ing a "deeper dive"), varying the mix of audit procedures from time to time,
assigning different experienced staff, and conducting effective brainstorming
sessions with fraud specialists.

47 Professional skepticism is characterized as "an attitude that includes a questioning mind,
being alert to conditions that may indicate possible misstatement due to fraud or error, and a critical
assessment of audit evidence." See paragraphs .14 and .17 of AU-C section 200 as well as paragraph
.12 of AU-C section 240.
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IFRS 15 Versus FASB ASC 606
2.129 When reporting involves both GAAP and International Financial

Reporting Standards (IFRS), some differences in the standards or interpreta-
tion could be important. For example, the collectibility threshold for revenue
recognition under IFRS 15 has been interpreted as "more likely than not" in
international practice, but the term "probable" in FASB ASC 606 has been in-
terpreted at a higher level than "more likely than not." Other differences be-
tween the two sets of standards include interim disclosure requirements, early
application and effective date, reversal of impairment losses, and nonpublic en-
tity requirements. These differences, although relatively minor, may need to be
considered and reconciled in the auditing and disclosure process when an entity
prepares financial statements under U.S. GAAP and IFRS. Refer to appendix
A, "Comparison of IFRS 15 and Topic 606," or the Basis for Conclusions of IFRS
15 for more information on these differences. Such differences may also be im-
portant to note in principal auditor communications in a group audit situation.

The Role of Controls Over Financial Reporting in
Revenue Recognition

2.130 Paragraph .03 of AU-C section 315 states that an auditor should
obtain an understanding of the entity and its environment, including its system
of internal control:

The objective of the auditor is to identify and assess the risks of mate-
rial misstatement, whether due to fraud or error, at the financial state-
ment and relevant assertion levels through understanding the entity
and its environment, including the entity's internal control, thereby
providing a basis for designing and implementing responses to the as-
sessed risks of material misstatement.

2.131 In obtaining an understanding of the entity's internal control, the
principles in the COSO framework48 provide a useful approach for entities.
These principles are referred to by their number throughout this guide. Ad-
ditional guidance regarding the assessment of the entity's internal control over
financial reporting during the transition phase can be found in the section of
this chapter titled "Auditing Considerations in the Adoption and Transition to
FASB ASC 606."

Control Environment49

2.132 Principle 1 of the COSO framework requires the entity to demon-
strate "a commitment to integrity and ethical values."50 Setting the right "tone
at the top," as well as setting expectations for recognizing revenue and comply-
ing with the provisions of FASB ASC 606 are critical to ensuring appropriate
and effective controls. Pressures by senior management to recognize revenue

48 When using a COSO framework, the 2013 framework is relevant because previous guidance
has now been superseded. Entities may also adopt another comprehensive framework such as COCO
(Canada) or the Turnbull Report (UK), as permitted by AU-C section 315. Auditors may need to adapt
their approach to the framework adopted by the auditee.

49 The 17 principles enumerated in the COSO framework are summarized in appendix C, "In-
ternal Control Components," of AICPA Audit Guide Assessing and Responding to Audit Risk in a
Financial Statement Audit.

50 See footnote 49.
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in advance of the satisfaction of a performance obligation can undermine an
otherwise robust system of internal control. Senior management sets the tone
for consistent application of the sound and unbiased judgments required under
FASB ASC 606.

2.133 Principle 2, "Exercises Oversight Responsibility," of the COSO
framework requires an entity's board of directors or, alternatively, the gover-
nance function to exercise oversight of the development and performance of the
entity's internal controls. To meet this requirement regarding revenue recogni-
tion, the board of directors will usually need adequate resources and authority
to fulfill their role of being informed, vigilant, and effective overseers of the
financial reporting process and the entity's internal controls. This includes be-
ing informed of changes in control structure due to FASB ASC 606, as well as
changes related to new contracts and customer relationships.

2.134 Principle 3, "Establishes Structure, Authority, and Responsibility,"
of the COSO framework requires management to establish reporting lines and
appropriate authorities not only among its revenue recognition implementation
team but also with the board of directors or governance function.

Internal Audit Considerations
2.135 The COSO framework recommends that entities maintain an effec-

tive internal audit function that is adequately staffed with qualified personnel
appropriate to the size and nature of the entity. To enhance the objectivity of
the internal audit function, the chief internal auditor will ordinarily have di-
rect access and report regularly to the entity's chief executive officer and to the
audit committee or other designated governance group. An important responsi-
bility of the internal audit function in many cases is to monitor the performance
of an entity's controls. Internal auditors may be involved in monitoring man-
agement's ongoing implementation of FASB ASC 606 and thus will likely be
familiar with the new requirements. Additionally, internal auditors and man-
agement may begin to develop plans to monitor the effectiveness of new or re-
vised controls that entities will likely employ as a result of adopting FASB ASC
606. Although smaller entities may not have the resources to have a full-time
internal auditor or staff, some are able to achieve some of the objectives of an
internal audit function through the actions of management or by hiring part-
time resources.

Assignment and Evaluation of Personnel
2.136 Principle 4, "Demonstrates Commitment to Competence," of the

COSO framework, emphasizes the importance of being able to attract, develop,
and retain competent individuals in alignment with the financial reporting
objectives. All entities should have appropriate resources to evaluate revenue
arrangements and properly apply the principles of FASB ASC 606. Personnel
needs may differ according to the complexity of revenue recognition for that en-
tity. The needs might be satisfied through a designated accounting policy and
controls function or through a relationship with a qualified service provider pos-
sessing resources with sufficient training and competence. Because FASB ASC
606 provides a principles-based accounting model, more judgment will likely
be involved in processing routine transactions. Therefore, entities may need to
continually reassess the impact of the required financial reporting competen-
cies and revise training, retention, and recruitment appropriately.

2.137 Principle 5 of the COSO framework also addresses the process
of managing personnel involved in the financial reporting process, including
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holding individuals accountable for their internal control responsibilities. Man-
agement may need to reassess the performance management processes for
those individuals who will be performing new or revised controls in conjunc-
tion with adopting FASB ASC 606.

Risk Assessment
2.138 An entity's preliminary consideration of the risks associated with

the implementation of FASB ASC 606 may be helpful in anticipating and min-
imizing issues that may be identified in the transition and going-forward ac-
counting process. Additional lead time in anticipating and addressing these
issues will likely create a smoother and more efficient implementation for en-
tities and auditors.

2.139 Principles 6 and 7 in the COSO framework are "The organization
specifies objectives with sufficient clarity to enable the identification and as-
sessment of risks relating to objectives," and "The organization identifies risks
to the achievement of its objectives across the entity and analyzes risks as a
basis for determining how the risks should be managed," respectively. They
relate specifically to an entity's recognition and response to risks of financial
reporting. For many entities, FASB ASC 606 may pose risks of fairly present-
ing current and historical revenue. Entities are expected to update risk assess-
ments as a result of considering the effect of FASB ASC 606 on an entity's inter-
nal control over financial reporting and financial reporting objectives. Because
this is a major change in accounting guidance for many entities and principle
9, "The organization identifies and assesses changes that could significantly
impact the system of internal control," relates to management responding to
changes, it is likely that the change in the revenue recognition accounting will
create new financial reporting risks that the entity may identify and subse-
quently design controls to address. This also relates to the design of controls in
principles 10, "The organization selects and develops control activities that con-
tribute to the mitigation of risks to the achievement of objectives to acceptable
levels," and 12, "The organization deploys control activities through policies
that establish what is expected and in procedures that put policies into action."
Through the risk assessment process and the resulting financial reporting risks
that are identified, the absence or weakness in design or implementation of an
entity's controls over financial reporting risks may often indicate a "gap" in
the controls design or effectiveness, resulting in a control deficiency of some
magnitude.

2.140 For auditors, revenue recognition is a presumed fraud and signif-
icant risk, as described in AU-C section 240, and relates to principle 8 of the
COSO framework, "The organization considers the potential for fraud in assess-
ing risks to the achievement of objectives." It is critical that the perspectives of
management and auditors be aligned with regard to this issue. When revenue
recognition is not a fraud risk, revenue recognition still holds an important role
in financial statement preparation, as revenues may have a central role in form-
ing a benchmark from which the reasonableness of other financial statement
amounts is measured.

2.141 During the transition to and post-adoption implementation of FASB
ASC 606, most entities will establish controls to ensure complete and accurate
financial reporting of revenues. Such controls can help control audit costs of
testing the data used and satisfying the assertions regarding revenue.
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Control Activities
2.142 The COSO framework defines control activities as "the actions es-

tablished through policies and procedures that help ensure that management's
directives to mitigate risks to the achievement of objectives are carried out."
Control activities normally flow from the entity's risk assessment process, and
the failure to design controls to address identified risks in many cases will re-
sult in communications to management and governance regarding significant
deficiencies and material weaknesses. Controls may be preventive or detective
in nature and may encompass a range of manual and automated activities
such as authorizations and approvals, verifications, reconciliations, and busi-
ness performance reviews. Although a mixture of different types of controls is
considered desirable, a specific mixture is not required.

2.143 FASB ASC 606 is a principles-based standard that will require man-
agement to exercise more judgment and potentially make more estimates or
exercise more influence in the revenue recognition process. It is critical that
entities have an effectively designed system of internal control to address this
increase in subjectivity. The following table discusses key considerations when
evaluating an entity's control activities. The examples are not meant to be all-
inclusive.

Five-Step Model

Considerations That Management May Need to
Address With New or Amended Controls and

That the Auditor, in Turn, May Need to Evaluate
and Perhaps Test (for Example, When Following

a Controls Reliance Strategy)

Step 1: Identify the
contract with the
customer

Controls over:

• Identifying contracts (whether written or
unwritten) that meet the criteria defined in
FASB ASC 606-10-25-1

• Reassessing arrangements not initially meeting
the criteria of a contract in accordance with
FASB ASC 606 as significant changes may occur
in the underlying facts and circumstances

• Assessing management's and the customer's
commitment and ability to perform under the
contract

• Ensuring payment terms are properly
considered

• Assessing the collectibility criterion

• Evaluating whether combined or individual
contracts meet the various criteria specified in
FASB ASC 606-10-25-9

• Evaluating contract modifications

(continued)
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Five-Step Model

Considerations That Management May Need to
Address With New or Amended Controls and

That the Auditor, in Turn, May Need to Evaluate
and Perhaps Test (for Example, When Following

a Controls Reliance Strategy)

Step 2: Identify
performance
obligations

Controls over:

• Identifying performance obligations, including
those explicitly stated in the contract and those
that may be implied based on customary business
practices

• Evaluating whether a promised good or service is
distinct, particularly within the context of the
contract

• Evaluating whether a series of goods or services
should be treated as a single performance
obligation

Step 3: Determine
the transaction
price

Controls over:

• Estimating the amount to which the entity
expects to be entitled (that is, the transaction
price), including any variable consideration.
When valuation consultants are hired, it is
normally expected that controls are in place to
ensure their competence and objectivity

• Evaluating whether any portion of variable
consideration should be constrained

• Determining the fair value of noncash
consideration

• Identifying and measuring whether there is a
significant financing component in the contract

• Determining the accounting for consideration
payable to a customer

Step 4: Allocate the
transaction price

Controls over:

• Estimating the stand-alone selling price,
including the maximizing the use of observable
inputs in that process

• Determining the appropriate transaction price
allocation, including variable consideration and
discounts

Step 5: Satisfaction
of performance
obligations

Controls over:

• Determining whether performance obligations
are satisfied at a point in time or over time

• Measuring progress toward complete satisfaction
of a performance obligation that is satisfied over
time (that is, the input and output methods)

• Recognizing revenue only when (or as) control is
transferred to the customer
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In addition, controls may be designed to facilitate interim reporting and the
generation of required disclosures.

Information and Communication
2.144 FASB ASC 606 requires more information and data about the en-

tity's activities than under current guidance for management to be able to prop-
erly account for contracts with customers and to prepare the necessary disclo-
sures. This may often include using internal and external information to make
appropriate judgments and estimates where necessary. The process by which
information is gathered across the organization is fundamental to any effec-
tively designed system of internal control. Gathering the necessary informa-
tion to apply FASB ASC 606 may require seamless communication across the
various functions of the organization.

2.145 Because historical data may be needed to assess the status of ex-
isting contracts not fully satisfied in the prior reporting periods, entities are
advised to be mindful of what data needs to be retained to reliably restate fi-
nancial statements at the time of the transition. In addition, the information
needs regarding required disclosures will also need to be considered. Given the
different data retention and retention formats chosen by entities, the availabil-
ity of the data in useable form when needed may greatly affect the cost and
complexity of transitioning to FASB ASC 606. An early assessment of informa-
tion needs is likely to be valuable.

Monitoring
2.146 The evaluation process of controls functionality is a group effort

that may be performed by entity leadership, internal auditors, or others. Un-
der the COSO framework, the independent auditor is not a part of the entity's
process of evaluating its system of internal control. The functionality of an en-
tity's system of internal control is a fluid process, impacted by changes in rules,
regulations, the business environment, and evolving technology. As controls re-
lated to FASB ASC 606 begin to change, entity leadership and internal auditors
may need to modify their monitoring activities to ensure that controls maintain
their functionality.

2.147 Principles 16 and 17 in the COSO framework provide guidance in
two areas: (1) evaluation of control designs and functionality and (2) commu-
nication of deficiencies in internal control design and functionality to man-
agement and the board of directors or governance. The following list outlines
principles 16 and 17 and describes some factors the organization and external
auditors may need to consider when applying these principles.

� Principle 16: "The organization selects, develops, and performs on-
going and/or separate evaluations to ascertain whether the com-
ponents of internal control are present and functioning."

— The organization may need to reconsider its monitoring
approach in order to ensure that the five steps for recog-
nizing revenue under FASB ASC 606 are appropriately
integrated into the financial reporting process.

— External auditors will usually want to consider how
the organization has changed its evaluation process to
adopt FASB ASC 606 related to contractual performance
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and satisfaction, contractual scope modifications, iden-
tification of performance obligations and assessment of
their materiality (either quantitatively, qualitatively, or
both), and estimates involving the probability surround-
ing variable consideration.

� Principle 17: "The organization evaluates and communicates in-
ternal control deficiencies in a timely manner to those parties re-
sponsible for taking corrective action, including senior manage-
ment and the board of directors, as appropriate."

— The organization may need to modify its preventative
and corrective action processes in order to ensure that im-
pacted parties understand any control remediation steps
related to adopting FASB ASC 606.

— External auditors will usually want to consider the orga-
nization's control environment and process changes in or-
der to be able to properly identify deficiencies in controls,
if any, and ascertain the degree of significance, including
when to aggregate deficiencies to evaluate severity.

Obtaining Audit Evidence
2.148 AU-C section 330 includes requirements for the auditor to design

and implement responses to the risks of material misstatement identified at the
financial statement level in the risk assessment process. FASB ASC 606 in most
cases will require a fresh look at assessments related to revenue and related
disclosures. The auditor designs procedures whose nature, timing, and extent
are based on, and are responsive to, the assessed risks of material misstate-
ment at the relevant assertion level. In designing the procedures, the auditor
considers the type of audit evidence necessary. The more persuasive evidence
the auditor can obtain, the lower the auditor's assessment of remaining risk. To
obtain more persuasive audit evidence, the auditor can increase the quantity
of evidence or increase the quality by obtaining more relevant or more reliable
evidence.

2.149 The evidence to respond to risks of material misstatement includes
the presumption that risks of fraud exist in revenue recognition as noted in AU-
C section 240. Overall responses include assigning and supervising personnel
appropriately and incorporating an element of unpredictability into the nature,
timing, and extent of audit procedures. Additionally, and particularly relevant
for auditing revenue, the auditor can evaluate the selection and application of
accounting policies, especially those related to subjective measurements and
complex transactions, because they may be indicative of fraudulent financial
reporting or potential management bias.

2.150 The financial reporting risks identified are one basis for developing
further audit procedures. Substantive procedures and tests of controls can be
utilized, either individually or in combination, to develop the appropriate audit
approach. Ultimately, the audit evidence obtained during the audit is cumula-
tive and evaluated together to form the audit opinion.

Types of Substantive Procedures
2.151 Various types of substantive procedures may be used in addressing

the relevant assertions for revenue recognition. The inherent risk assessment
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and the assessment of control risk regarding the assertions in revenue, when
considered together, form an assessment of the risk of material misstatement
from which the auditor designs other substantive procedures to address the
audit risk in revenue. The following paragraphs discuss substantive procedures
that may be useful in auditing revenue.

2.152 Vouching. The final (executed) contract may provide sufficient evi-
dence to assess proper revenue recognition. The vouching of contract terms to
the amount of revenue booked may be set up as a sample or all contracts may be
subject to testing. Some audit procedures will likely need to be applied to any
portion of contracts not sampled or otherwise selected for vouching that could,
by themselves or in combination with other misstatements, lead to a material
misstatement. The auditor will ordinarily select any individual contracts for
examination if, due to their size or risk characteristics, they could result in a
misstatement greater than tolerable misstatement or performance materiality
(either quantitatively, qualitatively, or both) or aggregate with other misstate-
ments to breach these thresholds.

2.153 Tests of Details and Cutoff Tests. Tests of details can be used to
assess cutoff by testing transactions before and after the cutoff date. If cutoff
controls are determined to be effective, the extent of testing for substantive
cutoff procedures can usually be reduced. To test the accuracy or valuation of
sales transactions, particularly when complex revenue recognition issues are
involved, the revenues balance itself may be sampled to assess the accuracy
of the determination of revenue. After considering inherent risk, control risk,
and analytical procedures risk,51 the substantive sample size in most cases will
be responsive to the remaining risk of misstatement and the tolerable and ex-
pected misstatement for the account. As noted in the section of this chapter ti-
tled "General Audit Considerations Over Revenue Recognition," the existence
of revenue may also be addressed by the audit procedures surrounding cash
receipts and accounts receivable.

2.154 Confirmations. External evidence such as confirmation of the con-
tract terms with customers is stronger than internal documentation alone. Au-
ditors in many instances confirm a sample of accounts receivable, unless certain
conditions are met. However, confirmations may go beyond account balances
and may include terms of the agreement and the presence or absence of cer-
tain conditions such as side agreements or implicit agreements. AU-C section
240 suggests that the confirmation of contract terms may mitigate fraudulent
financial reporting.

2.155 Analytical Procedures. These procedures may be performed in the
planning, performance, and final review phases of the audit and may be used
as a substantive testing procedure. However, analytical procedures may not
be as effective or efficient as a test of details in providing the desired level of
assurance for some assertions such as valuation or accuracy of specific contracts
when a variety of contractual types exist for an entity.

2.156 Analytical procedures generally involve the comparison of recorded
amounts, or ratios developed from the recorded amounts, to expectations devel-
oped by the auditor. They may also be used to confirm expected relationships

51 The aforementioned risks measure the effectiveness of these procedures in detecting misstate-
ment. Substantive tests may then be designed to achieve an overall low risk of undetected misstate-
ment.
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between production or purchases with sales and cost of sales and also with
resulting balances in inventories. In frauds involving revenue or inventories,
analytical procedures can be effective in identifying unusual or inexplicable re-
lationships. When these analyses are used as substantive audit evidence, the
auditor should evaluate the reliability of the data used in such analyses.52

2.157 An objective of analytical procedures in planning is to identify spe-
cific risks such as unusual patterns of sales within and between periods. Exam-
ples of such patterns include unusual patterns of sales around the cutoff date or
unusual patterns of returns and allowances. For example, a strong negative re-
sult in a revenue or related returns account after period end may indicate that
higher than normal volumes of sales are being returned (for example, bill-and-
hold sales). Management override of controls may also be an explanation for
unusual patterns or trends. Corroborating evidence can confirm management's
explanations for unusual patterns.

2.158 Any time unexpected variances are identified, other evidence may
be obtained to support management's responses. When revenue recognition is
a significant risk of material misstatement, substantive analytical procedures
should be supplemented with evidence from control assessments, and if con-
trols are not tested and relied on, substantive tests of details should also be
performed (see paragraph .30 of AU-C section 315 and paragraph .22 of AU-C
section 330).

Potential Issues in Obtaining Audit Evidence
2.159 A challenge is the sufficiency and appropriateness of audit evidence

supporting revenue recognition. Evidence indicating that revenue may have
been improperly recorded include

� inconsistent, vague, or implausible responses from management
or employees to inquiries about sales transactions or about the
basis for estimating sales returns.

� documents to support sales transactions or journal entries affect-
ing revenue accounts are missing.

� bills of lading that have been signed by entity personnel rather
than a common carrier.

� documents such as shipping logs or purchase orders have been
altered.

Also refer to the section of this chapter titled "Obtaining Audit Evidence."

Audit Evidence Related to the Five Steps of Revenue Recognition
Under FASB ASC 606

2.160 AU-C section 500 describes procedures auditors may per-
form — including observations, confirmation, reperformance, and analytical
procedures — in order to obtain evidence. The level of evidence necessary to
support the amount of revenue recorded during a period is likely to be based on
the risks associated with the assertions and class of transactions. The higher
the risk, the greater the extent or quality of evidence is likely necessary. In

52 The aforementioned risks measure the effectiveness of these procedures in detecting misstate-
ment. Substantive tests may then be designed to achieve an overall low risk of undetected misstate-
ment.
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engagements with higher assessed risks, an audit plan that includes evidence
gathered through inspection, observation, and external confirmations may be
necessary in order to reduce the potential for undetected misstatements to an
acceptable (low) level. In the period of implementation and transition, a higher
risk may exist regarding open contracts because of management's revised judg-
ments concerning the treatment of these items, resulting in the need for more
audit evidence.

2.161 AU-C section 500 makes it clear that inquiry alone is usually in-
sufficient evidence to support a significant assertion or assumption. Inquiry
usually needs to be accompanied by other supporting or corroborating evidence
such as observation or tests of details. It can be challenging to identify addi-
tional sources of evidence in some situations (for example, situations involving
management intentions), but past experience with management and observing
corroborating management actions can also be supportive of an assertion.

2.162 When obtaining direct evidence is challenging, (for example, when
assessing the reliability of management's future intentions or when manage-
ment assertions are critical even though other support is obtained) the auditor
may consider making these intentions and assumptions part of the manage-
ment representation letter in addition to obtaining other evidence, as neces-
sary, to support management's assertion. See the section of this chapter titled
"Management Representations" for more information on this topic. The follow-
ing paragraphs walk through audit evidence that may be obtained at each step
of revenue recognition under the new guidance.

Identify the Contract With a Customer
2.163 In order to have a contract with a customer, an entity is expected to

provide evidence that the contract was approved and has the commitment of
the parties, that the rights of the parties are identified, the payment terms are
identified, the contract has commercial substance, and that collectibility of sub-
stantially all of the transaction price to which the entity is entitled is probable.53

Oral contracts present challenges when collecting sufficient and appropriate
evidence to recognize revenue. When evaluating the evidence provided, audi-
tors may inspect various purchase orders or contracts based on the entity's cus-
tomary business practice. In situations where contracts are amended, obtain-
ing a complete and accurate understanding, supported by source documents,
may be necessary when evaluating whether an entity has sufficient audit ev-
idence supporting their assertion that a contract with a customer exists. In
some industries where contracts take the form of executed contracts between
the parties, auditors may inspect, observe, or confirm the various elements in
executed contracts between the parties to ensure the contract has validity. Not
all arrangements will meet all five of the revenue recognition criteria. For ex-
ample, master supply agreements may constitute a signed contract but may
not pass the first step if payment terms are not defined.

Identify the Performance Obligations in the Contract
2.164 A contract with a customer generally identifies the goods or services

that an entity promises to transfer to a customer. However, the performance
obligations identified in a contract with a customer may also include promises
that are implied by an entity's customary business practices, published policies,

53 This guidance is based on FASB ASC 606-10-25-1.
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or specific statements if, at the time of entering into the contract, those promises
create a valid expectation by the customer that the entity will transfer a good
or service to the customer.

2.165 Obtaining evidence of all implied performance obligations in a con-
tract with a customer may be challenging for the auditor. It is important to
obtain a sufficiently detailed understanding of the nature of the entity's busi-
ness, their customary business practices, and published policies such that the
auditor is able to identify all performance obligations. This understanding may
be obtained by performing the following:

� Visiting and reading content on the entity's website
� Reading the entity's published policies
� Making inquiries of individuals from the entity's various depart-

ments in addition to the accounting department (for example,
sales, marketing, legal, information technology)

� Obtaining and reading analyst reports
� Understanding the policies and practices of the entity's competi-

tors
� Understanding industry, regulatory, and other external factors af-

fecting the entity's business
� Confirming the terms of significant contracts

2.166 The entity will often need to determine whether the good or service
is distinct within the context of the contract. A good or service that is promised
to a customer may be distinct if specific criteria are met (see the section "Step
2: Identify the Performance Obligations in the Contract"). Evidence the audi-
tor may obtain supporting the assumption that a good or service is distinct
includes, but may not be limited to, the following:

� The entity regularly sells the good or service on its own or with
other readily available resources

� Evidence that a good or service is delivered on its own (for exam-
ple, prior to the delivery of other goods or services)

� Evidence that the customer could generate economic benefit from
the individual goods or services by using, consuming, selling, or
holding those goods or services

2.167 Evidence the auditor may obtain supporting the assumption that
a good or service is not distinct includes, but may not be limited to, when the
entity provides a significant service of integrating the goods and services (that
may be individually distinct) into a combined output for which the customer
has contracted.

2.168 In some contracts, there may be customer options for additional
goods and services. Selected distribution, such as when a discount is incremen-
tal to the range of discounts typically given for those goods or services to that
class of customer in that geographical area or market54 is an example of evi-
dence that the customer may only benefit from the option if exercised (that is,
the benefit is not offered broadly to all customers, as is the case with postcards
and email discounts).

54 Currently there are diverse views on whether a discount on a past purchase is automatically
a material right. This guidance is in accordance with FASB ASC 606-10-55-42.
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Determine the Transaction Price
2.169 As explained in FASB ASC 606-10-32-2, the transaction price is the

amount of consideration to which an entity expects to be entitled in exchange
for transferring promised goods or services to a customer, excluding amounts
collected on behalf of third parties (for example, some sales tax). The consid-
eration promised in a contract with a customer may include fixed amounts,
variable amounts, or both.

2.170 As explained in FASB ASC 606-10-32-6, the amount of consideration
to which the entity will be entitled in exchange for transferring the promised
goods or services to a customer can vary because of discounts, rebates, refunds,
credits, price concessions, incentives, performance bonuses, penalties, or other
similar items. As part of understanding the entity, in accordance with AU-C sec-
tion 315, the auditor will usually obtain an understanding of variable consider-
ation offered to the customer and how this affects the transaction price. Audi-
tors may identify contradictory evidence when reviewing the entity's website,
emails offering special pricing, mailing lists, and so on. For example, the entity's
return policy may be for a certain period of time and only with a receipt; how-
ever, the entity may regularly accept returns without a receipt outside of the
defined return period. The auditor will usually consider how the entity has con-
sidered deviations from its policy in its estimate of variable consideration. The
auditor usually also considers any significant historical contra-revenue trans-
actions to the entity's sales and understand how the entity accounts for such
items currently.

2.171 When the entity has reassessed its estimates of variable consider-
ation at the end of the reporting period, the auditor will often consider any
supporting or contradictory evidence indicating whether there may have been
a change in the amount of consideration received by the entity (for example, a
significant increase in contra-revenue amounts in the preceding period).

Any constraint related to variable consideration will normally be considered.
This includes

� the entity's historical transactions and the total transaction price
received from the customer upon completion of the contract.

� external factors that may influence the total consideration re-
ceived from the customer, including the amount of time until the
contingency is resolved.

Allocate the Transaction Price to the Performance Obligations
in the Contract

2.172 As noted previously, paragraph .A2 of AU-C section 500 states that

[a]lthough inquiry may provide important audit evidence and may
even produce evidence of a misstatement, inquiry alone ordinarily does
not provide sufficient audit evidence of the absence of a material mis-
statement at the assertion level, nor is inquiry alone sufficient to test
the operating effectiveness of controls.

A contractually stated price or a list price for a good or service may not be
presumed to be the stand-alone selling price. When gathering evidence of the
stand-alone selling price, an inspection or observation of features of the contract
between the parties may be appropriate.
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2.173 Evidence supporting the stand-alone selling price may be based on
an inspection of various arrangements, noting the reference to the price of an
item when sold separately. The extent of evidence needed may vary based on
the assessed risk of material misstatement associated with the specific class of
transactions or revenue stream.

2.174 In many instances, audit evidence to support the stand-alone sell-
ing price of an element in a multiple-element arrangement may be obtained
from an evaluation of a vendor's historical sales of products and services. The
following are examples of factors that may be useful in evaluating a vendor's
product and service pricing history:

� Similarity of customers

— Type of customer
� Similarity of products or services included

— Types of products or services

— Stage of product life cycle

— Elements included in the arrangement
� Similarity of license economics

— Length of payment terms

— Economics and nature of the license arrangement

Recognize Revenue When or as the Entity Satisfies
a Performance Obligation

2.175 In situations where client acceptance is a condition that impacts the
satisfaction of the performance obligation, evidence of the customer accepting
the product or service is usually necessary. In situations with a heightened risk
related to whether the performance obligation was satisfied, the auditor may
decide to confirm directly with the customer regarding the terms of the con-
tract and the satisfaction of the performance obligations. If uncertainty exists
regarding a customer's acceptance after delivery of a good or service, revenue
may often not be recognized until acceptance occurs. However, note that FASB
ASC 606 is not as restrictive as FASB ASC 605 in prohibiting revenue recogni-
tion as it relates to acceptance clauses.

2.176 When evaluating the sufficiency and appropriateness of audit ev-
idence supporting the satisfaction of a performance obligation, evidence may
vary based on the nature of the performance obligation. Evidence related to the
satisfaction of a performance obligation associated with the delivery of product
may be supported through the inspection of shipping documents from third-
party carriers. In situations where performance obligations are satisfied though
the delivery of services, evidence may consist of the inspection of work orders
or timecards.

Auditing Estimates
2.177 Estimates, discussed within AU-C section 540, are pervasive within

the new revenue recognition process. Entities may be required to make more
estimates and use more judgment than under current guidance. To evaluate
the effects of these changes, management will identify areas in which key judg-
ments and estimates will be required. These areas may include identifying the
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contract and performance obligations in the contract, estimating the amount
of variable consideration to include in the transaction price, and allocating the
transaction price to each separate performance obligation based on the stand-
alone selling prices.

2.178 The following table illustrates some considerations related to man-
agement estimates within the five-step model of FASB ASC 606.

Five-Step
Model

Management Estimates
That May Be Required

Audit
Considerations

Identify the
contract with a
customer —
contract
modifications.55

Although it is always
required that a contract
be approved in order to
apply modification
accounting, if the entity
has not yet determined
the price (and it is
enforceable), the entity
should estimate the
change to the transaction
price using the variable
consideration guidance.
For a discussion of
unapproved contract
modifications, see FASB
ASC 606-10-25-11.

If using a controls reliance
strategy, auditors should
apply the requirements in
AU-C section 330 to test
management's controls
around contract modifications.
Audit procedures may include
evaluating the sufficiency of
substantive evidence around
approval of modifications to
contracts without a final price
and determining the
collectibility of the contract
based on the modified
transaction price.

Determine the
transaction
price —
variable
consideration

Transaction price is based
on the amount to which
an entity expects to be
entitled. This amount is
meant to reflect the
amount that the entity
has rights to under the
present contract. If the
consideration promised in
a contract includes a
variable amount, an
entity should estimate the
amount of consideration
to which the entity will be
entitled in exchange for
transferring the promised
goods or services to a
customer, subject to a
constraint.

FASB ASC 606 created a new
method for determining the
transaction price by shifting
from "fixed and determinable"
to estimating variable
consideration using either
the expected-value or
most-likely-amount
approaches. Processes,
systems, and controls will
likely need to transform to
support this new approach.
Management may develop
new controls that incorporate
available information, the
methods applied and
rationale, and the application
of the method used to compute
variable consideration.

(continued)

55 Other considerations such as collectibility may also result in management estimates. This
illustrative table is not intended to be all inclusive.
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Five-Step
Model

Management Estimates
That May Be Required

Audit
Considerations

For a discussion of
variable consideration,
see paragraphs 5–9 and
11–14 of FASB ASC
606-10-32.

Management is expected to
consider all the information
(historical, current, and
forecast) that is reasonably
available to identify a
reasonable number of possible
consideration amounts. The
information an entity uses to
estimate the amount of
variable consideration typically
would be similar to the
information that management
uses during the
bid-and-proposal process and in
establishing prices for promised
goods or services. Thus, as part
of this control, management
may establish a process for
connecting accounting with the
sales and financial planning
departments.
When evaluating the
reasonableness of an
estimation of variable
consideration made by an
entity, it is often important to
evaluate the relevant factors
and assumptions that the
entity has considered in
making the accounting
estimate, including the entity's
reasons for the particular
assumptions. This includes
evaluating whether the
assumptions made by the
entity in making the estimate
are based on reasonable
assessments of present
business circumstances and
trends, and the most currently
available information; whether
they are complete (that is,
whether assumptions were
made about all relevant
factors); whether they are
supported by reliable
information; the range of the
assumptions; and the
alternatives that were
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Five-Step
Model

Management Estimates
That May Be Required

Audit
Considerations

considered but not used,
including any reconciliation of
information that may be
contradictory to the final
conclusion. When relying on
management's controls,
auditors should test them to
ensure the consistent
application of the selected
methodology and the
completeness and accuracy of
the information used to make
the estimate, among other
things.
When evaluating the
reasonableness of the
assumptions used to estimate
variable consideration, auditors
will usually evaluate whether
the assumptions are consistent
with historical trends and with
prior years' assumptions;
whether the changes in any
assumptions are supported by,
or required because of, changes
in circumstances or facts;
whether assumptions differ
from prior years' assumptions
when they should; and whether
assumptions are consistent
with each other and with
management's plans, and any
other information obtained (for
example, evidence obtained via
direct confirmation of the terms
of an arrangement with a
customer). It is important to be
alert for transactions whose
terms are not consistent with
an entity's policies or past
practices regarding returns or
refunds, particularly those
involving side agreements that
allow for a right of return that
is inconsistent with historical
experience. Whenever such
policies are unclear, auditors
may confirm the terms of the

(continued)
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Five-Step
Model

Management Estimates
That May Be Required

Audit
Considerations

relationship with the customer.
If management designs
controls that the auditor
intends to rely on around the
use of inputs and related
documentary support for the
estimate, such controls should
be tested in accordance with
AU-C section 330. Inquiries
and examination of evidence
regarding management's
consideration of evidence that
was contrary to their ultimate
conclusion ordinarily would be
performed. Additionally, when
testing variable consideration,
auditors may need to consider
whether other forecast data is
available within the
organization and the
consistency of assumptions
among various analyses.

Determine
the
transaction
price —
expected
value and
most likely
amount

Choosing and applying
the expected-value
approach or the
most-likely-amount
approach is a matter of
judgment. FASB indicated
that the expected-value
approach may be more
appropriate when an
entity has a large number
of contracts with similar
characteristics. The
expected-value approach
does not require an entity
to consider all possible
outcomes, even if data is
available. A limited
number of discrete
outcomes and
probabilities can provide a
reasonable estimate of the
expected value. The
most-likely-amount
approach is likely to be

Auditing an entity's selection
approach used to estimate
variable consideration and its
application may require the
involvement of valuation
professionals. Although
entities are expected to
consider all information
available, it is not necessary to
incorporate every outcome —
the goal is to predict the
expected value. Controls may
be established around
management's consideration of
available information, choice of
method, and application of the
method in computing variable
consideration. Management
may establish a policy for
applying the expected-value or
most-likely-amount approach
to ensure consistency for
similar types of performance
obligations. The election is not
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Five-Step
Model

Management Estimates
That May Be Required

Audit
Considerations

more appropriate when
the contract has only two
possible outcomes. Also,
FASB indicated that an
entity will always need to
estimate the amount of
variable consideration to
which it will be entitled,
except in certain cases for
sales-based royalties.
For a discussion of the
estimation of variable
consideration, see
paragraphs 8–9 of FASB
ASC 606-10-32.

a free choice but should be
based on the number of
possible outcomes and other
facts and circumstances. Also,
a control or component of a
control may be established to
ensure the consistent
application of the method for a
particular performance
obligation over time as well as
for similar performance
obligations within the
organization. Absence of the
aforementioned control or
management override will
likely heighten the risk of bias
and misstatement. Auditors
may also wish to consider
whether the selection of some
and not all possible outcomes
may introduce bias into the
assessment.

Determine
the
transaction
price —
constraint of
variable
consideration

An entity should include
in the transaction price
the variable consideration
only to the extent it is
probable that a significant
reversal in the amount of
cumulative revenue
recognized will not occur
when the uncertainty
associated with the
variable consideration is
subsequently resolved. An
entity should consider
both the likelihood and
magnitude of the revenue
reversal.
For a discussion of
constraining estimates of
variable consideration,
see paragraphs 11–13 of
FASB ASC 606-10-32.

The language within the
variable consideration
constraint focuses on probable
and potentially significant
reversals of revenue based on
cumulative revenue (not just
variable consideration).
Consideration of these factors
would normally be included
within management's new
policy. Additionally, auditors in
many cases will discuss how
entities view the terms
"probable" and "significant"
and how they have built these
views into the processes and
controls surrounding their
assessments.

(continued)
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Five-Step
Model

Management Estimates
That May Be Required

Audit
Considerations

Determine
the
transaction
price —
updating the
estimate of the
transaction
price

When an arrangement
includes variable
consideration, an entity
should update its estimate
of the transaction price
throughout the term of
the contract to depict
conditions that exist at
each reporting date. This
will involve updating both
the estimate of the
variable consideration
and the constraint on the
amount of variable
consideration included in
the transaction price.
For a discussion of the
reassessment of variable
consideration, see FASB
ASC 606-10-32-14.

FASB ASC 606 requires
updating the estimate of
variable consideration.
Management may establish a
process and related controls to
update the estimates. When
auditors intend to rely on these
controls, they should be tested.
Auditors are reminded of the
need to seek evidence beyond
management inquiry.

Allocate the
transaction
price —
stand-alone
selling price

FASB ASC 606 requires
an entity to allocate the
transaction price to the
performance obligations.
This is generally done in
proportion to their
stand-alone selling prices
(that is, on a relative
stand-alone selling price
basis). As a result, any
discount within the
contract generally is
allocated proportionally to
all the separate
performance obligations
in the contract. Under the
model, the observable
price of a good or service
sold separately provides
the best evidence of
stand-alone selling price.
However, in many
situations, stand-alone
selling prices will not be
readily observable. In
those cases, the entity
should estimate the
stand-alone selling price,

Entity estimation processes
around stand-alone selling
prices and any related controls
are expected to comply with
FASB ASC 606 and, in some
cases, new processes and
controls may need to be
established. When estimating
the stand-alone selling price,
management may develop a
process and related
preparation and review
controls and make maximum
use of observable inputs,
consistent application of
the approach, and the
consideration of market
conditions and entity-specific
factors. Because FASB ASC
606 requires maximizing the
use of observable inputs,
management will likely need
to involve personnel beyond
accounting and finance, such
as those involved in pricing
decisions. Documentation of
the process and related
controls would often be
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Five-Step
Model

Management Estimates
That May Be Required

Audit
Considerations

maximizing the number of
observable inputs when
making such estimates.
For a discussion of the
allocation of the
transaction price based on
stand-alone selling price,
see paragraphs 31–35 of
FASB ASC 606-10-32.

expected to be robust,
especially if observable inputs
are limited. Auditors relying
on the entity's controls should
test those controls in
accordance with AU-C section
330. Auditors ordinarily will
need to gather evidence
regarding the entity's choice of
the "best" inputs in its process.

Recognize
revenue —
satisfaction of
performance
obligations
over time

The objective of
measuring progress is to
depict an entity's
performance in
transferring control of
goods or services to the
customer. A single method
of measuring progress
should be used over time
and consistently applied
to similar performance
obligations. At the end of
each reporting period, an
entity shall remeasure its
progress toward complete
satisfaction of a
performance obligation
satisfied over time.
Appropriate methods to
make the measurement
include input and output
methods. Changes in the
method adopted are not
allowed and any changes
in estimate related to the
measurement of progress
fall under FASB ASC 250.
For a discussion of
performance obligations
satisfied over time, see
paragraphs 27–29 and
31–35 of FASB ASC
606-10-25.

Because entities are required
to re-measure progress toward
complete satisfaction of a
performance obligation
satisfied over time at the end
of each reporting period,
judgment may often be needed
to evaluate that these are truly
changes in estimate and not
errors. Management may
develop controls (likely review
and approval) for remeasuring
progress along with robust
documentation to support
assumptions. Auditors relying
on the entity's control should
test those controls in
accordance with AU-C section
330.

2.179 Other areas within FASB ASC 606 where estimation is likely in-
clude significant financing component, sale of products with a right of return,
consideration payable to a customer, valuing noncash consideration, and non-
refundable upfront fees.
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Potential Area of Focus — Management Bias
2.180 Management is in a unique position to incorporate bias or a lack

of neutrality into the estimates they prepare as part of the revenue recogni-
tion process. Revenue is a financial statement area particularly susceptible to
bias because revenue is an important determinant in many factors that influ-
ence employee matters like compensation and promotion considerations, oper-
ational matters like major production, decision-making and strategic direction,
and overall financial performance matters like stock price and stakeholder per-
ception. Additionally, FASB ASC 606 includes provisions that require manage-
ment estimation, which provides management with the opportunity to inappro-
priately bias the estimation process.

2.181 Paragraph .21 of AU-C section 540 includes requirements for the
auditor to "review the judgments and decisions made by management in the
making of accounting estimates to identify whether indicators of possible man-
agement bias exist." The auditor can perform these procedures when obtaining
an understanding of the inputs and assumptions used to create the estimate.
This is an area in which the auditor needs to exercise professional skepticism
and professional judgment because of the role of revenue as it relates to the
reported income of the entity and the ability of management to influence the
final balance through manipulation of the estimate.

Management Representations
2.182 Paragraph .10 of AU-C section 580 states that "the auditor should

request management to provide a written representation that it has fulfilled its
responsibility, as set out in the terms of the audit engagement, for the prepa-
ration and fair presentation of the financial statements in accordance with the
applicable financial reporting framework" and "for the design, implementation,
and maintenance of internal control relevant to the preparation and fair pre-
sentation of financial statements that are free from material misstatement,
whether due to fraud or error."

2.183 Paragraph .20 of AU-C section 580 states that "the date of the writ-
ten representations should be as of the date of the auditor's report on the fi-
nancial statements." Such representations are part of the audit evidence the
independent auditor obtains, but they are not a substitute for the application of
those auditing procedures necessary to afford a reasonable basis for an opinion.
Written representations from management complement other auditing proce-
dures. Paragraph .04 of AU-C section 580 states

[a]lthough written representations provide necessary audit evidence,
they complement other auditing procedures and do not provide suffi-
cient appropriate audit evidence on their own about any of the matters
with which they deal. Furthermore, obtaining reliable written repre-
sentations does not affect the nature or extent of other audit proce-
dures that the auditor applies to obtain audit evidence about the ful-
fillment of management's responsibilities or about specific assertions.

2.184 AU-C section 580 establishes requirements and provides guidance
on the matters to which specific representations should relate, including the
financial statements; completeness of information; recognition, measurement
and disclosure; subsequent events; and audit adjustments. Examples of such
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representations that may be relevant to revenue recognition include represen-
tations that management has done the following:

� Disclosed to the auditor the results of its assessment of the risk
that the financial statements may be materially misstated as a
result of fraud

� Disclosed to the auditor any relevant side agreements
� Disclosed to the auditor the identity of the entity's related parties

and all the related-party relationships and transactions of which
it is aware (for example, sales and amounts receivable from re-
lated parties) and has appropriately accounted for and disclosed
such relationships and transactions

� Has provided the auditor with all relevant information and access,
as agreed upon in the terms of the audit engagement

� Believes (or does not believe) that significant assumptions used in
making accounting estimates are reasonable

� Believes (or does not believe) the effects of uncorrected misstate-
ments are immaterial, individually and in the aggregate, to the
financial statements as a whole. A summary of such items should
be included in, or attached to, the written representation letter

2.185 It is important to tailor the representation letter to include addi-
tional appropriate representations from management relating to matters spe-
cific to the entity's business or industry. When the auditor determines that it is
necessary to obtain representation concerning specific revenue recognition is-
sues, the auditor should obtain written representations such as the terms and
conditions of

� unusual or complex criteria included in contracts with customers.
� unusual or complex situations that qualify promised goods and

services as distinct and therefore as separate performance obliga-
tions.

� significant estimates and assumptions used in determining
amounts of variable consideration, including the constraint.

2.186 Management may be tempted to rely on various assumptions and
for auditors to accept representations in lieu of the required evidential support
for the financial amounts and disclosures when reporting deadlines approach.
Timely discussions about the nature and extent of evidence that will be re-
quested by the auditor to support management amounts and disclosures may
mitigate this foreseeable situation.

Independence
2.187 Auditors should be mindful of the revised AICPA Code of Profes-

sional Conduct and, in particular, the "Scope and Applicability of Nonattest
Services" interpretation under the "Independence Rule" (ET sec. 1.295.010)56

that explicitly defines financial statement presentation, cash to accrual conver-
sions, and performing reconciliations as nonattest services. These services are
assessed alone and in combination with other services when assessing overall

56 All ET sections can be found in AICPA Professional Standards.
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auditor independence. The risk associated with failure to maintain indepen-
dence can have serious consequences for auditors.

2.188 Over the years, many entities have looked to their auditors to di-
rectly assist them in understanding and complying with new accounting stan-
dards, such as FASB ASC 606. However, few previously issued accounting stan-
dards have had the effect of introducing the potential sweeping changes that
FASB ASC 606 has. FASB ASC 606 challenges auditors and entities alike
to look retrospectively and prospectively on the effects that these potential
changes may bring to this critical financial statement area. Being mindful of
the need to maintain independence when having conversations with manage-
ment regarding FASB ASC 606 may avoid issues that could be troublesome for
the auditor and the audited entity. However, both management and the auditor
can benefit from understanding the process and the needs of the other party as
early in the process as possible so that the entity's efforts create an efficient
and auditable trail of evidence.

Consultation
2.189 Advance consultation on the approach management plans to use, for

the first year of implementation and beyond, to comply with the recognition and
disclosure requirements to recognize revenue is beneficial. Issues for discussion
might include the following:

� Evidence of the completeness and accuracy of the data used in
management's analysis

� The approach or model used to develop the first year amounts and
disclosures

� Controls in place over the process of developing the first-year dis-
closures

� Controls to be in place to ensure proper revenue recognition going
forward

� Consideration of any third-party consulting guidance provided to
management. The relationship of a third party consultant to the
entity may also require some analysis, as revenue recognition may
not be viewed to involve a subject matter 'other than' accounting,
and as such a consultant may not qualify as a "specialist" rela-
tionship. Can management effectively supervise and oversee the
work of the consultant? Management may be fully responsible for
the work product of the consultant.

� Selection and evaluation of any management assumptions under-
lying the analysis and the evidence supporting those assumptions.
AU-C section 540 may often apply to the historical data analysis
as well as to the periodic recognition of revenue.

� Important management representations likely to be required

2.190 These topical discussions between the auditor and the entity can be
helpful in the early identification of complex issues that could arise as the im-
plementation date of FASB ASC 606 draws closer. For example, if the data used
to develop the initial transition balances or disclosures is not readily available
for use in a convenient form or has not been tested for, among other things,
completeness and accuracy, the entire analysis may need to be tested before it
can be used. Timely consideration of this issue can avoid such issues.
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2.191 An engagement performed by the independent auditor to directly

convert or restate the treatment of past and current revenues in the period of
transition may raise independence concerns. Thus, care is needed to define an
auditor's role in resolving these management issues or performing any of the
related analyses. Auditors may wish to articulate in their documentation why
independence is not impaired by any client service related to implementing the
new revenue recognition standard.

Situations in Which Auditors Can Assist During Transition
2.192 Provided management accepts responsibility and has the skills,

knowledge, and experience to transition to and comply with the new revenue
recognition standard, auditors operating under GAAS may be able to assist
management with the transition. Following the basic guidance in AU-C sec-
tion 230, Audit Documentation, it is recommended that the auditor document
the basis of the assessment of the skills, knowledge, and experience of manage-
ment in such cases. The auditor's assessment of these characteristics may be
important in supporting the acceptability of his or her role. In the audit of a
public company, the auditor's role may be even more restricted.

2.193 The "Scope and Applicability of Nonattest Services" interpretation
became effective December 15, 2014. It is important to be alert for possible
AICPA guidance or interpretations that may be issued to help clarify the prin-
ciples of the application of the "Scope and Applicability of Nonattest Services"
interpretation.

2.194 Auditors may wish to contemporaneously document any procedures
performed in the assessment of management's skills, knowledge, and experi-
ence when management accepts responsibility for the work performed. AU-C
section 230 provides broad guidance on documentation issues. Although the
aforementioned "Scope and Applicability of Nonattest Services" interpretation
does not identify unique documentation requirements, under Government Au-
diting Standards and some state rules (for example, California), a failure to doc-
ument an activity creates a presumption that the activity was not performed.

2.195 It may be practical for some entities to engage a third party (for
example, a consultant or other CPA firm) to assist them in making the required
conversions in order to apply the provisions of FASB ASC 606. However, the
engagement of third parties does not reduce management's responsibility for
the transition or the auditor's responsibility to obtain sufficient appropriate
audit evidence regarding the presented financial information and disclosures.

2.196 Public entities and auditors of public entities should consider the
independence rules of the SEC and PCAOB before performing any services re-
lated to revenue recognition and compliance with FASB ASC 606.

Disclosures
2.197 When evaluating whether the financial statements include the re-

quired disclosures that contain the information necessary for the fair presen-
tation of the financial statements, auditors may consider evidence related to

� management's process and controls over collecting any data
needed for the disclosures in transition.

� a complete disclosure checklist prepared by management.
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� an evaluation of the design effectiveness of the entity's financial
statement close process, including the financial reporting controls
over disclosures.

2.198 The evaluation of the disclosures may also include an evaluation of
uncorrected misstatements and the potential impact of those uncorrected mis-
statements on the required disclosures.57 The auditor may evaluate the impact
of omitted or incomplete disclosures using qualitative considerations based on
the nature of the transaction required to be disclosed. Disclosures addressing
related-party transactions will likely require an evaluation based on the qual-
itative considerations of the transaction with the related party and the nature
of the disclosures.58

Smaller Entities
2.199 FASB ASC 606 is a principles-based standard that applies to all

entities, without regard to industry or entity size. That said, smaller entities
may have simpler business models or more standard contracts compared to
larger, more complex entities, making the transition and future accounting sim-
pler. Smaller entities with fewer resources and more complex revenue recogni-
tion accounting issues, however, may need more outside consulting assistance
to make the transition to FASB ASC 606. Academic resources, other account-
ing firms, and independent consultants may provide the needed assistance to
smaller entities in accordance with independence rules. Smaller entities should
exercise care in the selection of consulting resources to ensure their competence,
objectivity, and the use of methods that will support auditor efforts to obtain
evidence of fair presentation of the financial results, including the required dis-
closures.

Audit Documentation
2.200 Because revenue is a significant account in most financial state-

ments, a benchmark from which relationships with other accounts are often
made, and a presumed fraud risk, it receives considerable attention in the audit
and peer review process. As such, documentation of the procedures performed,
evidence examined, and conclusions reached regarding revenue amounts and
disclosures is important, as described in paragraph .08 of AU-C section 230.

2.201 In light of the potential magnitude of change introduced by FASB
ASC 606, care in the documentation of the audit procedures and evidence sup-
porting the revenue balances and initial required disclosures is warranted.

2.202 AU-C section 230 is a principles-based auditing standard that ap-
plies to auditing procedures in all audit areas. The absence of specific audit doc-
umentation requirements in any part of an auditing standard simply means
that the general documentation principles are expected to be applied. Some
specific documentation requirements accompany selected auditing standards.

57 Uncorrected misstatements are also relevant to the general topic of auditing revenues, but
may take on a more complex character when applied to disclosures or applied in the context of the
implementation of FASB ASC 606.

58 The point of assembling the disclosures may provide another opportunity to assess the ade-
quacy of audit procedures in the current and prior periods that support the amounts and disclosures
in these periods. Materiality judgments in the current and prior periods may change due to the im-
plementation of FASB ASC 606.
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Failure to document a procedure performed may lead to a presumption that
the procedure was not performed. Under Government Auditing Standards and
some state rules, failure to document a procedure leads to a rebuttable pre-
sumption that the procedure was not performed. Under AU-C section 230, an
auditor can clarify or explain documentation, but an oral assertion regarding
performance falls short of the documentation requirements, as described in
paragraph .A7 of AU-C section 230.

2.203 Revenue recognition is a presumed fraud risk and significant risk
area, as noted in paragraph .27 of AU-C section 240. The presence of fraud
risk factors increases the expectation that the fraud risk presumption will
likely apply. When the presumption does not apply, such as when revenue
recognition is simple, audit documentation should explain the reasoning be-
hind the exception to the presumption, as described in paragraph .46 of AU-C
section 240.

2.204 If, in the process of auditing revenues or disclosures, inconsistencies
between sources of evidence arise, the auditor should document how the incon-
sistency was addressed, as required in paragraph .12 of AU-C section 230.

2.205 Other auditing procedures involving revenue may be related
through contemporaneous direct linkages or cross references to the revenue
section of the work papers to show their relationship to the evidence regarding
revenue recognition. For example, as described in paragraph .22 of AU-C sec-
tion 240, revenue-related analytical procedures should be performed to detect
risks of fraud (or error). Such procedures may include comparisons to produc-
tion capacity, a comparison of sales to shipments, and a monthly trend line of
sales and returns to detect fictitious sales or side agreements that would pre-
clude revenue recognition, as described in paragraph .A26 of AU-C section 240.
Paragraphs .A57–.A58 of AU-C section 240 explain that uncharacteristic sales
patterns at year end can indicate misstated revenue, whether caused by error
or fraud. Additional audit procedures that might be applicable to revenue are
noted in appendix B of AU-C section 240.

2.206 Experience has shown that documentation deficiencies identified in
peer reviews and inspections are common. Building excellent working practices
for contemporaneous documentation and extensive cross references of risks,
procedures addressing those risks, and conclusions can avoid many of these
noted issues. Careful internal reviews can also contribute to reducing the source
of these deficiencies. Such linkages have been shown to be difficult to recon-
struct in periods after the audit is complete and time has passed.
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Chapter 3

Aerospace and Defense Entities

Notice to Readers
This chapter presents accounting implementation issues developed to assist
management of aerospace and defense entities in applying FASB Accounting
Standards Codification (ASC) 606, Revenue from Contracts with Customers,
and related interpretations from the FASB/IASB Joint Transition Resource
Group for Revenue Recognition (TRG).

The AICPA Aerospace and Defense Revenue Recognition Task Force identi-
fied and developed these accounting implementation issues, and the AICPA
Revenue Recognition Working Group and AICPA Financial Reporting Exec-
utive Committee approved them. They are a source of nonauthoritative ac-
counting guidance for nongovernmental entities.

The accounting implementation issues have been organized within this chap-
ter as follows:

� In relation to the five-step model of FASB ASC 606, when appli-
cable:

— Step 1: "Identify the contract with a customer," starting
at paragraph 3.1.01

— Step 2: "Identify the performance obligations in the con-
tract," starting at paragraph 3.2.01

— Step 3: "Determine the transaction price," starting at
paragraph 3.3.01

— Step 4: "Allocate the transaction price to the perfor-
mance obligations in the contract," starting at para-
graph 3.4.01

— Step 5: "Recognize revenue when (or as) the entity sat-
isfies a performance obligation," starting at paragraph
3.5.01

� By revenue stream, starting at paragraph 3.6.01
� As other related topics, starting at paragraph 3.7.01

The following table outlines the accounting implementation issues discussed
in this chapter:

Issue Description
Paragraph
Reference

Contract existence and related issues for foreign contracts with
regulatory contingencies
Step 1: Identify the contract with a customer

3.1.01–3.1.16

(continued)
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Issue Description
Paragraph
Reference

Impact of customer termination rights and penalties on
contract term
Step 1: Identify the contract with a customer

3.1.17–3.1.25

Contract modifications including unpriced change orders,
claims and options
Step 1: Identify the contract with a customer

3.1.26–3.1.55

Identifying the unit of account in design, development, and
production contracts
Step 2: Identify the performance obligations in the contract

3.2.01–3.2.21

Variable consideration and constraining estimates of
variable consideration

3.3.01–3.3.17

Significant financing component
Step 3: Determine the transaction price

3.3.18–3.3.49

Allocating the transaction price
Step 4: Allocate the transaction price to the performance
obligations in the contract

3.4.01–3.4.23

Satisfaction of performance obligations — transfer of control
on non-U.S. federal government contracts
Step 5: Recognize revenue when (or as) the entity satisfied a
performance obligation

3.5.01–3.5.23

Performance obligations satisfied over time — measuring
progress toward complete satisfaction of a performance
obligation
Step 5: Recognize revenue when (or as) the entity satisfied a
performance obligation

3.5.24–3.5.53

Contract costs
Other related topics

3.7.01–3.7.23

Accounting for offset obligations
Other related topics

3.7.24–3.7.35

Disclosures — contracts with customers
Other related topics

3.7.36–3.7.51

Application of the Five-Step Model of FASB ASC 606

Step 1: Identify the Contract With a Customer

Contract Existence and Related Issues for Foreign Contracts
With Regulatory Contingencies
This Accounting Implementation Issue Is Relevant to Step 1: "Identify the Con-
tract with a Customer," of FASB ASC 606.
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3.1.01 Aerospace and defense entities often do business with the U.S. fed-

eral government, as well as with foreign government entities. These contracts
are unique for various reasons, including (1) restrictions the U.S. federal gov-
ernment attaches to foreign sales of certain goods or services and (2) the U.S.
federal government's annual budget process, which results in incrementally-
funded contracts. This section evaluates how these two circumstances affect an
entity's conclusion about when a contract exists for purposes of applying the
revenue recognition requirements of FASB ASC 606.

Foreign Contracts With Regulatory Contingencies
3.1.02 U.S. aerospace and defense companies can sell in the international

market through two main channels — foreign military sales (FMS) and foreign
direct commercial sales (DCS).

3.1.03 For FMS sales, the aerospace and defense entity contracts with the
U.S. federal government, and the U.S. federal government contracts with a for-
eign government in a government-to-government sales agreement. Therefore,
for FMS sales, the U.S. federal government obtains the required regulatory ap-
provals (without involvement from the aerospace and defense entity), and the
contract is not executed between the U.S. federal government and the aerospace
and defense entity until all regulatory approvals have been obtained. Because
regulatory approvals are obtained prior to execution of the contract, FMS sales
are not the focus of this section.

3.1.04 For DCS sales, the aerospace and defense entity contracts directly
with the foreign government customer, and the U.S. federal government is not
a party to the contract. Therefore, for DCS sales, after a contract is executed be-
tween the aerospace and defense entity and the foreign government customer,
the aerospace and defense entity is required to obtain necessary regulatory ap-
provals from the U.S. State Department or Commerce Department (for example,
export license). Additionally, for certain contracts, the Arms and Export Control
Act requires that a certification be provided to Congress, whereby Congress is
required to be notified of the potential sale to the foreign entity, herein referred
to as congressional notification (or CN). After being notified, Congress has a
specified number of days to block the sale; no further action is required by the
entity. For these contracts, the CN period must lapse prior to physical deliv-
ery of any defense articles that are restricted by the U.S. State Department or
Commerce Department.

3.1.05 Although the CN period must lapse prior to delivery of any de-
fense articles restricted by the U.S. State Department or Commerce Depart-
ment, aerospace and defense entities may begin work on the executed contract
prior to the lapse of the CN period. Additionally, even after export licenses are
obtained and CN has passed, it should be noted that Congress could potentially
block the sale any time during the contractual period, as long as the goods or
services have not been delivered to the recipient country.

3.1.06 FASB ASC 606-10-25-1 contains five criteria that must be met in
order for an entity to account for a contract with a customer: (a) the contract
has approval and commitment from both parties; (b) rights of the parties are
identified; (c) payment terms are identified; (d) the contract has commercial
substance; and (e) collectibility of consideration is probable. When an entity
enters into a DCS contract, it will need to assess whether these criteria are
met and the contract is legally enforceable.
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3.1.07 Generally, the contract between the aerospace and defense entity
and DCS customer is legally binding upon the effective date of the contract,
which may be the contract execution date (that is, the date of signature by both
parties). Therefore, on the contract effective date, AICPA's Financial Report-
ing Executive Committee (FinREC) believes the criteria for contract existence
would be met because the aerospace and defense entity has an approved legally
enforceable contract with the DCS customer that clearly states the contractual
terms, including the parties' rights and the payment terms related to the goods
and services to be transferred, and the DCS customer has the intention and
ability to pay the aerospace and defense entity for the goods and services.

3.1.08 As part of fulfilling the contractual obligations, the aerospace and
defense entity is required to obtain regulatory approvals. Obtaining regulatory
approvals is an obligation within an enforceable contract. Therefore, FinREC
believes the requirement to obtain regulatory approvals does not preclude an
entity from concluding that the contract existence criteria in FASB ASC 606-
10-25-1 are met. However, FinREC acknowledges there are varying levels of
uncertainty related to the likelihood of obtaining regulatory approvals that the
entity must consider when applying the recognition, measurement, and disclo-
sure requirements in FASB ASC 606.

3.1.09 The likelihood of obtaining the necessary regulatory approval will
include a high level of judgment and depend on the facts and circumstances of
each situation, but the following factors may be considered:

a. An entity's history of receiving regulatory approval (that is,
whether the entity has a history of receiving regulatory approval
and has worked closely with the U.S. State Department prior to
signing the international contract).

b. The level of participation and communication an entity has with
the U.S. State Department during its review. (For example, were
any issues raised resolved prior to the U.S. State Department noti-
fying Congress? Generally, the U.S. State Department will review
the case with congressional staffers prior to the official notification
and once the U.S. State Department is relatively sure the case will
not be blocked by Congress, it is sent to the notification process.)

c. The existence of U.S. advocacy in which senior U.S. government offi-
cials have advocated for foreign governments to award the contract
to a U.S. defense contractor.

d. Recent prior regulatory approvals of sales to the same country that
cover the same goods subject to the current regulatory approval.
For example, there may be a regulatory approval for part of an
aerospace and defense system, and then a short period later, there is
another regulatory approval needed for the entire system because
different contractors are providing different pieces of the system.

Unfunded Portions of U.S. Federal Government Contracts
3.1.10 Doing business with the U.S. federal government is unique because

of the U.S. federal government's annual budget process. Each year, the U.S.
federal government releases a budget with funds appropriated to buying com-
mands that, in turn, award contracts to industry. In the aerospace and defense
industry, it is common for a company to be awarded a long-term contract that
is only partially funded at inception. Using judgment and the considerations
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described in this chapter, an entity needs to determine whether and how to ap-
ply the requirements of FASB ASC 606 to the unfunded portion of a contract.

3.1.11 FinREC believes that the criteria for contract existence in FASB
ASC 606-10-25-1 would be met for both the funded and unfunded portions of a
contract if the aerospace and defense entity has an approved enforceable con-
tract with the U.S. federal government that clearly states the contractual terms,
including the parties' rights and the payment terms related to the goods and
services to be transferred; and the U.S. federal government has the ability and
intention to pay the aerospace and defense entity for the promised goods and
services.1

3.1.12 After determining that the contract meets the criteria for contract
existence, the entity would apply the other requirements of FASB ASC 606.
In determining the transaction price, FASB ASC 606-10-32-4 states that "an
entity shall assume that goods or services will be transferred to the customer
as promised, in accordance with the existing contract and that the contract will
not be cancelled, renewed, or modified." FinREC believes the unfunded portion
of a contract should be considered variable consideration, similar to award fees
and incentive fees included in the transaction price of aerospace and defense
contracts prior to their funding being certain.

3.1.13 FASB ASC 606-10-32-11 explains that an entity should include in
the transaction price some or all of an amount of estimated variable consid-
eration only to the extent that it is probable that a significant reversal in the
amount of cumulative revenue recognized will not occur. Therefore, an entity
may conclude that both the funded and unfunded portions of the contract could
be included in the transaction price, subject to the constraint guidance.

3.1.14 In accordance with the guidance on constraining estimates of vari-
able consideration in paragraphs 11–13 of FASB ASC 606-10-32, prior to recog-
nizing revenue in excess of funding, an entity should perform an assessment to
analyze the likelihood that the unfunded portion of the contract will not result
in a significant revenue reversal. FinREC believes the following factors should
be considered when an entity performs such an assessment:

a. Whether there is a short period of time before contract funding is
expected

b. Whether the work is sole source, a follow-on effort, or there is high
competition

c. Whether customer funding and budget exist and the task of pro-
cessing the funding is administrative only

d. Whether it is a major program or the customer is in critical need of
the program

e. Whether there has been communication from the customer that
funding will be obtained

f. Whether the entity has a history of receiving funding in similar
situations

1 Similar to the guidance on fiscal funding clauses for a lease in FASB Accounting Standards
Codification (ASC) 840-10-25-3, an entity would assess the likelihood of a contract cancellation and
determine that cancellation would occur only upon some remote contingency, and hereby, shall be
considered noncancellable, giving intent to the completion of the contract.
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3.1.15 FinREC believes that if an entity concludes that it is probable that
the unfunded portion of the contract will become funded (that is, it is probable
that including the unfunded portion of the contract in the revenue calculations
will not result in a significant revenue reversal solely due to the fact that it
is initially unfunded), then in accordance with FASB ASC 606-10-32-11, the
entity should include the unfunded portion of the contract in the transaction
price prior to the funding being appropriated and continue to recognize revenue
in excess of funding as long as the conditions surrounding the constraint on
variable consideration have been met.

3.1.16 The following examples are meant to be illustrative; they focus on
what an entity may do after it determines the contract meets the existence
criteria. The following examples are not all-inclusive, and any other relevant
indicators that could result in a significant reversal in the amount of cumula-
tive revenue recognized on the contract should be considered.

Example 3-1-1

On September 1, 20X1, an aerospace and defense contractor signed a contract
with the U.S. federal government for a fixed price of $600 million over a three-
year period of performance. The program will receive annual funding of $200
million, starting on September 30, 20X1. The entity concludes that the entire
$600 million contract is within the scope of the revenue standard because the
entity has an approved contract in writing signed by both parties, it clearly
identifies each party's rights regarding goods and services to be delivered, the
payment terms are clearly identified, and collectibility is probable because the
customer has both ability and intent to pay.

On August 1, 20X2, the entity has recognized revenue of $200 million based on
costs to date (plus a reasonable profit margin). In deciding whether to continue
performing and recognizing revenue on the contract beyond funding, the entity
analyzes the probability that it will receive funding and, therefore, not incur a
significant reversal of cumulative revenue recognized. The entity considers the
following factors:

� Time period before contract funding is expected is short (two
months).

� Program is a follow-on contract.
� U.S. federal government has both the ability and intention to pay.
� U.S. federal government has a need for the program.
� Entity has received communication from the customer that fund-

ing will be obtained.
� Historically, the entity was able to receive funding and recover its

costs on contracts that led up to this follow-on work.

Based on these considerations, the entity concludes that the risk of a significant
reversal of cumulative revenue is remote and, therefore, the unfunded amounts
are included in the transaction price and recognized as revenue.

Example 3-1-2

Consider the same facts as example 3-1-1, except for the following factors:
� U.S. federal government has expressed uncertainty with regard to

the need for the program.
� Entity has not received communication from the customer that

funding will be obtained.
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In deciding whether to continue performing work and recognizing revenue on
the contract beyond funding, the entity analyzes the probability that it will re-
ceive funding and, therefore, not incur a significant reversal of cumulative rev-
enue recognized. Although there is only a short period of time before contract
funding would occur, the entity determines it is not probable that a significant
reversal of revenue will not occur if both the funded and unfunded portions of
the contract are included in the transaction price. Therefore, the entity deter-
mines that the unfunded portion of the contract is constrained, and revenue
is not recorded. This evaluation is updated each period until either funding is
provided on the contract or the contract is terminated.

Impact of Customer Termination Rights and Penalties on Contract Term
This Accounting Implementation Issue Is Relevant to Step 1: "Identify the Con-
tract with a Customer," of FASB ASC 606.

3.1.17 At the November 2015 meeting of the TRG, an implementation is-
sue was discussed regarding how to determine the term of the contract when
the customer has the unilateral right to terminate a contract and whether ter-
mination penalties affect that analysis.

3.1.18 As discussed in paragraphs 50–51 of agenda paper 48: Customer
Options for Additional Goods and Services, Issue 2: Customer Termination
Rights and Penalties, the FASB and IASB staff recommended that contracts
with customer termination provisions should be accounted for the same as con-
tracts with unexercised options when the contract does not include a substan-
tive termination penalty. That is, if the termination penalty is not substantive,
this may indicate that the contract term, in accordance with FASB ASC 606, is
less than the stated contractual period. As explained in TRG Agenda Ref. No.
49, November 2015 Meeting — Summary of Issues Discussed and Next Steps,
paragraph 10 states:

At the October 31, 2014 TRG meeting, the TRG discussed the account-
ing for termination clauses in the contract when each party has the
unilateral right to terminate the contract by compensating the other
party. At that meeting, TRG members supported the view that the
legally enforceable contract period should be considered the contract
period. Since that meeting, stakeholders have raised further questions
(Issue 2) about evaluating a contract when only one party has the
right to terminate the contract. TRG members agreed with the staff
analysis that the views expressed at the October 2014 TRG meeting
would be consistent regardless of whether both parties can terminate,
or whether only one party can terminate. TRG members highlighted
that when performing an evaluation of the contract term and the ef-
fect of termination penalties, an entity should consider whether those
penalties are substantive. Determining whether a penalty is substan-
tive will require judgement and the examples in the TRG paper do not
create a bright line for what is substantive…

3.1.19 Aerospace and defense contracts with the U.S. federal government
are governed by the Federal Acquisition Regulations (FAR), which governs the
process by which the U.S. federal government purchases goods and services.
Contracts with the U.S. federal government typically contain a Termination for
Convenience (T for C) clause that allows the U.S. federal government to termi-
nate a contract whenever "… it is in the Government's interest." (FAR 52.249-1).
Hence, the U.S. federal government has the right to unilaterally terminate the
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contract for events such as the need to discontinue a contract because of tech-
nological developments that make continued work on the contract out of date,
lack of funding due to budgetary restrictions, or in some instances, because the
work is simply no longer needed.

3.1.20 Per FAR 49.201(a), the U.S. federal government in a T for C clause
should "compensate the contractor fairly for the work done and the prepara-
tions made for the terminated portions of the contract, including a reasonable
allowance for profit." When the U.S. federal government terminates a contract
for its convenience, a contractor is entitled to recover the following costs asso-
ciated with the termination:

a. Costs incurred for work completed and accepted at the time of the
termination

b. Costs for incomplete work that are considered allowable, allocable,
and reasonable

c. Close-out, demobilization, and settlement proposal costs associated
with preparing a final cost proposal for submission to the govern-
ment

d. Profit on the above costs incurred

3.1.21 If a contract is terminated for convenience, the costs that are in-
curred related to preparations for termination generally are significant (and
would be recovered from the customer). Additionally, the timing of payments
is different in a termination event as compared to payments for normal exe-
cution of the contract because previously unbilled amounts become billable as
part of the termination claim. These costs would not have been incurred had
the contract not been terminated, therefore, these costs are considered akin to
an early termination penalty. Examples of recoverable costs that constitute a
penalty include the following:

a. All costs associated with "shutting-down" a production line due to
T for C clause.

b. Stranded costs related to equipment or facilities used solely for the
contract. For example, if the entity has leased a building specifically
related to the contract for five years and the customer terminates
the contract in year one, the customer would have to pay for the
entire five-year lease (or the penalty to cancel the lease early).

c. Disposition of customer-owned work in process and equipment.

3.1.22 Commercial aerospace and defense contracts may also include a
clause with similar economic characteristics for recovery of costs incurred as
the T for C clause included with contracts with the U.S. federal government.
Judgment will be required to evaluate whether the economic characteristics for
commercial aerospace and defense contracts are similar to the T for C clause
included in contracts with the U.S. federal government.

3.1.23 When an aerospace and defense contract includes a T for C clause
or a clause with similar economic characteristics, FinREC believes the termi-
nation payment generally would be considered substantive and, therefore, the
entity would not assume cancelation in determining the scope and term of the
contract. In accordance with FASB ASC 606-10-32-4, in determining the trans-
action price (and the disclosed amount allocated to remaining performance obli-
gations), it is assumed that the contract will not be cancelled and would reflect
all of the scope on the contract (including for exercised options).
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3.1.24 For aerospace and defense contracts that do not contain a T for C

clause or a clause with similar economic characteristics, judgment will need to
be applied to the facts and circumstances of each termination provision, con-
sistent with the TRG discussion as explained in paragraph 10 of TRG Agenda
Ref. No. 49.

3.1.25 The following examples are meant to be illustrative, and the ac-
tual determination of whether the contract contains a substantive termination
penalty should be based on the facts and circumstances of an entity's specific
situation.

Example 3-1-3

A contractor enters into a fixed price production contract for $100 million for de-
velopment, fabrication, integration, test, and delivery of a specialized aerospace
and defense system with the U.S. federal government. The contract meets all
criteria for existence in accordance with FASB ASC 606-10-25-1 and includes
a T for C clause. The term of the contract is not relevant in this example be-
cause the customer has contracted for the delivery of a specialized aerospace
and defense system and not a recurring service. In accordance with FASB ASC
606-10-32-4, for the purpose of determining the transaction price and disclo-
sure of remaining performance obligations under FASB ASC 606-10-50-13, an
entity should assume that the goods or services will be transferred to the cus-
tomer, as promised, in accordance with the existing contract and the contract
will not be cancelled, renewed, or modified. Therefore, the entity determines
that the transaction price is $100 million for this contract.

Example 3-1-4

A contractor enters into a four-year service contract with the U.S. federal gov-
ernment for $100 million ($25 million fee for each year of service). The con-
tractor also enters into a significant lease for four years for performance of the
services under the contract. The contract meets all criteria for existence in ac-
cordance with FASB ASC 606-10-25-1 and includes a T for C clause. Because
the T for C clause is a substantive penalty (the U.S. federal government would
have to pay for the all costs associated with this contract, including the entire
four-year lease costs in the event of an early termination in addition to costs for
incomplete work, severance costs for employees assigned to this contract, costs
to prepare the termination claim and so on, including reasonable profit), the
contract term is four years. In accordance with FASB ASC 606-10-32-4, for the
purpose of determining the transaction price and disclosure of remaining per-
formance obligations under FASB ASC 606-10-50-13, an entity should assume
that the goods or services will be transferred to the customer as promised in
accordance with the existing contract and the contract will not be cancelled, re-
newed, or modified. Therefore, the entity determines that the transaction price
is $100 million for this contract.

Example 3-1-5

A contractor enters into a four-year service contract with a commercial cus-
tomer for $100 million ($25 million fee per year of service). The contract meets
all criteria for existence in accordance with FASB ASC 606-10-25-1, and the
customer can cancel the contract without a penalty at the end of any year. Be-
cause there is no penalty for cancelation of the contract, each year of service is
akin to an option that gives the customer the right to acquire additional years
of service of the same type as those supplied under an existing contract. There-
fore, in this example, the contract term is limited to the year that is currently
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under contract. In accordance with FASB ASC 606-10-32-4, for the purpose
of determining the transaction price and disclosure of remaining performance
obligations under FASB ASC 606-10-50-13, an entity should assume that the
goods or services will be transferred to the customer, as promised, in accordance
with the existing contract and the contract will not be cancelled, renewed, or
modified. Therefore, the entity determines that the transaction price is $25 mil-
lion for this contract (at inception for year one). The contractor still needs to
determine if the option to renew each year at a fixed price conveys a material
right.

Example 3-1-6

A contractor enters into an indefinite quantity production contract for a fixed
price of $2 million per unit of a specialized aerospace and defense system. The
contract includes a guaranteed minimum order quantity (GMOQ), committing
the customer to purchase 50 units within four years, or pay a $1 million per
unit termination liability (TL) for each unit not purchased. In addition, the
contract allows the customer to purchase additional units of hardware, beyond
the GMOQ, at a price of $2 million per unit. In this example, it is assumed that
the option does not represent a material right. The contract meets all of the
criteria for existence in accordance with FASB ASC 606-10-25-1 and includes a
substantive penalty (the company concluded that a substantive penalty exists
to enforce the GMOQ based on the requirement to pay a $1 million TL for each
unit of the GMOQ not ordered within four years). The term of the contract is
not relevant in this example because the customer has contracted for the deliv-
ery of a specialized aerospace and defense system and not a recurring service.
Therefore, the entity determines that the transaction price is $100 million ($2
million time 50 GMOQ units) for this contract.

Contract Modifications Including Unpriced Change Orders,
Claims and Options
This Accounting Implementation Issue Is Relevant to Step 1: "Identify the Con-
tract with a Customer," of FASB ASC 606.

3.1.26 It is common in the aerospace and defense industry for customers to
change contract specifications and requirements, particularly in development
contracts. This is because development contracts typically span over multiple
years and include the integration of multiple goods and services. These con-
tracts typically authorize the contractor to proceed with the modifications to
the scope of the contract even though the price has not been agreed upon be-
tween the parties. Judgment will often be needed to determine whether changes
to existing rights and obligations should have been accounted for as part of the
original arrangement (that is, should have been anticipated due to the entity's
business practices) or accounted for as a contract modification.

3.1.27 A contract modification could change the scope of the contract, the
price of the contract, or both the scope and price of the contract. As noted in
FASB ASC 606-10-25-10, a contract modification exists when the parties to a
contract approve a modification that either creates new or changes the existing
enforceable rights and obligations. A contract modification could be approved
in writing, oral, or implied by customary business practices.

3.1.28 Aerospace and defense industry service and maintenance contracts
may contemplate and allow for future changes to technical plans to comply
with FAA service bulletins or to implement an improved repair process or pro-
cedure. The risk or reward, or both, of changes to the technical plan are key
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characteristics of the performance obligation underlying the nature of these
contracts when the entity is standing ready to provide an integrated mainte-
nance service. Although changes to the technical plan may require customer
approval (required by FAA as the operator or customer must "own" the techni-
cal plan) and take the form of a contract amendment or modification, judgment
will be necessary to determine whether the changes create new or change the
existing enforceable rights and obligations of the contract. Revenue related to
a modification is not recognized until new enforceable rights and obligations
exist or existing enforceable rights and obligations are changed.

3.1.29 In some cases, the entity may make a claim (described in paragraph
BC81 of FASB Accounting Standards Update (ASU) No. 2014-09, Revenue from
Contracts with Customers (Topic 606), as "specific modifications in which the
changes in scope and price are unapproved or in dispute") against a customer
for additional amounts that the entity seeks to collect in excess of the agreed
contract price. Claims are normally made as a result of customer-caused de-
lays, errors in specifications and designs, contract terminations, change orders
in dispute or unapproved concerning both scope and price, or other causes of
unanticipated additional costs. Claims can also give rise to a contract modifica-
tion. However, as stated in FASB ASC 606-10-25-11, "in determining whether
the rights and obligations that are created or changed by a modification are
enforceable, an entity shall consider all relevant facts and circumstances in-
cluding the terms of the contract and other evidence."

3.1.30 Enforceability of the rights and obligations in a contract is a matter
of law. The practices and processes for establishing contracts with customers
vary across legal jurisdictions, industries, and entities. In addition, they may
vary within an entity. An entity should include consideration of those practices
and processes in determining whether and when an agreement with a customer
creates enforceable rights and obligations.

3.1.31 Determination of whether a contract claim is an enforceable right
will require judgment. Management should consider whether the contract or
other evidence provides a legal basis for the claim.

3.1.32 Paragraph BC39 of FASB ASU No. 2014-09 states that "the Boards
clarified that their intention is not to preclude revenue recognition for unpriced
change orders if the scope of the work has been approved and the entity expects
that the price will be approved. The Boards noted that, in those cases, the en-
tity would consider the guidance on contract modifications." BC81 of FASB ASU
No. 2014-09 also addresses unpriced change orders and claims and notes that
the boards concluded it was unnecessary to provide specific guidance on the ac-
counting for these types of modifications because FASB ASC Topic 606 includes
relevant guidance in paragraphs 10–13 of FASB ASC 606-10-25.

3.1.33 Contract modifications are accounted for as either a separate con-
tract or as part of the existing contract depending on the nature of the modifi-
cation.

3.1.34 FASB ASC 606-10-25-12 requires that a contract modification be
accounted for as a separate contract if both of the following conditions are
present:

a. The scope of the contract increases because of the addition of
promised goods or services that are distinct; and
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b. The price of the contract increases by an amount of consideration
that reflects the entity's standalone selling price of the additional
promised goods or services and any appropriate adjustments to that
price to reflect the circumstances of the particular contract. For ex-
ample, an entity may adjust the standalone selling price of an ad-
ditional good or service for a discount that the customer receives,
because it is not necessary for the entity to incur the selling-related
costs that it would incur when selling a similar good or service to a
new customer.

3.1.35 FASB ASC 606-10-25-13 explains that if a contract modification
does not meet both of the criteria in ASC 606-10-25-12 to be accounted for as
a separate contract, the remaining promised goods or services should be ac-
counted for as an adjustment to the existing contract, either prospectively or
through a cumulative catch-up adjustment depending on the specifics of the
contract modification.

3.1.36 As explained in FASB ASC 606-10-25-13a, an entity should account
for a contract modification as if it were termination of the existing contract, and
the creation of a new contract, if the remaining goods or services are distinct
from the goods or services transferred on or before the date of the contract
modification. The amount of consideration to be allocated to the remaining per-
formance obligation (or to the remaining distinct goods or services in a single
performance obligation identified in accordance with FASB ASC 606-10-25-14b
is the sum of

a. The consideration promised by the customer (including amounts
already received from the customer) that was included in the esti-
mate of the transaction price and that had not been recognized as
revenue and

b. The consideration promised as part of the contract modification.

3.1.37 As explained in FASB ASC 606-10-25-13b, an entity should account
for a contract modification as if it were a part of the existing contract if the re-
maining goods or services are not distinct and, therefore, form part of a single
performance obligation that is partially satisfied when the contract is modified.
The effect of the contract modification on the transaction price would be recog-
nized as an adjustment to revenue at the date of the contract modification (that
adjustment to revenue is made on a cumulative catch-up basis).

3.1.38 When a change order is combined with the original contract and the
remaining goods or services are part of a single performance obligation that is
partially satisfied, the contractor should consider the guidance in paragraphs
12–13 of FASB ASC 606-10-25 and update the transaction price and measure
of progress towards completion of the contract accordingly. As noted in FASB
ASC 606-10-25-13b in this situation the contractor will recognize the effect of
the contract modification as revenue (or as a reduction of revenue) at the date
of the contract modification on a cumulative catch-up basis.

3.1.39 When measuring the change in transaction price as a result of an
approved contract modification when the price of the modification has not been
agreed upon between the parties and the modification will be combined with the
original performance obligation, an entity should follow the guidance in para-
graphs 5–9 of FASB ASC 606-10-32 on estimating variable consideration and
paragraphs 11–13 of FASB ASC 606-10-32 on constraining estimates of vari-
able consideration. The entity should incorporate all relevant information and
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evidence in evaluating its best estimate of variable consideration and whether
it is probable that a significant reversal in the amount of cumulative revenue
recognized will not occur when the amount is ultimately finalized. Some of the
factors to consider in evaluating this amount include documentation for change
order costs that are identifiable and reasonable, and the entity's favorable expe-
rience in negotiating change orders, especially as it relates to the specific type
of contract and change order being evaluated. FinREC believes that this con-
strained estimate of the change in transaction price as a result of the contract
modification should be used in accounting for any adjustment to revenue aris-
ing from the application of this guidance (for example, a cumulative adjustment
to revenue as described in FASB ASC 606-10-25-13b).

3.1.40 If the final change in transaction price ultimately agreed with the
customer for the unpriced change order or claim differs from the estimate de-
termined previously, that change should be accounted for in accordance with
paragraphs 42–45 of FASB ASC 606-10-32. FinREC believes that an entity
should not subsequently revisit or adjust the original conclusion as to the type
of modification the change order represented (for example, whether the change
in transaction price reflected the standalone selling price of additional distinct
goods or services), unless there are indications that the original assessment
reflected a misapplication of the facts as they existed at the time.

Options Including Unexercised Options in a Loss Position
3.1.41 Determining if an option conveys a material right. Aerospace and

defense contracts often contain options that give customers the right to pur-
chase additional goods or services. Contracts with the United States Govern-
ment (USG) may contain options for additional units or renewals. FASB ASC
606-10-55-42 states the following:

If, in a contract, an entity grants a customer the option to acquire addi-
tional goods or services, that option gives rise to a performance obliga-
tion in the contract only if the option provides a material right to the
customer that it would not receive without entering into that contract
(for example, a discount that is incremental to the range of discounts
typically given for those goods or services to that class of customer
in that geographical area or market). If the option provides a mate-
rial right to the customer, the customer is in effect paying in advance
for future goods or services and revenue attributable to the material
right is recognized when those future goods or services are transferred
or when the option expires.

3.1.42 As noted in FASB ASC 606-10-55-43, options to acquire additional
goods or services at a price that reflects the standalone selling price do not
provide the customer with a material right. Options included in contracts with
the USG are typically negotiated at standalone selling prices because pricing
is established based on costs to complete the contract scope plus a reasonable
margin.

3.1.43 If an entity determines that an option provides a customer with
a material right that is then accounted for as a performance obligation, in ac-
cordance with FASB ASC 606-10-32-29 an entity is required to allocate the
transaction price to each performance obligation identified in the contract on a
relative standalone selling price basis. This would include allocating a portion
of the transaction price to the option.
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3.1.44 As explained in FASB ASC 606-10-55-44, the estimate of the stan-
dalone selling price of a customer option should reflect the discount that the
customer would obtain when exercising the option, adjusted for both any dis-
count that the customer could receive without exercising the option and the
likelihood that the option will be exercised.

3.1.45 FASB ASC 606-10-55-45 provides a practical alternative to allocat-
ing transaction price to an option. If a customer has a material right to acquire
future goods or services that are similar to the original goods or services in the
contract and are provided in accordance with the terms of the original contract,
the transaction price can be allocated to the optional goods or services by refer-
ence to the goods or services expected to be provided. Typically, those types of
options are for contract renewals.

3.1.46 The assessment as to whether or not an option grants a customer
a material right is completed at contract inception. No re-assessment of mate-
rial rights is required, even in cases where performance issues or cost increases
may result in a reduction in expected contract margins. Reduced margin due
to actual performance on a contract (that has options) in relation to other con-
tracts for similar products or services does not result in a material right being
granted to that customer because the customer did not pay in advance for the
future goods or services.

3.1.47 Accounting for customer's exercise of a material right. In accordance
with FASB ASC 606-10-25-23, an entity recognizes revenue as the amount al-
located to the material right when the future goods or services are transferred
or when the option expires.

3.1.48 At the March 30, 2015 TRG meeting, the accounting for an option
representing a material right upon exercise was discussed (TRG Agenda Ref.
No. 32). As explained in paragraphs 11 and 12 of the Agenda Ref. No. 34, March
2015 Meeting — Summary of Issues Discussed and Next Steps, on Issue 1: How
should an entity account for a customer's exercise of a material right?

TRG members agreed with the staff view that the guidance in the stan-
dard could be interpreted to support the following views.

View A: At the time a customer exercises a material right, an
entity should update the transaction price of the contract to
include any consideration to which the entity expects to be en-
titled as a result of the exercise. The additional consideration
should be allocated to the performance obligation underlying
the material right and should be recognized when or as the
performance obligation underlying the material right is sat-
isfied.

View B: The exercise of a material right should be accounted
for as a contract modification. That is, the additional consid-
eration received and/or the additional goods or services pro-
vided when a customer exercises a material right represent
a change in the scope and/or price of a contract. An entity
should apply the modification guidance in paragraphs 606-
10-25-10 through 25-13.

Although most TRG members thought both Views A and B were sup-
portable by the new revenue standard, most TRG members leaned
toward View A. Other TRG members thought that View B could be
acceptable based on the definition of a contract modification in the
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standard. The staff agrees with TRG members that both View A and
View B could be in accordance with the guidance in the new revenue
standard, depending on the facts and circumstances. TRG members
observed that in most, but not all, cases the financial reporting out-
come of applying View A or View B would be similar. Only in cases in
which the optional goods or services are determined to be not distinct
from the original promised goods or services, would the results appear
to differ. The staff thinks that an entity typically would conclude that
an optional good or service is distinct. The method used to account for
the exercise of a material right will depend on the facts and circum-
stances of the arrangement. TRG members agreed with the staff view
that the method used should be applied consistently by an entity to
similar types of material rights with similar facts and circumstances.

3.1.49 Differentiating between an option and variable consideration. De-
termining whether a contract contains an option to purchase additional goods
and services or includes variable consideration based on variable quantities
(such as indefinite delivery or indefinite quantity (IDIQ) contracts within the
aerospace and defense industry) will require entities to exercise judgment.

3.1.50 Although the accounting for a contract that contains an option to
purchase additional goods and services and a contract that includes variable
consideration may result in only minimal differences in the timing and mea-
surement of revenue recognized in a reporting period, there could be differences
in required disclosures. Further, the determination can result in significant dif-
ferences in the amount and timing of revenue recognized in a reporting period
when contracts contain multiple performance obligations.

3.1.51 Although judgment will sometimes be needed to distinguish be-
tween contracts with an option to purchase additional goods or services and
contracts that have variable consideration, at the November 9, 2015 TRG meet-
ing, the TRG discussed the accounting for customer options for additional goods
and services (TRG Agenda Ref. No. 48). Paragraph 9 of TRG Agenda Ref. No.
49 noted the following:

TRG members agreed that an important first step to distinguish-
ing between optional goods or services and variable consideration for
promised goods or services is to identify the nature of the entity's
promise to the customer as well as the enforceable rights and obli-
gations of the parties. With an option for additional goods or services,
the customer has a present right to choose to purchase additional dis-
tinct goods or services (or change the goods and services to be deliv-
ered). Prior to the customer's exercise of that right, the vendor is not
presently obligated to provide those goods or services and the customer
is not obligated to pay for those goods or services. In the case of vari-
able consideration for a promised good or service, the entity and the
customer previously entered into a contract that obligates the entity to
transfer the promised good or service and the customer to pay for that
promised good or service. The future events that result in additional
consideration occur after (or as) control of the goods or services have
(or are) transferred. When a contract includes variable consideration
based on a customer's actions, those actions do not obligate the entity
to provide additional distinct goods or services (or change the goods or
services to be transferred), but rather, resolve the uncertainty associ-
ated with the amount of variable consideration that the customer is
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obligated to pay the entity. TRG members thought that the staff paper
provided a useful framework for evaluating the issue, but that judg-
ment will be required in many cases.

3.1.52 Unexercised options in a loss position. Existing industry guidance
provides for the inclusion of contract options that are probable of exercise in
the determination of a loss and related provision. FASB ASC 605-35-25-46 (as
amended for FASB ASC 606) states "When the current estimates of the amount
of consideration that an entity expects to receive in exchange for transferring
promised goods or services to the customer, determined in accordance with ASC
606, and the contract indicates a loss, a provision for the entire loss on the con-
tract shall be made." This guidance only applies to contracts within the scope
of FASB ASC 605-35.

3.1.53 FASB ASC 605-35-25-46A (as amended for FAB ASC 606) also
states, "For the purpose of determining the amount that an entity expects to re-
ceive in accordance with paragraph 605-35-25-46, the entity shall use the prin-
ciples for determining the transaction price in paragraphs 606-10-32-2 through
32-27 (except for the guidance in paragraphs 606-10-32-11 through 32-13 on
constraining estimates of variable consideration) and allocating the transac-
tion price in paragraphs 606-10-32-28 through 32-41."

3.1.54 Therefore, stakeholders may interpret that FASB ASC 606 would
not require entities to record a provision for losses relating to contractual op-
tions that are probable of exercise. However, FinREC believes the boards' intent
in amending and retaining the guidance in FASB ASC 605 on accounting for
contract losses was that the accounting would not change compared to current
industry guidance. In general, entities should continue to include losses on op-
tions that are probable of exercise in determining the provision for losses on
contracts, consistent with current industry guidance. Additionally, consistent
with current guidance, entities would not include profitable options that are
probable of exercise when determining the amount of the provision for loss on
an existing contract.

3.1.55 The following examples are meant to be illustrative, and the actual
determination of the appropriate method for accounting for the contract modi-
fication as stated in FASB ASC 606-10-25-10 should be based on the facts and
circumstances of an entity's specific situation.

Example 3-1-7 — Modification — Sale of Additional Products
Upon Exercise of Option

Part 1 — Option is distinct

A contractor enters into an arrangement with the government to sell 1,000
rocket launchers for $10M ($10,000 per rocket launcher), with an option to pur-
chase an additional 500 rocket launchers for $10,000 each. The option does not
include a material right because the price of the additional rocket launchers
represents the standalone selling price. The rocket launchers are transferred
to the customer over a six-month period. The contractor has concluded that all
1,000 rocket launchers represent a single performance obligation as the rocket
launchers are highly customized and specialized for the customer and the en-
tity is responsible for the overall management of the contract, which requires a
significant service of integration of various activities, including procurement of
materials, identifying and managing subcontractors, and performing manufac-
turing, assembly, and testing for all rockets. The parties modify the contract in
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month six upon exercise of the government's option to purchase the additional
500 rocket launchers for $10,000 each.

Based on the specific facts and circumstance, the entity may conclude that the
modification to sell the additional 500 rocket launchers at $10,000 each should
be accounted for as a separate contract in accordance with FASB ASC 606-10-
25-12. The additional rocket launchers are distinct because the modification
will be managed separately due to the existing contract being substantially
complete and the price for the additional rocket launchers reflect their stan-
dalone selling price.

Part 2 — Option is not distinct

In this example, if the customer exercises the option in month one, the entity
may conclude that the modification to sell the additional 500 rocket launchers
at $10,000 each should be accounted for as part of the existing single perfor-
mance obligation because of the significant integration service that will be pro-
vided to manufacture and produce the 1,500 rocket launchers over the same
period of performance.

Example 3-1-8 — Modification — Extending a Services Contract at a
Price That Doesn't Represent Standalone Selling Price

An entity enters into a contract to provide a customer with logistic support ser-
vices for three years for $450,000 per year. For the purposes of this example,
it is assumed that the entity determines that based on the nature of the ser-
vice (that is, providing a service that is available for a customer to use as and
when the customer decides) it was providing the customer a series of distinct
services that are substantially the same and have the same pattern of transfer.
Therefore, the entity concludes that, for the purposes of this example, it should
recognize the three years of service as a single performance obligation (that is, a
series of distinct services). The original contract does not provide the customer
the option to renew the contract after the three years. The standalone selling
price for the service at inception of the contract is $450,000 per year.

At the end of the second year, the parties agree to modify the contract as fol-
lows: (1) the fee for the third year is reduced to $360,000; and (2) customer
agrees to extend the contract for another three years for $900,000 ($300,000
per year). The standalone selling price of the services at the time of modifica-
tion is $360,000.

Based on the specific facts and circumstances in this example, the entity be-
lieves that the modification should not be accounted for as a separate contract.
The price of the contract did not increase by an amount of consideration that
reflects the standalone selling price of the additional services, even though the
additional services are distinct.

Revenue for the modified contract is recognized prospectively over the modified
service period (which is the last year remaining under the original contract plus
the three additional years). The entity should reallocate the remaining consid-
eration to all the remaining services to be provided. This results in $315,000
(calculated as $360,000 re-negotiated fee for the final year of the original con-
tract plus $900,000 contract modification divided by 4 years) being recognized
in each of the remaining years.

An entity will account for a contract modification prospectively if the contract
contains a single performance obligation that is made up of a series of distinct
goods or services. To account for the modification prospectively, the entity's

©2019, AICPA AAG-REV 3.1.55



102 Revenue Recognition

performance completed to date must be separable from its remaining perfor-
mance obligations (that is, the remaining promised goods or services in the
modified contract are distinct from goods or services previously provided to the
customer).

Example 3-1-9 — Modification — Additional Promise Is Not Distinct

A contractor enters into a contract to design an unmanned aerial vehicle and
manufacture ten identical prototype units for $2 billion. The new design in-
cludes certain key functionality that has not been proven. It is expected that
the design will be modified during production of the prototypes and that any
given prototype might be modified based on the design changes and learnings
from another prototype. The deliverable to the customer is the prototype units;
the customer does not obtain rights to the new design apart from the units. The
contractor has evaluated the design services and manufacturing of the proto-
types (design and build) as a single performance obligation as the contractor
provides a significant service of integrating goods or services promised in the
contract and some of these goods and services could significantly modify or cus-
tomize others in the contract. In this particular fact pattern, the entity expects
to continually modify the prototypes due to design changes that are expected to
occur during production. Although the design and production might have ben-
efits on their own, in the context of the contract, the contractor has determined
that they are not separable. This is because the entity has determined both the
design and production are highly dependent on and highly interrelated with
each other. At the end of year one, the contractor and customer agree to modify
the original design plan, which increases the expected revenue and expected
cost by approximately $300M and $275M, respectively.

Based on the specific facts and circumstances in this example, the entity be-
lieves that the modification does not create a distinct good or service and the
remaining design and production of prototypes to be provided under the modi-
fied contract are not distinct from the services already provided. The contractor
should account for the modification as if it were part of the original contract
and update its measure of progress and estimates to account for the effect of
the modification. This will result in a cumulative catch-up adjustment at the
date of the contract modification.

Example 3-1-10 — Modification — Unpriced Change Order

A contractor enters into a contract with a customer to develop a satellite. Af-
ter development starts, the customer changes the specifications of the satellite.
The contractor is asked to process the changes; however, the price has not yet
been approved and is not expected to be approved before the development is
completed. These types of changes are common and the contractor has a his-
tory of executing unpriced change orders with this customer that it believes is
predictive of future prices.

The changes in the satellite specifications will be accounted for when a con-
tract modification exists. A contract modification, such as an unpriced change
order, exists when the parties to the contract approve a modification that cre-
ates or changes the enforceable rights and obligations of the parties. Determin-
ing whether there is a valid expectation that the price for the modification will
be approved is based on specific facts and circumstances. The contractor may be
able to determine that it expects the price of the scope change to be approved
based on its experience with a particular customer. If so, the contractor will
estimate the change in transaction price based on a probability-weighted or
most likely amount approach (whichever is most predictive), provided that it is
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probable that a significant reversal in the cumulative amount of revenue recog-
nized will not occur when the price of the change order is approved. Estimates
of unpriced change orders need to be re-evaluated at each reporting period.

Example 3-1-11 — Modification — Claims

A contractor enters into a contract for the deployment and installation of radar
systems for the government. The contractor has concluded that the contract
has one performance obligation at contract inception due to the significant in-
tegration service provided by the contractor in developing and installing the
radar systems. Due to reasons outside of the contractor's control (for example,
customer-caused delays), the cost of the contract far exceeds original estimates.
The additional costs do not result in the addition of distinct goods or services.
The contractor submits a claim against the government to recover a portion of
these costs. The claim process is in its early stages, but the contractor has a
long history of successfully negotiating claims with the government.

Based on the contractor's history of successfully negotiating claims with the
government, it assesses the legal basis of the claim and determines that it has
enforceable rights. The contractor would account for the claim as a contract
modification. The contractor determines that because the modification did not
result in the addition of distinct goods or services, the adjustment to revenue
should be made on a cumulative catch-up basis. The contractor updates the
transaction price and the calculation of progress toward completion for the per-
formance obligation. The contractor also considers the constraint on estimates
of variable consideration when estimating the transaction price.

In making the preceding assessments, the contractor would evaluate factors
such as whether the amount of consideration is highly susceptible to factors
outside of their control, relevant experience with similar claims, the period of
time before resolution of the claim, past practice of negotiating an amount less
than the entire claim, and so on. to determine the likelihood or magnitude of
a revenue reversal for the variable consideration. The contractor may need to
obtain advice from legal counsel regarding the likelihood of prevailing on its
claim. Some or the entire variable consideration for the claim is included in the
transaction price if the contractor believes that it is probable that cumulative
revenue recognized would not be subject to significant reversal in future pe-
riods. For performance obligations satisfied over time, this results in some or
the entire claim amount being included in the calculation of revenue when the
measure of progress is applied. Amounts included in the transaction price will
be updated until resolution of the claim.

Example 3-1-12 — Modification — Sale of Additional Products

Part 1

A contractor enters into an arrangement with the government to sell two highly
customized and specialized radars engineered and produced for the customer
for $10M ($5M per radar). It is anticipated that two additional radars will be
added to the contract through a contract modification. The radars are devel-
oped to replace and improve existing functionality and function with an original
radar system already owned by the government so the network is operational
continuously (that is, not all four radars are needed for a functional system).
Radars 1 and 2 were produced concurrently, on the same production line, with
shared labor, materials, logistics and program management over a four-year
period and thus were determined to represent one performance obligation.

©2019, AICPA AAG-REV 3.1.55



104 Revenue Recognition

The contractor received a modification for an additional radar (Radar 3) for $5
million, with the same customizations and specifications as the radars under
the initial arrangement. Radar 3 will be produced concurrently and will share
labor, materials, and program management with Radars 1 and 2.

Based on the specific facts and circumstance in this example, the entity be-
lieves that the modification to sell the additional radar does not represent a
distinct good or service due to the additional radar not being distinct in the
context of the contract and should be combined with the original contract. The
production of the three radars are considered highly interdependent and highly
interrelated to each other. The measure of progress and estimates to account
for the effect of the modification should be updated, resulting in a cumulative
catch-up adjustment at the date of the contract modification.

Part 2

In year four of the contract, a modification for two additional radars is secured
for $5M each, which represents standalone selling price on the modification
date. When the contract is modified to add two additional radars, Radar 1 is
already in full operational use and Radars 2 and 3 are in the final stages of
testing before deployment. Due to the timing of the modification, the two addi-
tional radars will be produced separately with no overlapping materials, logis-
tics, testing or program management with the original three radars.

Based on the specific facts and circumstance in this example, the entity believes
that the modification to sell the additional two radars at $5M each should be
accounted for as a separate contract because the additional radars are distinct,
the price for the additional radars reflects standalone selling price, and the
existing contract would not be affected by the modification.

Example 3-1-13 — Modification — Additional Services Are Not Distinct

A contractor enters into a contract to develop a global security program to be
used at points of entry across the globe for the customer. The new program has
certain key functionality that has not been proven. The contract is structured
with a base phase 1 and options to execute additional phases to complete the
fully integrated program as the customer obtains funding. The first phase in-
cludes the design of the security program. After phase 1 begins, the customer
issues three modifications that exercise the options for including the develop-
ment, production, and initial support phases of the program. The activities in
each phase overlap each other and are highly inter-related (that is, production
begins during development, issues during development lead to changes in de-
sign, the support phase could lead to changes in design and development, and
so on). Although the phases might have benefits on their own, in the context of
the contract, the contractor has determined that they are not separable because
they are highly inter-related. For the customer to have a functioning global se-
curity network, all modifications and phases are required. The contractor has
concluded that none of the options contain a material right at contract incep-
tion.

Based on the specific facts and circumstances in this example, the entity be-
lieves that each modification is accounted for as if it were part of the original
contract upon exercise. As the phases are highly inter-related, they are not dis-
tinct from each other. Each modification should be treated as part of the ex-
isting contract. The adjustment to the contract price and measure of progress
should be accounted for as a cumulative catch-up adjustment at the date of the
modification.
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Example 3-1-14 — Option — Material Right

A contractor is awarded a contract to design and qualify a new product, with
an option for full rate production of the new product. Profit margin is bid at
10 percent for the non-recurring design and qualification effort, but at a loss of
(2 percent) for the full rate production. Full rate production for similar prod-
ucts for similar customers is typically priced at 15 percent. In this example,
the option for full rate production is likely a material right because the entity
agreed to a reduced margin on the full rate production compared to similar con-
tracts for similar customers, and it is assumed that this discount is material
in the context of the contract. It is also assumed in this example that the ef-
fort expended by the contractor under the full rate production option and full
rate production for similar products for similar customers are the same, and
excludes non-recurring design and qualification work in each case.

Therefore, the contractor should consider the material right to be a separate
performance obligation, and should allocate the transaction price between the
two accordingly, in accordance with paragraphs 41–45 of FASB ASC 606-10-55
and paragraphs 28–41 of FASB ASC 606-10-32.

Example 3-1-15 — Option — Material Right With Low Probability
of Exercise

An entity enters into a contract to sell two helicopters to a large metropolitan
police force, with an option for a third helicopter with a discount of 20 percent off
the selling price, which is not offered to similar customers for similar products.
The customer has never owned and operated more than two helicopters at one
time due to operational needs and budgetary constraints. Further, the entity
believes it is unlikely that the customer will exercise the option for the third
helicopter. In this example, the low probability of the exercise does not eliminate
the customer's material right. The option to purchase the third helicopter at a
discount represents a material right because paying the full price for the first
two helicopters results in the customer effectively paying in advance for the
discounted third helicopter.

In accordance with FASB ASC 606-10-55-44, the low probability that the cus-
tomer will exercise the option should be factored into the determination of the
amount to be allocated to the material right related to the option. In other
words, the low probability of the option's exercise should result in a much lower
allocation of the transaction price to the material right.

Step 2: Identify the Performance Obligations in the Contract

Identifying the Unit of Account in Design, Development, and
Production Contracts
This Accounting Implementation Issue Is Relevant to Step 2: "Identify the Per-
formance Obligations in the Contract," of FASB ASC 606.

3.2.01 Paragraphs 14–22 of FASB ASC 606-10-25 discuss how to deter-
mine whether promised goods and services in the contract represent separate
performance obligations.

3.2.02 FASB ASC 606-10-25-16A and BC12 of FASB ASU No. 2016-10,
Revenue from Contracts with Customers (Topic 606)—Identifying Performance
Obligations and Licensing, first establish that immaterial items are not re-
quired to be assessed as promised goods or services for purposes of identifying
performance obligations. A contractor should consider the relative significance
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or importance of a particular promised good or service at the contract level
rather than at the financial statement level, considering both the quantita-
tive and the qualitative nature of the promised good or service in the contract.
Although this assessment is expected to be straightforward in many cases, ap-
plying this notion will often require judgment. FASB ASC 606-10-25-16B also
clarifies that this approach to materiality does not apply to customer options
and related material rights, where specific guidance in FASB ASC 606-10-55-
41 through 55-45 applies. When goods or services are assessed as immaterial in
the context of the contract and are not treated as performance obligations, any
transaction price charged for those items will be allocated to the performance
obligations in the contract and recognized when those performance obligations
are satisfied. FASB ASC 606-10-25-16A indicates that the costs of these imma-
terial goods and services should be accrued if the related revenue is recognized
in advance of the immaterial goods or services being transferred to the cus-
tomer.

3.2.03 FASB ASC 606-10-25-14 establishes that a contractor should as-
sess goods or services promised in a contract (unless immaterial as seen previ-
ously) and identify as performance obligations each promise to transfer to the
customer either:

a. A good or service (or bundle of goods or services) that is distinct; or,
b. A series of distinct goods or services that are substantially the same

and that have the same pattern of transfer to the customer.

3.2.04 FASB ASC 606-10-25-15 explains that a series of distinct goods or
services has the same pattern of transfer to the customer if both the following
criteria are met:

a. Each distinct good or service in the series that the entity promises
to transfer to the customer would meet the criteria in ASC 606-10-
25-27 to be a performance obligation satisfied over time; and

b. In accordance with ASC 606-10-25-31 through 25-32, the same
method would be used to measure the entity's progress toward com-
plete satisfaction of the performance obligation to transfer each dis-
tinct good or service in the series to the customer.

3.2.05 Determining whether goods and services are distinct is a matter
of judgment. BC29 of FASB ASU No. 2016-10 clarifies that a contractor should
evaluate whether the multiple promised goods or services in the contract are
outputs or, instead, are inputs to a combined item (or items). The inputs to a
combined item (or items) concept might be further explained, in many cases, as
those in which an entity's promise to transfer the promised goods or services
results in a combined item (or items) that is greater than (or substantively
different from) the sum of those promised (component) goods and services. A
combined output may include more than one phase, element, or unit.

3.2.06 Although FASB ASC 606-10-25-19a effectively looks to the eco-
nomic substance of each good or service to determine whether a customer can
benefit from that good or service either on its own or with readily-available
resources or those available to the customer in the marketplace, FASB ASC
606-10-25-19b requires the contractor to evaluate whether the promised good
or service is separately identifiable from other promises in the contract (that
is, the promise to transfer the good or service is distinct within the context
of the contract) and FASB ASC 606-10-25-21 provides a nonexclusive list for
the contractor to consider. A contractor's evaluation of the indicators may vary
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depending on the specific circumstances of the contract, and one contractor's
evaluation may not coincide with another's.

3.2.07 In many aerospace and defense contracts, the finished deliverable
consists of a number of subcomponents that normally provide benefit to the cus-
tomer on their own or together with other readily available resources. There-
fore, the contractor's evaluation regarding whether a promised good or service
is distinct will likely depend more on meeting the criteria in FASB ASC 606-
10-25-19b.

3.2.08 FASB ASC 606-10-25-21 includes certain factors for consideration
in determining whether a contractor's promise to transfer a good or service to
a customer is separately identifiable; however, it does not limit a contractor's
consideration only to those factors identified. As a result, an entity's evaluation
of the indicators in FASB ASC 606-10-25-21 will be largely driven by the nature
of the transaction and the specific facts and circumstances of the contract.

3.2.09 For instance, BC30 of FASB ASU No. 2016-10 acknowledges that
the notion of 'separable risks' can influence the separately identifiable concept
analysis. Therefore, understanding whether the risk that an entity assumes to
fulfill its obligation to transfer one of those promised goods or services to the
customer is a risk that is inseparable from the risk relating to the transfer of
the other promised goods or services, may help the analysis under FASB ASC
606-10-25-21.

3.2.10 As explained in BC32 of FASB ASU No. 2016-10, the contractor
should evaluate whether two or more promised goods or services (for example, a
delivered item and an undelivered item) each significantly affect the other (and,
therefore, are highly interdependent or highly interrelated) in the contract. The
contractor should not merely evaluate whether one item, by its nature, depends
on the other (for example, an undelivered item that would never be obtained
by a customer absent the presence of the delivered item in the contract or the
customer having obtained that item in a different contract).

3.2.11 According to BC33 of FASB ASU No. 2016-10, a contractor should
also consider the utility of the promised goods or services (that is, the ability of
each good or service to provide benefit or value). This is because a contractor
may be able to fulfill its promise to transfer each good or service in a contract
independently of the other, but each good or service may significantly affect
the other's utility to the customer. The "capable of being distinct" criterion also
considers the utility of the promised good or service, but merely establishes the
baseline level of economic substance a good or service must have to be "capable
of being distinct." Therefore, utility also is relevant in evaluating whether two
or more promises in a contract are separately identifiable because even if two
or more goods or services are capable of being distinct because the customer can
derive some economic benefit from each one, the customer's ability to derive its
intended benefit from the contract may depend on the entity transferring each
of those goods or services.

3.2.12 Another important judgment in interpreting FASB ASC 606-10-25-
21a is whether the integration service is significant. BC107 of FASB ASU No.
2014-09 explains that the risk of transferring individual goods or services is
inseparable from an integration service because a substantial part of the en-
tity's promise to a customer is to ensure the individual goods or services are
incorporated into the combined output. BC107 continues to explain that this
factor may be relevant in many construction contracts in which the contractor
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provides an integration (or contract management) service to manage and coor-
dinate the various construction tasks and to assume the risks associated with
the integration of those tasks.

3.2.13 An integration service may be evident when combining several
subcomponents into a single deliverable (for example, a single ship). However,
many aerospace and defense contracts are for the provision of multiple units
of the same (or similar) end product (such as multiple ships, vehicles, and the
like). In these arrangements, additional judgment will be required when eval-
uating whether there is a substantial integration service across the multiple
units and not just within each individual unit.

3.2.14 FASB ASC 606-10-25-21b states that two or more promises to
transfer goods or services to a customer are not separately identifiable when
"one or more of the goods or services significantly modifies or customizes, or
are significantly modified or customized by, one or more of the other goods or
services promised by the contract." BC108 of FASB ASU No. 2014-09 indicates
that the factor described in FASB ASC 606-10-25-21a could apply to industries
other than the construction industry and provided an example of a software de-
velopment contract with significant integration services. As a result, the Boards
clarified the factor discussed in FASB ASC 606-10-25-21b. BC108 of FASB ASU
No. 2014-09 further explains that it was not intended for this factor to be ap-
plied too broadly to software integration services for which the risk that the
entity assumes integrating the promised goods or services is negligible.

3.2.15 Some aerospace and defense companies enter into arrangements
for IT-related goods and services and consistent with BC107 and BC108 of
FASB ASU No. 2014-09, this factor should be considered with respect to such
contracts. This factor might also be applicable to other circumstances where a
good or service is being modified or customized. For example, an aerospace and
defense company might promise to deliver to a customer a standard vehicle
that has been substantially modified for the customer's purposes (for example,
replacing quarter panels with armor, modifying the engine, frame and suspen-
sion to accommodate additional weight, installing bulletproof glass). In this
circumstance, FinREC believes that these services are significantly modifying
or customizing the vehicle and those services should be combined with the ve-
hicle into a single distinct performance obligation. If the contract was to deliver
multiple standard vehicles with customization services, the entity would need
to consider the factors in FASB ASC 606-10-25-21 in assessing if the promise
to transfer each separate vehicle is distinct within the context of the contract.

3.2.16 The factor in FASB ASC 606-10-25-21c explains that two or more
promises to transfer goods or services to a customer are not separately identifi-
able if the goods and services are highly interdependent or highly interrelated.
BC111 of FASB ASU No. 2014-09 indicates that, in some cases, it might be
unclear whether the entity is providing an integration service or whether the
goods or services are significantly modified or customized.

3.2.17 Example 10 — Goods and Services are Not Distinct, Case B: Sig-
nificant Integration Service, in FASB ASC 606-10-55-140A through 55-140C,
provides an example to illustrate a circumstance where the manufacturing of
multiple units of a highly complex, specialized device is considered one per-
formance obligation because the activities required to produce those units are
highly interdependent and highly interrelated.
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3.2.18 Consistent with example 10, Case B of FASB ASC 606-10-55-140A

through 55-140C, FinREC believes an entity should consider the following fac-
tors that indicate that multiple units of a product in a production only arrange-
ment are not separately identifiable in accordance with FASB ASC 606-10-25-
19b and therefore not distinct:

a. The product specifications are complex and customized to the cus-
tomer's needs

b. A manufacturing process specific to this contract is established in
order to produce the contracted units

c. The entity is responsible for the overall management of the con-
tract, including performance and integration of various activities
including procurement of materials; identifying and managing sub-
contractors; and performing manufacturing, assembly, and testing.

3.2.19 FinREC believes an entity should consider the following factors
that indicate that the promised goods and services in a design, development,
and production contract are not separately identifiable in accordance with
FASB ASC 606-10-25-19b and therefore not distinct:

a. During the bidding process, the customer did not seek separate bids
on the design and production phases.

b. The contract involves design and production services for a new or
experimental product.

c. The specifications for the product include unproven functionality.
d. The contract involves the production of prototypes or significant

testing of initial units produced for the purpose of refining product
specifications or designs.

e. The design of the product will likely require revision during pro-
duction based on the testing of initial units produced.

f. It is likely that initial units produced will require rework to comply
with final specifications.

3.2.20 If after having considered the factors in FASB ASC 606-10-25-21
a contractor has determined that promised goods or services are distinct, the
contractor would then consider whether those distinct goods or services repre-
sent a series that are treated as a single performance obligation. As part of this
analysis, the contractor would consider whether those distinct goods or services
are substantially the same and have the same pattern of transfer to the cus-
tomer as required by FASB ASC 606-10-25-14b. FASB ASC 606-10-25-15 states
that

a series of distinct goods and services has the same pattern of transfer
to the customer if both of the following criteria are met: (a) each dis-
tinct good or service in the series that the entity promises to transfer to
the customer would meet the criteria in paragraph 606-10-25-27 to be
a performance obligation transferred over time, and (b) in accordance
with paragraphs 606-10-25-31 through 25-32, the same method would
be used to measure the entity's progress toward complete satisfaction
of the performance obligation to transfer each distinct good or service
in the series to the customer.

3.2.21 The following examples are meant to be illustrative, and the actual
determination of the performance obligation(s) in the contract should be based
on the facts and circumstances of an entity's specific situation.
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Example 3-2-1 — Illustration of FASB ASC 606-10-25-21a

Aerospace and Defense Corp. (A&D) has contracted with the U.S. Navy to fi-
nalize design, develop and construct a warship. The U.S. Navy has specified
various aspects of the warship, including the speed at which it must be able to
travel, and that it must use nuclear power. No warship of this nature exists in
the world today.

Nearly all the component goods and services that will be assembled into the
new warship either provide benefit to customers on their own or with other
readily available resources.

The component goods, materials, and services to this contract (for example,
steel plates, computer systems, elevators, welding services, nuclear power gen-
erators) are not separable, and therefore not distinct, in this contract because
A&D is providing a significant integration service of using the various individ-
ual materials and services (and subcontractors under its direction) as inputs to
deliver the combined item for which the customer has contracted (for example,
the warship).

As a result, A&D concludes that this contract contains only one performance
obligation — the warship.

Example 3-2-2 — Illustration of ASC 606-10-25-21c (Consistent With Ex-
ample 10 — Goods and Services Are Not Distinct, Case B: Significant
Integration Service, in FASB ASC 606-10-55-140A Through 55-140C)

Aerospace and Defense Corp. (A&D) has contracted with the U.S. Army to de-
liver multiple units of a complex and specialized armored vehicle. The U.S.
Army has specified various aspects of the vehicle, including speed, weight,
weaponry, and other specifications. The specifications are unique to the cus-
tomer based on a specified design that is owned by the customer and was de-
veloped under a separate contract. A&D has previously produced an initial pro-
duction lot of these vehicles under a separate contract and A&D has entered
into a new contract for the production of multiple units. A&D is responsible for
the overall management of the contract, which requires the performance and
integration of various activities including procurement of materials; identify-
ing and managing subcontractors; and performing manufacturing, assembly,
and testing.

A&D assesses the promises in the contract and determines that each of the
promised vehicles is capable of being distinct in accordance with FASB ASC
606-10-25-19a because the customer can benefit from each vehicle on its own.
This is because each vehicle can function independently of the other vehicles.

A&D then assesses whether the vehicles are distinct within the context of the
contract in accordance with FASB ASC 606-10-25-19b. A&D observes that the
nature of its promise is to establish and provide a service of producing the full
complement of vehicles for which the U.S. Army has contracted in accordance
with the customer's specifications. A&D considers that it is responsible for over-
all management of the contract and for providing a significant service of inte-
grating various goods and services (the inputs) into its overall service and the
resulting vehicles (the combined output) and, therefore, the vehicles and the
various promised goods and services inherent in producing those vehicles are
not separately identifiable in accordance with paragraphs 19(b)–21 of FASB
ASC 606-10-25. In this case, the nature of A&D's performance and, in par-
ticular, the significant integration service of the various activities mean that
a change in one of A&D's activities to produce the vehicles has a significant
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effect on the other activities required to produce the highly complex special-
ized vehicles such that A&D's activities are highly interdependent and highly
interrelated. Because the criterion in FASB ASC 606-10-25-19b is not met, the
goods and services that will be provided by A&D are not separately identifiable,
and, therefore, are not distinct.

As a result, A&D accounts for all the goods and services promised in the con-
tract as a single performance obligation.

Example 3-2-3

In addition to the delivery of the armored vehicles described in example 3-2-2,
the contract also includes maintenance of the armored vehicles after delivery to
the customer for a period of three years. A&D determines that the maintenance
component is material in the context of the contract. The maintenance promise
does not significantly modify or customize the production of the specialized ve-
hicles and the production is not highly dependent upon the maintenance ac-
tivities. A&D will satisfy the maintenance without using shared material, sub-
contractor, manufacturing, assembly or testing components from those used in
the production of the vehicles, and the maintenance activities will be performed
after the vehicles are delivered. In this case, a change in one of A&D's activities
under either of these promises would not have a significant effect on the other.
As such, the two promises are not highly interdependent or highly interrelated.
Because the criterion in FASB ASC 606-10-25-19b is met, A&D's promise to
provide maintenance on the vehicles is separately identifiable, and, therefore,
distinct from production of the vehicles. As a result, A&D would account for the
delivery of the vehicles as a single performance obligation separate from the
maintenance.

A&D would then evaluate the maintenance activities to determine whether
they consist of distinct goods or services. If the maintenance activities consist of
only one distinct good or service, for example because under FASB ASC 606-10-
25-21c A&D concludes that it provides a significant integration service between
the different maintenance activities, then the maintenance activities would be
treated as a single performance obligation. If A&D concludes that there are
more than one distinct goods or services within the maintenance activities, for
example because none of the criteria in FASB 606-10-25-21a–c are met, A&D
would then consider FASB ASC 606-10-25-14b and 606-10-25-15 to determine
whether those distinct goods or services represent a series that are treated as
a single performance obligation. As discussed at the July 2015 TRG meeting, in
making this assessment, A&D would consider whether the nature of its promise
for the maintenance service is a specified quantity of maintenance service or the
act of standing ready to perform the maintenance service. If the nature of the
promise is the delivery of a specified quantity of a service, then the evaluation
should consider whether each service is distinct and substantially the same. If
the nature of A&D's promise is the act of standing ready or providing a single
service for a period of time (that is, because there is an unspecified quantity
to be delivered), the evaluation would likely focus on whether each time incre-
ment, rather than the underlying activities, are distinct and substantially the
same.

Example 3-2-4

Subcontractor Y has a long-term arrangement to exclusively produce for A&D
the engines used on the armored vehicles described in example 3-2-2. The en-
gines are procured through multiple individual purchase orders which may
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include the volume for an entire year at a time. Each of Y's purchase orders
is a separate contract with its customer.

In contrast to example 3-2-2, in this example the engines are specific to the
vehicle but not highly specialized, and Subcontractor Y does not manage other
subcontractors. Subcontractor Y produces engines for other specialized vehi-
cles that have many similar characteristics to the engines being produced for
A&D. Although the engines required investment in non-recurring engineer-
ing, such investment was not considered significant. Y is responsible for the
management of the engines contract, which requires some degree of integra-
tion across engines (for instance, Y may have to integrate certain upgrades or
changes); however, this type of integration is not seen as significant in the con-
text of the contract, which is seen primarily as the production of a quantity of
known equipment. Although the engines may be produced on a dedicated man-
ufacturing line, the manufacturing process itself is similar to how Y produces
unrelated engines for unrelated products for different customers. As such, the
manufacturing process is not so specific as to have no transferable use on other
products.

Because Y is in the business of producing specialized engines and typically
contracts with its customers for limited incremental volumes, Y does not view
a single engine as being significantly interrelated or dependent on the other
engines delivered in ways that are significant. That is, Y's contracts with A&D
are not contemplative of a single solution, therefore the individual engines are
viewed as being distinct in the context of the contract. Because the engines are
also "capable of being distinct," Y concludes that the engines are individually
distinct.

As the engines have been determined to be individually distinct, Y would then
consider FASB ASC 606-10-25-14b and 606-10-25-15 to determine whether
those distinct engines represent a series that are treated as a single perfor-
mance obligation. As part of this analysis, Y would consider whether those en-
gines are substantially the same and have the same pattern of transfer to A&D
(that is, does each engine meet the criteria to be a performance obligation sat-
isfied over time and would the same method be used to measure Y's progress
toward complete satisfaction of the performance obligation to transfer each dis-
tinct engine in the series).

Example 3-2-5 — Illustration of ASC 606-10-25-21c

A&D Corp. entered into a contract with the U.S. Air Force on January 1, 20X0
to design and build a next generation unmanned aerial vehicle (UAV). The per-
formance and system requirements requested of A&D are new and advanced
and will require significant research and development (R&D), a new design for
the UAV, as well as the creation of a special production process for these new
machines.

The initial contract calls for A&D to produce fifteen of the UAVs for testing
and use in limited real-life scenarios. A&D expects it will take approximately
three years to design and develop the first UAV, but that the remaining fourteen
initial order UAVs will be delivered over a period of two years after completion
of the prototype unit. At the time of delivery of the first UAV, the remaining
fourteen UAVs will be in various stages of production. Any changes in design
made during the three years of designing and developing the first UAV will also
be required to be made to the remaining 14 in process UAV units.

Although the customer can benefit from each UAV independently of the others
(each UAV will fly and perform reconnaissance and other functions independent

AAG-REV 3.2.21 ©2019, AICPA



Aerospace and Defense Entities 113
of the other fourteen units), A&D has determined that the design and produc-
tion services and the 15 UAVs are a single performance obligation because they
are not distinct in the context of the contract. In reaching this determination,
A&D observed that the contract involved a new and experimental design, the
production of prototypes, significant testing and redesign efforts, and the poten-
tial for rework of all 15 units to comply with final specifications. As a result, the
design and production services and UAVs are considered highly interdependent
and highly interrelated to each other.

Step 3: Determine the Transaction Price

Variable Consideration and Constraining Estimates of
Variable Consideration
This Accounting Implementation Issue Is Relevant to Step 3: "Determine the
Transaction Price," of FASB ASC 606.

3.3.01 Aerospace and defense contracts often contain provisions for vari-
able consideration from the customer in the form of incentives and award fees
that adjust either the fee for cost-reimbursement contracts or the target profit
for fixed-price contracts. These provisions for incentives and award fees gen-
erally are based on (a) the relationship of actual contract costs to an agreed-
upon target cost or (b) some measure of contract performance (for example,
speed, distance, or accuracy) in relation to agreed-upon performance targets.
Consequently, the contractor's profit is increased when actual costs are less
than agreed-upon cost targets. Similarly, the profit is increased when actual
performance meets or exceeds agreed-upon performance targets. Conversely,
the contractor's profit is decreased when actual results (in terms of either
cost or performance targets) do not meet the established cost or performance
targets. See paragraph 3.3.26 for examples of variable consideration in this
industry.

3.3.02 FinREC believes that the mere existence of contractual provisions
for incentives or award fees would not be considered presumptive evidence that
such incentives or award fees are to be automatically included in the transac-
tion price. In the case of performance incentives, assessing whether actual per-
formance will produce results that meet targeted performance objectives may
require substantial judgment and experience with the types of activities cov-
ered by the contract. In many circumstances, these estimates of performance
relative to targeted performance are not unlike the processes used to estimate
completion on long-term contracts.

3.3.03 In accordance with FASB ASC 606, entities are required to esti-
mate variable consideration in determining the transaction price, subject to
the guidance on constraining estimates of variable consideration. As discussed
in FASB ASC 606-10-32-9:

In addition, an entity shall consider all the information (historical, cur-
rent, and forecast) that is reasonably available to the entity and shall
identify a reasonable number of possible consideration amounts. The
information that an entity uses to estimate the amount of variable
consideration typically would be similar to the information that the
entity's management uses during the bid-and-proposal process and in
establishing prices for promised goods and services.
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Estimating Variable Consideration
3.3.04 FASB ASC 606-10-32-8 discusses two methods for estimating vari-

able consideration. The selection of a method is not intended to be a free choice
and is dependent on which method an entity expects to better predict the
amount of consideration to which the entity will be entitled. The two methods
are as follows:

a. The expected value method. This method estimates variable con-
sideration based on the sum of probability-weighted amounts in a
range of possible consideration amounts. This method may be ap-
propriate when an entity has a large number of contracts with sim-
ilar characteristics.

b. The most likely amount. This method estimates the variable consid-
eration based on the single most likely amount in a range of possi-
ble consideration amounts. This method may be appropriate if the
estimate of variable consideration has only two possible outcomes
(for example, an entity is entitled to all variable consideration upon
achieving a performance milestone or none if the performance mile-
stone is not achieved).

3.3.05 FASB ASC 606-10-32-9 requires an entity to apply one method con-
sistently throughout the contract when estimating the amount of variable con-
sideration to which it is entitled. Per FASB ASC 606-10-10-3, the method se-
lected should be applied consistently to contracts with similar characteristics
and in similar circumstances.

3.3.06 However, a single contract may have more than one uncertainty
related to variable consideration (for example, a contract with both cost and
performance incentives) and, depending on the method the entity expects to
better predict the amount of consideration to which it is entitled, the entity may
use different methods for different uncertainties. In estimating the amount of
variable consideration under either of the methods, as discussed in FASB ASC
606-10-32-9, an entity can use a reasonable basis for estimation and is not re-
quired to consider all possible outcomes using unnecessarily complex methods
or techniques.

3.3.07 The following examples are meant to be illustrative, and the actual
determination of the method for estimating variable consideration, as stated in
FASB ASC 606-10-32-8, should be based on the facts and circumstances of an
entity's specific situation.

Example 3-3-1

A contract is negotiated with a fixed price of $100 million plus an award fee of
$10 million that is contingent on delivery by a specified date. The entity has
subcontracted a portion of the work. The entity estimates that it will achieve
the award fee because the production schedule is not considered challenging,
the subcontractor has delivered on similar timelines in the past, and both the
entity and subcontractor currently have three months of schedule cushion. In
this instance, the entity determines that the expected value method may not
provide a predictive estimate of the variable consideration because the contract
has only two possible outcomes (that is, no award fee or a $10 million award
for timely delivery). The entity's estimate of the total transaction price is $110
million, including the award fee at the most likely consideration amount.
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Example 3-3-2

An entity contracts to build a satellite system for a customer and receives an in-
centive fee from the customer that varies depending on the period of time that
the system is fully operational before a failure. The entity has extensive expe-
rience determining the likelihood of failure under various possible conditions
in space for the various subcomponents that compose the satellite system. To
estimate the incentive fee, management calculates the expected value by using
the estimated failure rates under the various environmental conditions to de-
termine the expected length of time the system will be fully operational before
a failure. The entity believes that the estimate determined using this expected
value method is predictive of the amount to which it will be entitled because of
its experience gained from other contracts and test data.

Constraining Estimates of Variable Consideration
3.3.08 After estimating the transaction price using one of the two methods,

an entity is required to evaluate the likelihood and magnitude of a reversal of
revenue due to a subsequent change in the estimate. FASB ASC 606-10-32-11
discusses when to include variable consideration in the transaction price and
notes that an entity should include in the transaction price some or all of the
variable consideration amount estimated in accordance with FASB ASC 606-
10-32-8 only to the extent that it is probable that a significant reversal in the
amount of cumulative revenue recognized will not occur when the uncertainty
associated with the variable consideration is subsequently resolved.

3.3.09 As discussed in BC215 of FASB ASU No. 2014-09, if the process for
estimating variable consideration already incorporates the principles on which
the guidance for constraining estimates of variable consideration is based, then
it is not necessary for an entity to evaluate the constraint separately from the
estimate of variable consideration.

3.3.10 As discussed in FASB ASC 606-10-32-12, determining the amount
of variable consideration to include in the transaction price should consider
both the likelihood and magnitude of a revenue reversal. An estimate of vari-
able consideration is not constrained if the potential reversal of cumulative
revenue recognized is not significant. As explained in TRG Agenda Ref. No. 25,
January 2015 Meeting — Summary of Issues Discussed and Next Steps, para-
graph 49 states the following:

TRG members generally agreed that the constraint on variable con-
sideration should be applied at the contract level. Therefore, the as-
sessment of whether a significant reversal of revenue will occur in the
future (the constraint) should consider the estimated transaction price
of the contract rather than the amount allocated to a performance obli-
gation.

3.3.11 The levels of revenue reversals that are deemed significant will
vary across entities depending on the facts and circumstances. If the entity
determines that it is probable that the inclusion of its estimate will not result
in a significant revenue reversal, that amount is included in the transaction
price.

3.3.12 As discussed in BC218 of FASB ASU No. 2014-09, in some cases,
when an entity applies the guidance for constraining estimates of variable con-
sideration when there is a range of possible consideration amounts, the entity
might determine that it should not include the entire estimate of the variable
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consideration in the transaction price when it is probable that doing so would
result in a significant revenue reversal. However, the entity might determine
that it is probable that including some of the estimate of the variable consider-
ation in the transaction price would not result in a significant revenue reversal.
In these instances, the entity should include some, but not all, of the variable
consideration in the transaction price. That is, the entity is required to esti-
mate the amount of variable consideration applying the constraint guidance
and cannot just determine that it would not include any amount of variable
consideration in the transaction price.

3.3.13 As indicated in FASB ASC 606-10-32-12, factors that could increase
the likelihood and magnitude of a revenue reversal include, but are not limited
to, the following:

Factors in FASB ASC
606-10-32-12 Considerations

The amount of
consideration is highly
susceptible to factors
outside the entity's
influence. Those factors
include volatility in a
market, the judgment or
actions of third parties,
weather conditions, and a
high risk of obsolescence of
the promised good or
service.

• Reliance on suppliers with a history of
missing deadlines

• History of union strikes that affect the timing
of satisfaction of performance obligations

• Requiring third-party (for example, customer,
regulator) approval to meet certain
milestones under the contract when the
entity does not have predictive experience
with that customer or type of milestone

• Contract fulfillment involving travel,
performance, or communication over
well-documented areas of risk (for example,
"tornado belt," hurricanes, or earthquakes)

The uncertainty about the
amount of consideration is
not expected to be resolved
for a long period of time.

• Contracts with disputes, claims, or
unapproved change orders that are expected
to take a long period of time to resolve

• Variable fees that are not expected to be
earned for long periods of time

The entity's experience (or
other evidence) with
similar types of contracts
is limited, or that
experience (or other
evidence) has limited
predictive value.

• History of unsuccessful similar projects

• Lack of experience with similar types of
contracts and variable consideration
amounts

• Competing in a new market, capability, or
technology

The entity has a practice of
either offering a broad
range of price concessions
or changing the payment
terms and conditions of
similar contracts in similar
circumstances.

• Pattern of contract renegotiation with
resulting pricing reductions subsequent to
the commencement of the project

Note: Change orders (modifications of scope or
price [or both], of the contract) are common in the
aerospace and defense industry. FinREC believes
that change orders should generally be evaluated
as a contract modification and are not necessarily
a "price concession" contemplated by this factor in
the standard.
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Factors in FASB ASC
606-10-32-12 Considerations

The contract has a large
number and broad range of
possible consideration
amounts.

• Significant volatility in the amount of
possible consideration amounts (for example,
an award fee based on key performance
indicator (KPI) scores between 0 and 100,
where the entity has no experience of
obtaining average KPI scores within a
narrow range.

3.3.14 The following example is not all-inclusive, and any other relevant
indicators that could result in a significant reversal in the amount of cumula-
tive revenue recognized on the contract should be considered. An entity also
should consider positive and mitigating factors that support the assertion that
a significant reversal of cumulative revenue recognized will not occur.

Example 3-3-3

An entity has a fixed fee contract for $1 million to develop a product that
meets specified performance criteria. Estimated cost to complete the contract
is $950,000. The entity will transfer control of the product over five years, and
the entity uses the cost-to-cost input method to measure progress on the con-
tract. An incentive award is available if the product meets the following weight
criteria:

Weight (lbs.) Award % of fixed fee Incentive fee

951 or greater 0% —

701–950 10% $100,000

700 or less 25% $250,000

The entity has extensive experience creating products that meet the specific
performance criteria. Based on its experience, the entity has identified five engi-
neering alternatives that will achieve the 10 percent incentive and two that will
achieve the 25 percent incentive. In this case, the entity determined it has 95
percent confidence that it will achieve the 10 percent incentive and 20 percent
confidence that it will achieve the 25 percent incentive. Based on this analysis,
the entity believes 10 percent to be the most likely amount when estimating
the transaction price. Therefore, the entity includes only the 10 percent award
in the transaction price when calculating revenue because the entity has con-
cluded it is probable that a significant reversal in the amount of cumulative
revenue recognized will not occur when the uncertainty associated with the
variable consideration is subsequently resolved due to its 95 percent confidence
in achieving the 10 percent award.

The entity reassesses its production status quarterly to determine whether it
is on track to meet the criteria for the incentive award. At the end of year four,
it becomes apparent that this contract will fully achieve the weight-based cri-
terion. Therefore, the entity revises its estimate of variable consideration to
include the entire 25 percent incentive fee in year four because, at this point,
it is probable that a significant reversal in the amount of cumulative revenue
recognized will not occur when including the entire variable consideration in
the transaction price.
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The following illustrates the impact of changes in variable consideration in
example 3-3-3.2

Fixed consideration A $1,000,000

Estimated costs to
complete* B $950,000

Year 1 Year 2 Year 3 Year 4 Year 5

Total estimated
variable
consideration C $100,000 $100,000 $100,000 $250,000 $250,000

Fixed revenue** D=A×H/B $52,632 $184,211 $421,053 $289,474 $52,632

Variable revenue** E=C×H/B $5,263 $18,421 $42,105 $72,368 $13,158

Cumulative revenue
adjustment**

F (see
below) $— $— $— $98,684 $—

Total revenue G=D+E+F $57,895 $202,632 $463,158 $460,526 $65,789

Costs H $50,000 $175,000 $400,000 $275,000 $50,000

Operating profit I=G–H $7,895 $27,632 $63,158 $185,526 $15,789

Margin J=I/G 14% 14% 14% 40% 24%

Cumulative variable
consideration as a
% of cumulative
total revenue 9% 9% 9% 20% 20%

* For simplicity, this example assumes there is no change to the estimated costs to complete
throughout the contract period.

** In practice, under the cost-to-cost measure of progress, total revenue for each period is
determined by multiplying the total transaction price (fixed and variable) by the ratio of
cumulative cost incurred to total estimated costs to complete, less revenue recognized to
date.

Calculation of cumulative catch-up adjustment:

Updated variable consideration L $250,000

Percent complete in Year 4: M=N/O 95%

Cumulative costs through Year 4 N $900,000

Estimated costs to complete O $950,000

Cumulative variable revenue through Year 4: P $138,158

Cumulative catch-up adjustment F=L×M–P $98,684

Updating Estimates of Variable Consideration
3.3.15 Given the long-term nature of many aerospace and defense con-

tracts, it is common for circumstances to change throughout the contract. Cir-
cumstances change as contract modifications occur, more experience is ac-
quired, additional information is obtained, risks are eliminated, or additional

2 For simplification purposes, the table calculates revenue for the year independently based on
costs incurred during the year divided by total expected costs, with the assumption that total expected
costs do not change.
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risks are identified, and performance progresses on the contract. The nature
of accounting for long-term contracts is a process of continuous refinements of
estimates for changing conditions and new developments. FASB ASC 606-10-
32-14 discusses when to update the estimated transaction price for changes in
circumstances during the reporting period. As part of updating the transaction
price, an entity would evaluate the factors listed in FASB ASC 606-10-32-12.
In addition, when updating the estimated transaction price, an entity should
consider whether there is a revision to the measure of progress (for example,
estimated costs to complete the contract) as stated in FASB ASC 606-10-25-35.

3.3.16 The following examples are meant to be illustrative, and the deter-
mination of the method for updating estimates of variable consideration should
be based on the facts and circumstances of an entity's specific situation.

Example 3-3-4

An entity enters into a contract to develop ABC, a new system, in exchange for
a fixed price of $100 million plus an award fee of $30 million that is contingent
on successful tests of the first three trials (that is, all tests need to be successful
to get the award fee). When bidding for the contract, the entity did not expect
successful testing due to a lack of experience in developing this type of system
and, therefore, the entity did not have a reasonable basis to estimate the award
fee. The first tests are technically complex, and the entity has a history that a
majority of first tests are not successful for new products or capabilities. Subse-
quently, the first two tests were successful, and the entity now expects the third
test to be successful. Based on this updated information, the entity concludes
that it is probable that a significant reversal in the cumulative amount of rev-
enue will not occur when the uncertainty is resolved and, therefore, includes
the $30 million award fee in the transaction price.

Example 3-3-5

A company enters into a contract to produce and deliver XYZ radar. The con-
tract is for a target cost of $90 million and a fixed fee of $10 million on those
costs ($100 million total contract price). The entity and customer will share any
over- or underruns of cost 50/50 as an incentive fee or penalty. The entity bases
the total fee on its estimate of total cost, which is the way the contract is bid. The
entity has a sophisticated estimating system that is audited by the customer.
The customer approves the cost estimate as part of the bid and award. The cost
estimate will also be used to measure progress towards complete satisfaction of
the performance obligation because the entity has concluded it is the best mea-
sure of progress to depict the transfer of control of the work in process to the
customer. At contract inception, the incentive fee or penalty is not included in
the transaction price because the entity expects to perform with a target cost of
$90 million, as bid, with no over- or underruns. Subsequently, based on revised
engineering estimates, the entity expects to underrun the original estimate by
$5 million. At the end of the reporting period, the entity concludes that the
most likely amount of transaction price is $97.5 million ($100 million reduced
by the customer's share of underrun [$2.5 million]). The entity believes, based
on its updated estimate, that it is probable that a significant reversal in the
cumulative amount of revenue will not occur when the uncertainty is resolved.

Example 3-3-6

A company enters into a contract to produce and deliver a defense system in
three years. The contract is for a fixed price of $900 million plus an award
fee of $30 million, payable as $20 million in year two and $10 million in year
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three, based upon achievement of certain production targets throughout the
three-year contract term. Costs to complete the contract are estimated to be
$800 million. The company uses the cost-to-cost input method to measure
progress on the contract and will transfer control over the three years. The
company has been making similar products for many years and has a history
of earning all variable fees. At contract inception, based on its experience, the
entity concludes its most likely estimate of variable consideration is $30 mil-
lion and that it is probable that a significant reversal in the cumulative amount
of revenue will not occur when the uncertainty is resolved and, therefore, in-
cludes the entire award fee in the transaction price. In year two, there were
some unexpected events, and the entity earned only $10 million of the $20 mil-
lion expected award fee and, at this point, the contract is 50 percent complete.
As a result of this change, the entity reduces the transaction price by $10 mil-
lion, which, when factoring in that the contract is 50 percent complete, results
in the reversal of revenue of $2.5 million. The entity determined that there is
no impact to its estimate of earning the remaining award fee in year three.

The following illustrates the impact of changes in variable consideration in ex-
ample 3-3-6.3

Fixed consideration A $900,000

Estimated costs to complete* B $800,000

Year 1 Year 2 Year 3 Total

Total estimated variable
consideration C $30,000 $20,000 $20,000

Fixed revenue** D=A×H/B $225,000 $225,000 $450,000 $900,000

Variable revenue** E=C×H/B $7,500 $5,000 $10,000 $22,500

Cumulative revenue
adjustment** F (see below) $— $(2,500) $— $(2,500)

Total revenue G=D+E+F $232,500 $227,500 $460,000 $920,000

Costs H $200,000 $200,000 $400,000 $800,000

Operating profit I=G–H $32,500 $27,500 $60,000 $120,000

Margin J=I/G 14% 12% 13% 13%

Cumulative variable
consideration as a % of
cumulative total revenue 3% 1% 0%

Cumulative revenue reversal
as a % of cumulative total
revenue 0% −1% 0%

* For simplicity, this example assumes there is no change to the estimated costs to complete
throughout the contract period.

** In practice, under the cost-to-cost measure of progress, total revenue for each period is
determined by multiplying the total transaction price (fixed and variable) by the ratio of
cumulative cost incurred to total estimated costs to complete, less revenue recognized to
date.

3 For simplification purposes, the table calculates revenue for the year independently based on
costs incurred during the year divided by total expected costs, with the assumption that total expected
costs do not change.
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3.3.17 The following are examples of types of variable consideration for

aerospace and defense entities:

Type Description

Award fee Reimbursed for costs plus a fee consisting of two parts:
(a) a fixed amount that does not vary with performance
and (b) an award amount based on performance in areas
such as quality, timeliness, ingenuity, and
cost-effectiveness. The amount of award fee is based
upon a subjective evaluation by the government of the
contractor's performance judged in light of criteria set
forth in the contract.

Claims Claims are amounts in excess of the agreed contract
price (or amounts not included in the original contract
price) that the contractor seeks to collect from customers
or others for customer-caused delays; errors in
specifications and designs; contract terminations;
change orders in dispute or unapproved regarding both
scope and price; or other causes of unanticipated
additional costs.

Cost incentive or
penalties

Provides at the outset for a firm target cost, a firm
target profit, a price ceiling (but not a profit ceiling or
floor), and a formula (based on the relationship that
final negotiated total cost bears to total target cost) for
establishing final profit and price (for example, 50/50
share of overruns or underruns).

Economic price
adjustment

Provides for revision of the contract price based on the
occurrence of specifically defined economic
contingencies, for example, increases or decreases in
either material prices or labor wage rates.

Billing rate
adjustments

Resultant variability due to change in billing rates. For
example, use of interim versus final billing rates and the
potential effect of pricing or contract based on forward
pricing rate proposal or forward pricing rate
recommendation rates in absence of forward pricing rate
agreement.

Performance
incentive or
penalties

Incentive to the entity to surpass stated contract or
product performance targets by providing for increases
in the profit to the extent that such targets (for example,
schedule, cost, weight, fuel, noise, mean time between
repair [MTBR], and mean time between failure [MTBF])
are surpassed and for decreases to the extent that such
targets are not met.

(continued)
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Type Description

Price adjustment
or
redetermination
clauses

Volume considerations or price adjustments based on
actual quantities or deliveries on IDIQ contracts;
contract terms that include price redetermination
clauses (for example, a contract that provides for price
redeterminations either upward or downward at stated
intervals during the performance of the contract based
on agreed upon criteria, which may include management
ingenuity and effectiveness during performance).

Unpriced change
order

An unpriced modification of an original contract and the
adjustment to the contract price is negotiated later.

Significant Financing Component
This Accounting Implementation Issue Is Relevant to Step 3: "Determine the
Transaction Price," of FASB ASC 606.

Assessing Significance
3.3.18 In accordance with FASB ASC 606-10-32-15, aerospace and defense

companies should consider whether each of their contractual arrangements
with customers provide a significant benefit of financing to either party of the
contract. The financing component may be explicitly identified in the contract
or may be implied by the contractual payment terms of the contract. FASB ASC
606-10-32-15 states, "in determining the transaction price, an entity shall ad-
just the promised amount of consideration for the effects of the time value of
money if the timing of payments agreed to by the parties to the contract (either
explicitly or implicitly) provides the customer or the entity with a significant
benefit of financing the transfer of goods or services to the customer."

3.3.19 An entity must first determine at what level significance is required
to be assessed. BC234 of FASB ASU No. 2014-09 states the following:

The Boards clarified that an entity should only consider the signifi-
cance of a financing component at a contract level rather than consider
whether the financing is material at a portfolio level. The Boards de-
cided that it would have been unduly burdensome to require an entity
to account for a financing component if the effects of the financing com-
ponent were not material to the individual contract, but the combined
effects for a portfolio of similar contracts were material to the entity
as a whole.

3.3.20 Based on FASB ASC 606-10-32-15 and BC234 of FASB ASU No.
2014-09, the assessment of whether the financing component is significant
would be made at the contract level and does not need to be made at the busi-
ness level, portfolio level, segment level, or entity level, nor would any assess-
ment be required at the performance obligation level. Only in situations in
which the financing component is significant in relation to the contract would
the transaction price be adjusted.

3.3.21 The assessment of what constitutes "significant" requires judg-
ment. BC234 of FASB ASU No. 2014-09 states, "that for many contracts an
entity will not need to adjust the promised amount of customer consideration
because the effects of the financing component will not materially change the
amount of revenue that should be recognized in relation to a contract with a
customer."
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3.3.22 The assessment of what constitutes "significant" will be based upon

individual facts and circumstances for each entity. If an entity concludes the
financing component is not significant, the entity does not need to apply the
provisions of paragraphs 15–30 of FASB ASC 606-10-32 and adjust the consid-
eration promised in determining the transaction price.

3.3.23 The following examples are meant to be illustrative, and the actual
determination of the existence of a significant financing component in the con-
tract as stated in paragraphs 15–17 of FASB ASC 606-10-32 should be based
on the facts and circumstances of an entity's specific situation.

Example 3-3-7

A commercial airplane component supplier enters into a contract with a cus-
tomer for promised consideration of $100,000. Based on an evaluation of the
facts and circumstances, the supplier concluded that $2,000 represented a fi-
nancing component because of an advance payment received in excess of a year
before the transfer of control of the product. In these facts, the entity concluded
that $2,000, or 2 percent of the contract price, was not significant, and the entity
does not need to adjust the consideration promised in determining the trans-
action price.

Example 3-3-8

Consider the same facts as in example 3-3-7, except the advance payment was
larger and received further in advance, such that the entity concluded that
$20,000 represented the financing component based on an analysis of the facts
and circumstances. In this case, the entity concluded $20,000, or 20 percent of
the contract price, was significant, and the entity should adjust the considera-
tion promised in determining the transaction price.

In these examples, the entity's conclusion that 2 percent of the transaction price
was not significant and 20 percent was significant is a judgment based on the
entity's facts and circumstances. An entity may reach a different conclusion
based on its facts and circumstances.

When to Assess a Contract for a Significant Financing Component
3.3.24 FASB ASC 606-10-32-15 provides that an entity should adjust the

promised amount of consideration for the effects of the time value of money if
the timing of payments agreed to by the parties to the contract (either explicitly
or implicitly) provides the customer or the entity with a significant benefit of
financing. The guidance in FASB ASC 606-10-32-15 does not explicitly provide
for when and how often an entity should assess whether a significant financ-
ing component is present. However, FASB ASC 606-10-32-19 does imply that
it should be assessed at contract inception as it provides guidance that when
adjusting the promised consideration for a significant financing component an
entity should use the discount rate that would be reflected in a separate financ-
ing transaction with the entity and its customer at contract inception.

3.3.25 When a contract is modified (including contract modifications,
change orders, and contract options that materially alter the timing of the
completion of performance obligations or the timing in which payments are re-
ceived), the terms and conditions of the revised contract could alter the timing
of satisfaction of the performance obligations or payments, or both, in such a
way that explicitly or implicitly provides for a significant financing component.
Because a contract modification could change whether a contract contains a
significant financing component, FinREC believes an entity may determine it
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is necessary to reassess whether a significant financing component is present
based on the terms and condition of the newly modified contract, regardless of
whether it is accounted for as a separate contract or a part of the same contract
based on guidance in paragraphs 12–13 of FASB ASC 606-10-25.

3.3.26 FASB ASC 606-10-32-19 also states, "after contract inception, an
entity shall not update the discount rate for changes in interest rates or other
circumstances (such as a change in the assessment of the customer's credit
risk)."

3.3.27 As a result, once an entity determines a significant financing com-
ponent is present and adjusts the promised consideration, the entity would con-
tinue to use the same assumed discount rate for the specific contract assessed.
If an entity is required to reassess whether a significant financing component
is present as a result of a contract modification, an entity may need to assess
whether the contract modification resulted in a separate contract or part of the
same contract. In situations in which the contract modification resulted in a
separate contact, FinREC believes the entity is required to update assumptions
for the discount rate used.

Applying the Practical Expedient
3.3.28 FASB ASC 606-10-32-18 also provides a practical expedient,

whereby an entity need not adjust the promised amount of consideration for
the effects of a significant financing component if the entity expects, at contract
inception, that the period between when the entity transfers a promised good
or service to a customer and when the customer pays for that good or service
will be one year or less. The practical expedient may be applied in instances in
which the contract is greater than one year, but within that contract, the period
between performance (transfer of a good or service) and payment is one year or
less.

3.3.29 The following example is meant to be illustrative, and the actual
determination of whether the practical expedient can be applied as stated in
FASB ASC 606-10-32-18 should be based on the facts and circumstances of an
entity's specific situation.

Example 3-3-9

Company H enters into a five-year contract with Company C to develop, manu-
facture, and deliver 15 surveillance systems. The entity has concluded that the
goods and services in this contract constitute a single performance obligation
(this conclusion is not the purpose of this example). Based on the terms of the
contract, Company H has determined that it transfers control over time and
recognizes revenue based on a cost-to-cost method. Also, Company C agrees
to provide Company H progress payments on a monthly basis. In this case,
Company H must assess whether any timing difference between the transfer
of control and payment from Company C is indicative of a significant financing
component. Based on the expectation of the timing of costs to be incurred, Com-
pany H concludes that progress payments are being made such that the timing
between the transfer of control and payment is never expected to exceed one
year. Therefore, FinREC believes Company H would not need to further assess
whether a significant financing component is present and should not adjust the
promised consideration in determining the transaction price, as Company H is
electing the practical expedient under FASB ASC 606-10-32-18.
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Determining Whether the Transaction Price Contains a Significant
Financing Component

3.3.30 Advance payments. Many times within commercial contracts and
direct foreign sales, entities receive consideration in advance of the transfer of
goods to the customer. An entity should consider all facts and circumstances in
assessing whether the advance payment from the customer represents a sig-
nificant financing component.

3.3.31 BC232a of FASB ASU No. 2014-09 states that one of the factors
to consider in evaluating whether a contract includes a significant financing
component is as follows:

The difference, if any, between the amount of promised consideration
and the cash selling price of the promised goods or services. If the
entity (or another entity) sells the same good or service for a differ-
ent amount of consideration depending on the timing of the payment
terms, this generally provides observable data that the parties are
aware that there is a financing component in the contract. This fac-
tor is presented as an indicator because in some cases, the difference
between the cash selling price and the consideration promised by the
customer is due to factors other than financing.

3.3.32 BC233 of FASB ASU No. 2014-09 explains that the difference be-
tween the promised consideration and the cash selling price of the good or ser-
vice may arise for reasons other than the provision of financing to either the
customer or the entity. The examples in BC233(a) (prepaid phone cards and
customer loyalty points) illustrate when a payment in advance or in arrears in
accordance with the typical payment terms of an industry or jurisdiction may
have a primary purpose other than financing. A commercial contract or direct
foreign sale often requires customers to pay in advance for reasons other than
to secure financing, such as to mitigate risk of default.

3.3.33 BC237 and BC238 of FASB ASU No. 2014-09 explain that FASB
ASC 606 does not include an exemption for advance payments because there
may be situations in which a significant financing component is present, and
to ignore the impact would skew the amount and pattern of revenue recogni-
tion. This point was also discussed in the March 2015 TRG meeting.4 Although
the TRG members agreed that there is no presumption about whether advance
payments do or do not contain significant financing components and that ad-
vance payments should be assessed under the new revenue standard, they did
discuss that an advance payment arrangement would be more likely to contain
the factor described in FASB ASC 606-10-32-17c that the difference in promised
consideration and cash selling price is for a reason other than financing.

3.3.34 The following example is meant to be illustrative, and the actual de-
termination of the existence of a significant financing component in the contract
should be based on the facts and circumstances of an entity's specific situation.

4 FASB/IASB Joint Transition Resource Group for Revenue Recognition (TRG) Agenda Ref. No.
34, March 2015 Meeting — Summary of Issues Discussed and Next Steps, Topic 6 addresses TRG
discussion on significant financing components. Paragraph 32 discusses TRG Agenda Ref. No. 30,
Significant Financing Components, Question 1: How should the factor in paragraph 606-10-32-17(c)
[62(c)] be applied in determining when the difference between promised consideration and cash selling
price is not related to a significant financing component?
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Example 3-3-10

Company A directly enters into a contract with a foreign government for the
production of a military jet for total consideration of $150 million. The entity
has concluded it should recognize revenue at a point in time upon delivery of
the jet to the customer (this conclusion is not the purpose of this example). Also,
Company A estimates it will deliver the military jet in 18 months from the date
the contract is executed with the foreign government. In negotiations with the
foreign government, Company A required the foreign government to make an
advance payment of $20 million upon execution of the contract in order to miti-
gate risk of default and the additional consideration ($130 million) is due upon
delivery. Company A sells similar military jets for a similar price, with vari-
ance only due to unique specifications selected by the ultimate customer. Based
on the facts and circumstances, Company A determined that there were sub-
stantive business reasons for the advance payment beyond provision of financ-
ing and, therefore, has concluded there is no significant financing component
present.

Example 3-3-11

Consider the same facts as described in example 3-3-10, except for the fact that
Company A sells similar military jets to other foreign countries for $156 million.
In negotiating the contract with the foreign government, Company A agreed to
a $6 million discount as compared to the normal cash selling price of $156 mil-
lion in exchange for the advance payment to assist with the investment in the
purchases required to manufacture the military jet. In these facts and circum-
stances, Company A determined the transaction price contained a significant
financing component.

3.3.35 Milestone or progress payments. FASB ASC 606-10-32-17c explains
that a contract would not have a significant financing component if

[t]he difference between the promised consideration and the cash sell-
ing price of the good or service arises for reasons other than the provi-
sion of finance to either the customer or the entity, and the difference
between those amounts is proportional to the reason for the differ-
ence. For example, the payment terms might provide the entity or the
customer with protection from the other party failing to adequately
complete some or all of its obligations under the contract.

3.3.36 BC233c of FASB ASU No. 2014-09 expands on this by stating, for
example, a customer may retain or withhold some consideration that is payable
only on successful completion of the contract or on achievement of a specified
milestone.

3.3.37 Entities in the aerospace and defense industry may structure con-
tracts in which payment is received from customers based on the achievement
of certain milestones, or in relation to the work that has been performed.

3.3.38 BC233b of FASB ASU No. 2014-09 goes on to further state:

The primary purpose of those payment terms may be to provide the
customer with assurance that the entity will complete its obligations
satisfactorily under the contract, rather than to provide financing to
the customer or the entity, respectively.

3.3.39 Based on the nature of the performance obligations, and the terms
and conditions within the contract, it is possible payment may be made by the
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customer to the entity either more than 12 months prior to or after the transfer
of control. Consistent with the example provided in FASB ASC 606-10-32-17c
and BC233 of FASB ASU No. 2014-09, FinREC believes that, generally, these
withheld payments are intended to provide the customer with assurance that
the entity will successfully complete the milestones on the contract and are not
indicative of a significant financing component. However, careful consideration
of the nature of the payments as compared to the timing of transfer of control
is needed in making this determination.

3.3.40 Many contracts with the USG are governed by provisions of the
Federal Acquisition Regulation (FAR). Contracts under these provisions often
provide for progress payments based on a percentage of costs incurred and a fi-
nal liquidation payment upon completion. The withheld final payment provides
the customer the opportunity to perform a quality assessment prior to the com-
pletion of the contract and the ability to withhold payment if the quality is not
satisfactory. FinREC believes that, generally, in these cases, the intention of the
payment terms is not to provide a financing component.

3.3.41 The following example is meant to be illustrative, and the actual
determination of the existence of a significant financing component in the con-
tract should be based on the facts and circumstances of an entity's specific
situation.

Example 3-3-12

Company H enters into a five-year contract with the United States Department
of Defense (DoD) to develop, manufacture, and deliver 15 surveillance systems.
The DoD will provide progress payments intended to compensate Company H
for work performed, based on 80 percent of costs incurred, with the remainder
due upon final delivery. Based on the terms of the contract, Company H has
determined that it transfers control over time for a single performance obliga-
tion (this conclusion is not the purpose of this example) and recognizes revenue
based on a cost-to-cost method. The terms of payment by the DoD are based on
the provisions of FAR, the laws governing such payments made by the USG. As
a result, Company H determined the intention of the parties was not to provide
any financing component in the contract, but instead, is intended to provide
payment for progress completed and provide the DoD with the ability to with-
hold final liquidation payment if the quality is not satisfactory, and as a result,
Company H determined no significant financing component was present.

3.3.42 Award and incentive fee contracts. Contracts with award fees or
incentive fees are sometimes negotiated in such a manner that, based upon the
method of recognition, can result in recognition of revenue more than a year
before cash is received from customers in relation to the award or incentive
fee. Many times, the award or incentive fee relates to the entity's successful
achievement of certain contract provisions (for example, weight restrictions,
accuracy, speed). As discussed within the section, "Variable Consideration and
Constraining Estimates of Variable Consideration," these types of provisions
are typically treated as variable consideration pursuant to paragraphs 5–9 of
FASB ASC 606-10-32.

3.3.43 In these situations, an entity should assess whether a significant fi-
nancing component has been provided by the entity to the customer. FASB ASC
606-10-32-17b provides that a significant financing component is not present
within a contract when a substantial amount of the consideration promised by
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the customer is variable, and the amount or timing of that consideration varies
on the basis of the occurrence or nonoccurrence of a future event that is not
substantially within the control of the customer or the entity.

3.3.44 BC231 of FASB ASU No. 2014-09 states the following:

In some cases, although there is a significant period of time between
the transfer of the goods or services and the payment, the reason for
that timing difference is not related to a financing arrangement be-
tween the entity and the customer. The Boards specified in paragraph
606-10-32-15 that an entity should adjust for financing only if the tim-
ing of payments specified in the contract provides the customer or the
entity with a significant benefit of financing.

3.3.45 BC233b of FASB ASU No. 2014-09 also states the following:

The Boards observed that for some arrangements, the primary pur-
pose of the specified timing or amount of the payment terms might
not be to provide the customer or the entity with a significant ben-
efit of financing but, instead, to resolve uncertainties that relate to
the consideration for the goods or services. ... The primary purpose of
those payment terms may be to provide the parties with assurance of
the value of the goods or services rather than to provide significant
financing to the customer.

3.3.46 Based on the explanation within BC231 and BC233 of FASB ASU
No. 2014-09 with respect to a significant financing component, the considera-
tion of all facts and circumstances would be necessary in assessing whether a
significant financing component exists within contracts that contain award or
incentive fees. Based on specific facts and circumstances, an entity may con-
clude that although an award or incentive fee is typically contingent on the
occurrence or nonoccurrence of some future event controlled by the entity and
not a third party, the intention of the customer in including the award or incen-
tive fee is to provide incentives to the entity to manufacture high performing
products and is not intended to be a significant financing component.

3.3.47 The following example is meant to be illustrative, and the actual
determination of the existence of a significant financing component in the con-
tract should be based on the facts and circumstances of an entity's specific
situation.

Example 3-3-13

Company Z is a developer and manufacturer of defense systems that is pri-
marily a Tier-II supplier of parts and integrated systems to original equipment
manufacturers (OEMs) in the commercial markets. Company Z enters into a
contract with Company X for the development and delivery of 5,000 highly
technical, specialized missiles for use in one of Company X's platforms. As a
part of the contract, Company X has agreed to pay Company Z for their cost
plus an award fee up to $10 million. Assume consideration will be paid by the
customer related to costs incurred near the time Company Z incurs such costs.
However, the $10 million award fee is awarded upon successful completion of
the development and test fire of a missile to occur in 16 months from the time
the contract is executed. The contract specifies Company Z will earn up to the
$10 million based on Company X's assessment of Company Z's ability to de-
velop and manufacture a missile that achieves multiple factors, including final
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weight, velocity, and accuracy. Partial award fees may be awarded based on a
pre-determined scale based on their success.

Assume Company Z has assessed the contract under FASB ASC 606-10-32-6
and determined the award fee represents variable consideration. Based on their
assessment, Company Z has estimated a total of $8 million in the transaction
price related to the variable consideration pursuant to guidance within FASB
ASC 606-10-32-8. Further, the entity has concluded it should recognize revenue
over time for a single performance obligation using a cost-to-cost input method
(these conclusions are not the purpose of this example).

Because Company Z will transfer control over time beginning shortly after the
contract is executed, but will not receive the cash consideration related to the
award fee component from Company X for more than one year in the future,
Company Z should assess whether the award fee represents a significant fi-
nancing component. Because the intention of the parties in negotiating the
award fee due upon completion of the test fire, and based on the results of that
test fire, was to provide incentive to Company Z to produce high functioning
missiles that achieved successful scoring from Company X, it was determined
the contract does not contain a significant financing component, and Company
Z should not adjust the transaction price.

3.3.48 As required by FASB ASC 606-10-32-20, if an entity concludes a
contract contains a significant financing component, the entity should present
the effects of financing (interest income or interest expense) separately from
revenue from contracts with customers in the statement of comprehensive in-
come. Interest income or interest expense is recognized only to the extent that a
contract asset (or receivable) or a contract liability is recognized in accounting
for a contract with a customer.

3.3.49 The following example is meant to be illustrative, and the actual
determination of the existence of a significant financing component in the con-
tract and presentation of the effects of financing should be based on the facts
and circumstances of an entity's specific situation.

Example 3-3-14

Company A signs a contract with Company B for a business aircraft for a total
promised consideration of $100 million. In negotiating the contract, Company A
was willing to accept $100 million for the business aircraft provided that Com-
pany B paid in full in advance on the date the contract is signed. If Company
B elected to pay when control of the aircraft transfers, the cash selling price
would have been $109 million.

Company A concludes that based on the contract terms, revenue will be recog-
nized upon delivery of the aircraft (this conclusion is not the purpose of this ex-
ample). Further, Company A concludes that the contract contains a significant
financing component based on the length of time between when the customer
pays for the assets and when the entity transfers the assets to the customer is
greater than one year, the significance of the financing component, as well as
the prevailing interest rates in the market. Company A has also determined
that, in accordance with FASB ASC 606-10-32-19, the rate that should be used
in adjusting the promised consideration is 6 percent, which is the entity's in-
cremental borrowing rate.
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The following journal entries illustrate how Company A would account for the
significant financing component:

At contract inception $100 million is received from Company B

Cash $100,000,000

Contract Liability $100,000,000

During the 18-month term between the signing of the contract and the transfer
of the aircraft, the entity adjusts the promised amount of the consideration (in
accordance with FASB ASC 606-10-32-20) and accretes the contract liability by
recognizing interest on $100,000,000 at 6 percent for 18 months.

Interest Expense $9,000,0000 *

Contract Liability $9,000,000

* $9,000,000 = $100,000,000 contract liability × (6 percent interest for
18 months)

At the time, Company A transfers the aircraft

Contract Liability $109,000,000

Revenue $109,000,000

Step 4: Allocate the Transaction Price to the Performance
Obligations in the Contract

Allocating the Transaction Price
This Accounting Implementation Issue Is Relevant to Step 4: "Allocate the Trans-
action Price to the Performance Obligations in the Contract," of FASB ASC 606.

General Principle
3.4.01 When a contract contains more than one performance obligation,

an entity will need to allocate the transaction price to each performance obliga-
tion. As explained in FASB ASC 606-10-32-29, the transaction price should be
allocated to each performance obligation identified in the contract based on the
relative stand-alone selling prices of the products or services being provided
to the customer. As noted in FASB ASC 606-10-32-43, the transaction price is
not reallocated to reflect changes in stand-alone selling prices after contract
inception.

3.4.02 As explained in FASB ASC 606-10-32-36, except when an entity
has observable evidence that the entire discount relates to only one or more,
but not all, performance obligations in a contract, the discounts should be allo-
cated proportionally to all the separate performance obligations in the contract
on the basis of the stand-alone selling prices of the underlying distinct goods
or services. An entity should allocate discounts or variable consideration to a
single or only certain performance obligations, if the specified criteria in FASB
ASC 606-10-32-37 (discounts) or FASB ASC 606-10-32-40 (variable considera-
tion) are met.

AAG-REV 3.4.01 ©2019, AICPA



Aerospace and Defense Entities 131

Estimating Stand-alone Selling Prices
3.4.03 As stated in FASB ASC 606-10-32-32, "the best evidence of stand-

alone selling price is the observable price of a good or service when the entity
sells that good or service separately in similar circumstances and to similar
customers."

3.4.04 Although many purchases made by the U.S. federal government are
for standard commercial products and services for which an observable price
may be available, a substantial amount of purchases are made by the U.S. fed-
eral government for which the purchasing federal agency may be the only cus-
tomer for the products and services it acquires. In these circumstances, prices
most likely have not been established by the marketplace and, therefore, the
stand-alone selling prices may not be readily observable.

3.4.05 As discussed in FASB ASC 606-10-32-33, entities should estimate
the selling price of goods or services that do not have an observable stand-alone
selling price. When estimating the stand-alone selling price, entities should
consider all information, including market conditions, entity-specific factors,
and information about the customer or class of customer, that is reasonably
available to the entity.

3.4.06 FASB ASC 606-10-32-34 explains that suitable methods for esti-
mating the stand-alone selling price include the following:

a. Adjusted market assessment approach

b. Expected cost plus a margin approach

c. Residual approach (specific criteria must be met to use this ap-
proach)

3.4.07 FASB ASC 606-10-32-35 explains that an entity may need to use
a combination of these methods to estimate a stand-alone selling price of the
goods or services promised in the contract if two or more of those goods or ser-
vices have highly variable or uncertain stand-alone selling prices.

3.4.08 The estimation methods discussed in FASB ASC 606-10-32-34 are
not the only methods permitted. The standard allows any reasonable estima-
tion method as long as it is consistent with the notion of a stand-alone selling
price, maximizes the use of observable inputs, and is applied on a consistent
basis for similar products and services and customers.

Expected Cost Plus Margin Approach
3.4.09 An expected cost plus a margin approach may be an appropriate

estimation method for contracts with the U.S. federal government. Costs in-
cluded in the estimate should be consistent with those an entity would nor-
mally consider in setting stand-alone prices, including both direct and indirect
costs. This approach focuses on internal factors (for example, the entity's cost
basis) but has an external component as well. That is, the margin included in
this approach must reflect the margin the market would be willing to pay, not
just the entity's desired margin.

3.4.10 The expected cost plus margin approach may be useful in many
situations, especially when the performance obligation has a determinable, di-
rect fulfillment cost. However, this approach may be less useful when there are
no clearly identifiable direct fulfillment costs or the amount of those costs is
unknown.
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3.4.11 Factors an aerospace and defense entity may consider when assess-
ing whether a margin is reasonable could include the following:

a. Internal cost structure

b. Nature of proposal process (for example, competitive or sole source);
Competitive bid process (assuming competitors were similarly
priced [if known]) could be an indicator that contract value approx-
imates stand-alone selling price

c. Pricing practices (including contracts that are negotiated pursuant
to the Truth in Negotiations Act, which require certified cost or pric-
ing data to be provided to the customer)

d. Pricing objectives (including desired and historical gross profit
margin)

e. Effects of customization on pricing

f. Pricing practices used to establish pricing of bundled products

g. Effects of a proposed transaction on pricing (for example, the size
of the deal, the characteristics of the targeted customer)

h. The expected technological life of the product, including significant
vendor-specific technological advancements expected in the near
future

i. Margins earned on similar contracts with different customers
(agencies)

Adjusted Market Assessment Approach
3.4.12 The adjusted market assessment approach focuses on the amount

that the entity believes the market is willing to pay for a product or service.
This approach is based primarily on external factors, rather than the entity's
own internal influences.

3.4.13 Applying this approach will likely be easier in situations in which
an entity has sold a standard product or service for a period of time (so it has
data about customer demand) or a competitor offers similar products or services
that the entity can use as a basis for its analysis. For example, through the U.S.
federal government proposal process an entity may obtain useful market data
from the competitive proposals for standard commercial products and services
that are reviewed and negotiated with the customer. Conversely, applying this
approach may be difficult in situations in which an entity is selling a new prod-
uct or service, or when the product or service is significantly customized to meet
specifications required by the customer. In such situations, entities may want
to use the adjusted market assessment approach in combination with other
approaches to maximize the use of observable inputs.

3.4.14 Although this is not an all-inclusive list, the following are examples
of market conditions to consider:

a. Competitor pricing for a similar or identical product

b. Market awareness of and perception of the product

c. Current market trends that will likely affect the pricing

d. The entity's market share and position (for example, the entity's
ability to dictate pricing)

e. Effects of the geographic area on pricing
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f. Effects of customization on pricing

g. Expected technological life of the product

Residual Approach
3.4.15 As explained in FASB ASC 606-10-32-34c, the residual approach

may be used to estimate stand-alone selling price only in situations in which the
entity sells the same product or service to different customers for a broad range
of prices, making them highly variable, or the entity has not yet established
a price for a product or service because it has not been previously sold on a
stand-alone basis. As explained in FASB ASC 606-10-32-35, an entity may use a
residual approach to estimate the aggregate stand-alone selling price for those
promised goods or services with highly variable or uncertain stand-alone selling
prices and then use another method to estimate the stand-alone selling price
of the individual goods or services relative to that estimated aggregated stand-
alone selling price determined by the residual approach.

3.4.16 The following example is meant to be illustrative, and the actual
determination of the appropriate method for estimating the stand-alone selling
price in accordance with paragraphs 33–35 of FASB ASC 606-10-32 should be
based on the facts and circumstances of an entity's specific situation.

Example 3-4-1

An entity enters into a fixed price contract with a customer to sell an integrated
missile defense system, which includes 200 missiles for $400 million ($2 million
per missile), 3 missile launchers for $3 million ($1 million per launcher), and
a communication shelter for $10 million. In addition, the contract includes on-
going operation and maintenance for the missile system for three years for the
customer for an estimated price of $5 million. The entity concluded that there
were two separate performance obligations, the first for the integrated missile
defense system and the second for the operation and maintenance services (this
conclusion is not the purpose of this example).

The entity determines there is no observable market data available because
the integrated missile system and ongoing operations and maintenance are
customized specifically for the customer and have unique performance capa-
bilities (as such, no similar competitor product exists).

Based on these facts and circumstances, the entity determines the most ap-
propriate of the three allocation approaches to determine the stand-alone sell-
ing price for the integrated missile defense system and ongoing operations and
maintenance is the expected costs plus margin approach.

Allocating Discounts
3.4.17 As explained in FASB ASC 606-10-32-36, "a customer receives a

discount for purchasing a bundle of goods or services if the sum of the stand-
alone selling prices of those promised goods or services in the contract exceeds
the promised consideration in a contract." Under the relative stand-alone sell-
ing price method, this discount would typically be allocated proportionately to
all the separate performance obligations. However, if an entity determines that
a discount in an arrangement is not related to all the products and services, it
may be required to allocate the discount to only those products or services for
which the discount relates. A discount should be allocated to only certain prod-
ucts or services in an arrangement if all the criteria in FASB ASC 606-10-32-37
are met.
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3.4.18 Typically, discounts will be allocated only to bundles of two or more
performance obligations in an arrangement. As stated in BC283 of FASB ASU
No. 2014-09, "the [b]oards noted it may be possible for an entity to have suf-
ficient evidence to be able to allocate a discount to only one performance obli-
gation in accordance with the criteria in ASC 606-10-32-37, but the [b]oards
expected that this could occur in only rare cases."

3.4.19 The following example is meant to be illustrative, and the actual
determination of the appropriate allocation of a discount in accordance with
paragraphs 36–38 of FASB ASC 606-10-32 should be based on the facts and
circumstances of an entity's specific situation.

Example 3-4-2

An entity enters into a fixed priced arrangement to sell two communication
satellites for $500 million (Sat A for $250 million and Sat B for $250 million)
and provide training services to the customer's employees on how to assemble
and integrate future communication satellites for $20 million. The arrange-
ment is a direct commercial sale with an international customer. The entity
determined that there were three separate performance obligations: (1) Sat A,
(2) Sat B, and (3) training on assembly and integration (this conclusion is not
the purpose of this example).

The regular selling price for Sat A and Sat B is $300 million and $275 million,
respectively, and the entity regularly sells Sat A and Sat B as a bundle for $500
million. The pricing for the training services represents the entity's cost plus
its standard margin of 10 percent, which is consistent with what competitors
charge in the marketplace. Therefore, the customer received an overall discount
of $75 million based on the stand-alone selling prices.

Based on the facts and circumstances, the entity would allocate the discount
directly to Sat A and Sat B because

a. the entity regularly sells each satellite, and training on a stand-
alone basis.

b. the entity regularly sells on a stand-alone basis Sat A and Sat B as
a bundle at a discount to the stand-alone selling price for Sat A and
Sat B.

c. the discount attributable to Sat A and B as a bundle ($75 million)
is the same as the discount in the contract, and there is observable
evidence that the discount in the contract is attributable to Sat A
and Sat B.

Allocation of Variable Consideration
3.4.20 Contracts with the U.S. federal government may contain an ele-

ment of variable consideration depending on the contract type involved. For
example, U.S. federal government contracts could contain incentives or award
fees depending on the entity achieving certain future events, agreed-upon per-
formance targets, or cost objectives.

3.4.21 As stated in FASB ASC 606-10-32-40,

an entity should allocate a variable amount (and subsequent changes
to that amount) entirely to a performance obligation or to a distinct
good or service that forms part of a single performance obligation if
both of the following criteria are met:
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a. The terms of a variable payment relate specifically to the

entity's efforts to satisfy the performance obligation or
transfer the distinct good or service (or to a specific out-
come from satisfying the performance obligation or trans-
ferring the distinct good or service).

b. Allocating the variable amount of consideration entirely to
the performance obligation or the distinct good or service is
consistent with the allocation objective in paragraph 606-
10-32-28 when considering all of the performance obliga-
tions and payment terms in the contract.

3.4.22 If the criteria in FASB ASC 606-10-32-40 are not met, the vari-
able consideration (and any subsequent changes in the measurement of the
variable consideration) that is determined to be in the total transaction price,
is allocated to all performance obligations in a contract based on their relative
stand-alone selling prices. As explained in FASB ASC 606-10-32-43, subsequent
changes in the total transaction price are generally allocated to the separate
performance obligations on the same basis as the initial allocation (based on
stand-alone selling prices determined at contract inception). However, changes
in the amount of variable consideration will need to be evaluated to determine
if the variable consideration relates to one or more specific performance obliga-
tions. In addition, pursuant to FASB ASC 606-10-32-43, situations could arise
in which changes in variable consideration (upward or downward) could per-
tain to a satisfied performance obligation. A change in the amount of consider-
ation related to a satisfied performance obligation is recognized on a cumulative
catch-up basis.

3.4.23 The following example is meant to be illustrative, and the actual
determination of the appropriate allocation of variable consideration in accor-
dance with paragraphs 39–41 of FASB ASC 606-10-32 should be based on the
facts and circumstances of an entity's specific situation.

Example 3-4-3

An entity enters into a fixed price plus incentive fee contract to modernize and
operate a U.S. government flight operation center. In addition, the entity will
operate the network and provide customer service (IT help desk) for three years.
The entity has the ability to earn two types of incentive fees under the arrange-
ment. The first is a cost incentive, which is determined based on the relation-
ship of total costs for the entire contract to the total target costs. The second
is a customer satisfaction incentive in which the entity is measured based on
response time for operating the IT help desk.

The entity determined there were two performance obligations for this arrange-
ment, one to modernize the network, and the second to operate the network and
provide customer service. The estimated cost to install the network is $100 mil-
lion and estimated cost to operate and provide customer service for three years
is $50 million for total costs of $150 million. Using the expected value method,
the entity estimated that it would earn $10 million related to the cost incentive
for the entire contract, and $3 million for the customer satisfaction incentive
related to the IT help desk. The entity has determined that the cost incentive
pertains to the total cost of the entire contract and, therefore, the $10 million is
allocated to both performance obligations based on stand-alone selling prices of
each. The customer satisfaction incentive is directly related to the performance
obligation to operate network and provide customer service as described in the
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terms of the customer satisfaction incentive agreement and, therefore, the en-
tire $3 million of variable consideration was allocated to this performance obli-
gation in accordance with the requirements on FASB ASC 606-10-32-40.

Step 5: Recognize Revenue When (or as) the Entity Satisfied a
Performance Obligation

Satisfaction of Performance Obligations — Transfer of Control on
Non-U.S. Federal Government Contracts
This Accounting Implementation Issue Is Relevant to Step 5: "Recognize Revenue
When (or as) the Entity Satisfied a Performance Obligation," of FASB ASC 606.

3.5.01 Commercial aerospace and defense contracts encompass many dif-
ferent types of transactions: manufacturing of standardized products; render-
ing of services, such as maintenance or training, or construction-type contracts
to design, develop, manufacture, or modify complex aerospace or electronic
equipment to a buyer's specification.

3.5.02 FASB ASC 606-10-25-23 states the following:

An entity shall recognize revenue when (or as) the entity satisfies
a performance obligation by transferring a promised good or service
(that is, an asset) to a customer. An asset is transferred when (or as)
the customer obtains control of that asset.

3.5.03 FASB ASC 606 explains that revenue should be recognized when
(or as) an entity satisfies a performance obligation by transferring control of a
good or service to a customer. Control of a good or service can transfer over time
or at a point in time. If a performance obligation is satisfied over time, revenue
allocated to that performance obligation will be recognized over time. FASB
ASC 606-10-25-30 explains that if a performance obligation does not meet the
criteria to be satisfied over time, it is deemed to be satisfied at a point in time.

3.5.04 Aerospace and defense companies should determine whether a per-
formance obligation meets the criteria to be satisfied over time or if satisfaction
occurs at a point in time. As noted in FASB ASC 606-10-25-24, this assessment
is performed at contract inception and may only be revised during the contract
in the event of certain contract modifications, for instance, change to rights to
payment, change to contract scope that affects the alternative use of the assets
being produced, and so on.

Performance Obligations Satisfied Over Time
3.5.05 FASB ASC 606-10-25-27 states that

[a]n entity transfers control of a good or service over time and, there-
fore, satisfies a performance obligation and recognizes revenue over
time if one of the following criteria is met:

a. The customer simultaneously receives and consumes the
benefits provided by the entity's performance as the entity
performs;

b. The entity's performance creates or enhances an asset (for
example, work in process) that the customer controls as
the asset is created or enhanced;
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c. The entity's performance does not create an asset with an

alternative use to the entity and the entity has an enforce-
able right to payment for performance completed to date.

3.5.06 Aerospace and defense entities will need to examine at contract
inception the facts and circumstances to determine whether performance obli-
gations in aerospace and defense contracts meet any of the criteria in FASB
ASC 606-10-25-27.

Simultaneous Receipt and Consumption of the Benefits of
the Entity’s Performance

3.5.07 Assessing the criterion in FASB ASC 606-10-25-27a can be
straightforward as explained in FASB ASC 606-10-55-5 for routine or recur-
ring services or situations in which the entity's performance is immediately
consumed by the customer. FASB ASC 606-10-55-6 also notes that the crite-
rion in FASB ASC 606-10-25-27a could be met if an entity determines that
another entity would not need to substantially reperform the work that the
entity has completed to date, if that other entity were to fulfill the remaining
performance obligation to the customer. FinREC believes that this criterion is
likely to be relevant for certain commercial aerospace and defense service per-
formance obligations, such as maintenance, training or transportation services.

Customer Controls the Asset As It Is Created or Enhanced
3.5.08 The criterion in FASB ASC 606-10-25-27b addresses situations in

which the customer controls any work in process, either tangible or intangible,
as it is created or enhanced.

3.5.09 FASB ASC 606-10-25-25 states the following:

Control of an asset refers to the ability to direct the use of, and obtain
substantially all of the remaining benefits from, the asset. Control in-
cludes the ability to prevent other entities from directing the use of,
and obtaining the benefits from, an asset. The benefits of an asset are
the potential cash flows (inflows or savings in outflows) that can be
obtained directly or indirectly in many ways, such as by:

a. Using the asset to produce goods or provide services (in-
cluding public services)

b. Using the asset to enhance the value of other assets
c. Using the asset to settle liabilities or reduce expenses
d. Selling or exchanging the asset
e. Pledging the asset to secure a loan
f. Holding the asset.

3.5.10 Judgment will be required to determine if control of the asset trans-
fers to the customer while the asset is being created or enhanced. Aerospace and
defense contracts in which the entity performs on or enhances the customer's
asset may transfer control to the customer over time. Management should an-
alyze the contract's terms and conditions and other facts and circumstances to
determine, for example, if the entity has a right to payment for its performance
to date, if the legal title, physical possession, or risks and rewards of ownership
related to the asset pass to the customer as the asset is created or enhanced, if
the customer accepts the asset as it is created or enhanced, or if the customer
controls the underlying land or asset that the entity is enhancing.
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Entity’s Performance Does Not Create an Asset With an Alternative Use
3.5.11 The criterion in FASB ASC 606-10-25-27c includes both the as-

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

3.5.12 As discussed in BC134 of FASB ASU No. 2014-09, when the asset
has an alternative use to the entity, the customer does not control the asset as
it is being created. This is expected to be the case in standard inventory-type
items for which the entity has the discretion to substitute items or units across
different contracts with customers.

3.5.13 Some assets, such as commercial aircrafts or engines and compo-
nents and parts to that equipment, may be less customized when manufactured
under non-U.S. government contracts than assets produced under U.S. govern-
ment contracts. However, BC137 of FASB ASU No. 2014-09 explains that the
level of customization is not the only criterion to determine whether the asset
has an alternative use. As stated in FASB ASC 606-10-25-28, "an asset cre-
ated by an entity's performance does not have an alternative use to an entity if
the entity is either restricted contractually from readily directing the asset for
another use during the creation or enhancement of that asset or limited prac-
tically from readily directing the asset in its completed state for another use."
An example would be if the entity cannot sell the asset to another customer
without significant rework.

3.5.14 As discussed in FASB ASC 606-10-55-8, assessment of the "no al-
ternative use" criteria should be made assuming the contract with its customer
is not terminated.

3.5.15 In accordance with FASB ASC 606-10-25-28, an entity should also
consider at contract inception the characteristics of the asset in its complete
form because it will ultimately transfer to the customer. BC136 of FASB ASU
No. 2014-09 provides the example of an asset that has the same basic design as
many other assets that the entity sells to other customers. However, customiza-
tion is substantial and would prevent the entity from redirecting the asset in
its complete state to another customer without significant rework. Although
the asset may likely have an alternative use to the entity in the early stage
of its manufacturing process, (that is before customization activities start), the
entity should conclude from inception that the asset has no alternative use.

3.5.16 FASB ASC 606-10-55-10 states that "a practical limitation on an
entity's ability to direct an asset for another use exists if an entity would incur
significant economic losses to direct the asset for another use." FinREC believes
that situations that may create practical limitations include, but are not limited
to, significant level of customization and rework necessary to redirect the as-
set to another use, resale at a significant loss, limited production slots that may
limit the capability of the entity to redirect the asset while still meeting its obli-
gations (such as contractual deadlines) under the contract with the customer,
and the asset is located in a remote location where significant transportation
costs would be incurred to redirect the asset for another use.

3.5.17 As stated in FASB ASC 606-10-55-9, "a contractual restriction on
an entity's ability to direct an asset for another use must be substantive for the
asset not to have an alternative use to the entity." For instance, if a contract pre-
vents the entity from substituting the asset for another asset, but, in practice,
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the entity manufactures other similar assets and those assets are interchange-
able, have no serial number or other way of being individually identified, and
the entity would not incur significant costs by substituting the asset, the con-
tractual clause would likely be assessed as non-substantive. When assessing
whether a contractual restriction confers a "non-alternative use" to the asset,
the entity should consider whether the contractual restriction represents only
a protective right to the customer and whether the customer could enforce its
rights to the promised asset. As discussed in BC138 of FASB ASU No. 2014-09,
a protective right typically results in the entity having the practical ability to
physically substitute or redirect the asset without the customer being aware of
or objecting to the change.

Enforceable Right to Payment for Performance Completed to Date
3.5.18 When the asset created has no alternative use to the entity, the

entity still needs to demonstrate it has an "enforceable right to payment for
performance completed to date" in order to satisfy the criteria in FASB ASC
606-10-25-27c and meet the requirements to conclude that satisfaction of a
performance obligation and revenue should be recognized over time. Both of
the criteria in FASB ASC 606-10-25-27c need to be met; a right to payment
for performance to date alone does not, in itself, demonstrate that control has
transferred.

3.5.19 As per FASB ASC 606-10-55-11, the entity needs to demonstrate
that if the contract was to be terminated early for reasons other than the en-
tity's failure to perform as promised, it would be entitled to an amount that
compensates the entity for its performance to date. An amount that would com-
pensate an entity for performance completed to date would be an amount that
approximates the selling price of the goods or services transferred to date rather
than compensation for only the entity's potential loss of profit if the contract
were to be terminated. For example, an entity could evidence an enforceable
right to payment based on the ability to recover the costs incurred to date in
satisfying the performance obligation plus a reasonable profit margin. In this
case, the entity needs to demonstrate that the margin recovered for the goods or
services transferred to date represents a reasonable margin. Significant judg-
ment will be required, particularly in circumstances in which the entity is en-
titled to a margin that is proportionally lower than the one it would expect to
obtain if the contract is completed.

3.5.20 Although it would generally be expected that entities would price
their contracts to obtain a reasonable profit, there are circumstances in which
an entity would be willing to sell a good or service at a loss. For example, an
entity might be willing to incur a loss on a sale if the entity has a strong expecta-
tion of obtaining a profit on future orders from that customer, even though such
orders are not contractually guaranteed. The objective of the "right to payment"
criterion in FASB ASC 606-10-25-27c as described in BC142 of FASB ASU No.
2014-09 is to assess whether the customer is obligated to pay for performance
to date. Compensation for the entity's performance for a contract negotiated at
a loss, is an amount that is less than the entity's costs. FinREC believes the
principle for assessing the enforceable right to payment for performance com-
pleted to date as described in FASB ASC 606-10-25-27c is based on whether
the entity has a right to an amount that approximates the selling price; there-
fore, an entity does not need to have a profit in order to meet this criterion.
Accordingly, FinREC believes certain contracts priced at a loss may qualify for
over time recognition under FASB ASC 606-10-25-27c if the enforceable right to
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payment for performance completed to date is based on the selling price, which
may not contain a profit. This section does not address or change the require-
ments for when an entity would be required to record a loss accrual related to
a contract.

3.5.21 Under the termination for convenience clause in most U.S. federal
government contracts, the government typically has a right to the goods or work
in progress produced, and the contractor is entitled to payment for its perfor-
mance to date if the contract is terminated early for reasons other than default.
Non-U.S. federal government contracts may operate under different terms.

3.5.22 As described in FASB ASC 606-10-55-14, management should an-
alyze the terms and conditions of the contract as well as any laws that govern
the transaction in order to determine if the entity's performance gives rise to an
enforceable right to payment for performance completed to date at any given
time. Legal precedents as well as customary business practices should also be
considered in case they alter the capacity of the entity to enforce their right to
payment.

3.5.23 The following example is meant to be illustrative of when a con-
tract negotiated at a loss at inception meets the criteria for satisfaction of per-
formance obligations over time. The actual determination of whether the per-
formance obligation is satisfied over time or at a point in time should be based
on facts and circumstances of an entity's specific situation.

Example 3-5-1

Country (the customer) puts out a request for bids for the design of a highly
customized defense system. Country expects to award subsequent contracts for
tens of thousands of systems over the next ten years from whoever wins the
design contract. There are four contractors bidding for this contract. Contractor
A is aware of the competition and knows that in order to win the design contract
it must bid it at a loss. Contractor A is willing to bid the design contract at a
loss due to the significant value in expected orders over the next ten years.

Contractor A wins the contract with a value of $100 and estimated costs to com-
plete of $130. The contract is noncancellable; however, the contract terms stipu-
late that if Country attempts to terminate the contract, Contractor A would be
entitled to payment for work done to date. The payment amount would be equal
to a proportional amount of the price of the contract based on the performance
of work done to date. For example, if, at the termination date, Contractor A had
completed 50 percent of the contracted work or had incurred $65 of costs, it
would be entitled to a $50 payment from Country, based on the contract value
of $100 and the estimated total cost of $130.

For the purposes of this example, Contractor A has determined that the con-
tract contains a single performance obligation and performance of work is done
ratably over the contract period. Contractor A has also determined that its per-
formance does not create an asset with an alternative use due to the highly cus-
tomized design of the defense system. Thus, the conclusion regarding whether
Contractor A has an enforceable right to payment will determine whether rev-
enue should be recognized over time or at a point in time. This example does
not address or change the requirements regarding whether Contractor A would
be required to record a loss accrual related to the contract.

In this example, Contractor A has an enforceable right to payment for perfor-
mance completed to date in accordance with FASB ASC 606-10-25-27c because
it is entitled to receive a proportionate amount of the contract price in the event
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that Country terminates the agreement. FASB ASC 606-10-55-11 refers to "an
amount that approximates the selling price of the goods or services transferred
to date" and cites "cost plus a reasonable profit margin" as an example of an
amount that would represent selling price for performance completed to date.
Compensation for the entity's performance in this example, as negotiated by
the parties, is an amount that is less than the entity's costs. Therefore, in this
example, the analysis is focused on whether the entity has a right to a propor-
tionate amount of the selling price (reflecting performance to date) rather than
whether such amount is greater than or less than the entity's costs to fulfill the
contract.

Performance Obligations Satisfied Over Time — Measuring Progress
Toward Complete Satisfaction of a Performance Obligation
This Accounting Implementation Issue Is Relevant to Step 5: "Recognize Revenue
When (or as) the Entity Satisfied a Performance Obligation," of FASB ASC 606.

3.5.24 In measuring progress toward complete satisfaction of a perfor-
mance obligation, FASB ASC 606-10-25-31 states that "the objective when mea-
suring progress is to depict an entity's performance in transferring control of
goods or services promised to a customer (that is, the satisfaction of an entity's
performance obligation)."

3.5.25 As discussed in FASB ASC 606-10-25-33, there are various appro-
priate methods of measuring progress that are generally categorized as output
methods and input methods. FASB ASC 606-10-55-17 explains that "output
methods include surveys of performance completed to date, appraisals of re-
sults achieved, milestones reached, time elapsed, and units produced or units
delivered." FASB ASC 606-10-55-20 explains that input methods include re-
sources consumed, labor hours expended, costs incurred, time lapsed, or ma-
chine hours used relative to the total expected inputs to the satisfaction of
that performance obligation. Considerations for selecting those methods are
discussed in paragraphs 16–21 of FASB ASC 606-10-55. As required in FASB
ASC 606-10-25-32, for each performance obligation, the entity should apply a
single method of measuring progress that is consistent with the objective in
FASB ASC 606-10-25-31 and should apply that method consistent with similar
performance obligations and in similar circumstances.

3.5.26 For aerospace and defense entities, a careful evaluation of the facts
and circumstances is required to determine which method best depicts the en-
tity's performance in transferring control of goods or services to the customer.
The entity should carefully consider the nature of the product or services pro-
vided and the terms of the customer contract, such as contract termination
rights, the rights to demand or retain payments, and the legal title to work in
process in determining the best input or output method for measuring progress
toward complete satisfaction of a performance obligation.

United States Federal Government Contracts
3.5.27 Aerospace and defense contracts with the United States federal

government typically provide the government the ability to terminate a con-
tract for convenience, which is the unilateral right to cancel the contract when-
ever the federal buying agency deems the cancellation is in the public interest.
In a termination for convenience, the contractor generally is entitled to recover
all costs incurred to the termination date, plus other costs not recovered at ter-
mination (such as ongoing costs not able to be discontinued, for example, rental
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costs) as well as an allowance for profit or fee. The U.S. federal government also
typically has the right to the goods produced and in-process under the contract
at the time of a termination for convenience.

3.5.28 FASB ASC 606-10-55-17 states the following:

An output method would not provide a faithful depiction of the entity's
performance if the output selected would fail to measure some of the
goods or services for which control has transferred to the customer. For
example, output methods based on units produced or units delivered
would not faithfully depict an entity's performance in satisfying a per-
formance obligation if, at the end of the reporting period, the entity's
performance has produced work in process or finished goods controlled
by the customer that are not included in the measurement of the
output.

3.5.29 BC165 of FASB ASU No. 2014-09 further notes that

[i]n the redeliberations, some respondents, particularly those in the
contract manufacturing industry, requested the Boards to provide
more guidance on when units-of-delivery or units-of-production meth-
ods would be appropriate. Those respondents observed that such meth-
ods appear to be output methods and, therefore, questioned whether
they would always provide the most appropriate depiction of an en-
tity's performance. The Boards observed that such methods may be
appropriate in some cases; however, they may not always result in the
best depiction of an entity's performance if the performance obligation
is satisfied over time. This is because a units-of-delivery or a units-
of-production method ignores the work in process that belongs to the
customer. When that work in process is material to either the contract
or the financial statements as a whole, the Boards observed that using
a units-of-delivery or a units-of-production method would distort the
entity's performance because it would not recognize revenue for the as-
sets that are created before delivery or before production is complete
but are controlled by the customer.

3.5.30 A distinction between the cost-to-cost method and the output meth-
ods of units-of-delivery or units-of-production is that the cost-to-cost method
includes work in process in the measurement towards complete satisfaction of
the performance obligation.

3.5.31 A termination for convenience clause that gives the customer the
right to the goods produced and in-process under the contract at the time of ter-
mination may indicate that the customer has effective control over the goods
produced and work-in-progress, even if not in the customer's physical posses-
sion. Based on the guidance cited in paragraph 3.5.29, FinREC believes in these
circumstances, an output method, such as units of delivery or units of produc-
tion, would not be an appropriate measure of the progress toward complete sat-
isfaction of the performance obligation because an output method would ignore
the work in process that belongs to the customer. Therefore, an input method
would typically be more appropriate in these circumstances.

3.5.32 Accordingly, the contractor would evaluate the specific circum-
stances to determine if an input method, such as cost-to-cost, is an appropriate
measure of the progress toward complete satisfaction of the performance obli-
gation that faithfully depicts the activity for which control is transferred to the
U.S. federal government.
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Commercial Aerospace and Defense Supply Contracts
3.5.33 Because commercial aerospace and defense products are typically

complex and highly specialized, a supplier may enter into a long-term contract
with its customer to supply a product that has no alternative use other than use
in the manufacture of a specific aerospace or defense product, and the supplier
may have an enforceable right to payment from the customer for performance
performed to date. If the supplier determines that revenue should be recognized
over time for such a commercial contract, the supplier must determine the ac-
ceptable measure of progress towards complete satisfaction of the performance
obligations.

3.5.34 Circumstances in which the costs incurred are related exclusively
to satisfying the obligations under the supply agreement for a product with
no alternative use could be an indicator that the customer effectively controls
the work in process. FinREC believes in these circumstances that an input
measure, such as the cost-to-cost method, may provide a faithful depiction of
progress towards complete satisfaction of the performance obligation.

Aerospace and Defense Service Contracts
3.5.35 As the nature of aerospace and defense service contracts varies

widely, the selection of the best method of measuring progress toward complete
satisfaction of a performance obligation requires knowledge of the services pro-
vided to the customer as well as the contractual terms of the performance obli-
gation, particularly those terms involving the timing of service delivery.

3.5.36 FASB ASC 606-10-55-18 states that

as a practical expedient, if an entity has a right to consideration from a
customer in an amount that corresponds directly with the value to the
customer of the entity's performance completed to date (for example, a
service contract in which an entity bills a fixed amount for each hour
of service provided), the entity may recognize revenue in the amount
to which the entity has a right to invoice.

3.5.37 Aerospace and defense companies should consider whether the
practical expedient in FASB ASC 606-10-55-18 would be applicable for its ser-
vice contracts that specify the right to invoice, and the amount of the invoice
corresponds directly with the value to the customer of the entity's performance
completed to date.

3.5.38 For certain service contracts, it may be appropriate to use an output
method related to the number of instances homogeneous services are provided
to the customer relative to the number of instances the services are expected
to be performed over the life of the service contract.

3.5.39 For other service contracts, it may be appropriate to use input meth-
ods for measuring progress towards complete satisfaction of a performance
obligation depending on the facts and circumstances. FASB ASC 606-10-55-20
states that, "if the entity's efforts or inputs are expended evenly throughout the
performance period, it may be appropriate for the entity to recognize revenue
on a straight-line basis." In service contracts for which output methods are not
an appropriate measure of the complete satisfaction of the performance obliga-
tion, and when the performance obligation is not satisfied evenly throughout
the performance period, the cost-to-cost method may be more appropriate.
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3.5.40 The following examples are meant to be illustrative of aerospace
and defense service contracts for which the related performance obligations
are satisfied over time. The actual determination of the method for measuring
complete satisfaction of a performance obligation as stated in FASB ASC 606-
10-25-31 should be based on the facts and circumstances of an entity's specific
situation.

Example 3-5-2

An aircraft maintenance provider may enter into a contract that provides rou-
tine daily maintenance for a fleet of aircraft for equal monthly payments over
24 months of service, with no contract provisions to adjust the transaction price
based on the condition of the aircraft. The contractor may consider straight-line
revenue recognition to be a reasonable depiction of the amount of the entity's
performance and transfer of control of the goods or services to the customer as
the efforts are expended evenly throughout the performance period.

Example 3-5-3

The same aircraft maintenance provider may provide major aircraft mainte-
nance overhauls. In this circumstance, the level of effort necessary for the
overhaul varies depending upon the condition of the aircraft. In these circum-
stances, an input method, such as cost-to-cost, may be a reasonable depiction
of the amount of the entity's performance and transfer of control of the goods
or services to the customer.

Use of Units-of-Delivery Method to Measure Progress
3.5.41 If the entity determines that revenue should be recognized over

time and the customer has control of the goods as the performance occurs, based
on the guidance in FASB ASC 606-10-55-17, output methods, such as units-of-
delivery or units-of-production method, that have not been modified to take
into account the assets that are created before delivery occurs or production
is complete, may not result in the best depiction of an entity's performance
because such unmodified methods ignore the work in process for which control
has been transferred to the customer.

3.5.42 BC166 of FASB ASU No. 2014-09 states, "the [b]oards also observed
that a units-of-delivery or a units-of-production method may not be appropriate
if the contract provides both design and production services because, in this
case, each item produced or delivered may not transfer an equal amount of
value to the customer." It is common for aerospace and defense contracts to
provide design and production services.

3.5.43 BC166 of FASB ASU No. 2014-09 goes on to further state, "how-
ever, a units-of-delivery method may be an appropriate method for measuring
progress for a long-term manufacturing contract of standard items that indi-
vidually transfer an equal amount of value to the customer on delivery."

3.5.44 FinREC believes a units-of-delivery method may be appropriate
in situations in which the entity has a production only contract producing ho-
mogenous products, and the method would accurately depict the entity's per-
formance. When selecting a method for measuring progress and considering
whether a units-of-delivery method is appropriate, an entity should consider
its facts and circumstances and select the method that depicts the entity's per-
formance and the transfer of control of the goods or services to the customer. For
example, contracts for ammunition in which thousands of units are produced
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and inventory is immaterial in relation to the size of the contract, a units-of-
delivery method may be a reasonable depiction of the amount of the entity's
performance and transfer of control of the goods or services to the customer.

3.5.45 Inputs that do not depict an entity's performance. Paragraphs 20–
21 of FASB ASC 606-10-55 provide guidance about measuring progress toward
complete satisfaction of a performance obligation using input methods. It states
that the entity should exclude from an input method the effects of inputs that
do not depict the entity's performance in transferring goods or services to the
customer.

Consideration of Significant Inefficiencies in Performance
3.5.46 For entities using a cost-based input method for measuring

progress towards complete satisfaction of performance obligations, an adjust-
ment to the measure of progress may be required in certain circumstances.
FASB ASC 606-10-55-21a states that "an entity would not recognize revenue
on the basis of costs incurred that are attributable to significant inefficiencies
in the entity's performance that were not reflected in the price of the contract
(for example, the costs of unexpected amounts of wasted materials, labor, or
other resources which were incurred to fulfill the performance obligation)."

3.5.47 Determining which costs represent "wasted" materials, labor or
other resources requires significant judgment and varies depending upon the
facts and circumstances. For example, there are many aerospace and defense
contracts that relate to engineering, manufacturing, and design (EMD) and low-
rate initial production units for which there is an expectation that there will
be significant inefficiencies experienced while fulfilling the performance obliga-
tions due to the nature of the work performed. As manufacturing of a product
matures over its life-cycle, there often is an expectation that such inefficiencies
would decline over time. At the time of entering into the contracts, the vary-
ing risks of inefficiencies are understood by the management of aerospace and
defense companies and are reflected in the pricing of the contract. Therefore,
FinREC believes the variability in performance on the contract is typically not
"unexpected inefficiencies" that would be excluded from the cost-based input
measure of progress.

3.5.48 In some circumstances, however, unexpected inefficiencies may oc-
cur that were not considered a risk at the time of entering into the contract,
such as severe weather, extended labor strikes, or manufacturing accidents
that result in significant wasted resources that may require adjustment to a
cost-based input method for measuring progress. These wasted materials and
efforts should be excluded from the measure of progress towards completion.

Costs Incurred That Are Not Indicative of Performance
3.5.49 There may also be circumstances whereby the cost incurred on an

aerospace and defense contract is not proportionate to the entity's progress in
satisfying the performance obligation. For example, aerospace and defense enti-
ties may enter into contracts to procure products, such as major sub-assemblies,
and then add features to make the products suitable for use in aerospace or
military applications. The procurement alone of those products may not be in-
dicative of the entity's performance.

3.5.50 FASB ASC 606-10-55-21 states
[a] shortcoming of input methods is that there may not be a direct
relationship between an entity's inputs and the transfer of control of
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goods or services to a customer. Therefore, an entity should exclude
from an input method the effects of any input that, in accordance with
the objective of measuring progress in FASB ASC 606-10-25-31, do
not depict the entity's performance in transferring control of goods or
services to the customer. For instance, when using a cost-based input
method, an adjustment to the measure of progress may be required in
the following circumstances:

a. When a cost incurred does not contribute to an entity's
progress in satisfying the performance obligation. For ex-
ample, an entity would not recognize revenue on the basis
of costs incurred that are attributable to significant ineffi-
ciencies in the entity's performance that were not reflected
in the price of the contract (for example, the costs of un-
expected amounts of wasted materials, labor, or other re-
sources that were incurred to satisfy the performance obli-
gation).

b. When a cost incurred is not proportionate to the entity's
progress in satisfying the performance obligation. In those
circumstances, the best depiction of the entity's perfor-
mance may be to adjust the input method to recognize rev-
enue only to the extent of that cost incurred. For example,
a faithful depiction of an entity's performance might be to
recognize revenue at an amount equal to the cost of a good
used to satisfy a performance obligation if the entity ex-
pects at contract inception that all of the following condi-
tions would be met:

1. The good is not distinct,

2. The customer is expected to obtain control of the
good significantly before receiving services re-
lated to the good,

3. The cost of the transferred good is significant rel-
ative to the total expected costs to completely sat-
isfy the performance obligation,

4. The entity procures the good from a third party
and is not significantly involved in designing and
manufacturing the good (but the entity is acting
as a principal in accordance with paragraphs 606-
10-55-36 through 55-40).

3.5.51 Applying the guidance in FASB ASC 606-10-55-21b and determin-
ing whether the cost of a good is proportionate to the entity's progress in satisfy-
ing a performance obligation may require considerable judgment for aerospace
and defense companies. For example, many aerospace and defense companies
are significantly involved in designing and manufacturing the products that
they procure such that condition 4 in FASB ASC 606-10-55-21b is not met, and
the cost of procurement would be a faithful depiction of an entity's performance
and, therefore, a valid cost to be considered in measuring progress towards com-
pletion of the contract. This significant involvement is one of the reasons that
many aerospace and defense contracts provide the entity with the right to pay-
ment from the customer for the cost of procurement plus a reasonable profit in
the event of termination for convenience by the customer.
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3.5.52 In those circumstances in which a contractor is using a cost-based

input method for measuring progress towards complete satisfaction of perfor-
mance obligations and the purchase of the product meets all the conditions in
FASB ASC 606-10-55-21b, an entity should exclude the costs incurred for the
product from the measurement of progress for the performance obligation in ac-
cordance with the objective of measuring progress in FASB ASC 606-10-25-31.
In such circumstances, progress would be measured based on the other costs.
In accordance with the discussion in BC172 of FASB ASU No. 2014-09, this
accounting method would result in zero margin recognition for the purchase of
the product and contract margin recognition over the remaining costs incurred
to satisfy the performance obligation.

3.5.53 Example 3-5-4 that follows is meant to be illustrative of an
aerospace contract with uninstalled materials. The actual determination of
the method for measuring complete satisfaction of a performance obligation
as stated in FASB ASC 606-10-55-21b should be based on the facts and circum-
stances of an entity's specific situation.

Example 3-5-4

On July 1, 20xy, an aerospace company entered into a contract to provide a
product to a customer for $20 million. The company has determined that the
contract represents a single performance obligation, and revenue should be rec-
ognized over time using a cost-based input method. The total cost for the prod-
uct is $18 million, including $12 million to purchase materials and $6 million for
the remaining activities associated with manufacturing the product. The mate-
rial is purchased at inception of the contract and the customer obtains control
of the material significantly before receiving services related to the product.
The company has determined that the material meets the conditions of FASB
ASC 606-10-55-21b and should be accounted for as uninstalled materials. As
of December 31, 20xy, the company has incurred costs of $2 million towards
completion of the manufacturing. The remaining costs are incurred during the
following year.

In this example, the company would record revenue equal to cost when the
uninstalled materials are purchased and control of those materials has trans-
ferred to the customer and record the remaining revenue of $8 million ($20 mil-
lion less $12 million) ratably as the costs related manufacturing are incurred.

Consequently, the entity recognizes the following:

July 1, 200X — Purchase of the uninstalled materials for $12 million and transfer of control of those
materials to the customer

$12,000,000 Revenue upon purchase of the uninstalled materials

$12,000,000 Cost of revenue

$ 0 Profit margin

For the six months ended December 31, 200x

$2,666,667 Revenue (one-third of $8,000,000 of remaining revenue)

$2,000,000 Cost of revenue (one-third complete towards total of $6 million of costs for
manufacturing)

$ 666,667 Profit margin

For the following year

$5,333,333 Revenue (two-thirds of $8,000,000 of remaining revenue)

$4,000,000 Cost of revenue (two-thirds of total of $6 million of costs for manufacturing)

$1,333,333 Profit margin
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Other Related Topics

Contract Costs
This Accounting Implementation Issue Is Relevant to Accounting for Contract
Costs Under FASB ASC 340-40.

3.7.01 FASB ASC 340-40 provides guidance on contract costs that are not
within the scope of other authoritative literature. If another accounting stan-
dard precludes the recognition of an asset for a particular cost, then FASB ASC
340-40 would also not permit the recognition of an asset.

3.7.02 As discussed in FASB ASC 340-40-25-5, only costs incurred for re-
sources that directly relate to a contract (or anticipated contract) that will be
used to satisfy future performance obligations and are expected to be recovered
are eligible for capitalization. In addition, pursuant to FASB ASC 340-40-25-1,
incremental costs of obtaining a contract should be recognized as an asset if
the costs are incremental and are expected to be recovered. Based on BC300
of FASB ASU No. 2014-09, an incremental cost of obtaining a contract may be
expected to be recovered if the incremental cost is reflected in the pricing of the
contract. An entity is precluded from deferring costs merely to normalize profit
margins throughout a contract by allocating revenue and costs evenly over the
life of the contract.

Incremental Costs of Obtaining a Contract
3.7.03 Paragraphs 1–3 of FASB ASC 340-40-25 explain that the costs of

obtaining a contract should be recognized as an asset if the costs are incre-
mental and expected to be recovered. Incremental costs of obtaining a specific
contract are those costs that the entity would not have incurred if the contract
had not been obtained (that is, the payment is contingent upon obtaining the
contract). For example, sales commissions paid to sales personnel solely as a re-
sult of obtaining the contract would be eligible for capitalization as long as they
are expected to be recovered. Costs that would have been incurred regardless of
whether the contract was obtained, such as salaries related to sales personnel,
would most likely not be capitalized unless those costs were explicitly charge-
able to the customer (for example, through overhead rates).

3.7.04 As a practical expedient, FASB ASC 340-40-25-4 notes that an en-
tity may recognize the incremental costs of obtaining a contract as an expense
when incurred if the amortization period of the asset that the entity otherwise
would have recognized is one year or less.

Pre-Contract Costs
3.7.05 Pre-contract costs, or costs incurred in anticipation of a contract,

may arise in a variety of situations. Costs may be incurred in anticipation of
a specific contract (or anticipated follow-on order) that will result in no future
benefit unless the contract is obtained.

3.7.06 Pre-contract costs may consist of the following:

a. Engineering, design, mobilization, or other services performed on
the basis of commitments or other such indications of interest

b. Costs for production equipment and materials relating to specific
anticipated contracts (for example, costs for the purchase of pro-
duction equipment, materials, or supplies)
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c. Costs incurred to acquire or produce goods in excess of contractual

requirements in anticipation of follow-on orders for the same item
d. Start-up or mobilization costs incurred for anticipated but uniden-

tified contracts

3.7.07 Pre-contract costs that are incurred for a specific anticipated con-
tract, such as engineering, design, mobilization or other services or production
equipment, materials, or supplies, should first be evaluated to determine if they
are included in the scope of other authoritative literature, such as FASB ASC
330, Inventory; FASB ASC 360, Property, Plant and Equipment; or FASB ASC
985, Software. Pre-contract costs that are not included in the scope of other au-
thoritative literature but are incurred for a specific anticipated contract would
be recognized as an asset only if they meet all of the criteria in paragraphs 5–8
of FASB ASC 340-40-25.

Costs to Fulfill a Contract
3.7.08 Costs to fulfill a contract that are incurred prior to the time the

customer obtains control (as contemplated in paragraphs 23–26 of FASB ASC
606-10-25) of the good or service are first assessed to determine if they are
within the scope of other standards (such as FASB ASC 330, FASB ASC 360,
or FASB ASC 985), in which case, the entity should account for such costs in
accordance with those standards (either capitalize or expense) as explained
in FASB ASC 340-40-15-3. For example, costs incurred to acquire or produce
goods in excess of contractual requirements for an existing contract in anticipa-
tion of future orders for the same items would likely be evaluated under FASB
ASC 330.

3.7.09 FASB ASC 340-40-25-5 states that costs to fulfill a contract that
are not addressed under other authoritative literature would be recognized as
an asset only if they meet all of the following criteria:

a. The costs relate directly to a contract or to an anticipated contract
that the entity can specifically identify (for example, costs relating
to services provided under renewal of an existing contract or costs
of designing an asset to be transferred under a specific contract that
has not yet been approved).

b. The costs will generate or enhance resources that will be used in
satisfying (or in continuing to satisfy) performance obligations in
the future.

c. The costs are expected to be recovered.

3.7.10 For aerospace and defense contracts, costs that relate directly to
a contract could include direct labor, direct materials, and allocations of costs
that are explicitly chargeable to the customer under the contract and other
costs that were incurred only because the entity entered into the contract (for
example, subcontractor arrangements). As discussed in FASB ASC 340-40-25-
8a, general and administrative costs are expensed as incurred if they are not
explicitly chargeable in the contract.

3.7.11 Aerospace and defense contracts with the U.S. federal government
may provide the contractor with the explicit ability, usually through the provi-
sions of the federal acquisition regulations, to charge general and administra-
tive costs directly to the U.S. federal government. In such circumstances, the
entity would then apply the criteria in FASB ASC 340-40-25-5 to determine if
recording an asset for these costs is appropriate. Contracts with commercial
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entities or direct foreign government sales (that is, not a contract structured as
a foreign military sale through the U.S. federal government), should be care-
fully evaluated to determine if general and administrative costs are explicitly
chargeable and recoverable under the terms of the contract.

3.7.12 FASB ASC 340-40-25-8b explains that costs of "wasted" materials,
labor, or other resources to fulfill the contract that were not reflected in the
price of the contract should be expensed when incurred. Determining which
costs are "wasted" will require significant judgment and will vary depending
on the facts and circumstances.

3.7.13 FASB ASC 340-40-25-8c explains that costs that relate to satisfied
performance obligations (or partially satisfied performance obligations) in the
contract (costs that relate to past performance) should be expensed when in-
curred.

3.7.14 For example, entities measuring progress towards complete sat-
isfaction of a performance obligation satisfied over time using a cost-to-cost
measure will generally not have inventoried costs.

Learning or Start-Up Costs
3.7.15 Certain types of aerospace and defense contracts often have learn-

ing or start-up costs that are sometimes incurred in connection with the perfor-
mance of a contract or a group of contracts. As discussed in BC312 of FASB ASU
No. 2014-09, a learning curve is the effect of efficiencies realized over time when
an entity's costs of performing a task (or producing a unit) declines in relation
to how many times the entity performs that task (or produces that unit).

3.7.16 Such costs usually consist of materials, labor, overhead, rework,
or other special costs that must be incurred to complete the existing contract
or contracts in progress and are distinguished from research and development
costs. As manufacturing of a product matures over its life cycle, the expectation
is that these costs would decline over time. These costs are often anticipated
and contemplated between the contractor and customer, and considered in ne-
gotiating and establishing the aggregate contract price. As discussed in BC313
and BC314 of FASB ASU No. 2014-09, if an entity has a single performance obli-
gation to deliver a specified number of units and the performance obligation is
satisfied over time, an entity would probably select a method under FASB ASC
606 (such as cost-to-cost) that results in the entity recognizing more revenue
and expense for the early units produced relative to the later units.

3.7.17 For example, assume a contractor is engaged for the manufac-
ture of aerospace components. This is the contractor's first production contract
for aerospace components. The contractor determined there is a single perfor-
mance obligation that is satisfied over time and that revenue will be recognized
using an input measure (for example, a cost-to-cost input method). The first
components produced are expected to cost more than the later components due
to the learning curve costs involved. Therefore, the contractor will recognize
more revenue and contract costs for the first components produced as compared
to the later components.

3.7.18 If the contractor determined that revenue should be recognized at
a point in time, a different conclusion could be reached. As discussed in BC315
of FASB ASU No. 2014-09, if the contractor incurs costs to fulfill a contract
without also satisfying a performance obligation over time, the contractor could
be creating an asset that is within the scope of other standards, such as the
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inventory guidance in FASB ASC 330. For example, the costs of producing the
components would accumulate as inventory, and the contractor would select an
appropriate method of measuring that inventory and recognizing it as revenue
when control of the inventory transfers to the customer.

3.7.19 In accordance with the requirements of FASB ASC 340-40-25-5a,
start-up or learning costs incurred for anticipated but unidentified contracts
would not be capitalized before a specific contract was identified.

Amortization and Impairment
3.7.20 FASB ASC 340-40-35-1 notes that costs to fulfill a contract or in-

cremental costs to obtain a contract recorded as an asset should be amortized
on a systematic basis consistent with the transfer to the customer of the goods
or services to which the asset relates.

3.7.21 In addition, FASB ASC 340-40-35-2 requires that "an entity shall
update the amortization to reflect a significant change in the entity's expected
timing of transfer to the customer of the goods or services to which the asset
relates." FASB ASC 250-10 requires such a change to be accounted for as a
change in accounting estimate. Such change could be indicative of impairment
of the related assets, and entities should evaluate the facts and circumstances
to determine the appropriate conclusions.

3.7.22 FASB ASC 340-40-35-5 explains that an asset recorded should also
be evaluated for impairment under other accounting standards (for example,
an asset recorded under FASB ASC 330 should be evaluated for impairment
under the inventory impairment guidance).

3.7.23 For assets accounted for under paragraphs 1–8 of FASB ASC 340-
40-25, FASB ASC 340-40-35-3 requires the recognition of an impairment loss
if the carrying amount of the asset exceeds

a. the remaining amount of consideration that the entity expects to
receive in exchange for the goods or services to which the asset
relates,5 less

b. the costs that relate directly to providing those goods or services
and have not been recognized as expenses (as described in FASB
ASC 340-40-25-7).

Accounting for Offset Obligations
This Accounting Implementation Issue Is Relevant to Accounting for Offset Obli-
gations Under FASB ASC 606.

3.7.24 Aerospace and defense contracts may include offset obligations
within their contract terms, specifically within contracts with foreign cus-
tomers. Examples of offset mechanisms include the following:

a. Offset related to the main product or service included in the current
contract (for example, military equipment, systems, or services). For

5 Paragraph 17 of TRG Agenda Ref. No. 5, July 2014 Meeting – Summary of Issues Discussed
and Next Steps, from the October 31, 2014, TRG for revenue recognition meeting explains that TRG
members stated that FASB ASC 606, Revenue from Contracts with Customers, requires an entity to
consider renewals or extensions in projecting future cash flows when performing an impairment test
on capitalized contract costs. The boards may decide at a later date whether to make a technical
correction or minor improvement to clarify the boards' intent.
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example, if the contract is for the manufacture of a number of air-
planes, the foreign government may be given the right to produce
a component of that specific airplane.

b. Offset not directly related to the product or service produced by the
aerospace and defense company. These offsets may take the form of
services, investments, counter-trade, or co-production. Examples of
this may include contracting with companies within the customer's
country for production on an unrelated contract, building specified
facilities within the customer's country, or purchasing raw materi-
als from that country's suppliers for effort not related to the current
contract.

3.7.25 Aerospace and defense entities will need to assess the appropriate
treatment for offset obligations. The treatment will vary because offset obli-
gations may take varying forms depending on the customer and the country
involved. Also, the projects required to satisfy the offset obligation may or may
not be specified upon the signing of a contract.

3.7.26 If the seller does not completely satisfy the offset obligation, the
contract often specifies a penalty that either reduces the cash received by the
seller or may result in a cash payment from the seller to the customer.

Offset Obligation Is Specifically Identified Within the Contract
3.7.27 If the project(s) to fulfill the offset obligation is specifically identi-

fied within the contract, aerospace and defense companies will need to assess
when entering into the contract whether the obligation represents a distinct
performance obligation within the contract.

Assessment of a Distinct Performance Obligation
3.7.28 In accordance with FASB ASC 606-10-25-14, to identify perfor-

mance obligations, entities should first identify the promised good or service. If
the obligation does not represent a good or service, it would not be evaluated as
a separate performance obligation under the contract but, rather, companies
should consider the guidance in accounting for costs, including the guidance
related to contract costs. Refer to "Contract Costs" in paragraphs 3.7.01–3.7.23
for guidance on accounting for contract costs.

3.7.29 If the obligation does represent a good or a service, entities should
next consider if the good or service represents a distinct performance obligation
in the contract. Consistent with the guidance outlined in "Identifying the Unit
of Account in Design, Development, and Production Contracts" in paragraphs
3.2.01–3.2.21, when analyzing the offset obligations within a contract, the en-
tity will determine whether the good or service that is promised to a customer
is distinct if both of the criteria in FASB ASC 606-10-25-19 are met:

a. The customer can benefit from the good or service either on its own
or together with other resources that are readily available to the
customer (that is, the good or service is capable of being distinct).

b. The entity's promise to transfer the good or service to the customer
is separately identifiable from other promises in the contract (that
is, the promise to transfer the good or service is distinct within the
context of the contract).

3.7.30 The analysis of offset obligations within a contract will be specific
to each set of facts and circumstances. A key piece of this assessment will be the
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factors outlined within FASB ASC 606-10-25-21 that indicate when an entity's
promise to transfer a good or service to a customer is not separately identifiable.
The objective in FASB ASC 606-10-25-21 is to determine whether the nature
of the promise within the context of the contract is to transfer each of those
goods or services individually or, instead, to transfer a combined item or items
to which the promised goods or services are inputs. For example, the fact that a
customer could decide to not purchase the good or service without significantly
affecting the other promised goods or services in the contract might indicate
that the good or service is not highly dependent on, or highly interrelated with,
those other promised goods or services.

3.7.31 If the offset obligation is determined to be a distinct performance
obligation, entities would need to allocate the appropriate amount of revenue
to the obligation. Refer to paragraphs 3.4.01–3.4.23 for guidance related to the
allocation of revenue to the performance obligations.

Obligation Is Not Considered to Be a Distinct Performance Obligation
3.7.32 If the obligation is a good or service but is not determined to be a dis-

tinct performance obligation based on the assessment described previously, in
accordance with FASB ASC 606-10-25-22, entities should combine the good or
service with the other obligation under the contract until it identifies a bundle
of goods or services that is distinct and determine the appropriate recognition
model to apply to the obligation as a whole.

3.7.33 If the entity does not intend to provide the good or service, but
instead, pays the penalty, the entity should consider the guidance for payments
made to a customer.

Offset Obligation Is Determined Subsequent to the Signing
of the Contract

3.7.34 If the project(s) to fulfill the offset obligation are not specifically
identified within the contract or required to be selected at the inception of the
contract, the entity should consider how they intend to fulfill the obligation and
evaluate it accordingly. Further, as the contract proceeds, entities will need to
continue to consider how they intend to fulfill the obligation and evaluate and
account for any changes to that intent accordingly. Entities will need to evaluate
the manner in which the offset obligation will be fulfilled to determine whether
it is a cost of the contract or a separate performance obligation.

3.7.35 If the entity does not intend to fulfill the offset obligation, but
instead, pay any portion of the penalty, the entity should consider the guidance
for payment made to a customer and update the transaction price accordingly.

Disclosures — Contracts With Customer
This Accounting Implementation Issue Is Relevant to Accounting for Disclosure
Requirements Under FASB ASC 606-10-50.

3.7.36 The guidance provided in this section addresses the new disclosure
requirements under FASB ASC 606-10-50 for public entities. Aerospace and
defense companies that are neither a public business entity nor a not-for-profit
entity that has issued, or is a conduit bond obligor for, securities that are traded,
listed, or quoted on an exchange or an over-the-counter market may elect not to
provide certain of the disclosures required of public entities. These differences
are described further in each of the following sections.
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Disaggregation of Revenue
3.7.37 As discussed in BC335 of FASB No. ASU 2014-09, the intention of

the disaggregation of revenue disclosure as outlined in FASB ASC 606-10-50-5
is to provide users of the financial statements with additional insight into the
composition of a company's revenues. This may be most effectively achieved by
providing a disaggregation based on risk profile. Companies in the aerospace
and defense industry may wish to consider the following categories of disaggre-
gation when determining how to construct their disclosures in accordance with
paragraphs 5–6 of FASB ASC 606-10-50. For each of the following categories,
companies should consider whether the disclosure would be meaningful or use-
ful to financial statement users based on the nature of its business, as well as
whether such level of detail is already frequently disclosed or discussed, either
internally or externally.

a. Geographic region. For aerospace and defense companies that have
significant operations outside of the U.S., disaggregation by geo-
graphic region may be appropriate, as the nature, amount, timing,
and uncertainty of revenues and cash flows is dependent on both
domestic and international priorities and budgets, which may dif-
fer. Furthermore, performance and collection risk on international
programs is generally more significant than on domestic programs.
Because priorities and risk can also vary significantly by country
depending on geopolitical and economic factors specific to those
countries, disaggregating revenue solely by U.S. and international
may not be as meaningful as disaggregating by geographic region.

b. Customer type. For aerospace and defense companies that have dif-
ferent classes of customers, disaggregation by customer type may
be appropriate. Revenue and collection risk can vary significantly
by customer type. For example, sales to the U.S. federal government
generally have a low risk of collection due to U.S. federal govern-
ment procurement rules, regulations, and business practices that
are in place, whereas sales outside of the United States are subject
to foreign government laws, regulations, and procurement policies
and practices, which may differ from U.S. federal government reg-
ulations and generally carry a higher risk of collection. Direct com-
mercial sales and other commercial sales (within the United States
and outside the United States) are subject to fewer regulations and
also have a different collection risk profile compared to U.S. federal
government sales.

c. Contract type. For aerospace and defense companies that perform
under different contract types, disaggregation by contract type may
be appropriate. Generally, customer contracts can be categorized as
either fixed-price or cost-type contracts. Companies should consider
whether separate disclosure of time and materials (T&M) contracts
is meaningful or whether they should be classified as fixed-price or
cost-type contracts for disclosure purposes. There may be diversity
in practice as to how T&M contracts are classified. Performance
and collection risk can vary by contract type. Because aerospace
and defense companies carry the burden of cost overruns (and re-
ceive the benefit of cost underruns) on fixed-price contracts, fixed-
price contracts generally have greater risk than cost-type contracts,
especially because many aerospace and defense contracts involve
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advanced designs and technologies that may experience unforeseen
technological difficulties and cost overruns.

d. Product type or product line. In determining whether disaggrega-
tion by product type or product line may be meaningful, aerospace
and defense companies should consider how their product lines are
organized and whether a similar risk profile applies to an entire
product type or product line. In other words, is the performance of
that product line driven by all or most of the same economic factors?
Aerospace and defense companies should also consider whether
performance of specific product types, services, or product lines is
typically disclosed or discussed.

e. Development and production contracts. Aerospace and defense com-
panies may want to consider whether disaggregation of revenue
by development and production contracts is meaningful, as de-
velopment contracts generally carry greater risk than production
contracts. However, due to the inability to oftentimes distinguish
between the development and production phases (and related rev-
enues) of aerospace and defense contracts, it may not be meaningful
to arbitrarily separate them for disaggregation purposes. In addi-
tion, companies should consider what portion of their business this
disaggregation would apply to in determining whether it would be
meaningful.

Refer to Examples 3-7-1 and 3-7-2 for illustrative examples of the disaggrega-
tion of revenue disclosure.

3.7.38 As required by FASB ASC 606-10-50-3, a disaggregation of revenue
should be presented for all periods for which an income statement is presented.

3.7.39 FASB ASC 606-10-50-7 indicates that the quantitative disaggrega-
tion disclosure guidance in paragraphs 5–6 of FASB ASC 606-10-50 and 89–91
of FASB ASC 606-10-55 is not required for entities that are neither a pub-
lic business entity nor a not-for-profit entity that has issued, or is a conduit
bond obligor for, securities that are traded, listed, or quoted on an exchange
or an over-the-counter market. However, if an entity that is neither a public
business entity nor a not-for-profit entity that has issued, or is a conduit bond
obligor for, securities that are traded, listed, or quoted on an exchange or an
over-the-counter market elects not to provide those disclosures it must pro-
vide, at a minimum, revenue disaggregated according to the timing of transfer
of goods or services (for example, revenue from goods or services transferred to
customers at a point in time and revenue from goods or services transferred to
customers over time) and qualitative information about how economic factors
(such as type of customer, geographical location of customers, and type of con-
tract) affect the nature, amount, timing, and uncertainty of revenue and cash
flows.

Contract Balances
3.7.40 Although FASB ASC 912-310-25-1 was updated to state that un-

billed amounts on cost-plus fixed-fee contracts with the U.S. federal government
may be receivables or contract assets (unbilled amounts on fixed-type contracts
are not specifically addressed in the update), if more than just the passage
of time is required before payment, the asset related to unbilled amounts on
both cost-type and fixed-price contracts should be presented as a contract asset.
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Contractors may consider the following factors when determining whether it is
just the passage of time that makes payment unconditional:

� For fixed-price contracts with performance-based payments, be-
cause a contractor can only bill when a performance-based mile-
stone is met or upon customer acceptance for retainage, there are
events other than the passage of time required before amounts
can be billed.

� For cost-type contracts and fixed-price contracts with progress
payments, the right to payment is not unconditional until costs are
invoiced or billed because there are requirements beyond the pas-
sage of time that must be met before amounts can be billed, includ-
ing maintaining accounting systems that are in compliance with
Federal Acquisition Regulation (FAR) cost principles and appli-
cable Cost Accounting Standards (CAS) requirements, customer
acceptance (for billing of retainage), and customer agreement on
award and incentive fees.

3.7.41 Presentation of a contract as a contract asset or a contract liability
was discussed at the October 2014 TRG meeting. Paragraph 12 of TRG Agenda
Ref. No. 11, October 2014 Meeting — Summary of Issues Discussed and Next
Steps, discussed how an entity should determine the presentation of a contract
that contains multiple performance obligations:

TRG members generally agreed that a contract is presented as either
a contract asset or a contract liability (but not both) depending on the
relationship between the entity's performance and the customer's pay-
ment. That is, the contract asset or liability is determined at the con-
tract level and not at the performance obligation level.

3.7.42 Thus, in accordance with the discussion at the October 2014 TRG
meeting on presentation of a contract as a contract asset or a contract liability,
aerospace and defense companies should aggregate performance obligations at
the contract level when determining the total contract asset balance and total
contract liability balance for both presentation and disclosure purposes. Enti-
ties should also consider the appropriate classification (current versus noncur-
rent) of each contract asset and each contract liability. For example, a company
determines that there are two performance obligations related to a single con-
tract. The company received a $100 million advance on the first performance
obligation and has performed no work to date. The company has performed
$150 million of work on the second performance obligation, which remains to
be billed. When aggregated at the contract level for presentation and disclosure
purposes, the company has a contract asset of $50 million.

3.7.43 To address the requirement to disclose the opening and closing bal-
ances of receivables, contract assets, and contract liabilities in accordance with
FASB ASC 606-10-50-8a and provide an explanation of the significant changes
in the contract asset and contract liability balances in the reporting period in
accordance with FASB ASC 606-10-50-10, companies may consider disclosing
a rollforward of the contract balances for the reporting period. Alternatively,
companies may choose to disclose the opening and closing balances in a narra-
tive or tabular format with enhanced narrative around the significant drivers
of the changes in the balances.

3.7.44 Related to the requirement to disclose revenue recognized in the
reporting period that was included in the contract liability balance at the
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beginning of the period in accordance with FASB ASC 606-10-50-8b, FinREC
believes that aerospace and defense companies should disclose total revenue
recognized in the reporting period related to contracts that were in a net lia-
bility position as of the beginning of the fiscal year, but not in excess of the net
liability balance for a specific contract. Refer to example 3-7-3 for an illustrative
example of this calculation for disclosure purposes.

3.7.45 In addition, for contracts in a liability position at the beginning of
the period that receive additional advances in the subsequent reporting period,
FinREC believes one acceptable method would be to assume that all revenue
recognized in the reporting period first applies to the beginning contract liabil-
ity as opposed to a portion applying to the new advances for the period. Compa-
nies should consider disclosing the method that they are applying to calculate
this disclosure.

3.7.46 The disclosure requirements outlined in paragraphs 8(a), 8(b), and
10 of FASB ASC 606-10-50 relate to contract balances and changes in those
balances. Accordingly, the disclosures would capture year-to-date information
(that is, using the periods on the comparative balance sheet), although an entity
may provide supplemental quarterly information.

3.7.47 FASB ASC 606-10-50-11 indicates that the disclosure requirements
in paragraphs 8–10 and paragraph 12A of FASB ASC 606-10-50 related to con-
tract balances and certain changes affecting revenue, timing of the satisfaction
of its performance obligations, and explanation of the significant changes in
the contract asset and liability balances during the reporting period are not re-
quired for entities that are neither a public business entity nor a not-for-profit
entity that has issued, or is a conduit bond obligor for, securities that are traded,
listed, or quoted on an exchange or an over-the-counter market. However, if an
entity that is neither a public business entity nor a not-for-profit entity that
has issued, or is a conduit bond obligor for, securities that are traded, listed,
or quoted on an exchange or an over-the-counter market elects not to provide
these disclosures, the entity should provide the disclosure in FASB ASC 606-
10-50-8a, which requires the disclosure of the opening and closing balances of
receivables, contract assets, and contract liabilities from contracts with cus-
tomers, if not otherwise separately presented or disclosed.

Transaction Price Allocated to the Remaining Performance Obligations
3.7.48 In accordance with FASB ASC 606-10-50-13b, a company may

choose to disclose when it expects to recognize revenue on its remaining per-
formance obligations on either a quantitative or qualitative basis. Potential op-
tions for structuring this disclosure include (a) a tabular rollout of revenue to
be recognized on remaining performance obligations, by year; (b) disclosure of
the percentage of remaining performance obligations that is expected to be rec-
ognized as revenue over the following years; (c) a qualitative discussion of a
company's average contract duration; or (d) a combination of these approaches.

3.7.49 For companies that choose to disclose a tabular rollout of revenue
to be recognized on remaining performance obligations, by year, if a substantial
portion of the revenues will be recognized in the upcoming year, one option could
be to disclose for only the upcoming year (or two) and include the remaining
revenue in a "thereafter" period.

3.7.50 The descriptive disclosures of an entity's performance obligations
as outlined under FASB ASC 606-10-50-12 are required for entities that are
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neither a public business entity nor a not-for-profit entity that has issued, or
is a conduit bond obligor for, securities that are traded, listed, or quoted on an
exchange or an over-the-counter market, but FASB ASC 606-10-50-16 indicates
that the disclosure requirements of paragraphs 13–15 of FASB ASC 606-10-50
related to remaining performance obligations are not required for entities that
are neither a public business entity nor a not-for-profit entity that has issued,
or is a conduit bond obligor for, securities that are traded, listed, or quoted on
an exchange or an over-the-counter market.

3.7.51 The following examples are meant to be illustrative, and the de-
termination of the most appropriate disclosures in accordance with FASB ASC
606-10-50 should be based on the facts and circumstances specific to an entity.

Example 3-7-1 — Disaggregation of Revenue — By Geographic
Location, Customer Type, and Contract Type

A contractor is a global entity that generates approximately 40 percent of its
sales outside of the United States. The economic environment of each of the
regions in which the contractor does business is very different. In addition, the
contractor performs on contracts for the U.S. federal government and foreign
governments, as well as commercial customers, and the company has assessed
the risk profile of these customers to be very different. The company's contracts
are generally structured as either fixed price or cost type, and the company has
also assessed the risk profile associated with these two contract types to be very
different. The company's product lines are organized by capabilities and, as a
result, the risk profile of the programs within a single product line can vary
significantly. The following example illustrates the disaggregation of revenue
disclosure for this contractor based on its assessment that the most meaningful
disaggregation is by geographic location, customer type, and contract type.

Disaggregation of Total Net Sales

Segment
A

$000

Segment
B

$000
Total
$000

United States

Sales to the U.S. Federal Government(1)

Fixed-price contracts 100,000 90,000 190,000

Cost-type contracts 85,000 75,000 160,000

Direct commercial sales and other

Fixed-price contracts 25,000 35,000 60,000

Cost-type contracts — — —

Middle East and North Africa

Foreign military sales through the U.S.
federal government

Fixed-price contracts 40,000 35,000 55,000

Cost-type contracts 10,000 — 10,000

Direct commercial sales and other

Fixed-price contracts 20,000 35,000 55,000

Cost-type contracts 10,000 — 10,000
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Disaggregation of Total Net Sales

Segment
A

$000

Segment
B

$000
Total
$000

All other

Foreign military sales through the U.S.
federal government

Fixed-price contracts 20,000 10,000 30,000

Cost-type contracts 25,000 5,000 30,000

Direct commercial sales and other

Fixed-price contracts 10,000 30,000 40,000

Cost-type contracts — — —

Total net sales 370,000 335,000 705,000

(1) Excludes foreign military sales through the U.S. federal government.

Example 3-7-2 — Disaggregation of Revenue — By Product
Type, Geography, and Major Customer

A contractor is a global entity that generates approximately 50 percent of its
sales outside of the United States. The economic environment of each of the
regions in which the contractor does business is very different. In addition, the
contractor performs on contracts for the U.S. federal government and foreign
governments, as well as commercial customers, and the company has assessed
the risk profile of these customers to be very different. The contractor orga-
nizes its segments and product lines based on major products and services, and
the risk profile of the contracts within each individual major product or ser-
vice area is generally similar; however, risk profile differs significantly across
major products or services. The majority (almost 100 percent) of the company's
contracts are structured as cost-type. The following example illustrates the dis-
aggregation of revenue disclosure for this contractor based on its assessment
that the most meaningful disaggregation is by major product or service, geo-
graphic location, and customer type.

Total Net Sales by Major Product
or Service

Segment
A

$000

Segment
B

$000
Total
$000

Aircrafts 1,520,000 — 1,520,000

Combat vehicles 560,000 — 560,000

Submarines 960,000 — 960,000

Radars — 1,105,000 1,105,000

Mobile communication devices — 850,000 850,000

Engineering and other services — 800,000 800,000

Total net sales 3,040,000 2,755 5,795

(continued)
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Total Net Sales by Major Product
or Service

Segment
A

$000

Segment
B

$000
Total
$000

Total Net Sales by Geographic Areas

United States 1,560,000 1,250,000 2,810,000

Asia/Pacific 520,000 460,000 980,000

Middle East and North Africa 370,000 625,000 995,000

All Other (Principally Europe) 590,000 420,000 1,010,000

Total external sales 3,040,000 2,755,000 5,795,000

Total Net Sales by Major Customers

Sales to the U.S. federal government 1,275,000 895,000 2,170,000

Foreign direct commercial sales 285,000 355,000 640,000

Foreign military sales through the U.S.
federal government

880,000 745,000 1,625,000

Total net sales 600,000 760,000 1,360,000

(1) Excludes foreign military sales through the U.S. federal government.

Example 3-7-3 — Revenue Recognized Included in the Contract
Liability Balance at the Beginning of the Period

A contractor has one contract, for which an advance of $100 million was is-
sued by the customer and $50 million of work has been performed to date by
the contractor, for a net contract liability balance of $50 million at year-end.
In the following quarter, the contractor performs an incremental $60 million
of work on this contract, which is recognized as revenue, resulting in an end-
ing contract asset balance of $10 million. For purposes of the disclosure under
FASB ASC 606-10-50-8b, the company would only disclose $50 million of rev-
enue recognized in the reporting period related to the contract liability balance
at the beginning of the period, as the additional $10 million relates to revenue
recognized once the contract flipped to an asset position.
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Chapter 4

Asset Management

Notice to Readers
This chapter presents accounting implementation issues developed to assist
management of asset management entities in applying FASB Accounting
Standards Codification (ASC) 606, Revenue from Contracts with Customers,
and related interpretations from the FASB/IASB Joint Transition Resource
Group for Revenue Recognition (TRG).
The AICPA Asset Management Revenue Recognition Task Force identified
and developed these accounting implementation issues, and the AICPA Rev-
enue Recognition Working Group and AICPA Financial Reporting Executive
Committee (FinREC) approved them. They are a source of nonauthoritative
accounting guidance for nongovernmental entities.
The accounting implementation issues have been organized within this chap-
ter as follows:

� In relation to the five-step model of FASB ASC 606, when
applicable:1

— Step 1: "Identify the contract with a customer," starting
at paragraph 4.1.01

— Step 2: "Identify the performance obligations in the con-
tract"

— Step 3: "Determine the transaction price"
— Step 4: "Allocate the transaction price to the perfor-

mance obligations in the contract"
— Step 5: "Recognize revenue when (or as) the entity sat-

isfies a performance obligation"
� By revenue stream, starting at paragraph 4.6.01
� As other related topics, starting at paragraph 4.7.01

The followingtable outlines the accounting implementation issues discussed in
this chapter:

Issue Description
Paragraph
Reference

Determining the customer in an asset management
arrangement
Step 1: Identify the contract with a customer

4.1.01–4.1.10

Identifying the contract with a customer in an asset
management arrangement
Step 1: Identify the contract with a customer

4.1.11–4.1.19

(continued)

1 Readers should refer to individual revenue streams starting with paragraph 4.6.01 for account-
ing implementation issues relating to each step of the revenue recognition model.
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Issue Description
Paragraph
Reference

Recognition of contingent deferred sales charges
Revenue streams

4.6.01–4.6.18

Management fee revenue, excluding performance fee revenue
Revenue streams

4.6.19–4.6.53

Incentive or performance fee revenue, excluding
incentive-based capital allocations (such as carried interest)
Revenue streams

4.6.54–4.6.80

Incentive-based capital allocations
Revenue streams

4.6.81–4.6.93

Asset management arrangement revenue gross versus net
Revenue streams

4.6.94–4.6.107

Deferred distribution commission expenses (back-end load
funds)
Other related topics

4.7.01–4.7.10

Management fee waivers and customer expense
reimbursements
Other related topics

4.7.11–4.7.46

Costs of managing investment companies
Other related topics

4.7.47–4.7.76

Application of the Five-Step Model of FASB ASC 606

Step 1: Identify the Contract With a Customer

Determining the Customer in an Asset Management Arrangement
This Accounting Implementation Issue Is Relevant to Step 1 of FASB ASC 606.

4.1.01 Step 1 of the revenue recognition process under FASB ASC 606 is
to "Identify the contract with a customer." FASB ASC 606-10-25-2 notes that, "a
contract is an agreement between two or more parties that creates enforceable
rights and obligations." The FASB ASC master glossary defines customer as "a
party that has contracted with an entity to obtain good or services that are an
output of the entity's ordinary activities in exchange for consideration."

4.1.02 Determining which party is the customer is an important consid-
eration. The asset management industry is somewhat unique in that an asset
manager generally enters into contracts with funds, but the funds are vehicles
that enable investors to pool their money through the funds in order to ben-
efit from an asset manager's services. This situation raises the question as to
whether the fund or the investor would be viewed as the customer. This deter-
mination could affect the following:

� The timing of revenue recognition (for example, if an asset man-
ager has multiple contracts or promises in a contract, that would
either be accounted for separately or together, depending on who
the customer is for each individual contract or promise).
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� The accounting for certain costs (for example, costs associated

with launching a new fund or obtaining new investors could be
either expensed as incurred or capitalized depending on whether
they are associated with obtaining customers or fulfilling perfor-
mance obligations).

4.1.03 FASB and the IASB discussed this question during a public meet-
ing. A staff paper dated January 28, 2013, noted the following:

Since there is a wide spectrum of asset management arrangements,
the terms and conditions of these arrangements could result in the
upfront commission costs paid by an asset manager in a back-end
load fund being interpreted as either fulfillment costs or contract ac-
quisition costs. The staff noted that this distinction revolves around
whether the distribution and investment management services pro-
vided by the asset manager are accounted for as separate performance
obligations or a single performance obligation. Additionally, the as-
sessment is impacted by who is determined to be the customer in these
arrangements, the fund or the individual investor.

4.1.04 The staff held a public meeting in connection with this staff paper.
During the meeting FASB and the IASB once again acknowledged the need to
identify the customer but refrained from offering a view. The boards noted that
given the wide variety of potential structures, there could be situations where
the fund is the customer and other circumstances may lead to a conclusion that
the investor is the customer.

4.1.05 Entities will need to consider the specific facts and circumstances
of each arrangement in evaluating whether the investor or the fund is the
customer. To assist in this evaluation, the following indicators have been devel-
oped for use by the asset management industry, and may be used as a frame-
work to assist preparers in applying judgment to their specific facts and cir-
cumstances. These lists are not intended to be all inclusive and should not be
viewed as checklists. The existence or absence of any one indicator should not
be considered determinative. The substantive nature of indicators should also
be considered. That is, weight given to the existence of any indicator should be
commensurate with its meaningfulness in the context of the given contract. For
example, the existence of a manager removal right could reflect either legally-
imposed restrictions or an investor's influence over the terms of the contract.
Judgment will need to be applied and weights attributed to the indicators based
on relevant facts and circumstances.

4.1.06 FinREC believes the following characteristics may support a con-
clusion that the fund is the customer:

a. The fund is a separate legal entity that may be set up as a partner-
ship, corporation, or business trust.

b. The fund is governed by a board of directors or other form of gover-
nance, which is independent of management of the fund.

c. Fee arrangements for management and advisory fees are negoti-
ated by the fund and applied consistently by the investor class.

d. A large number of potentially diverse investors is an indicator that
the asset manager's relationship is more directly with the fund.

e. The fund lacks visibility as to who the ultimate investor is because
investors have subscribed through a third-party broker-dealer's
omnibus account.
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f. The fund is highly regulated, as is the case with registered invest-
ment companies in the U.S.

g. The asset manager and other service providers may have multiple
different contractual arrangements with the fund to provide differ-
ent services.

4.1.07 An example of a situation in which a fund is the customer would
be a registered investment company with hundreds of investors, including
relationships through omnibus accounts, whereby none of the investors are
deemed to have influence over the contracts between the funds and their service
providers.

4.1.08 Conversely, in certain situations, the investor (or investors) may
be the customer if one considers the relationship holistically. FinREC believes
that the following characteristics may suggest that the investor (or investors)
is the customer:

a. The asset manager enters into individual "side letter" arrange-
ments regarding management fees with individual investors (as
may be common in certain partnership structures).

b. There is active negotiation of fees or interaction between the asset
manager and individual investors or a small group of investors that
control the fund's activity directly or indirectly through their role
on the board or governing body (that is, the investors as a group act
together as the fund's governance structure).

c. The fund is not governed by a board of directors or other form of
governance, which is independent of management of the fund.

d. There is a single or a limited number of investors.

4.1.09 An example of a situation in which an investor may be considered
the customer is a single investor fund where the investor has influence over
the service arrangements, including pricing, and the design of the fund pro-
vides for no corporate governance through a board of directors or other form of
governance, which is independent of management of the fund.

4.1.10 Ultimately, there is no single determinative factor when identifying
the customer in relation to the revenue recognition guidance. Entities should
be thoughtful about the specific facts and circumstances of each arrangement
and apply a consistent approach in performing the evaluation.

Identifying the Contract With a Customer in an Asset
Management Arrangement
This Accounting Implementation Issue Is Relevant to Step 1: "Identify the Con-
tract With a Customer" of FASB ASC 606.

4.1.11 Asset managers provide a number of services to customers, includ-
ing, but not limited to, asset management, administration, and distribution:

a. Asset management services include providing investment advice,
research services, and conducting a continual program of invest-
ment, sale, and reinvestment of client assets, under a contract that
is commonly referred to as the investment management agreement
(IMA).

b. Administrative services typically include fund accounting, prepa-
ration of financial statements, calculation of the net asset value of
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the fund, and other business management activities. These activ-
ities may be agreed upon pursuant to a separate administrative
agreement or included within the IMA.

c. Distribution services include underwriting and distribution of fund
shares and other marketing and distribution activities. These other
activities may include the preparation, printing and distribution of
prospectuses, reports, and sales literature, and/or the preparation
of information, analyses and opinions related to marketing and pro-
motional activities. These activities are agreed upon under a sale or
distribution agreement or explicitly stated in the fund prospectus.

Depending on the product and jurisdiction, some or all of these services may
be included in a single contract (such as the fund prospectus, a governing doc-
ument, or a standalone service agreement) or in multiple separate contracts.
Additionally, the asset manager may enter into side letter agreements with
various parties to modify the terms of the previously mentioned contracts (for
example, the amount of consideration to which the entity is entitled).

4.1.12 FASB ASC 606-10-25-2 notes that, "a contract is an agreement be-
tween two or more parties that creates enforceable rights and obligations." In-
dustry considerations relevant and applicable to the customer assessment are
discussed in detail within the "Determining the Customer in an Asset Manage-
ment Arrangement" section in paragraphs 4.1.01–4.1.10. Upon the identifica-
tion of the customer, evaluation of step 1 of FASB ASC 606 can proceed.

4.1.13 FASB ASC 606-10-25-1 contains the following criteria that must
be met in order for an arrangement to be considered a valid contract with a
customer subject to the revenue recognition framework of FASB ASC 606:

a. The parties to the contract have approved the contract and are com-
mitted to perform their respective obligations;

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

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

d. The contract has commercial substance; and

e. The asset manager believes it is probable that the consideration to
which it will be entitled will be collected.

4.1.14 The absence of any of these criteria raises questions about whether
the contract establishes enforceable rights and obligations, which is the
premise on which the boards' definition of a contract is based.

4.1.15 If a contract with a customer does not meet the criteria in FASB
ASC 606-10-25-1 and an entity receives consideration from the customer, the
entity should account for its rights and obligations in that contract pursuant
to the separate recognition guidance in paragraphs 7–8 of FASB ASC 606-10-
25. Additionally, FASB ASC 606-10-25-6 indicates the entity must continue to
assess the contract to determine whether the criteria in FASB ASC 606-10-25-1
are subsequently met and hence the revenue recognition model can be applied.

4.1.16 Under FASB ASC 606-10-25-1, the IMA, administrative agreement,
sale or distribution agreement and any relevant side letter agreements should
be accounted for as contracts with a customer within the framework of FASB
ASC 606 when all of the following characteristics are met:

©2019, AICPA AAG-REV 4.1.16



166 Revenue Recognition

a. The parties to the agreement(s) have approved the agreement(s)
and are committed to perform their respective obligations.

b. The asset manager can identify the services it will transfer to the
customer.

c. The asset manager can identify the amount of consideration to
which it will be entitled for the services it will transfer (for example,
timing and amount of payments are specified in the contract).

d. The agreement(s) have commercial substance.
e. The asset manager believes it is probable that the consideration to

which it will be entitled will be collected.

4.1.17 In certain cases, the asset manager may not enter into separate
legal agreements with a customer for the provision of any or all of the services
described previously. Instead, the fund prospectus, articles of incorporation or
limited partnership agreement (collectively, the fund's "governing documents")
may explicitly state the services to be provided by the asset manager. In these
instances, FinREC believes that in the absence of separate legal agreements
for the different promised services, the fund's governing documents may also
be considered a valid contract in accordance with FASB ASC 606-10-25-1 if they
possess the following characteristics:

a. The terms are mutually agreed upon by both parties.
b. The fund's governing documents state the rights of each party re-

lated to the services to be transferred to the customer and payment
terms for consideration paid to the asset manager.

c. The arrangement has commercial substance.
d. The asset manager believes it is probable that the consideration to

which it will be entitled will be collected.

4.1.18 When the asset manager or its related parties, or both, enters
into separate agreements for asset management, administrative and sales and
distribution services, consideration should be given to whether the contracts
should be combined. In accordance with FASB ASC 606-10-25-9, the asset man-
ager should combine two or more contracts entered into at or near the same
time with the same customer (or related parties of the customer) and account
for the contracts as a single contract if one or more of the following criteria are
met:

a. The contracts are negotiated as a package with a single commercial
objective.

b. The amount of consideration to be paid in one contract depends on
the price or performance of the other contract.

c. The goods or services promised in the contracts (or some goods or
services promised in each of the contracts) are a single performance
obligation in accordance with paragraphs 14–22 of FASB ASC 606-
10-25.

4.1.19 Generally, the various services provided by an asset manager or its
related parties, or both, are negotiated concurrently with the customer, thereby
meeting the criteria for contract combination under FASB ASC 606-10-25-9A.
However, criteria in paragraphs 9A–9C of FASB ASC 606-10-25 may or may not
be met depending on an asset manager's facts and circumstances. In evaluating
the criterion in FASB ASC 606-10-25-9C, particular attention should be given
to the indicators in FASB ASC 606-10-25-21 and the related examples in the
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guidance to determine whether the services promised in the different contracts
are separately identifiable.

Revenue Streams

Recognition of Contingent Deferred Sales Charges
This Accounting Implementation Issue Is Relevant for Application of FASB ASC
606 to Contingent Deferred Sales Charges.

Background
4.6.01 Certain mutual funds may offer share classes that are sold with-

out a front-end sales charge to investors upon subscription. These investors
may instead be charged a contingent deferred sales charge (CDSC) if the in-
vestment is redeemed within a certain period. The CDSC is an asset-based fee
received by the distributor upon the redemption of the investment during a con-
tractual redemption period, representing consideration for sales and marketing
(sales-related) costs incurred by the distributor upon initial sale of shares. The
CDSC is calculated as a contractual percentage of the lesser of the redemption
proceeds or original cost and may be reduced based on the duration of the in-
vestment. These fees are not subject to clawback subsequent to the redemption
of the investment. Although the investor effectively pays either the front-end
load or CDSC, both are essentially a commission earned by the distributor from
the fund for its distribution services — either reducing how much is remitted
to the fund for a purchase of shares, or increasing how much is collected from
the fund for a redemption of shares.

4.6.02 FinREC believes the CDSC fees represent revenue earned by the
distributor from a contract with customers that is within the scope of FASB
ASC 606.

4.6.03 The considerations for revenue recognition in accordance with
FASB ASC 606 are the same for both the standalone distributor and the con-
solidated asset management entity.

Step 1: Identify the Contract With a Customer
4.6.04 Industry considerations relevant to the determination of the cus-

tomer and applicable to this step are discussed in detail within the "Deter-
mining the Customer in an Asset Management Arrangement" section in para-
graphs 4.1.01–4.1.10.

4.6.05 Additionally, services provided to the customer are generally de-
scribed in the fund prospectus. Considerations relevant in evaluating the con-
tract with the customer are discussed in detail within the section "Identifying
the Contract With a Customer in an Asset Management Arrangement" in para-
graphs 4.1.11–4.1.19.

4.6.06 Although each arrangement should be evaluated based on its
unique facts and circumstances, for purposes of this analysis, the fund is as-
sumed to be the customer. The distributor's ordinary business activity is to sell
or distribute these securities in exchange for sales and distribution revenue
from the fund.
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Step 2: Identify the Performance Obligations in the Contract
4.6.07 An entity should identify the performance obligations in existence

within the contract. FASB ASC 606-10-25-14 describes a performance obliga-
tion as "…a promise to transfer to the customer either (a) a good or service (or
a bundle of goods or services) that is distinct [or] (b) a series of distinct goods
or services that are substantially the same and that have the same pattern of
transfer to the customer."

4.6.08 An entity should consider the specific terms of a given contract
and the unique facts and circumstances of the arrangement when determin-
ing whether the services associated with the sale of the shares constitutes a
performance obligation.

4.6.09 An entity should evaluate whether the service it promises to the
customer is distinct based on the following two criteria in FASB ASC 606-10-
25-19:

a. The customer can benefit from the service either on its own or to-
gether with other resources that are readily available to the cus-
tomer (that is, the service is capable of being distinct).

b. The entity's promise to transfer the service to the customer is sepa-
rately identifiable from other promises in the contract (that is, the
service is distinct within the context of the contract).

4.6.10 FinREC believes that sales-related services provided to the fund
would generally be considered a single performance obligation (sales-related
performance obligation). Considerations relevant to the identification of per-
formance obligations associated with the sales-related services are included
within the "Selling and Distribution Fee Revenue" section in paragraphs
5.6.111–5.6.144 of chapter 5, "Brokers and Dealers in Securities."

Step 3: Determine the Transaction Price

Variable Consideration
4.6.11 FASB ASC 606-10-32-2 states

…[t]he transaction price is the amount of consideration to which an
entity expects to be entitled in exchange for transferring promised
goods or services to a customer, excluding amounts collected on be-
half of third parties (for example, some sales taxes). The consideration
promised in a contract with a customer may include fixed amounts,
variable amounts, or both...

4.6.12 FASB ASC 606-10-32-33 further states "the nature, timing, and
amount of consideration promised by a customer affect the estimate of the
transaction price" and cites variable consideration and constraining estimates
of variable considerations among the examples that would influence determin-
ing the transaction price.

4.6.13 In accordance with FASB ASC 606-10-32-6, the consideration paid
for the sales-related services in the form of CDSC is variable as the entity's
entitlement to the consideration is contingent on the timing of redemption by
the investor and the value of sales proceeds.

4.6.14 As required by FASB ASC 606-10-32-8, an entity should estimate
the amount of variable consideration using one of the following two methods,
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determined at the start of the contract and updated, as appropriate, at each
subsequent reporting period:

a. The expected value of the contract determined by the probability-
weighted amounts in a range of possible consideration amounts.

b. The most likely amount equal to the single most likely amount in
a range of possible consideration amounts.

The entity should consider its historical experience with similar arrangements
in similar jurisdictions to estimate the expected range of outcomes. This his-
torical experience should include an evaluation of investor behavior and fund
performance.

Constraining the Cumulative Amount of Revenue Recognized
4.6.15 As discussed in FASB ASC 606-10-32-11, "an entity shall include

in the transaction price some or all of an amount of variable consideration es-
timated in accordance with FASB ASC 606-10-32-8 only to the extent that it
is probable that a significant reversal in the amount of cumulative revenue
recognized will not occur when the uncertainty associated with the variable
consideration is subsequently resolved". Consistent with the factors listed in
FASB ASC 606-10-32-12, while the distributor may have historical experience
with arrangements, this history may have a low predictive value of the future
investor redemption activity. Further, the amount of consideration is subject to
certain contingencies outside the control of the entity, such as future market
volatility and the timing of investor redemption during the contractual CDSC
period, which can range from one year (for certain U.S. funds) to multiple years
(for certain international funds). Additionally, given the terms of the considera-
tion earned, there may be a broad range of possible consideration amounts and
the amount is likely unknown until the time of investor redemption.

4.6.16 Variable consideration in the form of CDSC fees will be excluded
from the transaction price until it becomes probable that there will not be a
significant reversal of revenue recognized, which, as a result of the preceding
factors, FinREC believes generally is not anticipated to happen until the fund
redeems the investor's shares.

Step 4: Allocate the Transaction Price to the Performance
Obligations in the Contract

4.6.17 The objective of allocating the transaction price is for an entity to
assign the transaction price to each performance obligation in an amount of con-
sideration to which the entity expects to be entitled. As described in paragraph
4.6.10, the sales-related performance obligation is generally considered a single
performance obligation and, therefore, the entire amount of CDSC fee would be
allocated to the sales-related performance obligation. If there are other distinct
performance obligations identified in the contract, then consideration would
need to be given to the factors in paragraphs 39–41 of FASB ASC 606-10-32 to
determine how the CDSC fee would be allocated.

Step 5: Recognize Revenue When (or as) the Entity Satisfies a
Performance Obligation

4.6.18 For each performance obligation, the distributor needs to determine
whether that performance obligation is satisfied over time. If the criteria listed
in FASB ASC 606-10-25-27 for performance obligations satisfied over time are
not met, then the performance obligation is considered to be satisfied at a point
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in time. If the distributor's performance obligation is the sale of fund shares and
the ancillary sales and marketing activities undertaken as part of performing
this service do not transfer a good or service to the fund, the sales-related per-
formance obligation may be considered to be satisfied at a point in time (that
is, trade execution date) in accordance with FASB ASC 606-10-25-30.

Management Fee Revenue, Excluding Performance Fee Revenue
This Accounting Implementation Issue Is Relevant to Accounting for Manage-
ment Fees Under FASB ASC 606.

Background — Management Fees
4.6.19 Management fees are generally asset-based fees received from

managed accounts or from pooled investment vehicles (that is, funds) in ex-
change for asset management services. In addition to investment advisory ser-
vices, in many cases, the asset manager is also responsible for ensuring the
proper functioning of fund operations, which includes engaging and monitoring
applicable third-party service providers who perform services such as record
keeping, administration, custody, transfer agency, and fund accounting. These
services allow the customer to continue operating and reporting in compliance
with applicable laws and regulations. These services are performed and provide
benefit to the customer consistently over a given time period.2 The manage-
ment fee is typically calculated as a percentage of gross or net assets at a point
in time or the average of such assets over a given period (such as daily, monthly,
or quarterly), and the billing terms of the fee (both timing [for example, in ar-
rears or in advance] and frequency) are included in the IMA that is entered into
between the asset manager and the customer. For example, an asset manager
may be paid a fee per annum of 1 percent of daily net assets to manage a mu-
tual fund for a 1-year time period. The mutual fund is required to pay 1/365 of 1
percent of each day's net assets for every day that the asset manager manages
the fund, with the fee payable the first of the following month. Application of
the revenue recognition model in FASB ASC 606 to management fees in a con-
tract with a customer to provide asset management services is illustrated in
Example 25, Management Fees Subject to the Constraint, paragraphs 221–225
of FASB ASC 606-10-55.

4.6.20 For purposes of the following analysis, assume that entitlement to
and amount of management fees do not depend on the performance of the in-
vestments under management meeting specified investment return thresholds
and that there is no associated clawback provision.3

4.6.21 Considerations relevant to evaluating performance fees are dis-
cussed in detail within the section "Incentive or Performance Fee Revenue,
Excluding Incentive-Based Capital Allocations (Such as Carried Interest)" in
paragraphs 4.6.54–4.6.80 and in the section "Incentive-Based Capital Alloca-
tions" in paragraphs 4.6.81–4.6.93.

2 In certain instances, management fees may be structured as fixed fees. In these instances,
asset management services are provided in exchange for fixed amounts of consideration paid at con-
tractually specified intervals (for example, quarterly).

3 A clawback provision is a feature in a contract that requires the asset manager to return all
or a portion of the previously allocated and distributed fees. There is often associated complex legal
language and calculations to determine the amount of the clawback provision.
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Step 1: Identify the Contract With a Customer
4.6.22 Industry considerations relevant to determining the customer and

evaluating the contract are discussed in detail within the section "Determining
the Customer in an Asset Management Arrangement" in paragraphs 4.1.01–
4.1.10 and the section "Identifying the Contract With a Customer in an Asset
Management Arrangement" in paragraphs 4.1.11–4.1.19. FinREC believes that
irrespective of whether the fund or investor is identified as the customer for pur-
poses of applying FASB ASC 606 to the promise to provide asset management
services, the identified performance obligations and corresponding accounting
treatment discussed herein will not differ. However, the revenue recognition
analysis may differ depending on the existence of other performance obliga-
tions and also application of the cost guidance in FASB ASC 340-40 may differ
based on the nature of the cost.

Step 2: Identify the Performance Obligations in the Contract
4.6.23 When evaluating management fees, an entity should identify the

performance obligations. FASB ASC 606-10-25-14 describes a performance obli-
gation as a

… promise to transfer to the customer either:

a. A good or service (or a bundle of goods or services) that is
distinct

b. A series of distinct goods or services that are substantially
the same and that have the same pattern of transfer to the
customer (see paragraph 606-10-25-15).

4.6.24 For a promised good or service to be distinct, both of the following
criteria in FASB ASC 606-10-25-19 must be met:

a. The customer can benefit from the good or service either on its own
or together with other resources that are readily available to the
customer (that is, the good or service is capable of being distinct).

b. The entity's promise to transfer the good or service to the customer
is separately identifiable from other promises in the contract (that
is, the promise to transfer the good or service is distinct within the
context of the contract).

4.6.25 Several steps are involved in applying the preceding guidance,
starting with identifying all the promised goods or services in the contract. Ser-
vices promised to the customer may be described in an IMA or a prospectus, or
both. Although in many cases all the promised goods or services might be iden-
tified explicitly in the contract, FASB ASC 606-10-25-16 notes that they may
be implicit as well: "A contract with a customer also may include promises that
are implied by an entity's customary business practices, published policies, or
specific statements if, at the time of entering into the contract, those promises
create a reasonable expectation of the customer that the entity will transfer a
good or service to the customer." Moreover, FASB ASC 606-10-25-18 provides
examples of promised services, including the following:

...

d. Performing a contractually agreed-upon task (or tasks) for a cus-
tomer
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e. Providing a service of standing ready to provide goods or services
... or of making goods or services available for a customer to use as
and when the customer decides.

f. Providing a service of arranging for another party to transfer goods
or services to a customer (for example, acting as an agent of another
party ...)

...

4.6.26 An entity should consider the specific terms of a given IMA, and the
unique facts and circumstances of the arrangement, including the entity's prior
business practices, when identifying explicit and implicit promises, in addition
to the performance of asset management services.

4.6.27 Once promises in the contract have been identified, an entity must
then identify the performance obligations. A promised service can be a perfor-
mance obligation if it meets the distinct criteria either on

a. a standalone basis, or
b. a combined basis, together with other promises because either

i. each service is not distinct (hence, they are "bundled" to-
gether), or

ii. each service is distinct, but the criteria are met that re-
quire them to be accounted for as a series.

In all instances, the guidance on determining whether a promise is distinct in
paragraphs 19–22 of FASB ASC 606-10-25 should be applied.

4.6.28 Consistent with Example 25 in FASB ASC 606-10-55-222, the
promise to provide asset management services is considered a single perfor-
mance obligation in accordance with FASB ASC 606-10-25-14b as it requires
the provision of a series of distinct services that are substantially the same and
have the same pattern of transfer (the services transfer to the customer over
time and use the same method to measure progress — that is, a time-based
measure of progress). The promise to provide asset management services often
encompasses the provision of supporting administrative activities, such as pro-
viding regulatory compliance services, ensuring that the investment company
complies with applicable stock exchange listing requirements, negotiating con-
tractual agreements with third-party providers of services, overseeing the de-
termination and publication of the investment company's net asset value, and
overseeing the preparation and filing of the investment company's tax return
(as applicable). These services are considered ancillary and part of the nature
of the promised asset management service to the customer.

4.6.29 In evaluating the nature of the asset manager's promise to provide
asset management services, FinREC believes that the asset manager either
explicitly or implicitly creates a reasonable expectation of the customer that
the asset manager will provide oversight and overall management of the fund
or portfolio of assets. Governing documents for funds, such as the prospectus,
often explain that the asset manager has ultimate responsibility for manag-
ing each fund's investment and business operations, subject to the oversight of
the fund's board (if applicable). Also, governing documents typically highlight
that this authority has been delegated to the asset manager under a separate
management agreement entered into with the fund. The asset manager often
serves as manager of a fund pursuant to an investment advisory agreement or
other management agreement entered into between them and the fund. Fund
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management responsibilities often involve negotiating the terms of and subse-
quently monitoring adherence to service provider agreements with third-party
service providers (for example, custodian, fund administrator, transfer agent
and registrar, auditor, distributor, and fund accountant), determining or con-
firming the net asset value of the fund and raising any material service per-
formance issues (as well as possible resolutions) to the fund's board, amongst
other duties.

4.6.30 FinREC believes that each increment of asset management service
is distinct because the customer can benefit from each day of service on its
own and each day of service is separately identifiable. Each day's service is
separately identifiable because of the following:

a. The asset manager does not provide an integration service between
the days. Although the various underlying activities are generally
coordinated and are inputs to the combined asset management ser-
vice, each day that those combined activities are provided is not an
input to a combined output. Also, the utility to the customer of as-
set management services performed on any given day is not signifi-
cantly affected by such services performed on another day. Although
certain services performed on any given day may affect actions that
are ultimately taken on another day, such as investment research
activities or analysis of ongoing market developments, they are not
considered inputs to services performed on those other days be-
cause until the asset manager actually undertakes an action, (i)
the customer does not receive the utility of prior activities under-
taken, and (ii) prior activities may be rendered obsolete by current
market events and reaction required to address customer needs.

b. Each day does not modify or customize the services provided on
another day.

c. The days of service are generally not highly interdependent or in-
terrelated because the entity can fulfill its obligations each day in-
dependent of fulfilling its obligations for the other days.

4.6.31 With respect to the "substantially the same" criterion, FinREC be-
lieves it is reasonable to conclude that each day of service is substantially the
same because the nature of the asset manager's promise to the customer is
one overall service. Even if the individual activities that comprise the perfor-
mance obligation vary from day to day, the nature of the overall promise is the
same from day to day. Therefore, the asset manager has promised the daily in-
vestment management service (as opposed to promising to deliver a specified
amount of each underlying activity) and the conditions are met for the promise
to provide asset management services to represent a single performance obli-
gation based on the series guidance in FASB ASC 606-10-25-15.

Step 3: Determine the Transaction Price
4.6.32 In accordance with FASB ASC 606-10-32-2, the total transaction

price is the amount of consideration the asset manager expects to receive for
performing asset management services and includes both fixed and variable
amounts. The amount of the transaction price that the asset manager will rec-
ognize as revenue comprises management fees, and incentive or performance
fees, if applicable. Any amount of fees that are variable are subject to the con-
straint described in paragraphs 11–12 of FASB ASC 606-10-32. Refer to the
discussion of the accounting for performance fees in the section "Incentive or

©2019, AICPA AAG-REV 4.6.32



174 Revenue Recognition

Performance Fee Revenue, Excluding Incentive-Based Capital Allocations
(Such as Carried Interest)." As well, consideration should be given to any
fee waivers, including expense caps. Considerations relevant to evaluating fee
waivers, including expense caps, are discussed in detail within the "Manage-
ment Fee Waivers and Customer Expense Reimbursements" section.

Variable Consideration
4.6.33 In accordance with FASB ASC 606-10-32-6, consideration paid for

asset management services in the form of management fees that is tied to a
measure of assets or capital, such as assets under management (AUM), is vari-
able consideration because the amount of these fees is subject to fluctuation
based on changes in AUM.

4.6.34 As a form of variable consideration, management fees are estimated
based on terms contained in the IMA as of contract inception. This estimate
must be updated each financial statement reporting period (reporting period);
for internal reporting purposes, more frequent updates may occur. FinREC be-
lieves that the expected value method (sum of probability weighted amounts)
will best predict the amount of management fees that the asset manager will
be entitled to given the large number of possible consideration amounts as
discussed in FASB ASC 606-10-32-8. However, before including an estimate
of management fees in the transaction price, consideration must be given to
whether the constraint should be applied.

4.6.35 The amount of variable consideration that can be included in the
transaction price is limited to the amount for which it is probable that a sig-
nificant revenue reversal will not occur when the uncertainties related to the
variability are resolved. The management fee is typically calculated based ei-
ther (a) on AUM as of a date or dates within a given reporting period, or (b)
on AUM for a period of time that is not greater than a reporting period. The
element of variability relative to management fees relates to the fact that the
fees are based on the AUM, and the AUM can vary each day. The date of the
measurement period and reporting period will often align.

4.6.36 Consequently, the management fee, in its entirety, can usually only
be included in the transaction price at the end of each reporting period. FinREC
believes that prior to this date, estimate of the management fee likely would
be constrained from inclusion in the transaction price based on the guidance
in paragraphs 11–13 of FASB ASC 606-10-32. The promised consideration is
dependent on the market and, thus, is highly susceptible to factors outside the
asset manager's influence. In addition, management fees typically have a large
number and broad range of possible consideration amounts. Although the as-
set manager may have experience with similar contracts, that historical expe-
rience is of little predictive value in determining the future performance of the
market.

Step 4: Allocate the Transaction Price to the Performance
Obligations in the Contract

4.6.37 For contracts with more than one performance obligation or that
contain a single performance obligation comprised of a series of distinct goods
or services, the transaction price must be allocated to each performance obliga-
tion or, if certain conditions are met, to each distinct good or service in the series
(for example, to each daily provision of service). In accordance with FASB ASC
606-10-32-29, the transaction price should be allocated to each performance
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obligation identified on a relative standalone selling price basis (determined
as of contract inception), except as specified for allocating discounts in para-
graphs 36–38 of FASB ASC 606-10-32 and for allocating variable consideration
in paragraphs 39–41 of FASB ASC 606-10-32.

4.6.38 In order to allocate a variable amount (and subsequent changes
to that amount) entirely to one or more, but not all, performance obligations
or to one or more, but not all, distinct services promised in a series of distinct
services that forms part of a single performance obligation, as in the case of
a performance obligation to provide asset management services, both of the
following criteria in FASB ASC 606-10-32-40 must be met:

a. The terms of the variable payment relate specifically to the entity's
efforts to satisfy the performance obligation or transfer the distinct
good or service, and

b. Allocating the variable amount of consideration entirely to the per-
formance obligation or the distinct good or service is consistent with
the allocation objective in FASB ASC 606-10-32-28 when consider-
ing all of the performance obligations and payment terms in the
contract.

4.6.39 FASB ASC 606-10-32-28 explains that the objective of allocating
the transaction price to performance obligations is to allocate an amount that
depicts the amount of consideration to which the entity expects to be entitled
in exchange for transferring the promised goods or services to the customer.
Allocating management fees to each reporting period would meet the allocation
objective because the amount allocated corresponds to the value provided to the
customer for that period.

Step 5: Recognize Revenue When (or as) the Entity Satisfies a
Performance Obligation

Satisfaction of the Performance Obligations
4.6.40 For each performance obligation, an entity shall determine at con-

tract inception whether it satisfies the performance obligation over time or at a
point in time, as explained in FASB ASC 606-10-25-24. The guidance in FASB
ASC 606-10-25-27, and related paragraphs, is applied to determine whether a
performance obligation is satisfied over time. Applying this guidance to a series
of distinct goods or services that collectively represents a single performance
obligation means that each of those promised goods or services must be a per-
formance obligation satisfied over time (FASB ASC 606-10-25-15a). The nature
of the promise in providing the services informs the unit of accounting to which
the guidance on satisfaction of a performance obligation applies. With respect
to the promise to provide daily asset management services, each increment of
service performed (that is, each daily investment management service) is the
applicable unit of accounting to which the three criteria in FASB ASC 606-10-
25-27 is applied. The three criteria are as follows:

a. The customer simultaneously receives and consumes the benefits
provided by the entity's performance as the entity performs (see
paragraphs 606-10-55-5 through 55-6).

b. The entity's performance creates or enhances an asset (for example,
work in process) that the customer controls as the asset is created
or enhanced (see paragraph 606-10-55-7).
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c. The entity's performance does not create an asset with an alterna-
tive use to the entity (see paragraph 606-10-55-28), and the entity
has an enforceable right to payment for performance completed to
date (see paragraph 606-10-55-29).

4.6.41 FinREC believes that each increment of asset management ser-
vice (that is, each daily provision of service) is satisfied over time because the
customer simultaneously receives and consumes the benefits of the advisory
services in accordance with FASB ASC 606-10-25-27a, as another entity would
not need to substantially re-perform any of the services performed to date and
the customer can benefit from each day of service on its own.

Measuring Progress Toward Complete Satisfaction of a
Performance Obligation

4.6.42 For performance obligations satisfied over time, the entity should
determine how to measure progress towards complete satisfaction of the per-
formance obligation. FASB ASC 606-10-25-31 explains that the objective when
measuring progress is to depict the transfer of services to the customer (that
is, the satisfaction of an entity's performance obligation).

4.6.43 FinREC believes that a time-based measure of progress should
be applied when measuring progress toward complete satisfaction of the as-
set management services performance obligation (and, hence, for recognizing
as revenue management fees). Consistent with FASB ASC 606-10-55-222 of
Example 25, asset management services constitute a single performance obli-
gation pursuant to the series provision in FASB ASC 606-10-25-14b because
not only is the asset manager providing a series of distinct services that are
substantially the same (that is, daily asset management services), but those
distinct services have the same pattern of transfer. Daily asset management
services have the same pattern of transfer because (a) they are transferred to
the customer over time, in accordance with FASB ASC 606-10-25-27, and (b) use
the same method to measure progress — a time-based measure of progress.

4.6.44 Entities should consider the guidance in paragraphs 36–37 of FASB
ASC 606-10-25 and then conclude whether their selected methodology is a rea-
sonable measure of progress toward complete satisfaction of the performance
obligation. As stated in FASB ASC 606-10-25-36, an entity should only recog-
nize revenue for its performance if it can reasonably measure progress toward
complete satisfaction of the performance obligation. Accordingly, the method
used to measure progress should be based on reliable information.

4.6.45 The following example for management fees is meant to be illustra-
tive, and the actual determination of the amount and timing of fees recognized
in revenue should be based on the facts and circumstances of an entity's specific
situation.

Example 4-6-1 — Management Fees

Pursuant to an IMA, an asset manager is paid a fee per annum of 1 percent
of daily net assets to manage a mutual fund for a one-year time period. The
mutual fund is required to pay 1/365 of 1 percent of each day's net asset value
for every day that the asset manager manages the fund, with the fee payable in
arrears (the first business day of each following month). The days of asset man-
agement service collectively form a single performance obligation pursuant to
the series guidance. This is because the service performed each day is substan-
tially the same and has the same pattern of transfer to the customer (over time).
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Each period of service lasts one day, asset management services are performed
every business day, and the customer receives and consumes the benefits of the
performed services as the asset manager provides them. The transfer of ser-
vices is continuous, and the asset manager has a right to consideration from
the fund in an amount that corresponds directly with the value to the fund of
the asset manager's performance completed to date. Accordingly, the criteria
in FASB ASC 606-10-32-40 relating to the allocation of variable consideration
would likely be met. If so, the asset manager should allocate the transaction
price and recognize revenue relating to the performance of daily asset manage-
ment services over the given month, calculated by multiplying the 1 percent
management fee by the fund's respective day's net assets divided by the num-
ber of days in the year.

Example 4-6-1 is consistent with Example 25 of FASB ASC 606. Specifically, in
FASB ASC 606-10-55-225, the guidance explains that "[a]t the end of each quar-
ter, the entity allocates the quarterly management fee to the distinct services
provided during the quarter in accordance with paragraphs 606-10-32-39(b)
and 606-10-32-40. This is because the fee relates specifically to the entity's ef-
forts to transfer the services for that quarter, which are distinct from the ser-
vices provided in other quarters, and the resulting allocation will be consistent
with the allocation objective paragraph 606-10-32-28."

Unitary Management Fee Arrangements
4.6.46 Similar to a traditional management fee arrangement, a unitary

management fee arrangement involves the asset manager performing asset
management services as well as other services associated with operations of a
fund. The main difference is that the asset manager also agrees to pay for cer-
tain specified operating services in exchange for the unitary fee. As explained
subsequently, the preceding analysis for management fees applies equally to
unitary management fee arrangements; notable exceptions or additional anal-
ysis points are indicated.

4.6.47 A "unitary fee" may also apply in other scenarios. For example,
a single fee may only cover the provision of operating services. Alternatively,
a single fee may cover investment advisory services and fund administration
services but not other related services such as custody and transfer agency ser-
vices. Key to the evaluation of all unitary fee arrangements is the determination
of the nature of the overall promise to the customer. Irrespective of how con-
tracts are arranged, if a single fee is paid to an asset manager that covers more
than one service, the asset manager must determine if the promise in the con-
tract is to transfer to the customer either (a) each of the underlying services, or
(b) a combined service to which the promised goods or services are inputs. Note
that for some situations, an additional assessment on combination of contracts
may be required. For purposes of this section, the focus is on unitary manage-
ment fee arrangements that include payment for investment advisory services
as well as a number of operating services.

Background — Unitary Management Fee Arrangements
4.6.48 Unitary investment management fees are generally asset-based fees

received from certain managed funds, managed exchange-traded funds (ETFs),
and common collective trust funds (CCTFs) for the provision of investment ad-
visory as well as management or payment of certain specified other operational
expenses, or both. As with management fees, the unitary management fee is
typically calculated as a percentage of gross or net assets at a point in time or
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the average of such assets over a given period (such as daily, monthly, or quar-
terly), and the billing terms of the fee (both timing [in arrears or in advance]
and frequency) are included in a management agreement between the asset
manager and the customer. The fund or unit trust is typically deemed to be the
customer under Step 1 of the revenue recognition model.

4.6.49 Similar to management fee arrangements, in a unitary manage-
ment fee arrangement, the asset manager is appointed as manager with all
the powers, duties, and discretions exercisable in respect of the management
of the fund or unit trust. As manager, they are typically responsible for ensur-
ing the operation of the fund or unit trust, irrespective of who performs the
services.

4.6.50 Under unitary management fee agreements, investors are aware
that a single fee is being charged, the fee is paid to the asset manager in its ca-
pacity as manager, and the fee covers payment for certain operational expenses.
Example operating services covered by the unitary management fee include ad-
ministrative services such as ongoing record keeping, custodianship of assets,
transfer agency and registry services, regulatory filing, audit and tax advisory
services, accounting services, printing, information services, and distribution
services. Investors may be made aware of the identity of some appointed third-
party service providers for certain delegated operating services because that
information may be disclosed in the prospectus (for example, the administrator
or custodian). Irrespective of whether the manager performs the operating ser-
vices or delegates them, the services are all performed for and provide benefit
to the fund or unit trust (that is, the customer) consistently over a given time
period.

4.6.51 Notably, the same operating services that are covered by the uni-
tary management fee are performed on behalf of the fund under management
fee arrangements. The main difference between these two types of arrange-
ments is the entity that makes payment for operating expenses (that is, the
asset manager versus the fund). The primary reason for having two types of
"payment arrangements" is the fund's ability to manage its cost. Under uni-
tary fee management fee arrangements, the onus is on the asset manager to
manage operating costs. They are responsible for any costs that cannot be cov-
ered by the unitary fee they receive as payment for managing the fund (that
is, by the unitary management fee). Comparatively, under management fee ar-
rangements, the fund is exposed to cost overruns, subject to limitations in the
form of expense caps. Depending on facts and circumstances related to a given
fund, shareholders may prefer one arrangement over the other.

4.6.52 Whether the unitary management fee revenue should be presented
gross or net of the cost of outsourced operating services requires an analy-
sis of the principal versus agent criteria in paragraphs 36–40 of FASB ASC
606-10-55. Industry considerations relevant to evaluating presentation of uni-
tary management fees are discussed within the section "Asset Management
Arrangement Revenue — Gross Versus Net" in paragraphs 4.6.94–4.6.107.

4.6.53 The following example for unitary management fees is meant to
be illustrative, and the actual determination of the amount and timing of fees
recognized in revenue should be based on the facts and circumstances of an
entity's specific situation. For purposes of the following analysis, assume that
entitlement to and amount of the unitary management fee do not depend on
the performance of the investments under management meeting specified in-
vestment return thresholds and that there is no associated clawback provision.
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Example 4-6-2 — Unitary Management Fees

Step 1: Identify the Contract With a Customer

Refer to the discussion of this step in preceding example 4-6-1. The same as-
sessment applies to unitary management fee arrangements.

Step 2: Identify the Performance Obligations in the Contract

FinREC believes that a similar assessment to example 4-6-1 for management
fees applies to unitary management fee arrangements. The main difference is
that under unitary management fee arrangements, the asset manager receives
a higher management fee designed to encompass the additional costs associated
with discharging payment to third-party service providers (this is typically ex-
plained in the fund governing documents). To the extent the cost of services
provided by a third-party service provider exceeds the asset manager's antici-
pated amount budgeted as part of its unitary management fee, such excess is
paid out of the asset manager's assets. In comparison, under a management fee
contract, the fund typically directly pays the operating service costs. Nonethe-
less, the nature of the asset manager's promise is the same in either instance.
It is the promise to stand ready or provide a single service until the arrange-
ment is terminated by either party or until the fund is dissolved, pursuant to
contractual terms (also see the preceding discussion under management fees).
This additional service of discharging payment occurs concurrently with the
traditional investment advisory services and has the same pattern of trans-
fer, making the accounting evaluation similar to that for management fees and
consistent with Example 25 in paragraphs 221–225 of FASB ASC 606-10-55.

Some of the operating services over which the asset manager is responsible for
paying may be performed primarily during a particular time or times of the
year, for example, audit and legal services and regulatory filing services. As
well, payment for these services may only be made at these times. However,
there are typically aspects of such services that are performed throughout the
year, as other asset management-related services are performed.

When evaluating the nature of the promise to the customer, FinREC believes
that if disclosure in the governing documents is made of the amount of the
unitary fee attributable to each operating service covered by the unitary man-
agement fee, then this disclosure should not, in and of itself, dictate the identi-
fication of distinct goods or services.

Because the nature of the asset manager's promise in a unitary fee arrange-
ment is to provide day-to-day management of a fund, the promise involves the
provision of a number of services that collectively represent the complete ser-
vice promised to the customer. Underlying services may include investment ad-
visory services, accounting services, preparing proxies, printing prospectuses,
providing distribution services, and custodian and transfer agency services. All
of these underlying activities could significantly vary within a day or from day
to day; however, that is not relevant to the evaluation of the nature of the
promise. In this regard, the nature of the contract is to provide integrated fund
management services, inclusive of investment advisory services and certain op-
erating services, as opposed to a specific quantity of specified services. Similar
to management fee arrangements, FinREC believes that it is reasonable to con-
clude that each day of service is substantially the same. That is, even if the indi-
vidual activities that comprise the performance obligation vary from day to day,
the nature of the overall promise is the same from day to day. The daily services
are those activities that are required to satisfy the asset manager's obligation to
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provide an integrated fund management service. FinREC believes that a sim-
ilar assessment to the preceding assessment for management fees applies in
these instances.

Refer to the discussion in example 4-6-1 for determining satisfaction of the
performance obligations, measuring progress toward complete satisfaction of a
performance obligation, determining the transaction price, and allocating the
transaction price to performance obligations. The same assessment applies to
unitary management fee arrangements.

Incentive or Performance Fee Revenue, Excluding Incentive-Based
Capital Allocations (Such as Carried Interest)
This Accounting Implementation Issue Is Relevant to Accounting for Incentive
or Performance Fee Revenue Under FASB ASC 606.

Background
4.6.54 Incentive or performance fees (collectively, performance fee) repre-

sent variable consideration paid by the customer for asset management ser-
vices when the performance of the fund or separate account exceeds a specified
benchmark or contractual hurdle over a contractual performance period or the
life of the fund. These fees may be calculated as a percentage of AUM, the mar-
ket appreciation of the fund or separate account, or other criteria. For a discus-
sion on incentive-based capital allocations, refer to the section "Incentive-Based
Capital Allocations" in paragraphs 4.6.81–4.6.93.

4.6.55 Example 25 in paragraphs 221–225 of FASB ASC 606-10-55 illus-
trates application of the guidance on variable consideration to performance
fees. As noted in this FASB ASC 606-10-55-224, performance fees paid as con-
sideration for asset management services may not be included in the transac-
tion price because "the variability of the fee based on the market index indicates
that the entity cannot conclude that it is probable that a significant reversal
in the cumulative amount of revenue recognized would not occur if the entity
included its estimate of the incentive fee in the transaction price."

Step 1: Identify the Contract With a Customer
4.6.56 Industry considerations relevant to the determination of the cus-

tomer and applicable to this step are discussed in detail within the section "De-
termining the Customer in an Asset Management Arrangement" in paragraphs
4.1.01–4.1.10.

4.6.57 Additionally, considerations relevant in identifying the contract
with the customer are discussed in detail within the section "Identifying the
Contract With a Customer in an Asset Management Arrangement" in para-
graphs 4.1.11–4.1.19. Notably, services provided to the customer may be de-
scribed in either a governing document, such as the fund prospectus, or in a
separate investment management agreement.

Step 2: Identify the Performance Obligations in the Contract
4.6.58 The asset manager should identify the performance obligations

within the contract at inception of the contract. FASB ASC 606-10-25-14 de-
scribes a performance obligation as "...a promise to transfer to the customer
either: (a) a good or service (or a bundle of goods or services) that is distinct,
[or] (b) a series of distinct goods or services that are substantially the same and
that have the same pattern of transfer to the customer."
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4.6.59 The asset manager should consider the specific terms of the con-

tract and the unique facts and circumstances of the arrangement when deter-
mining the performance obligation to which the customer's payment of perfor-
mance fees relates, pursuant to the guidance in FASB ASC 606-10-25-14 and
related paragraphs.

4.6.60 FASB ASC 606-10-25-19 requires a promised service to meet the
following criteria in order to be distinct and, hence, to represent a performance
obligation:

a. The customer benefits from the service either on its own or together
with other resources that are readily available to the customer (that
is, the service is capable of being distinct).

b. The asset manager's promise to transfer its service must be sepa-
rately identifiable from other promises in the contract (that is, the
promise to transfer the service is distinct within the context of the
contract).

4.6.61 Consistent with Example 25 in paragraphs 221–225 of FASB ASC
606-10-55, and as described in paragraphs 4.6.28–4.6.31 of the "Management
Fee, Excluding Performance Fees" section, the promise to provide asset manage-
ment services is considered a single performance obligation because the asset
manager transfers a series of distinct services (that is, daily asset management
services) that are substantially the same and have the same pattern of transfer
to the customer.

Step 3: Determine the Transaction Price
4.6.62 In accordance with FASB ASC 606-10-32-1, the transaction price

that the asset manager expects to receive comprises variable consideration in
the forms of base management and performance fees to the extent that those
are not constrained in accordance with paragraphs 11–13 of FASB ASC 606-
10-32.

4.6.63 Considerations relevant in evaluating management fee revenue are
discussed in detail in paragraphs 4.6.32–4.6.36 of the section "Management Fee
Revenue, Excluding Performance Fees."

Variable Consideration
4.6.64 In accordance with FASB ASC 606-10-32-5, consideration paid for

asset management services in the form of performance fees is considered vari-
able because it is subject to fluctuation with respect to amount (for example, in
asset value, market performance) or is contingent on a future event during the
contractual period (for example, meeting a specified compound hurdle rate), or
both.

4.6.65 FASB ASC 606-10-32-8 requires that the amount of variable con-
sideration is estimated using one of the following two methods, depending on
which method the asset manager expects to better predict the amount of con-
sideration to which it will be entitled:

a. The expected value of the contract determined by the sum of
probability-weighted amounts in a range of possible consideration
amounts.

b. The most likely amount equal to the single most likely amount in
a range of possible consideration amounts.
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4.6.66 In accordance with FASB ASC 606-10-32-9, the asset manager
should consider all the information (historical, current, and forecast) that is
reasonably available to the entity, including its historical experience with sim-
ilar arrangements in similar jurisdictions to determine the estimate of vari-
able consideration. Consideration should be given to the accuracy of previously
forecasted results and actual fund performance to help determine if there is
a range of possible consideration amounts that could be used to derive the ex-
pected value (that is, in a probability-weighted estimate) or most likely amount
to which the entity will be entitled.

Constraining Estimates of Variable Consideration
4.6.67 As discussed in FASB ASC 606-10-32-11, an asset manager shall

include in the transaction price some or all of an amount of variable consider-
ation estimated in accordance with FASB ASC 606-10-32-8 only to the extent
that it is probable that a significant reversal in the amount of cumulative rev-
enue recognized will not occur when the uncertainty associated with the vari-
able consideration is subsequently resolved. Consistent with the factors listed
in FASB ASC 606-10-32-12, although an asset manager may have historical
experience with similarly structured fee arrangements, this history may have
low predictive value of the future market performance. Further, the amount
of performance fees is typically subject to certain contingencies outside of the
control of the asset manager, such as market volatility, and may have a broad
range of possible consideration amounts.

4.6.68 Therefore, in accordance with FASB ASC 606-10-32-11, variable
consideration in the form of performance fees will be excluded from the transac-
tion price until it becomes probable that there will not be a significant reversal
of cumulative revenue recognized.

4.6.69 An asset manager may determine that all or a portion of its perfor-
mance fees is not constrained from being included in the transaction price based
on an assessment of the factors in FASB ASC 606-10-32-12, conducted either
at inception of the contract or upon subsequent re-evaluation. Such amount
should be recognized prior to the end of the performance period if the relevant
facts and circumstances indicate that it is probable that significant reversal
will not occur. In making this assessment, the entity may consider factors such
as the following:

a. The extent to which the underlying investment portfolio is subject
to future changes, such as market volatility and investment and
reinvestment, which could affect the calculation of the performance
fees

b. The extent to which there is a return on investment in excess of the
contractual hurdle rate

c. The time remaining in the performance period

4.6.70 See examples 4-6-3 and 4-6-4 for instances of this evaluation.

Step 4: Allocate the Transaction Price to the Performance Obligations
in the Contract

4.6.71 As discussed in FASB ASC 606-10-32-39, variable consideration
may be attributed to the entire contract or a specific part of the contract. When
there is more than one performance obligation in a contract or there are distinct
goods or services promised as part of a single performance obligation, variable

AAG-REV 4.6.66 ©2019, AICPA



Asset Management 183
consideration may be attributed to one or more, but not all, of those performance
obligations or distinct goods or services, respectively.

4.6.72 In order to allocate a variable amount (and subsequent changes to
that amount) entirely to one or more, but not all, performance obligations or to
one or more, but not all, distinct goods or services that forms part of a single
performance obligation, both of the following criteria in FASB ASC 606-10-32-
40 must be met:

a. The terms of the variable payment relate specifically to the entity's
efforts to satisfy the performance obligation or transfer the distinct
good or service...

b. Allocating the variable amount of consideration entirely to the per-
formance obligation or the distinct good or service is consistent with
the allocation objective in paragraph 606-10-32-28 when consider-
ing all of the performance obligations and payment terms in the
contract.

4.6.73 FASB ASC 606-10-32-28 explains that the objective of allocating
the transaction price to performance obligations is to allocate an amount that
depicts the amount of consideration to which the entity expects to be entitled
in exchange for transferring the promised goods or services to the customer.

4.6.74 Consistent with FASB ASC 606-10-55-225, at the end of the report-
ing period, the entity should allocate an amount of estimated variable consid-
eration (after updating its assessment of whether the estimate is constrained)
included in the transaction price to the distinct services provided during the
reporting period in accordance with paragraphs 39b and 40 of FASB ASC 606-
10-32.

Step 5: Recognize Revenue When (or as) the Entity Satisfies a
Performance Obligation

Satisfaction of the Performance Obligations
4.6.75 For each performance obligation, an entity must determine at con-

tract inception whether it satisfies the performance obligation over time or at
a point in time, as explained in FASB ASC 606-10-25-24. A performance obli-
gation must be satisfied over time in order to meet the criterion in FASB ASC
606-10-25-15a to be a series of distinct goods or services.

4.6.76 Consistent with the guidance illustrated in Example 25 in FASB
ASC 606-10-55-222, the performance obligation to provide asset management
services represents a series of distinct services that are substantially the same
and have the same pattern of transfer to the customer. With respect to the latter
point, the services transfer to the customer over time and use the same method
to measure progress, that is, a time-based measure of progress. The criterion
in FASB ASC 606-10-25-27a to recognize revenue over time is met because the
customer simultaneously receives and consumes the benefits provided by the
entity's performance as the entity performs.

Measuring Progress Toward Complete Satisfaction
of a Performance Obligation

4.6.77 If the performance obligation is satisfied over time, the entity would
next determine how to measure progress towards complete satisfaction of the
performance obligation. An entity must determine if an output method or an
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input method, as described in paragraphs 16–21 of FASB ASC 606-10-55, is
more appropriate for measuring progress. The selected method must be applied
consistently to similar performance obligations and in similar circumstances.

4.6.78 FinREC believes that a time-based measure of progress, as de-
scribed in FASB ASC 606-10-55-222, is the appropriate approach for recogniz-
ing revenue over time because the services are substantially the same each day
and have the same pattern of transfer.

4.6.79 Entities should consider guidance in paragraphs 36–37 of FASB
ASC 606-10-25 and conclude whether their selected methodology is a reason-
able measure of progress based on reliable inputs. An entity may only recognize
revenue if it can reasonably measure progress toward complete satisfaction of
the performance obligation.

4.6.80 The following examples are meant to be illustrative, and the actual
application of the guidance in paragraphs 5–14 of FASB ASC 606-10-32 for
estimating variable consideration to be included in the transaction price should
be based on the facts and circumstances of an entity's specific situation.
Example 4-6-3 — Performance Fees

An asset manager enters into an IMA with a hedge fund for the provision of
investment advisory services. The asset manager is entitled to a monthly man-
agement fee equal to 0.50 percent of the monthly average assets under man-
agement. Additionally, the asset manager is entitled to a performance fee equal
to 20 percent of the gross annual return of the fund in excess of the 12 percent
contractual hurdle rate. The performance fee, assuming the hurdle rate is met,
is paid at the end of the calendar year. There is no provision in the IMA that
requires the asset manager to return amounts paid in previous calendar years
if in subsequent years the hurdle rate is not met (that is, there is no "clawback"
provision).

The following evaluations represent considerations for two years in the life cy-
cle of the hedge fund and are for illustrative purposes only. The same evaluation
would be performed in other performance periods.

As of September 30 of the fifth calendar year, the fund had gross year-to-date
appreciation of 20 percent. There are no restrictions on the continued invest-
ment or reinvestment of the fund's portfolio holdings. Since inception, similar
funds in the related investment objective have experienced quarterly market
volatility ranging from depreciation of 10 percent to a return of 25 percent.

The asset manager determined that it is not probable that a significant rever-
sal of the calculated 1.6 percent performance fee (20 percent of the 8 percent
gross annual appreciation in excess of the contractual hurdle rate) will not oc-
cur based on the following factors:

� The fund has the ability to invest or reinvest its proceeds into
additional portfolio holdings.

� The fund is subject to significant market volatility in the fourth
calendar quarter, which could result in a decline in the gross an-
nual return below the contractual hurdle.

� The current gross annual return earned to date is not significantly
higher than the contractual hurdle.

Based on these factors, the asset manager did not include an estimate of the
performance fee in the transaction price as of September 30 of the fifth calendar
year.
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As of September 30 of the ninth calendar year, the fund had gross year-to-date
appreciation of 50 percent. During the year, the investment portfolio was sold
and the proceeds were invested in a money market fund to preserve the year-
to-date gains.

The asset manager determined that it is probable that a significant reversal of
the calculated 7.6 percent performance fee (20 percent of the 38 percent gross
annual appreciation in excess of the contractual hurdle rate) will not occur:

� The fund composition changed from a portfolio of investments to a
single investment in a money market fund with a stable net asset
value of $1.

� Although the fund is subject to market volatility in the fourth cal-
endar quarter, which could result in a decline in the gross annual
return, any decline would not be expected to be significant given
the type of underlying funds (for example, treasuries), and the re-
turn through September 30 significantly exceeds the contractual
hurdle.

� The current gross annual return earned to date is significantly
higher than the contractual hurdle.

Given the change in the composition of the underlying investment portfolio
to a money market fund with a stable net asset value, the full performance
fee of 7.6 percent is included in the transaction price as of September 30 of
the ninth calendar year. However, the asset manager should evaluate whether
the unconstrained performance fee is allocated to the distinct services provided
prior to September 30 of the ninth calendar year in accordance with paragraphs
39(b) and 40 of FASB ASC 606-10-32 or if a portion should be deferred and
recognized over the remaining performance period.

If the investment portfolio was not moved to an investment in a money market
fund with a stable net asset value and, therefore, still subject to additional mar-
ket fluctuations, the asset manager should consider whether a portion of the 7.6
percent performance fee would still be subject to the constraint guidance.

Example 4-6-4 — Fulcrum Fees4

Certain performance fees may be structured with a floor and a performance-
based component (fulcrum fees) or as a weighted average of performance over
a period of several years. In such cases, the uncertainty may only apply to a
portion of the performance fee, which could result in partial recognition of the
performance fee. Careful attention should be paid to the specific facts and cir-
cumstances of each performance fee when determining any constraint on the
estimate of performance-based consideration that may be included in the trans-
action price.

As an example, the prospectus for a fund may contain the following fee provi-
sions:

4 Fulcrum fees are performance-based fees in which advisers to mutual funds are compensated
depending on how well their managed fund performed relative to a particular benchmark. The ful-
crum fee is made up of two components — the base fee, which represents the midpoint of the entire
fulcrum fee, and the incentive adjustment. Generally, the adviser is paid the base fee if the fund's
performance matches the performance of the benchmark. If the fund outperforms its benchmark, the
adviser receives an incentive payment in addition to the base fee. Conversely, if the fund underper-
forms its benchmark, the adviser is penalized and the base fee is reduced by a negative incentive
adjustment.
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The management fee will be 0.60 percent of average quarterly AUM.
If fund performance outperforms its benchmark index on the annual
basis by

� 1 percent but less than 2 percent, the management fee will
be increased to 0.65 percent of average AUM.

� 2 percent but less than 4 percent, the management fee will
be increased to 0.70 percent of average AUM.

� 4 percent or greater, the management fee will be increased
to 0.75 percent of average AUM.

If the fund underperforms its benchmark index by
� 1 percent but less than 2 percent, the management fee will

be decreased to 0.55 percent of average AUM.
� 2 percent but less than 4 percent, the management fee will

be decreased to 0.50 percent of average AUM.
� 4 percent or greater, the management fee will be de-

creased to 0.45 percent of average AUM.

In such a case, the minimum (or fixed) portion of the fulcrum fees (in the preced-
ing example, the minimum is the 0.45 percent fee) for the given quarter becomes
fixed as compared to its benchmark index. Therefore, the minimum fee would
be evaluated consistent with other base management fees at the end of each
quarterly reporting period, including consideration of the constraint guidance,
as described in the "Management Fee Revenue, Excluding Performance Fees"
section.

Depending on the facts and circumstances of the arrangement, the asset man-
ager may exclude the fulcrum fee earned above the minimum fee of 0.45 percent
from the transaction price because it is not probable that a significant reversal
of the fee will not occur prior to the end of the performance period and, there-
fore, the amount is constrained. If this is the case, then the performance-based
component of the fulcrum fee should be excluded from the transaction price
until it becomes probable that there will not be a significant reversal of cumu-
lative revenue recognized based on the factors in FASB ASC 606-10-32-12 as
well as specific considerations for the asset management industry described in
paragraph 4.6.69.

Incentive-Based Capital Allocations
This Accounting Implementation Issue Is Relevant to Accounting for Incentive-
Based Capital Allocations Under FASB ASC 606.

Background
4.6.81 Incentive-based capital allocations, including carried interest, are

arrangements in which a performance fee is allocated to an asset manager or its
affiliate (collectively, the asset manager) through a re-allocation of net earnings
from the capital accounts of the non-managing interest holders to the asset
manager's capital account when returns exceed contractual thresholds.

4.6.82 Unlike typical performance fees, which may be calculated by apply-
ing fixed contractual basis points to assets under management, incentive-based
capital allocations are based on a contractual methodology to determine the al-
located share of profits. For example, incentive-based capital allocations may be
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based on a percentage of the investment company's5 net proceeds from the sale
of an investment or on a percentage of net proceeds in excess of a specific profit
benchmark. For a discussion on incentive or performance fees (collectively, per-
formance fee) that do not involve a re-allocation of profits, refer to the section
"Incentive or Performance Fee Revenue, Excluding Incentive-Based Capital Al-
locations (Such as Carried Interest)" in paragraphs 4.6.54–4.6.80.

4.6.83 Incentive-based capital allocations may also include clawback or
other similar provisions that allow the investment company to look back and
confirm performance, which could affect the timing of distributions or require
repayment of previously distributed amounts. Clawback provisions require the
return of all or a portion of previously distributed incentive-based capital allo-
cations made to the asset manager if contractually-specified conditions are not
met (for example, declines in the performance of the underlying portfolio).

4.6.84 At the April 2016 TRG meeting, members considered whether
incentive-based capital allocations, such as carried interest, are within the
scope of FASB ASC 606. The following were discussed in paragraphs 6–10 of
TRG Agenda Ref. No. 55, April 2016 Meeting — Summary of Issues Discussed
and Next Steps:

6. Some entities, particularly asset managers, receive incentive-based
performance fees via an allocation of capital from an investment
fund under management (that is, through a "carried interest"). The
fees are provided to compensate the asset manager for its services
and performance in managing the fund. Many stakeholders think
there are two aspects to those incentive-based fee arrangements:
(a) compensation for asset management services and (b) financial
exposure to the fund's performance. Stakeholders have raised ques-
tions about whether those arrangements are within the scope of
Topic 606 or, instead, are in the scope of other GAAP, such as
Topic 323, Investments—Equity Method and Joint Ventures, which
is listed as a scope exception in paragraph 606-10-15-2(c)(3).

7. All seven FASB Board members were present at the TRG meeting
and each stated their views that those arrangements are within the
scope of Topic 606. Board members highlighted that:

(a) On various occasions during development of the new rev-
enue standard, the FASB and the IASB discussed how
the new revenue recognition guidance would apply to as-
set management contracts. The topic was discussed dur-
ing public joint Board meetings on September 24, 2012,
November 19, 2012, and January 30, 2013. At the January
30, 2013 joint Board meeting, the Boards confirmed their
proposal in the 2011 Exposure Draft that an asset man-
ager's performance-based incentive fees are subject to the
constraint on variable consideration.

(b) Example 25 of Update 2014-09 illustrates the application
of the variable consideration constraint guidance to an as-
set manager contract. Although Example 25 is not explicit

5 Although the term investment company is used throughout, capital-based incentive allocations
may apply to a variety of products offered by asset managers (for example, real estate investment
trusts) that may not be within the definition of an investment company under FASB Accounting Stan-
dards Codification 946, Financial Services. The interpretations in this section may be applicable to
those products, based on facts and circumstances.
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about whether the guidance applies to fee arrangements in
which the asset manager is compensated for performance-
based fees via an interest, such as a carried interest, the
Board's view is that this example illustrates the intent
that performance-based fees are in the scope of Topic 606.

(c) A few Board members highlighted a potential inconsis-
tency in feedback received from some stakeholders about
the nature of carried interest during the outreach phase
of ASU 2015-02, Consolidation (Topic 810)—Amendments
to the Consolidation Analysis, and during the implementa-
tion phase of the new revenue standard. In outreach for the
project leading to Update 2015-02, some stakeholders as-
serted that carried interest is a fee for services and, there-
fore, it should not be considered a variable interest under
the consolidation guidance. This assertion seems inconsis-
tent with a view that carried interest is an equity interest
for the purposes of determining whether the contracts are
within the scope of Topic 606. Several Board members also
stated their belief that if the arrangements are considered
equity interests outside the scope of Topic 606, an entity
would need to evaluate the effect of that conclusion on its
consolidation analysis under Topic 810, Consolidation.

8. Many TRG members agreed that the arrangements are within the
scope of Topic 606. A few TRG members stated that they can un-
derstand a view that carried interest could be considered an equity
arrangement, because it is, in form, an interest in the entity. Some
TRG members stated that if the arrangements are considered eq-
uity interests outside the scope of Topic 606, then questions could
arise in practice about the effect of such a conclusion on the analysis
of whether the asset managers should consolidate the funds.

9. The SEC staff observer indicated that he anticipates the SEC staff
would accept an application of Topic 606 for those arrangements.
However, the observer noted that there may be a basis for follow-
ing an ownership model. If an entity were to apply an ownership
model, then the SEC staff would expect the full application of the
ownership model, including an analysis of the consolidation model
under Topic 810, the equity method of accounting under Topic 323,
or other relevant guidance.

10. The FASB staff does not recommend that the Board undertake
standard-setting action as a result of this discussion. This is be-
cause the staff thinks Topic 606 is clear that performance based
fees, such as carried interest arrangements, are within the scope of
Topic 606. Several TRG members had the same view. In addition,
each of the seven FASB Board members stated during the meeting
that they believe that carried interests are within in the scope of
Topic 606.

4.6.85 The following assumes that the arrangement is within the scope
of FASB ASC 606. If the entity determines that the arrangement is evaluated
using the ownership model as described by the SEC staff observer in paragraph
4.6.84, the following evaluation does not apply.
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4.6.86 For application of all the steps of the revenue recognition model

in FASB ASC 606 to performance fees, including industry-specific consider-
ations in regard to constraining estimates of variable consideration, refer to
the section "Incentive or Performance Fee Revenue, Excluding Incentive-Based
Capital Allocations (Such as Carried Interest)" in paragraphs 4.6.54–4.6.80.
These steps and considerations apply equally to incentive-based capital alloca-
tion arrangements, irrespective of whether a cash distribution is made by the
customer.

4.6.87 When evaluating the factors listed in paragraph 4.6.69 of the sec-
tion "Incentive or Performance Fee Revenue, Excluding Incentive-Based Capi-
tal Allocations (Such as Carried Interest)," the asset manager should consider
the nature of the incentive-based capital allocation specifically in regard to the
following:

a. The inputs of the calculation of the incentive-based capital alloca-
tions and the dependence of the ultimate incentive-based capital al-
location on other factors, such as investment company performance
waterfalls, hurdle rates (variable, index, fixed rate), or investment-
by-investment calculations.

b. The existence of clawback or other similar provisions.

4.6.88 In addition, FinREC believes that consideration should be given to
the following factors in determining if variable consideration is constrained:

a. The remaining life of the investment company
b. Whether the excess unrealized return remains susceptible to fac-

tors outside the entity's influence, including volatility in the fair
value of the underlying portfolio of investments

c. The extent to which the current realized return and unrealized
gains on investment collectively exceed the contractual hurdle rate

4.6.89 In accordance with FASB ASC 606-10-32-11, an entity shall include
in the transaction price some or all of an amount of variable consideration es-
timated in accordance with FASB ASC 606-10-32-8 only to the extent that it
is probable that a significant reversal in the amount of cumulative revenue
recognized will not occur when the uncertainty associated with the variable
consideration is subsequently resolved.

4.6.90 As discussed in FASB ASC 606-10-32-12, determining the amount
of variable consideration to include in the transaction price should consider
both the likelihood and magnitude of a revenue reversal. An estimate of vari-
able consideration is not constrained if the potential reversal of cumulative
revenue recognized is not significant. FinREC believes that generally, the
incentive-based capital allocation may be considered significant as compared
to the cumulative transaction price of the contract, which may include man-
agement or administrative fees, or both, because this component of the trans-
action price has the potential to exceed other fees earned based on the nature
and design of the fee structure.

4.6.91 Further, as explained in TRG Agenda Ref. No. 25, January 2015
Meeting — Summary of Issues Discussed and Next Steps, paragraph 49 states
the following:

TRG members generally agreed that the constraint on variable con-
sideration should be applied at the contract level. Therefore, the as-
sessment of whether a significant reversal of revenue will occur in the
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future (the constraint) should consider the estimated transaction price
of the contract rather than the amount allocated to a performance obli-
gation.

4.6.92 Once included in the transaction price, an asset manager should
determine whether a portion of the incentive-based capital allocation or the en-
tire amount may be attributed to the distinct services already provided to the
customer (for example, from the inception of the investment company through
the date the variable consideration is unconstrained) in accordance with para-
graphs 39b and 40 of FASB ASC 606-10-32. Also, the asset manager should
consider whether a portion of the unconstrained incentive-based capital allo-
cation included in the transaction price should be allocated to any remaining
performance period, based on facts and circumstances.

4.6.93 Consistent with guidance from TRG Agenda Ref. No. 55 and Exam-
ple 25 of FASB ASC 606 cited previously, FinREC believes that the following ex-
ample demonstrates the application of the guidance on constraining estimates
of variable consideration in FASB ASC 606 to incentive-based capital alloca-
tions, such as a carried interest.

Example 4-6-5 — Applying the guidance on variable consideration to
an incentive-based capital allocation arrangement

A general partner (GP), an affiliate of an asset manager, is entitled to receive
an incentive-based capital allocation equal to 20 percent of the appreciation of
a closed-end three-year6 limited partnership in excess of $8 million per annum,
evaluated on a cumulative basis over the life of the investment company. The
investment company has a calendar year-end. The GP holds a 0.01 percent
general partnership interest and another entity under common control with
the GP, and the asset manager holds a 2 percent limited partner interest. Any
distribution made prior to the end of the investment company's life is subject to
a clawback provision if the cumulative investment company performance does
not exceed the cumulative three-year hurdle of $24 million.

The GP enters into an investment management agreement with the affiliated
asset manager to provide asset management and related services to the fund.
For discussion about base management fees earned by the asset manager for
the asset management services, see the "Management Fee Revenue, Excluding
Performance Fee Revenue" section.

A three-year investment company life is assumed in this example for illustra-
tion purposes only; application of the key concepts in FASB ASC 606 would
similarly apply for longer term investment companies.

The evaluation performed herein is from the consolidated asset manager per-
spective, including the interests held by the general partner entity, limited part-
ner entity, and asset manager.

At the inception of the contract with the investment company, the considera-
tion paid for asset management services in the form of incentive-based capital
allocations is tied to variable factors, including the ultimate realized return on
the portfolio investment. As such, at contract inception, the asset manager de-
termined that it cannot conclude that it is probable that a significant reversal

6 This example uses a fixed dollar contractual hurdle, rather than an annual preferred return,
that often applies to capital contributed by limited partners and which are common in these arrange-
ments. Consideration should be given to any preferred return for limited partners when assessing the
asset manager's ability to meet contractual cumulative hurdles.
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of the calculated incentive-based capital allocations will not occur, so it did not
include an estimate of the incentive-based capital allocation in the transaction
price.

During the first year, the underlying investments in the investment company
appreciated by $10 million. Accordingly, the asset manager's general partner
account was allocated $1,000 (0.01% × $10,000,000) of the current year unre-
alized appreciation as well as $400,000 of the excess unrealized appreciation
(20% of $2,000,000 excess unrealized appreciation ($10,000,000 – $8,000,000)
while its limited partner account was allocated $200,000 (2% of $10,000,000),
before the incentive-based capital allocation.

The following table illustrates the calculation of the allocation by the invest-
ment company in its standalone financial statements:

Year 1: Investment Company Reporting

General
Partner

Affiliated
Limited
Partner

Third-Party
Limited
Partners Total

Net profit $ 1,000 $ 200,000 $ 9,799,000 $ 10,000,000

Incentive-based
capital allocation 400,000 (8,000) (392,000) —

Net profit after
allocation $ 401,000 $ 192,000 $ 9,407,000 $ 10,000,000

The asset manager evaluated the following additional factors to determine
whether the incentive-based capital allocation should be constrained from in-
clusion in the transaction price in accordance with paragraphs 11–12 of FASB
ASC 606-10-32:

� The investment company is approximately 80 percent invested as
of the end of year 1, and the asset manager has identified the tar-
get investments to be made prior to the end of the investment pe-
riod. The portfolio comprises non-marketable equity and debt in-
vestments in accordance with the investment objective stated in
the limited partnership agreement. However, these investments
may experience significant future volatility in value as they pri-
marily comprise early-stage companies.

� The asset manager is still contemplating the ultimate exit plan
for each of the portfolio investments, such as IPO or direct sale.

� The expected remaining life of the investment company is con-
sidered long enough for the investment company to experience
declines in the annual appreciation below the contractual hurdle
(and, ultimately, in the cumulative hurdle, as well).

� The excess unrealized return over the contractual hurdle for the
year (returns of $10 million over the contractual hurdle of $8 mil-
lion) remains susceptible to factors outside the entity's influence,
particularly volatility in the fair value of the underlying portfolio
investments. Additionally, the appreciation to-date of $10 million
does not exceed the cumulative hurdle required at the end of year
3 of $24 million.
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Based on these factors, the asset manager determined that it cannot con-
clude that it is probable that a significant reversal of the calculated incentive-
based capital allocations will not occur, so it did not include an estimate of the
incentive-based capital allocation in the transaction price as of December 31st
of year 1.

During the second year, the underlying assets in the investment company ap-
preciated by $7 million. A portion of the first year's incentive-based capital allo-
cation is then reallocated back to the limited partners because the inception-to-
date market appreciation of $17 million ($10,000,000 + 7,000,000) only exceeds
the cumulative contractual hurdle of $16 million7 by $1 million. As a result, the
cumulative incentive-based capital allocation must be reduced by $200,000.8
The allocation by the investment company in its standalone financial state-
ments would be as follows:

Year 2 (noncumulative): Investment Company Reporting

General
Partner

Affiliated
Limited
Partner

Third-Party
Limited
Partners Total

Net profit $ 700 $ 140,000 $ 6,859,300 $ 7,000,000

Incentive-based
capital allocation (200,000) 4,000 196,000 —

Net profit after
allocation ($ 199,300) $ 144,000 $ 7,055,300 $ 7,000,000

Further, the asset manager evaluated the following factors to determine
whether the incentive-based capital allocation should be constrained:

� The investment company's portfolio is fully invested, and signif-
icant changes to the population of investments are unlikely. The
asset manager is required to distribute all income (dividends and
interest) earned from the underlying portfolio. However, the un-
derlying investee companies are still early-stage companies sub-
ject to significant volatility in value.

� The investment company continues to be subject to significant
market volatility over the remaining year of the investment com-
pany's life that could result in a decline in the annual return below
the contractual hurdle.

� No portfolio investments have been acquired, sold, or otherwise
transferred to a third party (for example, through an IPO), and
there are no current negotiations being undertaken for the sale of
the investments.

� The inception-to-date excess unrealized return over the inception-
to-date contractual hurdle remains susceptible to factors outside
the entity's influence, particularly volatility in the fair value of the
underlying portfolio investments.

7 Contractual hurdle at the end of year 2 is calculated as $8,000,000 × 2 years.
8 $400,000 year 1 allocation minus $200,000, the year 2 allocation. The year 2 allocation is

calculated as 20 percent of $1,000,000 ($17,000,000 − 16,000,000, the cumulative hurdle amount as
of year 2).
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� The cumulative returns to-date of $17 million do not exceed the

cumulative hurdle required at the end of year 3 of $24 million.

Based on these factors, the asset manager determined that it cannot conclude
that it is probable that a significant reversal of the cumulative incentive-based
capital allocation of $200,000 ($400,000 allocated in year 1 less the reversal
of $200,000 in year 2) will not occur, so it did not include an estimate of the
incentive-based capital allocation in the transaction price as of December 31 of
year 2.

During the six months ended June 30 of the third and final year of the invest-
ment company's life (that is, prior to the calendar year-end), the investment
company recognized net gains of $11 million. The investment company liqui-
dated approximately 90 percent of its portfolio, resulting in cumulative real-
ized gains of $28 million, comprising $11 million of current period gains and a
reclassification of previously recorded unrealized gains of $17 million. This re-
classification had no impact on total net increase in net assets of the investment
company (the investment company equivalent of net income) through June 30
of year 3. There is no anticipated realized gain or loss on the remaining 10 per-
cent of the portfolio as of June 30; this assertion is supported by the soon-to-be
executed sale of these investments at their acquisition cost (current negotia-
tion for their sale is well underway). The inception-to-date gains of $28 million
exceeds the cumulative contractual hurdle as of June 30 of $20 million,9 result-
ing in a cumulative incentive-based capital allocation of $1.6 million.10 In the
current year, the asset manager's general partner account would be allocated
$1,100 (0.01% × $11,000,000) of the current-year realized appreciation as well
as the additional $1.4 million11 capital allocation needed to arrive at the total
incentive-to-date allocation of $1.6 million. Its limited partner account would
receive an allocation of $220,000 (2% of $11,000,000), before the incentive-based
capital allocation.

The allocation as of June 30 of year 3 by the investment company in its stan-
dalone financial statements is as follows:

General
Partner

Limited
Partner

Third-Party
Limited
Partners Total

Net profit $ 1,100 $ 220,000 $ 10,778,900 $ 11,000,000

Incentive-based
capital allocation 1,400,00012 (28,000) (1,372,000) —

Net profit after
allocation $ 1,401,100 $ 192,000 $ 9,406,900 $ 11,000,000

9 Hurdle rate calculated as $8,000,000 annual hurdle multiplied by 21/2 years.
10 20 percent of $8,000,000 ($28,000,000 – $20,000,000).
11 Cumulative incentive-based capital allocation of $1,600,000 less inception-to-date net alloca-

tion of $200,000.
12 20 percent of $7,000,000 (year 3 year-to-date gains of $11,000,000 less pro-rated annual hurdle

of $4,000,000).
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For the purposes of revenue recognition, the asset manager evaluated the fol-
lowing additional factors to determine whether the incentive-based capital al-
location should be constrained:

� The investment company has liquidated 90 percent of its portfo-
lio and is in the process of selling the remaining investments. The
proceeds from the sales are held in cash and cash equivalents sub-
ject to final distribution to the limited partners.

� The sale of the remaining portfolio is nearly finalized, and the
terms of the draft contract indicate no anticipated gains or losses.

� Given the sale of substantially all the investment company's un-
derlying investments and significant negotiations for the remain-
ing investments, the investment company is no longer subject to
significant market volatility.

� The excess appreciation earned to date is significantly higher than
the contractual hurdle.

Given the change in the composition of substantially all the underlying invest-
ment portfolio to cash and cash equivalents, which is not expected to experience
significant market fluctuations over the remaining six months of the invest-
ment company's life, the asset manager determined that it is probable that a
significant reversal of the inception-to-date capital allocation will not occur for
a portion of the incentive-based capital allocation. Assuming no further appre-
ciation on the remaining 10 percent of the portfolio yet to be sold, the asset
manager determined the amount of incentive-based capital allocation that can
be included in the transaction price to be $800,00013 as of June 30. The amount
of variable consideration was determined based on the expected value method.

Upon inclusion of the $800,000 in the transaction price, a portion of the
$800,000 or the entire amount may be allocated to the distinct services pro-
vided from the investment company's inception through June 30 of year 3 in
accordance with paragraphs 39b and 40 of FASB ASC 606-10-32.

In this particular situation, the asset manager determines that the full
$800,000 is allocated to the asset management services provided to the invest-
ment company from the investment company's inception through June 30 of
year 3. The fee relates to the entity's efforts to transfer the services for the
period from inception through June 30 of year 3, which are distinct from the
services to be provided for future quarters and, therefore, would be consistent
with the allocation objective in FASB ASC 606-10-32-28. Further, the returns
on the investments have been realized and substantially all the services associ-
ated with the sale of the remaining portfolio investments have been completed.

The following table illustrates the difference between attribution of the
incentive-based allocation performed by the investment company and the asset
manager's inclusion of such variable consideration in the transaction price and,
ultimately, in its recorded revenue:

13 20 percent of $4,000,000 ($28,000,000 − 24,000,000). In determining this amount, the asset
manager compared the cumulative amount of realized earnings of $28,000,000 (through June 30 of
year 3) to the cumulative three-year hurdle of $24,000,000.
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Consolidated Asset
Manager

Investment
Company

Allocation

Included in
Transaction

Price
Recognized
as Revenue

Year 1 $ 400,000 $ — $ —

Year 2 (200,000) — —

Year 3 –
June 30 1,400,000 800,000 800,000

TOTAL $ 1,600,000 $ 800,000 $ 800,000

Asset Management Arrangement Revenue — Gross Versus Net
This Accounting Implementation Issue Is Relevant to Accounting for Asset Man-
agement Arrangement Revenue and Determining if an Entity Is Acting as a
Principal or Agent Under FASB ASC 606.

Background
4.6.94 Asset managers provide a number of services to customers (either

fund or investor), which often include, but are not limited to, asset management,
administration, and distribution, as follows:

a. Asset management services include providing investment advice,
performing research services, and conducting a continual program
of investment, sale, and reinvestment of investor assets, under a
contract that is commonly referred to as the IMA.

b. Administrative services typically include fund accounting, prepa-
ration of financial statements, calculation of the net asset value of
the fund, and the provision of other business management activi-
ties. These activities may be agreed upon pursuant to a separate
administrative agreement or included within the IMA.

c. Distribution services include underwriting and distribution of fund
shares and other marketing and distribution activities. These ac-
tivities may involve the preparation, printing, and distribution of
prospectuses, reports, and sales literature, and the preparation of
information, analyses, and opinions related to marketing and pro-
motional activities. These activities are agreed upon under a sale or
distribution agreement or explicitly stated in the fund prospectus.

4.6.95 In certain cases, the asset manager may elect to delegate the ex-
ecution of some or all of the aforementioned activities to a third-party service
provider (for example, subadvisor, distributor, or administrator). Although the
delegation of operating activities may be permissible based on the terms set
forth in the IMA or other governing document, the asset manager is generally
responsible for negotiating terms with the service provider, and, at a minimum,
for supervising and arranging the day-to-day operations of the fund or sepa-
rately managed portfolio.

4.6.96 The asset manager must determine whether it is acting as a prin-
cipal or an agent when another party is involved in providing services that
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the asset manager has promised in a contract with a customer. This analysis
affects how the asset manager will present revenue for the performance obliga-
tion on the income statement. The determination of the asset manager's role as
principal or agent should be based on the totality of information and the facts
and circumstances relevant to each arrangement and applied to each specified
service.

4.6.97 An entity is a principal if it controls the specified service before
that service is transferred to a customer, as discussed in FASB ASC 606-10-55-
37. The term 'specified service' means distinct services (or distinct bundles of
services) to be provided to the customer (see paragraphs 19–22 of FASB ASC
606-10-25).

Identification of the Specified Services to Be Provided to the Customer
(paragraphs 36–36A of FASB ASC 606-10-55)

4.6.98 As discussed in FASB ASC 606-10-25-18, specified services in a
contract with a customer may include, but are not limited to, the following
promised services:

a. Performing a contractually agreed-upon task (or tasks) for a cus-
tomer

b. Providing a service of standing ready to provide goods or services
or of making goods or services available for a customer to use as
and when the customer decides

c. Providing a service of arranging for another party to transfer goods
or services to a customer

4.6.99 Examples of promised services in contracts with customers in the
asset management industry may include asset management, fund administra-
tion, distribution, and sales and marketing services and other operating activi-
ties. In general, many or most of these promises represent supporting activities
associated with the overriding promise to the customer to provide asset man-
agement services, which represents a single performance obligation. To deter-
mine whether any of the promised services should be accounted for as a sepa-
rate specified service, the conditions to be a distinct good or service (or distinct
bundle of goods or services) must be met, as described in paragraphs 19–22 of
FASB ASC 606-10-25. Considerations relevant to identifying separate perfor-
mance obligations for the provision of asset management services are discussed
in detail in the section "Management Fee Revenue, Excluding Performance Fee
Revenue" in paragraphs 4.6.19–4.6.53.

4.6.100 The asset manager should determine the nature of its promise;
specifically, whether its performance obligation is to provide the specified ser-
vices or to arrange for the provision of the specified services by another party.
In accordance with FASB ASC 606-10-55-36A, to determine the nature of its
promise, the entity should do the following:

a. Identify the specified services to be provided to the customer...
b. Assess whether the entity controls... each specified service before

that service is transferred to the customer.

Determining Whether the Entity Is Acting as Principal or Agent for Each
Specified Service (paragraphs 37–40 of FASB ASC 606-10-55)

4.6.101 As discussed in FASB ASC 606-10-55-37, an entity is a principal
if it obtains control of the specified service before that service is transferred to
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the customer. An asset manager that is a principal typically obtains control of
one of the following:

a. A good or another asset from the other party that it then transfers
to the customer.

b. A right to a service to be performed by a third-party service
provider, which gives the asset manager the ability to direct that
party to provide the service to the customer on the asset manager's
behalf.

c. A service from a third-party service provider that the asset man-
ager combines with other services in providing the specified ser-
vice to the customer. If the asset manager provides a significant
service of integrating services provided by another party into the
specified service for which the customer has contracted, the asset
manager controls the specified service before it is transferred to the
customer. In this case, the asset manager first obtains control of the
specified service from the other party and directs its use to create
the combined output that is the specified services.

4.6.102 In accordance with FASB ASC 606-10-55-38, an asset manager
is an agent if its performance obligation is to arrange for the provision of the
specified service by another party and it does not control the specified service
before that service is transferred to the customer.

4.6.103 In determining whether the entity obtains control of a specified
service before it is transferred to the customer, the following should be consid-
ered:

a. The definition of control (FASB ASC 606-10-25-25): 'Control' refers
to the asset manager's ability to direct the use of, and obtain sub-
stantially all of the remaining benefits from, the service. In addi-
tion, control includes the asset manager's ability to prevent others
from directing the use or obtaining the benefits from the service.
FASB ASC 606-10-25-25 explains that the "benefits" of the service
are the potential cash flows (inflows or savings in outflows) that
can be obtained directly or indirectly in many ways, and it provides
examples of how benefits can be obtained from a service.

b. The existence of some (or all) of the indicators in FASB ASC 606-
10-55-39: The existence of some (or all) of the indicators provides
additional evidence that the asset manager controls a specified ser-
vice before it is transferred to the customer. No individual indicator
is determinative, and no weight of relative importance is assigned
to individual indicators. As a result, (1) the indicators may not apply
equally in all instances, (2) some indicators may not apply to cer-
tain contracts, (3) different indicators may provide more (or less)
persuasive evidence for different specified services, and (4) the list-
ing of indicators included in the guidance is not all inclusive.

As explained in paragraph BC16 of FASB Accounting Standards Update (ASU)
No. 2016-08, Revenue from Contracts with Customers (Topic 606): Principal ver-
sus Agent Considerations (Reporting Revenue Gross versus Net), these indica-
tors do not override the assessment of control, should not be viewed in isolation,
do not constitute a separate or additional evaluation, and should not be consid-
ered a checklist of criteria to be met in all scenarios.
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4.6.104 The following indicators discussed in FASB ASC 606-10-55-39 are
relevant in assessing whether the asset manager controls the specified good or
service before it is transferred to the customer, and is therefore acting as a
principal:

a. Who is primarily responsible for fulfilling the promise to provide
the specified service?

i. FinREC believes that the asset manager may be primarily
responsible for fulfilling the promise to provide the speci-
fied service when one or more of the following characteris-
tics are present, based on the particular facts and circum-
stances of the given contract with the third-party service
provider:

1. The customer holds the asset manager, as op-
posed to the third-party service provider, account-
able to the services outlined in the contract with
the customer (for example, management agree-
ment, distribution agreement). The customer ad-
dresses service issues, concerns, or other ques-
tions that pertain to specifications of the services
promised in that contract with the customer di-
rectly with the asset manager. The customer re-
lies on the asset manager to resolve any service
discrepancies in regard to the delegated services,
specified in the contract with the customer.

2. The customer either does not interact or has
limited interaction with the third-party service
provider. The asset manager is responsible for
oversight of the day-to-day activities of the third-
party service provider.

3. In certain instances, the customer may have the
ability to seek remedies from the asset manager
for poor service performance by the third-party
service provider. For example, the customer may
be entitled to remedy in the form of a finan-
cial payment or waiver of investment manage-
ment fees. Separate from any payment or waiver
granted to the customer, the asset manager may
also have the right to seek remedy or indem-
nification from the third-party service provider
pursuant to that service provider's warranty or
indemnification of its services (for example, in-
demnity from losses, costs, claims, expenses, or
demands incurred by the asset manager or its af-
filiate arising from a breach by the servicer of its
service provider agreement entered into with the
asset manager or its affiliate).

4. If not satisfied, the customer has the ability to ter-
minate its relationship with the asset manager,
require the asset manager to rectify the situation,
or both. In these instances, the customer gener-
ally does not have the right to either directly ter-
minate or require the asset manager to terminate
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the service provider agreement with the third-
party service provider.

5. The customer is not a party to the executed ser-
vice provider agreement and does not hold rights
to engage and direct the services of the third-
party service provider. If the customer is required
to approve the service provider agreement that
is negotiated separately between the asset man-
ager and the third-party service provider, the as-
set manager still remains primarily responsible
for the provision of services. Overall, considera-
tion should be given to the extent to which the
customer has the ability to direct the services
provided by the third-party service provider (for
example, the ability to propose and approve of
material amendments to the service provider
agreement, extensive involvement in the over-
sight of services, direct communication with
the third-party service provider, and substantive
right to terminate the service provider agree-
ment).

6. Also, while not a determinative characteristic by
itself, the asset manager may consider whether it
has supplier discretion for identifying and engag-
ing the third-party service provider, so long as the
third-party service provider meets the general re-
quirements of the customer.

ii. FinREC believes that the asset manager may not be pri-
marily responsible for fulfilling the promise to provide the
specified service if any or all of the following factors ex-
ist, based on the particular facts and circumstances of the
given contract with the third-party servicer:

1. The customer is a party to the executed service
provider agreement and holds the rights to en-
gage and direct the services of the third-party
service provider. The customer does not direct
questions or concerns about the specified services
to the asset manager, including those related to
specifications of services promised; instead, the
customer works directly with the third-party ser-
vice provider, as allowed by the service provider
agreement.

2. The customer has the ability to directly negotiate
amendments or terminate the service provider
agreement.

b. Does the asset manager have inventory risk before or after the spec-
ified service has been transferred to the customer?

i. The indicator described in FASB ASC 606-10-55-39b re-
garding inventory risk generally does not support the con-
clusion that the asset manager is acting as a principal be-
cause the asset manager does not commit itself to obtain
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services from a service provider before obtaining the con-
tract with the customer or hold physical inventory.

c. Does the asset manager have discretion in establishing prices for
the specified service?

i. FinREC believes the following considerations are applica-
ble in determining whether the asset manager has such
discretion:

1. If the asset manager has ultimate discretion in
establishing the fee paid by the customer for the
specified services, it may indicate that the as-
set manager controls the specified services before
they are transferred to the customer. If the asset
manager has limited ability to establish the price
paid by the customer for the specified service (for
example, the price is determined ultimately by
the third-party service provider), it may indicate
that the asset manager does not have discretion
in establishing prices. However, an agent may
have some flexibility in setting prices in order to
generate additional revenue from its service of ar-
ranging for goods or services to be provided by
other parties to customers.

2. The customer's awareness of the amount paid to
the third-party service providers does not in and
of itself preclude the asset manager from conclud-
ing that it controls the specified services prior to
transfer.

Financial Statement Presentation
4.6.105 In accordance with FASB ASC 606-10-55-37, an entity acting as a

principal may satisfy its performance obligation to provide the specified service
itself or it may engage another party to satisfy some or all of the performance
obligation on its behalf. Either way, the entity recognizes revenue in the gross
amount of consideration to which it expects to be entitled in exchange for that
specified service when (or as) it satisfies the associated performance obligation.
The related payments to third-party service providers would be presented sep-
arately.

4.6.106 In accordance with FASB ASC 606-10-55-38, if the entity's perfor-
mance obligation is to arrange for the provision of the specified service and the
entity does not control the specified service provided by another party before
that good or service is transferred to the customer, it is acting as an agent and
would recognize revenue based on the net amount of consideration it expects
to be entitled to for providing that specified service. FASB ASC 606-10-55-38
further clarifies that entity's "fee or commission might be the net amount of
consideration that the entity retains after paying the other party the consid-
eration received in exchange for the goods or services to be provided by that
party."

4.6.107 The following examples are intended to be illustrative based on
assumed facts and circumstances. The application of the guidance on principal
versus agent considerations under FASB ASC 606 should be based on the facts
and circumstances of an entity's specific arrangements, which may or may not
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necessitate further evaluation of the indicators in FASB ASC 606-10-55-39. To
the extent facts and circumstances of a given contract differ in practice from
the assumed facts that follow, the evaluation and subsequent conclusions may
not be applicable. The indicator described in FASB ASC 606-10-55-39b regard-
ing inventory risk has been excluded from these examples, as the asset man-
ager does not generally purchase or commit itself to purchase services from the
third-party service provider prior to entering into a contract with a customer,
as discussed in paragraph 4.6.104.

Example 4-6-6 — Unitary Management Fee Arrangement

The asset manager enters into a management agreement with a fund to pro-
vide or arrange for the provision of asset management, fund administration,
and other management and administrative services necessary for the opera-
tion of the fund in exchange for a single all-inclusive management fee based
on the net asset value of the fund ("unitary management fee"). The asset man-
ager is responsible for ensuring the operation of the fund — including general
management, administration, and provision of investment advisory services —
subject to the oversight of the board of directors of the fund.

The asset manager, having been hired by the fund to act as manager and in-
vestment adviser, is empowered to provide or arrange for its affiliates or third-
party service providers to provide some or all of those services. In this situation,
for services delegated to third-party service providers, the asset manager will
enter into service provider agreements and will pay the contractually agreed-
upon fee stipulated therein, out of the unitary management fee that it receives
from the fund.

For some of the services covered by the unitary management fee, the service
provider agreement may be signed by the fund (through a representative of the
fund board) or by both the fund and the asset manager. Such circumstances
would be based on corporate structure and local legal requirements. The inclu-
sion of the fund as a party to the agreement may change the evaluation and
conclusion of the asset manager's role as principal or agent based on the rights
and obligations attributed to the fund, if any, in regard to the services performed
by the third-party service provider.

If the fees it pays to third-party service providers exceed the unitary manage-
ment fee received from the fund, the shortfall is borne solely by the asset man-
ager. Similarly, the asset manager is entitled to retain excess fees received from
the fund if the fees paid to third-party service providers do not exceed the uni-
tary management fee.

The fund is responsible for certain costs that it will pay directly, including but
not limited to taxes (for example, stamp duty), commissions and brokerage ex-
penses, licensing fees relating to any applicable index, and costs associated with
borrowings undertaken by the fund.

The asset manager determines that the fund is the customer and that the
promised service to be provided to the customer pursuant to the management
agreement is asset management services, which is a single performance obli-
gation. Considerations relevant to identifying performance obligations are dis-
cussed in detail in the section "Management Fee Revenue, Excluding Perfor-
mance Fee Revenue" in paragraphs 4.6.19–4.6.53.

Assessment of control under FASB ASC 606-10-55-37A:

a. Does the asset manager control a good or another asset from the
other party that it then transfers to the customer?
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No, the asset manager determines that it does not obtain control
of a right to services performed by a third-party service provider
that it then transfers to the customer. Unlike in Examples 47 and
48 in paragraphs 325–334 of FASB ASC 606-10-55, the customer
is indifferent as to whether the asset manager, its affiliate or any
other third-party service provider carries out the specified services,
so long as those services are in accordance with the contractual
terms; the asset manager does not obtain a right to services before
a customer is identified. Further, the asset manager only contracted
with third-party service providers after having been engaged by the
customer. The asset manager is not transferring a specified asset;
the contract representing the right to services is not transferred.

b. Does the asset manager control a right to a service to be performed
by a third party that gives the asset manager the ability to direct
that party to provide the service to the customer on their behalf?
Yes, the asset manager controls the right to the services performed
by third parties (for example, subadvisory or fund administration
services) in context of the combined output that is the specified
service of asset management services (also see c. below). The as-
set manager is primarily responsible for fulfilling the promise to
provide asset management services and, while certain components
of those services may be delegated to third-party service providers,
remains responsible for ensuring that the services are performed
and are acceptable to the customer in regard to the overall provi-
sion of asset management services.

c. Are the services provided by third-party service providers combined
with service provided by the asset manager prior to transferring
those services to the customer?
Yes. The services performed by the third-party service providers
are components of the asset manager's overall promise to the cus-
tomer to provide asset management services. Specifically, the na-
ture of the contract is to provide integrated fund management
services, inclusive of investment advisory services and certain oper-
ating services, as opposed to a specific quantity of specified services.
The asset manager combines the services performed by the third-
party service providers together with services performed by the as-
set manager (for example, the portfolio management services) in
providing the combined service to the customer. Even though third
parties perform certain of the underlying operating services and ac-
tivities, the asset manager ultimately remains responsible for those
services meeting customer specifications and for the resolution of
disputes identified by the customer or by itself as part its normal
management of the fund's business operations.

In addition, the asset manager assesses the following indicators in FASB ASC
606-10-55-39 to provide further evidence that it controls the specified service
before it is transferred to the customer (and the asset manager is therefore the
principal):

a. Does the asset manager have primary responsibility for fulfilling
the promise to provide the specified service?
Yes, the asset manager is primarily responsible for fulfilling the
promise to provide asset management services. Although the

AAG-REV 4.6.107 ©2019, AICPA



Asset Management 203
asset manager delegates certain services (for example, advisory,
fund administration, and so on) to third-party service providers,
the asset manager is responsible for ensuring that the services are
performed and are acceptable to the customer.
The asset manager continuously and actively monitors out-
sourced services, regularly communicates with third-party service
providers, is responsible for identifying any performance issues or
concerns, and follows up with the third-party service providers (and
with the fund board, if the matter is material) with regard to any
corrective action plan set by itself or put forward by the fund.
Further, the asset manager is responsible for all acts and omis-
sions of third-party service providers, as per its contract with the
fund. The asset manager is responsible for identifying and nego-
tiating terms of service provider agreements with third-party ser-
vice providers, including fees and the type and level of services to
be performed, with final selection of third-party service providers
and the final contract terms subject to customer approval. Since
the approval rights do not afford the customer the ability to direct
the services provided by the third-party service providers, they do
not in and of themselves prohibit the asset manager from being
primarily responsible for fulfilling the promise to provide the spec-
ified service. Further, the fund does not possess any incremental
rights in regard to oversight or direction of the third-party service
providers by virtue of its contract approval right (the customer is
also not a party to the executed contracts with third-party service
providers).

b. Does the asset manager have pricing discretion?
Yes, the asset manager has discretion in setting the price paid by
the fund to the asset manager for the provision of the specified ser-
vice independent of the amount it agrees to pay the third-party ser-
vice provider.

Based on the preceding analysis, the asset manager concludes that it is acting
as the principal in the transaction and should accordingly recognize revenue
on a gross basis.

Example 4-6-7 — Distribution Agreement

The asset manager's affiliated broker-dealer, a consolidated subsidiary of the
asset manager, (referred to as "distributor affiliate" for purposes of this ex-
ample) enters into a distribution agreement with a fund to provide certain
distribution-related services, including but not limited to marketing and pro-
motional activities, distribution of sales literature, and sales support services.
In exchange, the distributor affiliate receives a fee based on the net assets of
the fund that is separate and distinct from the asset management fee paid by
the fund for asset management services performed by the asset manager.

The distributor affiliate subsequently delegates performance of the distribu-
tion activities to third-party broker-dealers under separately executed dis-
tribution agreements. Pursuant to these distribution agreements, the third-
party broker-dealers agree to sell the shares of the fund to investors on their
distribution platforms in exchange for a fee. The amount paid to the third-
party broker-dealers may be calculated based on the fee paid to the distributor
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affiliate by the fund, either a percentage of the net assets of the fund or a fixed
fee.14

The distributor affiliate determines that the fund is the customer and that the
promised service to be provided to the customer pursuant to the distribution
agreement is distribution-related services.

Assessment of control under FASB ASC 606-10-55-37A:

a. Does the distributor affiliate control a good or another asset from
the other party that it then transfers to the customer?
No, the distributor affiliate does not obtain control of a right to ser-
vices performed by a third-party service provider that it then trans-
fers to the customer. Unlike in Examples 47 and 48 in paragraphs
325–334 of FASB ASC 606-10-55 the customer is indifferent as to
whether the third-party service provider, the distributor affiliate,
or any other third-party service provider carries out the specified
services, as long as those services are in accordance with the con-
tractual terms; the distributor affiliate does not obtain a right to
services before a customer is identified. Further, the distributor af-
filiate only contracted with third-party dealers after having been
engaged by the customer. The distributor affiliate is not transfer-
ring a specified asset; the contract representing the right to services
is not transferred.

b. Does the distributor affiliate control a right to a service to be per-
formed by a third party that gives the asset manager the ability
to direct that party to provide the service to the customer on their
behalf?
Yes, the distributor affiliate controls the right to services performed
by third-party dealers (for example, distribution and sales-support
services) in context of the combined output that is the specified ser-
vice of distribution-related services (also see c. below). The distribu-
tor affiliate is primarily responsible for fulfilling the promise to pro-
vide distribution-related services and, while certain components of
those services may be delegated to third-party broker-dealers, the
distributor affiliate remains responsible for ensuring that the ser-
vices are performed and are acceptable to the customer in regard
to the overall provision of distribution-related services. The distrib-
utor affiliate, not the fund, retains the right to evaluate services
performed by the third-party broker-dealer, to address service is-
sues as and when they arise, to propose amendments to the dealer
agreement as and when it deems appropriate, and to terminate the
dealer agreement as and when it deems prudent.

c. Are the services provided by third-party service providers combined
with service provided by the distributor affiliate prior to transfer-
ring those services to the customer?
Yes, the services performed by the third-party broker-dealers are
components of the distributor affiliate's overall promise to the cus-
tomer to provide distribution-related services. Specifically, the na-
ture of the contract is to provide to the customer the combined

14 These forms of distribution arrangements are often referred to as retrocessions and tend to be
more prevalent with funds established outside of the U.S. (for example, Luxembourg SICAV funds).
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distribution-related services. The distributor affiliate combines the
services performed by all of the third-party broker-dealers, together
with services performed by the distributor affiliate, if applicable, in
providing the promised service to the customer. Even though third
parties perform certain or all of the distribution-related activities,
the distributor affiliate ultimately remains responsible for those
services meeting customer specifications and for the resolution of
disputes identified.

In addition, the distributor affiliate assesses the following indicators in FASB
ASC 606-10-55-39 to provide further evidence that it controls the specified ser-
vice before it is transferred to the customer (and is therefore the principal):

a. Does the distributor affiliate have primary responsibility for fulfill-
ing the promise to provide the specified service?
Yes, the distributor affiliate is primarily responsible for fulfill-
ing the promise to provide distribution-related services. Although
the distributor affiliate subcontracts distribution services to third-
party dealers, it remains responsible for the acceptability of those
services. The distributor affiliate continuously and actively moni-
tors outsourced services, regularly communicates with third-party
dealers, is responsible for identifying any performance issues or
concerns, and follows-up with the third-party dealer (and with the
fund board for material matters) with regard to any corrective ac-
tion plan set by itself or put forward by the fund. Further, the dis-
tributor affiliate is responsible for all acts and omissions of third-
party dealers as per the distribution agreement.
In addition, the distributor affiliate has sole discretion in selecting
third-party dealers, the level of service to be provided by the third-
party dealers, and the contractual fees that they will pay (which
are agreed upon without approval from the fund board). It is the
responsibility of the distributor affiliate to perform upfront and on-
going due diligence in identifying, retaining, and, as applicable, re-
moving appropriate third-party dealers.

b. Does the distributor affiliate have pricing discretion?
Yes, the distributor affiliate has discretion in setting the price paid
by the fund for the provision of the specified service independent of
the amount that it agrees to pay the third-party service provider.15

Based on the preceding analysis, the distributor affiliate concludes that it is
acting as the principal in the transaction and should accordingly recognize rev-
enue on a gross basis.

Example 4-6-8 — Out-of-Pocket Expense Reimbursement

The asset manager enters into an asset management agreement with a fund to
provide asset management services in exchange for a management fee based
on the net asset value of the fund ("management fee"). The fee is paid monthly

15 For certain other funds, specifically those subject to the Investment Company Act of 1940,
the distributor affiliate may not have the ability to set price because the amount paid by the fund for
these services are subject to industry standards and regulatory norms. Any deviation from these rates
is highly unlikely and would require approval by the fund board and shareholders (particularly for
rate increases). Although this type of pricing situation should be considered in the evaluation along
with other factors, it would likely not be determinative in identifying the distributor affiliate's role as
principal or agent.

©2019, AICPA AAG-REV 4.6.107



206 Revenue Recognition

in arrears. Additionally, the fund agrees to reimburse the asset manager for
reasonable out-of-pocket expenses incurred as part of performing asset man-
agement services. Customary out-of-pocket expenses incurred in connection
with fulfilling the asset manager's performance obligation to provide asset
management services may include, but are not limited to, due diligence-related
travel expenses (airfare, hotel, and meals), legal fees and other professional
services fees, and filing and regulatory fees.

Paragraph 11 of TRG's July 18, 2014 Agenda Ref. No. 2, Gross versus Net
Revenue: Amounts Billed to Customers, which summarizes some stakeholders'
views, states that "[a]n entity could use the principal-agent framework to help
it to determine whether the customer is compensating the entity for a cost it
incurred to provide a good or service (that is, as a principal) or, instead, whether
the entity is arranging for the customer to pay its (the customer's) obligation
to another party (that is, acting as an agent)."

Further, paragraphs 10–11 of TRG's July 18, 2014 Agenda Ref. No. 5, July 2014
Meeting — Summary of Issues Discussed and Next Steps, state that

"[t]he TRG discussed questions about determining whether to present
specific types of billings to customers as revenue or as a reduction of
the related expense amounts. Examples of those amounts billed to cus-
tomers include shipping and handling fees, reimbursements of other
out-of-pocket expenses, and various taxes collected from customers
and remitted to governmental authorities. The discussion focused on
the definition of transaction price in paragraph 606-10-32-2 (IFRS 15,
paragraph 47) and the principal versus agent considerations in para-
graphs 606-10-55-36 through 55-40 (IFRS 15, paragraphs B34–B38).
TRG members said that the new revenue standard provides sufficient
guidance about determining the appropriate presentation of amounts
billed to customers."

Per FASB ASC 606-10-32-2, "The transaction price is the amount of consid-
eration to which an entity expects to be entitled in exchange for transferring
promised goods or services to a customer, excluding amounts collected on behalf
of third parties (for example, some sales taxes)." Therefore, in accordance with
FASB ASC 606-10-32-2, reimbursements of out-of-pocket expenses that are col-
lected on behalf of third parties — for example, filing and regulatory fees owed
by the fund — should be excluded from the transaction price and reflected as
receivable on the asset manager's balance sheet. These reimbursements do not
represent an amount of consideration the asset manager expects to be entitled
in exchange for transferring the asset management services to the fund.

FinREC believes that the amounts of out-of-pocket expenses billed to customers
for costs incurred by the asset manager in satisfying its performance obligation,
such as due diligence-related travel expenses, legal fees, and other professional
fees, should be included as part of the transaction price and presented gross.
This is because the fund is compensating the asset manager for costs incurred
to provide asset management services where the asset manager is acting as a
principal.

The out-of-pocket expenses incurred by the asset manager in satisfying its per-
formance obligation should be assessed as costs to fulfill a contract in accor-
dance with FASB ASC 340-40. Industry considerations relevant to the assess-
ment of these costs are discussed in detail within the section "Costs of Manag-
ing Investment Companies" in paragraphs 4.7.47–4.7.76.
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Other Related Topics

Deferred Distribution Commission Expenses
(Back-End Load Funds)
This Accounting Implementation Issue Is Relevant to Accounting for Amortiza-
tion and Impairment of Costs Under FASB ASC 340-40-35.

Background
4.7.01 Certain investment funds, generally referred to as back-end load

funds, are established where the investor is not charged any fee upon initial
investment into the fund, but rather is charged a CDSC if they withdraw their
investment from the fund within a specified period of time (for example, seven
years). The CDSC is calculated as a percentage of the investment being with-
drawn from the fund subject to the CDSC (for example, a 6 percent redemption
fee on a $100,000 withdrawal would result in a $6,000 CDSC fee upon an in-
vestor redemption) and could be structured such that the percentage declines
with each year the investor remains in the fund.

4.7.02 Despite the deferral of the sales commission, the mutual fund dis-
tributor, which is typically a subsidiary of an asset manager, of the investment
fund pays an upfront commission to a third-party distributor, usually a broker-
dealer. The third-party broker-dealer receives the commission in exchange for
referring investors to the fund.

4.7.03 Separately, the fund pays a recurring distribution fee to the asset
manager who generally passes along a portion of the ongoing fee to the third-
party distributor.

Cost Recognition
4.7.04 Guidance on the accounting for costs related to a contract with a

customer within the scope of FASB ASC 606 is provided in FASB ASC 340-
40. However, FASB ASU No. 2014-09, Revenue from Contracts with Customers
(Topic 606) retained, but amended, the specific cost guidance related to non-
front-end load funds (that is, back-end load funds) in FASB ASC 946-720-25-4.

4.7.05 BC303 of ASU No. 2014-09 states the following:

FASB noted that depending on the specific facts and circumstances of
the arrangement between an asset manager and the other parties in
the relationship, the application of the guidance on incremental costs
of obtaining a contract might have resulted in different accounting for
sales commissions paid to third-party brokers (that is, in some cases
the commission would have been recognized as an asset, while in oth-
ers it would have been recognized as an expense). FASB observed that
it had not intended the application of Subtopic 340-40 to result in an
outcome for these specific types of sales commissions that would be
different from applying existing U.S. GAAP. Consequently, FASB de-
cided to retain the specific cost guidance for investment companies in
FASB ASC 946-605-25-8 which has been moved to Subtopic 946-720,
Financial Services—Investment Companies—Other Expenses.
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Accounting for Deferred Distribution Commission Expenses
4.7.06 FASB ASC 946-720-25-4 specifically addresses the accounting for

deferred distribution commission expense as follows:

Distributors of mutual funds that do not have a front-end load shall
defer and amortize the incremental direct costs and shall expense the
indirect costs when incurred.

4.7.07 If incremental direct costs are capitalized and an asset is recog-
nized, FASB ASC 946-720-25-4 requires that the asset be amortized but does
not provide specific guidance over what period the asset should be amortized.

4.7.08 FinREC believes that asset managers may consider the guidance
on capitalized cost amortization in FASB ASC 340-40-35-1, which provides that
the asset "shall be amortized on a systematic basis that is consistent with the
transfer to the customer of the goods or services to which the asset relates."
Judgment on estimating the appropriate amortization period must be applied.

4.7.09 FinREC believes that the capitalized asset should also be evalu-
ated for impairment, although FASB ASC 946-720-25-4 does not provide spe-
cific guidance on impairment considerations.

4.7.10 FinREC believes that asset managers may consider the guidance on
capitalized cost impairment in paragraphs 3–6 of FASB ASC 340-40-35, which
specifies in FASB ASC 340-40-35-3 that an impairment loss should be recog-
nized if the carrying amount of the capitalized cost exceeds (1) the remaining
amount of consideration the asset manager expects to receive in exchange for
the services provided, less (2) the costs that relate directly to providing those
services and that have not been recognized as expenses.

Management Fee Waivers and Customer Expense
Reimbursements
This Accounting Implementation Issue Is Relevant to Accounting for Manage-
ment Fee Waivers and Customer Expense Reimbursements Under FASB ASC
606.

Background
4.7.11 Asset managers often charge asset-based fees in exchange for per-

forming asset management services. These services are performed and provide
benefit to the customer16 consistently over a given time period (for example,
daily, monthly, quarterly, semi-annually, or annually). The terms of the man-
agement fee, which are typically a percentage of gross or net assets or average
gross or net assets over a given period (such as daily, monthly, or quarterly) or
at a point in time, and the billing terms of the fee (generally monthly, quarterly,
or semi-annually) are included in an IMA between the asset manager and the
customer. In accordance with FASB ASC 606-10-25-14b and consistent with Ex-
ample 25 in paragraphs 221–225 of FASB ASC 606-10-55, the promise in the
IMA to provide asset management services is a single performance obligation.
This is because the promise consists of a series of distinct services that are sub-
stantially the same and that have the same pattern of transfer to the customer

16 In many fee waiver situations, the customer will be deemed to be the fund, based on considera-
tions of the factors described within the section "Determining the Customer in an Asset Management
Arrangement." Accordingly, reference will be made to the fund as the customer for purposes of this
section.
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(that is, transferred over time and generally performed daily). Considerations
relevant to identifying separate performance obligations in IMAs are discussed
in detail within the section "Management Fee Revenue, Excluding Performance
Fee Revenue."

4.7.12 In certain instances, some asset managers may waive or refrain
from charging a portion or all the management fees for a certain period of time.
Most fee waivers arise from one of two agreements by the asset manager: (a) to
reduce a specified portion of management fees (referred to as flat fee waivers) or
(b) to limit the total expense ratio that accrues to and is specific to a particular
share class, typically expressed as a percentage of average daily net assets and
referred to as an expense cap. Expense caps are designed to limit the amount of
expenses a shareholder experiences and can exist at a master fund level (in a
master-feeder structure) or fund level and are specific to each share class. They
may be affected by reductions in fees or cash reimbursements of fees, or both.
Comparatively, "flat" reductions of management fees apply to all share classes
and are granted separate from expense caps. For purposes of this section, unless
stated otherwise, fee waivers and expense caps will collectively be referred to
as fee waivers.

4.7.13 Fee waivers generally are legally enforceable and may not require
a significant degree of judgment to interpret or involve uncertainty. Nonreg-
istered funds may grant fee waivers and expense caps. However, such grants
are not commonplace and are often granted for particular reasons, such as poor
fund performance or to remain competitive (maintain clients). Investment com-
panies registered under the Investment Company Act of 1940 (referred to as
registered funds or funds for the purpose of this section, unless otherwise in-
dicated) may have either or both contractual and voluntary fee waivers, as de-
scribed subsequently.

4.7.14 Contractual fee waivers are typically documented in a fund's
prospectus. They may also be documented in an expense limitation agreement
or similar type of contract that outlines the terms of all (or most) of the asset
manager's contractual fee waivers in existence at any given time. For example,
this contract may detail the applicable expense limit for specified registrants,
the method of computing the liability that the asset manager owes under the
expense cap, year-end adjustment, applicable management or administration
fee that is waived, or the conditions pursuant to which the asset manager has
a right to claim reimbursement of previously waived or reduced fees and ex-
penses reimbursed from specified share classes of specified portfolios.

4.7.15 Contractual fee waivers are generally17 in place for a minimum of
one year beginning on the filing date of the prospectus and are renewed or
approved by the fund's board annually in conjunction with the filing of the
prospectus. They are commonly implemented at fund launch. In comparison,
voluntary fee waivers do not require approval of the fund's board, have no min-
imum time period, can be discontinued at any time by the asset manager, and
may be less transparent to new shareholders because they may not be reflected
in the prospectus fee table or footnote.

4.7.16 "Flat" fee waivers may be stated in terms of a fixed amount or may
be variable (for example, calculated as a certain number of basis points applied

17 In order to be included in the prospectus, these fee waivers must be in place for a minimum of
one year.
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to the daily average asset value). Expense caps tend to be stated in terms of a
percentage of the value of assets under management or AUM. Any number of
reasons may cause an asset manager to grant a fee waiver, including market
factors (for example, competition), interest in attracting or retaining investors,
addressing a client's dissatisfaction in service (for example, customer goodwill),
or service disruptions, among others. Asset managers typically do not receive
any distinct goods or services from the customer for providing fee waivers. This
is assumed to be the case for purposes of this section.

4.7.17 As indicated previously, some asset managers may agree to limit
the amount of certain operating expenses incurred by shareholders (that is, ex-
pense caps). Expense caps reduce the fund's expense ratio because the asset
manager agrees to either (a) reduce the amount of management or adminis-
tration fees due them from the specific share class or (b) provide a cash reim-
bursement of certain operating expenses. Expense caps involve a more complex
implementation process than "flat" fee waivers. They often involve a specific
ordering of reductions in fees and fee reimbursements to achieve the contrac-
tual or voluntary expense cap. The sequence in which fees are reduced or re-
imbursed begins by evaluating the particular expenses related to the share
class to which the expense cap applies. If those expenses pertain to fees paid
to the asset manager (for example, for administration, advisory, or call center
services), they are waived to the extent applicable based on the expense cap.
To the extent they pertain to fees paid to external vendors (for example, for
transfer agency, networking, and other operating expenses), the asset manager
may reimburse such amounts to the fund or may make payment directly to
the third-party vendor. If still more waivers or reimbursements are required
in order to support the expense cap, then fund-level expenses are reviewed for
possible reduction or reimbursement. Additional waivers or reimbursements
are required when class level expenses for the given period have been reduced
to zero (through class-level fee waiver) and the expense cap (which is share-
class-specific) has not yet been achieved. Other expenses (those incurred at the
fund level on behalf of shareholders of all classes) must, therefore, be reduced
or reimbursed. Expenses that are waived or reimbursed at the fund level ben-
efit shareholders in all share classes (that is, share classes that are not subject
to the particular expense cap will also benefit from the incremental reduction
in fees or reimbursement).

4.7.18 To the extent that fee waivers exceed the gross management fee
payable to the asset managers for a given performance period, the asset man-
ager normally will not receive any fees and, instead, will pay the excess amount
to the fund. Conversely, if the cumulative daily fee waivers or expense reim-
bursements exceed the fund's final calculated fee waiver or expense cap, re-
spectively, the asset manager may be able to claim a refund, depending on the
terms of the given fee waiver. Notably, these adjustments tend to be immate-
rial because throughout the year (a) there is generally only a one-month lag
in obtaining expense information from a fund for any days of a given month
that the asset manager must estimate due to its internal reporting process,
and (b) an asset manager often has "actual" data for most, if not all, days of
each month (for example, for the first 25 days of each month), depending on
internal reporting requirements. Therefore, based on the internal accounting
cut-off date for reporting purposes, either (a) no estimation is required because
monthly reporting is conducted early in the following month, or (b) only limited
estimation is required for a few days each month (that is, by extrapolation from
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the actuals data) because the internal reporting cut-off date is a few days prior
to month-end.

4.7.19 The accounting treatment of fee waivers is affected by the following
factors:

a. Timing of execution relative to fund or account establishment or
IMA renewal.

b. Timing of execution relative to services rendered (that is, before or
after).

c. Whether they pertain to a "flat" fee waiver or to an expense cap.

4.7.20 For purposes of this section, fee waivers are classified in one of
three categories, as described in the following table.

Category

Timing of
Execution Versus
Fund or Account
Establishment or

Contract18 Renewal

Timing of
Execution

Versus Services
Rendered

"Flat" Fee
Waiver (FFW) or

Expense Cap
(EC) or both

1 Concurrent with fund
or account
establishment or
contract renewal

Before FFW and EC

2 NOT concurrent with
fund or account
establishment or
contract renewal

Before FFW and EC

3 NOT concurrent with
fund or account
establishment or
contract renewal

After (no future
service required)

FFW

Step 1: Identify the Contract With a Customer
4.7.21 Industry considerations relevant to the determination of the cus-

tomer and identification of the contract with the customer are discussed in
detail within the "Determining the Customer in an Asset Management Ar-
rangement" section in paragraphs 4.1.01–4.1.10 and the "Identifying the Con-
tract With a Customer in an Asset Management Arrangement" section in para-
graphs 4.1.11–4.1.19. FinREC believes that irrespective of whether the fund or
investor is identified as the customer for purposes of applying FASB ASC 606 to
the promise to provide asset management services, the identified performance
obligations and corresponding accounting treatment discussed herein will not
differ. However, the revenue recognition analysis may differ depending on the

18 The reference to a contract is intended to be general. The term contract is intended to reference
the applicable legal document in which the responsibilities, authority, and obligations of the asset
manager are described and agreed upon. Accordingly, a contract may take such forms as an investment
management agreement (IMA), a declaration of trust, trust deed, investment advisory agreement,
management agreement, management company agreement, or limited partnership agreement. This
is described in more detail within the section "Identifying the Contract With a Customer in an Asset
Management Arrangement" in paragraphs 4.1.11–4.1.19.
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existence of other performance obligations, and also application of the cost guid-
ance in FASB ASC 340-40 may differ based on the nature of the costs. The
evaluation of contract modifications is addressed in paragraphs 4.7.22–4.7.27.

Contract Modifications
4.7.22 FinREC believes that the guidance on contract modifications ap-

plies to fee waivers that are not executed concurrently with fund or account
establishment or renewal of a contract (that is, fee waivers in categories 2 and
3) because these fee waivers change existing enforceable rights and obligations
of the parties to the original contract. Although there is typically not a change in
the scope of services to be performed under the related contract, the fee waiver
represents an agreed-upon change in the transaction price.

4.7.23 If these fee waivers are subsequently renewed concurrent with re-
newal of the related contract, then contract modification guidance will not ap-
ply. Instead, in those situations, consideration must be given to other provisions
within FASB ASC 606; specifically, refer to the discussion that follows on cate-
gory 1 fee waivers and applicability of the guidance on combination of contracts.

4.7.24 Category 2 fee waivers. The contract modification guidance in FASB
ASC 606-10-25-13a applies because the remaining services to which the fee
waiver pertains are distinct from services transferred before the date of the
contract modification. As explained in paragraphs 4.7.31–4.7.32, the promise
to provide asset management services is a single performance obligation that
represents a series of distinct services, pursuant to the guidance in FASB ASC
606-10-25-14b. Basis for Conclusions paragraph BC79 supports the application
of FASB ASC 606-10-25-13a to this type of single performance obligation, that
is, a single performance obligation that represents a series of distinct goods or
services. In applying FASB ASC 606-10-25-13a, FinREC believes that category
2 fee waivers are accounted for as if they were a termination of the existing
contract and, the creation of a new contract. Therefore, the amount of these
fee waivers is allocated to the remaining distinct services within the single
performance obligation.

4.7.25 If the customer's right to the fee waiver is linked to payment of
future management fees, then the asset manager must continue to transfer
asset management services to the customer to generate the management fees
against which the fee waiver will be applied. As such, the fee waiver relates to
the promise to provide future asset management services. This may be the case
when a fee waiver states that it will only be provided if the customer continues
to engage the asset manager under the IMA and, if the customer terminates
the contract with the asset manager, the customer will forfeit the right to any
fee waiver not yet provided.

4.7.26 Category 3 fee waivers. The contract modification guidance in FASB
ASC 606-10-25-13b applies because the remaining services to which the fee
waiver pertains are not distinct from services transferred before the date of
the contract modification. In fact, there are no remaining services to be per-
formed related to the fee waiver. Accordingly, the transaction price and the asset
manager's measure of progress toward complete satisfaction of the performance
obligation are updated to reflect the amount of the fee waiver as of the contract
modification date. That is, the adjustment to revenue is made on a cumulative
catch-up basis on the date of contract modification. This adjustment to revenue
should be recognized at the date of contract modification, even if payment of
the fee waiver is linked to payment of future management fees, provided the
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asset manager is obligated as of that date to pay or remit the full amount (that
is, the fee waiver is not subject to forfeiture). For further discussion, see item
(b) in paragraph 4.7.27.

4.7.27 If the customer's right to the fee waiver is not linked to payment of
future management fees, then the asset manager is not required to continue to
transfer asset management services to the customer to generate the manage-
ment fees against which the fee waiver will be applied. As such, the fee waiver
relates to the promise to provide past asset management services. This may be
the case, for example, when (a) the fee waiver is granted in full upon its exe-
cution, or (b) when a fee waiver is provided over a specified period of time and
entitles the customer to a catch-up adjustment for any amount of the fee waiver
not yet paid if and when they terminate their contract with the asset manager
or the fund prior to the end of the fee waiver period.

Combination of Contracts
4.7.28 FinREC believes that the guidance on combination of contracts ap-

plies to fee waivers that are executed concurrent with fund or account establish-
ment or renewal of a contract (category 1). As explained in the section "Identi-
fying the Contract With a Customer in an Asset Management Arrangement" in
paragraphs 4.1.11–4.1.19, in certain instances, two or more separate contracts
should be evaluated collectively for purposes of applying FASB ASC 606.

4.7.29 Based on the contract combination guidance in FASB ASC 606-10-
25-9, FinREC believes the contract19 and fee waiver would collectively be con-
sidered a single contract. The contracts are entered into at or near the same
time with the same customer and the amount of consideration to be paid in one
contract (the fee waiver) depends on the price or performance, or both, of ser-
vices rendered under the other contract (for example, the IMA). For example,
a fee waiver may provide for a reduction in management fees in the amount of
0.20 percent per annum of daily average asset value for the remaining perfor-
mance period as and when management services are rendered.

4.7.30 Upon concluding that the fee waiver should be combined with the
related contract, the fee waiver, management fees, and any other forms of con-
sideration per the contract (for example, performance fees) should be evaluated
as components of the transaction price to which the asset manager expects to be
entitled in exchange for transferring promised services to the customer under
the contract.

Step 2: Identify the Performance Obligations in the Contract
4.7.31 As explained in paragraphs 4.6.28–4.6.31 of the "Management Fee

Revenue, Excluding Performance Fee Revenue" section, the promise to provide
asset management services represents a single performance obligation based
on application of the series guidance in FASB ASC 606-10-25-14b and related
paragraphs.

19 The reference to a contract is intended to be general. The term contract is intended to ref-
erence the applicable legal document in which the responsibilities, authority, and obligations of the
asset manager are described and agreed upon. Accordingly, a contract may take such forms as an IMA,
a declaration of trust, trust deed, investment advisory agreement, management agreement, manage-
ment company agreement, or limited partnership agreement. This is described in more detail within
the section "Identifying the Contract With a Customer in an Asset Management Arrangement" in
paragraphs 4.1.11–4.1.19.

©2019, AICPA AAG-REV 4.7.31



214 Revenue Recognition

4.7.32 The aforementioned guidance, as well as that included in FASB
ASC 606-10-25-19 on identifying performance obligations, applies to the service
contract that underlies all fee waivers (irrespective of fee waiver category). Fee
waivers are not, in and of themselves, promises to transfer control over goods
or services to the customer, nor are they payments for distinct goods or services
from the customer. Instead, they generally represent a transaction price ad-
justment under FASB ASC 606-10-32-36, whether affected through a contract
modification or an agreed-upon upfront reduction in management fees.

Step 3: Determine the Transaction Price
4.7.33 Considerations for evaluating the amount of management fees and

performance fees to include in the transaction price are discussed in detail in
paragraphs 4.6.32–4.6.36 of the "Management Fee Revenue, Excluding Perfor-
mance Fee Revenue" section and in paragraphs 4.6.62–4.6.70 of the "Incentive
or Performance Fee Revenue, Excluding Incentive-Based Capital Allocations
(Such as Carried Interest )" section. The following discussion provides consid-
erations specific to fee waivers in categories 1 and 2.

Variable Consideration and Consideration Payable to a Customer
4.7.34 Generally, for fee waivers in categories 1 and 2 as of their respec-

tive effective date, the guidance on both consideration payable to a customer
and variable consideration must be contemplated. Both sets of guidance ap-
ply because the fee waivers (a) represent payment to the customer (generally
in the form of a billing adjustment or cash reimbursement) and (b) are vari-
able in amount (that is, subject to an underlying variable factor or subject,
or both, to the continued provision of asset management services). According
to FASB ASC 606-10-32-25, if consideration payable to a customer includes a
variable amount, an entity must estimate the transaction price in accordance
with the guidance on variable consideration. The guidance on variable consid-
eration requires that an estimate of the amount to include in the transaction
price be determined by using one of the following two methods, depending on
which method the entity expects to better predict the amount of consideration
to which it will be entitled:

a. The expected value of the contract determined by the sum of
probability-weighted amounts in a range of possible consideration
amounts.

b. The most likely amount equal to the single most likely amount in
a range of possible consideration amounts.

4.7.35 The estimated amount of variable consideration that is included
in the transaction price must be updated each reporting period along with a
re-evaluation of the applicability of the guidance on constraining estimates of
variable consideration. FinREC believes that the expected value method (sum
of probability-weighted amounts) will best predict the amount of base manage-
ment fees that the asset manager will be entitled to given the large number of
possible consideration amounts and limited predictive value of the asset man-
ager's experience with similar types of fee waivers, as discussed in FASB ASC
606-10-32-8.

4.7.36 However, variable consideration can only be included in the trans-
action price to the extent it is not subject to the constraint. See paragraphs
4.7.38–4.7.43 for further discussion.

AAG-REV 4.7.32 ©2019, AICPA



Asset Management 215
4.7.37 In applying the variable consideration guidance to fee waivers in

categories 2 and 3, an additional timing consideration applies. That is, the asset
manager must determine whether this guidance applies prior to the granting
of the fee waiver, that is, prior to the effective date of the contract modification
(as opposed to as of the date of contract modification). Such would be the case
when an implicit price concession exists because negotiations of a fee waiver
are well underway as of the end of the reporting period (with anticipated reso-
lution in the near term), or the customer has a valid expectation as of the end
of a reporting period that a fee waiver will be granted based on the entity's
customary business practices, published policies, or specific statements.

Constraining the Cumulative Amount of Revenue Recognized
4.7.38 The transaction price for the performance obligation to which fee

waivers relate (namely those in categories 1 and 2, which relate to the promise
to provide asset management services on a go-forward basis), should include
an amount of variable consideration estimated in accordance with FASB ASC
606-10-32-8 only to the extent that it is probable that a significant reversal in
the amount of cumulative revenue recognized will not occur when the uncer-
tainty associated with the variable consideration is subsequently resolved. For
fee waivers with a fixed amount (a "fixed fee waiver"), this typically means that
the transaction price will reflect the entire amount of the fee waiver upon its
effective date, or earlier if the asset manager believes that there is an implicit
fee waiver as discussed in paragraph 4.7.37.

4.7.39 Comparatively, non-fixed fee waivers require evaluation of the fac-
tors listed in FASB ASC 606-10-32-12 to determine whether a portion or all of
the amount estimated in accordance with FASB ASC 606-10-32-9 is restricted
from inclusion in the transaction price until the underlying contingency is re-
solved. Non-fixed fee waivers are often calculated by applying a specified rate
(basis points) to a measure of AUM (for example, daily average net AUM); there-
fore, their element of variability is the associated AUM, which can vary each
day. Resolution of this underlying contingency (typically, the associated AUM)
occurs when the measure of AUM (or other variable factor) on which the fee
waivers are calculated becomes fixed. FinREC believes that the constraint guid-
ance will often apply to non-fixed fee waivers because AUM is dependent on
the market and, thus, is highly susceptible to factors outside the asset man-
ager's influence. In addition, non-fixed fee waivers typically have a large num-
ber and broad range of possible consideration amounts. Further, although the
asset manager may have experience with similar contracts, that historical ex-
perience is typically of little predictive value in determining the future perfor-
mance of the market or the asset manager's intent on issuing additional similar
fee waivers in the future.

4.7.40 Another consideration when evaluating the amount of fee waiver
to reflect in the transaction price is that the amount to reflect may need to be
greater than the estimated amount of the fee waiver as determined in accor-
dance with paragraphs 5–9 of FASB ASC 606-10-32, due to broader macroeco-
nomic events. Consider the situation described in the following paragraphs.

4.7.41 If the amount of AUM significantly declines for a given reporting
period, the amount of the associated fee waiver may significantly increase and
could potentially result in repayment of management fees, specifically in the
case of expense caps. As explained previously, expense caps (a) are generally
written in terms of a percentage of average daily net assets, on an annual ba-
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sis, and (b) as with "flat" fee waivers, are subject to the guidance on constrain-
ing estimates of variable consideration. Accordingly, if AUM significantly de-
clines, the quantified dollar amount of the expense cap (calculated based on
the contractual percentage of average daily net assets) could be significantly
lowered. In these instances, therefore, it would be easier for the expense cap
to be met and for a greater amount of operating expenses to exceed the ex-
pense cap; hence, a larger fee waiver would need to be provided. As such, the
asset manager may not be able to conclude that it is probable that a significant
reversal in the amount of cumulative revenue recognized to-date will not oc-
cur. When the amount of promised consideration from the customer, including
management fees, is highly susceptible to external factors (such as the potential
for fluctuations in net assets arising from market changes and unpredictable
shareholder activity), the recognition of revenue may be constrained in accor-
dance with paragraphs 11–12 of FASB ASC 606-10-32.

4.7.42 Although the variable consideration may be constrained when an
expense cap exists, the constraint would most likely have a material impact
on the recognition of revenue when the asset manager believes that the net as-
sets might fluctuate significantly during the current period. Factors to consider
include the following:

a. Stability of the net assets (that is, if the fund has reached critical
mass)

b. Susceptibility to significant investor subscription and redemption
activity

c. Investment objective of the fund or portfolio relative to market con-
ditions and macroeconomic events and history of instability or un-
certainty, resulting in volatile investment valuations

Step 4: Allocate the Transaction Price to the Performance Obligations in
the Contract

4.7.43 Because fee waivers typically pertain to an asset management ser-
vice performance obligation that (a) is satisfied over time, (b) represents a series
of distinct services in accordance with FASB ASC 606-10-25-14b, and (c) is pro-
vided in exchange for variable consideration in the form of management fees,
considerations relevant to the allocation of variable consideration apply. These
considerations are discussed in detail within the "Management Fee Revenue,
Excluding Performance Fee Revenue" section.

Step 5: Recognize Revenue When (or as) the Entity Satisfies a
Performance Obligation

Satisfaction of the Performance Obligations — Contracts Entered at or
Near the Same Time

4.7.44 For all fee waivers, satisfaction of the corresponding performance
obligation to provide asset management services must be assessed. As de-
scribed previously, fee waivers do not represent distinct performance obliga-
tions themselves but, rather, an adjustment to the transaction price allocated
to a related performance obligation by representing (a) a component of transac-
tion price as of fund or account establishment or contract renewal (category 1),
(b) a component of transaction price as of contract modification date (category
2), or (c) a change in price of a contract that is affected by a contract modifica-
tion (categories 2 and 3). Considerations related to evaluating satisfaction of a
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performance obligation to provide asset management services are discussed in
detail in paragraphs 4.6.42–4.6.46 of the section "Management Fee Revenue,
Excluding Performance Fee Revenue."

Measuring Progress Toward Complete Satisfaction of a
Performance Obligation

4.7.45 Because all fee waivers pertain to a performance obligation to pro-
vide asset management services and that performance obligation is satisfied
over time, considerations relevant to measuring progress toward complete sat-
isfaction of this performance obligation apply. These considerations are dis-
cussed in detail in paragraphs 4.6.44–4.6.46 of the section "Management Fee
Revenue, Excluding Performance Fee Revenue."

4.7.46 The examples in this section are meant for illustrative purposes
only and are not intended to be all inclusive. They highlight application of key
concepts discussed in this chapter as they relate to the three categories of fee
waivers defined herein. Consideration should be given to all relevant facts and
circumstances of an entity's situation. Certain aspects of the points raised for
assessment in the examples may apply to a greater or lesser extent to an entity's
own situation, as required by the given facts and circumstances.

Example 4-7-1 — Category 2 — "Flat" Fee Waiver

An asset manager launched a new mutual fund and did not concurrently agree
to provide a fee waiver or expense cap. The fund's prospectus established the
management fees for the fund's three share classes, which range from 30 basis
points (bps) to 45 bps per annum. Over the following year, certain regulations
were changed such that it became easier for similar funds to be launched by for-
eign asset managers. Upon identifying a number of new products entering the
market similar to its own while performing its ongoing, regular market trend
analysis, the asset manager undertook a competitor analysis and determined
that it should reduce its fees on all of its share classes (at least temporarily) to
remain competitive. This fee waiver was implemented mid-year and not con-
current with the annual issuance of its prospectus. The fee waiver is expected
to be applied for the foreseeable future at the asset manager's sole discretion.

In accounting for the fee waiver, the asset manager determines that the guid-
ance on contract modifications in paragraphs 10–13 of FASB ASC 606-10-25
applies. In particular, FASB ASC 606-10-25-13a is the appropriate guidance
because the remaining services to be performed by the asset manager under
its IMA with the mutual fund is distinct from services previously rendered.
Before finalizing this assessment, the asset manager also considers whether
the variable consideration guidance applies and, hence, an estimate of the fee
waiver should be included in the transaction price prior to the effective date of
the contract modification. In this regard, the asset manager determines that it
has insufficient history of fee waivers granted by this mutual fund; the impe-
tus behind fee waivers granted for other mutual funds were primarily driven by
unique market events and conditions and, hence, have limited predictive value;
and that its customary business practices, published policies, and statements
are not sufficient to create a valid expectation of the customer that the entity
will accept an amount of consideration that is less than the stated manage-
ment fee in the IMA. In summary, until completion of the competitor analysis
and management signoff of a voluntary fee waiver, the asset manager concludes
that the fee waiver should not be reflected in the transaction price.

©2019, AICPA AAG-REV 4.7.46



218 Revenue Recognition

The asset manager will treat the fee waiver as a reduction of the transaction
price (and, hence, of revenue) because the billing adjustment represents consid-
eration payable to the customer, and the asset manager is not receiving a dis-
tinct good or service from the customer in exchange. When determining when
to reflect the fee waiver in the transaction price (and, hence, in revenue), the
asset manager considers the factors in FASB ASC 606-10-32-12 because the
fee waiver does not have a fixed amount. Instead, the amount of the fee waiver
is calculated by applying a specified number of basis points to average daily
AUM. Accordingly, based on the asset manager's assessment and as outlined in
paragraph 4.7.39, only the daily calculated amount of the fee waiver is reflected
in the transaction price each day, post-effective date of the fee waiver.

Example 4-7-2 — Category 1 — "Flat" Fee Waiver

An asset manager agrees to manage a fund pursuant to an IMA with a stated
management fee at the annual rate of 1 percent of the fund's daily average
net assets. Concurrently, the asset manager agrees to waive a flat (nonvari-
able) 0.20 percent of daily average net assets for a one-year period, subject to
annual renewal. Because the two agreements are entered into with the same
customer, the asset manager considers the guidance on combining contracts in
FASB ASC 606-10-25-9 when determining its accounting for the fee waiver. The
asset manager concludes that the IMA and fee waiver agreement (documented
in the fund's prospectus) meet the two conditions in FASB ASC 606-10-25-9 to
be evaluated collectively under FASB ASC 606 because they are entered into
at or near the same time with the same customer and have a single commercial
objective.

In applying FASB ASC 606 to the combined contract, the asset manager deter-
mines that both the management fee and fee waiver pertain to the same per-
formance obligation, to provide asset management services for the customer.
That is, they are both components of consideration promised by the customer
for a single promised service. Accordingly, the asset manager concludes that the
transaction price (and, hence, revenue) should be determined on a go-forward
basis by applying an annualized percentage of 0.80, that is, the annual man-
agement fee of 1 percent less the fee waiver of 0.20 percent, to the fund's daily
average net asset value.

The asset manager will treat the fee waiver as a reduction of the transaction
price (and, hence, of revenue) because the billing adjustment represents consid-
eration payable to the customer, and the asset manager is not receiving a dis-
tinct good or service from the customer in exchange. When determining when
to reflect the fee waiver in the transaction price (and, hence, in revenue), the
asset manager considers the factors in FASB ASC 606-10-32-12 because the
fee waiver does not have a fixed amount. Instead, the amount of the fee waiver
is calculated by applying a specified number of basis points to average daily
AUM. Accordingly, based on the asset manager's assessment and as outlined in
paragraph 4.7.39, only the daily calculated amount of the fee waiver is reflected
in the transaction price each day, post-effective date of the fee waiver.

Example 4-7-3 — Category 1 — Expense Cap

Background

The asset manager manages a fund for which it is entitled to a management
fee at the annual rate of 1 percent of the fund's average daily net assets. Upon
launching the fund, the asset manager concurrently agrees to an expense cap
for the fund's single share class to help attract investors while the fund is in its
growth phase to get up to scale. The expense cap contractually limits specified
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fund operating expenses to 1.20 percent of daily average net asset value on an
annualized basis. To determine the quantified dollar amount of an expense cap
for any given day, the mutual fund calculates the operating expenses incurred
year-to-date as a percentage of year-to-date daily average net asset value. This
percentage is then annualized and compared to the 1.20 percent agreed-upon
expense cap. If the ratio is greater than 1.20 percent, the asset manager will
reduce its management and administrative fees or reimburse the fund for all or
a portion of the excess, or both, based on the specific order of expense waivers
and reimbursements to achieve this particular expense cap.

For a given day during the current period, the expense cap ratio is determined to
be 1.25 percent. Based on the specific order of expense waivers and reimburse-
ment to achieve the share class's expense cap, the difference is first required to
be satisfied by a reduction in the asset manager's management and administra-
tive fees. After reducing those fees to zero, a portion of that difference remains
to be supported. The asset manager satisfies this remaining amount with a cash
reimbursement to the fund, which relates to fees paid to external vendors.

The asset manager will treat the expense cap, whether affected by the fee
waiver or cash reimbursement, as a reduction of the transaction price (and,
hence, of revenue) because the billing adjustment and payment represents con-
sideration payable to the customer, and the asset manager is not receiving a dis-
tinct good or service from the customer in exchange. When determining when
to reflect the expense cap in the transaction price (and, hence, in revenue), the
asset manager considers the factors in FASB ASC 606-10-32-12 because the
expense cap does not have a fixed amount. Instead, the amount of the expense
cap is calculated by applying a specified number of basis points to annual AUM
(calculated based on average daily AUM to operationalize). Accordingly, based
on the asset manager's assessment and as outlined in paragraph 4.7.39, only
the daily calculated amount of the expense cap is reflected in the transaction
price each day, post-effective date of the expense cap.

Example 4-7-4 — Category 1 — Expense Cap and "Flat" Fee Waiver

Background — See background in example 4-7-3.

In addition to the expense cap, the asset manager agrees to a flat (nonvariable)
fee waiver of 0.20 percent per annum. As of a given day, the mutual fund esti-
mates that annualized expenses to-date are 1.23 percent. As a result, the asset
manager records revenue at the rate of a net annualized management fee of
0.77 percent. This rate is determined by subtracting from the annualized man-
agement fee of 1 percent (a) the 0.20 percent annualized fee waiver, and (b) the
annualized expense cap of 0.03 percent.

The asset manager observes that depending on continued AUM volatility, its
management fee may need to be constrained further from recognition in the
current period, that is, below the net annualized rate of 0.77 percent. At each
subsequent reporting date, the asset manager will need to determine whether
any additional portion of the consideration should be constrained from inclu-
sion in the transaction price (and, hence, in revenue). The asset manager must
use judgment in determining the amount of transaction price (and, hence, rev-
enue) that is limited by the revenue constraint discussed in paragraphs 11–13
of FASB ASC 606-10-32.

The asset manager will treat the expense cap and fee waiver as a reduction of
the transaction price (and, hence, of revenue) because the related billing adjust-
ments represent consideration payable to the customer, and the asset manager
is not receiving a distinct good or service from the customer in exchange. When
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determining when to reflect the expense cap and fee waiver in the transaction
price (and, hence, in revenue), the asset manager considers the factors in FASB
ASC 606-10-32-12 because neither the expense cap nor the fee waiver has a
fixed amount. Instead, the amount of both the expense cap and the fee waiver
is calculated by applying a specified number of basis points to average daily
AUM. Accordingly, based on the asset manager's assessment and as outlined in
paragraph 4.7.39, only the daily calculated amount of the expense cap and fee
waiver is reflected in the transaction price each day, post-effective date of the
expense cap and fee waiver.

Example 4-7-5 — Category 2 — "Flat" Fee Waiver

An asset manager agrees to provide a fee waiver to a customer as a goodwill ges-
ture to help cover costs they recently incurred as a result of the asset manager's
actions. Specifically, due to an internal reorganization, the fund's management
team and investment guidelines were changed, which required the customer to
incur certain costs in making the necessary legal agreement transfers. The as-
set manager agrees to reduce its management fees by a specified amount over
the next four quarters. The customer is entitled to the fee waiver for as long
as it remains a client of the asset manager over that period of time. If the cus-
tomer terminates its contract with the asset manager prior to the end of the
four quarters, they forfeit any unpaid fee waiver.

Similar to example 4-7-1, in accounting for the fee waiver, the asset manager
determines that the guidance on contract modifications in paragraphs 10–13 of
FASB ASC 606-10-25 applies. Also, akin to example 4-7-1, the asset manager
determines that FASB ASC 606-10-25-13a is the specifically applicable guid-
ance because the remaining services to be performed by the asset manager
under its IMA with the mutual fund are distinct from services previously ren-
dered. Although the motivation for providing the fee waiver is a past incident,
the fact that future reductions in billings depend on the asset manager con-
tinuing to perform asset management services under the IMA supports the fee
waiver's relevance to its promise to provide future asset management services.

The asset manager also considers whether the fee waiver is subject to the vari-
able consideration guidance and, if so, when. In this regard, the asset manager
determines that the fee waiver is a form of variable consideration (it does not
have a fixed amount); the amount of the fee waiver is calculated by applying a
specified number of basis points to average daily AUM. Then, consideration is
given to whether this form of price concession should be included in the trans-
action price prior to or as of the effective date of the contract modification. The
asset manager observes that it has insufficient history of fee waivers granted
by this mutual fund; the impetus behind fee waivers granted for other mu-
tual funds were primarily driven by unique market events and conditions and,
hence, have limited predictive value; and that its customary business practices,
published policies, and statements are not sufficient to create a valid expecta-
tion of the customer that the entity will accept an amount of consideration that
is less than the stated management fee in the IMA. Given these factors, the
asset manager concludes that until management approves the voluntary fee
waiver and the waiver becomes effective, the fee waiver should not be consid-
ered for inclusion in the transaction price because there is no implicit price
concession as described in FASB ASC 606-10-32-7. Once the fee waiver is ef-
fective, the asset manager evaluates the factors in FASB ASC 606-10-32-12.
Based on the asset manager's assessment of this guidance and in accordance
with the framework in paragraph 4.7.39, only the daily calculated amount of
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the fee waiver is includible in the transaction price each day, post-effective date
of the fee waiver.

The asset manager will treat the fee waiver as a reduction of the transaction
price (and, hence, of revenue) because the billing adjustment represents con-
sideration payable to the customer, and the asset manager is not receiving a
distinct good or service from the customer in exchange.

Example 4-7-6 — Category 3 — "Flat" Fee Waiver

The same facts as in example 4-7-5 apply, except that the customer does not
forfeit any unpaid fee waiver should the customer terminate the contract with
the asset manager prior to the end of the fee waiver payout period. The asset
manager is obligated upon grant date to provide the fee waiver in full. There-
fore, should the customer's contract be terminated prior to the full year, any
unpaid fee waiver will become due and payable to the customer at that time.

Similar to examples 4-7-1 and 4-7-5, in accounting for the fee waiver, the as-
set manager determines that the guidance on contract modifications in para-
graphs 10–13 of FASB ASC 606-10-25 applies. However, dissimilar to the prior
examples, the asset manager determines that FASB ASC 606-10-25-13b is the
specifically applicable guidance because the remaining services to which the
fee waiver pertains are not distinct from services transferred before the date
of the contract modification. In fact, there are no remaining services to be per-
formed in order for the customer to be entitled to the fee waiver. Accordingly, the
transaction price and the asset manager's measure of progress toward complete
satisfaction of the performance obligation are updated to reflect the amount of
the fee waiver as of the contract modification date.

The asset manager also considers whether the fee waiver is subject to the vari-
able consideration guidance and, if so, when. In this regard, the asset manager
determines that the fee waiver is a form of variable consideration (it does not
have a fixed amount); the amount of the fee waiver is calculated by applying a
specified number of basis points to average daily AUM. Then, consideration is
given to whether this form of price concession should be included in the trans-
action price prior to or as of the effective date of the contract modification. The
asset manager observes that it has insufficient history of fee waivers granted
by this mutual fund; the impetus behind fee waivers granted for other mu-
tual funds were primarily driven by unique market events and conditions and,
hence, have limited predictive value; and that its customary business practices,
published policies, and statements are not sufficient to create a valid expecta-
tion of the customer that the entity will accept an amount of consideration that
is less than the stated management fee in the IMA. Given these factors, the
asset manager concludes that until management approves the voluntary fee
waiver and the waiver becomes effective, the fee waiver should not be consid-
ered for inclusion in the transaction price because there is no implicit price
concession as described in FASB ASC 606-10-32-7. Once the fee waiver is ef-
fective, the asset manager evaluates the factors in FASB ASC 606-10-32-12.
Based on the asset manager's assessment of this guidance and in accordance
with the framework in paragraph 4.7.39, only the daily calculated amount of
the fee waiver is includible in the transaction price each day, post-effective date
of the fee waiver.

The asset manager will treat the billing adjustment as a reduction of the trans-
action price (and, hence, of revenue) because the payment represents consider-
ation payable to the customer, and the asset manager is not receiving a distinct
good or service from the customer in exchange. However, unlike in the prior
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examples, the fee waiver, in its entirety, will be reflected as a reduction in rev-
enue as well upon grant date because (a) there are no remaining contingencies
that restrict inclusion of the full amount in the transaction price (that is, the as-
set manager is obligated to provide the fee waiver in full as of this date and the
amount is known), and (b) the asset manager is not required to perform future
services. Whether and when the customer subsequently terminates its contract
with the asset manager has no implication on the asset manager's obligation
to provide the fee waiver as of grant date or the amount of the fee waiver owed
to the customer.

Costs of Managing Investment Companies
This Accounting Implementation Issue Is Relevant to Accounting for Costs of
Managing Investment Companies Under FASB ASC 340-40.

Background
4.7.47 Asset managers incur various costs related to sponsoring and man-

aging investment companies. Costs may be incurred to establish the investment
company, raise capital from potential investors, or pay for costs incurred in the
ordinary course of performing services for the customer pursuant to an IMA.
Costs involved in these activities may include, but are not limited to, structur-
ing and underwriting expenses to form a new investment company, commis-
sions paid to third-party broker-dealers (up-front, ongoing, or back-end com-
missions) to market and issue shares to prospective investors, placement fees
paid to third parties to raise capital, and out-of-pocket expenses, such as com-
missions and brokerage fees, due diligence travel expenses (airfare, hotel, and
meals), legal and other professional fees incurred in the performance of ser-
vices, and filing and regulatory fees. The accounting treatment for these costs
may be subject to the cost guidance in FASB ASC 340-40 if they pertain to a
contract with a customer within the scope of FASB ASC 606.

4.7.48 Applicability and evaluation of the guidance in FASB ASC 340-40
for a given cost may differ depending on whether the asset manager identifies
the investment company or the investor as its customer in the contract. Indus-
try considerations relevant to determining the customer and identifying the
contract are discussed in detail in the section "Determining the Customer in
an Asset Management Arrangement" in paragraphs 4.1.01–4.1.10 and in the
section "Identifying the Contract With a Customer in an Asset Management
Arrangement" in paragraphs 4.1.11–4.1.19.

Accounting for Costs Related to Contracts With Customers
4.7.49 FASB ASC 340-40 provides the accounting treatment for incremen-

tal costs of obtaining a contract within the scope of FASB ASC 606 and account-
ing for costs of fulfilling a contract with a customer that are not within the scope
of another Topic. Incremental costs of obtaining a contract with a customer are
those that would not have been incurred if the contract had not been obtained.
Costs to fulfill a contract are those that relate directly to an existing contract or
a specified anticipated contract. If certain conditions are met for either type of
cost, the costs incurred would need to be capitalized, amortized, and periodically
tested for impairment. Each cost incurred in relation to a contract with a cus-
tomer within the scope of FASB ASC 606 would need to be evaluated separately
under the guidance in FASB ASC 340-40, based on who the asset manager has
identified as its customer in the contract.
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Incremental Costs of Obtaining a Contract
4.7.50 Paragraphs 1–3 of FASB ASC 340-40-25 explain that costs of ob-

taining a contract should be recognized as an asset if they are incremental and
expected to be recovered. In accordance with FASB ASC 340-40-25-2, incre-
mental costs of obtaining a contract with a customer are those costs that an
entity would not have incurred if the contract with the customer had not been
obtained (that is, payment is contingent upon obtaining the contract with the
customer). This depends on who is the customer.

4.7.51 In determining whether the costs are considered "recoverable," the
asset manager should evaluate if it would expect that the future considera-
tion to which it is entitled under the contract would be sufficient to recoup or
reimburse those costs in their entirety.

4.7.52 Costs incurred prior to and for the purpose of forming the investment
company. In establishing an investment company, an asset manager may incur
costs prior to the inception of the investment company (pre-launch costs), also
referred to as organization and offering costs. Such costs may include fees paid
to third parties for structuring and underwriting of the investment company.
In these instances, in exchange for payment, the third-parties will provide ad-
vice regarding the design and organization of the investment company, as well
as services related to the sale and distribution of investment company shares.
The asset manager may be required to pay for certain expenses incurred by the
third-party service provider, regardless of whether the investment company
launches. These expenses may include legal fees; accounting fees; costs and ex-
penses related to the transfer and delivery of the shares to the underwriters;
the cost of printing or producing agreements; filing fees; all fees and expenses
in connection with the preparation and filing of registration statements; the
cost of printing certificates representing the shares, the costs, and charges of
any transfer agent, registrar or depository; and costs and expenses related to
investor presentations on "road shows" undertaken in connection with the mar-
keting of the offering of the shares.

4.7.53 Upon incurring the aforementioned organization and offering costs,
the asset manager generally does not have a contract with a customer under
FASB ASC 606, because it cannot have a contract with a customer when the
investment company does not yet exist, when the investment company is the
customer. If the investor is the customer, these costs are not incremental costs
to obtain a contract because these costs would have been incurred even if the
contract with the customer had not been obtained. Therefore, FinREC believes
that, generally, organization and offering costs are not incremental costs of
obtaining a contract with a customer and should be evaluated to determine
whether the amounts are within the scope of other authoritative guidance or
should be analyzed under the guidance for costs to fulfill an anticipated con-
tract with a customer (regardless of whether the customer is the investment
company or the investor). For a discussion of the accounting treatment of these
costs, refer to paragraphs 4.7.63–4.7.68.

4.7.54 Costs incurred after establishment of the investment company.
Other typical costs incurred by an asset manager that may be subject to evalu-
ation under the guidance for incremental costs of obtaining a contract include
the following:

a. Sales commissions paid to the asset manager's wholesalers (em-
ployees) or to third-party broker-dealers after the launch of the in-
vestment company
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b. Placement fees paid to a placement agent for each investor identi-
fied by the placement agent that invests in the investment company

c. Asset allocator fees (also referred to as platform fees)

4.7.55 Distributors, including in-house broker-dealers of asset managers,
often pay sales commissions to external distributors or their sales representa-
tives (their employees) for distribution and sales of securities on their behalf.
Sales commissions may be discretionary or nondiscretionary in nature. Discre-
tionary sales commissions are subjective in nature and generally are not di-
rectly attributable to obtaining a specific contract. Nondiscretionary sales com-
missions are objective in nature (that is, they are not subject to or influenced
by someone's discretion or judgment), and are paid in accordance with explicit
terms in a written or oral contract, or are implicitly understood to be payable
based on customary business practices (that is, the entity is committed). The
accounting for sales commissions differs depending on whether the customer is
the investment company or the investor. When the investor is the customer, em-
phasis is placed on the importance of sales commissions being nondiscretionary
in nature because discretionary sales commissions would not constitute 'incre-
mental' costs.

4.7.56 Placement fees relate to the sale of securities of private investment
companies. Placement agents are typically compensated upon successful place-
ment of the investment company shares or units with investors that the place-
ment agent introduces to the investment company.

4.7.57 Asset allocator fees are fees paid to third-party platform providers
that allow for an asset manager's investment companies to be listed on the asset
allocator's business-to-business platform to facilitate the promotion and sale in
the secondary market of the shares or units issued by investment companies
by and among distribution partners. Payment of platform fees entitles the as-
set manager access to the asset allocator's investor base, thereby allowing the
asset manager to reach a broader group of investors. Generally, platform fees
are incurred regardless of how many investors invest in the asset manager's
investment companies through this platform.

4.7.58 FinREC believes that the determination of who the customer is (the
investment company or the investor) drives the assessment of whether sales
commissions and placement fees are incremental costs to obtain a contract.

4.7.59 Comparatively, asset allocator fees generally would not be incre-
mental costs to obtain a contract because they are incurred regardless of
whether the contract with the customer is obtained.

4.7.60 If the investment company is the customer, FinREC believes that
the following costs are not related to obtaining the contract with the investment
company and therefore would not be considered incremental costs of obtaining
a contract:

a. Sales commissions (discretionary or nondiscretionary) paid to the
asset manager's wholesalers (employees)

b. Sales commissions (discretionary or nondiscretionary) paid to
third-party broker-dealers

c. Placement fees

d. Asset allocator fees
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These costs should be assessed to determine whether the guidance on costs to
fulfill a contract in FASB ASC 340-40-25-5 applies.

4.7.61 If the investor is the customer, FinREC believes that in accordance
with paragraphs 1–2 of FASB ASC 340-40-25, the following costs should be
capitalized as incremental costs of obtaining a contract if the entity expects to
recover the costs:

a. Nondiscretionary sales commissions paid to the asset manager's
wholesalers (employees)

b. Nondiscretionary sales commissions paid to third-party broker-
dealers

c. Placement fees

4.7.62 The following table summarizes FinREC's views on certain common
costs incurred by asset managers:

Customer

Costs Incurred Investment Company Investor

Sales
commissions
paid to the asset
manager's
wholesalers
(employees)

Not an incremental cost to
obtain a contract, as these
costs are not related to
obtaining the contract with the
investment company. Assess
the costs under the guidance
for costs to fulfill a contract.
See "Costs to Fulfill a Contract
With a Customer" assessment
that follows.

Capitalize
nondiscretionary sales
commissions as an
incremental cost of
obtaining a contract if
expected to be
recovered

Sales
commissions
paid to
third-party
broker-dealers

Not an incremental cost to
obtain a contract, as these
costs are not related to
obtaining the contract with the
investment company. Assess
the costs under the guidance
for costs to fulfill a contract.
See "Costs to Fulfill a Contract
With a Customer" assessment
that follows.

Capitalize
nondiscretionary sales
commissions as an
incremental cost of
obtaining a contract if
expected to be
recovered

Placement fees Not an incremental cost to
obtain a contract, as these
costs are not related to
obtaining the contract with the
investment company. Assess
the costs under the guidance
for costs to fulfill a contract.
See "Costs to Fulfill a Contract
With a Customer" assessment
that follows.

Capitalize as an
incremental cost of
obtaining a contract if
expected to be
recovered

(continued)
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Customer

Costs Incurred Investment Company Investor

Asset allocator
fees

Not an incremental cost to
obtain a contract, as these
costs are not related to
obtaining the contract with
the investment company.
Assess the costs under the
guidance for costs to fulfill
a contract.See "Costs to
Fulfill a Contract With a
Customer" assessment that
follows.

Not an incremental cost to
obtain a contract, as these
costs are paid regardless of
whether investors invest in
the asset manager's
sponsored investment
company. Assess the costs
under the guidance for
costs to fulfill a contract.
See "Costs to Fulfill a
Contract With a Customer"
assessment that follows.

Costs to Fulfill a Contract With a Customer
4.7.63 The guidance in FASB ASC 340-40 provides the accounting treat-

ment for costs incurred to fulfill a contract with a customer that are not within
the scope of other authoritative literature.

4.7.64 FASB ASC 340-40-25-5 states that costs to fulfill a contract that
are not addressed under other authoritative literature should be recognized as
an asset if all of the following criteria are met:

a. The costs relate directly to a contract or to an anticipated contract
that the entity can specifically identify (for example, costs relating
to services provided under renewal of an existing contract or costs
of designing an asset to be transferred under a specific contract that
has not yet been approved).

b. The costs will generate or enhance resources of the entity that will
be used in satisfying (or in continuing to satisfy) performance obli-
gations in the future.

c. The costs are expected to be recovered.

4.7.65 FASB ASC 340-40-25-8 states the following:
An entity shall recognize the following costs as expenses when in-
curred:

a. General and administrative costs (unless those costs are
explicitly chargeable to the customer under the contract,
in which case an entity shall evaluate those costs in accor-
dance with paragraph 340-40-25-7)

b. Costs of wasted materials, labor, or other resources to ful-
fill the contract that were not reflected in the price of the
contract

c. Costs that relate to satisfied performance obligations (or
partially satisfied performance obligations) in the contract
(that is, costs that relate to past performance)

d. Costs for which the entity cannot distinguish whether
the costs relate to unsatisfied performance obligations or
to satisfied performance obligations (or partially satisfied
performance obligations).
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Costs That Do Not Qualify as Costs to Obtain a Contract
4.7.66 For all costs that do not qualify as incremental costs of obtaining

a contract with a customer, an entity should first determine whether they are
included in the scope of other authoritative literature. Those costs that are not
in the scope of other authoritative literature but are incurred for a specific con-
tract would be recognized as an asset if they meet all of the capitalization cri-
teria for costs to fulfill a contract with a customer as put forth in FASB ASC
340-40-25-5 (see paragraph 4.7.64).

4.7.67 Pre-launch costs described in paragraph 4.7.52 pertain to the for-
mation of a fund and typically are costs incurred in the performance of start-up
activities, as defined in FASB ASC 720-15-20, Other Expenses, Start-Up Costs.
According to this guidance, start-up activities are those one-time activities re-
lated to, among other things, introducing a new product or service or commenc-
ing some new operation. Start-up activities also include activities related to
organizing a new entity (commonly referred to as organization costs).

4.7.68 FinREC believes that costs to launch a new investment vehicle are
within the scope of FASB ASC 720-15 and, therefore, outside the scope of FASB
ASC 340-40. FASB ASC 720-15-25-1 requires start-up costs, including organi-
zation costs, to be expensed as incurred.

4.7.69 Similarly, when the investment company is the customer, for sales
commissions paid to third-party distributors and employees, consideration
should be given to the applicability of FASB ASC 946-720-25-4, which provides
guidance on the accounting for distribution costs for investment companies
with no front-end fees. If FASB ASC 946-720-25-4 applies, then incremental
direct costs, such as sales commissions, would be deferred and amortized. If
FASB ASC 946-720-25-4 does not apply, the guidance on costs to fulfill a con-
tract in FASB ASC 340-40-25-5 would be applied to determine whether the
sales commissions paid qualify for capitalization. For a similar analysis of de-
ferred distribution commission expenses, refer to the discussion in the section
"Deferred Distribution Commission Expenses (Back-End Load Funds)" in para-
graphs 4.7.01–4.7.10.

4.7.70 Out-of-pocket expenses may or may not arise in connection with
the satisfaction of the asset manager's performance obligation to provide asset
management services to the investment company. Customary out-of-pocket ex-
penses incurred in connection with fulfilling the asset manager's performance
obligation to provide asset management services may include, but are not lim-
ited to, commissions and brokerage fees, due diligence-related travel expenses
(airfare, hotel, and meals), legal fees and other professional services fees, and
filing and regulatory fees. Comparatively, the asset manager may incur out-of-
pocket expenses that do not pertain to the performance of promised services in
the contract with the customer.

4.7.71 Out-of-pocket expenses that are incurred by the asset manager in
satisfying its performance obligation to provide asset management services
should be assessed as costs to fulfill a contract. Out-of-pocket expenses that
are not incurred by the asset manager in satisfying its performance obligation
to provide asset management services do not qualify as costs to fulfill a contract
because these expenses do not meet the criteria in FASB ASC 340-40-25-5a.

4.7.72 FinREC believes that most costs incurred by asset managers af-
ter a contract with a customer exists, and that are not within scope of other
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Topics, will generally fail to meet all three criteria for capitalization as a cost
to fulfill a contract — regardless of whether the investment company or the
investor is the customer. In particular, FinREC believes that the requirement
for capitalization of costs to fulfill a contract in FASB ASC 340-40-25-5b will
be challenging to meet for typical asset management contracts with customers.
This is because, given the nature of services provided by an asset manager,
an asset manager may not be able to distinguish whether such costs relate to
past, current, or future performance obligations, in which case the asset man-
ager would be required to expense these costs as incurred in accordance with
FASB ASC 340-40-25-8c for costs that relate to past performance obligation or
FASB ASC 340-40-25-8d for costs that relate to partially satisfied performance
obligation (see paragraph 4.7.65).

Amortization and Impairment
4.7.73 FASB ASC 340-40-35-1 explains that costs capitalized under FASB

ASC 340-40 should be amortized on a systematic basis that is consistent with
the transfer to the customer of the goods or services to which the asset relates.

4.7.74 An asset manager will need to utilize judgment when determining
a systematic basis for amortization. A systematic basis will generally include
determining the expected period of benefit of the asset, which may be measured
using average customer life, term of the investment company (if definite-lived),
or another basis that is consistent with the transfer of the investment manage-
ment services provided. The basis will likely be different depending on whether
the investment company or the investor is the customer, because the different
customers have different average "lives." Contracts with investment companies
may have contractually stated terms, while contracts with investors may not
have definite lives and, accordingly, an asset manager would assess the appro-
priate expected contractual lives.

4.7.75 As a practical expedient, FASB ASC 340-40-25-4 notes that an en-
tity may expense incremental costs to obtain a contract as incurred if the amor-
tization period of the asset that the entity otherwise would have recognized is
one year or less.

4.7.76 FASB ASC 340-40-35-3 explains that an entity should recognize an
impairment loss in profit or loss to the extent that the carrying amount of an
asset recognized as an incremental cost to obtain a contract or a cost to fulfill
a contract exceeds

a. the amount of consideration that the entity expects to receive in
the future and that the entity has received but has not recognized
as revenue, in exchange for the goods or services to which the asset
relates, less

b. the costs that relate directly to providing those goods or services
and that have not been recognized as expenses.
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Chapter 5

Brokers and Dealers in Securities

Notice to Readers
This chapter presents accounting implementation issues developed to assist
management of broker-dealer entities in applying FASB Accounting Stan-
dards Codification (ASC) 606, Revenue from Contracts with Customers, and
related interpretations from the FASB/IASB Joint Transition Resource Group
for Revenue Recognition (TRG).

The AICPA Brokers and Dealers in Securities Revenue Recognition Task
Force identified and developed these accounting implementation issues, and
the AICPA Revenue Recognition Working Group and AICPA Financial Re-
porting Executive Committee (FinREC) approved them. They are a source of
nonauthoritative accounting guidance for nongovernmental entities.

The accounting implementation issues have been organized within this chap-
ter as follows:

� In relation to the five-step model of FASB ASC 606, when appli-
cable:

— Step 1: "Identify the contract with a customer"

— Step 2: "Identify the performance obligations in the con-
tract"

— Step 3: "Determine the transaction price"

— Step 4: "Allocate the transaction price to the perfor-
mance obligations in the contract"

— Step 5: "Recognize revenue when (or as) the entity sat-
isfies a performance obligation"

� By revenue stream, starting at paragraph 5.6.01
� As other related topics, starting at paragraph 5.7.01

The following table outlines the accounting implementation issues discussed
in this chapter:

Issue Description
Paragraph
Reference

Commission income
Revenue streams

5.6.01–5.6.32

Underwriting revenues
Revenue streams

5.6.33–5.6.61

Soft dollars
Revenue streams

5.6.62–5.6.77

(continued)
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Issue Description
Paragraph
Reference

Investment banking M&A advisory fees
Revenue streams

5.6.78–5.6.110

Selling and distribution fee revenue
Revenue streams

5.6.111–5.6.144

Scope
Other related topics

5.7.01–5.7.04

Costs associated with investment banking advisory
services
Other related topics

5.7.05–5.7.20

Principal versus agent: costs associated with
underwriting
Other related topics

5.7.21–5.7.32

Revenue Streams

Commission Income
This Accounting Implementation Issue Is Relevant for Application of FASB ASC
606 to Commission Income.

Identify the Contract With a Customer
5.6.01 Acting as an agent, a broker-dealer may buy and sell securities on

behalf of its customers. In return for such services, the broker-dealer charges
a commission. Each time a customer enters into a buy or sell transaction, a
commission is charged by the broker-dealer for its selling and administrative
efforts.

5.6.02 Typically, a customer signs one contract with a broker-dealer that
governs the terms and conditions for trade execution, clearing, custody, and
potentially other services (that is, the promised goods and services included in
a single contract).

5.6.03 If the contract includes a separate fee for custody services or a guar-
anteed minimum number of trades, FinREC believes the contract will typically
meet all of the criteria in paragraphs 1–3 of FASB ASC 606-10-25 to be ac-
counted for as a contract under the standard when the customer deposits money
or transfers securities into an account, executes a trade, or the contractual term
of the custody services has begun. Prior to these actions by the customer, a con-
tract does not exist in accordance with FASB ASC 606-10-25-4 because the con-
tract is wholly unperformed and either party could terminate the arrangement.

5.6.04 If the contract does not include a separate fee for custody services or
a guaranteed minimum number of trades, FinREC believes the contract will not
meet the criteria in FASB ASC 606-10-25-1 until a trade order is submitted by
the customer (even if the customer deposits money or transfers securities into
an account) because the customer has no obligation to pay the broker-dealer
any consideration for its services.
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5.6.05 A typical brokerage contract generally can be terminated at will

by either the customer or broker-dealer. FASB ASC 606-10-25-3 explains that
when a contract has no fixed duration and can be terminated or modified by
either party at any time, an entity should apply the guidance in FASB ASC
606 to the duration of the contract (that is, the contractual period) in which
the parties to the contract have present enforceable rights and obligations, un-
less a customer has a material right that extends beyond the contract term.
For broker-dealers, this duration may be a one-day period (or shorter) in cases
where the contract is terminable at will. Additional consideration and analy-
sis may be required for brokerage contracts with a specified term (such as one
year).

Identify the Performance Obligations in the Contract
5.6.06 In applying FASB ASC 606, a broker-dealer should evaluate all

of the services promised in the brokerage contract, including those implied by
a broker-dealer's customary business practice, to identify the separate perfor-
mance obligations. Some common services in a brokerage contract include trade
execution, clearing services, custody services, and investment research services
(investment research services are addressed in the section "Soft Dollars" in
paragraphs 5.6.62–5.6.77). A broker-dealer should carefully consider whether
each service is capable of being distinct and is distinct within the context of the
contract in accordance with paragraphs 19–21 of FASB ASC 606-10-25.

5.6.07 Judgment is required when determining whether clearing services
are distinct within the context of the contract (that is, separately identifiable).
Generally, FinREC believes trade execution and clearing services are not sep-
arately identifiable in the context of a typical contract with a retail customer
because they are both inputs to the combined output of security trading. There-
fore, they are bundled into a single distinct service (hereafter collectively re-
ferred to as trade execution).

5.6.08 FinREC believes that trade execution and custody services are dis-
tinct. Trade execution and custody services provide a benefit to the customer
either individually or together with other resources that are readily available
to the customer (that is, a customer can benefit from custody services or trade
execution services on their own). The two services are also separately identifi-
able in accordance with FASB ASC 606-10-25-21. Although the custody affects
the trade execution service, the trade execution service does not affect the cus-
tody service, so the services do not affect each other and are not highly inter-
dependent or interrelated. For example, a customer could transfer securities to
a different broker-dealer without executing a trade with them and receive the
benefit of custody services.

5.6.09 Although the custody service performance obligation is required to
be performed as part of the contract (see the earlier discussion in paragraphs
5.6.03–5.6.04 on the existence of a contract), trade execution is performed if a
customer requests the broker-dealer to initiate a trade. The option for trade
execution services represents an option to purchase services in addition to the
custody service instead of variable consideration (see TRG Agenda Ref. No. 49)1

because the customer has a present contractual right to choose the amount of

1 Paragraph 9 of FASB/IASB Joint Transition Resource Group for Revenue Recognition (TRG)
Agenda Ref. No. 49, November 2015 Meeting — Summary of Issues Discussed and Next Steps, states
the following:

(continued)
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additional distinct services that are purchased (that is, a separate purchasing
decision). However, if a contract stipulates a guaranteed minimum number of
trades, those trades are considered performance obligations.

5.6.10 Even if a contract does not exist until the first trade is executed,
any trades beyond the first are considered optional purchases.

5.6.11 An option gives rise to a separate performance obligation in the
contract only if it provides a material right to the customer in accordance with
FASB ASC 606-10-55-42. FASB ASC 606-10-55-43 explains that if the price of
the additional goods and services to be provided reflects the stand-alone sell-
ing price for that good or service, then that option does not provide a mate-
rial right to the customer. TRG Agenda Ref. No. 11, October 2014 Meeting —
Summary of Issues Discussed and Next Steps, paragraph 7 states, "Most TRG
members agreed that the evaluation of whether an option provides a material
right should consider relevant transactions with the customer (that is, current,
past, and future transactions) and should consider both quantitative and qual-
itative factors, including whether the right accumulates (for example, loyalty
points)." A broker-dealer should evaluate the pricing of its trade execution ser-
vices, among other qualitative factors, to determine whether the option gives
rise to a material right.

5.6.12 In accordance with FASB ASC 606-10-55-43, options to purchase
trade execution services priced at the stand-alone selling price for that class
of customer (for example, retail, institutional) are not considered separate per-
formance obligations and are accounted for only when the customer exercises
the option to purchase the trade execution services. Trade execution services
priced at a discount to the stand-alone selling price, including trade execution
service pricing that includes volume discounts, may represent a material right
and be accounted for as a separate performance obligation.

5.6.13 Broker-dealers should also consider whether the typical retail cus-
tomer has a material right for custody services to be provided beyond the con-
tractual term of the arrangement, for example, one day (see further discussion
in paragraph 5.6.05). Paragraph 12 of TRG Agenda Ref. No. 54, Considering
Class of Customer When Evaluating Whether a Customer Option Gives Rise to
a Material Right, states, "The guidance in paragraphs 606-10-55-42 through
55-43 is intended to make clear that customer options that would exist inde-
pendently of an existing contract with a customer do not constitute performance

(footnote continued)

TRG members agreed that an important first step to distinguishing between optional goods
or services and variable consideration for promised goods or services is to identify the na-
ture of the entity's promise to the customer as well as the enforceable rights and obligations
of the parties. With an option for additional goods or services, the customer has a present
right to choose to purchase additional distinct goods or services (or change the goods and
services to be delivered). Prior to the customer's exercise of that right, the vendor is not
presently obligated to provide those goods or services and the customer is not obligated to
pay for those goods or services. In the case of variable consideration for a promised good or
service, the entity and the customer previously entered into a contract that obligates the
entity to transfer the promised good or service and the customer to pay for that promised
good or service. The future events that result in additional consideration occur after (or
as) control of the goods or services have (or are) transferred. When a contract includes
variable consideration based on a customer's actions, those actions do not obligate the en-
tity to provide additional distinct goods or services (or change the goods or services to be
transferred), but rather, resolve the uncertainty associated with the amount of variable
consideration that the customer is obligated to pay the entity.
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obligations in that existing contract." Custody services that could be provided
beyond the contractual term of the contract for no consideration would exist in-
dependently of an existing contract with a customer when a broker-dealer pro-
vides custody services to customers who do not have an existing contract with
the broker-dealer for no consideration. In such a case, FinREC believes there
is no material right for future custody services. A material right may exist if
the customer only receives the custody services for no consideration because of
previously executed trades with the broker-dealer.

Determine the Transaction Price
5.6.14 Typically, the transaction price for the brokerage contract that cov-

ers both trade execution and custody services is based solely on the commission
rate quoted by the broker-dealer for trade execution. However, a separate fee
may be charged for custody services in contracts that require the processing
and handling of physical certificates or legal documents or accounts that have
limited or no activity. Any separate fee for custody services is included in the
transaction price at contract inception if it is not constrained. In addition, any
guaranteed minimum on trade commissions is also included in the transaction
price at contract inception.

5.6.15 Because the trade execution service is not accounted for until the
option is exercised (assuming it is not a material right and there is no guaran-
teed minimum number of trades) in accordance with FASB ASC 606-10-55-43,
the consideration for the optional services is also not included in the transac-
tion price until the option is exercised. An entity should not estimate the options
that might be exercised in determining the transaction price.

Allocate the Transaction Price to the Performance Obligations
in the Contract

5.6.16 At contract inception, there is only one performance obligation (that
is, custody services) if there is a separate fee charged for custody services, as-
suming the option for trade execution services is not a material right and there
is no guaranteed minimum number of trades. In this case, the separate fee for
the custody services is allocated only to the custody services. If there is no sep-
arate fee charged and no guaranteed minimum number of trades, there is no
contract until the first trade is executed.

5.6.17 The exercise of each option for trade execution services is accounted
for either as a change in the transaction price (in accordance with paragraphs
42–45 of FASB ASC 606-10-32) or a modification (in accordance with para-
graphs 10–13 of FASB ASC 606-10-25) of the original contract (see paragraphs
11–12 of TRG Agenda Ref. No. 34, March 2015 Meeting — Summary of Issues
Discussed and Next Steps). Most TRG members and the FASB staff thought
both views were supportable by the language in the revenue standard (as cited
earlier) because the exercise of an option could result in additional considera-
tion being allocated to the option (that is, a change in the transaction price) or
a change in the scope or price of a contract (that is, a contract modification).
Paragraph 12 of TRG Agenda Ref. No. 34 states,

TRG members observed that in most, but not all, cases the financial
reporting outcome of applying [either view] would be similar. Only in
cases in which the optional goods or services are determined to be not
distinct from the original promised goods or services, would the re-
sults appear to differ. The staff thinks that an entity typically would
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conclude that an optional good or service is distinct…TRG members
agreed with the staff view that the method used should be applied con-
sistently by an entity to similar types of material rights with similar
facts and circumstances.

5.6.18 If a broker-dealer accounts for the exercise of the option as a con-
tract modification in accordance with paragraph 11 of TRG Agenda Ref. No.
34 and determines the trade execution services are priced at their stand-alone
selling price, it accounts for the trade execution service as a separate contract
and does not allocate any consideration from the trade commission to the cus-
tody services, in accordance with FASB ASC 606-10-25-12. If the broker-dealer
determines that the trade execution services are not priced at their stand-alone
selling price, the modification of the contract is treated as the termination of
the existing contract and the creation of a new contract, in accordance with
FASB ASC 606-10-25-13a. The amount of consideration to be allocated to the
remaining custody services and trades is the sum of the unrecognized custody
fee (if any), the unrecognized guaranteed minimum trade commission (if any),
and the trade commissions from the additional trades. A broker-dealer then al-
locates the transaction price to the trade execution services and custody service
based on their relative stand-alone selling prices. However, assuming the con-
tract is terminable at will, both performance obligations are satisfied by the end
of the day, so no allocation is required in these circumstances unless the broker-
dealer separately presents trade execution services and custody services in its
financial statements.

5.6.19 If a broker-dealer accounts for the exercise of the option as a change
in the transaction price2 in accordance with paragraph 11 of TRG Agenda Ref.
No. 34, the trade commission from any exercised trade execution option is added
to the total transaction price and allocated to the custody services and trade
execution services based on their respective stand-alone selling prices in ac-
cordance with FASB ASC 606-10-32-29. However, assuming the contract is ter-
minable at will, both performance obligations are satisfied at the same time, so
no allocation is required in these circumstances unless the broker-dealer sepa-
rately presents revenue from trade execution services and custody services in
its financial statements.

5.6.20 If volume discounts are provided in the contract and the broker-
dealer identifies the option as a material right, it allocates a portion of the
transaction price from each trade to the material right based on the relative

2 Paragraph 11 of TRG Agenda Ref. No. 34, March 2015 Meeting — Summary of Issues Discussed
and Next Steps, states,

On Issue 1, most TRG members agreed with the staff view that View C (the exercise of a
material right should be accounted for as variable consideration) is not supported by the
guidance in the new revenue standard. TRG members agreed with the staff view that the
guidance in the standard could be interpreted to support the following views.

(a) View A: At the time a customer exercises a material right, an entity should
update the transaction price of the contract to include any consideration to
which the entity expects to be entitled as a result of the exercise. The additional
consideration should be allocated to the performance obligation underlying the
material right and should be recognized when or as the performance obligation
underlying the material right is satisfied.

(b) View B: The exercise of a material right should be accounted for as a con-
tract modification. That is, the additional consideration received or the addi-
tional goods or services provided when a customer exercises a material right
represent a change in the scope or price of a contract. An entity should apply
the modification guidance in paragraphs 606-10-25-10 through 25-13.
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stand-alone selling price of the option in accordance with FASB ASC 606-10-
32-29. FASB ASC 606-10-55-44 provides guidance for estimating the stand-
alone selling price of an option. The amount allocated to the material right is
recognized as revenue when the option for the additional trades priced at a
discount is exercised or the option expires.

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

5.6.21 In accordance with FASB ASC 606-10-25-24, a broker-dealer should
then identify whether any performance obligations are satisfied over time or at
a point in time. FinREC believes that custody services meet the criteria in FASB
ASC 606-10-25-27 because the customer simultaneously receives and consumes
the benefits provided by the broker-dealer as the broker-dealer performs the
services and, as such, are considered satisfied over time. The broker-dealer
must then determine a measure of progress (for example, time elapsed) that
best predicts its performance in satisfying the custody services and recognize
the portion of the transaction price allocated to the custody services as revenue
as the services are provided (for example, over the one-day period or over a
longer period of time if the custody period is specified and not terminable).

5.6.22 A broker-dealer should also evaluate whether the trade execution
performance obligation, after the additional purchasing decision is made, meets
any of the criteria in paragraph 27 of FASB ASC 606-10-25 to be satisfied over
time. FinREC believes it is unlikely that trade execution will meet the criteria
in paragraph 27b or 27c of FASB ASC 606-10-25. In addition, because a broker-
dealer is performing the service of providing the customer with the ability to
acquire or dispose of rights to obtain the economic benefits of a financial instru-
ment (for example, stock, bonds, options), the customer does not simultaneously
receive and consume the benefits provided by the broker-dealer's service as the
broker-dealer performs the service (that is, the criterion in paragraph 27a of
FASB ASC 606-10-25 is not met). In other words, the customer only consumes
the benefits of the broker-dealer's service when the customer acquires or dis-
poses of the rights to obtain the economic benefits of the financial instrument,
not as the broker-dealer performs the underlying service to acquire or dispose
of those rights. Therefore, FinREC believes the trade execution performance
obligation is satisfied at a point in time.

5.6.23 For performance obligations that are satisfied at a point in time, a
broker-dealer needs to determine the point in time at which the customer ob-
tains control (that is, obtains the benefits from the service) and should consider
the indicators of transfer of control in FASB ASC 606-10-25-30.

Recognition on Trade Date
5.6.24 Acting as an agent, a broker-dealer may buy and sell securities on

behalf of its customers. In return for its selling and administrative services, the
broker-dealer charges a commission each time a customer enters into a buy or
sell transaction. On the trade date, the broker-dealer fills the trade order by
finding and contracting with a counterparty and confirms the trade with the
customer. On the settlement date, the cash and security from the respective
counterparties are transferred to the respective accounts.

5.6.25 The trade execution performance obligation is satisfied at a point
in time, as discussed in paragraph 5.6.22. Determining when control has trans-
ferred depends on how the trade execution performance obligation is defined.
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FinREC believes that a broker-dealer is performing the service of providing
the customer with the ability to acquire or dispose of rights to obtain the eco-
nomic benefits of a financial instrument (for example, stock, bonds, options). If
the customer or the other counterparty does not remit payment or a financial
instrument on the scheduled settlement date, the broker-dealer remedies the
failure to perform by either party, so the customer still benefits from the rights
to the financial instrument as of the trade date. Fails occur in a very small per-
centage of trades, are generally easily and rapidly cleared, and the settlement
process is well established and does not require significant effort.

5.6.26 FASB ASC 606-10-25-25 defines control of an asset as the ability to
direct the use of, and obtain substantially all of the remaining benefits from, the
asset. Transfer of control of the trade execution performance obligation should
be viewed as occurring on the trade date because that is when the underlying
financial instrument (for a purchase) or purchaser (for a sale) is identified and
the pricing is agreed upon (that is, the broker-dealer has identified the coun-
terparty and enters into the contract on behalf of the customer).

5.6.27 On the trade date, the customer has obtained control of the service
in that it can direct the use of, and obtain substantially all of the remaining
benefits from, the asset that comes from the trade execution performance obli-
gation. For example, in a security purchase transaction, the customer receives
the benefits from changes in value of the underlying security on the trade date.
In addition, the customer may direct the further sale of a purchased security
to a third party on the trade date. In a security sales transaction, a customer
may not direct the use of the sale proceeds to purchase another security until
the settlement date when the cash is deposited into their account. However, the
customer is no longer subject to the risk of changes in value of the sold security
on the trade date and thus has no rights to the underlying security or related
risks and rewards once sold on the trade date.

5.6.28 Furthermore, FASB ASC 940-20-25-2, as amended, states that
substantially all the efforts in generating the commissions have been com-
pleted on the trade date for purposes of evaluating the expenses that should be
accrued.

5.6.29 FASB ASC 606-10-25-30 also lists indicators of the transfer of con-
trol. A broker-dealer may evaluate these indicators as follows:

a. The entity has a present right to payment for the asset (that is, for the
service). The broker-dealer has a present right to payment for the
trade execution performance obligation on the trade date. However,
if the trade ultimately never settles (which only occurs in extremely
rare cases), the broker-dealer may refund the trade commission or
compensate the customer for any changes in value of the security
or asset that the broker-dealer was unable to obtain.

b. The customer has legal title to the service. Not an applicable indica-
tor when evaluating the transfer of a service.

c. The entity has transferred physical possession of the service. Not an
applicable indicator when evaluating the transfer of a service.

d. The customer assumes the significant risks and rewards of owner-
ship of the service. The risks and rewards of ownership (that is, ben-
efits) of the trade execution performance obligation are transferred
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on the trade date because the rights to the underlying security pro-
vided by the service are received on the trade date. For example,
the customer is entitled to any dividend or interest payments if
the record date of the payment is on or after the trade date. The
customer also receives the benefits from changes in value of the
underlying security on the trade date and may direct the further
sale of the security to a third party on the trade date. In a security
sales transaction, a customer may not use the sale proceeds to pur-
chase another security until the settlement date when the cash is
deposited into the customer's account. However, the customer is no
longer subject to the risk of changes in value of the sold security
on the trade date and has no rights to the underlying security once
sold on the trade date. If a trade fails, the broker-dealer compen-
sates the customer for any change in value from the trade date to
the actual settlement date, so fails do not affect the customer's risks
and rewards of ownership of the service.

e. The customer has accepted the service. Often, there is no explicit cus-
tomer acceptance clause to be evaluated in a brokerage contract
(that is, there is no explicit requirement for the customer to ac-
cept the transfer of ownership). However, any customer acceptance
clause in a contract likely would be objective and would not affect
the entity's determination of when the customer has obtained con-
trol of the service, as described in FASB ASC 606-10-55-86.

5.6.30 As previously described, a broker-dealer may expect to remedy the
failure to perform by either party if the customer or the other counterparty
does not remit payment or a financial instrument on the scheduled settlement
date. FinREC believes this remedy may be similar to a warranty (that is, a war-
ranty of its agency service), which is specifically addressed in paragraphs 30–35
of FASB ASC 606-10-55. FASB ASC 606-10-55-30 states that "some warranties
provide a customer with assurance that the related product will function as the
parties intended because it complies with agreed-upon specifications," which is
consistent with the remedy a broker-dealer provides. These types of warranties
are not accounted for as separate performance obligations. Thus, FinREC be-
lieves the broker-dealer may need to recognize a liability or expense for any
obligations to remedy failures to perform.

5.6.31 For those instances described earlier in which the trade is expected
to ultimately never settle, the consideration would be variable consideration
and the broker-dealer would estimate the amount of consideration that will
be refunded and include that portion in the estimate of the transaction price
(that is, record that portion as a reduction of revenue instead of as an accrual
of costs). The estimated variable consideration in the contract will only include
the consideration for the performance obligations in the contract (no consider-
ation should be included for optional purchases) less the amount expected to
be refunded based on the broker-dealer's historical data of trades that never
settle. That is, when determining the estimate of variable consideration, the
broker-dealer will not include an estimate of the number of trades expected to
be executed.

5.6.32 Based on the preceding analysis, FinREC believes control of the
trade execution performance obligation transfers on the trade date. The portion
of the transaction price allocated to the trade execution performance obligation
should be recognized as revenue on that date.
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Underwriting Revenues
This Accounting Implementation Issue Is Relevant for Application of FASB ASC
606 to Underwriting Revenues.

Background
5.6.33 Business entities and governmental entities that want to raise

funds through the public sale of securities normally engage securities broker-
dealers to underwrite their securities issues. Underwriting is the act of dis-
tributing a new issue of securities (primary offering) or a large block of issued
securities (secondary offering).

5.6.34 There are several different ways in which a broker-dealer may par-
ticipate in the underwriting of securities. The broker-dealer may act as manag-
ing underwriter (commonly referred to as the lead underwriter), co-managing
underwriter (or co-lead), or participating underwriter. Such participation may
be on one of the following bases, though this does not represent an all-inclusive
list:

a. Firm commitment. The underwriting group for a transaction on a
firm-commitment basis agrees to buy the entire security issue from
the issuer for a specified price, whether or not they can success-
fully sell all purchased securities to investors. Typically, this type
of commitment occurs immediately prior to the offering. However,
broker-dealers may enter into a contract with an issuer that pro-
vides a firm commitment to underwrite securities several days or
weeks prior to the actual offering.

b. Best efforts. The underwriting group for a best-efforts basis agrees
to sell the issue at a price to be determined, normally with a min-
imum requirement to complete the underwriting. Any securities
for which the broker-dealer cannot obtain a purchase commitment
in the public market will not be underwritten (purchased) by the
broker-dealer.

c. Standby. The underwriting group for a standby basis commits to
purchase securities only if called on.

5.6.35 The managing underwriter or underwriters are typically responsi-
ble for the following:

a. Organizing the other participating underwriters and the selling
group3

b. Negotiating the transaction with the issuer of the security
c. Maintaining the subscription records for the underwriting (such as

status of orders from customers)
d. Maintaining a record of all direct expenses associated with the of-

fering, including marketing and advertising fees, legal fees, and
the other costs associated with setting up the syndicate group.
These expenses are allocated to the other members of the syndicate
on a pro rata basis. Refer to the section "Principal Versus Agent:
Costs Associated With Underwriting" in paragraphs 5.7.21–5.7.32
for guidance on accounting for these expenses.

3 A selling group is typically a group of institutions that helps the issuer place a new issue with-
out necessarily participating in the underwriting and therefore is not typically responsible for any
unsold securities.
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5.6.36 Participating underwriters maintain records of each underwriting

participation only to the extent that they are involved. To spread the risk of
an underwriting and facilitate its distribution, the underwriters may sell all
or part of the securities directly to the public or a selling group that in turn
sells the securities to the public. If an issue is not fully sold (in a firm commit-
ment underwriting), the liability is shared among the participating underwrit-
ers through either an undivided or divided arrangement. An undivided liability
is an arrangement whereby each member of an underwriting syndicate is liable
for its proportionate share of unsold securities in the underwriting account re-
gardless of the number of securities it has previously sold. A divided liability is
an arrangement whereby each member is liable only for its "divided" or fixed
share of the securities and not for any additional unsold securities beyond that
amount. Selling groups are not underwriters and have no obligation to sell the
securities allocated to them. Accordingly, they are entitled only to a selling con-
cession.

5.6.37 The difference between the price paid by the broker-dealer to the
issuer for the securities and the price paid by the public for the securities (the
gross underwriting spread) represents the underwriters' and selling groups'
compensation for the risk and cost of selling the issue. The gross underwriting
spread is generally apportioned between the underwriters and selling group
and represents the compensation for one or more of the following services,
which are specified in the underwriting agreement or term sheet:

a. Management underwriting services. Underwriting services per-
formed by the manager or co-managers (usually referred to as the
lead or co-lead) in organizing the syndicate of underwriters and
maintaining the records for the distribution (typically 20 percent
of the spread)

b. Underwriting services. Underwriting services performed by the un-
derwriting participants (other than the lead managers) in commit-
ting to buy a specified portion of the issue and thereby assume the
associated risk (typically 20 percent of the spread)

c. Selling concession services. Underwriting services performed by all
the underwriters in selling the offering (typically 60 percent of the
spread)

It should be noted that the split can be any combination agreed upon contrac-
tually and would not change the gross underwriting spread.

Scope
5.6.38 Underwriting revenues should be accounted for using the five-step

revenue recognition model within FASB ASC 606.

5.6.39 In certain transactions, the issuer grants the underwriters the op-
tion to sell investors more securities than originally planned by the issuer. This
option is legally referred to as an overallotment option and is commonly re-
ferred to as a "greenshoe option." The overallotment option is typically exer-
cised when the demand for a security issue proves higher than expected and in
situations in which the offering is "oversubscribed" by investors. The exercise of
this option is dependent on the trading activity of the underwritten shares, and
the option is usually exercised to cover a short position. The broker-dealer is not
obligated to exercise this option, and the exercise is solely at the discretion of
the broker-dealer.
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5.6.40 A broker-dealer should evaluate whether an overallotment option
meets the requirements of a derivative contract under FASB ASC 815, Deriva-
tives and Hedging. A broker-dealer will need to assess the facts and circum-
stances of the underwriting transaction in determining whether the overallot-
ment meets the requirements of a derivative contract under FASB ASC 815. If
the broker-dealer concludes that the overallotment option is a derivative con-
tract, the derivative contract should be accounted for under FASB ASC 815 and
is therefore outside the scope of FASB ASC 606.

5.6.41 If the broker-dealer determines that the overallotment is not a
derivative contract, refer to paragraph 5.6.52 on the accounting for the over-
allotment option under FASB ASC 606.

5.6.42 In addition to exercising the overallotment option, broker-dealers
may also purchase and sell shares directly in the market subsequent to the
offering in an effort to stabilize fluctuating share prices by increasing or de-
creasing the supply of shares according to initial public demand. The broker-
dealer is not contractually obligated to purchase and sell shares in the market.
These stabilization activities are undertaken by the broker-dealer as part of
the capital markets activities and there is no transfer of control of goods or
services (that is, there is no additional capital raised as a result of stabilization
activities). Although the issuer may benefit from market stabilization activities,
these activities are undertaken to benefit the broader capital markets as well
as the broker-dealer, and therefore, in accordance with FASB ASC 606-10-25-
16, FinREC believes these activities do not represent an implied promise. All
revenues associated with price stabilization conducted in the secondary mar-
ket are not within the scope of FASB ASC 606 and should be recognized in
accordance with FASB ASC 860, Transfers and Servicing, and FASB ASC 940,
Financial Services—Brokers and Dealers, because these revenues are related
to proprietary trading activities. Refer to the section "Scope" in paragraphs
5.7.01–5.7.04.

Identify the Contract With a Customer
5.6.43 A broker-dealer enters an underwriting agreement when engaged

in securities underwriting. The contract is commonly between a syndicate
group, including the broker-dealer, and the issuer. A broker-dealer should evalu-
ate the underwriting agreement to determine if the criteria within FASB ASC
606-10-25-1 are met. Generally, an executed underwriting agreement would
illustrate that the contract has been approved, that each party's rights and
payment terms are identified, and that it has commercial substance. Broker-
dealers should evaluate the facts and circumstances of the underwriting trans-
action when assessing the probability of collecting consideration from the
issuer. FinREC believes underwriting contracts generally do not meet the cri-
teria in FASB 606-10-25-1 until the underwriting agreement is executed and
is legally enforceable.

5.6.44 As discussed in paragraph 5.7.26 of the section "Principal Versus
Agent: Costs Associated With Underwriting," FinREC believes that generally,
the lead (or managing) underwriter is not acting as a principal to provide un-
derwriting services for the overall issuance, and therefore the lead underwriter
should only record underwriting revenues in amounts related to its services
and not include any revenues related to the services of the participating un-
derwriters. Therefore, FinREC believes the issuer in a securities underwriting
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transaction is the customer of each of the underwriters within the syndicate
group.

5.6.45 Broker-dealers may be engaged to provide services in addition to
being engaged in underwriting securities. Such services could include providing
bridge financing, term loans, or credit facilities.

5.6.46 A broker-dealer should consider the guidance in FASB ASC 606-10-
25-9 to determine whether these service contracts and an underwriting agree-
ment should be combined and evaluated as a single contract. Two or more con-
tracts entered into at or near the same time with the same customer should be
combined if one or more of the following criteria are met:

a. The contracts are negotiated as a package with a single commercial
objective.

b. The amount of consideration to be paid in one contract depends on
the price or performance of the other contract.

c. The goods or services promised in the contracts (or some goods or
services promised in each of the contracts) are determined to be a
single performance obligation.

5.6.47 FASB ASC 606-10-15-4 describes how to separate and measure por-
tions of the contract that meet the scope exceptions in FASB ASC 606-10-15-2
before applying the model.

Identify Separate Performance Obligations
5.6.48 To determine the number of performance obligations in accordance

with FASB ASC 606-10-25-14, broker-dealers must identify the promised ser-
vices, either explicit in the contract or implied through customary business
practices, published policies, or specific statements that create a reasonable
expectation of the issuer that the broker-dealer will transfer the service.

5.6.49 Typically, broker-dealers promise to perform multiple services in
an underwriting agreement that may include a combination of management
underwriting services, underwriting services, and selling concession services
(see paragraph 5.6.37).

5.6.50 Promised services between a broker-dealer and an issuer that are
distinct represent a performance obligation. Pursuant to FASB ASC 606-10-25-
19, a service is distinct if (a) the customer can benefit from the service either
on its own or together with other resources that are readily available to the
customer and (b) the entity's promise to transfer the service to the customer
is separately identifiable from other promises in the contract. FASB ASC 606-
10-25-21 provides guidance for determining whether a service to a customer is
separately identifiable.

5.6.51 Although a broker-dealer may perform different roles in the under-
writing process, these services are essentially the same; the promised service is
ultimately to raise capital for the issuer. These services are highly interrelated
in that the issuer's ability to benefit is dependent on the successful completion
of all of the individual promised services. FinREC believes the nature of secu-
rities underwriting services is raising capital on behalf of the issuer and will
generally be accounted for as a single performance obligation.

5.6.52 In determining whether the overallotment option is a separate per-
formance obligation within the underwriting agreement, a broker-dealer will
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need to evaluate the enforceable rights and obligations of the underwriting
agreement. When the overallotment option does not meet the requirements of
a derivative contract under FASB ASC 815, FinREC believes the overallotment
option is not a separate performance obligation until such option has been exer-
cised (assuming the broker-dealer is not obligated to exercise this option). Upon
the exercise of the option, the performance obligation is treated as a contract
modification. Paragraphs 10 and 12 of FASB ASC 606-10-25 provide guidance
on contract modifications. FASB ASC 606-10-25-10 states

a contract modification is a change in the scope or price (or both) of a
contract that is approved by the parties to the contract ... A contract
modification exists when the parties to a contract approve a modifi-
cation that either creates new or changes existing enforceable rights
and obligations of the parties to the contract. A contract modification
could be approved in writing, by oral agreement, or implied by custom-
ary business practices.

Based on this, FinREC believes an entity should account for the exercise of an
overallotment option as a contract modification and a separate contract upon
the exercise in accordance with FASB ASC 606-10-25-12 because the services
from the issuance of shares under the overallotment option are distinct and
priced at the stand-alone selling price of underwriting services (that is, the
underwriting fees earned per share for the overallotment option are the same
as those for the original issuance).

Determine the Transaction Price
5.6.53 FASB ASC 606-10-32-2 requires a broker-dealer to determine the

transaction price as the amount of consideration it expects to be entitled to
in exchange for transferring the service to the customer. Generally, a broker-
dealer is able to determine the transaction price based on the gross underwrit-
ing spread between the purchase price from the issuer and the sales price to a
public investor, which is generally outlined within the executed underwriting
agreement. The gross underwriting spread is apportioned to the broker-dealers
in accordance with the underwriting agreement, which is generally based on
the services provided (that is, management underwriting services, underwrit-
ing services, and selling concession services). As discussed in paragraph 5.7.26
of the section "Principal Versus Agent: Costs Associated With Underwriting,"
FinREC believes that generally, the role of the lead underwriter with regard
to services provided by the participating underwriters is that of an agent (that
is, arrangement of services). Consequently, in accordance with FASB ASC 606-
10-55-38, the lead underwriter should record underwriting revenues net of rev-
enues allocated to the participating members.

5.6.54 Paragraphs 5–13 of FASB ASC 606-10-32 require broker-dealers to
evaluate whether the underwriting agreement contains variable consideration,
such as performance bonuses, incentives, or discounts. If so, the broker-dealer
would need to estimate the amount of variable consideration and include such
amount within the transaction price to the extent that it is probable that a
significant reversal in cumulative revenue would not subsequently occur when
the contingency is resolved. FASB ASC 606-10-32-12 provides factors a broker-
dealer should consider when determining the amount of variable consideration
to include in the transaction price.
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Allocate the Transaction Price to Performance Obligations
5.6.55 FASB ASC 606-10-32-29 requires broker-dealers to allocate the

transaction price to each performance obligation identified in the underwriting
agreement based on the relative stand-alone selling prices for the services being
provided to the issuer. FASB ASC 606-10-32-43 explains that the transaction
price is not reallocated to reflect changes in stand-alone selling price of the
services after contract inception.

5.6.56 As noted in paragraph 5.6.51, with the exception of the exercise of
the overallotment option, a securities underwriting service will generally have
a single performance obligation, which the entire transaction price determined
in step 3 will be allocated to. As noted in paragraph 5.6.52, the exercise of the
overallotment option should be treated as a separate contract.

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

5.6.57 In accordance with FASB ASC 606-10-25-27, a performance obliga-
tion is satisfied over time if one of the following criteria is met [analysis added]:

a. The issuer simultaneously receives and consumes the benefits pro-
vided by the broker-dealer's performance as the broker-dealer per-
forms the underwriting service.
A broker-dealer should evaluate if another entity would not need to
substantially reperform the work that the broker-dealer has com-
pleted to date if the other entity were to provide the securities un-
derwriting services. That is, if another entity replaced the broker-
dealer, would the other entity need to substantially reperform the
broker-dealer's performance to date? In a typical securities under-
writing arrangement, another entity would generally not rely on
the previous broker-dealer's services to date. Rather, the other en-
tity would perform its own services, which may include its own due
diligence of the issuer, sales and marketing activities with its own
investors, and its own securities pricing analysis. Therefore, the
performance of these activities prior to the underwriter purchas-
ing securities from the issuer typically does not transfer a benefit
to the issuer as those tasks are performed.

b. The broker-dealer's performance creates or enhances an asset con-
trolled by the issuer as the asset is created or enhanced.
Securities underwriting services do not create or enhance an asset
controlled by the issuer.

c. The broker-dealer's performance does not create an asset with an
alternative use to the broker-dealer, and the broker-dealer has an
enforceable right to payment for performance completed to date.
Securities underwriting services are unique to each issuer because
the services are based on the issuer's specific facts and circum-
stances. Generally, a broker-dealer would incur significant costs
in redesigning the underwriting services for another issuer based
on that issuer's specific facts and circumstances. These services
would not create an asset that the broker-dealer would be able to
use in the future. To meet this requirement, a broker-dealer must
also have an enforceable right to payment in an amount that ap-
proximates the selling price (that is, recovery of its cost plus a
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reasonable margin) for services completed to date. In a typical un-
derwriting agreement, a broker-dealer will not have an enforceable
right to payment until the consummation of the securities issuance
and therefore has no right to payment for the services performed
prior to such date.

5.6.58 Based on the analysis in paragraph 5.6.57, FinREC believes secu-
rities underwriting transactions generally do not meet any of the requirements
for revenue to be recognized over time. Therefore, a broker-dealer would gener-
ally recognize securities underwriting revenue at a point in time.

5.6.59 FASB ASC 606-10-25-30 provides indicators for determining the
point in time when the issuer obtains control of the securities underwriting
services and the broker-dealer's performance obligation is satisfied, which in-
clude the following [analysis added]:

a. The entity has a present right to payment for the asset (the service).
A broker-dealer has a present right to payment, in the form of the
underwriting spread that occurs on the trade date. The trade date
is the date the broker-dealer enters into a firm commitment to pur-
chase the securities from the issuer or, in the case of a best efforts
arrangement, the date the securities are sold to investors.

b. The customer has legal title to the asset (the service).
The issuer has legal title to the capital raised (that is, the under-
writing proceeds), which is a result of the consummation of the un-
derwriting services provided, upon the purchase of the securities
from the issuer, which occurs on the trade date.

c. The entity has transferred physical possession of the asset (the ser-
vice).
Not applicable because underwriting services do not involve the
transfer of a physical asset.

d. The customer has the significant risks and rewards of ownership of
the asset (the service).
The issuer has the significant risks and rewards of the securities
underwriting services when those securities are purchased by the
underwriter (on the trade date). That is, the issuer is entitled to
the capital raised and the issuer may also incur certain obligations
to the investors (such as principal and interest payments to bond
holders or dividends to preferred stock holders) on the trade date.

e. The customer has accepted the asset (the service).
Although generally there are no acceptance provisions in under-
writing agreements, the services are satisfied when the under-
writer purchases the securities from the issuer (on the trade date).

5.6.60 Based on the analysis in paragraph 5.6.59, FinREC believes the
date on which the underwriter purchases securities (the trade date) from the
issuer is the appropriate point in time to recognize revenue for securities under-
writing transactions. This conclusion is consistent with the concept of transfer
of control related to commission revenues (as discussed in the section "Com-
mission Income" in paragraphs 5.6.01–5.6.32), whereby control is transferred
on the trade date. In an underwriting arrangement there are no significant
actions that an underwriter takes subsequent to the trade date.
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5.6.61 The following example is meant to be illustrative, and the actual

application of the guidance in FASB ASC 606 should be based on the facts and
circumstances of an entity's specific situation.

Example 5-6-1

Broker-dealer A negotiates a contract with Customer B on April 1, 20X6, to
underwrite Customer B's equity shares on a firm commitment basis. The of-
fering consists of 6,000,000 equity shares and provides Broker-dealer A with
an overallotment option to purchase up to an additional 900,000 shares within
30 days of the equity offering. The initial offering price to the public is $20 and
the underwriting discount is $.50 (that is, the underwriter purchases the equity
shares from Customer B for $19.50 per share). On April 8, 20X6, the underwrit-
ing contract is executed and becomes legally enforceable. In connection with
the execution of the contract, Broker-dealer A purchases the equity shares from
the issuer (that is, the trade date) resulting in the consummation of the secu-
rities issuance. Broker-dealer A also elects to exercise its overallotment option
and purchases an additional 900,000 shares from the issuer on April 8, 20X6.

Identify the Contract With a Customer

Based on the preceding facts, the underwriting agreement between Broker-
dealer A and Customer B includes a contract that meets the criteria in FASB
ASC 606-10-25-1. The underwriting agreement has been approved, each party's
rights and payment terms are identifiable, the contract contains commercial
substance, and collectibility is probable on April 8, 20X6. Furthermore, as de-
scribed in paragraph 5.6.52, Broker-dealer A's subsequent exercise of its over-
allotment option represents a contract modification resulting in a separate
contract.

Identify the Performance Obligations

Based on the preceding facts, the original contract includes a single perfor-
mance obligation to raise capital for Customer B. The overallotment option was
exercised and issued concurrently with the contractually required shares, re-
sulting in a contract modification and a separate contract. Therefore, Broker-
dealer A also has the enforceable rights and obligations to purchase the over-
allotment securities on April 8, 20X6.

Determine the Transaction Price

Based on the preceding facts, the transaction price of the original contract
is calculated as the underwriting discount amount of $3,000,000 (6,000,000
shares × $.50) and the transaction price of the overallotment contract is
$450,000 (900,000 shares × $.50).

Allocate the Transaction Price to the Performance Obligations

The transaction price of $3,000,000 is allocated to the single performance obli-
gation in the original contract, and the transaction price of $450,000 is allocated
to the single performance obligation in the overallotment contract.

Recognize Revenue

Broker-dealer A would recognize underwriting revenue in the amount of
$3,450,000 ($3,000,000 plus $450,000) on April 8, 20X6, which is the date
Broker-dealer A raised capital on behalf of the issuer.

Soft Dollars
This Accounting Implementation Issue Is Relevant for Application of FASB ASC
606 to Soft Dollar Arrangements.
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Background
5.6.62 As discussed in FASB ASC 940-20-05-04, soft-dollar arrangements

generate commission income for the broker-dealer. Many of these arrangements
are oral, and the value of the research to be provided is typically based on a
percentage of commission income generated from trade order flow from the
customer. Research includes research reports and less traditional items such
as use of a research analyst's time to answer customer questions or paying the
subscription costs of research equipment (such as a Bloomberg terminal) on be-
half of the customer. Soft-dollar customers are typically institutional investors
or money managers. Soft-dollar research may be generated either internally by
the broker-dealer or purchased by the broker-dealer from a third party. Because
soft dollar arrangements vary by broker-dealer and sometimes by customer,
each arrangement needs to be evaluated using the criteria in FASB ASC 606.

Identify the Contract With a Customer
5.6.63 Soft-dollar arrangements may be in a stand-alone agreement or in-

cluded in an agreement with clearing, custody, or execution services. To deter-
mine whether the agreement meets the definition of a contract with a customer
within the scope of the standard, a broker-dealer should consider the required
criteria in FASB ASC 606-10-25-1. Soft-dollar arrangements would meet the
definition of a contract if all of the following criteria from FASB ASC 606-10-
25-1 are met:

a. Parties have approved the contract.

b. The services to be provided are explicitly stated.

c. Consideration to be paid in exchange for such service is explicitly
stated.

d. The arrangement has commercial substance.

e. It is probable that the entity will collect the consideration to which
it will be entitled.

Furthermore, a broker-dealer should also consider FASB ASC 606-10-25-2 to
determine whether the contract creates enforceable rights and obligations, es-
pecially in arrangements in which the soft-dollar contract is oral and not ac-
counted for as a single contract (as discussed later) with the clearing, custody,
or execution contract.

5.6.64 For soft-dollar arrangements included in a separate agreement that
is entered into at or near the same time as a clearing, custody, or execution
agreement (or other agreement) with the same customer, a broker-dealer must
evaluate whether these agreements should be accounted for as a single con-
tract based on meeting any of the criteria at FASB ASC 606-10-25-9. Because
the value of research to be provided to a customer in soft-dollar arrangements is
typically based on a percentage of commission income generated from trade or-
der flow from the customer, FinREC believes that soft-dollar arrangements will
generally be combined with clearing or execution agreements and accounted for
as a single contract. Therefore, broker-dealers should incorporate the analy-
sis in the section "Commission Income" in paragraphs 5.6.01–5.6.32, regarding
whether the purchase of research is an optional purchase under FASB ASC
606-10-55-42 and provides a material right to the customer.
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Identify Separate Performance Obligations
5.6.65 When soft-dollar arrangements are combined with clearing, cus-

tody, or execution agreements and accounted for as a single contract, FinREC
believes the research services are generally a separate performance obligation
from the clearing, custody, or execution services. A service is distinct if the cus-
tomer can benefit from the service on its own and the broker-dealer's promise
to transfer the service is separately identifiable from other promises in the con-
tract. Research services meet the definition of being distinct because customers
can benefit from the research services on their own and research services are
separately identifiable from the clearing, execution, or custody services (that is,
they are not inputs to a combined output in accordance with FASB ASC 606-
10-25-21). In addition, research services are often separately identified in the
contract. If determined to be distinct, the promised services should therefore
be accounted for separately. Clearing, execution, or custody performance obliga-
tions are discussed in the section "Commission Income" in paragraphs 5.6.01–
5.6.32. This section will focus on the research service performance obligations
when included within a clearing or execution services contract. For custody ser-
vices, refer to the section "Commission Income."

5.6.66 If the broker-dealer provides the customer with the option of choos-
ing research reports to be provided at a future date or research in the form of
access to systems (for example, Bloomberg), the option presents the customer
with a material right to the future research.

5.6.67 Rather than providing research services to a customer or obtaining
research from a third party and transferring it to the customer, a broker-dealer
may instead directly pay the third party on behalf of the customer for research
services provided by third parties. In this situation, the broker-dealer's perfor-
mance obligation is to arrange for those goods or services to be provided by the
third party. See paragraphs 5.6.71–5.6.72 for additional discussion. Through
the remainder of this section, the services noted in the prior sentences will be
considered and referred to as research services.

Determine the Transaction Price
5.6.68 When research services are combined with clearing or execution

agreements and accounted for as a single contract, the transaction price is gen-
erally the commission fee defined in the contract between the broker-dealer
and the customer. A typical transaction price is determined based on the con-
tractually agreed-upon commission rates multiplied by the quantity of trades
executed or cleared.

5.6.69 A typical clearing or execution contract generally can be terminated
at will by either the broker-dealer or the customer. FASB ASC 606-10-25-3 ex-
plains that when a contract has no fixed duration and can be terminated or
modified by either party at any time, an entity should apply the guidance in
FASB ASC 606 to the duration of the contract (that is, the contractual period)
in which the parties to the contract (in this case, both parties) have present
enforceable rights and obligations. Further, FASB ASC 606-10-32-4 notes that
when determining the transaction price, an entity shall assume that the goods
or services will be transferred to the customer as promised in accordance with
the existing contract and that the contract will not be cancelled, renewed, or
modified. Therefore, only enforceable claims against the customer should be
included in the determination of the transaction price of a contract. FinREC
believes in many instances, due to at-will termination rights, entities could
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consider each executed trade, together with the associated research services
or material right to such services in a soft-dollar arrangement, to be a separate
contract and the fees associated with such trade to be the transaction price un-
der FASB ASC 606. The amounts collected under these contracts are typically
not refunded once the contract is terminated, but this practice may vary by
entity. Additional consideration and analysis may also be required for broker-
age contracts with a specified term (such as one year) or minimum quantity of
trades.

5.6.70 Research services provided by the broker-dealer may be internally
generated or obtained by the broker-dealer from a third party and transferred
to the customer (in which case, they would be considered a performance obli-
gation) or they may be services provided by third parties that are paid directly
by the broker-dealer on behalf of the customer (in which case, arranging for
those goods or services to be provided by the third party would be considered
a performance obligation as noted previously). When the broker-dealer pays
third parties on behalf of the customer, the broker-dealer needs to determine if
the broker-dealer is acting as an agent or a principal (see paragraphs 5.6.71–
5.6.72).

5.6.71 When a third party is used to provide research services, the princi-
pal versus agent guidance in paragraphs 36–40 of FASB ASC 606-10-55 should
be considered. The broker-dealer may be considered a principal if it controls the
research from the third party, regardless of whether the research is provided to
the customer directly by the third party or through the broker-dealer. A broker-
dealer should consider the indicators that an entity controls the research before
it is transferred to the customer in FASB ASC 606-10-55-39 in making this as-
sessment. If the broker-dealer determines that it is acting as the principal, the
revenue should be reported gross of any expenses (for example, the cost of the
related research).

5.6.72 The broker-dealer may be considered an agent if it does not con-
trol the research services before they are transferred to the customer. In this
circumstance, the broker-dealer should include the net fee it expects to be enti-
tled to for arranging to have another party provide the research services to the
customer in the transaction price. For example, assume a broker-dealer acting
as an agent pays $40,000 to Bloomberg on behalf of its customer for the use of a
Bloomberg terminal by its customer. In this example, the broker-dealer would
report revenue, if any, for the difference between the $40,000 paid to Bloomberg
and the transaction price allocated to the research services.

5.6.73 Paragraphs 15–20 of FASB ASC 606-10-32 require that if the tim-
ing of payment agreed to by the broker-dealer and the customer provides the
customer with a significant benefit of financing the services, the transaction
price should be adjusted for the significant financing component. FASB ASC
606-10-32-17 includes factors that would indicate that there is not a signifi-
cant financing component and, as a result, the transaction price should not be
adjusted. FinREC believes the transaction price in these arrangements would
generally not be adjusted because either (1) a substantial amount of the con-
sideration promised by the customer is paid in advance and the timing of the
transfer of the goods or services is at the discretion of the customer (FASB ASC
606-10-32-17a) or (2) the period between when the entity transfers the research
and when the customer pays for it will be one year or less (which is often the
case for soft-dollar arrangements), in which case the broker-dealer may apply
the practical expedient (FASB ASC 606-10-32-18).
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Allocate the Transaction Price to Performance Obligations
5.6.74 When research services are combined with clearing or execution

agreements and accounted for as a single contract and the research services
are considered a separate performance obligation, the broker-dealer should de-
termine the stand-alone selling price of the trade execution or clearing and
research or agency services and allocate the transaction price in proportion to
those stand-alone selling prices. Paragraphs 31–35 of FASB ASC 606-10-32 and
FASB ASC 606-10-55-44 provide guidance on allocating the transaction price
to multiple performance obligations, including those associated with material
rights for which the likelihood of exercise should be considered.

Recognize Revenue When (or as) the Broker-Dealer Satisfies a
Performance Obligation

5.6.75 For each performance obligation, the broker-dealer should deter-
mine whether that performance obligation is satisfied over time. If the crite-
ria listed in FASB ASC 606-10-25-27 for performance obligations satisfied over
time are not met, then the performance obligation is considered to be satisfied
at a point in time.

5.6.76 In regard to the research services performance obligation, this anal-
ysis will vary depending on the nature of the research services provided. For
example, if the broker-dealer provides ongoing access to a research analyst
throughout the arrangement term, the performance obligation may be satis-
fied over time. However, if the broker-dealer provides a fixed number of analyst
reports, the performance obligation may be satisfied at the point in time that
each report is provided.

5.6.77 The broker-dealer should consider the guidance in FASB ASC 606-
10-55-48 to address the impact of nonrefundable amounts not used by cus-
tomers ("breakage").

Investment Banking M&A Advisory Fees
This Accounting Implementation Issue Is Relevant for Application of FASB ASC
606 to Investment Banking M&A Advisory Fees.

5.6.78 Broker-dealers may enter into agreements to provide advisory ser-
vices to customers for which they charge the customers fees. Generally, broker-
dealers provide advisory services on corporate finance activities such as merg-
ers and acquisitions, reorganizations, tender offers, leveraged buyouts, and the
pricing of securities to be issued. Broker-dealers may also provide other types
of advisory services not specifically related to corporate finance activities. This
section addresses merger and acquisition (M&A) advisory arrangements. For
all other advisory services, the specific facts and circumstances should be eval-
uated to determine the proper revenue recognition, under a similar analysis or
framework.

Identify the Contract With a Customer
5.6.79 A broker-dealer will enter into an M&A advisory contract that may

not contain a duration and that may be terminable at will by either party with-
out cause. The contract may contain nonrefundable retainer fees or success
fees, which may be fixed or represent a percentage of value that the customer
receives if and when the corporate finance activity (for example, the sale of a
business) is completed (hereafter referred to as "success fees"). In some cases,
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there is also an "announcement fee" that is calculated on the date that a trans-
action is announced based on the price included in the underlying sale agree-
ment. In most cases, the retainer fees, announcement fee, or other milestone
fees reduce any success fee subsequently invoiced and received upon the com-
pletion of the corporate finance activity. In addition, the customer may require
a bespoke valuation or "fairness opinion" in conjunction with the sale of a busi-
ness. This service can be performed by the broker-dealer as part of, or separate
from, the advisory contract with the customer, or by a separate broker-dealer.

5.6.80 A broker-dealer should evaluate whether the M&A advisory con-
tract meets the definition of a contract with a customer based on the criteria
in FASB ASC 606-10-25-1. An M&A advisory contract is accounted for in ac-
cordance with the guidance in FASB ASC 606 only when all of the following
criteria are met:

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

b. The broker-dealer can identify each party's rights.

c. The broker-dealer can identify the payment terms.

d. The contract has commercial substance.

e. Collection of the consideration is probable.

5.6.81 When assessing the collectibility criterion, a broker-dealer will
need to consider the customer's ability and intent to pay the consideration when
it becomes due. Assuming the collectibility criteria are met, FinREC believes
that, generally, a signed contract between two parties in an agreement to pro-
vide M&A advisory services will meet the definition of a contract with a cus-
tomer under FASB ASC 606. If either the broker-dealer or the customer has
the right to unilaterally cancel the contract without paying a substantive ter-
mination penalty, the contract term might be day to day (or minute to minute).
However, when a M&A advisory contract includes a nonrefundable retainer
payment, a broker-dealer will need to evaluate whether the nonrefundable fee
relates to the transfer of a good or service. FinREC believes that, typically, a
retainer fee represents an advance payment for future goods or services that
would be part of the consideration allocable to the goods or services in the M&A
advisory contract and would be recognized when or as the goods or service to
which the consideration is allocated is transferred to the customer.

Identify the Performance Obligations in the Contract
5.6.82 M&A advisory contracts may have one or more services that meet

the definition of a performance obligation. To determine the performance obli-
gations included in an M&A advisory services contract, a broker-dealer is re-
quired to evaluate the nature of the promise or promises to the customer. As
noted in FASB ASC 606-10-25-17, activities that a broker-dealer undertakes to
fulfill a contract that do not transfer goods or services to the customer are not
performance obligations.

5.6.83 The assessment of what is the promised service in an M&A advisory
contract requires judgment. For example, the nature of a promise in an M&A
advisory contract may be to successfully broker the sale of a business. In other
contracts, the nature of a promise may be to provide advice to a company that
may or may not culminate in the purchase or sale of a business.
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5.6.84 For example, a broker-dealer may perform tasks common to an

M&A advisory agreement, such as the following:

a. Developing strategies and assisting the customer in preparing fi-
nancial forecasts and analysis (due diligence)

b. Providing research and analysis on potential targets, including fi-
nancial forecasting, cultural fit analysis, and so on

c. Providing strategy and negotiation assistance

d. Assisting with internal and external communications regarding the
transaction

The broker-dealer should consider whether such activities transfer a good or
service (or multiple goods or services) to the customer, or whether the perfor-
mance of these services helps to fulfill one overall promise made to the customer.

5.6.85 Per FASB ASC 606-10-25-14, at contract inception, a broker-dealer
shall assess the goods or services promised in a contract with a customer and
shall identify, as performance obligations, each promise to transfer to the cus-
tomer either

a. a good or service (or a bundle of goods or services) that is distinct
or

b. a series of distinct goods and services that are substantially the
same and that have the same pattern of transfer to the customer.

If a promised good or service is not distinct, a broker-dealer shall combine that
good or service with other promised goods or services until it identifies a bundle
of goods or services that is distinct. In some cases, that would result in the
broker-dealer accounting for all the services promised in a contract as a single
performance obligation.

5.6.86 In applying FASB ASC 606, a broker-dealer should evaluate all
of the goods or services promised in the M&A advisory contract, including
those implied by a broker-dealer's customary business practice, to identify the
separate performance obligations. A broker-dealer should carefully consider
whether each good or service is capable of being distinct and is distinct within
the context of the contract in accordance with paragraphs 19–22 of FASB ASC
606-10-25. For example, the task of providing due diligence services could be
considered capable of being distinct. However, in an arrangement in which the
customer engages the broker-dealer to broker the sale of a business, the broker-
dealer should evaluate whether those due diligence services are distinct in the
context of the overall contract.

5.6.87 FASB ASC 606-10-25-21 includes certain factors to evaluate
whether the promise to transfer the good or service is distinct in the context
of the contract. For example, a good or service that is highly dependent on, or
highly interrelated with, other goods or services promised in the contract may
not be separately identifiable.

5.6.88 When it is determined that a promise is to provide consulting or
advisory services and the criteria for recognizing revenue over time have been
met, after assessing which services are distinct in the context of the contract, a
broker-dealer should give consideration to whether each of the services is con-
sidered a "series of distinct services" that are substantially the same and that
have the same pattern of transfer to the customer per FASB ASC 606-10-25-
15. This is an important determination in an M&A advisory contract because
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it affects the number of performance obligations and the pattern of measur-
ing the progress toward satisfying the performance obligations. Under FASB
ASC 606-10-25-15, if the otherwise distinct services are substantially the same
and transfer to the customer over time using the same method of measuring
progress, then an entity would account for them together as a single perfor-
mance obligation.

5.6.89 When assessing whether providing the customer with a fairness
opinion in conjunction with advising on the sale of a business is a separate
performance obligation, the broker-dealer should consider whether a good or
service is transferred to the customer. FinREC believes that a fairness opinion
should generally be considered a distinct good or service accounted for as a
separate performance obligation, based on it meeting both criteria in FASB
ASC 606-10-25-19:

a. The fairness opinion can be obtained from another broker-dealer
outside of the M&A advisory services contract.

b. The fairness opinion is not an input to a combined output of sell-
ing the business. That is, the fairness opinion and M&A advisory
services do not modify or customize each other, are not integrated
into a combined output, and are not highly interrelated (meaning
the broker-dealer would be able to fulfill its promise to transfer
the M&A advisory services independent from its promise to sub-
sequently provide the fairness opinion).

5.6.90 The balance of this section assumes that (with the exception of a
fairness opinion) the broker-dealer has concluded that the goods and services
provided under an M&A advisory agreement constitute a single performance
obligation.

Determine the Transaction Price
5.6.91 The transaction price is the amount of consideration to which a

broker-dealer expects to be entitled in exchange for transferring promised goods
or services to a customer. In a typical M&A advisory contract, there may be
both a fixed and a variable component. The fixed component usually relates
to the nonrefundable retainer fees and the fairness opinion (if part of the same
contract). The variable component usually relates to a success fee that becomes
due upon completion of the transaction or an announcement fee that becomes
due upon the announcement of the transaction.

5.6.92 The amount of variable consideration that the broker-dealer can
include in the transaction price is limited to the amount for which it is probable
that a significant reversal of cumulative revenue recognized will not occur when
the uncertainties related to the variability are resolved.

5.6.93 FASB ASC 606-10-32-12 provides several factors to consider when
assessing whether variable consideration should be constrained and to what
degree it should be constrained. Factors that could increase the likelihood or
the magnitude of a revenue reversal include, but are not limited to, any of the
following:

a. The amount of consideration is highly susceptible to factors outside
the entity's influence. Those factors may include volatility in a mar-
ket, the judgment or actions of third parties, weather conditions,
and a high risk of obsolescence of the promised good or service.
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b. Resolution of the uncertainty about the amount of consideration is

not expected for a long period of time.
c. The entity has limited experience with similar types of contracts or

the experience has limited predictive value.
d. The entity has a practice of offering a broad range of price conces-

sions or changing payment terms and conditions in similar circum-
stances for similar contracts.

e. There is a large number and broad range of possible outcomes.
Based on these factors, particularly the first and last factors, it may be difficult
for a broker-dealer to assume that a transaction will be completed and that
it is probable that including the variable fee (for example, a success fee) in
the transaction price will not result in a significant revenue reversal when the
uncertainty related to the variable consideration is resolved.

5.6.94 Estimates of variable consideration can change as facts and cir-
cumstances evolve. A broker-dealer should continually revise its estimates of
variable consideration at each reporting date during the contract period.

5.6.95 FASB ASC 606-10-32-7a explains that in addition to variable con-
sideration stated in a contract, variability relating to consideration promised
by a customer may arise when the customer has a valid expectation that a
broker-dealer may accept an amount of consideration less than the price stated
in the contract based on the broker-dealer's customary business practices, pub-
lished policies, or specific statements. That is, it is expected that the entity will
offer a price concession. Broker-dealers sometimes do not invoice customers for
reimbursable expenses or fees to which they are entitled in the contract for
purposes of maintaining the client relationship for future engagements. The
broker-dealer should therefore consider such price concessions in its estima-
tion of variable consideration.

Allocate the Transaction Price to the Performance Obligations
in the Contract

5.6.96 Once the performance obligations have been identified and the
transaction price has been determined, the broker-dealer will allocate the
transaction price to the distinct performance obligations. If the broker-dealer
determines there are multiple performance obligations in the M&A advisory
contract (for example, a promise to provide a fairness opinion and to broker the
sale of a business), the broker-dealer would then allocate the transaction price
to each performance obligation.

5.6.97 In accordance with FASB ASC 606-10-32-29, the transaction price
should be allocated to the performance obligations based on their relative
stand-alone selling prices. If the broker-dealer determines that the stand-alone
selling price of an item is not directly observable, it should be estimated. FASB
ASC 606 does not prescribe or prohibit any particular method for estimating
the stand-alone selling price, as long as the method results in an estimate that
faithfully represents the price that an entity would charge for the goods or ser-
vices if they were sold separately.

5.6.98 The transaction price is generally allocated to all performance obli-
gations in a contract based on their relative stand-alone selling prices. How-
ever, variable consideration might be attributable to one or more, but not all,
of the performance obligations in an arrangement. Variable consideration (and
subsequent changes in the estimate of that consideration) should be allocated
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entirely to a single performance obligation only if both of the following criteria
are met in FASB ASC 606-10-32-40:

a. The terms of a variable payment relate specifically to the entity's
efforts to satisfy the performance obligation or transfer the distinct
good or service (or to a specific outcome from satisfying the perfor-
mance obligation or transferring the distinct good or service).

b. Allocating the variable amount of consideration entirely to the per-
formance obligation or the distinct good or service is consistent with
the allocation objective...when considering all of the performance
obligations and payment terms in the contract.

5.6.99 The guidance in FASB ASC 606-10-32-40 may apply to an M&A
advisory arrangement in which there is a success fee (that is, variable consid-
eration). For example, in an M&A advisory arrangement that includes multiple
performance obligations (such as to broker or to advise on the sale of the busi-
ness and to issue a fairness opinion), the success fee may relate entirely to the
promise to broker or to advise on the sale of the business. This may meet the
allocation objective if another fixed fee that is consistent with the stand-alone
selling price of the fairness opinion is allocated to that performance obligation.

5.6.100 To meet the allocation objective as stated in FASB ASC 606-10-32-
40b, the FASB staff noted in a July 2015 Revenue Transition Resource Group
meeting (paragraph 35 of TRG Agenda Ref. No. 44, July 2015 Meeting — Sum-
mary of Issues Discussed and Next Steps) that stakeholders should apply rea-
sonable judgment to determine whether the allocation results in a reasonable
outcome. Stand-alone selling prices in some cases might be used to determine
the reasonableness of the allocation, but they are not required to be used.

5.6.101 As described previously, the amount of variable consideration a
broker-dealer can include in the transaction price is limited to the amount for
which it is probable that a significant reversal of cumulative revenue recognized
will not occur when the uncertainties related to the variability are resolved.

5.6.102 If other advisory activities such as those discussed in paragraph
5.6.82 do not represent a separate performance obligation because no good or
service is transferred to the customer or because the broker-dealer concludes
the good or service is highly interrelated with or dependent on other goods or
services in the contract, none of the transaction price would be allocated to
those individual activities.

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

5.6.103 Revenue is recognized when a performance obligation is satis-
fied, which is when the promised goods or services are transferred to the cus-
tomer. Transfer occurs when the customer takes control of the promised good or
service.

5.6.104 In accordance with FASB ASC 606-10-25-24 a broker-dealer
should identify whether performance obligations are satisfied over time or at a
point in time. To make this determination, a broker-dealer should first assess
the criteria for over-time recognition in FASB ASC 606-10-25-27, which states
the following:

An entity transfers control of a good or service over time and, therefore,
satisfies a performance obligation and recognizes revenue over time,
if one of the following criteria is met:
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a. The customer simultaneously receives and consumes the

benefits provided by the entity's performance as the entity
performs ...

b. The entity's performance creates or enhances an asset (for
example, work in process) that the customer controls as
the asset is created or enhanced ...

c. The entity's performance does not create an asset with an
alternative use to the entity ... and the entity has an en-
forceable right to payment for performance completed to
date.

5.6.105 FinREC believes it is unlikely that M&A advisory arrangements
will meet the criterion in FASB ASC 606-10-25-27b because the performance
does not create or enhance a customer-controlled asset nor meet the criterion
in FASB ASC 606-10-25-27c because these engagements generally do not pro-
vide for an enforceable right to payment for performance completed to date.
However, the criterion in FASB ASC 606-10-25-27a may be met for certain ar-
rangements. However, the criterion in FASB ASC 606-10-25-27a may be met
for certain arrangements. FASB ASC 606-10-55-5 notes that "for some types
of performance obligations, the assessment of whether a customer receives the
benefits of an entity's performance as the entity performs and simultaneously
consumes those benefits as they are received will be straightforward." For other
types of performance obligations, FASB ASC 606-10-55-6 states "an entity may
not be able to readily identify whether a customer simultaneously receives and
consumes the benefits from the entity's performance as the entity performs,"
and it provides the following additional guidance to evaluate whether a cus-
tomer simultaneously receives and consumes the benefits from the entity's per-
formance as the entity performs:

In those circumstances, a performance obligation is satisfied over time
if an entity determines that another entity would not need to substan-
tially re-perform the work that the entity has completed to date if that
other entity were to fulfill the remaining performance obligation to
the customer. In determining whether another entity would not need
to substantially re-perform the work the entity has completed to date,
an entity should make both of the following assumptions:

a. Disregard potential contractual restrictions or practical
limitations that otherwise would prevent the entity from
transferring the remaining performance obligation to an-
other entity.

b. Presume that another entity fulfilling the remainder of the
performance obligation would not have the benefit of any
asset that is presently controlled by the entity and that
would remain controlled by the entity if the performance
obligation were to transfer to another entity.

5.6.106 The application of the concept in FASB ASC 606-10-55-6 was fur-
ther discussed in TRG Agenda Ref. No. 46, Pre-production Activities. Paragraph
10 of TRG Agenda Ref. No. 46 states the following:

Paragraph 606-10-55-6 notes that sometimes an entity may not be
able to readily identify whether this criterion is met. In those circum-
stances, an entity would consider whether another entity would need
to re-perform the work that the entity has completed to date if that
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other entity were to fulfill the remaining performance obligation. For
example, consider a scenario in which an entity is performing engi-
neering and development as part of developing a new product for a
customer. If the entity provides the customer with periodic progress
reports (in a level of detail that would not require the customer to
contract with another entity to re-perform the work) or if the entity
is required to provide the customer with the design information com-
pleted to date in the case of a termination, then the entity likely would
conclude that control of that service has transferred to the customer.

Although this guidance in TRG Agenda Ref No. 46 was provided in the con-
text of preproduction activities in a manufacturing arrangement, the guidance
may be helpful when evaluating whether another entity would be required to
substantially re-perform the work that the broker-dealer has completed to date
if the other entity were to fulfill the remaining performance obligation to the
customer.

5.6.107 FinREC believes the obligation by a broker-dealer to provide a
fairness opinion that is a separate performance obligation would likely be rec-
ognized at a point in time when the fairness opinion is provided to the customer.
That is, the customer is not simultaneously receiving and consuming the bene-
fit of the entity's performance to provide the fairness opinion in accordance with
FASB ASC 606-10-25-27a, the services would not meet the criterion in FASB
ASC 606-10-25-27b, and it is unlikely the services would meet the criterion in
FASB ASC 606-10-25-27c.

5.6.108 In regards to other performance obligations in M&A advisory en-
gagements, entities will need to determine whether any of the criteria for rec-
ognizing revenue over time in FASB ASC 606-10-25-27 are met. As noted pre-
viously, FinREC believes it is unlikely that M&A advisory arrangements will
meet the criteria in FASB ASC 606-10-25-27b or c; however, FASB ASC 606-10-
25-27a may be met for some arrangements. The determination about whether
the criterion in FASB ASC 606-10-25-27a is met may require significant judg-
ment and should take into consideration all the facts and circumstances in the
arrangement, including the specific contract terms (including payment terms),
nature of the services being provided to the customer, knowledge and infor-
mation provided to the customer or retained by the broker-dealer, and other
relevant details of the arrangements.

5.6.109 If the broker-dealer determines that the criterion in FASB ASC
606-10-25-27a is met for a performance obligation, revenue allocated to the
performance obligation (subject to the constraint in FASB ASC 606-10-32-11)
would be recognized over time as performance occurs using an appropriate mea-
sure of progress as determined in accordance with paragraphs 31–37 of FASB
ASC 606-10-25.

5.6.110 If the broker-dealer determines that the criterion in FASB ASC
606-10-25-27a is not met for a performance obligation, revenue (including mile-
stone payments, retainer fees, announcement fees, success fees, or other fees)
allocated to the performance obligation (subject to the constraint in FASB ASC
606-10-32-11) would be recognized at the point in time the broker-dealer deter-
mines control of the service transfers to the customer in accordance with FASB
ASC 606-10-25-30 (likely at the point in time that performance under the M&A
advisory engagement is completed or the contract is cancelled).
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Selling and Distribution Fee Revenue
This Accounting Implementation Issue Is Relevant for Application of FASB ASC
606 to Selling and Distribution Fees.

Background
5.6.111 Managed accounts or other pooled investment vehicles (collec-

tively, "funds") enter into agreements with distributors to distribute (that is,
sell) shares to investors.4 There are different ways distributors may be compen-
sated for the same service. Fees may be paid up front, over time (for example,
12b-1 fees) on the basis of a contractual rate applied to the monthly or quar-
terly market value of the fund (that is, net asset value [NAV]), upon investor
exit from the fund (that is, a contingent deferred sales charge [CDSC]), or as a
combination thereof.5

5.6.112 Up-front, ongoing, and CDSC fees are discussed later as "distri-
bution fees."

5.6.113 Distributors may incur costs such as commission charges for the
performance of sales or distribution services by sales representatives (their em-
ployees) or third-party distributors on their behalf.

Identify the Contract With a Customer
5.6.114 Selling or distribution commissions and fees are generally stated

in written agreements such as selling or distribution agreements. To determine
whether the written agreement meets the definition of a contract with a cus-
tomer within the scope of the revenue standard, an entity should consider the
criteria in FASB ASC 606-10-25-1:

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

b. The distributor can identify each party's rights.

c. The distributor can identify the payment terms.

d. The contract has commercial substance.

e. Collection of the consideration is probable.

5.6.115 FASB ASC 606 defines a customer as a party that has contracted
with an entity to obtain goods or services that are an output of the entity's or-
dinary activities in exchange for consideration. In this regard, a fund typically
contracts with a distributor to, over a period of time, sell or distribute secu-
rities on its behalf (in exchange for specified commissions and fees), which is
the distributor's ordinary business activity. Given this contractual relationship
and consideration of the indicators in the section "Determining the Customer
in an Asset Management Arrangement" in paragraphs 4.1.01–4.1.10 of chap-
ter 4, "Asset Management," FinREC believes that the fund will generally be the
distributor's customer for purposes of applying FASB ASC 606. For purposes of

4 Such funds can have varying strategies (for example, investment-grade bonds, emerging mar-
ket, high-yield, and distressed, among others).

5 For example, 12b-1 fees may be combined with contingent deferred sales charge (CDSC) fees
that decline over time.
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this section, the fund is considered the customer under the selling or distribu-
tion contract with the distributor. However, entities should consider their own
contracts and related facts and circumstances when identifying the customer.

5.6.116 Distribution contracts are typically terminable upon notice by ei-
ther party without incurring a significant termination penalty. When the dis-
tributor gives or is given notice of termination, the contract ceases at the end
of the notice period, typically 60–90 days. In the event that the distributor is
terminated by the fund, the distributor may still be entitled to ongoing fees
as long as the investors it placed in the fund remain invested. These ongoing
fees terminate only if and when the investor terminates the distributor as its
broker of record. FASB ASC 606-10-25-3 explains that when a contract has no
fixed duration and can be terminated or modified by either party at any time,
an entity should apply the guidance in FASB ASC 606 to the duration of the
contract (that is, the contractual period) in which the parties to the contract
have present enforceable rights and obligations.

Identify Separate Performance Obligations
5.6.117 Services promised in a selling or distribution contract generally

include (1) the sale of fund interests, (2) marketing services, and (3) other
shareholder services. Marketing services may include development, formula-
tion, and implementation of marketing and promotional activities and prepa-
ration, printing, and distribution of prospectuses and reports. In some cases,
distribution contracts may also include ongoing shareholder services such as
processing of shareholder transactions and the maintenance of shareholder
records. Depending on the promises within a selling or distribution contract,
the distributor may identify a single performance obligation or multiple perfor-
mance obligations.

5.6.118 Each distributor should consider the specific terms of a given sell-
ing or distribution contract and identify performance obligations as defined in
FASB ASC 606-10-25-14. In order to evaluate the performance obligations in-
cluded in a selling or distribution contract, the distributor should identify the
goods or services promised to the customer and evaluate the nature of these
promises to the customer. In making this assessment, consideration may need
to be given to the guidance on combination of contracts in FASB ASC 606-10-
25-9 when the different types of services are contracted separately but at or
near the same time with the customer.

5.6.119 As discussed in FASB ASC 606-10-25-14, a performance obligation
is a promise to transfer to the customer either

a. a good or service (or a bundle of services) that is distinct or

b. a series of distinct goods or services that are substantially the same
and have the same pattern of transfer to the customer.

5.6.120 Each service included in a contract should be analyzed under
paragraphs 19–22 of FASB ASC 606-10-25 to determine whether it is a distinct
service that represents a performance obligation that should be accounted for
separately.

5.6.121 The nature of the distributor's overall promise in the contract is to
provide marketing services in conjunction with the sales of shares. In order to
sell shares to investors, the distributor may develop and formulate marketing
materials related to the fund offering. Generally, the marketing and selling of
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the shares are performed by the same distributor where the distributor is paid
only upon a sale of shares with no separate fee for marketing.

5.6.122 Because the success of selling shares is highly dependent on the
marketing efforts, sales and marketing are highly interrelated and interde-
pendent on one another because the sole purpose of marketing is to sell shares.
The distributor integrates marketing and selling services to provide the com-
bined output of selling the shares for which the customer has contracted. In
other words, the entity is using the services as inputs to deliver the combined
output specified by the customer. Therefore, FinREC believes both sales and
marketing generally would not be considered separately identifiable based on
FASB ASC 606-10-25-19b, 606-10-25-21a, and 606-10-25-21c. However, individ-
ual facts and circumstances of specific agreements and arrangements should be
carefully evaluated.

5.6.123 As noted in paragraph 5.6.117, a distribution agreement gener-
ally includes (1) the sale of fund interests, (2) marketing services, and (3) other
shareholder services. As noted in paragraph 5.6.122, FinREC believes that, gen-
erally, the sale and marketing services are combined to make one performance
obligation. Judgment and additional analysis are required when determining
whether shareholder services meet the definition of a performance obligation
that is separately identifiable under FASB ASC 606-10-25-21. See paragraphs
5.6.133 and 5.6.137.

Determine the Transaction Price
5.6.124 A distributor's compensation for selling or distribution services is

established by the contract between the distributor and the fund and is nor-
mally included in the prospectus written by the fund. Contracts may be struc-
tured with distribution fees that become determinative (that is, uncertainty is
resolved) at different times, including up front, over time, upon an investor's
redemption, or a combination thereof.

5.6.125 Up-front distribution fees are generally a fixed percentage of the
share price. In this manner, the transaction price for up-front fees is fixed at
the date the shares are sold to the investor.

5.6.126 A distributor's compensation from ongoing distribution fees re-
ceived is generally variable. The fee is generally calculated as a fixed percent-
age of the then-current value of the shares and received on an ongoing periodic
basis so long as the investor remains invested in the fund.6 The total amount of
compensation is dependent on the value of the shares at future points in time
as well as the length of time the investor remains in the fund.

5.6.127 A distributor's compensation from CDSCs is generally variable.
CDSCs may be paid upon an investor's exit from the fund. The amount of com-
pensation generally varies based on the length of time the investor remained
in the fund as well the value of the shares at the time of redemption.

5.6.128 FASB ASC 606-10-32-11 requires that an entity include variable
consideration in the transaction price only to the extent that it is probable that
a significant reversal in the amount of cumulative revenue recognized will not
occur when the uncertainty associated with the variable consideration is sub-
sequently resolved.

6 Generally, the distributor must also remain the broker of record in order to be entitled to
the fee.
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5.6.129 FASB ASC 606-10-32-12 provides factors to consider when assess-
ing whether variable consideration should be constrained based on

the likelihood and the magnitude of a revenue reversal. Factors that
could increase the likelihood or the magnitude of a revenue reversal
include, but are not limited to, any of the following:

a. The amount of consideration is highly susceptible to fac-
tors outside the entity's influence. Those factors may in-
clude volatility in a market, the judgment or actions of
third parties, weather conditions, and a high risk of ob-
solescence of the promised good or service.

b. The uncertainty about the amount of consideration is not
expected to be resolved for a long time.

c. The entity's experience (or other evidence) with similar
types of contracts is limited, or that experience (or other
evidence) has limited predictive value.

d. The entity has a practice of either offering a broad range
of price concessions or changing the payment terms and
conditions of similar contracts in similar circumstances.

e. The contract has a large number and a broad range of pos-
sible consideration amounts.

5.6.130 Distributors should evaluate whether the estimated variable con-
sideration should be constrained (that is, excluded from the transaction price
and hence from revenue recognition) in accordance with the factors noted pre-
viously.

5.6.131 FinREC believes that if contracts with customers are character-
ized by the following factors, then it is likely that a distributor's circumstances
would result in a constraint of the variable consideration because variable con-
sideration is included in the transaction price only to the extent that it is prob-
able that a significant reversal in the amount of cumulative revenue recognized
will not occur when the uncertainty associated with the variable consideration
is subsequently resolved:

a. Variable consideration in selling or distribution contracts is highly
susceptible to factors outside the distributor's control such as the
market value of the fund's shares at future points in time and the
length of time the investor will remain invested in the fund.

b. There is uncertainty about the amount of ongoing distribution fees
and CDSCs and this uncertainty is not expected to be resolved for
a long time. However, a portion of the fees will become fixed and no
longer constrained when the uncertainty is resolved at subsequent
dates.

c. Despite a distributor's historical experience with similar contracts,
that experience generally would be of little predictive value in de-
termining the future market value of investor shares or the period
of time an investor will hold investments.

d. The ongoing distribution fees and CDSCs generally have a large
number of and a broad range of possible amounts.

Allocate the Transaction Price to Performance Obligations
5.6.132 Generally, the nature of the distributor's overall promise in the

contract is to sell the security and provide marketing services, which generally
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form a single performance obligation as noted in paragraph 5.6.123. As noted
in paragraph 5.6.122, judgment and additional analysis are required when as-
sessing whether shareholder services are distinct in terms of the contract and
therefore meet the definition of a performance obligation.

5.6.133 If shareholder services do not meet the definition of a performance
obligation that is distinct in terms of the contract, FinREC believes the distri-
bution arrangement will generally only have one performance obligation that
generally includes sales, marketing, and shareholder services. If shareholder
services meet the definition of a performance obligation that is distinct, Fin-
REC believes the distribution arrangement generally includes two performance
obligations: sales and marketing combined as one performance obligation and
shareholder services as a separate performance obligation.

5.6.134 In accordance with FASB ASC 606-10-32-29, when there are mul-
tiple performance obligations, the distributor should determine the stand-alone
selling price of each performance obligation and allocate the transaction price
in proportion to those stand-alone selling prices. Paragraphs 31–35 of FASB
ASC 606-10-32 provide guidance on allocating the transaction price to multi-
ple performance obligations.

5.6.135 Variable consideration (and subsequent changes to that amount)
should be allocated entirely to one or more, but not all, performance obligations
or to one or more, but not all, distinct services promised in a series of distinct
services that forms part of a single performance obligation, if both of the fol-
lowing criteria in FASB ASC 606-10-32-40 are met:

a. The terms of the variable payment relate specifically to the entity's
efforts to satisfy the performance obligation or transfer the distinct
good or service...

b. Allocating the variable amount of consideration entirely to the per-
formance obligation or the distinct good or service is consistent with
the allocation objective in paragraph 606-10-32-28 when consider-
ing all of the performance obligations and payment terms in the
contract.

5.6.136 FASB ASC 606-10-32-28 explains that the objective of allocating
the transaction price to performance obligations is to allocate an amount that
depicts the amount of consideration to which the entity expects to be entitled
in exchange for transferring the promised goods or services to the customer.

5.6.137 If the distributor concludes that there are two performance obli-
gations, one for sales and marketing and one for ongoing shareholder servicing,
the transaction price should be allocated between the two performance obliga-
tions and the amount allocated to shareholder servicing recognized as discussed
in FASB ASC 606-10-32-28.

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

5.6.138 For each performance obligation, in accordance with FASB ASC
606-10-25-24, the distributor is required to determine whether that perfor-
mance obligation is satisfied over time or at a point in time. If the criteria listed
in FASB ASC 606-10-25-27 for performance obligations satisfied over time are
not met, then the performance obligation is considered to be satisfied at a point
in time.
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5.6.139 This analysis will vary depending on the services promised in a
contract. For example, if the distributor's sole performance obligation is the sale
of securities to investors, the performance obligation may be considered to be
fulfilled at a point in time (that is, on the trade execution date). Once the trade
is executed (for example, shareholders purchase the securities), the distributor
has a present right to payment from the fund (although certain of the fees may
be variable based on future events). Additionally, once the trade is executed,
the fund has the risks and rewards of the services provided (by accepting the
shareholder's investment in the security).

5.6.140 If the contract promises shareholder services that meet the defi-
nition of a separate performance obligation, FinREC believes the performance
obligation for providing shareholder services should be considered to be satis-
fied over time as the customer is simultaneously receiving and consuming the
benefits provided by the distributor as the distributor performs this service in
accordance with FASB ASC 606-10-25-27a.

Cost Recognition
5.6.141 Distributors often pay sales commissions to external distributors

or their internal sales representatives for distribution and sales of securities on
their behalf. FASB ASC 606-10-15-5 refers to FASB ASC 340-40 for guidance on
costs incurred that relate to contracts with customers. In addition, FASB ASC
946-720-25-4 provides guidance on accounting for certain distribution costs.
Distributors should evaluate the nature of the contracts and associated costs
to determine whether FASB ASC 946, Financial Services—Investment Compa-
nies, or FASB ASC 340, Other Assets and Deferred Cash, applies.

5.6.142 FASB ASC 340-40-25 provides accounting guidance for two cat-
egories of costs related to contracts with customers: (1) incremental costs of
obtaining a contract and (2) costs to fulfill a contract. If the fund is determined
to be the customer in the contract, FinREC believes that sales commissions are
costs to fulfill a contract, because the contract with the fund is already in place.

5.6.143 Costs incurred in fulfilling a contract with a customer that are
within the scope of another FASB ASC topic should be accounted for in ac-
cordance with the other applicable topics or subtopics. In this regard, for sales
commissions paid to third-party sub-distributors, consideration should be given
to the applicability of FASB ASC 946-720-25-4. FASB ASC 946-720-25-4 pro-
vides guidance on the accounting for distribution costs for mutual funds with no
up-front fees. The term "distribution costs" as used in FASB ASC 946-720-25 is
interpreted in practice to refer to costs related to third-party service providers.
This understanding is also acknowledged by FASB in paragraph BC303 of
FASB Accounting Standards Update (ASU) No. 2014-09, Revenue from Con-
tracts with Customers (Topic 606), where this specific paragraph is mentioned
in relation to sales commissions paid to third-party brokers. If FASB ASC 946-
720-25-4 applies, then incremental direct costs, such as sales commissions,
should be deferred and amortized, and indirect costs expensed. For a similar
analysis of deferred distribution commission expenses, refer to the discussion
in the section "Deferred Distribution Commission Expenses (Back-End Load
Funds)" in paragraphs 4.7.01–4.7.10 of chapter 4 of this guide.

5.6.144 Other costs incurred to fulfill a contract with a customer that are
not within the scope of another topic should be assessed to determine if the
costs meet the criteria of FASB ASC 340-40-25-5. FinREC believes that sales
commissions do not meet the criteria of FASB ASC 340-40-25-5 because the
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commissions do not generate or enhance resources of the entity that will be
used in satisfying (or in continuing to satisfy) performance obligations in the
future (FASB ASC 340-40-25-5b); therefore, sales commissions not in the scope
of FASB ASC 946-720-25-4 should be expensed when incurred.

Other Related Topics

Scope
This Accounting Implementation Issue Clarifies FASB ASC 606-10-15-2.

5.7.01 In accordance with FASB ASC 606-10-15-2, financial instrument
contracts (as defined in the FASB ASC master glossary) held by broker-dealers
are excluded from the scope of FASB ASC 606 because they are subject to the
guidance in FASB ASC 310-940 (FASB ASC 940-310),7 FASB ASC 320-940
(FASB ASC 940-320),8 and FASB ASC 845, Nonmonetary Transactions. There-
fore, broker-dealers should continue following the existing accounting litera-
ture for the recognition of the following income streams:

� Recognition of interest and dividend income and expense from fi-
nancial instruments owned or sold short (including amortization
of premiums and discounts)

� Interest (rebate) from reverse repurchase agreements, repurchase
agreements, securities borrowed and securities loaned transac-
tions, and similar arrangements

� Interest from debit balances in customer margin accounts and
margin deposits

� Dividends from equity instruments owned or sold short
� Payment-in-kind (PIK) dividends and interest from investments

in debt and equity securities

5.7.02 The recognition of realized and unrealized gains and losses on the
transfer and derecognition of financial instruments (for example, proprietary
trading transactions) is within the scope of FASB ASC 860 and FASB ASC 940.

5.7.03 The recognition of interest on investments in debt instruments
is addressed within FASB ASC 835-30, Interest—Imputation of Interest, and
FASB ASC 310-20, Receivables—Nonrefundable Fees and Other Costs. FASB
ASC 325-20-35-1 discusses the recognition of cash dividend income on "cost
method investments." FASB ASC 320-10-35-4 discusses the recognition of cash
dividend income on debt and equity securities. Although broker-dealers account
for investments in debt and equity securities at fair value, the guidance in FASB
ASC 320-10-35-4 may be applied by analogy.

5.7.04 The recognition of payment-in-kind interest and dividends is
within the scope of FASB ASC 845 and FASB ASC 835-30-35-2.

Costs Associated With Investment Banking Advisory Services
This Accounting Implementation Issue Is Relevant to Accounting for Costs As-
sociated With Investment Banking Advisory Services Under FASB ASC 340-40.

7 The guidance provided by FASB Accounting Standards Codification (ASC) 310-940 and FASB
ASC 940-310 cross-references to each other and, in substance, provides the same guidance.

8 The guidance provided by FASB ASC 320-940 and FASB ASC 940-320 cross-references to each
other and, in substance, provides the same guidance.
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5.7.05 A customer may engage a broker-dealer to provide advisory ser-
vices for various purposes. A common example is to provide financial advice
and assistance in connection with the sale of a company. The advisory service
may include activities such as developing a list of buyers, preparing market-
ing materials, soliciting interest from prospective buyers, preparing for and re-
sponding to due diligence investigations, assisting with financial forecasts and
analyses, negotiating the transaction, and rendering a fairness opinion letter.
As compensation for the advisory service, a broker-dealer will receive a fee upon
closing the transaction (that is, success-based fee) upon achieving certain mile-
stones (for example, upon an announcement of the transaction or delivery of a
fairness opinion). In addition, the broker-dealer may receive a retainer fee. See
the section "Investment Banking M&A Advisory Fees" in paragraphs 5.6.78–
5.6.110 for further discussion of revenue recognition of advisory fees.

Initial Recognition

Incremental Costs of Obtaining a Contract
5.7.06 To obtain an advisory contract with a customer, a broker-dealer may

incur costs such as advertising, selling and marketing costs, bid and proposal
costs, sales commissions, and legal fees. FASB ASC 340-40-25-1 requires an en-
tity to recognize an asset for the incremental costs of obtaining a contract with
a customer if the entity expects to recover those costs. Generally, legal fees to
draft the contract to provide services to the customer, advertising, selling and
marketing costs, and bid and proposal costs are not incremental, as the broker-
dealer would have incurred those costs even if it did not obtain the advisory
contract. Sale commissions would be incremental costs as these costs would
not have been incurred if the contract had not been obtained. In accordance
with FASB ASC 340-10-25-1, if the incremental costs are recoverable from the
customer, the broker-dealer should defer the costs and recognize an asset. An
entity can expect to recover contract acquisition costs through direct recovery
(reimbursement under the contract) or indirect recovery (through the margin
inherent in the contract). FinREC believes the recoverability criterion for recog-
nizing a deferred asset typically will not be met when the acquisition costs are
expected to be indirectly recovered solely through fees that are dependent upon
events and circumstances that are outside the control of the broker-dealer (for
example, certain success-based fees). However, an entity should consider if the
arrangement includes nonrefundable fees that it expects to collect (for exam-
ple, retainer fee, termination fee) that may demonstrate the entity can recover
these costs, or a portion of the costs, and therefore meet the recoverability cri-
terion for capitalization up to the recoverable amount.

5.7.07 FASB ASC 340-10-25-4 provides a practical expedient whereby the
broker-dealer may recognize the incremental costs of obtaining a contract as
an expense when incurred, provided the amortization period of the asset that it
otherwise would have recognized the expense over is one year or less. Often, the
service for many advisory contracts will be transferred to the customer within
one year and therefore an entity may elect to expense the costs to obtain such
contracts as incurred.

Costs to Fulfill a Contract
5.7.08 The compensation of employees assigned to the advisory engage-

ment are direct costs of fulfilling the advisory contract. In addition, out-of-
pocket expenses may be incurred as part of performing the advisory service.
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Customary out-of-pocket expenses incurred in connection with fulfilling an ad-
visory contract may include travel (for example, airfare, hotel, and meals), fees
for external legal counsel and other professional advisers and fees related to
business information services (for example, market and industry research), (col-
lectively "out-of-pocket expenses").

5.7.09 A broker-dealer should evaluate if compensation and out-of-pocket
expenses incurred to fulfill an advisory contract should be deferred and recog-
nized as an asset. FASB ASC 340-40-25-5 states the following:

An entity shall recognize an asset for the costs incurred to fulfill a
contract only if those costs meet all of the following criteria:

a. The costs relate directly to a contract or an anticipated con-
tract that the entity can specifically identify (for example,
costs relating to services to be provided under renewal of
an existing contract or costs of designing an asset to be
transferred under a specific contract that has not yet been
approved).

b. The costs generate or enhance resources of the entity that
will be used in satisfying (or continuing to satisfy) perfor-
mance obligations in the future.

c. The costs are expected to be recovered.

5.7.10 FinREC believes that the first criterion for cost capitalization in
FASB ASC 340-40-25-5 is generally met in a typical advisory contract. The
terms and conditions under which the broker-dealer is engaged to provide ser-
vices are documented in an advisory contract between the broker-dealer and
the customer. A portion of the compensation of employees assigned to work
directly on the advisory engagement are direct costs of fulfilling the advisory
contract. The out-of-pocket expenses incurred as part of performing the advi-
sory services relate directly to the specific advisory contract between the entity
and customer.

5.7.11 In regards to the second criterion for cost capitalization in FASB
ASC 340-40-25-5, the compensation of employees assigned to work directly on
the engagement and out-of-pocket expenses incurred in connection with per-
forming the advisory work are costs that may generate or enhance resources
used to provide advisory services to the customer, depending on whether the ad-
visory service is satisfied over time or at a point in time. For example, as there
may be litigation risks associated with certain advisory transactions, outside
legal counsel may be engaged to represent the broker-dealer and assist with
activities such as reviewing and drafting the fairness opinion, reviewing all
transaction-related documents and drafting proxy statements related to the
deal. The work performed by the employees and additional resources (for exam-
ple, legal advice, market research, and travel costs) all help the broker-dealer
build the requisite knowledge (intangible benefit) needed to inform its views
and provide sound advice to the customer. If the requisite knowledge is used
to satisfy future performance obligation(s), these costs meet this criterion to be
capitalized as an asset, as they generate or enhance resources of the entity that
will be used to satisfy a future performance obligation. However, in situations
where the costs incurred are related to satisfied performance obligations (often
the case if a performance obligation is satisfied over time as opposed to at a
point in time in the future), the second criterion for the costs to be capitalized
is not met. Therefore, costs that are incurred to satisfy performance obligations
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over time shall be expensed as incurred. This is consistent with BC308 of FASB
ASU No. 2014-09, which states that "only costs that meet the definition of an
asset are recognized as such and that an entity is precluded from deferring
costs merely to normalize profit margins throughout a contract by allocating
revenue and costs evenly over the life of the contract."

5.7.12 In regards to the third criterion for cost capitalization in FASB
ASC 340-40-25-5, an entity can expect to recover costs incurred to fulfill a con-
tract through direct recovery (reimbursement under the contract) or indirect
recovery (through the margin inherent in the contract). FinREC believes this
criterion generally will be met for out-of-pocket costs in arrangements in which
these costs are explicitly reimbursable or otherwise expected to be recovered de-
spite the success of the engagement, such as through a nonrefundable retainer
fee or termination fee if the underlying transaction does not close. FinREC
believes this criterion is not typically met for employee compensation costs,
because, unlike out-of-pocket costs, compensation costs generally (a) are not
explicitly reimbursable and (b) may be sufficiently large that they would not
be recoverable through up-front or termination fees despite the success of the
engagement. Therefore, recovery of such costs is dependent upon events and
circumstances that are outside the control of the broker-dealer. This situation
may indicate that sufficient evidence does not exist to support a conclusion that
the costs are expected to be recovered. However, an entity should consider if the
arrangement includes nonrefundable fees that it expects to collect (for exam-
ple, retainer fee, termination fee) that may demonstrate the entity can recover
these costs, or a portion of the costs, and therefore meet the recoverability cri-
terion for capitalization up to the recoverable amount.

5.7.13 In summary, FinREC believes that out-of-pocket expenses typically
will qualify for deferral and capitalization as an asset if the costs incurred are
(a) related to performance obligations satisfied in the future and (b) explicitly
reimbursable or expected to be recovered despite the success of the engage-
ment. However, compensation of employees assigned to work directly on the
advisory engagement will not generally qualify for deferral and capitalization
as an asset because, unlike out-of-pocket expenses, compensation generally are
not explicitly reimbursable and may be sufficiently large that they would not be
recoverable despite the success of the engagement. However, an entity should
consider if the arrangement includes nonrefundable fees that it expects to col-
lect (for example, retainer fee, termination fee) that may demonstrate the entity
can recover these costs, or a portion of the costs, and therefore meet the recov-
erability criterion for capitalization up to the recoverable amount. The specific
facts and circumstances of each arrangement should be considered when mak-
ing these determinations.

Subsequent Measurement

Amortization and Impairment
5.7.14 In accordance with FASB ASC 340-40-35-1, when the broker-dealer

incurs advisory costs that meet the criteria to be capitalized in accordance with
FASB ASC 340-40-25-1 or 340-40-25-5, it should recognize an asset on the state-
ment of financial condition and amortize it on a systematic basis consistent
with the transfer to the customer of the advisory services to which the asset
relates. See the section "Investment Banking M&A Advisory Fees" in para-
graphs 5.6.78–5.6.110, which describes circumstances where advisory fees may
be recognized over time or at a point in time, depending on the nature of the
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underlying services. Conclusions related to the nature of the advisory services
and the resulting pattern of revenue recognition for the advisory fees will im-
pact the amortization pattern of capitalized costs. For fees recognized at a point
in time, any related capitalized costs should be amortized in full on that date.
Additionally, in accordance with FASB ASC 340-40-35-3, costs capitalized in
accordance with FASB ASC 340-40-25-1 or 340-40-25-5 are tested for impair-
ment by comparing the carrying amount of the capitalized costs to an amount
that considers the revenue and costs that remain to be recognized under the
contract.

Presentation
5.7.15 When another party is involved in providing goods or services to a

customer, the broker-dealer should determine whether the nature of its promise
is a performance obligation to provide the specified goods or services itself (that
is, the broker-dealer is a principal) or to arrange for those goods or services to
be provided by the other party (that is, the broker-dealer is an agent). To apply
the principal versus agent guidance, a broker-dealer must first properly identify
the specified good or service to be transferred to the customer. See the section
"Investment Banking M&A Advisory Fees" in paragraphs 5.6.78–5.6.110 for
guidance on defining the performance obligation.

5.7.16 A broker-dealer should apply the guidance in paragraphs 37A and
39 of FASB ASC 606-10-55 to determine if it controls the specified good or ser-
vice before it is transferred to the customer and is therefore acting as princi-
pal. In accordance with FASB ASC 606-10-55-37B, reimbursable advisory costs
should be presented gross when the broker-dealer is acting in a principal ca-
pacity and in accordance with FASB ASC 606-10-55-38 presented net (that is,
contra revenue) when the broker-dealer is acting in an agent capacity.

5.7.17 FASB ASC 606-10-55-37A indicates that when another party is in-
volved in providing goods or services to a customer, an entity that is a principal
obtains control of any one of the following:

a. A good or another asset from the other party that it then transfers
to the customer.

b. A right to a service to be performed by the other party, which gives
the entity the ability to direct that party to provide the service to
the customer on the entity's behalf.

c. A good or service from the other party that it then combines with
other goods or services in providing the specified good or service to
the customer...

5.7.18 A broker-dealer incurs out-of-pocket expenses as part of provid-
ing advisory services to the customer. The out-of-pocket expenses pertain to
services that help the broker-dealer build the requisite knowledge needed to
perform under the advisory engagement. The broker-dealer uses these services
and combines them with other services as part of delivering on its performance
obligation to provide advisory service to the customer as discussed in FASB
ASC 606-10-55-37Ac.

5.7.19 Additionally, FASB ASC 606-10-55-39 provides indicators that an
entity controls the specified good or service and is acting as principal. FinREC
believes a broker dealer would evaluate these indicators as follows:

a. The entity is primarily responsible for fulfilling the promise to pro-
vide the specified good or service —
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The specified service is the advisory service agreed to in the con-
tract between the broker-dealer and customer. FinREC believes
this criterion is met as the broker-dealer is the party responsible for
fulfilling the promise of providing the advice to the customer. The
broker-dealer separately engages and contracts with third-party
service providers such as law firms, airlines, and hotels, and in do-
ing so is not acting as an agent between these providers and the
customer.

b. The entity has inventory risk before the specified good or service
has been transferred to a customer or after that transfer.

FinREC believes this criterion is not met. The broker-dealer does
not commit to obtain the services from the supplier before entering
a contract with the customer.

c. The entity has discretion in establishing prices for the specified
good or service.

FinREC believes this criterion is met as the broker-dealer has dis-
cretion in establishing the fee for the services from third-party sup-
pliers (for example, law firms engaged for the advisory services by
the broker-dealer). That is, the broker-dealer could cover the third-
party supplier fees by charging a direct reimbursement fee or cover
them by charging a higher overall advisory services fee.

5.7.20 FinREC believes the broker-dealer generally is acting as princi-
pal and consequently, in accordance with FASB ASC 606-10-55-38, the reim-
bursable costs incurred to fulfill the advisory contract should be presented as
revenue and expense in the gross amount of consideration to which it expects to
be entitled. FinREC believes this because (a) the broker-dealer obtains control
of these services and combines them with other services as part of delivering
on its performance obligation as discussed in FASB ASC 606-10-55-37Ac, and
(b) based on the weight of the indicators in FASB ASC 606-10-55-39. However,
the specific facts and circumstances of each arrangement should be considered
when making this determination.

Principal Versus Agent: Costs Associated With Underwriting
This Accounting Implementation Issue Is Relevant for Application of Principal
vs. Agent Consideration Under FASB ASC 606 to Costs Associated With Under-
writing.

5.7.21 Each member of an underwriting syndicate should evaluate the
transaction price that it expects to receive for providing underwriting services
to the issuer. Additionally, the lead underwriter should evaluate whether it is
acting as a principal to provide underwriting services for the overall issuance
(that is, with the participating underwriters providing services to the lead un-
derwriter, rather than to the issuer) in accordance with the guidance in para-
graphs 36-40 of FASB ASC 606-10-55. The principle governing the analysis is
outlined in paragraphs 36 and 36A of FASB ASC 606-10-55. FASB ASC 606-
10-55-36 states that "When another party is involved in providing goods or
services to a customer, the entity should determine whether the nature of its
promise is a performance obligation to provide the specified goods or services
itself (that is, the entity is a principal) or to arrange for those goods and services
to be provided by the other party (that is, the entity is an agent)." FASB ASC
606-10-55-36A states the following:
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To determine the nature of its promise (as described in paragraph 606-
10-55-36), the entity should:

a. Identify the specified goods or services to be provided to
the customer...

b. Assess whether it controls (as described in paragraph 606-
10-25-25) each specified good or service before that good or
service is transferred to the customer.

5.7.22 This analysis should be performed by the lead underwriter and
the participating underwriters for the services provided to the issuer. See the
section "Underwriting Revenues" in paragraphs 5.6.33–5.6.61 for guidance on
defining the performance obligation.

Principal Versus Agent Considerations for the Lead Underwriter With
Regard to Services Provided by Participating Members

5.7.23 FASB ASC 606-10-55-37A indicates that when another party is in-
volved in providing goods or services to a customer, an entity that is a principal
obtains control of any one of the following:

a. A good or another asset from the other party that it then transfers
to the customer.

b. A right to a service to be performed by the other party, which gives
the entity the ability to direct that party to provide the service to
the customer on the entity's behalf.

c. A good or service from the other party that it then combines with
other goods or services in providing the specified good or service to
the customer...

5.7.24 The lead underwriter organizes the other participating underwrit-
ers and the selling group, negotiates the transaction with the issuer of the secu-
rities, maintains the subscription records for the underwriting, and maintains
a record of all the direct expenses of the underwriting. These activities (a) do
not give the lead underwriter control of any good or asset of the participating
underwriters, (b) do not give the lead underwriter any right to the services per-
formed by the participating underwriters, and (c) do not combine the goods or
services of the participating underwriters in order to provide services to the
issuer. Rather, each syndicate member, including the lead underwriter, is re-
sponsible to the issuer only for its committed share of the total offering (that
is, underwriting services provided by any individual underwriter do not impact
services provided by any of the others).

5.7.25 Additionally, FASB ASC 606-10-55-39 provides the following in-
dicators that an entity controls the specified good or service and is acting as
principal. A lead underwriter could evaluate these indicators as follows:

a. The entity is primarily responsible for fulfilling the contract. Each
syndicate member named in the underwriting agreement is legally
responsible to perform services for the issuer in accordance with
the terms of the contract. Each syndicate member is severally obli-
gated to perform and, in the event that there is alleged wrongdoing,
each underwriter in the group is severally liable under the terms
of the contracts. Although the lead underwriter negotiates with the
issuer on behalf of the entire syndicate, its role is to arrange for the
services of the syndicate. This is an indicator of an agent relation-
ship.
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b. The entity has inventory risk before or after the goods have been
ordered, during shipping, or upon return. The lead underwriter does
not have inventory risk because it does not purchase or commit to
purchase the services of the participating underwriters at any time.
Further, the lead underwriter does not commit to provide services
to the issuer (that is, raise capital, which includes engaging other
vendors to provide services necessary to help sell securities) prior
to execution of the underwriting agreement (and, at that point, all
syndicate members have been identified). This is an indicator of an
agent relationship.

c. The entity has discretion in establishing the price for the specified
good or service. The lead underwriter is ultimately responsible for
negotiating the engagement terms, including economics, with both
the issuer and with the members of the syndicate. However, the
level of discretion the lead underwriter has in such negotiations
should be considered in the context of the facts and circumstances
of the offering. Because the underwriting spread and the syndi-
cate underwriter compensation arrangements are disclosed in the
agreements, there is generally transparency between the parties
in the deal, ensuring that compensation to all members of the un-
derwriting syndicate must be competitive among the group, that
is, the lead underwriter does not have a greater influence on the
ultimate pricing than the other members of the syndicate. In such
circumstances, this indicator may not be determinative.

5.7.26 FinREC believes that, generally, the lead underwriter is not acting
as a principal to provide underwriting services for the overall issuance because
(a) the underwriter does not obtain control over the services of the other mem-
bers of the syndicate as discussed in FASB ASC 606-10-55-37A and (b) based on
the weight of the indicators in FASB ASC 606-10-55-39. Consequently, in accor-
dance with FASB ASC 606-10-55-38, the lead underwriter should only record
underwriting revenues in amounts related to the underwriter's services and
not include any revenues related to the services of the participating underwrit-
ers. However, the specific facts of each arrangement should be considered when
making this determination.

Principal Versus Agent Considerations for Each Member of the
Syndicate Group, Including the Lead and Participating Underwriter

5.7.27 FASB ASC 606-10-55-37A indicates that when another party is in-
volved in providing goods or services to a customer, an entity that is a principal
obtains control of any one of the following:

a. A good or another asset from the other party that it then transfers
to the customer

b. A right to a service to be performed by the other party, which gives
the entity the ability to direct that party to provide the service to
the customer on the entity's behalf.

c. A good or service from the other party that it then combines with
other goods or services in providing the specified good or service to
the customer ...

5.7.28 The members of the underwriting syndicate incur expenses such as,
but not limited to, marketing and advertising, legal fees, and other costs (for ex-
ample, accounting, travel, printing, and taxes) of setting up the syndicate group.
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The vendors that the underwriting syndicate contracts with for these services
are not directly responsible for the performance obligation in the underwriting
agreement. Rather, they are engaged to perform services for the underwriting
syndicate. The underwriters use these services and combine their benefits as
part of their efforts to deliver the performance obligation (raise capital) to the
issuer as discussed in FASB ASC 606-10-55-37Ac.

5.7.29 Additionally, FASB ASC 606-10-55-39 provides the following in-
dicators that an entity controls the specified good or service and is acting as
principal. Each member of the underwriting syndicate could evaluate these in-
dicators as follows:

a. The entity is primarily responsible for fulfilling the contract. This
is the case for each participating underwriter's pro rata obligation
to perform. The vendors hired for the services have no obligation
to the issuer, and the issuer does not have recourse to the vendors;
rather, the obligation to the issuer lies with each member of the un-
derwriting syndicate. This is indicative of a principal relationship
for the members of the underwriting syndicate for the services they
are performing on behalf of the issuer.

b. The entity has inventory risk before or after the goods have been or-
dered, during shipping, or upon return. Pursuant to the syndicate
agreement entered into among the members of the underwriting
syndicate, each member of the underwriting group is obligated to
pay their proportionate share of the amounts charged by the ser-
vice providers even if the members do not deliver the performance
obligation to the issuer. In addition, certain vendor services are of-
ten provided prior to the execution of the underwriting agreement.
This is indicative of a principal relationship for the members of the
underwriting syndicate.

c. The entity has discretion in establishing the price for the specified
good or service. The prices for the underwriting services are nego-
tiated by the lead underwriter on behalf of the syndicate. Often,
the terms of the underwriting contract are subject to highly com-
petitive market conditions that limit the variability in spreads. In
addition, for public U.S. underwritings, underwriters' compensation
is subject to regulation by FINRA. Therefore, the underwriters of-
ten have limited discretion in the pricing of the combined elements
of their service, as well. That is, the underwriting syndicate does
not charge a direct reimbursement fee for the third-party vendor
costs (for example, legal, marketing, and advertising) and may not
be able to negotiate a higher underwriting fee to cover the increased
costs. In such cases, this indicator may not be determinative.

5.7.30 FinREC believes that, generally, the role of the members of the
underwriting syndicate, including the lead and participating underwriters, is
that of a principal for their respective share of the underwriting expenses be-
cause (a) the underwriters obtain control of these services and combine them
with other services as part of delivering on their performance obligation as
discussed in FASB ASC 606-10-55-37Ac and (b) based on the weight of the in-
dicators in FASB ASC 606-10-55-39. Consequently, in accordance with FASB
ASC 606-10-55-37B, each underwriter should reflect their proportionate share
of the underwriting costs on a gross basis in the underwriter's statement of
earnings, and the lead underwriter should not recognize expenses attributable
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to the participating underwriters because these reflect costs that are legally
the responsibility of the participating underwriters. However, the specific facts
of each arrangement should be considered when making these determinations.

5.7.31 In accordance with FASB ASC 940-340-25-3, underwriting ex-
penses incurred before the actual issuance of the securities shall be deferred.

5.7.32 In accordance with FASB ASC 940-340-35-3, underwriting ex-
penses deferred under the guidance in FASB ASC 940-340-25-3 shall be rec-
ognized at the time the related revenues are recorded. In the event that the
transaction is not completed and it is determined that the securities will not
be issued, at that time, the entities that have agreed to participate in the costs
associated with the underwriting shall write those costs off to expense.

AAG-REV 5.7.31 ©2019, AICPA



Gaming Entities 273

Chapter 6

Gaming Entities

Notice to Readers
This chapter presents accounting implementation issues developed to as-
sist management of gaming entities in applying FASB Accounting Standards
Codification (ASC) 606, Revenue from Contracts with Customers, and related
interpretations from the FASB/IASB Joint Transition Resource Group for
Revenue Recognition (TRG).

The AICPA Gaming Entities Revenue Recognition Task Force identified and
developed these accounting implementation issues, and the AICPA Revenue
Recognition Working Group and AICPA Financial Reporting Executive Com-
mittee (FinREC) approved them. They are a source of nonauthoritative ac-
counting guidance for nongovernmental entities.

The accounting implementation issues have been organized within this chap-
ter as follows:

� In relation to the five-step model of FASB ASC 606, when appli-
cable:

— Step 1: "Identify the contract with a customer"

— Step 2: "Identify the performance obligations in the con-
tract," starting at paragraph 6.2.01

— Step 3: "Determine the transaction price"

— Step 4: "Allocate the transaction price to the perfor-
mance obligations in the contract"

— Step 5: "Recognize revenue when (or as) the entity sat-
isfies a performance obligation"

� By revenue stream, starting at paragraph 6.6.01
� As other related topics, starting at paragraph 6.7.01

The following table outlines the accounting implementation issues discussed
in this chapter:

Issue Description
Paragraph
Reference

Assessment of whether "tier status" in an affinity program
conveys a material right to goods and services and
therefore gives rise to a separate performance obligation
Step 2: Identify the performance obligations in the
contract

6.2.01–6.2.18

Definitions: the terms win and gross gaming revenue
Revenue streams

6.6.01–6.6.08

(continued)
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Issue Description
Paragraph
Reference

Loyalty credits and other discretionary incentives
(excluding status benefits)
Revenue streams

6.6.09–6.6.50

Accounting for loyalty points redeemed with third parties
Revenue streams

6.6.51–6.6.62

Accounting for loyalty co-branding arrangements
Revenue streams

6.6.63–6.6.97

Accounting for management contract revenues, including
costs reimbursed by managed properties
Revenue streams

6.6.98–6.6.155

Accounting for jackpot insurance premiums and
recoveries
Other related topics

6.7.01–6.7.12

Accounting for gaming chips and tokens
Other related topics

6.7.13–6.7.15

Net gaming revenue
Other related topics

6.7.16

Gaming operator's accounting for base progressive and
incremental progressive jackpot amounts
Other related topics

6.7.17–6.7.23

Promotional allowances
Other related topics

6.7.24–6.7.25

Participation and similar arrangements
Other related topics

6.7.26–6.7.37

Income statement presentation of wide area progressive
operators' fees received from gaming entities
Other related topics

6.7.38–6.7.68

Recognition of the WAP operator's liability for base
progressive and incremental progressive jackpot amounts
Other related topics

6.7.69–6.7.74

Accounting for racetrack fees
Other related topics

6.7.75–6.7.106

Disclosures — contracts with customers
Other related topics

6.7.107–6.7.130

Gaming entity's costs to obtain a management contract
Other related topics

6.7.131–6.7.142
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Application of the Five-Step Model of FASB ASC 606

Step 2: Identify the Performance Obligations in the Contract

Assessment of Whether "Tier Status" in an Affinity Program Conveys a
Material Right to Goods and Services and Therefore Gives Rise to a
Separate Performance Obligation
This Accounting Implementation Issue Is Relevant to Step 2: "Identify the Per-
formance Obligations in the Contract," of FASB ASC 606.

Background
6.2.01 Many entities have incentive affinity programs that enable cus-

tomers to achieve a tier status based on their loyalty or their repeat purchases
of goods and service in the ordinary course of business. Such tier status may
also be provided to a customer on a trial basis based on the expectation of the
customer achieving the status at some defined point in the future. The tier sta-
tus then entitles the customer to access specific goods and services at a discount
in the future. In other cases, although the tier status does not entitle the cus-
tomer to specific discounted goods and services, the entity may have created
a reasonable expectation that the customer will receive discounted goods or
services. In many cases, the objective of tier status programs is to incentivize
high-spending customers through the offer of discounts on future purchases
commensurate with each customer's spending level. Affinity programs with tier
status require careful evaluation because some programs may have elements
similar to point loyalty programs, which are generally considered to reflect ma-
terial rights that would be separate performance obligations. In other circum-
stances, such programs are designed to provide marketing incentives on future
revenue transactions, which may not be separate performance obligations.

6.2.02 For purposes of this section, the following assumptions and defini-
tions are used:

a. Tier status is defined as a level (or sub-level) within an affinity pro-
gram sponsored by an entity that generally accumulates or vests
as a result of the customer attaining a defined level predominantly
from past revenue transactions (for instance, number or amount of
prior purchases).

b. Status benefits are an option to obtain future goods and services at
a discount or at no additional cost provided to a customer that has
been designated as having tier status.

c. Affinity programs are structured to promote customer loyalty and
concentration of spending; status benefits are generally provided
along with the purchase of a future product or service from the en-
tity.

d. Material benefits provided by affinity programs for which the mem-
ber is not required to make a future purchase would generally fol-
low basic affinity program accounting.

e. Appropriate past qualifying transactions are transactions under
the affinity program that earn tier status. Transactions may qualify
as "appropriate past qualifying transactions" based on the number
of transactions, the amounts of the transactions, or other similar
types of measurements.
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6.2.03 The issue is how an entity sponsoring a tier status program should
apply the guidance in FASB ASC 606 to assess whether the status benefits
give rise to a separate performance obligation (a material right) or whether
they represent a marketing incentive related to future purchases.

FASB ASC 606 Guidance
6.2.04 When evaluating whether tier status gives rise to a separate per-

formance obligation, sponsoring entities would need to consider the guidance
in FASB ASC 606. Specifically, paragraphs 42–43 of FASB ASC 606-10-55 state
the following:

If, in a contract, an entity grants a customer the option to acquire addi-
tional goods or services, that option gives rise to a performance obliga-
tion in the contract only if the option provides a material right to the
customer that it would not receive without entering into that contract
(for example, a discount that is incremental to the range of discounts
typically given for those goods or services to that class of customer
in that geographical area or market). If the option provides a mate-
rial right to the customer, the customer in effect pays the entity in ad-
vance for future goods or services, and the entity recognizes revenue
when those future goods or services are transferred or when the option
expires.

If a customer has the option to acquire an additional good or service at
a price that would reflect the standalone selling price for that good or
service, that option does not provide the customer with a material right
even if the option can be exercised only by entering into a previous
contract. In those cases, the entity has made a marketing offer that
it should account for in accordance with the guidance in this Topic
only when the customer exercises the option to purchase the additional
goods or services.

6.2.05 Paragraph 11 of TRG Agenda Ref. No. 54, Considering Class of
Customer When Evaluating Whether a Customer Option Gives Rise to a Ma-
terial Right, notes that paragraph BC386 of FASB Accounting Standards Up-
date (ASU) No. 2014-09, Revenue from Contracts with Customers (Topic 606),1
explains that the purpose of the guidance in paragraphs 42–43 of FASB ASC
606-10-55 is to distinguish between

a. an option that the customer pays for as part of an existing contract
(that is, a customer pays in advance for future goods or services),
and

b. a marketing or promotional offer that the customer did not pay for
and, although made at the time of entering into a contract, is not
part of the contract (that is, an effort by an entity to obtain future
contracts with a customer).

6.2.06 Paragraph 12 of TRG Agenda Ref. No. 54 also explains, "Stated dif-
ferently, the guidance in paragraphs 606-10-55-42 through 55–43 is intended

1 Paragraph BC386 and other paragraphs from the "Background Information and Basis for Con-
clusions" section of FASB Accounting Standards Update (ASU) No. 2014-09, Revenue from Contracts
with Customers (Topic 606), were not codified in FASB Accounting Standards Codification (ASC);
however, the AICPA Financial Reporting Executive Committee believes paragraph BC386 provides
helpful guidance and, therefore, decided to incorporate it in this guide.

AAG-REV 6.2.03 ©2019, AICPA



Gaming Entities 277
to make clear that customer options that would exist independently of an exist-
ing contract with a customer do not constitute performance obligations in that
existing contract."

6.2.07 If an entity determines that status benefits provide a customer with
a material right that is accounted for as a performance obligation, an entity is
required to allocate the transaction price to each performance obligation iden-
tified in the contract on a relative stand-alone selling price basis in accordance
with the guidance in paragraphs 28–41 of FASB ASC 606-10-32. This would
include allocating a portion of the transaction price of each accumulating pur-
chase (such as an airline ticket or hotel stay) to the option.

6.2.08 The guidance in FASB ASC 606 specifies the accounting for an in-
dividual contract with a customer. Entities may use a portfolio approach as a
practical expedient to account for contracts with customers as a group rather
than individually if, as required in FASB ASC 606-10-10-4, the financial state-
ment effects are not expected to materially differ from an individual contract
approach.

Evaluation of Status Benefits
6.2.09 A sponsoring entity would view status benefits as an option that

gives rise to a separate performance obligation if, as described in FASB ASC
606-10-55-42, that option (or benefits similar to status benefits) provides a ma-
terial right to the customer that is not available to customers who have not
achieved tier status through a defined level of past qualifying revenue trans-
actions with the sponsoring entity. If that option (or benefits similar to status
benefits) is made available only to customers who have achieved tier status
through appropriate past qualifying revenue transactions with the sponsor-
ing entity, this would be evidence that status benefits are solely related to the
contracts for past revenue transactions and, therefore, should be assessed to
determine whether they represent a material right.

6.2.10 A sponsoring entity would view the status benefits conveyed by
tier status as a marketing incentive if those status benefits are conveyed by
other means (that is, not exclusively related to the level of prior revenue trans-
actions with the sponsoring entity) as part of its customary business practices,
such that the discounts provided through status benefits are typically available
to the class of customer, independent of an individual customer's past revenue
transactions with the sponsoring entity. A sponsoring entity will provide such
benefits to attract new customers and incentivize future sales, similar to other
marketing incentives. For example, many entities give away tier status desig-
nation based on an expectation that the customer will spend in the future at
tier status levels and, as such, will eventually justify the discounts provided. In
these situations, the tier status is awarded for a period of time with little or no
history of spending at the sponsoring entity, based on an expectation that the
customer will spend at the specified tier status level in the future. This is some-
times done to identify and attract customers who have historically spent at high
levels with other entities or other high-value potential customers who might,
for example, be identified based on job title, profession, or employer. In sub-
stance, the sponsoring entity may view its granting of tier status as a means of
customer recruitment or retention to entice high-spending customers to spend
and become or remain loyal customers of that entity. Entities view the class of
customer as customers willing to spend at certain levels, regardless of whether
the customer is currently a customer of the entity.
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6.2.11 Because tier status is generally achieved through an accumulation
of the customer's past revenue transactions over a period of time, FinREC be-
lieves the assessment of whether tier status represents a material right should
be performed by evaluating the aggregate transactions of the customer over
a specified period of time, versus on an individual transaction basis, such as
the purchase of an individual airline ticket, hotel room, or other transaction.
Any assessment would be based on specific facts and circumstances and would
require significant judgment.

6.2.12 From here through paragraph 6.2.17, this chapter assumes that
any status benefits being assessed are material (based on both qualitative and
quantitative factors) and that tier status and associated status benefits are not
obtained through a nominal level of past revenue transactions.

6.2.13 In order to determine whether tier status is a material right (as
discussed in paragraph 6.2.09) or a marketing incentive (as discussed in para-
graph 6.2.10), it is necessary to analyze the substance of the arrangement. Fin-
REC believes that indicators that discounts on goods and services conveyed as
a result of attaining tier status are available to a class of customers irrespective
of their past qualifying revenue transactions with the sponsoring entity (and
that, therefore, the tier status would not give rise to a separate performance
obligation and would be considered a marketing incentive) include, but are not
limited to, the following:

a. The entity has a business practice of providing tier status (or sim-
ilar status benefits) to customers who have not entered into the
appropriate level of past qualifying revenue transactions with the
entity.

b. Tier status is provided for a period of time based only on the antici-
pation by the entity that the customer being provided status bene-
fits will enter into future revenue transactions with the sponsoring
entity commensurate with that of an individual earning tier status
through past qualifying revenue transactions, and the entity has
a business practice of providing tier status or equivalent benefits
on a temporary basis as a result of the expectation that a customer
will achieve a certain future spending level.

c. Tier status can be earned or accrued by activity with unrelated com-
panies that have a marketing affiliation agreement with the en-
tity sponsoring the affinity program (marketing partners), which
results in limited or no consideration to the sponsor as compared to
actual qualifying revenue transactions with the sponsor.

6.2.14 FinREC believes the existence of one or more of the following fac-
tors in such a program could indicate that the tier status or certain of the ben-
efits received by tier status customers are a separate performance obligation:

a. The program sponsor sells (directly or indirectly through market-
ing partner arrangements) tier status for cash (excluding immate-
rial "top-off" payments made by customers to retain their previous
status when they fall just short of the defined target).

b. Customers who receive matched status must achieve a higher level
of qualifying activity in the specified period than customers who
earned equivalent status.
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c. The discount provided on future goods and services combined with

the anticipated future purchases by a customer results in a loss on
that customer's anticipated future revenue transactions.

d. The option is transferable by the customer to unaffiliated members,
effectively preventing the program sponsor from determining the
class of customer being marketed to.

6.2.15 The factors in paragraphs 6.2.13–6.2.14 provide entities additional
guidance in determining whether the principles in paragraphs 6.2.09–6.2.10
have been met and do not override the principles in those paragraphs. These
factors are provided to assist in the analysis of whether such goods or services
are made available to customers or classes of customers at a similar discount in-
dependent of the contracts for past revenue transactions. These factors should
not be viewed in isolation, do not constitute a separate or additional evalua-
tion, and should not be considered a checklist of criteria to be met in all sce-
narios. Considering one or more of the indicators will often be helpful in deter-
mining whether the entity typically makes such goods or services available to
customers or classes of customers at a similar discount independent of the con-
tracts for past revenue transactions. Depending on the facts and circumstances,
the indicators may be more or less relevant to the assessment of whether the
entity typically makes such goods or services available to customers or classes
of customers at a similar discount independent of the contracts for past revenue
transactions. Additionally, one or more of the indicators may be more persua-
sive to the assessment than the other indicators. These indicators are intended
to provide guidance to assist the sponsoring entity in evaluating whether the
substance of the arrangement is that of a reward for past purchases or a mar-
keting incentive provided to a class of customers who are expected to spend at
future levels that would enable them to attain tier status through such past
qualifying transactions.

6.2.16 FinREC believes that an entity's assessment of tier status should
generally be performed at each tier level. The benefits available at each tier
level are usually different, and sponsoring entities may match demonstrated
tier status earned through a competitor or partner at certain levels but not
at others. For example, a sponsoring entity may match tier status that a cus-
tomer has with a competitor at all levels except the very highest level, in which
case the sponsoring entity may grant the second highest tier status rather
than the top tier. Because each affinity program is unique, it may be necessary
for the sponsoring entity to make its assessment at each individual tier level if
the criteria described in paragraphs 6.2.13–6.2.14 are not applicable to all tier
levels.

6.2.17 As a result of an assessment of the preceding principles and in-
dicators, an entity may determine that discounted goods or services available
to an individual with tier status are typically made available to a particular
class of customer. Such an assessment will necessarily require judgment based
on facts and circumstances. If the entity reaches the conclusion that it makes
status benefits (or the underlying discounted goods or services) available to cus-
tomers or classes of customers who have not earned such benefits as a result of
past qualifying revenue transactions with the sponsoring entity, then FinREC
believes tier status would not give rise to a separate performance obligation.

6.2.18 The following gaming affinity program example is meant to be illus-
trative the actual determination of whether a tier status program is a material
right or a marketing incentive should be based on the facts and circumstances
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of an entity's specific situation. See example 10-2-1 in chapter 10, "Airlines," for
an illustrative example of the evaluation of an airline affinity program.

Example 6-2-1

Background — Gaming Industry

The following background information reflects common industry practices with
respect to customer analysis and complimentaries.

VVIP customers (VIPs with very high spending power) are a very small subset
of customers. These customers are considered "highly rated" and are generally
known by each gaming entity — that is, they represent a distinctive group of
"high rollers" that desire to gamble at very high limits. Such VVIP customers
generally receive complimentary rooms, food and beverages, entertainment,
lounge access, and other perks ("complimentaries") regardless of the gaming
entity they are currently visiting. Such customers rarely pay for lodging and
other goods and services while at a gaming entity's property due to their high
value and willingness to put large amounts at risk. The complimentaries will
be more valuable than basic complimentaries (for instance, a suite versus a
room, exclusive tickets versus general admission, free air travel on a company-
provided plane, and so on). Such VVIP customers are generally considered to
be (and are tracked by gaming entities as) a distinct class of customer and are
usually provided the following types of additional goods and services at no ad-
ditional cost:

� Gaming entities often have charter air service or private jet ser-
vice available to accommodate the VVIPs' travel to and from the
casino.

� Visits by VVIPs are often planned by a casino host and the host
will often require a certain amount of money be placed "at risk."

� Such VVIPs will be provided exclusive areas in which to gamble,
separate from all other customers.

� If a VVIP is not in a gaming entity's existing affinity program, the
VVIP will generally be granted immediate status in that program,
consistent with the status of other similarly rated players.

Gaming entities will generally subdivide their remaining customers as follows:

� VIP customers. Those customers (again, regardless of the gaming
entity at which they have attained a player rating) who are willing
to gamble at higher limits than a basic customer, and who often
achieve their ratings through more frequent visits to a property
than a basic customer. Gaming entities routinely track such play
and generally will assign a value to such customers, often referred
to as "customer worth." These customers may have qualities of
high frequency or higher volume players (or both) with higher
"worth" to a gaming entity. VIPs will generally receive compli-
mentaries upon each visit if the individual is known to be a rated
player (again regardless of the gaming entity at which the VIP
has attained a player rating and regardless of whether the VIP
has a particular tier status at the property), but such complimen-
taries are generally lower value in nature than the complimenta-
ries provided to VVIPs. Rather, such complimentaries are limited
to normal rooms, meals, and entertainment offerings.
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� Basic customers. This category represents all remaining cus-

tomers, who, depending upon a specific trip and the amount and
duration of their play, may be provided a complimentary by a
casino on a discretionary basis during such visit regardless of an
achieved tier status level. These are the majority of customers.

If an individual not known to a casino is gambling at the level of a VVIP (which
is generally very rare because these individuals are typically known across the
industry) or VIP and requests complimentaries, they will often be provided such
complimentaries, regardless of whether they are a part of the affinity program
of the property at which they are currently gaming. Gaming entities will gen-
erally support a request to provide such complimentaries to keep the customer
happy and gaming at their establishment.

Gaming entities will often provide complimentaries to incentivize additional
customer visitation to their properties. Such incentives may be goods and ser-
vices, such as free buffets, match play, and so on, depending on the amount
placed at risk.

The complimentaries provided to all classes of customers noted previously
(other than VVIPs) are generally of the same nature and type (the same restau-
rant, the same buffet, the same type of ticket).

"Discretionary" complimentaries may be provided to both affinity program
members and non-affinity program members, but the complimentary is not as-
sociated with the affinity program. Gaming entities routinely provide a ma-
terial amount of such discretionary complimentaries (both through mail and
through observing customer play while at the casino) as a normal course of
business.

The majority of customer gaming activity is unrated play (which means the
customers are not members of the affinity program).

Gaming entities will often match the status of a rated player at another casino
property, depending on their assessment of the customer's worth.

The following are common characteristics of gaming loyalty programs:
� Because gaming activity is primarily conducted through cash

transactions or chips that were purchased by the gaming customer
for cash, a gaming entity has limited mechanisms to understand
customer behavior. As a result of this foundational factor, and to
induce customer loyalty, most gaming entities have developed cus-
tomer affinity programs to enable them to understand character-
istics of customer play and develop targeted marketing programs.

� Points and tier credits are granted to the customer based on com-
pleted play. The earnings method depends on the type of game
played, an approximation of the amount wagered, and the dura-
tion of play.

� Loyalty points are banked and accumulate, allowing a program
member to redeem them for a number of different types of incen-
tives, which could include cash, complimentaries, other goods or
services, or free play.

� Tier credits, on the other hand, are not redeemable, but rather are
used to determine progress toward tier status.

� Multiple tier status levels will exist with increasing amounts of
qualifying activity required to attain each successive tier status.
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Entry level status is granted upon receipt by the gaming entity
of appropriate information (name, email, physical address), en-
abling future marketing. With increased tier status, additional
status benefits are provided, including room upgrades, discounts
on goods and services, exclusive lounge access, fee waivers, com-
plimentary check-ins, and in certain cases (generally reserved for
the highest tier status), complimentary rooms.

� The vast majority of customers attaining tier status will be con-
centrated in the lower tier(s), which provide minimal discounts
and significantly lower status benefits as compared to the top
tier(s).

Background — Victory Casino

Victory Casino (Victory) is a gaming entity that sponsors an affinity program
called Connected Rewards that is designed to award tier status levels based on
prior play. This program contains five tiers, with the top tier being Chairman's
Level. The following is a summary of tier status levels based on program mate-
rials disbursed to all program participants. Tier status is determined annually
based on the preceding program year's activity.2

Designated Status
Level

Gaming Activity
Level Required
for Status Level Status Benefits

Tier One-Silver Discounts on future goods and
services

Tier One-Gold $100 Silver level benefits with larger
discount percentages

Tier Three-Platinum $15,000 Gold level benefits with certain
complimentaries

Tier Four-Diamond $25,000 Platinum level benefits with ten
percent great complimentaries

Tier Five-Chairman's
Level

$100,000 Diamond level with larger
complimentaries plus annual
$10,000 Chairman's Award (*)

* Chairman's Awards in this example are goods and services not otherwise sold or pro-
vided in the ordinary course of business by the gaming entity and generally have
characteristics associated with earning the awards based on past play, similar to a
point or loyalty program. An example of such a Chairman's Award may be an "ex-
periential gift" to a customer, such as a vacation, Super Bowl tickets, or electronics
merchandise that the gaming entity does not sell or otherwise provide in its normal
operations.

2 For these examples, gaming activity is either coin-in (money placed into a slot machine) or table
drop (money placed at risk at a gaming table). Neither of these measures of activity represent the
amount a customer loses (and thus revenue to the gaming entity); rather, they represent the amount
put at risk. Casinos are generally unable to track every hand played at a gaming table and thus the
method of assigning loyalty credits for table games is a function of amount placed at risk, average bet,
the type of game being played, and the duration the customer gambles. As such, in these two gaming
examples, "activity" is used synonymously with "revenue transaction" as used in paragraph 6.2.02a.
This is due to typical gaming transactions with customers having the potential to generate no revenue
or negative revenue to the gaming entity due to the inherent nature of gambling — that is, gambling
involves games of chance in which there are three potential outcomes: (1) the gaming entity wins,
resulting in revenue to the gaming entity; (2) the customer wins, resulting in negative revenue to the
gaming entity; or (3) break-even, which has no impact on revenue.
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In addition, Victory has the following basic fact pattern:

� The basic facts set forth earlier in the section "Background —
Gaming Industry" are consistent with Victory's experience and
customary business practices.

� The value of complimentaries represents approximately 20 per-
cent of total revenue for the previous year, and the value is ex-
pected to represent a similar percentage of revenue in the next
year.

� Victory has determined that status benefits and complimentaries
granted as a customary business practice by Victory are substan-
tially similar because the two categories of benefits (status bene-
fits and complimentaries) include free play and free or discounted
lodging, entertainment, food, and beverages (all of a similar qual-
ity and nature), which represent substantially all (over 90 percent)
of the benefits offered to both tier status members and non-tier
status members.

With respect to complimentaries provided to customers in the most recent fiscal
year,

� 25 percent were earned by customers through redemption of loy-
alty points.

� 50 percent were earned through the achievement of tier status.
� 25 percent were provided on a discretionary basis, based on ei-

ther coupon redemption or provision at the time gaming activity
occurred (that is, outside the context of Connected Rewards). Of
these complimentaries, Victory estimates that approximately 70
percent are provided to VIP and basic customers.

All of the preceding background facts apply equally to examples 6-2-1A and
6-2-1B.

Example 6-2-1A — Tier Status Explicitly Entitles the Customer to
Specific Economic Benefits

Evaluation of Chairman's Award

Because Victory offers similar benefits to all members of a tier status level,
Victory believes that its evaluation of a contract with an individual status cus-
tomer would be reflective of whether its contracts with other similar status
members include a material right. Therefore, Victory believes that it can use
the practical expedient in FASB ASC 606-10-10-4 that permits an entity to
apply FASB ASC 606 guidance to a portfolio of contracts or performance obli-
gations (that is, it is not necessary for Victory to perform the evaluation on a
contract-by-contract basis).

Victory assesses the principles in paragraphs 6.2.09–6.2.10 and concludes that
the annual Chairman's Award provides a material benefit separately distin-
guishable from the other marketing incentives available at Chairman's Level
tier status. Because Victory only provides the Chairman's Award to customers
as a result of their achieving Chairman's Level tier status, and the Chairman's
Award is not offered to any other customers in any other program, Victory con-
cludes under paragraphs 6.2.09–6.2.10 that the Chairman's Award has char-
acteristics similar to the accumulation of points in an affinity program and
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therefore gives rise to a performance obligation. Victory's assessment of the in-
dicators in paragraphs 6.2.13–6.2.14 does not provide any indication that Vic-
tory makes benefits similar to the Chairman's Award available to customers
not achieving Chairman's Level tier status through past qualifying activity.
Therefore, Victory must allocate a portion of consideration received from the
customers expected to attain the Chairman's Level status to the separate per-
formance obligation (the material right), reducing current revenue. Victory up-
dates its estimate periodically to assess whether the actual number of program
members expected to attain Chairman's Level status will differ from its histor-
ical 5 percent achievement rate.

Victory's assessment of all other status benefits is analyzed separately in ex-
ample 6-2-1B.

Example 6-2-1B — Gaming Entity (Victory) Provides All Customers
Achieving a Certain Tier Status Level With Specific Benefits, Including
Discounts on Future Goods and Services

Victory's assessment of its classes of customers is as follows:
� VVIPs represent approximately 5 percent of total customers and

are often Chairman's Level participants in Connected Rewards.
� VIPs represent approximately 10 percent of total customers

(whether rated or unrated by Victory) and, if they are participants
in the Connected Rewards program, are often Platinum or Dia-
mond tier status level, or game at a level consistent with those
levels.

� Basic customers represent the remaining 85 percent of customers
and would generally game at a level consistent with that of no
more than Gold tier status level.

As noted in background information about Victory, Victory's customary busi-
ness practice includes the granting of complimentaries on a broad basis, and
therefore it determines that it must assess whether the status benefits granted
to each class of customer is made available to other customers who have not
earned tier status through appropriate past qualifying activities and whether
complimentaries are evidence of such activity.

Victory first assesses whether it provides basic and VIP customers benefits out-
side of Connected Rewards that are similar to the status benefits that these
customer classes may receive as a result of their participation in Connected
Rewards.

Victory's assessment with respect to the indicators in paragraph 6.2.13 includes
the following additional facts:

� As noted previously, the majority of discretionary complimenta-
ries granted as a customary business practice by Victory are pro-
vided to basic and VIP customers, and the amount of such compli-
mentaries provided to these classes of customers without regard to
tier status is similar to the amount of complimentaries provided
to customers in these classes who have attained tier status (in-
cluding discretionary complimentaries and other status benefits
they are entitled to given their tier status).

� As noted previously, a VIP customer is often known to gaming en-
tities and will generally be provided benefits similar to status ben-
efits at each property visit regardless of the VIP having attained
tier status at that particular gaming entity.
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Because the benefits are provided irrespective of past qualifying activity and
are provided in similar amounts and to the same class of customers as status
benefits, Victory concludes that it has a customary business practice of provid-
ing tier status (or similar status benefits) to customers who have not entered
into the appropriate level of past qualifying revenue transactions.

Victory then assesses the status benefits conveyed through the Chairman's
Level in Connected Rewards (other than the Chairman's Award assessed in
example 6-2-1A). Because the VVIP class of customer is determined based on
their high customer worth and tendency to place large amounts at risk, Victory
concludes that such customers are substantially similar to Chairman's Level
participants in that VVIP customers and Chairman's Level participants both
tend to wager significant amounts.

Next, Victory assesses its customary business practices with respect to such
VVIP customers. Victory notes the following factors are present in Connected
Rewards:

� It grants tier status to VVIP customers in advance of them visiting
a property for the first time.

� Generally, any VVIP known to Victory who makes a property visit
will be provided complimentaries consistent with the benefits pro-
vided to a Chairman's Level member (regardless of their partici-
pation in Connected Rewards).

� Victory has a history of matching status for VVIP customers that
are known to it.

� Due to the customer worth of a VVIP customer, the value of bene-
fits anticipated to be provided to a specific VVIP customer are not
expected to result in a loss on future transactions. (Victory has
a separate mathematical model indicating that each VVIP trip is
worth substantially more than the combined cost of goods and ser-
vices provided, inclusive of the status benefits).

� The VVIP customer is not able to transfer his or her benefits to
another unaffiliated person.

Based upon the foregoing, Victory determines through its assessment of the
indicators in paragraphs 6.2.13–6.2.14 that the benefits conveyed by tier status
exist outside of contracts for past revenue transactions and, thus, are not a
material right. Victory specifically identifies that the indicators in paragraph
6.2.13a–b are present because it conveys tier status or similar benefits (either
for a normal program period or for a specific customer visit) to customers who
have not entered into past qualifying transactions. In addition, Victory does not
identify any criteria in paragraph 6.2.14 as being present. Therefore, Victory
concludes that status benefits are a marketing incentive.

Revenue Streams

Definitions: The Terms Win and Gross Gaming Revenue
This Accounting Implementation Issue Is Relevant for Application of FASB ASC
606 to Gaming Transactions.

6.6.01 Gaming entities provide entertainment services to customers in the
form of property themes, various gaming offerings, lodging offerings, food and
beverage offerings and many other forms of entertainment offerings, which may
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include water or light shows, art collections, musical performances and other
similar items. Some of these entertainment offerings may be provided free with
no further obligation by the customer, may be offered as part of a package or
loyalty program, or may be provided in exchange for consideration on the part of
the customer.3 A focus of the overall entertainment offered by the gaming entity
are the various games of chance that a customer may participate in by putting
at risk their money through wagering transactions. Gaming (wagering) trans-
actions represent an agreement between the customer and the gaming entity
whereby, based on the outcome of an event (such as the results of accumulated
cards in a hand of play for a table game or the outcome of the individual wa-
ger on a slot machine game) either (1) the gaming entity retains the amount
wagered by the customer, or (2) the wager is returned to the customer along
with an additional amount effectively representing the gaming entity's side of
the wager in the agreement. Accordingly, a single wagering transaction either
results in a net inflow of consideration to the gaming entity or a net outflow of
amounts to the customer. The customer understands that in exchange for the
entertainment offerings provided by the gaming entity, the statistical odds of
the various games offered to customers favor the gaming entity. The customer
may seek to improve the odds to his favor through the game type played, the
specific bet made in a wager, statistically sound strategies for playing certain
games and through incentives offered to the specific customer by the gaming
entity. However, the gaming entity makes business decisions to ensure the odds
of the conduct of the game remain in the gaming entity's favor.

6.6.02 As part of a gaming entity's business model, some wagers by cus-
tomers will result in a loss to the entity, whereas others will result in a gain
to the entity. The transaction price in a wagering transaction, as described
in FASB ASC 606-10-32-2 and 606-10-32-3, is the amount of consideration
to which a gaming entity expects to be entitled in exchange for transferring
promised goods or services to a customer. FASB ASC 606-10-32-25 and 606-
10-32-26 describes the treatment for consideration payable to a customer and
states "[i]f the amount of consideration payable to the customer exceeds the fair
value of the distinct good or service that the entity receives from the customer,
then the entity shall account for such an excess as a reduction of the trans-
action price."4 Because the contract with the customer is usually defined as a
single wager in which both parties must perform (either the house must pro-
vide compensation to the customer, or the customer must forfeit their wager to
the house), the consideration or transaction price to which the gaming entity is
entitled may be positive, zero or negative. However, given the odds are in favor
of the gaming entity, the size of individual wagers, the volume of wagers that
occur in a day, month and year at a casino and the types of wagers allowed, the
accumulation of such transaction amounts results in positive net revenue for
the entity.

6.6.03 FASB ASC 606 does not address the presentation of revenue in a
contract resulting in a negative transaction price. FinREC believes that given
the gaming industry's specific facts and circumstances (including the business
model and the nature of the contracts entered into by gaming entities) it is

3 This section does not address those contracts where a customer's wagering includes receipt of
other goods and services.

4 The consideration paid or payable to a customer in a wagering transaction is not made to the
customer in exchange for a distinct good or service, as the customer is not providing any goods or
services to the gaming entity. FASB ASC 606-10-32-25 describes how that consideration would be
accounted for as a reduction of revenue.
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appropriate for gaming entities to present this negative transaction price as
a component of net revenue. Accordingly, FinREC believes revenue recognized
and reported for gaming transactions is the difference between gaming wins
and losses, not the total amount wagered.5 This is commonly referred to as
"win" or "gross gaming revenue".

General Considerations and Facts Applicable to all Gaming
Transaction Examples

6.6.04 Practically speaking, most gaming customers place multiple wa-
gers during each visit to the casino and will win some wagers and lose other
wagers resulting in a net win or loss for the day by the customer. Revenue is
determined daily at the individual table or device level representing a portfolio
of customer transactions for the day. To facilitate the illustrative examples, the
analysis of the examples that follow describes the elements of an individual wa-
ger rather than a portfolio of customer transactions for the day. See additional
considerations around the contract under the discussions in the examples of
the following transaction price. As explained in paragraph 6.6.03, the transac-
tion price for each wager contract is deemed to be the net win or net loss of the
wager by the customer.

6.6.05 The business model and practices for a gaming entity to conduct
its operations acknowledges and assumes that based on statistical probabili-
ties some customers will end their visit as a net winner and others will end
their visit as a net loser for the timeframe in which the entity captures and
records gaming revenue (generally daily). Also, based on the statistical odds
in favor of the gaming entity, the results for the entity over a broad base of
transactions is expected to be a net positive gaming revenue to the entity. The
gaming entity believes it is providing entertainment to its customers, and in or-
der to appropriately attract and entertain customers, the gaming experience for
a typical customer consists of numerous small dollar bets made frequently over
the customer's designated time frame for being entertained. The net results of
all customer gaming transactions in a day are accumulated at the individual
table or device and physically controlled through individual locked boxes at
the table or device. The contents of such locked boxes are counted daily and a
determination of net win or loss by table or device is determined.

6.6.06 This combining of individual bets at a table or device as noted pre-
viously is allowed per FASB ASC 606-10-10-4, which indicates that "as a prac-
tical expedient, an entity may apply this guidance to a portfolio of contracts (or
performance obligations) with similar characteristics if the entity reasonably

5 FASB ASC 924-815-25-1 states the following:

Wagering contracts placed by bettors for which the odds of winning at the time the bets
are placed with a casino are known or knowable (for example, certain sports and race
wagers) are fixed-odds wagering contracts. The issuer of those contracts shall not account
for such contracts under the guidance in Topic 815 on derivatives and hedging. Rather,
those contracts are revenue transactions for a casino and shall be recognized in accordance
with Topic 606 on revenue from contracts with customers.

BC41 of FASB ASU No. 2016-20, Technical Corrections and Improvements to Topic 606, Revenue from
Contracts with Customers, states the following:

The amendments in this update clarify that fixed-odds wagering contracts for entities
within the scope of Topic 924, are not within the scope of the derivatives guidance in Topic
815. Rather, those contracts should be accounted for in accordance with Topic 606. The
treatment of fixed-odds wagering contracts as revenue transactions is consistent with the
current guidance in Subtopic 924-605, Entertainment—Casinos—Revenue Recognition.
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expects that the effects on the financial statements of applying this guidance
to the portfolio would not differ materially from applying this guidance to the
individual contracts (or performance obligations) within that portfolio."

6.6.07 The following examples are meant to be illustrative and consist of
simple gaming transactions with no complexities such as available loyalty pro-
grams, progressive jackpots, wide area progressive jackpots, discounts on mark-
ers, issuance of markers, or other items. These complexities are addressed in
separate subsequent implementation issue papers and by their nature encom-
pass the combining of individual betting transactions with the same customer
occurring at or near the same time.

6.6.08 The examples given assume the customer enters into a single trans-
action with the gaming entity for illustrative purposes only. In practice, most
customers choose to enter into multiple gaming transactions with the gaming
entity and such transactions are deemed to have "a single commercial objec-
tive." Although FASB ASC 606-10-25-9 provides guidance for when an entity
shall combine two or more contracts entered into at or near the same time with
the same customer, the focus of this paper is on the transaction price the en-
tity expects to be entitled in exchange for transferring the promised goods or
services (entertainment value) to a single customer.

Example 6-6-1 — Table Games Transaction

Description: A customer sits down at a Blackjack table to play. The customer
places a twenty-dollar bill on the table, which the dealer exchanges for twenty
$1 gaming chips.6 The customer places five $1 gaming chips as a wager for a
hand of Blackjack. The dealer deals the initial cards for the game associated
with the customer's wager, the customer makes decisions around whether to
hold on to their existing cards or to receive additional cards. The hand is com-
pleted through the individual customers' decisions at the table as well as the
dealer's required play for the house hand of Blackjack. As a result of this hand
of play, the customer wins and receives five $1 chips in addition to his or her
initial bet of five $1 chips. The customer now has twenty-five $1 chips, which
can either be redeemed at the cage for currency or used in other gaming trans-
actions.

The customer chooses to enter into a second transaction at the table by placing
10 $1 gaming chips as a wager for a new hand of Blackjack. The dealer deals the
initial cards for the game associated with the customer's wager, the customer
makes decisions around whether to hold on to their existing cards or to receive
additional cards. The hand is completed through the individual customers' de-
cisions at the table as well as the dealer's required play for the house hand of
Blackjack. As a result of this hand of play, the customer loses and forfeits the 10
$1 chips wagered to the dealer's table inventory resulting in a win to the gam-
ing entity. The customer now has 15 $1 chips, which can either be redeemed at
the cage for currency or used in other gaming transactions.

6 Gaming chips are used to facilitate gaming transactions within a casino and represent a finan-
cial liability to customers. Such chips are not "legal tender" and there is no guarantee that a customer
will return the chips in exchange for currency, which results in some dollar amount of chips which
will never be redeemed (commonly called "breakage") over time. Breakage related to outstanding
chip liabilities is separately considered in a separate issue paper by the task force under the revenue
recognition standard and accounting guidance in determining the timing, value and recognition of
such amounts.
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Step 1: Identify the Contract With a Customer

The customer and the gaming entity have entered into two separate transac-
tions under informal or implied contracts. In the first transaction, the customer
places a wager for $5 in value of chips to play a hand of Blackjack. In the sec-
ond transaction, the customer places a wager for $10 in value of chips to play
a hand of Blackjack. The customer understands that if they receive a losing
hand, the five chips in the first instance (10 chips in the second instance) will
be forfeited to the dealer's table inventory. If the customer receives a winning
hand, the customer will receive back his or her initial wager plus an additional
five $1 chips in the first instance (10 $1 chips in the second instance.)

By the customer placing the wager and the gaming entity accepting the wa-
ger both parties have approved the transaction. The rights of the parties and
the payment terms are established based on past or general business prac-
tices, established rules of the game, and regulation. The contract is deemed to
have commercial substance. As the gaming entity has previously collected the
"consideration to which it will be entitled" through the exchange of currency
for chips there is no additional consideration required regarding probability of
collection.7

Step 2: Identify the Performance Obligations in the Contract

The performance obligation in this example is distinct. With respect to the $5
wager (and separately the $10 wager) of chips at the Blackjack table, the gam-
ing entity has an obligation to honor the outcome of the hand of Blackjack dealt
at the table and to payout an amount equal to the stated odds at the table (in-
cluding the return of the initial wager) if the customer receives a winning hand.
These elements to the obligation (honoring the outcome of the hand of play and
making the appropriate payout) of the gaming entity are not separable and are
therefore considered one performance obligation.

Step 3: Determine the Transaction Price8

Unlike a typical sales transaction where the customer pays money and receives
in return goods or services, in a typical gaming transaction the customer and
the gaming entity are wagering against each other. One way to look at it is
that both the customer and the gaming entity have put down a wager with
the winner taking all based on the outcome of the Blackjack hands. For a sin-
gle wager, the ultimate transaction price is the net win or loss on a hand of
play. This would be consistent with FASB ASC 606-10-32-3, which states that
"When determining the transaction price, an entity shall consider the effects
of ... consideration payable to a customer."

7 As noted, the example given contemplates that the customer exchanges currency for chips. In
some cases, a customer may be granted credit by the gaming entity and given chips as a loan to the
customer for use in play. The granting of credit in the transaction would not change the analysis and
is not expected to result in different accounting, however, the gaming entity may want to consider
the criteria in FASB ASC 606-10-25-1e, which states "It is probable that the entity will collect the
consideration to which it will be entitled in exchange for the goods or services that will be transferred
to the customer. In evaluating whether collectibility of an amount of consideration is probable, an
entity shall consider only the customer's ability and intention to pay that amount of consideration
when it is due. The amount of consideration to which the entity will be entitled may be less than the
price stated in the contract if the consideration is variable because the entity may offer the customer
a price concession (see FASB ASC 606-10-32-7)."

8 As noted in footnote 7 there can be other more complex arrangements than described in this
specific example. Those potential additional elements to the transaction (such as loyalty programs,
promotions, discounts or concessions on markers) are considered in separate subsequent implemen-
tation issue papers and not addressed in this example.
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The gaming entity expects to realize a net win (or net consideration) from the
aggregation of all the individual gaming transactions with a customer over
the relationship based on statistical probabilities as a result of the design of
the individual games, which favor the gaming entity over the individual cus-
tomer. This is consistent with FASB ASC 606-10-32-2, which states "the trans-
action price is the amount of consideration to which an entity expects to be
entitled ...."

Accordingly, due to the periodic capturing of daily concluded transactions, as
shown in this example of single Blackjack wagers to a customer for a day, the
transaction price that the gaming entity will record can either be negative or
positive and represents the net win or loss from the transactions with that
customer.

Step 4: Allocate the Transaction Price to Performance Obligations9

In the example, there is only one performance obligation to the gaming entity
(the conduct of the game and the obligation to make good on the outcome of the
bet). Accordingly, for this example no allocation is made.

Step 5: Recognize Revenue When (or as) the Gaming Entity Satisfies a Perfor-
mance Obligation

For the Blackjack transactions mentioned previously, the performance obliga-
tion was satisfied upon the outcome of the hand of cards dealt. As the outcome
of the transactions occurred within a few minutes of the placement of the bet by
the customer, the revenue (or transaction price) for the day is immediately de-
termined and because no further performance obligations exist for the gaming
entity, revenue (net win or net loss) would be recognized at that time.10 Note
that the gaming entity typically recognizes revenue (net win or loss) based on
the gaming day of operation. The resulting accounting by the gaming entity of
accounting for a day's transactions is consistent with the previous discussion
around the transaction price and results in the same accounting as if the gam-
ing entity had accounted for each wager separately because negative revenue
with a customer over the relationship timeframe is expected to be infrequent
or rare.

For the first transaction, the gaming entity effectively records a loss of $5
to gaming revenues. In the second transaction, the gaming entity effectively
records a win of $10 to gaming revenues. Assuming no other transactions oc-
curred for the day, the gaming entity would reflect a net win of $5 as gaming
revenue for the day.

Example 6-6-2 — Slot Machine Transactions

Example 6-6-2 is similar to the table games transaction in example 6-6-1 ex-
cept that (1) instead of the customer receiving chips in exchange for the cash
presented, the customer receives credits (with a dollar value) in exchange for
the cash inserted into the slot machine, which can be used in a wager on the slot
machine or cashed out in the form of a "ticket-out" that is redeemable for cash

9 See footnote 8.
10 In order to facilitate the efficient and optimal gaming experience to the gaming entity and its

customers, individual betting transactions at table games are typically not separately recorded and
later identified. Accordingly, the components that determine net win or loss to the gaming entity for
the day at an individual table game are accumulated within a secured lock box at the table. Daily,
the lock box is removed and its contents separated and counted and a determination of the net win or
loss at the table is made and recorded for the day. This accounting is a form of the portfolio approach
noted in FASB ASC 606-10-10-4.
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in a kiosk machine or the casino cage, and (2) the slot machine game is designed
to function and determine the outcome of the bet without the intervention of a
person other than the customer making decisions around their bet and the op-
tions given in the game. All other elements of the transaction would align with
the analysis performed in example 6-6-1. Accordingly, similar to table games
transactions, individual slot machine hands of play would result in either a net
win or a net loss to the gaming entity. Similarly, the transaction price would be
the entity's net win or loss from the transactions with that customer.

Example 6-6-3 — Sports Betting Transactions

Sports betting transactions function similar to bets in example 6-6-1 and 6-6-2
however, many such bets are made in advance of the event that will determine
the outcome of the wager. The customer places their bet in the custody of the
gaming entity until the event occurs and the result of the event is determined,
which may be at some date in the future other than the day the bet is made by
the customer. The analysis of this transaction would be the same as in example
6-6-1 except that in step 5 the revenue (net win or net loss) is deferred and
will not be recognized by the gaming entity until the performance obligation is
satisfied,11 which would correspond to the occurrence of the event to which the
betting transaction relates. Thus, a bet made in November on the outcome of
the Super Bowl would be treated as a contract liability until the outcome of the
Super Bowl occurs in the following February, at which time recognition of the
net win or net loss will be recorded.

Loyalty Credits and Other Discretionary Incentives
(Excluding Status Benefits)
This Accounting Implementation Issue Is Relevant for Application of FASB ASC
606 to Nondiscretionary Incentives Issued in Conjunction With Gaming and
Nongaming Activity.

6.6.09 A casino customer is a member of that casino operator's customer
loyalty program. The casino operator's customer loyalty program grants points
to the customer based upon play that has been completed (usually contempo-
raneous with such play). Once earned, such points can be redeemed by the cus-
tomer for a number of different types of incentives which could include free
play, cash, complimentaries, or other goods or services. The terms discretionary
and nondiscretionary are defined in accordance with an entity's business prac-
tices. Accordingly, if such practice becomes customary (for example, the casino
provides these incentives to specific customers and in turn the customer now
understands or has a reasonable expectation of specific benefits from the entity)
such practices would indicate that the program is nondiscretionary in nature.

11 FASB ASC 606-10-05-4e indicates the following core principle related to the satisfaction of a
performance obligation.

Step 5: Recognize revenue when (or as) the entity satisfies a performance obligation—An
entity recognizes revenue when (or as) it satisfies a performance obligation by transferring
a promised good or service to a customer (which is when the customer obtains control of
that good or service). The amount of revenue recognized is the amount allocated to the
satisfied performance obligation. A performance obligation may be satisfied at a point in
time (typically for promises to transfer goods to a customer) or over time (typically for
promises to transfer services to a customer). For performance obligations satisfied over
time, an entity recognizes revenue over time by selecting an appropriate method for mea-
suring the entity's progress toward complete satisfaction of that performance obligation.
(See paragraphs 23–30 of FASB ASC 606-10-25.)

Consistent with this core principle the gaming entities performance obligation is not satisfied until
the event to which the betting transaction relates occurs and an outcome has been determined.
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6.6.10 Assume that a customer played $10,000 on a slot machine, received
$9,300 in cash payouts, and earned 10,000 points entitling that customer to up
to $100 of incentives. For purposes of simplicity, there is no assumed expected
breakage12 in this example.

6.6.11 Gaming entities are generally able to understand individual cus-
tomer characteristics of play depending upon the type of gaming activity. For
instance, if a loyalty customer inserts his card into a slot machine, the gaming
entity will be able to monitor and accumulate the volume of that customer's
play and will be able to award loyalty points based upon that activity. For table
games, if a loyalty customer presents his card at the table, the gaming entity
will generally capture the duration of play and the cash amount exchanged
for gaming chips and the amount cashed out at the completion of wagering ac-
tivity. However, for table games, the amount of loyalty credits awarded to the
customer is subject to more judgment, as it is based upon the casino's estima-
tion of a customer's average wager in addition to the more objective criteria as
to the amount at risk, duration of play and type of game. After such judgmental
information is captured, the gaming entity generally will follow a pre-defined
methodology for awarding loyalty points.

Five-Step Analysis

Identify the Contract With a Customer
6.6.12 See the analysis included in example 6-6-1, "Table Games Trans-

action," in paragraph 6.6.08.13

Identify the Performance Obligations in the Contract
6.6.13 FinREC believes the performance obligations in a slot machine wa-

gering transaction in which the customer also earns loyalty credits are distinct
as described by FASB ASC 606-10-25-19a because the customer can benefit
from the outcome of the wager immediately upon the conclusion of the spin-
ning of the slot machine reels and the customer is able to benefit in the future
from the loyalty credits separate from the gaming transaction. FinREC also
believes the criteria described by FASB ASC 606-10-25-19b have been met be-
cause, with respect to the $10,000 wagered, the gaming entity has an obligation
to honor the outcome of the wager if the customer wins and the customer will
forfeit the wager if the customer does not win. In addition to the wager (which
is the primary gaming performance obligation in this and all further examples),
the nondiscretionary incentives available to the gaming customer as a result of
the loyalty program (free play, cash, complimentaries, or other goods or services

12 Breakage (customers' unexercised rights) are addressed in paragraphs 46–49 of FASB ASC
606-10-55.

13 Note that consistent with the way casino gaming is conducted, the transaction price for gaming
transactions can vary significantly and cannot be reasonably estimated on an individual transaction
basis. The conclusions reached in "Definitions: The Terms Win and Gross Gaming Revenue" (para-
graphs 6.6.01–6.6.08), acknowledge this. Within the context of the casino's contract with a gaming
customer the casino is providing the customer with a "gaming experience" including the gaming facil-
ities, the conduct of the games by qualified personnel, properly structured casino games and making
good on any wagers won by the customer. Accordingly, though in the context of the discussion noted
herein it is easiest to form the contract in terms of individual wagering transactions, there are often
additional complexities to arrangements made with a customer that may warrant consideration of
multiple wagers by a customer over a short period of time in order to appropriately consider and allo-
cate revenue to varying revenue centers consistent with the separate performance obligations of the
casino in the contracts.
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or loyalty credits that can be redeemed for those incentives) represent material
rights that also would be performance obligations.

Free Play, Cash, Complimentaries, or Other Goods and Services and
Loyalty Credits That Can Be Redeemed for Such Goods and Services
(Collectively, Incentives)

6.6.14 Paragraphs 42–44 of FASB ASC 606-10-55 indicate that if a cus-
tomer option under a contract (specifically including sales incentives and cus-
tomer award credits or points) provides a customer with a material right it gives
rise to a performance obligation to which an entity must allocate a portion of
the transaction price. As explained in paragraph 12 of TRG Agenda Ref. No. 54
stated differently, the guidance in paragraphs 42–43 of FASB ASC 606-10-55 is
intended to make clear that customer options that would exist independently of
an existing contract with a customer do not constitute performance obligations
in that existing contract."

6.6.15 Nondiscretionary loyalty programs have become a material part
of gaming entity marketing activities and gaming entities believe their cus-
tomers included in these loyalty programs alter their behaviors based upon the
nature, amount, and timing of benefits received under nondiscretionary loyalty
programs. Often gaming entities are able to monitor and accumulate customer
activity through the use of their loyalty programs, which provides a deeper un-
derstanding of customers and enhances their ability to further market to cus-
tomers in general. Even though each loyalty credit awarded to a customer may
represent only a small component of any individual transaction (common rates
are in the range of 1 percent of the amount wagered), the overall magnitude of
these programs is generally material to gaming entities. Based on the overall
size, the qualitative assessment of the marketing impact of such programs to
gaming entities and the related value placed on such programs by customers,
FinREC believes nondiscretionary incentives provide a material right to a cus-
tomer that the customer would not receive without entering into that contract,
and therefore is a performance obligation of the contract.14

Determine the Transaction Price
6.6.16 FinREC believes the total transaction price is equal to the amount

wagered by the customer, which would be $10,000 less the amounts returned
to (won by) the customer, or $9,300 in this example. This belief is based upon
an assessment of FASB ASC 606-10-32-25, which states that an entity shall
account for consideration payable to a customer as a reduction of the transac-
tion price and, therefore, of revenue unless the payment to the customer is in
exchange for a distinct good or service (as described in paragraphs 18–22 of
FASB ASC 606-10-25) that the customer transfers to the entity. Because the
amounts returned to the customer are not in exchange for distinct goods or ser-
vices, FinREC believes these are a reduction to the transaction price. Thus, the
transaction price in this example is $700.

6.6.17 Because of the nature of the transactions in the gaming industry, it
is possible for a gaming entity to have no or even negative revenue associated
with transactions. When loyalty credits are provided to a customer on such

14 This analysis is consistent with view B under question 2 in the FASB/IASB Joint Transition
Resource Group for Revenue Recognition Agenda Ref. No. 6, Customer Options for Additional Goods
and Services and Nonrefundable Upfront Fees.
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transactions, it is therefore possible that a negative transaction price could be a
result of loyalty programs. FASB ASC 606 does not address the presentation of
revenue in a contract resulting in a negative transaction price. FinREC believes
that given the gaming industry's specific facts and circumstances (including the
business model and the nature of the contracts entered into by gaming entities)
it is appropriate for gaming entities to present this negative transaction price
as a component of net revenue.

Allocate the Transaction Price to Performance Obligations
6.6.18 FASB ASC 606-10-32-29 requires an entity to allocate the trans-

action price to performance obligations on a relative standalone selling price
basis. As discussed in FASB ASC 606-10-55-44, if the standalone selling price
for a customer's option to acquire additional goods or services is not directly
observable, an entity would estimate it.

6.6.19 In this example, the gaming entity would allocate the $700 transac-
tion price between the gaming transaction and the incentives based upon their
respective standalone selling prices. In the gaming industry, there may be fur-
ther complicating factors regarding the determination of the standalone selling
prices for the gaming transaction and the loyalty credits.

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

6.6.20 Amounts allocated to the potential incentives would be recognized
as the performance obligations are satisfied. FinREC believes the performance
obligations in a typical gaming transaction where the customer is a member
of a loyalty program which offers nondiscretionary incentives are satisfied as
follows:

Performance
Obligation or Rebate

Satisfaction of the Performance
Obligation or Rebate

Gaming element Customer plays the game or spins and dealer or
house settles all wagers.

Free play Customer plays the free game or spin.

Complimentaries The customer consumes the service provided by
the casino as a complimentary (room night, free
buffet, or the like).

Loyalty credits Customer consumes those credits for a good or
service.

Cash or cash equivalents The later of payment (or promise of payment) or
revenue recognition in accordance with FASB
ASC 606-10-32-27 as a rebate.

6.6.21 The following journal entries exemplify the accounting described
previously (note that the recognition of the liability upon satisfaction of
the performance obligation would be in the same location as the revenue
source — entries are examples and do not encompass all incentive types)
based on an assumed allocation of $87.50 to the incentive. A complicating fac-
tor arises when a cash incentive could be selected by the customer because
any cash incentives would be accounted for under FASB ASC 606-10-32-25 as
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consideration payable to a customer and therefore would be a reduction of the
transaction price prior to any allocation to the performance obligations. See the
following examples of associated journal entries:

Customer plays slot and earns a noncash incentive

DR. CR.

Cash 700

Gaming revenue 612.50

Loyalty program — Performance obligation 87.50

Customer redeems loyalty points for buffet

DR. CR.

Loyalty program — Performance obligation 87.50

Revenue 87.50

Customer plays slots and earns a cash incentive

DR. CR.

Cash 700

Gaming revenue 600

Customer rebate liability 100

Casino provides cash to customer

DR. CR.

Customer rebate liability 100

Cash 100

For this example, we have assumed the relative standalone selling prices are
as follows:

� Gaming activities: 87.5%
� Loyalty points: 12.5%

We have also assumed that the cash incentive earned by a customer is $100
primarily to indicate that for cash incentives there is no relative standalone
selling price allocation.

Allocation of the Transaction Price of Gaming Transactions Included
Within a Nondiscretionary Loyalty Program to the Various
Performance Obligations

6.6.22 FASB ASC 606-10-32-29 requires that the transaction price (that is,
"net win") is to be allocated on a relative standalone selling price basis. In order
to perform this allocation, a gaming entity must first determine the standalone
selling prices. Building on the basic fact pattern from our first example, we will
change our assumptions as follows:

� Customer played $10,000 on a slot machine.
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� Customer received $9,300 in cash payouts.
� Customer earned 10,000 credits entitling the customer to future

incentives; however, there is no assumption as to the value or sell-
ing price of such loyalty credits in this example.

Estimation of the Standalone Selling Price of Loyalty Credits When
Not Sold on a Standalone Basis

6.6.23 If the nondiscretionary loyalty program provides credits and those
credits are not sold on a standalone basis, an entity must estimate the stan-
dalone selling price. FinREC believes that because of the limited availability of
separate sales of loyalty credits (credits sold without any form of a marketing
component), the standalone selling price can be determined based upon the ob-
servable inputs used to determine the redemption value of the award. In many
cases, the value of a loyalty credit is actually predetermined based upon a re-
demption conversion rate, such as $0.01, meaning a customer can redeem them
for goods and services at a set exchange ratio. In such a case, a gaming entity
would still need to assess the value and the expected redemptions but would
likely look to transactions in which customers have purchased the same item
or component being redeemed for loyalty credits. One method of doing this is to
aggregate the value of all redemptions of awards by redemption type for a spe-
cific period of time and divide this amount by the total loyalty credits actually
redeemed. See the following example of the determination of the transaction
price of loyalty credits included in a program in which the customer has the op-
tion of multiple types of noncash incentives upon redemption. Included within
this example is the assumption that 20 percent of all awarded loyalty credits
expire unused (that is, they are not expected to be redeemed):

Average
Selling
Price of

Incentive

Loyalty
Credits

Necessary
for Award

Redemption

Average
Value of
Loyalty

Credits to
Redeem

% of
Awards

Redeemed
for This

Incentive
Weighted
Average

Hotel Rooms $150 15,000 $0.010 50% $0.0050

Free Buffet $50 10,000 $0.005 40% $0.0020

Merchandise $100 13,333 $0.008 10% $0.0008

$0.0078

Percent of
Loyalty
Credits
Expected to
be Fulfilled

80%

Redemption
Value of Each
Loyalty
Credit
Expected to
be Redeemed

$0.0062

6.6.24 FinREC believes the output from this calculation as updated on
a routine basis or when conditions require a revision to the estimate, would
maximize observable inputs consistent with FASB ASC 606-10-32-33 because
both of the primary factors used in this calculation are directly observable
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(the average selling price of the redeemed goods and the number of loyalty
credits actually used in their redemptions), and therefore this estimate of the
standalone selling price is effectively an observable price of the points. FinREC
believes that the percentage of credits expected to be fulfilled would also be an
observable input if it is based on past observed history that the entity believes
to be indicative of future expectations.

6.6.25 Accordingly, in this example, the separately observed selling price
for the loyalty credits (which was assumed for simplicity to be $100 in para-
graph 6.6.10) would be $62 (10,000 credits × $0.0062 value per loyalty credit
as estimated in the chart in paragraph 6.6.23.

6.6.26 This would result in the following step 4 allocation (similar to exam-
ple 52 detailed in paragraphs 353–356 of FASB ASC 606-10-55), with emphasis
on the ultimate objective resulting in an allocation of the portion of the trans-
action price allocated to the gaming activity that is consistent with the relative
selling price principle underlying FASB ASC 606-10-32-31.

Amount Percent
Transaction

Price

Allocation of
Transaction

Price

Selling Price of Slot
Gaming Activity $700 91.9% $700 $643.04

Selling Price of Loyalty
Credits (Incentive) $62 8.1% $700 $56.96

$762 $700

6.6.27 In our simplified transaction, this allocation is easily accomplished
because the individual is engaged in slot activity, unlike table games, which
are more subjective (see table games explanation in paragraph 6.6.11). Gam-
ing entities are generally able to monitor and accumulate an individual's slot
transactions earning loyalty credits because a customer is required to insert a
loyalty card in the slot machine to be able to earn loyalty credits; accordingly,
the gaming entity will likely have sufficient information by which it can allocate
the transaction price for slot activity.

6.6.28 This example is intentionally skewed to show an approach with
hypothetical assumptions that result in approximately 92 percent of the total
relative selling price being applicable to gaming activity. In practice, however,
the proportion of gaming revenue as a percentage of the total relative selling
prices is overwhelmingly attributable to gaming (analyses have indicated this
can exceed 98 percent). Because the proportion of gaming revenue (total trans-
action price in such transactions) as compared to the total relative selling prices
is overwhelmingly attributable to gaming, there is virtually no difference be-
tween allocating transaction price under this hypothetical individual transac-
tion approach or a portfolio approach which would be applied in practice.

Estimation of the Standalone Selling Price of Gaming Activity
6.6.29 FASB ASC 606-10-32-34 notes that suitable methods for estimating

the standalone selling price of a good or service include the following:
a. Residual approach. An entity may estimate the standalone sell-

ing price by reference to the total transaction price less the sum

©2019, AICPA AAG-REV 6.6.29



298 Revenue Recognition

of the observable standalone selling prices of other goods or ser-
vices promised in the contract. However, an entity may use a resid-
ual approach to estimate, in accordance with paragraph FASB ASC
606-10-32-33, the standalone selling price of a good or service only
if one of the following criteria is met:

i. The entity sells the same good or service to different cus-
tomers (at or near the same time) for a broad range of
amounts (that is, the selling price is highly variable be-
cause a representative standalone selling price is not dis-
cernible from past transactions or other observable evi-
dence).

ii. The entity has not yet established a price for that good
or service and the good or service has not previously been
sold on a standalone basis (that is, the selling price is un-
certain).

6.6.30 FinREC believes that the criteria in FASB ASC 606-10-32-34ci will
be achieved in many gaming transactions and therefore the determination of
the standalone selling price for the gaming activity is appropriately determined
using the residual approach by subtracting the value of the loyalty credits based
upon their separately observed standalone selling price as exhibited previously
(the $0.0062 in our example) from the net gaming revenue amount resulting in
a residual amount determined to be the value ascribed to the gaming element
in order to determine the selling price of the gaming activity. FinREC believes
this approach meets the allocation objectives of FASB ASC 606-10-32-28 and
would only be appropriate in conjunction with gaming transactions when the
gaming entity has observable selling prices for goods or services underlying the
redemption of loyalty credits based on cash or cash equivalent (non-loyalty re-
demption) transactions for such goods and services with other customers, and
the gaming entity has objective historical experience to apply when determin-
ing the percentage of credits expected to be fulfilled.

6.6.31 In a scenario in which a gaming entity is unable to determine the
standalone selling price of the individual gaming activities, often a gaming en-
tity will be required to estimate the total transaction price (based on aggregated
transaction data) and determine the selling price of the gaming activity as de-
scribed previously. An example of this follows:

Amount
Selling
Price

Relative Selling
Prices

Total Transaction Price (Estimate) $700

Selling Price of Loyalty Credits
(Incentive) $62 $62 8.9%

Selling Price of Gaming Activity
(Residual Approach) $638 $638 91.1%

Gaming Industry Factors That Impact the Allocation of Total Transaction
Price (Time Period of Allocation Measurement Before the Assessment of
Overall Allocation Objectives)

6.6.32 As paragraph 6.6.11 describes, a gaming entity often will lack the
same level of information (net win, or transaction price) that it obtains for slot
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transactions for transactions on table games or other types of gaming activities
which also earn loyalty credits. This requires the gaming entity to estimate
the total transaction price (using aggregated transaction data) that must be
allocated to the performance obligations in other gaming transactions.

6.6.33 In addition, the amount of loyalty credits a customer earns is en-
tirely uncorrelated with the transaction price (in general, for slot activity, the
loyalty credits earned are a function of coin-in, or drop). This lack of correlation
is exhibited as follows, assuming that a customer earns one credit for each dol-
lar of coin-in. Such a situation has three potential outcomes (a) customer wins,
(b) house wins, or (c) break-even.

Scenario 1
Customer Wins

Scenario 2
House Wins

Scenario 3
Break Even

Coin-in $10,000 $10,000 $10,000

Coin at Cessation of Play $11,000 $9,300 $10,000

Gross Gaming Revenue $(1,000) $700 $0

Credits Earned 10,000 10,000 10,000

6.6.34 As exhibited in paragraph 6.6.33, in gaming transactions, individ-
ual customers can win, lose, or break-even — but in the aggregate, the gaming
entity holds an advantage in each game of chance, and will, over the long-term,
win more from customers than it loses to customers. As noted previously, a gam-
ing entity generally is able to monitor and accumulate player volume (drop) and
length of play. This enables a gaming entity to grant loyalty credits to customers
because the loyalty credits are generally a function of drop as opposed to gross
gaming revenue or net gaming revenue. The examples included assume that
each customer's transactions on a daily basis are aggregated as a portfolio of
similar transactions under FASB ASC 606-10-10-4.

6.6.35 This complete fact pattern results in the following application is-
sues in the gaming industry:

a. Period of measurement in which to apply allocation guidance for
nondiscretionary incentives issued in conjunction with gaming or
nongaming activities. As described in "Definitions: The Terms Win
and Gross Gaming Revenue" (paragraphs 6.6.01–6.6.08), in order to
facilitate the efficient and optimal gaming experience to the gaming
entity and its customers, individual betting transactions at many
games are not recorded and separately identified. Accordingly, the
components that determine net win or loss to the gaming entity for
the day at an individual game are accumulated within a secured
lock box at tables. Daily the lock box is removed and its contents
separated and counted and a determination of the net win or loss at
the table is made and recorded for the day. FinREC believes that the
allocation of the transaction price associated with nondiscretionary
incentives to transactions that include such nondiscretionary in-
centives is most appropriately performed over the same period in
which gross gaming revenue is determined.

b. A customer may win from the gaming entity; that is, no net consid-
eration is received by the gaming entity for a transaction. Because
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a customer can win from the gaming entity on an individual trans-
action, there can be scenarios in which there would be no trans-
action price to allocate (that is, the gaming entity would receive
no net consideration). As described in "Definitions: The Terms Win
and Gross Gaming Revenue" (paragraphs 6.6.01–6.6.08), FinREC
believes that the transaction price allocated to the gaming activity
(which in some cases can be negative), would not be reclassified to
expense; rather such amounts would be included as a component of
net gaming revenue.

c. Highly uncorrelated nature between gross gaming revenue and the
value of loyalty credits. Due to the highly variable nature of gaming
results (see the three prior scenarios), there is limited to no corre-
lation between transaction price and the value of loyalty credits
awarded.

6.6.36 Though a gaming entity may be able to estimate the standalone
selling price of loyalty credits granted through the use of the redemption con-
version rate or through a redemption analysis, because of the inherent nature of
gaming transactions (the same exact transaction can have three entirely differ-
ent outcomes as previously depicted) and because gaming entities do not track
the outcome of each individual transaction, FinREC believes the objective of al-
locating transaction price to performance obligations is best achieved through
allocating transaction price on a more aggregated basis, which is generally each
day.

Assessment of Allocation Objectives and the Impact That Assessment
Has on the Allocation of Transaction Price

6.6.37 Leveraging the basic fact pattern and assumptions in paragraph
6.6.21 (including the usage of the residual approach in determining the selling
price of the gaming activity), the five steps of FASB ASC 606 would be assessed
as follows.

6.6.38 The analysis of identifying the customer and the performance obli-
gations in the contract are the same as in paragraphs 6.6.12–6.6.13, accordingly
this analysis begins with "Step 3: Determine the Transaction Price." Assume
the same facts as in paragraph 6.6.31, which results in the determination of
selling prices as per paragraph 6.6.31 summarized as follows:

Amount
Selling
Price

Relative Selling
Prices

Total Transaction Price (Estimate) $700

Selling Price of Loyalty Credits
(Incentive) $62 $62 8.9%

Selling Price of Gaming Activity
(Residual Approach) $638 $638 91.1%

6.6.39 Because a gaming entity will use a longer period of time in which
to allocate transaction price (see paragraph 6.6.35), the gaming entity will
likely have a cumulative positive outcome for those transactions earning loyalty
points (that is, the house wins). However as noted throughout, the transaction
price will likely require some level of estimation. In this case, we assume the
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total transaction price to allocate is $700. The following table exemplifies the
allocation (step 4) using the residual approach to determine the selling price
for the gaming activity:

Relative Selling
Prices

Transaction
Price

Allocated
Value

Selling Price of Loyalty
Credits (Incentive) 8.9% $700 $62

Selling Price of Gaming
Activity (Residual
Approach) 91.1% $700 $638

$700

6.6.40 As previously noted, a gaming entity will generally use a longer
period of time and an aggregation of transactions to determine (1) the relative
selling prices, (2) the amount to allocate to each performance obligation, and
(3) the total transaction price to be allocated.

6.6.41 Because there are two scenarios in which loyalty points will be
awarded to customers without there being a positive transaction price, Fin-
REC believes that if such a measurement period arose, the same value per
point/credit awarded as determined in paragraph 6.6.38 should be applied to
those measurement periods, resulting in a single allocated value per loyalty
point.

Accounting for Nondiscretionary Incentive Loyalty Programs in Which
Customers Have the Option of Choosing Multiple Types of Incentives

6.6.42 Some gaming entities have nondiscretionary incentive programs
that provide customers with a choice of free play, cash, complimentaries, or
other goods or services. Accordingly, the type of incentive the customer will
choose is not known at the time of the gaming transaction in which the customer
earned the incentive.

6.6.43 The analysis of identifying the customer, identifying the perfor-
mance obligations in the contract, and determining the transaction price are
the same as in paragraphs 6.6.12–6.6.13 and 6.6.16, accordingly this analy-
sis begins with "Step 4: Allocate the Transaction Price to Performance Obliga-
tions."

Allocate the Transaction Price to Performance Obligations
6.6.44 When cash cannot be selected as the incentive, FinREC believes

that the gaming entity will need to estimate the amounts and types of benefits
it expects to provide, most often based upon history. This information would
form the basis for the determination of the standalone selling price of those
performance obligations in a similar manner as described in paragraph 6.6.23.

6.6.45 In circumstances in which cash can be selected, FinREC believes
the gaming entity would generally leverage its historical transactions as a basis
to estimate the number of customers that will elect to receive cash. In such cir-
cumstances, the entire value of the future cash estimated to be received by the
customer would be a reduction to the transaction price prior to any allocation
to the performance obligations in the same manner as a rebate or discount.
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Recognize Revenue When (or as) the Entity Satisfies a
Performance Obligation

6.6.46 FinREC believes that any amounts allocated to performance obli-
gations would be recognized in the same manner as described in paragraphs
6.6.18–6.6.19, updated in accordance with paragraphs 355–356 of FASB ASC
606-10-55.

Accounting for Discretionary Incentives Issued in Conjunction
With Gaming and Nongaming Activity

6.6.47 A gaming entity will often offer incentives to customers outside
of its loyalty program in order to provide an incentive to induce future play.
Such incentives may be in the form of offers mailed to potential customers or
complimentary meals offered to customers after several hours of playing slot
machines. Regardless of the type of the offer, the objective for the gaming en-
tity is to induce future play or future levels of play. In either case, prior to the
incentive being offered to the customer, there is no obligation on the part of the
gaming entity to provide the incentive through a loyalty program or otherwise,
accordingly no liability would be recorded based upon the offer being made.

6.6.48 FinREC believes that discretionary incentives (as described
herein), even when offered based on a company's assessment of past play are,
nevertheless, given to induce current or future play, rather than as an obliga-
tion based on past play because, prior to offering the incentive the gaming entity
was under no obligation to do so. FinREC further believes that such offers are
not performance obligations prior to the customer's redemption or obligating
acceptance of the offer as described in FASB ASC 606, nor are they implied
performance obligations as described in FASB ASC 606-10-25-16 because the
gaming entity's customary business practices do not generally create a valid
expectation of the customer that the entity is required to make such offer or is
required transfer a good or service to the customer.

6.6.49 At the point of redemption of such marketing offers, a gaming entity
creates a performance obligation and thus any associated transaction price for
that measurement period should be allocated by the gaming entity across all
goods or services delivered to customers on a standalone selling price basis.

6.6.50 FinREC believes that in gaming, the cost of the discretionary in-
centive is recognized as an expense at the time the related revenue is recog-
nized because the offer is a normal marketing incentive and not a material
right that is the result of a past transaction (and thus the guidance described
in TRG Agenda Ref. No. 54 as described in paragraph 6.6.14 of this chapter
applies).

Accounting for Loyalty Points Redeemed With Third Parties
This Accounting Implementation Issue Is Relevant for Application of FASB ASC
606 to Loyalty Points Redeemed with Third Parties.

6.6.51 The section "Loyalty Credits and Other Discretionary Incentives
(Excluding Status Benefits)" in paragraphs 6.6.09–6.6.50 addresses the ini-
tial accounting for the earning of loyalty points. This section addresses a
narrow scope resultant issue and assumes that the gaming entity has a
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pre-existing performance obligation liability for outstanding loyalty points pre-
viously awarded.15

Background
6.6.52 A casino customer is a member of that casino operator's customer

loyalty program. The casino operator's customer loyalty program grants points
to the customer based upon play that has been completed (usually contempo-
raneous with such play). Once earned, such points can be redeemed by the cus-
tomer for a number of different types of incentives with both the gaming entity
and third parties that participate in the gaming entity's "loyalty network."

6.6.53 Frequently, gaming entities own shopping malls or food and bever-
age outlets attached to its casino and lease this space to retail operators who
pay the gaming entity rent. To make the loyalty program more attractive to its
customers and potentially draw more loyal members, gaming entities may en-
roll these retail operators in its loyalty network. Generally, under the terms of
the loyalty program, loyalty program customers may redeem loyalty points with
participating third parties in lieu of such customer paying those parties cash.
In turn, the gaming entity then is required to make payments to the participat-
ing third party based on a formula in the arrangement in order to reimburse
such participant for fulfilling the loyalty obligation on the casino's behalf.

Principal Versus Agent
6.6.54 FASB ASC 606-10-55-36 states the following:

When another party is involved in providing goods or services to a cus-
tomer, the entity should determine whether the nature of its promise
is a performance obligation to provide the specified goods or services
itself (that is, the entity is a principal) or to arrange for those goods
or services to be provided by the other party (that is, the entity is an
agent). An entity determines whether it is a principal or an agent for
each specified good or service promised to the customer. A specified
good or service is a distinct good or service (or a distinct bundle of
goods or services) to be provided to the customer (see paragraphs 19–
22 of FASB ASC 606-10-25). If a contract with a customer includes
more than one specified good or service, an entity could be a principal
for some specified goods or services and an agent for others.

6.6.55 As stated in FASB ASC 606-10-55-37, "an entity is a principal if it
controls the specified good or service before that good or service is transferred
to the customer."

6.6.56 Also, FASB ASC 606-10-55-37B states, "[w]hen (or as) an entity
that is a principal satisfies a performance obligation, the entity recognizes rev-
enue in the gross amount of consideration to which it expects to be entitled in
exchange for the specified good or service transferred."

6.6.57 FASB ASC 606-10-55-38 states the following:

An entity is an agent if the entity's performance obligation is to ar-
range for the provision of the specified good or service by another party.

15 Paragraph 6.6.23 indicates that the initial valuation of loyalty credits includes the gaming
entity's assessment of unexercised rights (breakage). Paragraph 6.6.14 indicates that loyalty credits
are a performance obligation subject to FASB ASC 606, as such loyalty credits represent a material
right that would not exist independent of an existing contract with a customer.
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An entity that is an agent does not control the specified good or service
provided by another party before that good or service is transferred to
the customer. When (or as) an entity that is an agent satisfies a per-
formance obligation, the entity recognizes revenue in the amount of
any fee or commission to which it expects to be entitled in exchange
for arranging for the specified goods or services to be provided by the
other party. An entity's fee or commission might be the net amount
of consideration that the entity retains after paying the other party
the consideration received in exchange for the goods or services to be
provided by that party.

6.6.58 A sponsoring gaming entity ("Sponsor") must assess whether it ob-
tains control of the good or service being redeemed by its loyalty program mem-
ber ("Member") with a third party ("Network Partner") before that good or ser-
vice is transferred to the Member. If a Sponsor obtains control of the good or
service in advance, it would record revenue and expense on a gross basis. The
Sponsor would need to evaluate its third-party contracts under the principal
versus agent considerations in paragraphs 36–40 in FASB ASC 606-10-55 in
order to make a gross versus net determination.

6.6.59 FinREC believes that a Member's redemption of loyalty points with
a Network Partner under a typical loyalty program transaction described in
paragraph 6.6.53 should generally be presented as a net activity in the Spon-
sor's income statement, because the Sponsor generally does not control the spec-
ified good or service before that good or service is transferred to the Member in
accordance with FASB ASC 606-10-55-38, as evidenced by the Network Partner
having primary responsibility for fulfilling the good or service, including mak-
ing any reparations if the good or service is found to be unacceptable. However,
a Sponsor should assess its specific facts and circumstances in reaching its con-
clusion.

6.6.60 FASB ASC 606-10-55-36A provides that the assessment of prin-
cipal versus agent criteria is based on an assessment of who controls "each
specified good or service before that good or service is transferred to the cus-
tomer." This assessment cannot be made at the time the loyalty credit is issued
because the customer has not determined the "specified goods or services" to be
delivered. The gaming entity evaluates whether it acts as an agent or principal
in regard to the selected service or product when the selected service or product
is known, which is at the time of redemption by the customer. This is further
supported by the following views expressed in paragraph BC385 of ASU No.
2014-09:

In other cases, the points may entitle customers to choose between fu-
ture goods or services provided by either the entity or another party.
The Boards observed that, in those cases, to determine when the per-
formance obligation is satisfied, the entity would need to consider
the nature of its performance obligation. This is because until the
customer has chosen the goods or services to be provided (and thus
whether the entity or the third party will provide those goods or ser-
vices), the entity is obliged to stand ready to deliver goods or services.
Thus, the entity may not satisfy its performance obligation until such
time as it either delivers the goods or services or is no longer obliged
to stand ready. The Boards also observed that if the customer subse-
quently chooses the goods or services from another party, the entity
would need to consider whether it was acting as an agent and thus
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should recognize revenue for only a fee or commission that the en-
tity received from providing the services to the customer and the third
party.

6.6.61 When a Sponsor acts as an agent in regard to its Member's loy-
alty redemptions with Network Partners, FinREC believes the Sponsor should
recognize the net difference between the relieved liability associated with the
loyalty points and the amount remitted to the Network Partner as other rev-
enue from contracts with customers. The net amount would be recognized as
other revenue from contracts with customers at the date when the performance
obligation is transferred to the Network Partner and the Sponsor is no longer
obliged to stand ready to deliver goods or services (which would generally be
the redemption date), consistent with the guidance in FASB ASC 606-10-55-
40. See illustration of this in example 6-6-4 — Entries to Record Redemption
of Loyalty Points.

6.6.62 The following example is meant to be illustrative, and the actual
determination of the appropriate accounting for the loyalty points under FASB
ASC 606 should be based on the facts and circumstances of an entity's specific
situation.

Example 6-6-4 — Entries to Record Redemption of Loyalty Points16

Assume that a customer has 40,000 loyalty points as a result of past qualifying
activity. Also, assume that the gaming entity sponsoring the loyalty program
has previously determined that the value of each loyalty point is $.01/point,
which has resulted in a liability being recorded for the preceding customer to-
taling $400, as a result of a total of $4,000 in combined gaming, hotel, and
food and beverage activity. For purposes of this example only, assume that the
$4,000 total transaction price yielded an allocation of $400 to the loyalty points
and $3,600 to the associated revenue-generating activity, based on the relative
selling prices of those performance obligations.

Paragraph 6.6.17 states:

Because of the nature of the transactions in the gaming industry, it is
possible for a gaming entity to have no or even have negative revenue
associated with transactions [with customers]. When loyalty credits
are provided to a customer on such transactions, it is therefore pos-
sible that a negative transaction price could result from the loyalty
programs. FASB ASC 606 does not address the presentation of rev-
enue in a contract resulting in a negative transaction price. FinREC
believes that given the gaming industry's specific facts and circum-
stances (including the business model and the nature of the contracts
entered into by gaming entities), it is appropriate for gaming entities
to present this negative transaction price as a component of net rev-
enue.

Also assume the following:

a. Customer redeems all 40,000 loyalty points at a retail outlet en-
rolled in the Gaming Entity's loyalty network ("Retailer") for a
leather day planner.

16 For illustrative purposes, this example assumes a redemption transaction with a single re-
tailer at the terms specified. The gaming entity may have agreed with other retailers in the mall on
different terms and conditions, which would have to be considered for redemptions with such other
retailers.
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b. Retailer determines the price of the day planner.
c. Gaming Entity does not have any input into the operations of Re-

tailer, except to the extent allowed or provided for in the customary
lessor/lessee rental agreement, and has no responsibilities to the
customer for product liability or customer satisfaction.

d. Gaming Entity does not specifically track each individual point
(that is, it does not know which specific point has been redeemed;
rather, it pools points).

e. Gaming Entity does not commit to a certain level of loyalty point
redemptions at Retailer nor does it acquire any goods or services
from Retailer.

f. Gaming Entity then remits $300 to Retailer for fulfillment of points
redeemed at Retailer. (Gaming Entity pays Retailer for fulfillment
at $0.0075 per point.)

Based on the preceding facts and consistent with paragraph 6.6.59, the gaming
entity concludes it is an agent, as the gaming entity does not control the good
or service from the third-party retailer before it is transferred to the customer
upon redemption of the loyalty points. Therefore, in accordance with FASB ASC
606-10-55-38, the transaction with the third-party retailer should be presented
on a net basis.

See the following journal entries:

Initial entries to record the point liability Dr. Cr.

Cash $4,000

Gaming, hotel, food revenue $3,600

Loyalty program-performance liability $400

Gaming entity records revenue for loyalty credit-earning activity based
on fair value of each performance obligation

Dr. Cr.

Entries to record redemption of loyalty points $400

Loyalty program-performance liability $400

Other revenue from contracts with customers

Gaming entity pays retailer to fulfill point loyalty obligation

Other revenue from contracts with customers $300

Cash $300

Gaming entity reacquires redeemed points from retailer

Because Gaming Entity originally allocated $400 of cash transactions to the
loyalty point performance obligation, the total other revenue from contracts
with customers ultimately recognized when a customer redeems at a third
party is equal to the difference between the amount allocated to the perfor-
mance obligation and the amount paid to the third party to fulfill it, which in
this case is $100.
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Accounting for Loyalty Co-branding Arrangements
This Accounting Implementation Issue Is Relevant for Application of FASB ASC
606 to Loyalty Co-branding Arrangements.

6.6.63 Gaming entities with large loyalty programs may enter into agree-
ments with a co-branded credit card partner in which loyalty credits and
other consideration (for example, discounted gaming, room upgrades, resort fee
waivers, loyalty lounge access, branding and marketing services) are sold to a
financial institution. The credits are then issued to the financial institution's
credit card customers, who are also gaming loyalty members, as they make pur-
chases on their co-branded credit cards. In these co-branded contracts, certain
services, principally advertising and branding, including access to the gaming
entity's customer list, are used directly by the financial institution. The ser-
vices sold to the financial institution help its credit card business obtain new
and more profitable customers and promote increased spending on credit cards.
Co-branded credit cards are often more profitable to financial institutions than
a typical credit card portfolio and, as such, they are willing to pay the gaming
entity for the access to its customers and the brand of the gaming entity. Dur-
ing the multi-year term of these contracts, the financial institution is granted
continual access to the customer list.

6.6.64 Co-brand agreements involve three parties and two customers from
the gaming entity's perspective. The parties to the agreement include a gam-
ing entity sponsoring the credit card (sponsor), a financial institution, and the
credit card holder (holder). The financial institution is the customer of the gam-
ing entity for the sale of marketing-related deliverables, including brand, cus-
tomer list, and advertising elements that increase the value of the financial
institution's credit card portfolio. The credit card holder is the customer of the
gaming entity for the earning of points under its loyalty agreement (provided
and paid for by the financial institution), which accrue to the loyalty member's
account each time he or she uses the credit card, based on a specified exchange
rate. There are three contracts within co-brand agreements: (1) the sponsor
and the holder have a loyalty contract (that is, the holder must also be a loyalty
member in order to obtain the benefits of a co-branded credit card because the
holder must have an account in which to deposit loyalty credits earned as a
result of using the co-branded credit card), (2) the financial institution and the
sponsor are parties to the co-branded credit card contract, and (3) the financial
institution and the holder are parties to a credit contract. FASB ASC 606 and
the FASB ASC master glossary define a contract as "[a]n agreement between
two or more parties that creates enforceable rights and obligations." All of these
agreements meet the definition of a contract and the criteria in FASB ASC 606-
10-25-1 because they create enforceable obligations on the various parties.

6.6.65 In the case of loyalty credits sold by the sponsor to the financial
institution, the loyalty credits are ultimately awarded to the credit card hold-
ers, who are also gaming loyalty members, based on their credit card purchases
or other activities. Loyalty credit awards are supplied by the sponsors, which
also determine the range of goods and services for which the loyalty credits can
be redeemed and the number of loyalty credit awards required to be redeemed
for various awards in their programs. The holder has no recourse to the finan-
cial institution but must look exclusively to the sponsor for the satisfaction of
the loyalty credits obligation. Therefore, the nature of the promise by the spon-
sor with respect to loyalty credits to be provided in a co-branded credit card
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agreement is the right to acquire future underlying goods or services for which
the loyalty credits may be used rather than the loyalty credit itself.

6.6.66 Under co-branded credit card agreements, the payments for various
services (brand and advertising provided to the bank and loyalty credits pro-
vided to the credit card holder) are generally made at the time the credits are
awarded to the customer accounts. Payment is made to the sponsor exclusively
by the financial institution. These payments generally include full consider-
ation for selling all the services provided to the financial institution and the
loyalty member. At the time of the sale, the sponsor will allocate the revenue
under the agreements to the bank and loyalty members/credit card holders and
recognize revenue under the applicable recognition criteria.

6.6.67 The two most significant performance obligations in co-branded
credit card arrangements are the sale of the credits to the financial institution
and the right granted by the sponsor to the financial institution to use its brand
and customer list. (Paragraphs 6.6.14–6.6.15 of the section "Loyalty Credits
and Other Discretionary Incentives (Excluding Status Benefits)" discuss why
a loyalty credit represents a separate performance obligation, and the section
"Consideration of Whether the Brand and Customer List Are Distinct Services"
addresses why the brand and customer list represent a separate performance
obligation [referred to as the brand performance obligation].) Compensation for
the two main performance obligations under co-branded credit card agreements
is paid at the time when a co-branded credit card is used by the holder and
coincides with when the financial institution collects its merchant fee on the
transaction. As a result, the sponsor receives the vast majority of the consider-
ation for the two main performance obligations as the co-branded credit card is
used. The performance obligation related to loyalty credits is satisfied when or
as the underlying goods or services have been provided and the loyalty credit
has been retired (generally when the related redemption occurs and the free
or discounted goods or services are provided to the loyalty customer), whereas
the performance obligation or obligations related to the brand elements, other
marketing services, and ancillary services are satisfied over time. Therefore,
the portion of the consideration attributable to the brand performance obliga-
tion is recognized over time (as the co-branded credit card is used), whereas the
portion of the consideration attributable to the loyalty credit is deferred until
the point in time when it is redeemed for goods or services.

Maintenance of Customer List Database
6.6.68 Under most co-branded credit card agreements, a sponsor is re-

quired to provide the financial institution with regular access to its loyalty pro-
gram customer list and allow the use of its brand (the gaming entity's name,
logo, and so on) throughout the term of the agreement. The first step in iden-
tifying performance obligations is to identify the goods or services promised in
the contract. FASB ASC 606-10-25-16 states that

the promised goods or services identified in a contract with a customer
may not be limited to the goods or services that are explicitly stated
in that contract. This is because a contract with a customer also may
include promises that are implied by an entity's customary business
practices, published policies, or specific statements if, at the time of
entering into the contract, those promises create a reasonable expec-
tation of the customer that the entity will transfer a good or service to
the customer.
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6.6.69 In determining the appropriate accounting for the function of main-

taining a customer list database, gaming entities should consider the guidance
in FASB ASC 606-10-25-17, which states

[p]romised goods or services do not include activities that an entity
must undertake to fulfill a contract unless those activities transfer a
good or service to a customer. For example, a services provider may
need to perform various administrative tasks to set up a contract. The
performance of those tasks does not transfer a service to the customer
as the tasks are performed. Therefore, those setup activities are not
promised goods or services in the contract with the customer.

6.6.70 Consistent with the guidance in FASB ASC 606-10-25-17, admin-
istrative tasks that a sponsor must undertake to fulfill a contract that do not
transfer goods or services to the customer are not considered promised goods
or services in the contract with the customer but rather fulfillment activities.
This is due to the fact that the financial institution issuing the co-branded credit
card could not benefit from the sponsor performing maintenance and adminis-
trative tasks associated with the customer list. The task of maintaining and
updating the sponsor's loyalty database or member list is performed routinely
by the sponsor regardless of whether the sponsor is a party to a co-branded
agreement. FinREC believes that the promised service the sponsor provides is
the access to the customer list and the use of the sponsor's brand name over
the contract period, which meets the requirements in FASB 606-10-25-19 (be-
cause the financial institution can benefit from the access to the customer list
and the use of the brand name and it is a distinct promise in the contract) and,
therefore, represents a separate performance obligation. As discussed in para-
graph 6.6.79, FinREC also believes that the combination of the brand name and
customer list represents symbolic intellectual property (IP) because it does not
have significant stand-alone functionality, and substantially all the benefits to
the financial institution are derived from its access to the customer list and
brand name, which are supported by the sponsor's ongoing activities, including
its ordinary business activities.

Consideration of Whether the Brand and Customer List Are
Distinct Services

6.6.71 FASB ASC 606-10-25-14 states the following:

At contract inception, an entity shall assess the goods or services
promised in a contract with a customer and shall identify as a per-
formance obligation each promise to transfer to the customer either:

a. A good or service (or a bundle of goods or services) that is
distinct

b. A series of distinct goods or services that are substantially
the same and that have the same pattern of transfer to the
customer (see paragraph 606-10-25-15).

6.6.72 As discussed in the following paragraphs, in the gaming co-branded
credit card example, the use of the brand is not separable from the access to the
sponsor's loyalty program customer list, which is used by the financial institu-
tion to target the sponsor's customers in order to solicit credit card business.

6.6.73 Generally, a significant portion of the value to the financial in-
stitution in these arrangements comes from its right to market to the spon-
sor's loyalty members, which is provided through access to the sponsor's
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customer list. Frequently, the majority of a sponsor's most profitable customers
are also members of the sponsor's loyalty program and often are high-wealth
individuals. This is often one of the more important factors that lead to signifi-
cant value being ascribed to these co-branded agreements. Additionally, strong
brand recognition helps drive both new and repeat customer visitation to the
gaming entity's properties, resulting in significant value associated with access
to the sponsor's customer list.

6.6.74 FinREC believes that the integration of the sponsor's brand and
access to its customer list into the co-branded credit card agreement gener-
ally meets the "highly interdependent or highly interrelated" criteria in FASB
ASC 606-10-25-21c. This is because the utility of the access to the customer list
and use of the brand (and, therefore, the ability for each to provide value) are
dependent on each other. That is, the value of the two combined together signif-
icantly exceeds the sum of the value that could be ascribed to each individually.
Therefore, FinREC believes that the use of the sponsor's brand and access to
its customer list are not distinct and, as such, should be combined into a single
performance obligation, subsequently referred to in this guide as the "brand
performance obligation." Access to the customer list and use of the brand are
referred to as the "brand elements."

Revenue Recognition for Brand Performance Obligation
6.6.75 FASB ASC 606-10-55-54 states

[l]icenses of intellectual property may include, but are not limited to,
licenses of any of the following:

....

d. Patents, trademarks, and copyrights.

6.6.76 Consistent with the guidance in FASB ASC 606-10-55-54, FinREC
believes that the right granted by the sponsor to the financial institution to use
its brand elements as part of the co-branded credit card agreement qualifies as
licensing of the sponsor's IP. The co-branded credit card partner uses the brand
elements (including the sponsor's logo, on individual credit cards as well as
in various marketing-related materials) to help market the co-branded credit
card. The use of the brand elements is beneficial to the financial institution due
to association with the sponsor and its loyalty program members.

6.6.77 As explained in FASB ASC 606-10-55-58, licenses of IP represent
either a promise to provide a right to use an entity's IP, which is satisfied at a
point in time, or a promise to provide a right to access the entity's IP, which is
satisfied over time. Consistent with FASB ASC 606-10-55-58, the key consid-
eration in determining the revenue recognition pattern is whether the nature
of the entity's promise in granting the license is to provide a customer with a
right to access an entity's IP throughout the license term or a right to use an
entity's IP as it exists at the point in time at which the license is granted.

6.6.78 When determining the nature of the sponsor's promise in grant-
ing the license to the financial institution customer, sponsors should follow the
guidance in paragraphs 59–63A of FASB ASC 606-10-55. FinREC believes that
the combination of the brand name and customer list represents symbolic IP
(which is described in FASB ASC 606-10-55-59b) because it does not have sig-
nificant stand-alone functionality, and substantially all the benefits to the fi-
nancial institution are derived from its access to the brand name and customer
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list, which are supported by the sponsor's ongoing activities, including its or-
dinary business activities. FASB ASC 606-10-55-60 provides that "a license to
symbolic intellectual property grants the customer a right to access the entity's
intellectual property, which is satisfied over time." Therefore, based on the guid-
ance in paragraphs 58–58A of FASB ASC 606-10-55, consideration for symbolic
IP should be recognized as revenue over the license period using a measure of
progress that reflects the licensor's pattern of performance.

6.6.79 In addition to the brand performance obligation, co-branded agree-
ments include a separate performance obligation related to the sale of the loy-
alty credits to the financial institution (which are issued to the sponsor's loy-
alty customers who then redeem them for gaming, lodging, dining, and other
goods and services). The co-branded agreement may also include separate per-
formance obligations related to other marketing-related services or the provi-
sion of ancillary services to the credit card holders (such as waived resort fees,
priority entry into night clubs, lounge access, and so on). The performance obli-
gation related to loyalty credits is satisfied when or as the underlying goods
or services have been provided and the loyalty credit has been retired (gener-
ally when the related redemption occurs and the free or discounted services
are provided to the loyalty customer), whereas the performance obligation or
obligations related to the brand elements, other marketing services, and ancil-
lary services are satisfied over time. FASB ASC 606-10-32-29 provides that "an
entity shall allocate the transaction price to each performance obligation identi-
fied in the contract on a relative standalone selling price basis." As a result, the
sponsor would allocate the transaction price based on the relative stand-alone
selling prices of the brand performance obligation, marketing-related services,
ancillary services, and the goods or services expected to be provided upon the
redemption of the loyalty credits by the loyalty customers.

6.6.80 Substantially all of the consideration in co-branded credit card
agreements is variable and a vast majority of the payments are based on a
successful use of the card by the card holder. Paragraphs 5–9 of FASB ASC
606-10-32 provide guidance on estimating variable consideration, and para-
graphs 11–13 of FASB ASC 606-10-32 provide guidance on constraining es-
timates of variable consideration. FASB ASC 606-10-32-13 states that, "[a]n
entity shall apply paragraph 606-10-55-65 to account for consideration in the
form of a sales-based or usage-based royalty that is promised in exchange for a
license of intellectual property."

6.6.81 As indicated in paragraph 6.6.77, the right granted by the sponsor
to the financial institution to use its brand elements (that is, access to the cus-
tomer list and use of the brand) as part of the co-branded credit card agreement
qualifies as licensing of the sponsor's IP. FASB ASC 606-10-55-65A states the
following in reference to determining whether the revenue recognition guid-
ance in FASB ASC 606-10-55-65 is applicable to the IP in the arrangement:

The guidance for a sales-based or usage-based royalty in paragraph
606-10-55-65 applies when the royalty relates only to a license of in-
tellectual property or when a license of intellectual property is the pre-
dominant item to which the royalty relates (for example, the license of
intellectual property may be the predominant item to which the roy-
alty relates when the entity has a reasonable expectation that the cus-
tomer would ascribe significantly more value to the license than to the
other goods or services to which the royalty relates).
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6.6.82 As a result, the sponsor would apply the guidance in FASB ASC
606-10-55-65 with respect to IP if it concludes that the aspect of the agreement
attributable to the licensing of the IP is the predominant item to which the
royalty relates. This consideration would be based on the value of the IP ele-
ment (that is, the combination of brand and customer list) to all other elements
in the arrangement (which typically include other marketing-related services,
ancillary services, and loyalty credits). Significant judgment may be required
to determine whether a license of IP is the predominant item in an arrange-
ment. Value ascribed by the co-brand partner to the license of IP (that is, the
combination of brand and customer list) relative to the other services to which
the consideration relates (other marketing-related services and ancillary ser-
vices) may vary depending on provisions embedded in co-brand arrangements
between a gaming entity and a financial institution. Based on facts and cir-
cumstances of individual co-brand arrangements, FinREC believes the gaming
entity may determine that the licensing of IP is the predominant item if it rep-
resents the major part or substantially all of the value of the arrangement to
which the consideration relates. If that conclusion is reached, then a sales-based
or usage-based royalty revenue method would be applied for revenue recogni-
tion, as discussed in the following section.

IP Is Considered the Predominant Item in the Co-branded
Card Arrangement

6.6.83 Once the transaction price is allocated between the performance
obligations identified in the contract, then the gaming entity should follow the
guidance in FASB ASC 606-10-55-65, which provides that

an entity should recognize revenue for a sales-based or usage-based
royalty promised in exchange for a license of intellectual property only
when (or as) the later of the following events occurs:

a. The subsequent sale or usage occurs.
b. The performance obligation to which some or all of the

sales-based or usage-based royalty has been allocated has
been satisfied (or partially satisfied).

6.6.84 In the co-branded arrangement, the promised services associated
with the brand performance obligation are effectively provided to the financial
institution continuously over the term of the arrangement, and royalties are
generated each time the loyalty customer uses the co-branded credit card and
the financial institution becomes responsible to pay the gaming entity. This
corresponds with the timing of when the gaming entity issues or is obligated
to issue the loyalty credits to the loyalty customer in connection with the co-
branded agreement. As a result, the sponsor would consider usage of the co-
branded credit card to determine the recognition of the sales-based and usage-
based royalties. Therefore, consideration received in exchange for the brand
performance obligation would be recognized as revenue as and when the loy-
alty program members use their co-branded credit cards to make purchases. As
noted in paragraph 6.6.79, the allocated amount recorded for the loyalty cred-
its is recognized as revenue when or as the underlying goods or services have
been provided and the loyalty credit has been retired at a point in time (gen-
erally when the related redemption occurs and the free or discounted services
are provided to the loyalty customer).

6.6.85 Royalty Rates. Co-branded credit card agreements generally call
for a fixed royalty rate over the term of the agreement (that is, a fixed amount
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of consideration per loyalty credit issued to loyalty members as a result of their
usage of a co-branded credit card). In this case, actual volume declines in the
number of loyalty credits sold would be recognized as incurred because they
would be reflective of the actual decline in the use of the IP. However, if the spec-
ified royalty rate declines over time, a sponsor would need to evaluate whether
the decline reflects the value transferred to the financial institution (customer).
If the value transferred to the customer as it relates to the brand performance
obligation is deemed to be constant but the royalty rate declines, then the de-
clining royalty rate does not reflect the value transferred to the customer and a
sponsor may have to defer revenue related to the brand performance obligation
to properly allocate the revenue to the contract performance period.

IP Is Not Considered the Predominant Item in the Co-branded
Card Arrangement

6.6.86 If the sponsor concludes that the IP element (that is, the combina-
tion of brand and customer list) is not the predominant item in the co-branded
arrangement, then at contract inception, the gaming entity should consider the
guidance in paragraphs 5–9 of FASB ASC 606-10-32 on estimating variable
consideration and the guidance in paragraphs 11–13 of FASB ASC 606-10-32
on constraining estimates of variable consideration. After considering variable
consideration guidance, the gaming entity should recognize revenue using one
of the methods described in paragraphs 16–21 of FASB ASC 606-10-55.

Customer "Bounties"
6.6.87 Often co-brand agreements will include provisions under which the

financial institution will make a payment (bounty) to the sponsor for each co-
branded credit card customer enrolling in a credit card agreement (previously
defined as "holders"). Such contractually agreed-upon amounts may be paid in
full at sign-up, or in multiple payments after a prescribed number or amount
of transactions have been made on the card subsequent to its issuance.

6.6.88 These bounty structures may have the following general character-
istics:

a. A set rate to be paid by the financial institution to the sponsor for
each enrollee (the bounty)

b. A contractual number of loyalty credits to be deposited into a
holder's account upon the holder's successful enrollment (sign-on
credits)

c. Limitations on the amount of loyalty credits that a sponsor can offer
as an incentive to sign up for a co-branded credit card

d. A structure in which the financial institution may pay for each in-
cremental point above the sign-on credits subject to certain limita-
tions

e. A structure in which a financial institution will pay one amount
for loyalty credits issued based on holder spending (spend rate),
and a different amount will be paid for loyalty credits issued for
promotions or holder sign-ups

6.6.89 If an agreement as described in paragraph 6.6.88 exists, a sponsor
should assess whether the discounted rate paid to it as the bounty by a financial
institution for the sign-on credits is equivalent to the stand-alone selling price
of a loyalty credit.
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6.6.90 FASB ASC 606-10-32-6 provides a list of common types of variable
consideration that may occur in a contract with a customer. Specifically, FASB
ASC 606-10-32-6 states

[t]he promised consideration also can vary if an entity's entitlement
to the consideration is contingent on the occurrence or nonoccurrence
of a future event. For example, an amount of consideration would be
variable if either a product was sold with a right of return or a fixed
amount is promised as a performance bonus on achievement of a spec-
ified milestone.

6.6.91 BC190 expands on this and broadly states "[t]he Boards noted that
variable consideration can arise in any circumstance in which the consideration
to which the entity will be entitled under the contract may vary."

6.6.92 FinREC believes that bounty payments represent variable consid-
eration based on the determination that no amounts are due to the sponsor
until a holder successfully obtains a co-branded credit card; accordingly, all con-
sideration is variable until the occurrence of a future event (enrollment by the
holder).

6.6.93 Paragraphs 39–40 of FASB ASC 606-10-32 provide for a scenario
in which variable consideration is allocated entirely to one performance obliga-
tion. FASB ASC 606-10-32-39 states the following:

Variable consideration that is promised in a contract may be at-
tributable to the entire contract or to a specific part of the contract,
such as either of the following:

a. One or more, but not all, performance obligations in the
contract (for example, a bonus may be contingent on an en-
tity transferring a promised good or service within a spec-
ified period of time)...

6.6.94 FASB ASC 606-10-32-40 further provides that

[a]n entity shall allocate a variable amount (and subsequent changes
to that amount) entirely to a performance obligation or to a distinct
good or service that forms part of a single performance obligation in
accordance with paragraph 606-10-25-14(b) if both of the following cri-
teria are met:

a. The terms of a variable payment relate specifically to the
entity's efforts to satisfy the performance obligation or
transfer the distinct good or service (or to a specific out-
come from satisfying the performance obligation or trans-
ferring the distinct good or service).

b. Allocating the variable amount of consideration entirely to
the performance obligation or the distinct good or service is
consistent with the allocation objective in paragraph 606-
10-32-28 when considering all of the performance obliga-
tions and payment terms in the contract.

6.6.95 If the sponsor, as a result of the assessment made in paragraph
6.6.89, concludes that the amount it receives from the financial institution as
a bounty results in a bounty rate per sign-on credit that is equivalent to the
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stand-alone selling price of a loyalty credit17 and that the discount from the
spend rate is entirely due to the absence of the brand performance obligation
being included in such activities, then FinREC believes allocating the vari-
able consideration from bounty payments entirely to the sign-on credits perfor-
mance obligation may best achieve the objective of allocating the transaction
price set forth in FASB ASC 606-10-32-28 because the payment by the financial
institution is not in exchange for access to the brand performance obligation
(that is, the financial institution has access to market and exploit the brand
performance obligation irrespective of whether there are any holders) and the
terms of the variable payment relate to the sign-on credits.

6.6.96 If, however, the sponsor does not reach the conclusion set forth in
the preceding paragraph, then FinREC believes allocating the variable consid-
eration from bounty payments should be made on a relative stand-alone selling
price basis between the sign-on credits and the brand performance obligation
by determining the stand-alone selling price of these distinct performance obli-
gations and allocating the transaction price in proportion to those stand-alone
selling prices in accordance with the guidance in paragraphs 28–41 of FASB
ASC 606-10-32.

6.6.97 The following is an illustrative example of the application of para-
graphs 6.6.87–6.6.96, assuming that the license is predominant in the arrange-
ment. The actual application of FASB ASC 606 should be based on the facts and
circumstances of an entity's specific situation.

Example 6-6-5

Assume the following:

a. Sponsor has a co-branded credit card agreement (agreement) with
Financial Institution under which Sponsor will grant 30,000 sign-
on loyalty credits for every customer signing up for the card.

b. Financial Institution will pay Sponsor a bounty of $30 for each en-
rollee.

c. Financial Institution will pay Sponsor $0.0025 per loyalty credit for
each loyalty credit deposited into a co-brand cardholder's account
earned based on spending.

d. Financial Institution will pay Sponsor $0.001 per loyalty credit for
each loyalty credit deposited into a co-brand cardholder's account
earned from promotional activity unrelated to spending.

e. Sponsor has previously determined that the difference between the
$0.0025 spend rate and the $0.001 promotional rate is due to the
marketing-related use of the brand and customer list that occurs
when spending activity takes place.

f. The agreement contains provisions limiting the number of promo-
tional credits and the number of promotions annually.

g. Sponsor has previously determined that the stand-alone selling
price of a loyalty credit is $0.001.

Sponsor assesses its bounty arrangement and determines its implicit bounty
rate is $0.001 per new cardholder ($30 bounty Ö 30,000 sign-on loyalty credits

17 The determination of the stand-alone selling price of a loyalty credit is addressed in para-
graphs 6.6.09–6.6.49 in the section "Loyalty Credits and Other Discretionary Incentives (Excluding
Status Benefits)."
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= $0.001). Sponsor compares this rate to the stand-alone selling price of $0.001
and notes they are equal. Because Sponsor (as noted in item (e) in the preceding
list) has previously determined that the difference between the $0.0025 spend
rate and the $0.001 promotional rate is due to the marketing-related use of
the brand and customer list that occurs when spending activity takes place
and that the derived bounty rate is substantially the same as the stand-alone
selling price, Sponsor allocates the entire bounty received to the loyalty credit
performance obligation.

Accounting for Management Contract Revenues, Including Costs
Reimbursed by Managed Properties
This Accounting Implementation Issue Is Relevant for Application of FASB ASC
606 to Management Contract Revenue.

Overview
6.6.98 A gaming entity may provide casino management services with-

out an intellectual property (IP) license (for example, to a third-party branded
casino — the managed property) and charge the managed property owner base
and incentive management fees for those services and, in addition, be reim-
bursed for certain costs incurred on behalf of the managed property (for exam-
ple, employee payroll). Alternatively, the gaming entity may also license IP in
a bundle with a casino management services agreement and charge the man-
aged property owner the fees previously described, as well as royalty fees, for
both the management services and license of the IP. Based on the specific facts
and circumstances, the fees charged by the gaming entity (for example, license
royalty, base, and incentive fees) may be calculated on different revenue bases
(for example, gross casino revenues, total revenues, or gross operating profit). In
some circumstances, payments made by the gaming entity pursuant to casino
management agreements are for expenses that would otherwise be incurred by
the managed property. For example, the gaming entity may agree to employ
staff for the benefit of the managed property or pay certain expenses for the
benefit of the managed property, such as rent, utilities, or IT functions. The
managed property typically reimburses the gaming entity for such expenses
separately from any management fee payments, and the gaming entity may or
may not receive additional compensation in the form of a service fee from the
managed property in consideration of making such payments.

Step 1: Identify the Contract

Contract Combinations
6.6.99 A casino management arrangement with the managed property

owner may include several agreements that are generally negotiated at the
same time with the same counter-party. FASB ASC 606-10-25-9 states the fol-
lowing:

An entity shall combine two or more contracts entered into at or near
the same time with the same customer (or related parties of the cus-
tomer) and account for the contract as a single contract if one of more
of the following criteria are met:

a. The contracts are negotiated as a package with a single
commercial objective.
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b. The amount of consideration to be paid in one contract de-

pends on the price or performance of the other contract.

c. The goods or services promised in the contracts (or some
goods or services promised in each of the contracts) are a
single performance obligation.

6.6.100 Although the specific facts and circumstances of a given trans-
action should be considered, FinREC believes that the ancillary agreements
executed with a casino management agreement (for example, pre-opening or
centralized services or license agreement) will generally meet the criteria in
FASB ASC 606-10-25-9 and should be combined with the casino management
agreement and accounted for as a single contract.

Scope Considerations
6.6.101 In customary casino management agreements, the gaming entity

promises to provide services to guests (for example, casino games, room ac-
cess, food and beverage services, housekeeping services, security, and so on)
and earns fees from the managed property owner for the services it provides.
Prior to evaluating the contract in the context of FASB ASC 606, the gaming en-
tity should evaluate the casino management agreement in order to determine
whether the agreement represents a lease and, therefore, would be accounted
for in accordance with FASB ASC 840 (or FASB ASC 842, once adopted) or the
casino management agreement with the managed property legal entity results
in the gaming entity being the primary beneficiary of a variable interest entity
(VIE) based on the guidance within FASB ASC 810. If the gaming entity de-
termines that the casino management agreement is not a lease and the casino
management agreement does not result in the gaming entity being the primary
beneficiary of a VIE, then the gaming entity should evaluate the accounting for
the agreement in accordance with FASB ASC 606.

Principal Versus Agent Analysis for the Operation of the Managed
Property’s Business

6.6.102 Under FASB ASC 606, the gaming entity should consider whether
it is acting as a principal or agent when providing goods or services to casino
guests to determine whether its customer is the managed property owner (gam-
ing entity is agent), or the casino guest (gaming entity is principal). A key factor
in the determination of whether the gaming entity is a principal or an agent is
whether the gaming entity controls the specified goods or services prior to the
transfer to the casino customer both per the terms of the casino management
agreement and in practice.

6.6.103 FASB ASC 606-10-55-37 states that "an entity is a principal if it
controls the specified good or service before that good or service is transferred
to a customer." FASB ASC 606-10-55-37 also states that "an entity that is a
principal may satisfy its performance obligation to provide the specified good
or service itself or it may engage another party (for example, a subcontrac-
tor) to satisfy some or all of a performance obligation on its behalf." Gaming
operations are highly regulated and govern the ownership, control, and oper-
ation of specific gaming assets used for the provision of management services
in a casino. Accordingly, the conclusion reached will be highly dependent on
the gaming entity's specific facts and circumstances. The scope of this section
addresses circumstances in which the gaming entity has concluded that it is
acting in the capacity of an agent for purposes of operating the games and
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other revenue-generating activities of the Managed Property. See also para-
graph 6.6.120 regarding employees and related services provided to the man-
aged property owner.

Step 2: Identify the Performance Obligations

Identifying the Promises in a Casino Management Agreement
6.6.104 Within the context of a typical casino management agreement,

several promises are made to the managed property owner that, in accordance
with FASB ASC 606-10-25-14, should be analyzed to determine if they are dis-
tinct and, therefore, separate performance obligations within each casino man-
agement agreement. The following table describes a noncomprehensive list of
some of the promised services that are often included in a management agree-
ment and the method in which compensation to the gaming entity is often de-
termined:

Goods and
Services

Promised
Description of Goods and

Services

Method to Determine
Gaming Entity
Compensation

Gaming entity IP License to use the gaming
entity's brand name and
related marks, including the
gaming entity's loyalty
program (brand IP or "brand
IP license)

License royalty fee
based on gross revenues
of managed property

Casino
management
services

Management of casino
property operations for the
managed property owner
based on the terms of the
casino management
agreement

Base and incentive fees
determined on
managed property
performance (for
example, revenues and
operating profits)

Employees and
related services

Provide employees and
centralized accounting
services

Reimbursement of costs
incurred

Pre-opening
services

Providing consultation
services over the pre-opening
period (pre-opening services
or brand oversight, or both)

Fee-based

Ad-hoc services Other ad-hoc services (for
example, purchasing
services)

Fee-based

6.6.105 Based on the specific facts and circumstances, the gaming entity
should determine if any of the promises included within the casino manage-
ment agreement are more indicative of a fulfillment activity of another promise
versus a separate promise.

Identifying Whether the Promised Goods and Services Are Distinct
6.6.106 Once the gaming entity has identified the promised good or

service, the gaming entity should then identify the associated performance
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obligation(s). In accordance with FASB ASC 606-10-25-14, a performance obli-
gation is either of the following:

a. A good or service (or a bundle of goods or services) that is distinct
b. A series of distinct goods or services that are substantially the same

and that have the same pattern of transfer to the customer...

6.6.107 FASB ASC 606-10-25-15 further states the following:

A series of distinct goods or services has the same pattern of transfer
to the customer if both of the following criteria are met:

a. Each distinct good or service in the series that the entity
promises to transfer to the customer would meet the crite-
ria in paragraph 606-10-25-27 to be a performance obliga-
tion satisfied over time.

b. In accordance with paragraphs 606-10-25-31 through 25-
32, the same method would be used to measure the entity's
progress toward complete satisfaction of the performance
obligation to transfer each distinct good or service in the
series to the customer.

6.6.108 The gaming entity should determine if the promises are distinct
and should be accounted for as separate performance obligations. FASB ASC
606-10-25-19 explains that the following two criteria need to be met for a good
or service to be distinct:

a. The customer can benefit from the good or service either on its own
or together with other resources that are readily available to the
customer (that is, the good or service is capable of being distinct).

b. The entity's promise to transfer the good or service to the customer
is separately identifiable from other promises in the contract (that
is, the promise to transfer the good or service is distinct within the
context of the contract).

6.6.109 To identify the distinct goods or services promised within the con-
text of a typical casino management agreement, the gaming entity should first
identify the promises that are capable of being distinct. For each of the promises
identified, the gaming entity should typically then consider if the promise is
separately identifiable within the context of the contract being evaluated.

6.6.110 The items promised to a managed property owner through a
casino management agreement may vary based on the needs of the managed
property owner, the local market, brand of casino, and so on. Likewise, the fee
structure of a casino management agreement will vary, as well. Because ser-
vices and fee structures vary from arrangement to arrangement, a careful re-
view is needed to understand whether the services or bundle of services would
be capable of being distinct.

6.6.111 FinREC believes if the gaming entity or its industry peers rou-
tinely sells any of the goods and services specifically outlined within the casino
management agreement separately to other managed property owners, the
promised goods and services are generally capable of being distinct in accor-
dance with FASB ASC 606-10-25-19a.

6.6.112 To determine the distinct services within a typical casino man-
agement agreement as defined in FASB ASC 606-10-25-19, the gaming entity
should consider whether the promised goods and service(s) that are considered
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capable of being distinct also meet the criterion in FASB ASC 606-10-25-19b
as being separately identifiable from other promises in the contract (that is,
distinct within the context of the contract). As explained in FASB ASC 606-10-
25-21, the gaming entity should consider whether the nature of its promise is
to transfer each of the goods or services or whether the promise is to transfer a
combined item (or items) to which the promised goods or services, or both, are
inputs.

6.6.113 To aid a company performing its assessment of whether the
promised goods or services within an arrangement are separately identifi-
able, FASB ASC 606-10-25-21 provides factors that indicate that two or more
promises to transfer goods or services are not separately identifiable, noting
that the list is not all inclusive.

Assessing Whether the Promises in a Casino Management Agreement
Represent Separate Performance Obligations

6.6.114 Brand IP license. A brand IP license may be embedded in or exe-
cuted separately (but simultaneously) with a casino management agreement.
The gaming entity should consider whether the license is distinct from the
casino management services. Casino management agreements are generally
coterminous; if the management contract terminates, then the casino must be
rebranded. Furthermore, the gaming industry has trended away from providing
management services on a branded basis. The preceding facts notwithstanding,
although gaming entities that provide both licensing and management services
generally do not license their brands separately from providing services under
a management agreement, there are circumstances in which gaming entities
have separately licensed their brands without providing management services.
Property owners generally have the option of selecting management services
with or without licensing the gaming entity's brand. Similarly, a gaming entity
also has the option of offering such casino management services both with and
without licensing its brand IP.

6.6.115 To determine whether the brand IP license and the casino man-
agement services meet the criterion in FASB ASC 606-10-25-19a and, therefore,
are capable of being distinct, a gaming entity should consider the guidance in
FASB ASC 606-10-25-20.

6.6.116 As noted in paragraph 6.6.114, the property owner has significant
discretion about whether it contracts to obtain management services with or
without licensing the gaming entity's brand. Similarly, a gaming entity also has
the option of offering casino management services with and without licensing
its brand IP. Therefore, FinREC believes that the brand IP license is capable of
being distinct pursuant to FASB ASC 606-10-25-19a because the licensee can
benefit from the license either on its own or together with other resources that
are readily available to the licensee.

6.6.117 To determine whether the brand IP license and the casino man-
agement services meet the criterion in FASB ASC 606-10-25-19b and are sep-
arately identifiable and, therefore, distinct within the context of the contract,
a gaming entity should assess the following applicable factors from FASB ASC
606-10-25-21:

a. Whether the gaming entity provides a significant service of inte-
grating the casino management services and brand IP license into
a bundle of goods or services that represent the combined output

AAG-REV 6.6.113 ©2019, AICPA



Gaming Entities 321
specified by the property owner. In other words, the gaming entity
is using the goods or services as inputs to produce or deliver the
combined output.

b. Whether the casino management services and the brand IP license
each significantly modify or customize the other.

c. Whether the casino management services and brand IP license are
highly interdependent or highly interrelated. In other words, the
gaming entity must assess whether each of the goods or services is
significantly affected by one or more of the other goods or services
in the contract. For example, in some cases, two or more goods or
services are significantly affected by each other because the entity
would not be able to fulfill its promise by transferring each of the
goods or services independently.

6.6.118 There are many facts and circumstances that a gaming entity will
need to assess in determining whether the factors set forth in FASB ASC 606-
10-25-21 are met. Following are examples (not intended to be an exhaustive list)
in the gaming industry of such factors that might be considered in assessing
FASB ASC 606-10-25-21:

a. FASB ASC 606-10-25-21a: The loyalty program of the gaming en-
tity that the property owner benefits from is considered to be part of
the brand IP license as noted in paragraph 6.6.104. Casino market-
ing programs often rely significantly on the loyalty program of the
gaming entity. This is generally because a gaming entity provid-
ing casino management services cannot compel an end customer
to provide personal information that allows the gaming entity to
track the play by the end customer. Therefore, marketing efforts
are often reliant on the data collected from customers enrolled in
and presenting their loyalty cards when engaging in gaming activ-
ity. A property owner could significantly benefit from access to the
loyalty program and, hence, the brand IP license, without acquiring
the casino management services from the loyalty program operator
(which is the gaming entity) such that the gaming entity is not in-
tegrating the casino management services and brand IP license to
arrive at a combined output specified by the customer.

b. FASB ASC 606-10-25-21b: The brand IP license does not alter the
casino management services, and the casino management services
can be provided without the brand IP license and, therefore, do not
change the brand IP or diminish the benefit provided to the prop-
erty owner from receiving the casino management services

c. FASB ASC 606-10-25-21c: Similar to 21b, the casino management
services and brand IP license do not depend on each other and,
therefore, are not highly interdependent or highly interrelated.

6.6.119 Based on the assessment in paragraph 6.6.118, FinREC believes
that the brand IP license would typically be considered separately identifiable
from the other promised goods or services under FASB ASC 606-10-25-19b.
However, because of the diverse nature of such casino management agreements,
there may be circumstances in which a gaming entity may conclude that the
brand IP is not a separate performance obligation. All relevant facts and cir-
cumstances should be considered.
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6.6.120 Employees and related services. The gaming entity should assess
whether the provision of employees and related services is separately identifi-
able from the casino management services. FinREC believes that the provision
of employees and related services will generally not be considered separately
identifiable from the casino management services because of the following:

a. The employees perform the casino management services and, thus,
there would be an integration of the promise to provide employees
and related services and the casino management services into a
combined output as described in FASB ASC 606-10-25-21a.

b. The employees are necessary to carry out the casino management
services; thus, there is a high degree of interdependency between
the promises to provide employees and related services and the
casino management services, which indicates that the guidance in
FASB ASC 606-10-25-21c is likely met.

6.6.121 Casino management services. In a typical casino management
agreement, the overall nature of the promise is to arrange for the provision of
services to casino guests on behalf of the managed property owner (for exam-
ple casino services, hotel rooms, housekeeping, food and beverage, entertain-
ment, and so on) over the agreement term. Often, the negotiated contractual
promises include discrete management and operational functions, such as the
employment of property employees, revenue management, centralized account-
ing services, and other. Additionally, Example 12A in paragraphs 157C–D of
FASB ASC 606-10-55 clarifies that although a hotel manager's underlying ac-
tivities will vary both within a day and day-to-day, a hotel manager is providing
a daily management service that is distinct and substantially the same. Fin-
REC believes Example 12A would apply equally to a gaming entity providing
casino management services. FinREC believes that the preceding services are
components of the casino management services and would not be considered
separately identifiable because the gaming entity provides a significant service
of integrating the services (the inputs) into the overall management service
(the combined output) for which the managed property owner has contracted.

6.6.122 The gaming entity would then assess the nature of the promises
under FASB ASC 606-10-25-14, specifically, whether the promises are a distinct
good or service or whether the promises represent a series of distinct goods
or services as described in FASB ASC 606-10-25-14b. The casino management
services would constitute a series of distinct services that represents a single
performance obligation when the following occurs:

a. The gaming entity concludes that the promise to transfer the casino
management services is satisfied over time. Therefore, the casino
management services meet the criterion of FASB ASC 606-10-25-
15a.

b. The same measure of progress (a daily time-based increment)
would be used to measure the gaming entity's progress toward com-
plete satisfaction of the performance obligation to provide the daily
casino management services. Therefore, the casino management
services meet the criterion of FASB ASC 606-10-25-15b.

6.6.123 The combination of the promises to provide the casino manage-
ment services and the employees and related services are collectively referred
to as the casino management services series throughout the rest of this section.
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6.6.124 Pre-opening services. The gaming entity will need to use judgment

to determine whether its activities prior to the opening of a property transfer
a service to the customer that is distinct from the management promises. This
assessment may vary based on the individual contract needs and the gaming
entity's customary business practices. A key consideration in that assessment
is whether the pre-opening services and casino management services series
are interrelated and whether the gaming entity could fulfill its promise for one
independently of the other. FinREC believes considerations that would indicate
that these activities do not transfer a distinct service to the managed property
owner during the pre-opening period may include the following:

a. The services do not create or enhance an asset (that is, the casino)
that the managed property owner controls as it is created or en-
hanced in a way that can be beneficial to the managed property
owner separate and apart from casino management services.

b. The managed property owner does not consume the benefits of
pre-opening services separate from the gaming entity performing
casino management services.

c. The pre-opening services represent an element of preparing to pro-
vide casino management services that do not provide a benefit to
the customer independently of the recurring services that will be
provided to a customer.

6.6.125 If the gaming entity concludes that either the activities do not
transfer a service to the managed property owner, or the service is not sep-
arately identifiable from the casino management services series, the gaming
entity should bundle the pre-opening activities services with the casino man-
agement services series for the purpose of identifying and accounting for the
performance obligation. If the gaming entity concludes that the activities do
transfer a service to the managed property owner, and this service is sepa-
rately identifiable and, therefore, distinct, the gaming entity should account
for the service as a separate performance obligation.

6.6.126 Ad-Hoc services. Other discrete goods or services promised by the
gaming entity may be separately identifiable from the casino management ser-
vices series or other identified performance obligations. These discrete goods or
services may be performance obligations specifically included in the manage-
ment services contract, optional goods, or services listed in the contract, or may
be negotiated at a later time. Based on the specific facts and circumstances,
ad-hoc service promises may be separately identifiable when evaluated based
on the principle and the factors in FASB ASC 606-10-25-21.

6.6.127 If the gaming entity concludes that such ad-hoc services are sepa-
rately identifiable, then they should be treated as a separate performance obli-
gation; otherwise, they should be combined into the casino management ser-
vices series.

Step 3: Determining the Transaction Price
6.6.128 FASB ASC 606-10-32-2 states the following:

An entity shall consider the terms of the contract and its customary
business practices to determine the transaction price. The transaction
price is the amount of consideration to which a gaming entity expects
to be entitled in exchange for transferring promised goods or services
to a customer, excluding amounts collected on behalf of third parties

©2019, AICPA AAG-REV 6.6.128



324 Revenue Recognition

(for example, some sales taxes). The consideration promised in a con-
tract with a customer may include fixed amounts, variable amounts,
or both.

6.6.129 The gaming entity receives base and incentive fees for the ser-
vices provided to the managed property owner. Additionally, the gaming entity
typically charges several other fees to the managed property owner for costs it
incurs in providing those services. The gaming entity should evaluate whether
it is the principal or the agent prior to including any fees related to reimbursed
costs in the estimate of the transaction price.

Significant Financing Component
6.6.130 On occasion, the casino management agreement may include up-

front payments or extended payment terms, or both, for the associated fees (for
example, a subordinated management fee). The gaming entity should evaluate
the payments in accordance with paragraphs 15–20 of FASB ASC 606-10-32 to
determine if these payment terms are indicative that the arrangement contains
a significant financing component. If the gaming entity concludes that there is
a significant financing component, in accordance with FASB ASC 606-10-32-
15, the gaming entity would adjust the promised amount of consideration such
that the transaction price reflects the time value of money. The gaming entity
should also evaluate the effect that the financing component might have on
financial statement presentation.

Fixed Fees
6.6.131 At the inception of the casino management agreement, there may

be certain fixed fees (for example, a pre-opening services fee) that might be in-
cluded in the transaction price. Amounts that are fixed per the contract terms
may, in fact, be variable if the managed property owner has a valid expectation
arising from the gaming entity's customary business practices that it will pro-
vide a fee concession, or other facts and circumstances indicate that the gaming
entity intends to provide a concession. For example, if the contract contains a
fixed pre-opening fee, the gaming entity should consider whether it has a his-
tory of waiving all or a portion of that fee and, if so, would consider the fee
variable for the purposes of estimating the transaction price. If the gaming en-
tity determines that the fee is, in fact, variable, it should consider the guidance
in paragraphs 11–13 of FASB ASC 606-10-32 on constraints on variable con-
sideration in determining the amount to include within the transaction price
at contract inception.

Variable Consideration
6.6.132 The casino management fees that are based on the managed prop-

erty's revenues and profit are variable. Because casino management agree-
ments typically do not outline specific activities that the gaming entity will
perform (for example, a specified amount of labor hours at a rate per hour), the
reimbursable fees are also variable because the amount is not known at the
beginning of the contract, and the amount that the gaming entity will be enti-
tled to changes based upon the requirements to fulfill the contractual promises
each day. Therefore, because the majority of fees associated with a typical casino
management agreement are variable consideration, the estimate of the trans-
action price associated with these fees (for example, base fees, incentive fees,
and reimbursed fees) should be determined in accordance with the guidance on
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variable consideration and constraining estimates of variable consideration in
paragraphs 5–13 of FASB ASC 606-10-32.

6.6.133 FASB ASC 606-10-50-14A provides a practical expedient that al-
lows companies to not disclose the estimate of revenues related to variable fees
that are allocated entirely to a wholly unsatisfied performance obligation or to
a wholly unsatisfied promise to transfer a distinct good or service that forms
part of a single performance obligation (a series) in accordance with FASB ASC
606-10-25-14b, for which the criteria in ASC 606-10-32-40 have been met. As
discussed in paragraphs 6.6.137–6.6.140, the criteria in FASB ASC 606-10-32-
40 generally will be met if the fees based on the managed property's revenues
or profits, or both, are consistent throughout the contract term. Therefore, any
estimate of the transaction price associated with future services that will be
provided under the contract would be allocated to wholly unperformed services
within the series and would meet this disclosure practical expedient. Accord-
ingly, the gaming entity would not need to include an estimate of variable fees
that will be earned in future periods in the transaction price.

Constraining Estimates of Variable Consideration
6.6.134 In accordance with FASB ASC 606-10-32-11, a gaming entity

should include only amounts of variable consideration in the transaction price
to the extent it is probable that a significant reversal in the cumulative amount
of revenue recognized would not occur when the uncertainty associated with
the variable consideration is subsequently resolved. This constraint would pri-
marily apply to incentive fees, which vary based on casino performance over
a defined period that may extend past the current period. Typically, other fees
generated by the gaming entity are not subject to change based on future perfor-
mance. However, the gaming entity would also need to consider any anticipated
refunds or concessions it will provide on any fees generated to date.

6.6.135 As discussed in FASB ASC 606-10-32-12, determining the amount
of variable consideration to include in the transaction price should consider
both the likelihood and magnitude of a revenue reversal. FinREC believes that
the following are factors that may exist in the gaming industry that could in-
crease the likelihood or the magnitude of a revenue reversal (not intended to
be an exhaustive list):

a. Casino management agreements are typically long-term in nature.
Although a gaming entity may have experience with similar con-
tracts, in many cases, the experience is of little predictive value
over the long term.

b. The promised consideration related to the management obligation
may be highly dependent on the specific market conditions and also
may be influenced by factors outside of both the managed property
owner's and the gaming entity's influence, such as economic, social,
political, and natural forces.

c. The promised consideration related to the casino management obli-
gation is often highly dependent on the managed property owner's
budget and other decisions, such as its willingness and ability to
make capital improvements to the casino.

d. The amount the gaming entity will earn generally will have a large
number and broad range of possible outcomes.
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6.6.136 Although casino management agreements are typically long-term
in nature, they often include annual incentive fees that are independent of other
years in the agreement. Therefore, gaming entities should consider the preced-
ing factors both over the near term (that is, current year) and long term (that
is, life of the contract) in assessing the likelihood or magnitude of a potential
revenue reversal.

Updating the Estimate of Transaction Price at Each Reporting Period
6.6.137 In accordance with FASB ASC 606-10-32-14, at each reporting

date, the gaming entity should update its estimate of the transaction price as-
sociated with the base and incentive fees as well as fees for the casino manage-
ment and operational functions in accordance with the example in paragraphs
221–225 of FASB ASC 606-10-55.

6.6.138 The gaming entity should assess whether it can conclude that
the expected amount of the incentive fees due under the contract terms can be
included in the transaction price. In making this assessment, it must be proba-
ble that a significant reversal in the cumulative amount of revenue recognized
would not occur when the uncertainty associated with the variable consider-
ation is subsequently resolved. Often, specific considerations are included in
the terms of such management contracts that a gaming entity must assess in
reaching its conclusion. For instance, if the property has seasonality, when it
earns a significant profit in the first part of the year that historically gets fully
or partially eliminated by unprofitability in the last six months of the year, the
gaming entity would most likely not include the entire billable incentive fee in
the current period transaction price even if the gaming entity had the ability to
bill and collect incentive fees in the first part of the year because those amounts
are subject to subsequent adjustment.

6.6.139 At the end of each period, based on the specific facts and circum-
stances, the gaming entity should include in the transaction price the amount
of the base fees for the casino management and operational functions for which
it is probable that a significant reversal in the cumulative amount of revenue
recognized would not occur.

6.6.140 The gaming entity does not need to estimate the future variable
fees that will be earned under the remaining contract because these amounts
will neither be recognized nor disclosed, assuming the provisions of FASB ASC
606-10-32-40 are met.

Step 4: Allocating the Transaction Price

Allocation Objective
6.6.141 FASB ASC 606-10-32-28 states that "the objective when allocating

the transaction price is for an entity to allocate the transaction price to each
performance obligation (or distinct good or service in a series) in an amount that
depicts the amount of consideration to which the entity expects to be entitled
in exchange for transferring the promised goods or services to the customer."

Allocation of the Variable Fees Within the Agreement to the Separate
Performance Obligations or to the Distinct Goods or Services, or Both,
That Form Part of a Single Performance Obligation

6.6.142 In consideration of the allocation objective, FASB ASC 606-10-32-
40 states the following:
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An entity shall allocate a variable amount (and subsequent changes
to that amount) entirely to a single performance obligation or to a dis-
tinct good or service that forms part of a single performance obligation
in accordance with paragraph 606-10-25-14(b) if both of the following
criteria are met:

a. The terms of the variable payment relate specifically to
the entity's efforts to satisfy the performance obligation or
transfer the distinct good or service (or to a specific out-
come from satisfying the performance obligation or trans-
ferring the distinct good or service).

b. Allocating the variable amount of consideration entirely to
the performance obligation or the distinct good or service is
consistent with the allocation objective in paragraph 606-
10-32-38 when considering all the performance obligations
and payment terms in the contract.

6.6.143 When allocating the variable fee streams to the separate perfor-
mance obligations, the gaming entity should consider whether the fee specif-
ically relates to the entity's efforts to satisfy its promises under the contract
or the outcome of providing the distinct service (or bundle of services), or both.
Consistent with Example 12A of FASB ASC 606-10-55-157E, FinREC believes
that as the terms of the variable consideration relate specifically to the gam-
ing entity's efforts to transfer each distinct daily service, the allocation of the
monthly base and incentive fee (or change in the incentive fee) to the daily ser-
vices provided during the month they are billable (subject to the constraint)
would meet the allocation objective, assuming that the fees as a percentage of
the managed property's revenue and profit are consistent throughout the con-
tract term. Similarly, as the cost reimbursements are commensurate with the
entity's efforts to fulfill the promise(s) each day, then the allocation objective
would be met by allocating the fees to the daily services performed as the gam-
ing entity incurs the associated costs.

6.6.144 TRG Agenda Ref. No. 39, Application of the Series Provision and
Allocation of Variable Consideration, Example C, discusses a situation in which
a manager has entered into a 20-year agreement to manage properties on the
behalf of the customer. Specifically, in paragraph 46 of TRG Agenda Ref. No. 39,
it is noted that the staff thinks the base monthly fees could meet the allocation
objective for each month because there is a consistent measure throughout the
contract period that reflects the value to the customer each month (the percent
of monthly sales). Similarly, if the cost reimbursements are commensurate with
the gaming entity's efforts to fulfil the promise each day, then the allocation ob-
jective for those variable fees could also be met. Paragraph 46 of TRG Agenda
Ref. No. 39 noted that the allocation objective could also be met for the incentive
fee if it reflects the value delivered to the customer for the annual period (re-
flected by the profits earned) and is reasonable compared to the incentive fees
that could be earned in other periods. However, paragraph 44 of TRG Agenda
Ref. No. 39 indicates that if the pricing decreases during the contract term (for
example, the percent of monthly sales is higher in earlier years and lower in
later years), additional evaluation of the reason for the pricing decline would
be necessary to conclude that the allocation objective is met (for example, if the
pricing is based on market terms or linked to either the entity's costs to fulfill
the obligation or value delivered to the customer).
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Allocation of Discounts Among the Performance Obligations
6.6.145 A gaming entity may provide a discount for certain of the fees in

the agreement in order to incentivize the managed property owner to enter into
the management agreement. FASB ASC 606-10-32-37 indicates that an entity
(the gaming entity) should allocate the discount entirely to one or more, but not
all, performance obligations if all the following criteria are met:

a. The gaming entity regularly sells each distinct good or service (or
each bundle of distinct goods or services) in the contract on a stan-
dalone basis.

b. The gaming entity also regularly sells on a standalone basis a bun-
dle (or bundles) of some of those distinct goods or services at a dis-
count to the standalone selling prices of the goods or services in
each bundle.

c. The discount attributable to each bundle of goods or services de-
scribed in (b) is substantially the same as the discount in the
contract, and an analysis of the goods or services in each bundle
provides observable evidence of the performance obligation (or per-
formance obligations) to which the entire discount in the contract
belongs.

6.6.146 In the case of a management agreement in which the gaming en-
tity accounts for the brand IP license and casino management services as sepa-
rate performance obligations and one or more of the fees is discounted from the
standalone selling price, the gaming entity should consider whether it meets
the criteria in FASB ASC 606-10-32-37 to allocate the discount entirely to one
or more performance obligations. If it determines it does not, the gaming en-
tity should allocate the transaction price based on relative standalone selling
prices.

Allocation of Fixed Fees
6.6.147 Once the variable consideration has been linked to specific per-

formance obligations, the gaming entity should evaluate any fixed fees to de-
termine the appropriate allocation of these fees to the separate performance
obligations in accordance with paragraphs 28–38 of FASB ASC 606-10-32. In
accordance with FASB ASC 606-10-32-29, the allocation should be performed
based on the relative standalone selling price of the associated services within
the contract. FASB ASC 606-10-32-32 explains that the best evidence of a stan-
dalone selling price is the observable price of a good or service when the entity
sells that good or service separately in a similar circumstance to similar cus-
tomers.

Step 5: Recognizing Revenues When (or as) the Gaming Entity Satisfies
the Performance Obligation

License Performance Obligation
6.6.148 The gaming entity should assess whether the brand IP perfor-

mance obligation is promised in exchange for a sales-based or usage-based roy-
alty in accordance with FASB ASC 606-10-55-65. FinREC believes that if the
gaming entity has determined that there is a separate brand IP performance
obligation and the compensation to be received by a gaming entity for such
brand IP License is as described in paragraph 6.6.104, the fee for the brand
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IP license will qualify for the sales-based or usage-based royalty guidance in
FASB ASC 606-10-55-65.

6.6.149 Depending on the conclusion reached in Step 2 as described in
paragraphs 6.6.114–6.6.119, the transaction price allocated to a separate brand
IP performance obligation in accordance with FASB ASC 606-10-55-65 (if the
brand IP license has been determined to be a separate performance obligation)
would be recognized when the later of the following events occurs:

a. The subsequent sales or usage occurs.

b. The performance obligation to which some or all of the sales-based
or usage-based royalty has been allocated has been satisfied (or par-
tially satisfied).

6.6.150 If, however, the gaming entity has concluded that the brand IP
license is a component of the casino management services series, (which is not
generally expected to be the case; see paragraph 6.6.119), the gaming entity
identifies the predominant good or service of the combined performance obliga-
tion, assesses the best measure of progress for satisfying its performance obli-
gation, and recognizes the revenues allocated to the distinct services provided
to the managed property owner on that basis. FinREC believes that the provi-
sion of casino management services will generally be the predominant item, in
which case, the sales- or usage-based royalties exception of FASB ASC 606-10-
55-65 would not apply to the royalty for the brand IP license. However, assum-
ing the provisions of FASB ASC 606-10-32-40 are met, the monthly variable
royalty fees will be allocated to each distinct period of service and, therefore,
recognized as revenue in the period the fees are generated consistent with the
revenue or profit-based variable fee for management services.

Management Services
6.6.151 As concluded in paragraphs 6.6.121–6.6.122, the casino manage-

ment services is a series of distinct services performed over time and with a
time-based measure of progress. Therefore, the gaming entity would typically
recognize the revenue allocated to the management services (including cost re-
imbursements) as revenue when both of the following exist:

a. The fee has been included in the estimate of the transaction price.

b. The distinct services to which the transaction price has been allo-
cated have been provided.

Pre-Opening Services and Other Ad-Hoc Performance Obligations
6.6.152 The gaming entity should evaluate the pre-opening services and

the remaining ad-hoc services in the contract (if applicable) to determine the
appropriate revenue recognition for these services. Considerations might in-
clude the following:

a. Does control transfer at a point in time or over time as noted in
FASB ASC 606-10-25-27?

b. If the control transfers over time, what is the appropriate measure
of progress towards completion as noted in paragraphs 31–37 of
FASB ASC 606-10-25 and paragraphs 16–21 of FASB ASC 606-10-
55?
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Accounts Receivable and Contract Assets
6.6.153 If the gaming entity has an unconditional right to collect the con-

sideration under the contract terms (consideration is billable per the contract
terms) in accordance with FASB ASC 606-10-45-1, the amount should be pre-
sented separately as an account receivable.

6.6.154 If the gaming entity has performed by providing the distinct ser-
vices to which it has allocated a portion of the estimate of the transaction price
before the associated amount has been paid or an account receivable has been
recognized (see preceding discussion) in accordance with FASB ASC 606-10-45-
3, the gaming entity should present the associated portion of the transaction
price as a contract asset. An example of where this may occur is when the gam-
ing entity has recognized a portion of the incentive fee but does not have an un-
conditional right to payment for this amount until a managed property owner's
minimum return threshold is met for the annual incentive fee period. FinREC
believes that the contract asset would be recognized ahead of the gaming en-
tity having an enforceable right to payment at that specific point in time, if the
gaming entity has concluded it is probable that a significant reversal in the cu-
mulative amount of revenue recognized would not occur when the uncertainty
is resolved, as previously described in Step 3.

6.6.155 Gaming entities with large loyalty programs may enter into agree-
ments with a co-branded credit card partner in which loyalty credits and
other consideration (for example, discounted gaming, room upgrades, resort fee
waivers, loyalty lounge access, and branding and marketing services) are sold to
a financial institution. The credits are then issued to the financial institution's
credit card customers, who are also gaming loyalty members, as they make pur-
chases on their co-branded credit cards. In these co-branded contracts, certain
services, principally advertising and branding, including access to the gaming
entity's customer list, are used directly by the financial institution. The ser-
vices sold to the financial institution help its credit card business obtain new
and more profitable customers and promote increased spending on credit cards.
Co-branded credit cards are often more profitable to financial institutions than
a typical credit card portfolio and, as such, they are willing to pay the gaming
entity for access to its customers and the brand of the gaming entity. During
the multi-year term of these contracts, the financial institution is granted con-
tinual access to the customer list.

Other Related Topics

Accounting for Jackpot Insurance Premiums and Recoveries
This Accounting Implementation Issue Clarifies the Accounting for Jackpot In-
surance Premiums and Recoveries.

6.7.01 Some gaming entities insure against risks of gaming losses that
they will be required to pay out on certain jackpots (referred to hereafter as
jackpot insurance). In a typical jackpot insurance arrangement, the gaming
entity pays a premium to a bona fide insurance company in exchange for the
insurer reimbursing the gaming entity if a patron wins a specified jackpot. Al-
though jackpot insurance may be purchased for any game with a large payout,
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such insurance is most commonly purchased for games such as keno, bingo, and
some slot machines jackpots.18

6.7.02 Jackpot insurance typically is priced based on the payout percent-
age for the game, as set by the gaming entity, with a profit built in for the
insurer. Jackpot insurance, therefore, effectively transfers the gaming risk for
the insured jackpot from the gaming entity to the insurer. Jackpot insurance
does not, however, legally replace the gaming entity with the insurer as the
obligated party in circumstances in which a patron wins a jackpot. Over pe-
riods of extended play, having jackpot insurance results in the gaming entity
earning slightly less with respect to the insured game than the gaming entity
would earn without the insurance, but jackpot insurance significantly reduces
the gaming entity's risk that it will incur a relatively large cash outflow in
any particular time period. Jackpot insurance, therefore, is a means for the
gaming entity to manage the cash flows of the insured activities. The excess
of insurance premiums over the probable jackpot payout represents the cost of
managing those cash flows.

6.7.03 Premiums for jackpot insurance and proceeds paid by insurers are
typically not included in the computation of taxable gaming revenue in most,
if not all, jurisdictions.

6.7.04 The products offered are short duration insurance contracts, and
the gaming entity is compensated only if an identifiable insurable event occurs
(that is, a jackpot is won by a patron), and the gaming entity incurs a liabil-
ity. Payments are not made by the insurance company based on changes in a
variable. Jackpot insurance may be considered analogous to payment of death
benefits on a term life insurance contract or payment of benefits on an annu-
ally renewable property and casualty contract after a theft or fire. It must be
emphasized that in order to be considered insurance for accounting purposes,
significant gaming risk is transferred from the gaming entity to the insurer
under jackpot insurance contracts.

6.7.05 Jackpot insurance is not typically offered with other insurance or
combined with embedded derivative instruments.

6.7.06 Typically, jackpot insurance contains no financing or loan arrange-
ments. There is no guarantee that a jackpot will be paid during the limited
term of the insurance contract, so the insurer is not financing the payment of
the jackpot for the gaming entity. Just the opposite — the insurer has computed
the odds of a large jackpot being won and would prefer that the large payout
not be paid during the term of the contract.

6.7.07 Contracts with gaming customers for games covered by jackpot in-
surance are to be accounted for in the same manner as games not covered by
insurance. Wins are computed in the same manner, with payouts made on win-
ning wagers that are insured being accounted for as a reduction of gaming win,
and will be reflected as a component of gross gaming revenue.19

18 Promotional payouts not associated with gaming activities are not included in the discussion
in this section.

19 Refer to "Definitions: The Terms Win and Gross Gaming Revenue" in paragraphs 6.6.01–6.6.21,
regarding the guidance for accounting of gaming transactions as the difference between gaming wins
and losses.
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6.7.08 The transaction price in a wagering transaction, in accordance with
FASB ASC 606-10-32-2 and 32-3, is the amount of consideration to which a
gaming entity expects to be entitled in exchange for transferring promised
goods or services to a customer, which includes "consideration payable to a cus-
tomer" in the transaction.20 Premiums paid to a third party, are not "consider-
ation payable to a customer," and are costs incurred outside the scope of FASB
ASC 606, are therefore accounted for in accordance with other applicable guid-
ance.

6.7.09 Jackpot insurance represents a risk mitigation to the gaming en-
tity and allows the casino to market higher jackpots in order to entice more
customers. Such premium cost is recorded with other insurance premium costs
typically in general and administrative expenses. FinREC believes that such
costs represent neither a cost to obtain nor a cost to fulfill a contract with a
customer and are therefore outside the guidance in FASB ASC 340-40.

6.7.10 To the extent that jackpot insurance premiums are prepaid, they
are deferred and amortized over the remaining contract period in proportion to
the amount of insurance protection provided.

6.7.11 FinREC believes that recoveries under jackpot insurance policies
should be accounted for as other income consistent with the accounting for in-
surance recoveries in involuntary conversions under FASB ASC 610-30 and are
not revenue from contracts with customers under FASB ASC 606.

6.7.12 Receivables arising from jackpot insurance are reported separately
as assets and are not offset against related jackpot liabilities.

Accounting for Gaming Chips and Tokens
This Accounting Implementation Issue Clarifies the Accounting for Gaming
Chips and Tokens.

6.7.13 The liability for chips and tokens that are not under the control of
the gaming entity (also known as the chip or token float), represent a financial
obligation to a customer and should be accounted for in accordance with FASB
ASC 924-405-25-1, which is commonly referred to in the industry as breakage.
In accordance with FASB ASC 924-405-35-1, "the chip liability shall be adjusted
periodically to reflect an estimate of chips that will never be redeemed (for ex-
ample, chips that have been lost, taken as souvenirs, and so on)."

6.7.14 FinREC believes that the offsetting entry for the reduction in the
chips and tokens liability should be recorded as a component of net gaming rev-
enue. In accordance with FASB ASC 606-10-50-4, material breakage income
should be separately disclosed (either in the statement of comprehensive in-
come or the notes to the financial statements) from revenue recognized from
contracts with customers.

6.7.15 Gaming entities may also periodically determine that certain de-
nominations or themes of gaming chips or tokens will be permanently discon-
tinued. Gaming regulations typically require that public notice (for example,
legal notice in newspapers) be given for an extended period of time subsequent
to the decision to discontinue the use of specific chips or tokens. Once the gam-
ing entity determines it is legally released from the redemption requirement
and a liability no longer exits, FinREC believes that breakage income would be

20 See footnote 19.
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recognized for the dollar amount of chips and tokens that were not redeemed
and had not previously been accounted for in accordance with the preceding
paragraph.

Net Gaming Revenue
This Accounting Implementation Issue Clarifies the Accounting for Adjustments
for Cash Sales Incentives and Change in Progressive Jackpot Liabilities.

6.7.16 FinREC believes the adjustments for cash sales incentives and the
change in progressive jackpot liabilities to arrive at net gaming revenue rep-
resent consideration payable to a customer and, therefore, should reduce the
transaction price, and be accounted for as contra-revenue, in accordance with
paragraphs 25–27 of FASB ASC 606-10-32.

Gaming Operator’s Accounting for Base Progressive and
Incremental Progressive Jackpot Amounts
This Accounting Implementation Issue Clarifies the Accounting by Gaming Op-
erators for Base Progressive and Incremental Progressive Jackpot Amounts.

Background
6.7.17 Jackpots can generally be categorized among four basic types: sin-

gle machine progressive jackpots, single machine non-progressive jackpots, lo-
cal area progressive jackpots, and wide area progressive (WAP) jackpots. The
base progressive amount of any of the progressive jackpots is referred to as the
base progressive jackpot. Both the single machine non-progressive jackpots and
the base progressive jackpots are referred to as base jackpots.

6.7.18 In most gaming jurisdictions, gaming entities are not required to
award any non-progressive jackpot until the jackpot is won, whether the jack-
pot is won during the normal reel cycle or not. Rather, gaming regulators re-
quire slot machines to operate within their preapproved payout percentage tol-
erances programmed into the machines.

6.7.19 For single machine progressive jackpots and local area progres-
sive jackpots, in most gaming jurisdictions, gaming entities are required (by
law or regulation) to award the incremental progressive amount whether the
jackpot is won during the normal reel cycle or not. This requirement is based
on the principle that the incremental amount was funded by the customers
and, therefore, must be returned to them. If the gaming entity desires to re-
move the progressive slot machine or the progressive system from the floor
before the progressive jackpot has been won, gaming regulations typically al-
low the gaming entity to award the incremental progressive amount in another
form, such as a one-time prize drawing. The base progressive amount is funded
by the gaming entity. Although not common, some gaming jurisdictions also
require the gaming entity to award the base progressive amount, whether the
jackpot is won during the normal reel cycle or not. As stated previously, most
gaming jurisdictions require only the incremental amount to be awarded.

6.7.20 Wide area progressive systems can be operated by a gaming en-
tity at several of its own locations or can be operated by a third party, such as
a gaming manufacturer, at multiple gaming entities' locations. In those cases,
the WAP operator typically charges gaming entities a fee for providing the pro-
gressive system and awarding the progressive jackpots. From the customer's
perspective, WAP slot machines operate identically to local area progressive
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slot machines, with the base progressive amount and incremental progressive
amount. For accounting and financial reporting purposes, a gaming entity with
multiple locations that offers a linked progressive system at many of its other
locations typically follows the accounting described in the following text for lo-
cal area progressive jackpots, not WAP jackpots.

6.7.21 In most gaming jurisdictions, WAP operators are required to award
the incremental progressive amount of the WAP jackpot, whether the jackpot is
won or not. Generally, gaming entities may remove slot machines from the WAP
system. However, if the WAP operator desires to remove all the WAP progres-
sive machines from all locations (a system shutdown) before the progressive
jackpot has been won, gaming regulations typically require the WAP operator
to transfer the incremental progressive amount to another WAP system. Juris-
dictions differ on the treatment of the base progressive amount. Usually, the
initial base progressive amount is funded by the WAP operator. Subsequent
base amounts may be funded by the WAP operator or from fees received from
the gaming entities. Some jurisdictions allow the WAP operator to recover their
contribution to the base amount. Upon system shutdown, some gaming juris-
dictions require the WAP operator to transfer the base progressive amount to
another WAP system, whereas other jurisdictions do not.

Accounting for Jackpots
6.7.22 FASB ASC 924-405-25-2 states that "an entity shall accrue a lia-

bility at the time the entity has the obligation to pay the jackpot (or a portion
thereof as applicable) regardless of the manner of payment." Therefore, an en-
tity will not accrue a base jackpot if payments of the jackpot can be avoided.

6.7.23 For the incremental progressive amount, which is based on past
play, FinREC believes an accrual would be recorded over the time period in
which the incremental progressive jackpot amount is generated, and the ac-
crual would be calculated based on the level of customer play. FinREC believes
the offsetting debit would be one of the deductions to arrive at net gaming rev-
enue.

Promotional Allowances
This Accounting Implementation Issue Clarifies the Accounting for Promotional
Allowances.

6.7.24 Promotional allowances (complimentaries or "comps") represent
goods and services that a casino gives to customers as an inducement to gam-
ble at that establishment. Examples are rooms, food, beverages, entertainment,
and parking.

6.7.25 FinREC believes that the amount of revenue from contracts with
customers recognized and reported on the income statement cannot exceed the
amount of the transaction price accounted for and determined in accordance
with FASB ASC 606. Additionally, FASB ASC 606-10-32-28 instructs an entity
to allocate the transaction price earned from a contract with its customer to
the performance obligations in the contract. Accordingly, FinREC believes his-
torical financial statement presentations which present (1) gross for goods and
services that a gaming entity gives to customers as an inducement to gamble
and (2) an offsetting reduction to gross revenues for promotional allowances
or complimentaries to yield net revenues are not in accordance with FASB
ASC 606.
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Participation and Similar Arrangements
This Accounting Implementation Issue Clarifies the Accounting for Participa-
tion and Similar Arrangements.

Background
6.7.26 Gaming entities periodically enter into participation arrangements

with gaming suppliers. In participation arrangements, the title to the slot ma-
chine is typically retained by an owner/seller, such as the manufacturer of a
machine. The agreements between the gaming entity and the owner/seller stip-
ulate that the entity and the owner/seller share (participate) in the gaming
activity either by sharing the win or by the gaming entity paying a fixed per-
centage of coin in or a flat fee to the owner/seller.

6.7.27 Gaming entities periodically enter into third- party licensing ar-
rangements with the owner/seller of a copyrighted game or other intellectual
property. Title to the intangible asset (the copyrighted game or intellectual
property) is typically retained by the owner/seller, who receives a flat fee per
specified time period or percentage of coin in or net gaming win. Such arrange-
ments may be day-to-day, month-to-month, or for periods exceeding 12 months.

Analysis of Lease Criteria for Various Arrangements21

6.7.28 The primary accounting guidance related to participation and sim-
ilar arrangements is described in FASB ASC 840, Leases (or FASB ASC 842,
Leases, subsequent to adoption).

6.7.29 To determine whether the arrangement is accounted for as a lease
under FASB ASC 840 (or FASB ASC 842, subsequent to adoption), an analy-
sis of the specific terms of each contract governing a participation, third-party
license, or WAP arrangement22 is typically performed by each party to the ar-
rangement using the guidance explained in FASB ASC 840-10-15.

Income Statement Presentation23

6.7.30 Participation arrangements are typically leases because the ar-
rangements will generally meet the criteria set forth in FASB ASC 840-10-15-6
and, therefore, will contain a lease because such arrangements allow a gaming
entity to control a specified slot machine. Gaming entities usually report these
arrangements as operating leases because none of the financing or capital lease
criteria set forth in FASB ASC 840-10-25-1 have been met. The casino pays a
percentage of the win of participating slot machines to slot machine lessors.
Usually, the win is recorded as revenue within the income statement, and the
participating fees paid to slot machine lessors is recorded as an expense.

21 ASU No. 2016-02, Leases (Topic 842), was issued in February 2016, and supersedes existing
guidance in FASB ASC 840, Leases, and is generally effective beginning after December 15, 2018, for
public entities. Although the guidance for determining whether an arrangement is a lease has not
changed significantly, the general accounting for leases as operating and capital (or finance under the
new standard) leases will change under the new standard for leases, principally because all operating
leases will now be recognized on the balance sheet.

22 Wide area progressive arrangements are discussed in the section "Income Statement Pre-
sentation of Wide Area Progressive Operators' Fees Received From Gaming Entities" in paragraphs
6.7.38–6.7.68.

23 As noted in footnote 21, current lease accounting will be superseded beginning in 2018. Ac-
cordingly, the specific guidance here around leases will change; however, such guidance will continue
to preclude treatment of lease fees as a contra revenue.

©2019, AICPA AAG-REV 6.7.30



336 Revenue Recognition

6.7.31 Third- party license arrangements are typically not leases.

6.7.32 In accordance with the guidance in paragraphs 36–40 of FASB ASC
606-10-55, the gaming entity should evaluate whether they are acting as a prin-
cipal or agent in providing the licensed games to its customers.

6.7.33 FASB ASC 606-10-55-36 states that "When another party is in-
volved in providing goods or services to a customer, the entity should deter-
mine whether the nature of its promise is a performance obligation to provide
the specified goods or services itself (that is, the entity is a principal) or to ar-
range for those goods and services to be provided by the other party (that is,
the entity is an agent)."

6.7.34 FASB ASC 606-10-55-36A states the following:

To determine the nature of its promise (as described in paragraph 606-
10-55-36), the entity should:

a. Identify the specified goods or services to be provided to
the customer…

b. Assess whether it controls (as described in paragraph 606-
10-25-25) each specified good or service before that good or
service is transferred to the customer."

6.7.35 FASB ASC 606-10-55-39 contains a list of indicators that demon-
strate that an entity controls the specified good or service before it is trans-
ferred to the customer, and is, therefore, a principal. The indicators in FASB
ASC 606-10-55-39 are not intended to be an exhaustive list.

6.7.36 Although the fees paid pursuant to these arrangements are often
characterized as "participation fees," which, imply a potential principal versus
agent arrangement, FinREC believes for a typical third-party license arrange-
ment related to a copyrighted game and its underlying intellectual property,
the assessment of whether the gaming entity controls the revenue-producing
arrangement, along with any analysis of the principal versus agent considera-
tions in paragraphs 38–40 of FASB ASC 606-10-55, indicates that the gaming
entity is the principal in the arrangement and is simply contracting for the
right to use the copyrighted game in its operations. The owner/seller does not
control the service being offered. The gaming entity licensing the copyrighted
game

a. has complete control and responsibility for determining if and when
the specified regulatory approved game and related odds are pro-
vided in its casino to its customers under such agreement.

b. is solely responsible and at risk for payouts to winning patrons,
that is, obligations arising from the outcome of wagers made by
customers participating in the specified game. Conversely, the
owner/seller does not participant in the wager and is not at risk
for payouts to winning patrons.

c. has total discretion for "pricing" associated with the wagers (that is,
controls decisions over incentives and marketing offered to induce
customers to wager on the game).

d. manages, operates, conducts, and otherwise controls the operation
of, location, and results and outcome of the game (within the re-
straints dictated by the games rules and the regulator, who has
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approved the use of such games in the gaming jurisdiction). Con-
versely, the owner/seller has no such control or input into the op-
eration of the game after it is licensed for use and has no ability
to offer or conduct the game himself or herself without obtaining a
gaming license to conduct gaming operations within the regulatory
jurisdiction.

6.7.37 FinREC believes all of these considerations listed in paragraph
6.7.36 are the responsibility of the gaming entity licensed to conduct gaming
by a regulator. In accordance with FASB ASC 606-10-55-37B, fees paid pur-
suant to such arrangements would be reported as an expense, rather than as a
reduction to the revenue earned by the entity in its gaming operations.

Income Statement Presentation of Wide Area Progressive
Operators’ Fees Received From Gaming Entities
This Accounting Implementation Issue Clarifies the Income Statement Presen-
tation of Wide Area Progressive Operators' Fees Received from Gaming Entities.

Background
6.7.38 Gaming entities periodically enter into participation arrangements

with gaming suppliers. In participation arrangements, the title to the slot ma-
chine is typically retained by an owner/seller, such as the manufacturer of a
machine. The agreements between the gaming entity and the owner/seller stip-
ulate that the entity and the owner/seller share participate in the gaming activ-
ity by sharing either the win or by the gaming entity paying a fixed percentage
of coin in or a flat fee to the owner/seller.

6.7.39 Operators provide a wide area progressive (WAP) Offering to Gam-
ing Entities. The Operator enters into a contract with the Gaming Entity to
provide the Gaming Entity with WAP gaming machines, which are connected
to a WAP system. The WAP system links all WAP gaming machines located
throughout a jurisdiction within various gaming entities that are unrelated to
the WAP operator.

6.7.40 As Patrons play the WAP gaming machines located across the mul-
tiple gaming entities, a percentage of their play contributes to the system-
wide WAP Jackpot award. The system-wide WAP Jackpot continues to increase
through Patron play until the point at which a Patron hits (wins) the WAP Jack-
pot. Hundreds or thousands of Patrons (this is a conservative estimate) play a
WAP system before one Patron hits the WAP Jackpot. Once the WAP Jackpot
hits, it resets and the cycle begins again.

6.7.41 The WAP Offering typically increases gaming machine play by giv-
ing Patrons the opportunity to win a significantly larger jackpot than on non-
linked gaming machines.

6.7.42 From the perspective of a gaming entity, WAP arrangements func-
tion in a manner similar to participation arrangements but are not participa-
tion arrangements. In WAP arrangements, the fees paid by the gaming entity
to the WAP Operator primarily relate to the services provided to maintain and
operate a wide area progressive system, including the WAP Jackpot.
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Analysis of Lease Criteria for Various Arrangements
6.7.43 The primary accounting guidance relating to participation and sim-

ilar arrangements is described in FASB ASC 840 (or FASB ASC 842, subse-
quent to its adoption).

6.7.44 To determine whether the arrangement is accounted for as a lease
under FASB ASC 840 (or FASB ASC 842, subsequent to its adoption), an anal-
ysis of the specific terms of each contract governing a participation, third-party
license, or WAP arrangement is typically performed by each party to the ar-
rangement using the guidance explained in FASB ASC 840-10-15.

Gaming Entity — Fees to WAP Operator
6.7.45 For WAP arrangements determined to not include a lease,24 Fin-

REC believes that the Gaming Entity would report fees paid to the WAP Op-
erator pursuant to a WAP arrangement as an expense consistent with pay-
ments for goods and services received from a vendor. For example, consider the
following:

Assumptions

Gross amount wagered by patrons $100

Amount paid out by gaming entities to patrons (87)

Win from patrons 13

Operator's share of gross amount wagered (per contract) 6.0%

Operator's contribution to WAP jackpot 2.0%

Income statement impact:

Revenue $13

Contra Revenue

Gaming Revenue, net $13

Gaming Expense 6

Operating Income $7

WAP Operator — Fees from Gaming Entity
6.7.46 For WAP arrangements determined to not include a lease,25 the

guidance in FASB ASC 606 should be applied. The following provides an anal-
ysis of such arrangements under FASB ASC 606.

24 In situations in which the WAP arrangement is determined to be a lease, the Gaming Entity
would follow the guidance in FASB ASC 840 (or FASB ASC 842, Leases, subsequent to its adoption)
which generally requires fees paid under the arrangement to be classified as expenses in the income
statement when the arrangement is considered an operating lease.

25 If a wide area progressive arrangement is determined to contain a lease, the entity would need
to separate the nonlease components of the arrangement from the lease components and account for
the nonlease components in accordance with FASB ASC 606 and the lease components in accordance
with FASB ASC 840 for lessors.
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Step 1: Identify the Contract with a Customer
6.7.47 FASB ASC 606-10-25-1 provides criteria that must be met in or-

der to have a contract with a customer under the guidance in FASB ASC 606.
FASB ASC 606-10-25-2 notes that "a contract is an agreement between two or
more parties that creates enforceable rights and obligations." The FASB ASC
master glossary defines customer as 'a party that has contracted with an entity
to obtain goods or services that are an output of the entity's ordinary activi-
ties in exchange for consideration.' Further, FASB ASC 606-10-32-25 indicates
that a customer includes other parties that purchase the entity's goods or ser-
vices from the customer, which is the Gaming Entity, for purposes of a WAP
arrangement.

6.7.48 In assessing the applicability of FASB ASC 606, the WAP Operator
will typically have a written agreement with the Gaming Entity that includes
explicit requirement for the WAP Operator to pay the WAP Jackpot directly to
the winning WAP Jackpot Patron.

Step 2: Identify the Performance Obligations in the Contract
6.7.49 Typically, the WAP Operator provides an offering to Gaming Enti-

ties that requires the WAP Operator to provide the Gaming Entity with WAP
gaming machines, which are connected to a WAP system. The WAP system
links all WAP gaming machines located within various unrelated gaming enti-
ties throughout a jurisdiction. Because these WAP gaming machines are linked,
the payout amounts that can be won by the Patron are increased significantly.
The WAP Operator also manages all monies received for funding WAP Jack-
pot awards and is contractually responsible for funding and paying the WAP
Jackpot awards to the Patrons who win the WAP Jackpots.

6.7.50 A WAP Operator should assess the following different potential
performance obligations in the WAP arrangement:

a. Provide and set up functioning WAP gaming machines and related
WAP meters and signage, connected to the WAP system

b. Provide the WAP Offering inclusive of related services such as mon-
itoring the WAP system, maintaining the functioning of the WAP
system, and other services ensuring proper functioning of the sys-
tem with the WAP gaming machines, and the obligation (either by
regulation and agreement with the Gaming Entity) to pay the WAP
Jackpot awards to the Patrons who win the WAP Jackpots

6.7.51 The WAP Operator does not provide Gaming Entities with WAP
gaming machines independent of the WAP Offering and vice versa. A Gam-
ing Entity enters into an arrangement for the WAP gaming machines and the
WAP Offering, which includes the requirement by the WAP Operator to pay the
WAP Jackpot, on a combined basis. Accordingly, a WAP Operator should assess
whether the potential performance obligations are distinct and therefore sepa-
rate performance obligations under FASB ASC 606.

6.7.52 FASB ASC 606-10-25-19 indicates that

[a] good or service ... is distinct if both of the following criteria are met:
a. The customer can benefit from the good or service either on

its own or together with other resources that are readily
available to the customer (that is, the good or service is
capable of being distinct).
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b. The entity's promise to transfer the good or service to the
customer is separately identifiable from other promises in
the contract (that is, the good or service is distinct within
the context of the contract).

6.7.53 FinREC believes that the WAP gaming machines and the WAP Of-
fering do not meet the criteria in FASB ASC 606-10-25-19b, and would not be
distinct within the context of the contract, as the WAP gaming machines and
the WAP Offering are highly interdependent and interrelated. Therefore, Fin-
REC believes there is one distinct performance obligation within the arrange-
ment.

6.7.54 Series of distinct goods or services. As discussed in FASB ASC 606-
10-25-14, a performance obligation is either a good or service that is distinct, or
a series of distinct services that are substantially the same and have the same
pattern of transfer to the customer as described in FASB ASC 606-10-25-15.

6.7.55 Paragraph 14 of TRG Agenda Ref. No. 39, in addressing Issue 1 ("In
order to apply the series provision, how should entities consider whether the
performance obligation consists of distinct goods or services that are substan-
tially the same?"), states that "in order to be considered a series, there must be
more than one good or service that is distinct and each distinct good or service
must also be substantially the same."

6.7.56 FinREC believes the promise to stand ready to provide the WAP
Offering each day represents a series of distinct services which is the WAP Op-
erator's promise to provide daily access to the WAP Offering over a period of
time, and not a specified amount of services or access.26 Although the under-
lying activities associated with the WAP Offering will vary both within a day
and from day to day, FinREC believes that the WAP Offering is accessed over
time and that the customer simultaneously receives and consumes the bene-
fit from the WAP Operator's performance of providing WAP access (including
other related activities). Each day of access to the WAP Offering is distinct and
has substantially the same pattern of transfer to the customer27 and therefore
should be accounted for as a single performance obligation in accordance with
paragraphs 14–15 of FASB ASC 606-10-25.

6.7.57 FinREC believes that the promise to stand ready to provide daily
access to the WAP Offering is a series of distinct services that represents a
single performance obligation when the following occur:

a. The WAP Operator concludes that the promise to provide daily ac-
cess to the WAP Offering is a performance obligation satisfied over
time because the gaming entity simultaneously receives and con-
sumes the benefits provided as the service is performed. Therefore,
FinREC believes the WAP Offering meets the criterion of FASB
ASC 606-10-25-15a.

b. The same measure of progress (a daily, time-based increment)
would be used to measure the WAP Operator's progress toward
complete satisfaction of the performance obligation to provide the
daily right to access the WAP Offering. Therefore, FinREC believes
the WAP Offering meets the criterion of FASB ASC 606-10-25-15b.

26 The WAP Offering is similar to obligations as described in TRG Agenda Ref. No. 16, Stand
Ready Obligations.

27 As described in FASB ASC 606-10-25-27 and FASB ASC 606-10-25-31.
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Step 3: Determine the Transaction Price
6.7.58 The transaction price should be determined in accordance with the

guidance in paragraphs 2–27 of FASB ASC 606-10-32.

6.7.59 The WAP Operator receives fees from the Gaming Entity for pro-
viding the WAP Offering based upon the amount of coin-in from the Patrons.
The WAP Operator determines the amount of fees received from the Gaming
Entity that will be allocated to the WAP Jackpot. When that WAP Jackpot is
won by a Patron, the WAP Operator is responsible for such payment.

6.7.60 FASB ASC 606-10-32-3 explains that when determining the trans-
action price of a contract with a customer, an entity should consider the effects
of consideration payable to a customer.

6.7.61 FASB ASC 606 requires an entity to account for consideration
payable to a customer as a reduction of revenue unless the payment to the cus-
tomer is in exchange for a distinct good or service that the customer transfers
to the entity. Specifically, FASB ASC 606-10-32-25 states the following:

Consideration payable to a customer includes cash amounts that an
entity pays, or expects to pay, to the customer (or to other parties that
purchase the entity's goods or services from the customer). Consider-
ation payable to a customer also includes credit or other items (for
example, a coupon or voucher) that can be applied against amounts
owed to the entity. An entity shall account for consideration payable
to a customer as a reduction of the transaction price and, therefore,
of revenue unless the payment to the customer is in exchange for a
distinct good or service that the customer transfers to the entity. ...

6.7.62 FinREC believes that the WAP Operator's costs incurred for WAP
Jackpot awards to the Patron would be accounted for as consideration payable
to the customer, because the payment made to a customer's customer (the Gam-
ing Entity's customer) is part of the WAP Operator's contractual agreement
with the Gaming Entity. FinREC believes that the payment from the WAP Op-
erator to the Patron is not in exchange for a distinct good or service that the
Patron transfers to the Operator.

6.7.63 FinREC believes that the transaction price ultimately recognized
as revenue by the Operator generally includes fees earned from Gaming Enti-
ties reduced by costs incurred for WAP Jackpot awards. For example, consider
the following:

Assumptions

Gross amount wagered by patrons $100

Amount paid out by gaming entities to patrons (87)

Win from patrons 13

Operator's share of gross amount wagered (per contract) 6.0%

Operator's contribution to WAP jackpot 2.0%

(continued)
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Income statement impact:

Revenue $6

Contra Revenue (2)

Total revenue $4

Cost of sales28

Gross margin $4

Step 4: Allocate the Transaction Price to the Performance Obligations
in the Contract

6.7.64 FASB ASC 606-10-32-29 indicates that an entity shall allocate the
transaction price to each performance obligation identified in the contract on a
relative standalone selling price basis in accordance with paragraphs 31–35 of
FASB ASC 606-10-32, except as specified in paragraphs 36–38 (for allocating
discounts) and paragraphs 39–41 (for allocating consideration that includes
variable amounts).

6.7.65 Allocation of the variable fees within the agreement to the separate
performance obligations and to the distinct good(s) or services that form part of
a single performance obligation. As noted in FASB ASC 606-10-32-40, a WAP
Operator should allocate variable fees entirely to a performance obligation or
to a distinct good or service that forms part of a single performance obligation
if both of the following criteria are met:

a. The terms of the variable payment relate specifically to the entity's
efforts to satisfy the performance obligation or transfer the distinct
good or service (or to a specific outcome from satisfying the perfor-
mance obligation or transferring the distinct good or service).

b. The allocation of the variable amount to the performance obligation
or the distinct good or services is consistent with the allocation ob-
jective when considering all the performance obligations and pay-
ment terms in the contract.

6.7.66 If the WAP Operator has concluded the performance obligation is a
series of daily services for which the uncertainty regarding the consideration is
resolved on a daily basis, FinREC believes the allocation of the monthly variable
Royalty and System Assessment Fees to the daily services provided during the
month they are billable would meet the allocation objective in FASB ASC 606-
10-32-28 for each month.

Step 5: Recognize Revenue When (or As) the Entity Satisfies a
Performance Obligation

6.7.67 In addition, as noted in FASB ASC 606-10-55-18, as a practical ex-
pedient, if an entity has a right to consideration from a customer in an amount

28 A WAP Operator will incur other expenses to operate a WAP and the related infrastructure
such as depreciation, payroll, IT costs, and so on, all of which would be classified as cost of sales if such
a financial statement line item is presented, or otherwise within operating expenses if cost of sales is
not presented as a financial statement line item. Such costs should not be presented as reductions to
revenue. However, such expenses have not been included in this example for simplicity.
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that corresponds directly with the value to the customer of the entity's perfor-
mance completed to date, the entity may recognize revenue in the amount to
which the entity has a right to invoice. As a result, the WAP Operator will rec-
ognize revenues as and when the underlying sales (for example, gross gaming
revenues) occur. This issue was also addressed in TRG Agenda Ref. No. 39.

6.7.68 FinREC believes that a WAP Operator should recognize the amount
of the transaction price allocated to the distinct daily service each day as the
service is performed.

Recognition of the WAP Operator’s Liability for Base Progressive
and Incremental Progressive Jackpot Amounts
This Accounting Implementation Issue Clarifies the Accounting for the Timing
of Recognition of the WAP Operator's Liability for Base Progressive and Incre-
mental Progressive Jackpot Amounts.

Background
6.7.69 See paragraphs 6.7.38–6.7.42 of the section "Income Statement

Presentation of Wide Area Progressive Operators' Fees Received from Gaming
Entities" for background discussion on WAP offerings.

WAP Operator’s Liability for Base Progressive and Incremental
Progressive Jackpot Amounts

6.7.70 FASB ASC 924-405-25-2 states that "an entity shall accrue a lia-
bility at the time the entity has the obligation to pay the jackpot (or a portion
thereof as applicable) regardless of the manner of payment."

6.7.71 FASB ASC 606 requires that an entity account for consideration
payable to a customer as a reduction of revenue unless the payment to the cus-
tomer is in exchange for a distinct good or service that the customer transfers
to the entity. Specifically, FASB ASC 606-10-32-25 states the following:

Consideration payable to a customer includes cash amounts that an
entity pays, or expects to pay, to the customer (or to other parties that
purchase the entity's goods or services from the customer). Consider-
ation payable to a customer also includes credit or other items (for
example, a coupon or voucher) that can be applied against amounts
owed to the entity. An entity shall account for consideration payable
to a customer as a reduction of the transaction price and, therefore,
of revenue unless the payment to the customer is in exchange for a
distinct good or service that the customer transfers to the entity...

6.7.72 FASB ASC 606-10-32-27 states the following:

Accordingly, if consideration payable to a customer is accounted for
as a reduction of the transaction price, an entity shall recognize the
reduction of revenue when (or as) the later of either of the following
events occurs:

a. The entity recognizes revenue for the transfer of the re-
lated goods or services to the customer.

b. The entity pays or promises to pay the consideration (even
if the payment is conditional on a future event). That
promise might be implied by the entity's customary busi-
ness practices.
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6.7.73 WAP jackpots are the responsibility of the WAP Operator, not the
Gaming Entity. In accordance with the discussion at the March and July 2015
FASB/IASB TRG meetings, FinREC believes that the payment of a WAP jack-
pot by the WAP Operator to the Patron would be accounted for as consid-
eration payable to the customer, because the payment made to a customer's
customer (the Gaming Entity's customer) is part of the WAP Operator's con-
tractual agreement with the Gaming Entity. FinREC believes that the payment
from the WAP Operator to the Patron is not in exchange for a distinct good or
service that the Patron transfers to the WAP Operator.

6.7.74 FinREC believes the guidance in FASB ASC 606-10-32-27 should
be applied in conjunction with FASB ASC 924-405-25-2 when determining the
timing for recognition of the WAP Operator's liability for base progressive and
incremental progressive jackpot amounts. FinREC believes that the guidance
in FASB ASC 924-405-25-2 indicates that a liability should be recognized when
a promise as described in FASB ASC 606-10-32-27 has been made by a WAP
Operator to pay the consideration. Accordingly, FinREC believes that the guid-
ance in FASB ASC 924-405-25-2 and FASB ASC 606-10-32-27 are consistent in
terms of the timing of the liability recording in that the consideration payable
to a customer in a WAP arrangement should be recognized when a promise to
pay the consideration exists as defined in FASB ASC 924-405-25-2.

Accounting for Racetrack Fees
This Accounting Implementation Issue Clarifies the Accounting for Racetrack
Fees.

Background
6.7.75 In pari-mutuel betting, the horse racing bettors are wagering

against each other, rather than placing a bet against the race track. For this
reason, the payouts on a single wager could range anywhere from less than the
actual amount wagered to astronomical amounts.

6.7.76 Some gaming entities (off-track entities), as a component of their
operations, receive simulcasts of horse and other races from various racing
tracks (referred to hereafter as "host entities") and accept betting on the simul-
cast races. Such simulcasts of horse and other races are typically called the race
book.

6.7.77 When the host entity hosts a race event, that entity typically es-
tablishes a pari-mutuel wagering pool (the pool)29 and broadcasts a simulcast
signal related to such event in order that off-track entities accepting wagers
for inclusion in the pool can comply with regulations under their state's regula-
tory environment. The provision of this simulcast signal is separately managed
by the host entity, which will generally procure such broadcast services from a

29 The term pool includes reference to the actual cash wagers, which may be electronically com-
mingled, as well as to the individual bettors who participate in that wagering pool. See paragraph
6.7.75, which indicates that the effect of pari-mutuel wagering is that one is not wagering against
the host entity, as would take place under fixed-odds wagering, but rather is wagering against the
other bettors in the wagering pool. For illustrative and discussion purposes, this guide simplistically
describes there being a single pool connected to a single race event. In practice, there are various
forms of wagers that can be made on a single race or on multiple races. Each form of wager has its
own pool associated with it. The purpose and functioning of each pool is similar as described herein
and the existence of multiple pools is not expected to be significant to the analysis and conclusions a
host entity or off-track entity would arrive at.
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third party. The procurement of such broadcast services and the resulting pay-
ments by a host entity to the broadcast services provider are outside the scope
of this guide. The host entity publishes its racing calendar well in advance of
racing events being held, and off-track entities will negotiate to participate in
the pari-mutuel pools at both parties' discretion, often under industry standard
terms; accordingly, if such standard terms are incorporated, there is not a high
degree of marketing to off-track entities to participate in the pari-mutuel pools
a host entity may establish. If the parties contract to participate in the pool,
the off-track entity is then granted the ability to accept wagers for inclusion in
the pool. In connection with this arrangement, a number of different fees and
services are involved.

6.7.78 Once a pool is established, the wagers accepted by the off-track en-
tity on simulcasts are often aggregated by a third-party clearinghouse entity
(clearinghouse). This "aggregation" is generally not of a physical flow of funds,
but rather it is a bookkeeping service the clearinghouse provides, enabling a
more efficient settlement process among all entities participating in the pool.
All bets are electronically commingled as part of the pari-mutuel activity to
facilitate a settlement process (generally monthly) amongst those participat-
ing entities. Payments made to a third-party clearinghouse for providing such
services are outside the scope of this guide. At the completion of a race event
(or at the conclusion of a number of races, which could be over a longer pe-
riod, such as a month), the settlement process takes place with all gaming enti-
ties participating in the various pari-mutuel pools in which the clearinghouse
(which could be the host entity or a third party) will provide for a settlement
mechanism (that is, certain entities will forward funds to the clearinghouse and
vice versa to settle all winning wagers and net amounts to be retained by each
entity).

6.7.79 A separate third-party entity called the totalizator will act as a
record keeper of the pool and will provide aggregated real-time data, determin-
ing the closing odds for each race and for the entrants in the particular race
being wagered on through aggregation of the total amounts wagered and the
nature of those wagers. There are contractual agreements between the host
entity and the clearinghouse and the host entity and the totalizator that are
often uniform across the industry that set forth the amount that the third-party
entities will receive for managing the pool funds and providing services. Such
amounts may be paid directly by the gaming entity or from the pool, but the
mechanism for payment does not affect the conclusions in this guide.

6.7.80 The host entity receives a commission for the wagers it has brought
to the pool. It does not collect anything else when a bettor loses, nor does it pay
additional amounts (from its funds) when a bettor wins. The total combined
amount for commissions and taxes allowed (fees) to be taken from the pool is
usually governed by the laws and regulations of the state where the race event
occurs.

6.7.81 Off-track entities that take pari-mutuel bets on simulcast races will
ultimately retain a net amount (consisting of the fees less amounts paid to the
host entity and to the off-track entity's tax authority [see paragraph 6.7.85 for
both]) for the wagers it has brought into the pool. The percentage range for this
amount depends on the racetrack and type of wager accepted and the associated
state regulations, and it may be the subject of ongoing negotiations driven by
the host entity, depending on the specific facts and circumstances.
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6.7.82 The clearinghouse manages all payments between the administra-
tive participants (the host entity and off-track entities that need to settle with
their customers) in the pool. This forwarding of funds occurs through a linked
system where all bets are electronically commingled in the pari-mutuel pool.
The clearinghouse provides the settlement services as described in paragraph
6.7.78.

6.7.83 The host entity may opt to not use a third-party clearinghouse to
manage the flow of funds, including providing payment services to the off-track
entities. In such cases, the host entity is acting as the clearinghouse for the pool
and provides settlement services. Another scenario that may occur is that all
participants make net settlements on a monthly basis to all pool participants;
however, for the purposes of this guide, the accounting conclusion is not depen-
dent on whether proceeds are settled net or gross and whether a clearinghouse
is or is not used. Regardless of whether a third-party clearinghouse is used, the
host entity provides such settlement services, or all parties settle on a gross or
net basis over a longer period of time, the physical flow of funds should not af-
fect an entity's conclusions about whether it should present revenue on a gross
or a net basis.

6.7.84 At the conclusion of a race, all bettors are paid through the host and
off-track entities from the pool funds based on closing odds of the applicable
race.30 The host and off-track entities will receive their respective fees from
the pool (plus or minus any adjustments of the fees between the host entity
and the off-track entity specified in their agreement) and do not retain any
portion (other than their fees) of the gross amount wagered (referred to within
the industry as "handle").

6.7.85 Off-track entities either operate a race book as part of gaming op-
erations or the race book can be operated by another racetrack entity. In either
case, the entity is generally required by statute to provide a live simulcast of
horse and other races from the host entity as a statutory condition to accept-
ing wagers for inclusion in the pool associated with each such simulcast race.
These wagers on live simulcast races accepted by the off-track entity are com-
mingled in the pool. Related to the fees collected, the off-track entities involved
in such activities will have certain payments or adjustments made in the net
settlement process, such as

a. track fees (typically simulcast fees),which represent fees the host
entity receives for providing the race signal to off-track entities.
Providing the race signal is considered part of the administrative
services provided by the host entity. Participating off-track entities
are generally required by statute to provide a live simulcast in order
to offer bettors the ability to participate in the intrastate or inter-
state pari-mutuel wagering pool for a race event. These track fees
may be paid either directly by the off-track entity to the host entity
or through the settlement process described in paragraph 6.7.78.

b. pari-mutuel taxes. These represent amounts paid by the host or
off-track entity to the applicable regulatory entity based on the
statutes in each participating jurisdiction.

30 If a winning gaming customer placed his or her wager at an off-track entity, this off-track
entity will pay any winnings to the customer. The funds to make such payments to a customer are
remitted or paid to the host entity and off-track entities through the settlement process noted.
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c. revenue splits (and similar off-track entity commission fee arrange-

ments with the host entity). These are arrangements allowed by
certain states in which the net commission received by an off-track
entity is split with the host entity. In some cases, an intermediary
entity (similar to the clearinghouse) may assist with the facilita-
tion of activities between the off-track entity and the host entity
and may also receive a portion of the commission paid by the pool
related to the transactions it facilitates for the off-track entity.

6.7.86 The host entity typically provides the following directly to the off-
track entity, which further passes such rights along to its customers:

a. A simulcast signal, as required by the regulator to be licensed to
operate the off-track entity

b. Right to accept wagering for inclusion in the pool for the race held
by the host entity

6.7.87 The off-track entity typically provides access to participate in the
wagering pool and a facility (either physical or online) where wagers in the pool
can be placed, as well as where the event may be viewed in real time through
a simulcast to bettors wagering at the off-track entity facility.

Principal Versus Agent Considerations
6.7.88 In accordance with the guidance in paragraphs 36–40 of FASB ASC

606-10-55-36, the host or off-track entities should evaluate whether they are
acting as a principal or agent in providing access to the pool.

6.7.89 FASB ASC 606-10-55-36 states that

[w]hen another party is involved in providing goods or services to a cus-
tomer, the entity should determine whether the nature of its promise
is a performance obligation to provide the specified goods or services
itself (that is, the entity is a principal) or to arrange for those goods
and services to be provided by the other party (that is, the entity is an
agent).

6.7.90 FASB ASC 606-10-55-36A states that

[t]o determine the nature of its promise (as described in paragraph
606-10-55-36), the entity should:

a. Identify the specified goods or services to be provided to
the customer ...

b. Assess whether it controls (as described in paragraph 606-
10-25-25) each specified good or service before that good or
service is transferred to the customer.

6.7.91 A gaming entity should first evaluate the substance of the arrange-
ments. It should assess whether, under its specific facts and circumstances, it
controls the goods or services and acts as a principal as required by FASB ASC
606-10-55-36. In addition, FASB ASC 606-10-55-39 contains a list of indicators
that an entity controls the specified good or service before it is transferred to
the customer, and, is therefore a principal. The indicators in FASB ASC 606-
10-55-39 are not intended to be an exhaustive list.
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Classification of Wagers Received From Bettors and Winnings
Paid to Bettors

6.7.92 Although not identified in FASB ASC 606-10-55-39 as an indicator
of control, the fact that neither the host entity nor the off-track entity has any
risk associated with the wager31 itself and, accordingly, has fixed economics at
the inception of the wager further illustrates how the design of the pool and its
activities, established by regulation, are intended to put control over the odds
and outcome of the pool in the hands of those wagering, not the host entity
or the off-track entity. The host and off-track entities are in effect offering the
bettor the ability to wager within the pool against the other pool participants.
The two types of entities are effectively the paying entities on behalf32 of the
pool and its participants (that is, the host and off-track entities merely arrange
for a bettor's access to the pol as opposed to funding any payout of the pool with
their own resources). For providing this access and facilitating the placement
of such wagers, each entity is allowed to retain a predetermined percentage
of the total wagers made in the pool (at the entity's location or online) as its
commission for providing the services.

6.7.93 An assessment of the factors identified in FASB ASC 606-10-55-
39 support the view that both the host entity and the off-track entities are
acting as agents on behalf of the pool with respect to wagers with bettors. The
host and off-track entities are not able to affect or control the odds33 of various
wagers because the actual odds are determined at closing cutoff prior to the race
event as a function of the wagering activity (amount and nature of wagers) in
total after deducting fees.34 In addition, neither entity has inventory risk (in
this case, the risk of pool funds) because the funds placed into the pool are
distributed in accordance with statute and paid out based on the odds that are
effectively determined by the choices of the pool wagering participants rather
than any choice or action of either the host or off-track entity.

6.7.94 Based on the factors described in paragraph 6.7.93, FinREC be-
lieves that both the host and off-track entities provide the service being offered
(access to the pool) but do not control the outcomes or the odds within that

31 In some states, such as Nevada, if for some reason a wager is appropriately accepted by an off-
track entity but is not transmitted properly, resulting in the wager not being included in the interstate
common pari-mutuel pool, the off-track entity is, by regulation, responsible to any winning wagers
meeting this condition such that the off-track entity would be required to pay the winning wager in
accordance with official results (final payout odds on the winner) at the track out of its own resources.
Although a potential risk to the entity, it is not part of the design of the wagering system and would
not normally be expected to occur except in situations in which an off-track entity failed to follow
appropriate operating procedures to ensure all wagers are properly included in the interstate common
pari-mutuel pool.

32 This presumes that all such wagers or bets are successfully transmitted to the track by the
system operator.

33 Some entities may routinely offer complimentaries (or "comps") or other permissible benefits
to customers, such as are provided in entity point-based loyalty programs. In such cases, the entity is
effectively giving the customer additional benefits that indirectly affect the odds for such customer.
The existence of such items does not change the assessment noted herein. This section does not address
point-based loyalty programs. Point-based loyalty programs are addressed in the section "Loyalty
Credits and Other Discretionary Incentives (Excluding Status Benefits)."

34 Most states provide for a minimum payout on winning wagers regardless of whether there are
sufficient funds in the pool to cover the minimum. Accordingly, in those limited situations in which
sufficient funds may not exist, commissions will be reduced or limited and negative breakage results.
Conversely, rounding differences may exist on payouts resulting in positive breakage increasing the
commission paid. Unredeemed expired winning tickets are recognized as revenue in most states and
subject to gaming taxation rather than as escheatable items.
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pool (as noted, those are determined by the pool participant wagers), for which
these entities receive a commission from the pool. In the simplest terms, any
entity (whether host or off-track) engaging with the pool receives a commission
from the proceeds of wagers that that entity brought to the pool. Accordingly,
FinREC believes that the amounts presented by the host and off-track entities
related to the receipt of wagers and payments to winners should be presented
on a net basis consistent with all gaming transactions.35

Determination of Performance Obligations by an Off-track Entity
6.7.95 As described in paragraph 6.7.94 both the Host and Off-track Enti-

ties merely provide the service being offered, which is access to the Pool. Bettors
at an Off-track Entity are generally gambling on a racing event being simulcast,
and those bettors are not paying to watch the race as evidenced by customers
"sitting out" certain races and not placing wagers on them.

6.7.96 As described in item (a) of paragraph 6.7.86, the off-track entity (in
addition to contracting with the host entity) is required by statute to simulcast
the event in order to accept wagering to participate in a pool. Therefore, access
to the pool and the simulcast can only be obtained through the host entity as a
bundled pair, and the host entity cannot provide pool access without the simul-
cast. An off-track entity accepting wagers in the pool has no alternative but to
provide (and therefore acquire) the simulcast of the race — it is required to do so
as a condition of accepting wagers in the pool for a race event; it cannot provide
wagering access separate from the simulcast. Therefore, FinREC believes that
the provision of the live simulcast is not distinct pursuant to FASB ASC 606-
10-25-19 and should be combined with access as the sole distinct performance
obligation.

Classification of Track Fees Paid by the Off-track Entity (Determination
of the Transaction Price by the Off-track Entity)

6.7.97 In accordance with FASB ASC 606-10-55-38 and paragraph 6.7.94,
the transaction price to the host entity and to the off-track entity should ex-
clude the amounts collected and remitted to the pari-mutuel pool and should
be presented on a net basis; that is, the transaction price is equal to the commis-
sion retained from the pool by the host or off-track entity for arranging access
by bettors to the pool.

6.7.98 The host entity receives an additional amount from the off-track
entity to cover administrative services including the provision of the simulcast.
Such fees are referred to in this guide as "track fees." Track fees may be deter-
mined as a fixed-dollar fee per day or based on a percentage of wagers if the
off-track entity's state gaming commission or applicable racing commission has
given its approval for the host entity to share in pari-mutuel pool commissions
received by the off-track entity.

6.7.99 In assessing the nature of track fees, an off-track entity must deter-
mine whether such fees should be deducted from its commission for purposes
of determining the transaction price or whether such fees are more appropri-
ately presented as an expense, with the commission being reported at a gross
amount. This decision about whether the off-track entity is acting as an agent

35 The definition of win and the presentation of amounts retained from wagering activities by a
gaming entity are addressed in paragraphs 6.6.01–6.6.08.
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on behalf of the host entity or as a principal will be based on the facts and
circumstances of each off-track entity's contracts.

6.7.100 An off-track entity should evaluate the guidance in paragraphs
36–39 of FASB ASC 606-10-55 to determine whether it is a principal or agent in
each contract with a host entity. FinREC believes the determination of whether
an off-track entity is a principal or agent will be based on the specific facts and
circumstances of each contractual arrangement.

6.7.101 FASB ASC 606-10-55-37 states the following:

An entity is a principal if it controls the specified good or service before
that good or service is transferred to a customer. However, an entity
does not necessarily control a specified good or service if the entity
obtains legal title to that good only momentarily before legal title is
transferred to the customer. An entity that is principal may satisfy its
performance obligation to provide the specified good or service itself
or may engage another party (for example, a subcontractor) to satisfy
some or all of the performance obligation on its behalf.

6.7.102 FASB ASC 606-10-55-39 provides indicators that an off-track en-
tity should consider in determining whether it is acting as a principal or agent
for the arrangement with the host entity. FASB ASC 606-10-55-39 states the
following:

Indicators that an entity controls the specified good or service before it
is transferred to the customer (and is therefore a principal [see para-
graph 606-10-55-37]) include, but are not limited to, the following:

a. The entity is primarily responsible for fulfilling the
promise to provide the specified good or service. This typ-
ically includes responsibility for the acceptability of the
specified good or service (for example, primary responsi-
bility for the good or service meeting customer specifica-
tions). If the entity is primarily responsible for fulfilling
the promise to provide the specified good or service, this
may indicate that the other party involved in providing the
specified good or service is acting on the entity's behalf.

b. The entity has inventory risk before the specified good or
service has been transferred to a customer or after trans-
fer of control to the customer (for example, if the customer
has a right of return). For example, if the entity obtains, or
commits to obtain, the specified good or service before ob-
taining a contract with a customer, that may indicate that
the entity has the ability to direct the use of, and obtain
substantially all of the remaining benefits from, the good
or service before it is transferred to the customer.

c. The entity has discretion in establishing the price for the
specified good or service. Establishing the price that the
customer pays for the specified good or service may indi-
cate that the entity has the ability to direct the use of that
good or service and obtain substantially all of the remain-
ing benefits. However, an agent can have discretion in es-
tablishing prices in some cases. For example, an agent may
have some flexibility in setting prices in order to generate
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additional revenue from its service of arranging for goods
or services to be provided by other parties to customers.

Classification by an Off-track Entity of Revenue Splits
6.7.103 In certain jurisdictions, a host entity may be able to charge an

off-track entity a "revenue split" (as described in paragraph 6.7.85c), which is
determined as a percentage of the amount of wagers an off-track entity takes
in on a simulcast race. Because there is no substantive difference between a
revenue split and a track fee (that is, one could be increased and the other
decreased resulting in the same net effect), FinREC believes that the off-track
entity would assess whether it is a principal or agent in the same manner for
the revenue split as it would for track fees, as discussed in paragraphs 6.7.100–
6.7.102.

Classification by a Host Entity or Off-track Entity for Pari-mutuel Taxes
that Are Paid to the Regulator

6.7.104 FASB ASC 606-10-32-2 states that the transaction price excludes
"amounts collected on behalf of third parties (for example, some sales taxes)."
A gaming entity will also need to assess on a jurisdictional basis whether the
guidance in FASB ASC 606-10-32-2A is applicable to its facts and circum-
stances. FASB ASC 606-10-32-2A states

[a]n entity may make an accounting policy election to exclude from
the measurement of the transaction price all taxes assessed by a gov-
ernmental authority that are both imposed on and concurrent with
a specific revenue-producing transaction and collected by the entity
from a customer (for example, sales, use, value added, and some excise
taxes). Taxes assessed on an entity's total gross receipts or imposed
during the inventory procurement process shall be excluded from the
scope of the election.

6.7.105 Taxes on gaming transactions are generally imposed on a licensed
gaming entity by the government or a regulatory body and are generally con-
sidered to be the responsibility of the licensed entity rather than the gaming
customer. In the case of pari-mutuel wagering, the tax is often imposed as a
stated percentage of the total amount wagered by bettors, rather than on the
net winnings to the gaming entity as is the case with typical gaming taxes.
Although the pari-mutuel wagering tax is often a stated percentage of the to-
tal amount wagered, state laws differ on the form and method of determining
such taxes. An assessment should be made to determine whether such tax is
effectively a tax to the host entity or off-track entity or a tax to the customers
wagering in the pool even though the host or off-track entity may have respon-
sibility for remitting taxes to the taxing authority.

6.7.106 FinREC believes that the presentation of pari-mutuel taxes by the
host or off-track entity (as applicable) will be based on the assessment of the
facts and circumstances of the numerous state and local regulations set forth
by taxing authorities.

Disclosures — Contracts With Customers
This Accounting Implementation Issue Is Relevant to Accounting for Disclosure
Requirements Under FASB ASC 606-10-50.

6.7.107 The guidance provided in this section addresses the new annual or
adoption-year interim disclosure requirements under FASB ASC 606-10-50 for
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public entities. Gaming companies that are neither a public business entity nor
a not-for-profit entity that has issued, or is a conduit bond obligor for, securities
that are traded, listed, or quoted on an exchange or an over-the-counter market
may elect not to provide certain of the disclosures required of public entities.
These differences are described further in each of the sections that follow.

Disaggregation of Revenue
6.7.108 As discussed in BC335 of FASB ASU No. 2014-09, the intention of

the disaggregation of revenue disclosure as outlined in FASB ASC 606-10-50-5
is to provide users of the financial statements with additional insights into the
composition of a company's revenues that depict how the nature, amount, tim-
ing, and uncertainty of revenue and cash flows are affected by economic factors.
This may be most effectively achieved by providing disaggregated disclosures
based on risk profile. Companies in the gaming industry may wish to consider
whether the categories set forth in items (a)–(c) in the following list (which
are not intended to be comprehensive) are the appropriate level of disaggre-
gation necessary to meet the disclosure objectives set forth in paragraphs 5–6
of FASB ASC 606-10-50. A gaming entity may need to assess whether disag-
gregation should be made at a level lower than the primary revenue activities
or the categories set forth in items (a)–(c) in the following list. For example,
a gaming entity may only generate revenues and cash flows from gaming and
food and beverage services and therefore may also need to assess whether rev-
enue should be disaggregated based on the type of gaming activity (such as
table games, slot machines, sports book, and so on) or similar areas as neces-
sary to meet the disclosure objectives. For each of the disaggregation categories,
gaming entities should consider whether the disclosure would be meaningful
or useful to financial statement users based on the nature of the entity's busi-
ness, as well as whether such level of detail is already frequently disclosed or
discussed either internally or externally. A gaming entity's disaggregation dis-
closures may be aligned with its segment disclosures (for example, the gaming
entity may determine segments based on geography and also determine that
economic factors affecting the nature, amount, timing, and uncertainty of rev-
enues and cash flows are closely aligned with the geography in which those
revenues and cash flows are earned); however, if segments are disclosed differ-
ently, then FASB ASC 606-10-50-6 requires that an entity disclose sufficient
information to enable users of financial statements to understand the relation-
ship between the disclosure of disaggregated revenue and revenue information
that is disclosed for each reportable segment, if the entity applies FASB ASC
280, Segment Reporting.

a. Geographic region. For gaming companies that have significant op-
erations in various regions across the United States and outside
of the United States, disaggregation by geographic region may be
appropriate because the nature, amount, timing, and uncertainty
of revenues and cash flows is dependent on both domestic and in-
ternational priorities and budgets, which may differ. Furthermore,
performance and collection risk on international programs is gen-
erally more significant than on domestic programs. Because prior-
ities and risk can also vary significantly by country depending on
geopolitical and economic factors specific to those countries, disag-
gregating revenue solely by U.S. and international may not be as
meaningful as disaggregating by geographic region. Other gaming
entities may determine that the best method of disaggregating by
geographic region may be through a destination versus regional
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disclosure because properties in those categories tend to exhibit
similar economics.

b. Revenue type. In accordance with SEC Codification of Staff Ac-
counting Bulletins topic 11(L), "Income Statement Presentation Of
Casino-Hotels," gaming companies report significant sources of rev-
enues on the face of the income statement by revenue type, such
as gaming, food and beverages, rooms, entertainment, and other. A
revenue type is generally considered significant if the revenue type
accounts for 10 percent or more of total revenues. FinREC believes
disclosure by revenue type would generally be expected for each
geographic region identified to be disclosed in accordance with (a).

c. Managing properties for third parties. To the extent that a gaming
entity has significant revenues from managing properties for third
parties in addition to revenues generated at properties owned, sep-
arate disclosure of such revenues would also be expected.

6.7.109 Refer to example 6-7-1 for an illustrative example of the disaggre-
gation of revenue disclosure, which incorporates the considerations set forth in
paragraph 6.7.108.

6.7.110 As required by FASB ASC 606-10-50-3, a disaggregation of rev-
enue should be presented for all periods for which an income statement is pre-
sented.

6.7.111 FASB ASC 606-10-50-7 indicates that the quantitative disaggre-
gation disclosure guidance in paragraphs 5–6 of FASB ASC 606-10-50 and para-
graphs 89–91 of FASB ASC 606-10-55 is not required for entities that are nei-
ther a public business entity nor a not-for-profit entity that has issued, or is a
conduit bond obligor for, securities that are traded, listed, or quoted on an ex-
change or an over-the-counter market. However, if an entity that is neither a
public business entity nor a not-for-profit entity that has issued, or is a conduit
bond obligor for, securities that are traded, listed, or quoted on an exchange or
an over-the-counter market elects not to provide those disclosures, it must pro-
vide, at a minimum, revenue disaggregated according to the timing of transfer
of goods or services (for example, revenue from goods or services transferred to
customers at a point in time and revenue from goods or services transferred to
customers over time) and qualitative information about how economic factors
(such as type of customer, geographical location of customers, and type of con-
tract) affect the nature, amount, timing, and uncertainty of revenue and cash
flows.

Disclosures About Performance Obligations
6.7.112 In addition to the aforementioned disclosures related to the disag-

gregation of revenues, a gaming entity will also have policy and qualitative dis-
closures necessary to help a user understand the nature, amount, timing, and
uncertainty of revenue and cash flows arising from contracts with customers.
A gaming entity should assess each of its disaggregated revenue streams and
performance obligations to identify the level at which disclosures set forth in
this paragraph should be made to meet the disclosure objectives required in
FASB ASC 606-10-50-1. A gaming entity should assess which of the policy and
qualitative disclosures are necessary to provide sufficient information to enable
users of financial statements to understand the nature, amount, timing, and
uncertainty of revenue and cash flows arising from contracts with customers.
Once a gaming entity determines the most appropriate level of disclosure, the
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gaming entity should determine whether any or all of the following disclosures
are necessary:

a. The nature of goods and services provided (FASB ASC 606-10-50-
12c)

b. A description that allows a reader of the financial statements to
understand the timing and satisfaction of performance obligations
(FASB ASC 606-10-50-9)

c. How a gaming entity determined whether a promised good or ser-
vice was a performance obligation, including any significant judg-
ments and estimates made during that assessment (FASB ASC
606-10-50-12)

i. Any changes in such judgments and estimates, including
any judgments and estimates included in reaching the con-
clusions in (cii) to (cvii), which follow (FASB ASC 606-10-
50-12). Such judgments and estimates will likely include
the determination of the stand-alone selling prices of the
performance obligations

ii. The timing of satisfaction of the performance obligations
(FASB ASC 606-10-50-12a)

iii. The payment terms associated with performance obliga-
tions (FASB ASC 606-10-50-12b)

iv. Obligations for returns, refunds, and other similar obliga-
tions (FASB ASC 606-10-50-12d), including whether there
are any such provisions recorded associated with variable
consideration

v. Types of warranties and related obligations if any exist
(FASB ASC 606-10-50-12e)

vi. Disclosure indicating when cash receipt generally occurs
and how this relates to the general timing of recognition

vii. A description of how transaction price is allocated among
performance obligations if there is more than one perfor-
mance obligation in a contract with a customer (FASB ASC
606-10-50-20c)

viii. Explanation of when the gaming entity expects to recog-
nize the aggregate transaction price allocated to remain-
ing performance obligations either on a quantitative basis
using the time bands that would be most appropriate for
the duration of the remaining performance obligations or
by using qualitative information (FASB ASC 606-10-50-
13b)

6.7.113 As discussed in paragraph 6.6.03 of the section "Definitions: The
Terms Win and Gross Gaming Revenue," the "transaction price" in a gaming
transaction is deemed to be the net amount won from or lost to the customer
for the wager, resulting in a transaction price that is positive, zero, or negative.
Accordingly, the transaction price for a gaming transaction is the difference
between gaming wins and losses, not the total amount wagered.

6.7.114 Paragraph 6.6.06 explains that combining of individual bets at
a table or device, as noted previously, is allowed per FASB ASC 606-10-10-4,
which indicates that
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as a practical expedient, an entity may apply this guidance to a port-
folio of contracts (or performance obligations) with similar character-
istics if the entity reasonably expects that the effects on the financial
statements of applying this guidance to the portfolio would not differ
materially from applying this guidance to the individual contracts (or
performance obligations) within that portfolio.

6.7.115 A gaming entity's revenue policy disclosures should articulate
such accounting for gaming transactions. See example 6-7-3 for an illustration
of how a gaming entity might disclose basic accounting policy information.

Contract and Related Balances
6.7.116 Gaming companies typically have receivables from contracts with

customers for marker balances related to gaming by a customer using credit
extended to the customer by the casino and for amounts related to a customer's
hotel room stay36 at the company's properties. Liabilities of gaming entities
related to revenue contracts are typically related to advanced deposits, unpaid
wagers, and contract liabilities. Advanced deposits typically consist of customer
safekeeping, front money, and rooms and convention space. Unpaid wagers gen-
erally consist of outstanding ticket-in, ticket-out (TITO) tickets; outstanding
chip liability; and race and sports unpaid and futures. Contract liabilities are
generally related to loyalty program obligations.

6.7.117 Presentation of a contract as a contract asset or a contract liability
was discussed at the October 2014 FASB/IASB TRG meeting. Paragraph 12 of
TRG Agenda Ref. No. 11, October 2014 Meeting — Summary of Issues Discussed
and Next Steps, discusses how an entity should determine the presentation of
a contract that contains multiple performance obligations:

TRG members generally agreed that a contract is presented as either
a contract asset or a contract liability (but not both) depending on the
relationship between the entity's performance and the customer's pay-
ment. That is, the contract asset or liability is determined at the con-
tract level and not at the performance obligation level.

6.7.118 To address the requirement to disclose the opening and closing
balances of these receivables, contract assets, and contract liabilities in accor-
dance with FASB ASC 606-10-50-8a and provide an explanation of the signifi-
cant changes in the contract asset and contract liability balances in the report-
ing period in accordance with FASB ASC 606-10-50-10, companies may consider
disclosing a rollforward of the contract balances for the reporting period. Alter-
natively, companies may choose to disclose the opening and closing balances in
a narrative or tabular format with enhanced narrative around the significant
drivers of the changes in the balances.

6.7.119 To the extent that a gaming company chooses to present a tabular
rollforward presentation of the contract balances, in order to meet the require-
ment to disclose revenue recognized in the reporting period that was included in

36 Hotel receivables represent legal claims the entity has against the customer related to (1)
completed hotel and food and beverage contracts that have not settled at period end through cash
receipt, credit card processing, or similar settlement and (2) contracts in process for which the entity
has satisfied some performance obligations and has a legal claim against the customer for the amounts
associated with the delivery and completion of those performance obligations. An entity will typically
report and disclose these items on a combined basis because a hotel stay usually lasts for less than
a week and the settlement of the receivables occurs shortly thereafter, generally within a week after
the stay, through credit card settlements.
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the contract liability balance at the beginning of the period in accordance with
FASB ASC 606-10-50-8b, a gaming company should either separately disclose
such amount or, in such tabular presentation, separately break out revenue
(reductions to the contract balance) into two pieces: (a) from amounts included
in the beginning contract liability and (b) amounts recognized from additions
within the period. Refer to example 6-7-2 for an illustrative example of such a
rollforward presentation for disclosure purposes.

6.7.120 The disclosure requirements outlined in paragraphs 8(a)–8(b) and
10 of FASB ASC 606-10-50 relate to contract balances and changes in those bal-
ances. Such disclosure would include a qualitative description in general of the
receipt of cash versus the recognition of revenue and how such matters affect
the contract asset and contract liability balances. Similarly, such qualitative
information should be provided regarding the timing of receipt of cash versus
recognition of revenue by revenue type. The disclosures would likely align with
the rollforward information discussed in paragraph 6.7.119 and would capture
year-to-date information (that is, using the periods on the comparative balance
sheet), although an entity may provide supplemental quarterly information.

6.7.121 FASB ASC 606-10-50-11 indicates that the disclosure require-
ments in paragraphs 8–10 and 12A of FASB ASC 606-10-50 related to contract
balances and certain changes affecting revenue, timing of the satisfaction of
performance obligations, and explanation of the significant changes in the con-
tract asset and liability balances during the reporting period are not required
for entities that are neither a public business entity nor a not-for-profit en-
tity that has issued, or is a conduit bond obligor for, securities that are traded,
listed, or quoted on an exchange or an over-the-counter market. However, if an
entity that is neither a public business entity nor a not-for-profit entity that
has issued, or is a conduit bond obligor for, securities that are traded, listed, or
quoted on an exchange or an over-the-counter market elects not to provide these
disclosures, the entity should follow the guidance in FASB ASC 606-10-50-8a,
which requires the disclosure of the opening and closing balances of receiv-
ables, contract assets, and contract liabilities from contracts with customers, if
not otherwise separately presented or disclosed.

Other Required Disclosures
6.7.122 Because the majority of gaming transactions occur where the re-

ceipt of cash and the recognition of revenue are closely aligned, and often the
remaining performance obligations of a gaming entity will relate primarily to
its loyalty program, a gaming entity may provide disclosures similar to those
in the table in example 6-7-2 (inclusive of footnotes) to satisfy the disclosure
requirements specified in FASB ASC 606-10-50-13.

6.7.123 Because gaming entities may not have performance obligations
satisfied over time, a gaming entity should assess whether the disclosures in
FASB ASC 606-10-50-18 are necessary to provide. In addition, because trans-
action prices are generally easily determinable and it may not be necessary for
a gaming entity to apply significant judgment to determine the amount and
timing of revenue from contracts with customers, a gaming entity should as-
sess whether the disclosures in paragraphs 17 and 19 of FASB ASC 606-10-50
are necessary to provide. To the extent that the liabilities arising from con-
tracts with customers noted in paragraph 6.7.116 are significant, some addi-
tional disclosure considerations may apply; however, the nature of such items
would likely be described previously in the disclosure around disaggregated
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revenue types or in the description of the entity's performance obligations, as
noted in paragraph 6.7.112.

6.7.124 FASB ASC 606-10-50-22 requires that an entity disclose whether
it elects to use the practical expedients in either FASB ASC 606-10-32-18 (the
"one year or less" expedient related to significant financing components) or
FASB ASC 340-40-25-4 (the practical expedient that allows an entity to ex-
pense the incremental costs of obtaining a contract that is one year or less).
A gaming entity will need to assess whether it has significant financing com-
ponents related to the issuance and collection of markers (accounts receivable
from credit granted to gaming customers) to determine if such practical expedi-
ent applies. In addition, a gaming entity should assess all fees paid to websites,
online travel agents, brick-and-mortar travel agents, junket operators, and in
other similar situations where such fees are paid in advance of the actual rev-
enue being recognized, in which case the FASB ASC 340-40-25-4 practical ex-
pedient may apply.

6.7.125 The descriptive disclosures of an entity's performance obligations
as outlined under FASB ASC 606-10-50-12 are required for all entities, but
FASB ASC 606-10-50-16 indicates that the disclosure requirements of para-
graphs 13–15 of FASB ASC 606-10-50 related to remaining performance obli-
gations are not required for entities that are neither a public business entity
nor a not-for-profit entity that has issued, or is a conduit bond obligor for, secu-
rities that are traded, listed, or quoted on an exchange or an over-the-counter
market.

Promotional Allowances (Complimentaries) — Presentation and
Disclosure of the Reclassification of Costs of Providing Complimentary
Items to Gaming Customers

6.7.126 Prior to the adoption of FASB ASC 606, gaming entities gener-
ally reclassified the total cost incurred associated with complimentaries (such
as hotel rooms and food and beverages) provided free of charge to a customer
from the expense line of the department fulfilling the complimentary to the ex-
pense line of the department that granted the complimentary to the customer
(typically the casino department).

6.7.127 As discussed in paragraph 6.7.25 of the section "Promotional Al-
lowances," FinREC believes historical financial statement presentations that
present revenues (1) gross for goods and services that a gaming entity gives
to customers as an inducement to gamble and (2) with an offsetting reduction
to gross revenues for promotional allowances or complimentaries to yield net
revenues are not in accordance with FASB ASC 606. Further, as illustrated
in paragraphs 6.6.18–6.6.19 of the section "Loyalty Credits and Other Discre-
tionary Incentives (Excluding Status Benefits)" and in examples in that section,
the transaction price received in a gaming transaction with a customer will be
allocated to the performance obligations associated with the contract arrange-
ments with the customer and generally will result in a reduction to reported
gaming revenues and an increase to other departmental revenues for the value
of goods and services "comped" to the customer or as an increase to the loyalty
program liability on the balance sheet.

6.7.128 FinREC believes that the industry's historical practice of reclassi-
fying the total cost incurred associated with complimentaries from the expense
line of the department fulfilling the complimentary to the expense line of the
department that granted the complimentary to the customer is not consistent
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with the treatment for the related revenue that will be reported under FASB
ASC 606, whereby the allocation of revenue associated with the performance
obligation related to the comp will be reflected in the department fulfilling the
complimentary and not in the department that granted the complimentary to
the customer. Gaming companies should ensure that costs and expenses are
classified in the correct departmental line items to properly reflect the cost as-
sociated with the department consistent with the classification of revenue for
which the cost was incurred.

6.7.129 A gaming entity should carefully consider its disclosures around
complimentaries (which are treated as separate performance obligations for
purposes of the allocation of the transaction price in a gaming revenue con-
tract). Disclosures for complimentaries likely will include the following:

a. A description of such complimentaries

b. How the stand-alone selling price of complimentaries was deter-
mined

c. Financial statement presentation

d. Timing and method for measuring progress for recognizing revenue
as the performance obligation is satisfied

e. The method for determining how the transaction price is allocated
and amounts allocated to complimentaries

f. Quantitative disclosures by department regarding the cost of com-
plimentaries provided, consistent with the principles underlying
footnote disclosures on the cost of complimentaries provided his-
torically by gaming companies

For gaming regulatory reporting, an entity may be required to reconcile the
amount reported for gaming revenue in the financial statements to the amount
reported to the regulator in its gaming tax filings.

6.7.130 The following examples are meant to be illustrative, and the de-
termination of the most appropriate disclosures in accordance with FASB ASC
606-10-50 should be based on the facts and circumstances specific to an entity.

Example 6-7-1 — Disaggregation of Revenue

Background regarding the gaming entity:

a. The entity owns and operates casinos domestically in both Las Ve-
gas and regional markets.

b. The entity owns and operates casinos in a number of international
jurisdictions (Macau, United Kingdom).

c. The entity manages casinos for other entities under long-term ar-
rangements in the United States, which generally include a license
to the gaming entity's brand.

d. The economic environment of Las Vegas as a destination market is
very different than either regional markets or the entity's interna-
tional business.

e. The gaming entity generates revenues at each property it oper-
ates for itself (this excludes managed properties) by providing the
following types of goods and services: gaming, food and beverage,
rooms, entertainment, and other.

f. The gaming entity operates within one segment.
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The following illustrates a disclosure by geographic location and type of good
or service:

Revenue Disaggregation
We are a global casino operator, manager, and franchisor operating
casinos domestically in both the Las Vegas and regional markets and
internationally in Macau and the United Kingdom. In addition, we
manage casinos for other entities in the United States under long-term
agreements. We generate revenues at our owned and operated prop-
erties by providing the following types of goods and services: Gaming,
Food and Beverage, Rooms, Entertainment, and Other. Our revenue
disaggregated by type of revenue and geographic location is as follows:

For the period Ended [Month xx, 2017]

Las
Vegas Regional Managed

Inter-
national Total

Gaming $ 1,000.0 $ 900.0 $ 2,000.0 $ 800.0 $ 4,700.0

Rooms 500.0 300.0 100.0 350.0 1,250.0

Food and
Beverage 600.0 350.0 100.0 500.0 1,550.0

Entertainment 550.0 50.0 50.0 250.0 900.0

Other 10.0 5.0 350.0 5.0 370.0

$ 2,660.0 $ 1,605.0 $ 2,600.0 $ 1,905.0 $ 8,770.0

Example 6-7-2 — Revenue Recognized Included in the Contract Liabil-
ity Balance at the Beginning of the Period

A gaming entity provides numerous goods and services to its customers. There
is often a difference between the timing of a customer paying cash to the gam-
ing entity and the satisfaction (and subsequent recognition of revenue) of the
associated performance obligations. Associated with these various goods and
services, a gaming entity has concluded that its customer-related liabilities gen-
erally have two relatively homogenous categories: contract liabilities associated
with its loyalty program and all other customer-related liabilities. For example,
in some cases, customers will make deposits in advance of property visitation,
and in other cases a customer will have items that may be converted readily
into cash such as chips, tokens, or a winning betting slip from a slot machine
or a race and sports book. The gaming entity may choose to provide disclosure
of such obligations as exhibited in the following:

Customer-Related Liabilities, Contract Assets, and Capitalized Costs
We have two general types of liabilities related to contracts with cus-
tomers: (1) our Loyalty Credit Obligation and (2) advanced payments
on goods and services yet to be provided or for unpaid wagers includ-
ing:

� deposits on rooms and convention space
� customer safekeeping
� money deposited on behalf of a customer in advance of

their property visitation (often called "front money")
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� outstanding tickets generated by slot machine play
� outstanding chip liabilities
� race and sports futures and unpaid winning wagers re-

lated to past race and sports wagers

Our capitalized costs generally consist of sales commissions paid to
third-party travel agencies in advance of the service being provided to
our customer.
The following table summarizes the liability activity related to con-
tracts with customers for the reporting period:

Loyalty Credit
Obligation3

Customer
Advances and

Other

Customer-
Related

Liabilities

2017 2016 2017 2016 2017 2016

Balance, beginning of
period $475.0 $550.0 $200.0 $175.0 $675.0 $725.0

Additional amounts
allocated to obligation 575.0 475.0 125.0 75.0 700.0 550.0

Reductions not from
beginning balance1 (300.0) (300.0) – – (300.0) (300.0)

Reductions from
beginning balance2 (325.0) (250.0) (75.0) (50.0) (400.0) (300.0)

Balance, end of period $425.0 $475.0 $250.0 $200.0 $675.0 $675.0
1 Includes amounts both awarded and redeemed within the same fiscal period.
2 Loyalty Credit Obligation reductions represent amounts recognized in revenue from

the balance presented at the beginning of the period. Customer Advances and Other
reductions generally represent amounts returned or paid to or otherwise used by cus-
tomers.

3 Loyalty credit obligations are generally satisfied as follows: 75 percent within one year
of issuance, 15 percent within two years of issuance, and the remainder within three
years of issuance.

Example 6-7-3 — Accounting Policy Disclosures for a Gaming Entity

Assumptions for this example:

The entity is a single casino with hotel and food and beverage operations. Fur-
ther, the gaming entity does not grant credit (issue markers) to gaming cus-
tomers, and wagers are not accepted on events or transactions that occur be-
yond the current day. The gaming entity has a simple loyalty program in which
a customer earns points based only on the volume of gaming play; the points
can be redeemed for hotel or food and beverage offerings. Customers can pur-
chase rooms and food and beverages at the casino property for cash or through
the redemption of loyalty points. For purposes of this example, the gaming en-
tity does not provide any other incentives (discretionary or nondiscretionary)
to customers other than the points earned in the loyalty program.

The following is an example of the accounting policy disclosure this entity might
make regarding its revenue recognition accounting policies. Other disclosures
such as those in example 6-7-2 would also need to be provided.

Note 2 — Summary of Significant Accounting Policies
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Revenue Recognition — The Company's revenue contracts with cus-
tomers consist of gaming wager, hotel room sales, and food and bever-
age transactions. The transaction price for a gaming wager contract is
the difference between gaming wins and losses, not the total amount
wagered. The transaction price for hotel and food and beverage con-
tracts is the net amount collected from the customer for such goods and
services. Hotel and food and beverage services have been determined
to be separate, stand-alone performance obligations and the transac-
tion price for such contracts is recorded as revenue as the good or ser-
vice is transferred to the customer over their stay at the hotel or when
the delivery is made for the food and beverage. In the case of a hotel
contract involving multiple days, the total transaction price of the stay
is recognized on a straight-line basis because the contract for the total
days of stay is noncancellable by the customer. The Company collects
advanced deposits from hotel customers for future reservations repre-
senting obligations of the Company until the room stay is provided to
the customer.

Gaming wager contracts involve two performance obligations for those
customers earning points under the Company's loyalty program and a
single performance obligation for customers who don't participate in
the program. The Company applies a practical expedient by account-
ing for its gaming contracts on a portfolio basis because such wagers
have similar characteristics and the Company reasonably expects the
effects on the financial statements of applying the revenue recogni-
tion guidance to the portfolio to not differ materially from that which
would result if applying the guidance to an individual wagering con-
tract. For purposes of allocating the transaction price in a wagering
contract between the wagering performance obligation and the obliga-
tion associated with the loyalty points earned, the Company allocates
an amount to the loyalty point contract liability based on the stand-
alone selling price of the points earned, which is determined by the
value of a point that can be redeemed for a hotel room or food and
beverage. An amount is allocated to the gaming wager performance
obligation using the residual approach because the stand-alone price
for wagers is highly variable and no set established price exists for
such wagers. The allocated revenue for gaming wagers is recognized
when the wagers occur because all such wagers settle immediately.
The loyalty point contract liability amount is deferred and recognized
as revenue when the customer redeems the points for a hotel room
stay or for food and beverage and such goods or services are delivered
to the customer. See Note X for additional disclosures regarding our
liabilities related to advance hotel room deposits and loyalty points
outstanding.

Gaming Entity’s Costs to Obtain a Management Contract
This Accounting Implementation Issue Is Relevant to Accounting for Gaming
Entity's Costs to Obtain a Management Contract.

Background
6.7.131 A gaming entity may incur, or commit to incur, amounts in efforts

to obtain the right to manage a gaming property owned by a third party (the
managed property). Amounts may also be incurred or committed in connection
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with an existing management contract. Frequently, the managed property is
owned by a state, local, or tribal government.

6.7.132 The gaming entity, in some circumstances, pays or commits to pay
amounts to organizations (designees) designated by the owner of the managed
property. Often, the mission of the organization designated to receive the remit-
tance, such as an educational foundation, is to serve the managed property's
owner or, if the owner is a government, its population.

6.7.133 The gaming entity may also enter into arrangements that promise
distinct goods or services to the managed property and its designees in its ef-
forts to obtain the right to manage the property.

6.7.134 The primary accounting literature applicable to amounts incurred
to obtain management contracts is FASB ASC 606; FASB ASC 340-40, Other
Assets and Deferred Costs—Contracts with Customers; and FASB ASC 470-10-
25 as it relates to amounts contingent on future earnings.

6.7.135 FinREC believes that all arrangements that the gaming entity
enters into with the managed property or designees in connection with its ef-
forts to obtain the rights to manage the property should initially be evaluated
to determine if such arrangements are within the scope of FASB ASC 606. Par-
ticular attention should be given to identifying whether the commitment to
the managed property or entity under common control includes a performance
obligation.

Consideration Paid or Payable to Managed Property
6.7.136 With respect to consideration paid or payable to a customer (the

managed property), unless the payment to the managed property is in exchange
for a distinct good or service that the managed property transfers to the gam-
ing entity, the gaming entity should apply the guidance in paragraphs 25–27 of
FASB ASC 606-10-32 to consideration paid or payable to the managed property
or designees of the managed property. In accordance with FASB ASC 606-10-
32-25, such consideration payable is accounted for as a reduction of the transac-
tion price and, therefore, reduces the amounts recognized by the gaming entity
as revenue for managing the property because the payment made by the gam-
ing entity is not in exchange for a distinct good or service that the managed
property transfers to the gaming entity. In accordance with FASB ASC 606-10-
32-27, the gaming entity should recognize the reduction of revenue when (or
as) the later of either of the following events occurs:

a. The gaming entity recognizes revenue for the transfer of the related
goods or services to the customer.

b. The gaming entity pays or promises to pay the consideration (even
if the payment is conditional on a future event). That promise might
be implied by customary business practices.

6.7.137 The following examples are meant to be illustrative, and the ac-
tual determination of the appropriate accounting under FASB ASC 606 should
be based on the facts and circumstances of an entity's specific situation.

Example 6-7-4

Assume that in its efforts to obtain the rights to manage a gaming property, the
gaming entity simultaneously enters into a separate arrangement to raze and
reconstruct an aged infrastructure facility on land owned by a governmental
organization under common control with the managed property. The contract
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requires no additional consideration to be paid to the gaming entity for the
related goods and services. The gaming entity concluded that the contract is
within the scope of FASB ASC 606. In accordance with FASB ASC 606-10-25-9,
it was determined that this contract should be combined with the management
contract and accounted for as a single arrangement because the two contracts
were entered into at or near the same time with related parties and were nego-
tiated as a package with a single commercial objective. The entity would assess
the specific facts to determine if a single performance obligation or multiple
performance obligations exist. Separate performance obligations might exist
for an obligation to manage the property and an obligation to raze and recon-
struct the facility. The transaction price would be allocated to each separate
performance obligation determined to exist in the arrangement.

Example 6-7-5

Assume the same facts as in example 6-7-4 except that the gaming entity agrees
to provide funding to the governmental organization for the reconstruction and
is not required to provide any goods or services and thus has no performance
obligation to raze and reconstruct the facility. It is determined that the consid-
eration payable is to an entity under common control with the managed prop-
erty, and therefore the guidance in paragraphs 25–27 of FASB ASC 606-10-32
should be applied. In accordance with FASB ASC 606-10-32-25, the consider-
ation payable is accounted for as a reduction of the transaction price paid to
the gaming entity to manage the property. The gaming entity recognizes the
amounts it pays to the entity under common control with the managed prop-
erty as a reduction of revenue recognized over the term of the management
contract.

Contract Costs Incurred by a Gaming Entity Other Than Prepaid Costs
6.7.138 FASB ASC 340-40 provides guidance on contract costs that are

not within the scope of other authoritative literature. If another FASB ASC
topic addresses a particular cost, then that cost is outside of the scope of FASB
ASC 340-40, and such guidance cannot be used to capitalize costs that are pre-
cluded from capitalization under other topics.

6.7.139 As discussed in FASB ASC 340-40-25-5, only costs incurred that
directly relate to a management contract (or anticipated contract) that will be
used to satisfy future performance obligations and are expected to be recovered
are eligible for capitalization.

6.7.140 In accordance with FASB ASC 340-40-25-1, incremental costs in-
curred by the gaming entity to obtain a management contract (excluding any
consideration payable to the managed property or entities under common con-
trol) should be recognized as an asset if the entity expects to recover those costs.
These capitalized costs are considered management contract acquisition costs.
In accordance with FASB ASC 340-40-25-3, costs to obtain a management con-
tract that would have been incurred regardless of whether the management
contract was obtained should be recognized as an expense when incurred, sim-
ilar to the accounting treatment for the costs incurred in efforts to obtain gam-
ing licenses.

6.7.141 Assets recognized (including any commission fees paid to sales
people in conjunction with obtaining the contract recognized as an asset) typi-
cally have a finite life and should be amortized over a life equal to the term
of the management contract (including any renewal periods expected to be
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exercised) on a systematic basis that is consistent with the transfer to the
customer of the management services to which the asset relates as required
in FASB ASC 340-40-35-1. If an entity determines that commissions paid on
contract renewals are commensurate with the commission paid on the initial
contract, then any commission fee paid to sales people in conjunction with ob-
taining the initial contract recognized as an asset should only be amortized
over the initial term of the management contract consistent with the discus-
sion in BC309 of FASB ASU No. 2014-09 and as discussed in TRG Agenda Ref.
No. 57, Capitalization and Amortization of Incremental Costs of Obtaining a
Contract. In the case of managing a casino, FinREC believes that the method
most consistent with the transfer to the customer will often be the straight-line
method over the term of the management contract. In accordance with FASB
ASC 340-40-35-3, a gaming entity should recognize an impairment loss to the
extent the carrying amount of the recorded asset exceeds the sum of the re-
maining amounts expected to be collected under the management contract and
that the entity has received but not yet recognized as revenue less the costs
to provide the goods or services under the contract that have not been recog-
nized as expenses. In accordance with FASB ASC 340-40-35-6, a gaming entity
should not reverse an impairment loss previously recognized.

Gaming Entity’s Costs Related to an Existing Management Contract
6.7.142 The gaming entity may incur costs (excluding any consideration

payable to the managed property or its designee that is not in exchange for a
distinct good or service that the managed property transfers to the gaming en-
tity) during the term of the management contract that are similar in character
to the costs incurred in efforts to obtain the contract and which are determined
not to be costs incurred to fulfill the management contract as defined in FASB
ASC 340-40-25-5. If these costs meet the provisions of FASB ASC 340-40-25-
1, they should be capitalized, amortized, and evaluated for impairment as de-
scribed in paragraphs 6.7.139–6.7.141. The entity would determine whether
costs incurred to comply with such requirements meet the provisions of FASB
ASC 340-40-25-1. Costs incurred during the term of the management contract
that would have been incurred regardless of whether the management contract
was renewed should be recognized as an expense when incurred in accordance
with FASB ASC 340-40-25-3.
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Chapter 7

Health Care Entities

Notice to Readers
This chapter presents accounting implementation issues developed to assist
management of health care entities in applying FASB Accounting Standards
Codification (ASC) 606, Revenue from Contracts with Customers, and related
interpretations from the FASB/IASB Joint Transition Resource Group (TRG).

The AICPA Health Care Entities Revenue Recognition Task Force identified
and developed these accounting implementation issues, and the AICPA Rev-
enue Recognition Working Group and AICPA Financial Reporting Executive
Committee (FinREC) approved them. They are a source of nonauthoritative
accounting guidance for nongovernmental entities.

The accounting implementation issues have been organized within this chap-
ter as follows:

� In relation to the five-step model of FASB ASC 606, when appli-
cable:

— Step 1: "Identify the contract with a customer"

— Step 2: "Identify the performance obligations in the con-
tract," starting at paragraph 7.2.01

— Step 3: "Determine the transaction price"

— Step 4: "Allocate the transaction price to the perfor-
mance obligations in the contract"

— Step 5: "Recognize revenue when (or as) the entity sat-
isfies a performance obligation," starting at paragraph
7.5.01

� By revenue stream, starting at paragraph 7.6.01
� As other related topics, starting at paragraph 7.7.01

The following table outlines the accounting implementation issues discussed
in this chapter:

Issue Description
Paragraph
Reference

Identifying performance obligations
Step 2: Identify the performance obligations in the
contract

7.2.01–7.2.09

Determining the timing of satisfaction of performance
obligations
Step 5: Recognize revenue when (or as) the entity
satisfied a performance obligation

7.5.01–7.5.08

(continued)
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Issue Description
Paragraph
Reference

Arrangements for health care services provided to
uninsured and insured patients with self-pay balances,
including co-payments and deductibles
Revenue streams

7.6.01–7.6.43

Third-party settlement estimates
Revenue streams

7.6.44–7.6.72

Risk sharing arrangements
Revenue streams

7.6.73–7.6.108

Application of FASB ASC 606 to continuing care
retirement community contracts
Revenue streams

7.6.109–7.6.162

Application of the portfolio approach
Other related topics

7.7.01–7.7.15

Presentation and disclosure
Other related topics

7.7.16–7.7.59

Accounting for contract costs
Other related topics

7.7.61–7.7.73

Application of the Five-Step Model of FASB ASC 606

Step 2: Identify the Performance Obligations in the Contract

Identifying Performance Obligations
This accounting implementation issue is relevant to step 2: "Identify the Perfor-
mance Obligations in the Contract," of FASB ASC 606.

7.2.01 The core revenue recognition principle in FASB ASC 606 is that
an entity should 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. The
second step in FASB ASC 606 in achieving the core revenue recognition princi-
ple is to identify the separate performance obligations in the contract1 with a
customer. It is necessary for health care entities to first determine, at contract
inception, which promised goods or services are included in a contract with the
patient. It is then necessary for health care entities to determine which goods or

1 A contract with a customer may be partially within the scope of FASB Accounting Standards
Codification (ASC) 606, Revenue from Contracts with Customers, and partially within the scope of
other topics in FASB ASC, including those listed in FASB ASC 606-10-15-2. If the other topics specify
how to separate or initially measure one or more parts of the contract, or both, then an entity should
first apply the separation or measurement guidance, or both, in those topics. An entity should exclude
from the transaction price the amount of the part(s) of the contract that are initially measured in
accordance with other topics and should allocate the amount of the transaction price that remains to
each performance obligation in scope of FASB ASC 606. For example, FASB ASC 840 and 842, Leases,
provides guidance on allocating an arrangement's consideration between lease element(s) and non-
lease element(s).
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services (if any) represent separate performance obligations in order to identify
the unit(s) of account to determine when to recognize revenue in step 5 of FASB
ASC 606-10-25-1, with the amount of revenue to be recognized determined in
accordance with FASB ASC 606-10-32-1.

7.2.02 In accordance with FASB ASC 606-10-25-14, promised goods or ser-
vices in a contract are identified as performance obligations if each promise to
the customer is either (a) a good or service (or a bundle of goods or services) that
is distinct or (b) a series of distinct goods or services that are substantially the
same and have the same pattern of transfer to the customer. In accordance with
FASB ASC 606-10-25-22, if a promised good or service is not distinct, a health
care entity is required to combine that good or service with other promised
goods or services until it identifies a bundle of goods or services that is dis-
tinct, which may result in accounting for all the goods or services promised in
a contract as a single performance obligation.

7.2.03 In accordance with FASB ASC 606-10-25-19, a promised good or
service is distinct if the patient can benefit from the good or service either on
its own or together with other resources that are readily available to the pa-
tient (that is, the good or service is capable of being distinct), and the health
care entity's promise to transfer the good or service to the patient is separately
identifiable from other promises in the contract (that is, the promise to transfer
the good or service is distinct within the context of the contract).

7.2.04 FASB ASC 606-10-25-15 indicates that a series of distinct goods or
services has the same pattern of transfer to the customer if both of the following
criteria are met:

a. Each distinct good or service in the series that the entity promises
to transfer to the customer would meet the criteria in paragraph
606-10-25-27 to be a performance obligation satisfied over time.

b. In accordance with paragraphs 606-10-25-31 through 25-32, the
same method would be used to measure the entity's progress to-
ward complete satisfaction of the performance obligation to trans-
fer each distinct good or service in the series to the customer.

7.2.05 FASB ASC 606-10-25-21 states the following:

In assessing whether an entity's promise to transfer goods or services
are separately identifiable in accordance with paragraph 606-10-25-
19(b), the objective is to determine whether the nature of the promise,
within the context of the contract, is to transfer each of those goods or
services individually or, instead, to transfer a combined item or items
to which the promised goods or services are inputs. Factors that in-
dicate that two or more promises to transfer goods or services to a
customer are not separately identifiable include, but are not limited
to, the following:

a. The entity provides a significant service of integrating
goods or services with other goods or services promised in
the contract into a bundle of goods or services that rep-
resent the combined output or outputs for which the cus-
tomer has contracted. In other words, the entity is using
the goods or services as inputs to produce or deliver the
combined output or outputs as specified by the customer.
A combined output or outputs might include more than one
phase, element, or unit.
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b. One or more of the goods or services significantly modifies
or customizes, or are significantly modified or customized
by, one or more of the other goods or services promised in
the contract.

c. The goods or services are highly interdependent, or highly
interrelated. In other words, each of the goods or services
is significantly affected by one or more of the other goods
or services in the contract. For example, in some cases,
two or more goods or services are significantly affected by
each other because the entity would not be able to fulfill
its promise by transferring each of the goods or services
independently.

Consideration of Contract Terms
7.2.06 A health care organization should consider the terms of the contract

with a patient to determine the performance obligation(s). FASB ASC 606-10-
25-3 states the following:

Some contracts with customers may have no fixed duration and can
be terminated or modified by either party at any time. Other contracts
may automatically renew on a periodic basis that is specified in the
contract. An entity shall apply the guidance in this Topic to the dura-
tion of the contract (that is, the contractual period) in which the parties
to the contract have present enforceable rights and obligations.

7.2.07 FASB ASC 606-10-25-4 states, "For the purpose of applying the
guidance in this Topic, a contract does not exist if each party to the contract has
the unilateral enforceable right to terminate a wholly unperformed contract
without compensating the other party (or parties)."

7.2.08 At the October 31, 2014, TRG meeting, the TRG addressed the issue
of termination (or cancellation) clauses in a contract by either of the parties and
stated in paragraph 11 of its TRG Agenda Ref. No. 10, Contract Enforceability
and Termination Clauses:

If a contract can be terminated by each party at any time without com-
pensating the other party for the termination (that is, other than pay-
ing amounts due as a result of goods or services transferred up to the
termination date), the duration of the contract does not extend beyond
the goods or services already transferred. This is the case whether or
not the contract has a specified contract period.

7.2.09 At the November 2015 TRG meeting, the TRG addressed the issue
of contract termination (or cancellation) when only one party has the right to
terminate the contract and stated in paragraph 10 of its TRG Agenda Paper
49, November 2015 Meeting — Summary of Issues Discussed and Next Steps

... TRG members supported the view that the legally enforceable con-
tract period should be considered the contract period. Since that meet-
ing, stakeholders have raised further questions (Issue 2) about eval-
uating a contract when only one party has the right to terminate the
contract. TRG members agreed with the staff analysis that the views
expressed at the October 2014 TRG meeting would be consistent re-
gardless of whether both parties can terminate, or whether only one
party can terminate. TRG members highlighted that when perform-
ing an evaluation of the contract term and the effect of termination
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penalties, an entity should consider whether those penalties are sub-
stantive.

Step 5: Recognize Revenue When (or As) the Entity Satisfied a
Performance Obligation

Determining the Timing of Satisfaction of Performance Obligations
This Accounting Implementation Issue Is Relevant to Step 5: "Recognize Revenue
When (or as) the Entity Satisfied a Performance Obligation" of FASB ASC 606.

7.5.01 In accordance with FASB ASC 606-10-25-23, health care entities
are required to recognize revenue when (or as) the entity satisfies a perfor-
mance obligation by transferring a promised good or service (that is, an asset)
to a customer. An asset is transferred when (or as) the customer obtains control
of that asset. In accordance with FASB ASC 606-10-25-24, each performance
obligation should be evaluated at contract inception to determine if it is satis-
fied over time or at a point in time.

7.5.02 The notion of control is easier to apply when considering a good as
opposed to a service. However, FASB ASC 606 points out that the rights to the
results of services are assets, even if they are often consumed immediately upon
receipt. By considering when the customer gains control over the results of a
service, the notion of control can also be applied to services. Often, the evidence
that a customer has gained control of a service will be that it has realized or
consumed the benefits of that service, as described in FASB ASC 606-10-25-25.

7.5.03 As stated in FASB ASC 606-10-25-27:

An entity transfers control of a good or service over time and, therefore,
satisfies a performance obligation and recognizes revenue over time,
if one of the following criteria is met:

a. The customer simultaneously receives and consumes the
benefits provided by the entity's performance as the entity
performs (see paragraphs 606-10-55-5 through 55-6).

b. The entity's performance creates or enhances an asset (for
example, work in process) that the customer controls as
the asset is created or enhanced (see paragraph 606-10-
55-7).

c. The entity's performance does not create an asset with an
alternative use to the entity (see paragraph 606-10-25-28),
and the entity has an enforceable right to payment for per-
formance completed to date (see paragraph 606-10-25-29).

7.5.04 As noted in FASB ASC 606-10-25-30, "[if] a performance obligation
is not satisfied over time in accordance with paragraphs 606-10-25-27 through
25-9, an entity satisfies the performance obligation at a point in time."

Measuring Progress Toward Complete Satisfaction of a
Performance Obligation

7.5.05 FASB ASC 606-10-25-31 notes as follows:

For each performance obligation satisfied over time in accordance with
paragraphs 606-10-25-27 through 25-29, an entity should recognize
revenue over time by measuring the progress toward complete satis-
faction of that performance obligation. The objective when measuring
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progress is to depict an entity's performance in transferring control of
goods or services promised to a customer (that is, the satisfaction of an
entity's performance obligation).

7.5.06 FASB ASC 606-10-25-32 indicates the following:

An entity should apply a single method of measuring progress for each
performance obligation satisfied over time, and the entity should ap-
ply that method consistently to similar performance obligations and
in similar circumstances. At the end of each reporting period, an en-
tity should remeasure its progress toward complete satisfaction of a
performance obligation satisfied over time.

7.5.07 FASB ASC 606-10-25-33 states the following:

Appropriate methods of measuring progress include output methods
and input methods. Paragraphs 606-10-55-16 through 55-21 provide
guidance for using output methods and input methods to measure an
entity's progress toward complete satisfaction of a performance obliga-
tion. In determining the appropriate method for measuring progress,
an entity should consider the nature of the good or service that the
entity promised to transfer to the customer.

7.5.08 The following examples related to various health care services are
meant to be illustrative, and the actual identification of performance obliga-
tions should be based on the facts and circumstances of an entity's specific sit-
uation.

Example 7-5-1 — Performance Obligations — Inpatient Health
Care Services

Acute Care Hospital (ACH) provided an inpatient surgical procedure to a pa-
tient who required four days of care in the hospital. This procedure required
ACH to provide and coordinate numerous goods or services to the patient (in-
cluding a patient room, meals, nursing care, physician services, therapy ser-
vices, drugs, supplies, and so forth) within the four days of care. In this example,
ACH is acting as the principal for the inpatient services provided.

ACH considered if the room provided to the patient includes a lease component.
If a lease component is identified, that component would be accounted for in
accordance with FASB ASC 840 or 842, Leases, and any non-lease components
would be accounted for in accordance with FASB ASC 606.

This example presumes that ACH concluded there is not a lease of the patient
room to the patient. In this example, ACH concluded that the bundle of goods
and services provided during this inpatient stay should be accounted for as a
single performance obligation. In reaching this conclusion, ACH considered the
following factors:

a. Although the patient could have benefitted from some of the indi-
vidual goods or services (for example, room, meals, drugs) provided
as part of the inpatient care and surgery (that is, some of the indi-
vidual goods or services are capable of being distinct), the nature
of ACH's promise to the patient was to transfer a combined service
(the inpatient surgical procedure and related goods and services).
Additionally, the patient's expectation is that he or she will receive
the full scale of the combined care during the inpatient stay.

b. The overall provision of care may include identifying goods or
services to be provided, including how much nursing care and
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physician services are necessary, which drugs to administer, and
how long the patient will need to stay in the facility and be pro-
vided a room, meals, and supplies. In coordinating the patient's care
during the inpatient stay, ACH provided a significant service of in-
tegrating the goods or services promised in the contract into a bun-
dle of goods and services that represents the combined service for
which the patient has contracted.

c. Substantially all of the goods or services provided during the in-
patient stay are highly dependent on, or highly interrelated with,
other goods or services promised in the contract. For example, a
patient is not in a position to decide whether or not to purchase
an imaging procedure that is required to determine a course of
treatment or to guide a surgical procedure, without significantly af-
fecting that course of treatment or surgical procedure. Similarly, a
patient is not in a position to decide whether or not to purchase a
general anesthetic when general anesthesia is required for a surgi-
cal procedure.

d. In this example, the individual promised goods or services are not
substantially the same and do not represent a series of distinct
goods and services. In this case, the goods and services are not sub-
stantially the same during the inpatient stay because different and
additional goods and services were provided in connection with the
surgical procedure at the beginning of the stay, but fewer and differ-
ent goods and services were provided post-surgery as the patient re-
covered. The goods and services provided on Day 1 are substantially
different from the goods and services provided on Day 4 in terms
of the actual services provided, the level of direct physician activ-
ity, and the amount of drugs or other supplies. Because the goods
and services provided on Day 1 were substantially different than
the goods and services provided on Day 4 and were not provided
in the same pattern, ACH determined that the goods and services
provided during the other three days of the stay do not constitute
a series of distinct goods and services.

In accordance with FASB ASC 606-10-25-27, ACH determined that the inpa-
tient procedure should be accounted for over time (versus point in time) be-
cause the patient simultaneously received and consumed the benefits provided
by ACH as ACH performed.

In this example, the patient is covered by insurance and the payment for the
inpatient services is based on diagnostic-related group codes. ACH is entitled to
a payment from the insurer, and a related deductible or coinsurance payment
from the patient, for all goods and services related to the inpatient stay that
is calculated without regard to the amount of resources that ACH provides to
the patient. ACH considered all of the factors in step 3 of FASB ASC 606 and
determined that these payments represent the transaction price.

The revenue recognized at the reporting date by ACH is determined by multi-
plying the transaction price by a measure of the progress toward the complete
satisfaction of the performance obligation to be incurred over the complete in-
patient stay.

To measure the progress in satisfying the performance obligation at the report-
ing date, ACH considered various input and output methods and determined its
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undiscounted charges represented the best proxy of its progress on satisfying
the performance obligation. ACH reached this conclusion because it establishes
its charges to reflect the level of effort it incurs to provide goods or services to its
patients. As a result, in this case, ACH measured progress toward complete sat-
isfaction of the performance obligation by using undiscounted charges incurred
as of the reporting date relative to the total expected undiscounted charges to
be incurred over the inpatient stay.

Example 7-5-2A — Performance Obligations — Outpatient Health Care
Services — Discrete Visit

Physician A provides goods and services to a patient during an annual physical
exam that included performing inquiry with the patient, obtaining certain vital
statistics, performing certain lab tests, and providing any additional goods and
services as necessary depending on the information obtained during the annual
physical exam. In this scenario, the patient's insurance company pays a spec-
ified amount per outpatient visit based on ambulatory payment classification
codes.

Physician A concluded that the goods (for example, supplies) and services pro-
vided during this exam represent a single performance obligation even though
the underlying tasks performed in each patient's annual physical exam will
vary by patient. Because the patient simultaneously received and consumed
the benefits of the services provided in the physical exam in accordance with
FASB ASC 606-10-25-27a, Physician A concluded that the revenue should be
recognized over time; however, in this case, because all of the goods and services
were provided when the exam was performed (including the lab services), the
revenue recognition would be the same as point in time because all of the goods
and services were provided the same day. Physician A based these conclusions
using similar criteria as ACH in example 7-5-1.

During the previously discussed physical exam, because it was the beginning of
flu season, Physician A inquired if the patient had obtained a flu shot. Because
a flu shot is not part of the standard protocol for the annual physical exam
(that is, if the annual physical exam occurred in April, the patient would likely
not need to obtain a flu shot at that particular time), and the patient could ob-
tain a flu shot from Physician A or the patient could obtain the flu shot from
a different source entirely unrelated to Physician A, the flu shot was viewed
as a separate performance obligation by Physician A. Because the patient si-
multaneously received and consumed the benefits of the services provided by
the flu shot in accordance with FASB ASC 606-10-25-27a, the revenue from
the flu shot should be recognized over time. However, the recognition would
be the same as point in time for this particular service because the length of
the service was only a few minutes. In some instances, communication of lab
results or other visit-related follow-up services may be provided on a separate
day from the actual visit. Physician A should consider if these services are ad-
ministrative in nature or if these services are part of the performance obligation
or represent a separate performance obligation. If the services do not provide
additional goods or services to the patient and are considered administrative in
nature, the transaction price would not be allocated to these services. However,
if these services represent the transfer of additional goods or services that are
part of the performance obligation or create a separate performance obligation,
a portion of the transaction price should be allocated to these goods or services.
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Example 7-5-2B — Performance Obligations — Outpatient Health Care
Services — Physical Therapy

ABC Physical Therapy (ABC PT) provides Patient A physical therapy services
three times per week in 30 minute increments to strengthen Patient A's back.
Patient A's physician orders a total of 12 visits. In this scenario, Patient A's
insurance company will only pay for the actual number of visits the patient at-
tends (not to exceed the prescribed 12 visits) at a fixed amount per visit. ABC
PT concluded that, in this case, each visit would be a separate performance obli-
gation. ABC PT reached this conclusion because the patient has the unilateral
right to terminate the contract after each visit with no penalty or compensa-
tion due. If a contract can be terminated by either party at any time without
compensating the other party for the termination (that is, other than paying
amounts due as a result of goods or services transferred up to the termination
date), the duration of the contract does not extend beyond the goods or services
already transferred. That is the case whether or not the contract has a specified
contract period (in this example, the 12 visits). Because the patient simultane-
ously received and consumed the benefits of the physical therapy services in
accordance with FASB ASC 606-10-25-27a as each visit occurs ABC PT con-
cluded that the revenue would be recognized over time.

ABC PT determined that each subsequent visit is an option for which there is
not a material right as the price of each visit is a standard price consistent with
the price for the initial visit (that is, there is no discount for each subsequent
visit). As a result, ABC PT should recognize revenue for each subsequent visit
as it occurs.

Example 7-5-3 — Performance Obligations — Skilled Nursing
Facility Services

Traditional Skilled Nursing Facility (TSNF) provides nursing home care to Res-
ident A. As part of Resident A's care, TSNF provides on a daily basis, room and
board, administration of medications, program activities, and, on certain days,
in-house physical therapy services. The length of Resident A's stay at TSNF is
not determinable because the date of discharge is based on patient progress;
however, the contract with the patient is for a 30-day period, with automatic
renewal unless one of the parties provides notice of termination. Although the
contract is for 30 days, Resident A may terminate the contract on a daily basis
with no penalty for termination. The amount billed for the services described
are based on a daily rate to be paid by Resident A, or its third-party payor based
on the actual days for which care is provided.

TSNF considered if the room provided to the resident includes a lease compo-
nent. If a lease component is identified, that component would be accounted for
in accordance with FASB ASC 840 or 842, and any non-lease components would
be accounted for in accordance with FASB ASC 606.

This example presumes that TSNF concluded there is not a lease of the patient
room to the patient.

Although Resident A could benefit from some of the individual goods or services
(for example, room, meals, drugs) provided as part of the individual plan of care
(that is, some of the individual goods or services are capable of being distinct),
the nature of TSNF's promise to Resident A is to transfer a combined item
(skilled nursing facility services) to which the promised goods or services noted
previously are inputs.
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TSNF is responsible for the overall provision of care, which includes identifying
goods or services to be provided, including how much skilled nursing care is
necessary, which drugs to administer, and how long Resident A will need to
stay in the facility and require a room, meals, and supplies.

TSNF concludes that each day that Resident A receives services represents a
separate contract and performance obligation based on the fact that Resident
A has the unilateral right to terminate the contract after each day with no
penalty or compensation due. If a contract can be terminated by either party
at any time without compensating the other party for the termination (that is,
other than paying amounts due as a result of goods or services transferred up
to the termination date), the duration of the contract does not extend beyond
the goods or services already transferred. That is the case whether or not the
contract has a specified contract period.

TSNF determined that the daily renewal is an option in which there is not a
material right as the price of the renewal is a price consistent with the price
for the initial day (that is, there is no discount for the renewal). As a result,
TSNF would account for the renewal (that is, each day) when exercised by
Resident A.

While at TSNF, Resident A requested that TSNF provide her transportation
services to her physician's office. Transportation for this type of request is not
covered by TSNF in its normal routine of care and is a service the facility pro-
vides to its residents requiring an additional fee based on miles driven and the
type of vehicle required for the transport.

This transportation service for Resident A is capable of being distinct from the
standard goods and services provided in the contract and is not a service that
is provided in similar increments on a regular basis as part of the care contract
with Resident A. Resident A could also purchase this service from other service
providers and TSNF does not provide a discount on the transportation services.
TSNF concluded that the transportation service provided by TSNF is a separate
performance obligation that should be recognized as revenue as the service is
provided.

Because the patient simultaneously received and consumed the benefits of the
services provided by TSNF in accordance with FASB ASC 606-10-25-27a, TSNF
concluded that the revenue should be recognized over time.

Revenue Streams

Arrangements for Health Care Services Provided to Uninsured
and Insured Patients With Self-Pay Balances, Including
Co-Payments and Deductibles
This Accounting Implementation Issue Is Relevant to the Application of FASB
ASC 606 to Health Care Services Provided to Uninsured and Insured Patients
With Self-Pay Balances.

Background
7.6.01 Certain health care entities are required by law or regulation to

treat emergency conditions (for example, through a hospital's emergency de-
partment) and often provide services to uninsured or underinsured patients
regardless of the patient's ability to pay. More specifically, in 1986, Congress
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enacted the Emergency Medical Treatment & Labor Act to ensure public access
to emergency services regardless of ability to pay. Additionally, Section 1867 of
the Social Security Act imposes specific obligations on Medicare-participating
hospitals that offer emergency services to provide a medical screening
examination when a request is made for treatment of an emergency medical
condition regardless of an individual's ability to pay.

7.6.02 In addition, some not-for-profit health care entities are tax-exempt
under IRC Section 501(c)(3) as charitable organizations and, therefore, have
certain requirements to maintain their tax-exempt status. IRC Section 501(r)
imposes certain requirements on organizations that operate one or more
hospital facilities, including establishing written financial assistance and
emergency medical care policies, limiting amounts charged for emergency or
other medically necessary care to individuals eligible for assistance under
the hospital's financial assistance policy, and making reasonable efforts to
determine whether an individual is eligible for assistance under the hospital's
financial assistance policy before engaging in extraordinary collection actions
against the individual.

7.6.03 Further, some not-for-profit health care entities provide services to
patients regardless of their ability to pay because of their charitable mission
or to support their tax-exempt status, or both. There are other types of health
care entities that do not provide emergency services or may not have a stated
mission to provide medically necessary services but that also provide services
to patients before determining their intent or ability to pay.

Determining If an Enforceable Contract Between a Health Care Entity
and a Patient Exists

7.6.04 FASB ASC 606-10-25-2 discusses that enforceability of the rights
and obligations in a contract is a matter of law. Therefore, a health care en-
tity may consider involvement of internal or external legal counsel, or both, in
making the overall determination of when a legally enforceable contract with
its patients is in place.

7.6.05 FASB ASC 606-10-25-1 explains that an entity should account for
a contract with a customer when all five criteria of FASB ASC 606-10-25-1 are
met. FASB ASC 606-10-25-1a states that one requirement is that the "parties
to the contract have approved the contract (in writing, orally, or in accordance
with other customary business practices) and are committed to perform their
respective obligations." In accordance with FASB ASC 606-10-25-1a, a health
care entity may consider if it has a written contract with the patient by con-
sidering whether the patient signed any forms, such as a patient responsibility
form, which would be considered a written contract. If the health care entity
determines it does not have a written contract (for example, the patient re-
fuses to sign a patient responsibility form), it may consider if it has an oral or
implied contract based on the entity's customary business practices. If the pa-
tient schedules health care services in advance (for example, elective surgery),
the health care entity may consider if it has an oral or implied contract. If the
patient does not schedule the services in advance (for example, a patient that
was admitted through the emergency room while unconscious or against their
will), the health care entity may perform an analysis of the specific facts and
circumstances to assess enforceability, including looking at customary business
practices.
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Determining If a Patient Is Committed to Perform His or Her Obligations
and If It Is Probable That the Entity Will Collect Substantially All of the
Consideration to Which It Expects to Be Entitled

7.6.06 Example 3, "Implicit Price Concession," in paragraphs 102–105 of
FASB ASC 606-10-55 illustrates that the health care entity may be unable to
evaluate an uninsured patient's commitment to perform his or her obligations
(for example, pay for services rendered) or determine if it is probable that it will
collect the consideration to which it is entitled until it obtains certain informa-
tion about the patient. Until that determination is made, a contract with the
customer cannot be presumed to exist in the revenue model. In the example,
the health care entity is not able to determine whether the patient is commit-
ted to perform his or her obligations or that it is probable that it will collect
the consideration to which it is entitled until after the health care entity has
provided services.

7.6.07 In accordance with FASB ASC 606-10-25-1, if the health care entity
determines that the patient or other payor is not committed to perform his or
her obligation(s) or that it is not probable that the entity will collect the con-
sideration to which it is entitled, the criteria in FASB ASC 606-10-25-1 have
not been met and a contract with a customer does not exist. A health care en-
tity may make this determination based on past history with that patient or
because the patient qualifies for the health care entity's charity care policy. Ex-
ample 3 in FASB ASC 606-10-55 indicates that the patient did not qualify for
charity care or government subsidies (for example, Medicaid) and, therefore,
does not illustrate how to apply the guidance in FASB ASC 606 in situations
in which the entity obtains some information about the patient, but additional
time is needed to determine if, and how much, insurance coverage exists.

7.6.08 For example, a patient may be admitted to the emergency room of
a health care entity and be unresponsive. The health care entity is obligated
to provide services to the patient as required by law. If the health care entity
subsequently determines that the patient is uninsured, it may try to qualify
the patient for Medicaid coverage. Depending on the state, the Medicaid qual-
ification process can take from several weeks to over a year. The health care
entity may consider the information in the following paragraphs to determine
if a contract, as defined in FASB ASC 606, exists for a patient whose insurance
coverage has not yet been determined (such as "pending Medicaid").

7.6.09 Although the party responsible for payment has not yet been de-
termined, the health care entity may have historical information for pending
Medicaid patients to determine the transaction price based on the percentage
of those contracts it estimates will

a. qualify for Medicaid,

b. qualify for the health care entity's charity care policy (therefore,
those contracts are not within the scope of the revenue model), and

c. become uninsured self-pay.

7.6.10 This approach of using historical information for pending Medicaid
patients may provide a health care entity a basis to conclude that a patient in
"pending Medicaid" status meets the requirements in FASB ASC 606-10-25-1.
FinREC believes that this approach may be applied to an individual contract
or a portfolio of similar contracts as described in FASB ASC 606-10-10-4, al-
though in practice, will generally be applied to a portfolio of similar contracts.

AAG-REV 7.6.06 ©2019, AICPA



Health Care Entities 377
In accordance with discussion at the July 2015 TRG meeting and FASB ASC
606-10-32-9, a health care entity should consider all information that is rea-
sonably available to the entity to estimate variable consideration, whether the
guidance in FASB ASC 606 is applied on a portfolio or contract-by-contract ba-
sis. Refer to the "Application of the Portfolio Approach" section in paragraphs
7.7.01–7.7.15 for discussion on application of the portfolio approach for con-
tracts with patients.

7.6.11 A health care entity may estimate the transaction price for an indi-
vidual contract considering the likelihood of each outcome for the contract (for
example, Medicaid, self-pay, and charity care) and the expected reimbursement
rate for each. A health care entity may also apply the guidance to a portfolio of
contracts if it reasonably expects that the effects on the financial statements
would not differ materially from applying to an individual contract. For the
percentage of contracts expected to qualify for Medicaid, a health care entity
may consider applying the guidance in FASB ASC 606 in a similar manner as
other Medicaid patients. For the percentage of contracts expected to qualify for
charity care, the health care entity would not recognize revenue in accordance
with FASB ASC 954-605-25-10 (which was not amended by FASB Accounting
Standards Update (ASU) No. 2014-09, Revenue from Contracts with Customers
(Topic 606)). For the percentage of contracts expected to become uninsured self-
pay, a health care entity may follow example 3 in paragraphs 102–105 of FASB
ASC 606-10-55.

7.6.12 This approach is consistent with example 22, "Right of Return,"
in paragraphs 202–207 of FASB ASC 606-10-55, whereby the entity applies
historical experience to a portfolio of contracts to estimate products that will
be returned and, therefore, does not recognize revenue for those products. This
is also similar to a health care entity that estimates the number of patients
who will qualify for charity care and, therefore, does not recognize revenue for
those patients.

7.6.13 If a health care entity does not have historical experience to esti-
mate the outcome for a pending Medicaid account prior to receiving the Medi-
caid qualification determination (for example, the account is an outlier), it may
determine that a contract does not exist because it has not met the require-
ments in FASB ASC 606-10-25-1. That is, the health care entity has not yet
determined that the patient or other payor is committed to perform his or her
obligation(s) (that is, pay for services rendered) based on its past history, in-
cluding whether the patient qualifies for charity care, or if it is probable that it
will collect the consideration to which it is entitled.

7.6.14 If at a later date the health care entity determines it has sufficient
historical evidence to estimate the outcome for a pending Medicaid account
or the Medicaid program subsequently approves the patient for coverage, the
health care entity would reassess the criteria in FASB ASC 606-10-25-1 to de-
termine if a contract exists in accordance with FASB ASC 606-10-25-6.

7.6.15 If the Medicaid program subsequently denies coverage, the health
care entity may attempt to qualify the patient for its charity care policy. If the
patient qualifies for charity care, a contract does not exist for purposes of apply-
ing FASB ASC 606, in accordance with FASB ASC 954-605-25-10. If the patient
does not qualify under the health care entity's charity care policy, the fact pat-
tern may be similar to the one provided in example 3 in paragraphs 102–105
of FASB ASC 606-10-55.
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7.6.16 There are other FASB ASC 606-10-25-1 considerations for a health
care entity even when the payor has been determined. Example 3 in paragraphs
102–105 of FASB ASC 606-10-55 illustrates that for an uninsured emergency
room patient for which the health care entity had not previously provided med-
ical services (that is, the health care entity had no history with that specific pa-
tient), the health care entity may designate the patient to a customer or payor
class based on its review of the patient's information. The review of the patient's
information may include determining if the patient has insurance coverage, a
co-payment, or a deductible. If a patient has no insurance or if a portion of
the balance is due from the patient (for example, a deductible), the health care
entity evaluates the patient's ability and intention to pay in accordance with
FASB ASC 606-10-25-1e, which may include consideration of whether any neg-
ative evidence exists with respect to the health care entity's history with that
particular patient.

7.6.17 A situation in which services were previously provided to the pa-
tient and no consideration was collected may provide strong evidence that the
patient does not have the intent or ability to pay. However, if no such evidence
exists, the health care entity may be able to conclude that its expectation re-
lated to collectibility for that patient is no different than for any other patient
in the customer class.

7.6.18 A health care entity should consider the guidance pertaining to
the portfolio approach (as described in FASB ASC 606-10-10-4) to determine if
that practical expedient can be applied and, if so, at what level. For example,
a health care entity may evaluate whether to establish separate portfolios for
uninsured self-pay patients, insured patients with co-payments, insured pa-
tients with deductibles, emergency room uninsured self-pay, elective surgery
that is not medically necessary or covered by insurance, and so on. Refer to the
"Application of the Portfolio Approach" section in paragraphs 7.7.01–7.7.15 for
discussion on application of the portfolio approach for contracts with patients.

Determining If Amounts That Are Not Probable of Collection From
Patients With Self-Pay Balances Constitute Implicit Price Concessions

7.6.19 To determine if it is probable that the health care entity will collect
substantially all of the consideration to which it will be entitled as required in
FASB ASC 606-10-25-1e, a health care entity will need to determine the trans-
action price as described in FASB ASC 606-10-32-2. If the transaction price in-
cludes an estimate of variable consideration (for example, a price concession),
the transaction price may be less than the stated price in the contract. FASB
ASC 606-10-32-8 discusses two methods for estimating variable consideration
(the expected value method and the most likely amount), the selection of which
is dependent on which method an entity expects to better predict the amount
of consideration to which the entity will be entitled. In accordance with FASB
ASC 606-10-32-11, some or all of an amount of estimated variable consideration
should be considered in the transaction price only to the extent that it is proba-
ble that a significant reversal in the amount of cumulative revenue recognized
will not occur when the uncertainty associated with the variable consideration
is subsequently resolved.

7.6.20 FASB ASC 606-10-32-9 indicates that to estimate the transaction
price, a health care entity should consider all information that is reasonably
available, including historical, current, and forecasted information. As such,
the health care entity should consider the historical cash collections from a
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customer class identified (for example, self-pay) to estimate the transaction
price for a patient (that is, how much the health care entity expects to be en-
titled for the services provided). In accordance with the discussion at the July
2015 TRG meeting on the portfolio practical expedient and FASB ASC 606-10-
32-9, a health care entity is required to consider all information that is rea-
sonably available to the entity to estimate variable consideration whether the
guidance in FASB ASC 606 is applied on a portfolio or contract-by-contract ba-
sis (refer to the "Use of Historical Experience to Estimate Contractual Adjust-
ments From Third-Party Payors, Governmental Programs, Self-Pay Discounts,
and Implicit Price Concessions" section in paragraphs 7.7.13–7.7.15 for further
discussion).

7.6.21 Variable consideration can result from discounts, price concessions,
or other similar items. FASB ASC 606-10-32-7 indicates that variable consider-
ation may be explicitly stated in the contract. In determining whether a health
care entity has provided an implicit price concession to a patient with a self-pay
balance, a health care entity needs to determine, in accordance with paragraphs
7a–7b of FASB ASC 606-10-32, whether "the customer has a valid expectation
arising from an entity's customary business practices, published policies, or spe-
cific statements that the entity will accept an amount of consideration that is
less than the price stated in the contract. That is, it is expected that the entity
will offer a price concession," or "facts and circumstances indicate that the en-
tity's intention, when entering into the contract with the customer, is to offer a
price concession to the customer."

7.6.22 As noted in paragraph BC194 of ASU No. 2014-09, the boards de-
cided not to develop detailed guidance for differentiating between a price con-
cession and impairment losses. Therefore, a health care entity should use judg-
ment and consider all relevant facts and circumstances to determine if it has
implicitly offered a price concession or has accepted the risk of default by the
patient of the contractually agreed-upon consideration (that is, customer credit
risk). It is important to note that an implicit price concession does not have to
be specifically communicated or offered to the patient by the entity.

7.6.23 Under FASB ASC 606-10-32-7b, to determine whether a health care
entity has provided an implicit price concession to a patient with a self-pay bal-
ance, a health care entity should determine whether facts and circumstances
indicate an intention to provide a price concession. Example 3 in paragraphs
102–105 of FASB ASC 606-10-55 provides a specific set of facts and circum-
stances related to a hospital that provides medical services to an uninsured
patient in the emergency room. FASB ASC 606-10-55-104 indicates that if a
health care entity "expects to accept a lower amount of consideration," it may
conclude that "the promised consideration is variable" (that is, the health care
entity is providing an implicit price concession).

7.6.24 A health care entity may consider the following factors to determine
whether it intends to provide an implicit price concession:

a. The health care entity has a customary business practice of not
performing a credit assessment prior to providing services (for ex-
ample, because it is required by law or regulation, or has a mission
to provide medically necessary or emergency services prior to as-
sessing a patient's ability or intent to pay).

b. The health care entity continues to provide services to a patient
(or patient class) even when historical experience indicates that it
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is not probable that the entity will collect substantially all of the
discounted charges (gross or standard charges less any contractual
adjustments or discounts) in the contract. In evaluating the proba-
bility that the entity will collect substantially all of the discounted
charges, the entity should evaluate the entire amount of discounted
charges for the contract and not just the patient responsibility
portion.

7.6.25 If one of those factors is present, FinREC believes that the health
care entity has implicitly provided a price concession to the patient (or patients
in the patient class), even if it will continue to attempt to collect the full amount
of discounted charges.

7.6.26 When a health care entity determines the consideration is vari-
able, the entity would only include in the transaction price an estimate of the
variable consideration that meets the constraint under paragraphs 11–12 of
FASB ASC 606-10-32. Therefore, the entity's calculation of the implicit price
concession should incorporate the entity's expectations of cash collections at a
level at which it is probable that the cumulative amount of revenue recognized
would not result in a significant revenue reversal. Consistent with paragraph
BC215 of ASU No. 2014-09, there may be circumstances in which the calcula-
tion of variable consideration already incorporates the principles on which the
guidance for constraining estimates of variable consideration is based.

7.6.27 To assist with the determination of whether it is probable that there
will not be a significant revenue reversal when the cash is collected, FASB ASC
606-10-32-12 provides factors for an entity to consider. The following are factors
for health care entities to consider when evaluating if it is probable there will
not be a significant revenue reversal when the cash is collected in contracts
with patients with self-pay balances:

a. Whether the amount of consideration from patients with self-pay
balances is highly susceptible to factors outside the entity's influ-
ence (for example, a health care entity may consider the current
economic conditions in the market it serves)

b. The entity's experience with similar types of contracts (for example,
a health care entity may consider the extent of its experience with
similar patients or portfolios of similar patients)

c. How long the period is until the uncertainty is resolved (for exam-
ple, a health care entity may consider how long it generally takes
to collect the consideration from similar patients)

d. Its practice of offering price concessions or changing payment terms
(for example, a health care entity may adjust the standard charges
based on its uninsured discount or prompt-pay discount policy)

e. The number of possible consideration amounts (for example, a
health care entity may consider the historical range of collection
history with similar patients and whether the range is broad (sig-
nificant differences from reporting period to reporting period) or
narrow (insignificant differences from reporting period to report-
ing period)

7.6.28 In a contract with a patient with a self-pay balance for an "elec-
tive" procedure that is scheduled in advance and does not involve a medical
emergency, the health care entity may be able to assess the patient's intent
and ability to pay prior to or at the time of service, and determine that it is
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probable that it will collect substantially all of the consideration to which it is
entitled. In that situation, the health care entity may determine that it has not
provided an implicit price concession.

7.6.29 If the health care entity determines that it has not provided an im-
plicit price concession because the factors in paragraph 7.6.24 are not present,
it is still required to determine whether it is probable that it will collect sub-
stantially all of the consideration to which it is entitled in order to determine
whether it has a contract under FASB ASC 606-10-25-1e. If a health care en-
tity determines it does not meet the requirements of FASB ASC 606-10-25-1, it
would not recognize revenue until one of the criteria in FASB ASC 606-10-25-7
is met. Refer to the "Other Considerations" section in paragraphs 7.6.37–7.6.43
for further discussion.

Determining How to Account for Subsequent Changes in the Estimate of
the Transaction Price

7.6.30 If the entity concludes that it has provided an implicit price con-
cession for the amount it doesn't expect to collect (that is, the consideration is
variable), the entity must also consider how to account for subsequent changes
in the estimate of the transaction price relating to the amount expected to be
received. FASB ASC 606-10-32-14 requires an entity to update the estimated
transaction price, including updating the assessment of whether an estimate
of variable consideration is constrained, at the end of each reporting period.
This requirement to update the estimated transaction price applies regardless
of whether the entity determines the transaction price based on an individual
contract (individual patient basis) or a portfolio of similar contracts (patient
class).

7.6.31 Factors that may result in a change in the estimate of the trans-
action price (that is, when the entity expects to be entitled to more or less
than it originally estimated) prior to receiving payment include whether the
health care entity obtained additional information about an insured patient's
deductible, co-payment or co-insurance coverage, or other information about the
patient's personal financial situation. For example, the health care entity may
subsequently learn that an uninsured patient qualifies for Medicaid or that an
uninsured patient qualifies for charity care.

7.6.32 Health care entities that apply the portfolio approach to a patient
class will need to consider additional information they may obtain about pa-
tients in the patient class that may result in a change in the estimate of the
transaction price in order to update the estimate of the transaction price each
reporting period.

7.6.33 When a health care entity determines it has provided an implicit
price concession based on the factors discussed in paragraph 7.6.24 or other
factors, FinREC believes that subsequent changes to the estimate of vari-
able consideration should generally be accounted for as increases or decreases
in the implicit price concession (adjustments to patient service revenue). Be-
cause the assessment of the implicit price concession inherently considers the
amount the entity expects to collect from the patient (or patient class), FinREC
believes that changes in the entity's expectation of the amount it will receive
from the patient (or patient class) will be recorded in revenue unless there is
a patient-specific event that is known to the entity that suggests that the pa-
tient no longer has the ability and intent to pay the amount due and, there-
fore, the changes in its estimate of variable consideration better represent an
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impairment (bad debt). FASB ASC 606-10-32-43 states that "amounts allocated
to a satisfied performance obligation shall be recognized as revenue, or as a
reduction of revenue, in the period in which the transaction price changes."
Therefore, if the change in the transaction price occurs after the service has
been provided to the patient, the changes in the estimate of the variable con-
sideration would be recognized as additional revenue, or a reduction to revenue,
in the period in which the estimate of the transaction price changes.

7.6.34 If an entity experiences frequent subsequent adjustments that re-
sult in decreases to patient revenue, the entity should re-assess whether its es-
timation process, including the constraint, is appropriate. In addition, when an
entity subsequently collects significantly less than its original estimate of vari-
able consideration, there may be facts and circumstances that indicate there
has been an adverse change in the patient's credit worthiness (for example, the
patient filed for bankruptcy or lost their job), and the difference may be better
classified as an impairment loss (bad debt) rather than a change in the trans-
action price. However, as discussed in paragraph 7.6.30, an entity is required to
update its estimate of the transaction price at the end of each reporting period
and should not wait for subsequent cash collections to do so.

Determining What Constitutes an Impairment Loss or Bad Debt
7.6.35 In estimating the transaction price, a health care entity may deter-

mine that it has not provided an implicit price concession (because the factors
in paragraph 7.6.24 are not present) but, rather, that it has chosen to accept
the risk of default by the patient, and that uncollectible amounts better repre-
sent impairment losses or bad debts. For example, a health care entity that (i)
provides elective surgeries, (ii) does not meet the factors in paragraph 7.6.24,
and (iii) determines that it is probable that it will collect substantially all of
the consideration to which it is entitled based on its initial assessment of the
patient's creditworthiness, may determine that any amount it does not expect
to collect represents an impairment loss or bad debt.

7.6.36 In determining what constitutes an impairment loss, a health care
entity considers the effects of customer credit risk after the determination that
the arrangement meets the criteria for a contract under FASB ASC 606-10-25-
1, and revenue and a receivable are recognized for the services provided. For
example, a health care entity may have collection experience with a customer
class that indicates it collects substantially all (for example, 98 percent) of the
amount it bills to that customer class. The contracts with those patients would
meet FASB ASC 606-10-25-1, and the health care entity would recognize rev-
enue and receivables for the amount it bills (100 percent) along with a provision
for bad debts (2 percent) based on valuation of the receivables. An example of
where an impairment loss may be recorded after contract inception for a self-
pay patient balance may be the subsequent inability of a patient to pay his or
her portion of a bill for an elective procedure as a result of his or her loss of
employment or filing for bankruptcy and for which the health care entity had
assessed the patient's ability to pay prior to providing the service and expected
to collect substantially all of the discounted charges.

Other Considerations
7.6.37 In accordance with paragraphs 1a–1e of FASB ASC 606-10-25, a

contract with a customer exists only when all of the criteria are met. In addition
to the criteria in items a and e of FASB ASC 606-10-25-1 discussed in previous
paragraphs, a health care entity should also consider the criteria for a contract
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in paragraphs 1b–1d of FASB ASC 606-10-25 to determine that a contract with
a patient exists within the scope of the model. This includes identifying each
party's rights regarding the goods or services transferred (a health care entity
has a right to payment for services provided to a patient), identifying payment
terms (generally, gross charges less any contractual adjustments or self-pay
discounts), and that the contract has commercial substance (entity expects its
cash flows to change as a result of the services provided).

7.6.38 For arrangements with patients that do not meet one or more of the
criteria in FASB ASC 606-10-25-1, the health care entity should continually
reassess the arrangement as facts and circumstances change, in accordance
with FASB ASC 606-10-25-6. If partial payment is received, the health care
entity should reassess whether the criteria in FASB ASC 606-10-25-1 are met
and a contract with a customer exists, including whether it has provided an
implicit price concession. If consideration is received from the patient and the
criteria in FASB ASC 606-10-25-1 are still not met, the health care entity would
apply the guidance in paragraphs 7–8 of FASB ASC 606-10-25 to determine
when to recognize the consideration received as revenue.

7.6.39 FASB ASC 606-10-25-7 indicates that when a contract with a cus-
tomer does not meet the criteria in FASB ASC 606-10-25-1 and an entity re-
ceives consideration from the customer, the entity should recognize the consid-
eration received as revenue only when one or more of the following events has
occurred:

a. The entity has no remaining obligations to transfer goods or ser-
vices to the customer, and all, or substantially all, of the considera-
tion promised by the customer has been received by the entity and
is nonrefundable.

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

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

7.6.40 In accordance with FASB ASC 606-10-25-7, a health care entity
would have to determine that the consideration received from the patient is
nonrefundable. If the consideration received is nonrefundable, the service has
already been performed for the patient, and all, or substantially all, of the con-
sideration promised by the patient has been received, revenue may be recog-
nized under FASB ASC 606-10-25-7a. If the consideration received is nonre-
fundable and the contract is considered terminated, revenue may be recognized
under FASB ASC 606-10-25-7b. A health care entity would have to assess when
the contract is terminated. Contract termination is a legal matter and may re-
quire involvement of legal counsel. If the consideration received is nonrefund-
able and the health care entity has stopped performing services to the patient
and has no obligation to perform additional services under the contract, rev-
enue may be recognized under FASB ASC 606-10-25-7c.

7.6.41 In accordance with FASB ASC 606-10-25-8, if a health care entity
does not meet the guidance in FASB ASC 606-10-25-7 to recognize revenue, it
would recognize the consideration received from the patient as a liability until
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one of the events in FASB ASC 606-10-25-7 occurs or until the criteria in FASB
ASC 606-10-25-1 are subsequently met (see FASB ASC 606-10-25-6).

7.6.42 When determining the transaction price, the health care entity
should also consider whether a significant financing component exists, as re-
quired in paragraphs 15–20 of FASB ASC 606-10-32.

7.6.43 The following examples are meant to be illustrative, and the deter-
mination of the application of the guidance in FASB ASC 606 should be based
on the individual facts and circumstances. The illustrative examples based on
a single contract are intended to expand on example 3 in paragraphs 102–105
of FASB ASC 606-10-55. However, many health care entities may elect to use
the portfolio approach (as described in FASB ASC 606-10-10-4) for recogniz-
ing revenue from self-pay patients. Refer to the "Application of the Portfolio
Approach" section in paragraphs 7.7.01–7.7.15 for discussion on application of
the portfolio approach for contracts with patients.

Example 7-6-1 — Implicit Price Concession Based on Single
Contract — Uninsured Self-Pay Patient With No Uninsured Discount

A hospital treats a patient with an emergency condition and does not assess
the patient's ability to pay at the time of service. Upon discharge, the hospital
determines that the patient does not have insurance coverage, does not qual-
ify for financial assistance (that is, the hospital's charity care policy, hospital
uninsured discount policy, or government entitlement program) and, therefore,
is considered an uninsured self-pay patient. The standard charges for services
provided to the patient are $10,000, and a bill is sent to the patient for this
amount.

The hospital intends to pursue collection of the entire amount and may engage
the use of external collection agencies to do so. That is, the hospital does not
intend to give up collecting the standard charges. However, the hospital has a
long history of providing services to uninsured self-pay patients and collecting
amounts that are substantially less than its standard charges because it is
required to provide emergency services regardless of the patient's ability to pay
under the Social Security Act. Based on its experience with similar uninsured
self-pay patients, the hospital only expects to collect $1,000 from the patient.

The facts and circumstances indicate that the entity's intention when entering
into the contract with the customer was to provide an implicit price conces-
sion to the customer because (a) the hospital is required to provide emergency
services regardless of the patient's ability to pay under the Social Security Act,
and (b) the hospital continues to provide services to uninsured self-pay patients
even when historical experience indicates that it is not probable that the en-
tity will collect substantially all of the discounted charges (gross or standard
charges less any contractual adjustments or discounts). Therefore (after con-
sideration of the constraint in paragraphs 11–12 of FASB ASC 606-10-32), the
hospital determines that $1,000 is the transaction price. The hospital concludes
that it is probable that it will collect the $1,000 and that the other criteria in
FASB ASC 606-10-25-1 are also met and, therefore, records patient revenue
and accounts receivable of $1,000.

FASB ASC 606-10-32-14 requires the hospital to update the estimated transac-
tion price, including updating the assessment of whether the estimate of vari-
able consideration is constrained, at the end of each reporting period. If the
entity subsequently determines it will collect $1,100, instead of the $1,000 it
initially estimated, FinREC believes the entity should generally account for the
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difference as a reduction to the implicit price concession (that is, an increase to
the estimate of the transaction price) in accordance with paragraphs 42–43 of
FASB ASC 606-10-32 because the entity has additional information to update
its estimate of the transaction price.

If the entity subsequently determines it will only collect $900, instead of the
$1,000 it initially estimated, it will need to evaluate whether it has obtained
any adverse information regarding the patient's financial condition to deter-
mine if an impairment exists. If no adverse information regarding the patient's
financial condition has been obtained, FinREC believes the entity should gen-
erally account for the difference as an increase to the implicit price concession
(that is, a reduction to the estimate of the transaction price) because the health
care entity determined that it intended to provide an implicit price concession.
If an entity experiences frequent subsequent adjustments that result in de-
creases to patient revenue, the entity should re-assess whether its estimation
process, including its application of the constraint, is appropriate.

Example 7-6-2 — Implicit Price Concession Based on Single
Contract — Uninsured Self-Pay Patient With Uninsured Discount

A hospital treats a patient with an emergency condition. The hospital is re-
quired to provide emergency services regardless of the patient's ability to pay
under the Social Security Act as well as based on its stated mission. In addition,
based on the requirements of IRC Section 501(r), the hospital makes reason-
able efforts to determine whether patients are eligible for assistance under its
financial assistance policy.

During the patient's hospital stay and before discharge, the hospital determines
that the patient qualifies for the hospital's uninsured discount policy and grants
the patient a 75 percent discount (that is, an explicit price concession) similar
to a contractual adjustment for local managed care companies. The standard
charges for services provided to the patient are $40,000. Upon billing, the hos-
pital discounts the charges by 75 percent, or $30,000, based on its uninsured
discount policy.

The discounted charges for services provided to the patient are $10,000, and a
bill is sent to the patient for this amount. The hospital intends to pursue col-
lection of the discounted charges and may engage the use of external collection
agencies to do so. That is, the hospital does not intend to give up collecting the
discounted charges. However, based on its experience with similar patients, the
hospital only expects to collect $1,000 from the patient. The hospital has a his-
tory of providing services to uninsured patients and collecting amounts that
are substantially less than its discounted charges.

The facts and circumstances indicate that the entity's intention when entering
into the contract with the customer was to provide a price concession to the
customer because (a) the hospital is required to provide emergency services re-
gardless of the patient's ability to pay under the Social Security Act; (b) as per
its stated mission and in accordance with IRC Section 501(r), the hospital is re-
quired to limit amounts charged for emergency services to individuals eligible
for assistance under the hospital's financial assistance policy; and (c) the hos-
pital continues to provide services to uninsured self-pay patients even when
historical experience indicates that it is not probable that the entity will col-
lect substantially all of the discounted charges. Therefore (after consideration
of the constraint in paragraphs 11–12 of FASB ASC 606-10-32), the hospital de-
termines that $1,000 is the transaction price. The hospital concludes that it is
probable that it will collect the $1,000 and that the other criteria in FASB ASC
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606-10-25-1 are also met and records patient revenue and accounts receivable
of $1,000.

Example 7-6-3 — Implicit Price Concession Based on Portfolio Ap-
proach — Uninsured Self-Pay Patients

A hospital elects to apply the portfolio approach (as described in FASB ASC 606-
10-10-4) for recognizing revenue from uninsured self-pay patients. The hospital
identifies the uninsured self-pay customer class as a portfolio of contracts based
on qualitative and quantitative factors, including an analysis that shows that
the uninsured self-pay customer class shares similar collection patterns based
on historical information (that is, variances from reporting period to reporting
period in the percentage of collections have been insignificant in the aggregate).
Therefore, the hospital concludes that the expected outcome from using a port-
folio approach is not expected to materially differ from an individual contract
approach.

During the reporting period, the uninsured self-pay portfolio has total gross
charges of $1,000,000. Based on its historical experience with the uninsured
self-pay customer class, the hospital determines that these patients qualify for
financial assistance (for example, charity care policy, uninsured discount pol-
icy) totaling $750,000, or 75 percent. Therefore, the adjustments of $750,000
represent discounts (explicit price concessions) and are included as a reduction
to the transaction price.

The discounted charges for services provided to the patients total $250,000.
However, the hospital has a history of providing services to uninsured patients
and collecting payments that are substantially less than its discounted charges.
Based on its collection history from patients in this customer class, the hospital
concludes it is probable it will collect $50,000 of the discounted charges from
the uninsured self-pay patients in the portfolio. In addition, based on an as-
sessment of other facts and circumstances, the entity concludes that the other
criteria in FASB ASC 606-10-25-1 are met.

Because the facts and circumstances indicate that the entity's intention, when
entering into the contracts with the patients, was to provide an implicit price
concession, it may conclude that $50,000 is the transaction price (variable con-
sideration) after consideration of the constraint in paragraphs 11–12 of FASB
ASC 606-10-32 and record patient revenue and accounts receivable of $50,000.

FASB ASC 606-10-32-14 requires the hospital to update the estimated transac-
tion price, including updating the assessment of whether the estimate of vari-
able consideration is constrained, at the end of each reporting period. If the
hospital subsequently determines it will collect $55,000, instead of the $50,000
it initially estimated, FinREC believes the entity should generally account for
the difference as a reduction to the implicit price concession (that is, an in-
crease to the estimate of the transaction price) in accordance with paragraphs
42–43 of FASB ASC 606-10-32 because the entity has additional information
to update its estimate of the implicit price concession.

If the entity subsequently determines it will only collect $45,000, instead of
$50,000 it initially estimated, it will need to evaluate whether it has obtained
any adverse information regarding the financial condition of the patients in
the portfolio to determine if an impairment exists. If no adverse information
regarding the patients' financial condition has been obtained, FinREC believes
the entity should generally account for the difference as an increase to the im-
plicit price concession (that is, a reduction to the estimate of the transaction
price) because the health care entity determined that it intended to provide an
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implicit price concession. If an entity experiences frequent subsequent adjust-
ments that result in decreases to patient revenue, the entity should re-assess
whether its estimation process, including its application of the constraint, is
appropriate.

Example 7-6-4 — Implicit Price Concession Based on Single
Contract — Insured patient with high deductible plan

An urgent care clinic treats an insured patient with a high deductible plan but,
prior to providing service, does not determine whether or not the patient has
a patient responsibility (for example, whether or not the patient has met his
or her deductible for the period) and, if so, whether the patient has the ability
to pay it. The standard charges for the services provided to the patient are
$5,000. After services are provided, the patient presents proof of coverage with
a commercial insurance company. Based on its contract with the commercial
payor, the clinic determines there is a contractual adjustment of $3,000 (that
is, an explicit price concession) Therefore, the discounted charges for services
provided to the patient are $2,000.

The clinic has a history of providing services to insured patients with high de-
ductible plans and collecting amounts that are substantially less than its dis-
counted charges. The clinic considered that the services were provided early
in the calendar year and, therefore, patients with high deductible plans may
not have met their deductible. Based on its historical experience with patients
with high deductible plans during similar time periods in prior years, the clinic
estimates that it only expects to collect $200 for the contract. The clinic intends
to pursue collection of the $2,000 and may engage the use of external collection
agencies to do so. That is, the clinic does not intend to give up collecting the
discounted charges.

Because the facts and circumstances indicate that the entity's intention, when
entering into the contract with the customer, was to provide an implicit price
concession, it concludes that $200 is the transaction price (variable considera-
tion) after consideration of the constraint in paragraphs 11–12 of FASB ASC
606-10-32. The clinic concludes that it is probable that it will collect the $200
and that the other criteria in FASB ASC 606-10-25-1 are also met and records
patient service revenue and accounts receivable of $200.

Example 7-6-5 — Implicit Price Concession Based on Portfolio
Approach — Insured patients with high deductible plans

An urgent care clinic elects to apply the portfolio approach (as described in
FASB ASC 606-10-10-4) for recognizing revenue from patients. The urgent care
clinic identifies a portfolio of contracts for patients with high deductible plans
provided by insurance carrier A based on qualitative and quantitative factors,
including an analysis that shows that the customer class shares similar collec-
tion patterns based on historical information (that is, variances from reporting
period to reporting period in the percentage of collections from period to pe-
riod have been insignificant in the aggregate). Therefore, the urgent care clinic
concludes that the expected outcome from applying a portfolio approach is not
expected to materially differ from an individual contract approach.

During the reporting period, the portfolio of insured patients with high de-
ductible plans provided by insurance carrier A has total gross charges of
$500,000. Based on its agreement with this insurance carrier, the urgent
care clinic recognizes a contractual adjustment of 60 percent, or $300,000, of
gross charges. Therefore, the adjustments of $300,000 represent explicit price
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concessions and reduce the transaction price. The discounted charges for ser-
vices provided to the patients total $200,000.

The urgent care clinic has a practice of providing services to patients with high
deductible plans even though it historically collects amounts that are substan-
tially less than its discounted charges from patients in this customer class. The
clinic considered that the services were provided early in the calendar year
and, therefore, patients with high deductible plans may not have met their de-
ductible. Based on the collection history from this customer class during similar
time periods in prior years, the urgent care clinic concludes it is probable it will
collect $80,000 of the discounted charges from the customers in the portfolio.
The $80,000 was determined based on amounts expected to be received from
patients and amounts expected to be received from insurance carrier A for pa-
tients who have met all or a portion of their deductible. In addition, based on
an assessment of other facts and circumstances, the entity concludes that the
other criteria in FASB ASC 606-10-25-1 are met.

Because the facts and circumstances indicate that the entity's intention, when
entering into the contracts with these customers, was to provide implicit price
concessions to the customers, it may conclude that $80,000 is the transaction
price (variable consideration) after consideration of the constraint in para-
graphs 11–12 of FASB ASC 606-10-32 and records patient service revenue and
accounts receivable of $80,000.

Example 7-6-6 — No Implicit Price Concession Based on Single
Contract — Uninsured Self-Pay Patient

An uninsured self-pay patient schedules an elective cosmetic surgery at an out-
patient surgery center that has a policy of performing a credit assessment prior
to providing elective surgery to its patients. The gross charges for the procedure
are $4,000. Prior to surgery, the outpatient surgery center assesses the patient's
ability to pay and grants the patient special pricing of $3,000 (that is, an explicit
price concession or discount of $1,000), which is similar to what it would charge
an insured patient. The outpatient surgery center collects $1,500 upfront and
agrees to bill the patient the remaining $1,500 after the surgery. Based on its
credit assessment, the outpatient surgery center determines that it is probable
that it will collect the remaining $1,500 due from the patient and does not in-
tend to provide a further price concession or discount. The outpatient surgery
center records patient service revenue of $3,000, accounts receivable of $1,500,
and cash of $1,500.

Based on a subsequent change in facts and circumstances, the surgery center
determines that it only expects to collect $500 of the $1,500 billed to the patient.
Therefore, the remaining $1,000 that it does not expect to collect represents an
impairment loss (bad debt expense).

Example 7-6-7 — Implicit Price Concession Based on Portfolio
Approach — Insured patients with co-payment

A health care entity provides services to patients during a reporting period and
determines that they are covered by insurance carrier B and that each patient
has a patient responsibility (co-payment). Because of its not-for-profit mission,
the health care entity does not have a policy of assessing patients' intent and
ability to pay their patient responsibility portion prior to providing service.

Because of the similar characteristics of the patients (that is, each patient is
covered by insurance carrier B and has a similar co-payment), the health care
entity applies a portfolio approach. This portfolio of contracts is identified based
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on qualitative and quantitative factors, and the entity concludes that the ex-
pected outcome from using a portfolio approach is not expected to materially
differ from an individual contract approach.

Its insurance carrier B portfolio includes both the insurance and co-payment
amounts. The standard charges for services provided to patients in this port-
folio total $1,000,000 for the reporting period. Based on its contractual agree-
ment with insurance carrier B, the health care entity applies contractual ad-
justments of 50 percent, or $500,000, and nets these adjustments against the
standard charges. The contractual adjustments represent explicit price conces-
sions. The contractual adjustments are recognized as a reduction to the trans-
action price. The remaining charges of $500,000 include $475,000 in amounts
due from insurance carrier B and $25,000 in co-payment amounts due from the
patients.

Based on its historical experience, the health care entity expects to collect all
of the amounts due from insurance carrier B ($475,000) but only expects to
collect 40 percent or $10,000 of the co-payment amounts due from the patients.
In total, the health care entity expects to collect $485,000. Because the health
care entity has a business practice of providing services to patients regardless
of their ability to pay, it determines that the $15,000 it does not expect to collect
of patient co-payments represents an implicit price concession. Therefore, the
health care entity determines that the transaction price, after consideration
of the constraint in paragraphs 11–12 of FASB ASC 606-10-32, is $485,000
(gross charges of $1,000,000, less contractual adjustments of $500,000, less the
implicit price concessions of $15,000) and that collection of substantially all of
the transaction price is probable.

The health care entity determines that the other criteria in paragraphs 1a–1e
of FASB ASC 606-10-25 are met because it has legally enforceable contracts
with the patients, the contracts have commercial substance, the services pro-
vided and payment terms can be identified, and the parties have approved the
contracts.

The health care entity would only include the estimate of variable considera-
tion ($485,000) in the transaction price after consideration of the constraint in
paragraphs 11–12 of FASB ASC 606-10-32. The health care entity considers
the likelihood of a revenue reversal and the potential magnitude of a reversal
considering its level of experience with similar types of contracts, the range
of possible outcomes, the amount of time before payment is expected, and the
susceptibility to external factors.

Based on its expectation of payment from insurance carrier B, the health care
entity concludes that it is probable that a significant revenue reversal in the
cumulative amount of revenue recognized ($485,000) will not occur as the un-
certainty is resolved (that is, as payments are received).

The health care entity recognizes patient revenue and accounts receivable of
$485,000. If the entity subsequently determines it will collect more or less than
the amount initially estimated, the entity should account for the difference sim-
ilar to preceding example 7-6-3.

Third-Party Settlement Estimates
This Accounting Implementation Issue Is Relevant to the Application of FASB
ASC 606 to Third-Party Settlement Estimates.
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Background
7.6.44 In the health care industry, the amount of revenue earned under ar-

rangements with government programs (for example, Medicare or Medicaid) is
determined under complex rules and regulations that subject the health care
entity to the potential for retrospective adjustments in future years. Several
years may elapse before all potential adjustments related to a particular fiscal
year are known and before the amount of revenue to which the health care en-
tity is entitled is known with certainty. As a result, revenue from contracts with
patients that are paid by a government payor typically contain a variable ele-
ment that requires health care providers to estimate the cash flows ultimately
expected to be received for services provided.

7.6.45 Under a retrospective rate-setting system, a health care entity may
be entitled to receive additional payments or be required to refund amounts re-
ceived in excess of interim payment rate amounts under the system. For exam-
ple, some third-party payors retrospectively determine final amounts that are
reimbursable for services rendered to their beneficiaries based on allowable
costs. These payors reimburse the health care entity on the basis of interim
payment rates until the retrospective determination of allowable costs can be
made. In most instances, the accumulation and allocation of allowable costs re-
sults in final settlements that are different from the interim payment rates.
Final settlements are determined after the close of the fiscal periods to which
they apply.

Identifying the Contract
7.6.46 A unique aspect of health care is the involvement of multiple par-

ties in health care service transactions. In addition to the patient and the health
care provider, often a third party (an insurer, managed care company, or gov-
ernment program) will pay for some or all of the services on the patient's be-
half. For the purposes of FASB ASC 606, FinREC believes that the "contract
with the customer" refers to the arrangement between the health care provider
and the patient. However, separate contractual arrangements often exist be-
tween health care providers and third-party payors which establish amounts
the third-party payor will pay on behalf of a patient for covered services ren-
dered. Although those separate contractual agreements are not themselves con-
sidered "contracts with customers" under FASB ASC 606, those agreements
should be considered in determining the transaction price for services provided
to a patient covered by that third-party payor.

7.6.47 When the third-party payor is a government program (for exam-
ple, Medicare or Medicaid), the contractual arrangement between the health
care provider and the government program is commonly referred to as an en-
tity's "provider agreement." The provider agreement specifies the terms of the
provider agreement, the grounds for terminating a provider agreement, the cir-
cumstances under which payment for new admissions may be denied, and the
circumstances under which payment may be withheld for failure to complete
timely utilization review. The term of the provider agreement is generally one
year, and it automatically renews unless the health care provider withdraws
or is debarred from the government program. Payments under provider agree-
ments are made subject to complex laws and regulations which include an abil-
ity for the government payor to retrospectively adjust the rates it pays based
upon the filing of the cost report and subsequent program audits. Therefore, the
payments received under a provider agreement for a cost report year (that is,
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the aggregate transaction price associated with Medicare or Medicaid patient
contracts entered into during the cost report year) is subject to retrospective
adjustment. These are referred to as third-party settlement adjustments.

7.6.48 Several years may elapse before all potential adjustments related
to a particular cost report year are resolved such that the transaction price as-
sociated with Medicare or Medicaid patient contracts for that year is known
with certainty. Examples of these potential adjustments include the dispropor-
tionate share hospital program and the intern and resident program. As a re-
sult, revenue arising from services that will be paid for by government payors
typically contains a variable element that requires health care providers to es-
timate the cash flows ultimately expected to be received for services provided
during each reporting period.

Determining the Transaction Price
7.6.49 FASB ASC 606-10-32-2 states the following:

An entity shall consider the terms of the contract and its customary
business practices to determine the transaction price. The transaction
price is the amount of consideration to which an entity expects to be
entitled in exchange for transferring promised goods or services to a
customer, excluding amounts collected on behalf of third parties (for
example, some sales taxes). The consideration promised in a contract
with a customer may include fixed amounts, variable amounts, or both.

Variable Consideration
7.6.50 In accordance with FASB ASC 606-10-32-8

[a]n entity shall estimate an amount of variable consideration by using
either of the following methods [the expected value method and the
most likely amount method], depending on which method the entity
expects to better predict the amount of consideration to which it will
be entitled... (emphasis added)

Entities should determine which method is a better predictor of the amount of
consideration to which the health care entity will be entitled. In addition, exam-
ple 22, "Right of Return," and example 23, "Price Concessions," in paragraphs
204 and 211 of FASB ASC 606-10-55, respectively, state "...To estimate the vari-
able consideration to which the entity will be entitled, the entity decides to
use the expected value method (see paragraph 606-10-32-8a) because it is the
method that the entity expects to better predict the amount of consideration
to which it will be entitled." (emphasis added). As such, a health care entity
can use either the expected value method or the most likely amount method
in determining the amount of consideration to which it will be entitled. In ac-
cordance with FASB ASC 606-10-32-8, the health care entity should use the
method to estimate the amount of variable consideration that it believes will
better predict the amount of consideration to which it will be entitled. That is,
the selection of an estimation method is not intended to be a "free choice" and
the method selected must be applied consistently for similar types of contracts.

7.6.51 In accordance with FASB ASC 606-10-32-8b, "The most likely
amount – The most likely amount is the single most likely amount in a range
of possible consideration amounts (that is, the single most likely outcome of
the contract). The most likely amount may be an appropriate estimate of the
amount of variable consideration if the contract has only two possible outcomes
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(for example, an entity either achieves a performance bonus or does not)." (em-
phasis added)

7.6.52 FASB ASC 606-10-32-8b does not indicate that the most likely
amount can only be used or must be used if the contract has only two possi-
ble outcomes. FinREC believes that health care entities may apply the most
likely amount method to estimate third-party settlements even if the outcome
is not binary as long as that entity believes it will better predict the amount of
consideration to which it will be entitled.

7.6.53 Whichever method (the expected value or the most likely amount)
a health care entity uses to determine the amount of variable consideration,
certain factors may be considered including the following:

a. Historical and current reimbursement information including third-
party settlements

b. Historical and current experience with the fiscal intermediary

c. Current charges, allowable costs, and relevant patient statistics

7.6.54 Many health care entities have significant historical experience re-
lated to third-party settlements. FASB ASC 606-10-32-9 states, "An entity shall
apply one method consistently throughout the contract when estimating the
effect of an uncertainty on an amount of variable consideration to which the
entity will be entitled. In addition, an entity shall consider all the information
(historical, current, and forecasted) that is reasonably available to the entity
and shall identify a reasonable number of possible consideration amounts." In
accordance with paragraph BC 195 of FASB ASU No. 2014-09, the method se-
lected should be applied consistently to contracts with similar characteristics
and in similar circumstances. As such, a health care entity should apply one
method (the expected value or the most likely amount) when estimating third-
party settlements for a cost report year with similar characteristics and in sim-
ilar circumstances as described in FASB ASC 606-10-32-9.

7.6.55 A contract with a patient may have more than one uncertainty re-
lated to variable consideration and depending on the method the entity expects
to better predict the amount of consideration to which it is entitled, as discussed
in paragraph BC 202 of ASU No. 2014-09, the entity may use different methods
for different uncertainties. In estimating the amount of variable consideration
under either of the methods, and as discussed in FASB ASC 606-10-32-9 and
paragraph BC 201 of ASU No. 2014-09, an entity can use a reasonable basis for
estimation and is not required to consider all possible outcomes using unnec-
essarily complex methods or techniques.

Constraining Estimates of Variable Consideration
7.6.56 FASB ASC 606-10-32-11 requires a health care entity to include in

the transaction price some or all of an amount of variable consideration esti-
mated in accordance with FASB ASC 606-10-32-8 only to the extent it is proba-
ble that a significant reversal in the amount of cumulative revenue recognized
will not occur when the uncertainty associated with the variable consideration
is subsequently resolved. This means that, in estimating variable considera-
tion, it is necessary that a health care entity determine that it is probable there
will not be a significant revenue reversal when the cash is collected or paid
based on final settlement with the government payor. Each health care entity
will need to evaluate their facts and circumstances to determine the likelihood
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and magnitude of the potential reversal in revenue. To assist with that deter-
mination, FASB ASC 606-10-32-12 provides factors for an entity to consider.
The following are some factors to consider with examples of how a health care
entity may apply them to arrangements with third-party payors:

d. Whether the amount of the third-party settlement is highly sus-
ceptible to factors outside the entity's influence — For example, a
health care entity may consider the fact that a third party (that is,
Medicare or Medicaid) determines the amount of the third-party
settlement based on specific rules and regulations. Further, Medi-
care or Medicaid has control over the review and final settlement
of the cost report.

e. The entity's experience with third-party payor settlements for simi-
lar types of contracts — In many cases, health care providers' expe-
rience in estimating third-party settlements associated with Medi-
care and Medicaid programs will extend back many years. A health
care entity should consider its history with the Medicare or Med-
icaid programs in determining each component of variable consid-
eration related to third-party settlements.

f. How long the period is until the uncertainty is resolved — Several
years may elapse before all potential adjustments for third-party
settlements related to a particular cost report year are known and
before the amount of revenue to which the health care entity is
entitled is known with certainty.

g. Its practice of offering price concessions or changing payment terms
— As it relates to third-party settlements, health care entities gen-
erally do not change the payment terms with Medicare or Medicaid
because these governmental payors determine the prices and terms
for all services and communicate the prices they will pay to health
care entities. There is generally no negotiation between Medicare
or Medicaid and a health care entity as it relates to price or contract
terms.

h. The number of possible consideration amounts — For example, a
health care entity may consider the historical range of third-party
settlements and whether the range is broad (significant differences
from reporting period to reporting period) or narrow (insignificant
differences from reporting period to reporting period).

7.6.57 Many health care entities have been in operation for many years
and have sufficient history related to estimated third-party settlements such
that a health care entity can assess whether it is probable that there will not
be significant reversals of revenue in future periods. In some cases, the con-
straint may already be incorporated into the entity's estimation process and
would not require a separate evaluation. As noted in paragraph BC 215 of ASU
No. 2014-09, "Although some respondents explained that they reasoned that
this guidance would inappropriately require a two-step process, the Boards ob-
served that an entity would not be required to strictly follow those two steps if
the entity's process for estimating variable consideration already incorporates
the principles on which the guidance for constraining estimates of variable
consideration is based. For example, an entity might estimate revenue from
sales of goods with a right of return. In that case, the entity might not prac-
tically need to estimate the expected revenue and then apply the constraint
guidance to that estimate, if the entity's calculation of the estimated revenue
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incorporates the entity's expectations of returns at a level at which it is prob-
able that the cumulative amount of revenue recognized would not result in a
significant revenue reversal." The historical information used by a health care
entity to estimate the transaction price related to third-party settlements may
include historical cost report settlement activity, as well as denied claims or
recoupments of amounts previously received by the health care entity based on
a review by a Recovery Audit Contractor (RAC).

7.6.58 As discussed in FASB ASC 606-10-32-12, determining the amount
of variable consideration to include in the transaction price should consider
both the likelihood and magnitude of a revenue reversal. Given the nature of
third-party settlements, these amounts are not always determined for each con-
tract between a health care provider and a patient, but rather are often based
on a number of contracts included in the determination of the third-party settle-
ment. FinREC believes that, for third-party settlements, the evaluation to de-
termine if a potential reversal of cumulative revenue recognized is significant,
is a comparison between the third-party settlement amount (the reimburse-
ment to or from the third-party payor subject to settlement) and the total con-
sideration for services rendered pursuant to the contracts that are included in
the settlement determination (that is, using a portfolio approach). For example,
assuming the fiscal year and the cost report year are the same, the third-party
settlement amount related to Medicare Part A patients for the fiscal year would
be compared to the total consideration from all payors (for example, including
co-pays and deductibles) for Medicare Part A patients who received services
during the fiscal year. An estimate of variable consideration is not constrained
if the potential reversal of cumulative revenue recognized is not significant, or
if a potential reversal is significant but probable not to occur. The amount of
revenue reversal deemed significant will vary across entities depending on the
facts and circumstances. If the entity determines that it is probable that the
inclusion of its estimate will not result in a significant revenue reversal, that
amount is included in the transaction price.

7.6.59 When a health care entity does not have significant historical ex-
perience or that experience has limited predictive value, the health care entity
may constrain its estimate of variable consideration as noted in paragraphs 11–
13 of FASB ASC 606-10-32 and would, therefore, be precluded from recognizing
revenue for the constrained amount until such time as it has better historical
experience or the uncertainty associated with the additional payments or re-
funds (that is, the third-party settlement) is subsequently resolved. In other
words, the health care entity would only recognize revenue up to the amount
of variable consideration that is not subject to a significant reversal until such
time as additional information is obtained or the uncertainty associated with
the additional payments or refunds is subsequently resolved. This could result
in the health care entity constraining some or all of the revenue of an indi-
vidual component of a third-party settlement (for example, disproportionate
share reimbursement) for which the entity does not have sufficient historical
experience.

7.6.60 When a health care entity has sufficient historical experience, the
health care entity may not have to constrain its estimates of variable consider-
ation as noted in paragraphs 11–13 of FASB ASC 606-10-32 and would there-
fore not be precluded from recognizing the entity's estimate of the third-party
settlement adjustment. A health care entity would need to consider how to de-
termine the amount of variable consideration to recognize based on the method
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the entity expects to better predict the amount of consideration to which it will
be entitled.

7.6.61 Historically, health care entities may have used a variety of meth-
ods to evaluate third-party settlements. For instance, some health care entities
may evaluate settlements with government payors on an individual facility and
individual cost report year basis and some may aggregate historical informa-
tion to evaluate third-party settlements. For example, many health care entities
evaluate each cost report by facility and by year, individually. However, some
third-party settlement issues may apply to multiple cost reports and health
care entities should use all available information regarding the cost report set-
tlement process to evaluate similar third-party settlement issues. The determi-
nation of the method to use to estimate the amount of variable consideration the
entity expects to better predict the amount of consideration to which it will be
entitled (that is, the expected value method or the most likely amount method)
is not dependent upon whether the health care entity uses a portfolio approach
or an individual contract approach to evaluate arrangements with third-party
payors. The portfolio approach is described in FASB ASC 606-10-10-4. Refer
to the "Application of the Portfolio Approach to Contracts With Patients" sec-
tion in paragraphs 7.7.01–7.7.15 for discussion on application of the portfolio
approach.

Reassessment of Variable Consideration
7.6.62 Differences between original estimates and subsequent revisions,

including final settlements, represent changes in the estimate of variable con-
sideration and should be included in the period in which the revisions are made
in accordance with FASB ASC 606-10-32-14. These differences should be dis-
closed in the financial statements. See section "Presentation and Disclosure"
in paragraphs 7.7.16–7.7.60 for further information on disclosures. These dif-
ferences are not treated as restatements of prior periods unless they meet the
definition of an error in previously issued financial statements, as defined in
FASB ASC 250, Accounting Changes and Error Corrections.

Existence of a Significant Financing Component in the Contract
7.6.63 FASB ASC 606-10-32-15 states, "In determining the transaction

price, an entity shall adjust the promised amount of consideration for the effects
of the time value of money if the timing of payments agreed to by the parties to
the contract (either explicitly or implicitly) provides the customer or the entity
with a significant benefit of financing the transfer of goods or services to the
customer."

7.6.64 A health care entity should evaluate all of the facts and circum-
stances including payment terms and the reasons for any difference between
the time period for settlement and the difference in the amount received as
consideration from the government payor to determine if a significant financ-
ing component exists.

7.6.65 If a health care entity receives advances, the health care entity
should consider the reasons for the advance and evaluate if a significant fi-
nancing component exists.

7.6.66 To assist in determining if a significant financing component exists,
FASB ASC 606-10-32-17 indicates that a contract with a customer would not
have a significant financing component if certain factors exist. The following
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are the factors to consider with examples of how a health care entity may apply
them to third-party settlements:

a. The customer paid for the goods or services in advance, and the
timing of the transfer of those goods or services is at the discretion
of the customer — Consideration from a third-party payor on a pa-
tient's behalf is generally not paid in advance of a health care entity
providing services to patient.

b. A substantial amount of the consideration promised by the cus-
tomer is variable, and the amount or timing of that consideration
varies on the basis of the occurrence or nonoccurrence of a future
event that is not substantially within the control of the customer
or the entity (for example, if the consideration is a sales-based roy-
alty) — Contracts with patients generally include a substantial
amount of variable consideration because third-party payors do not
pay standard provider charges. In addition, the amount and timing
of the consideration related to third-party settlements may vary on
the basis of the occurrence or nonoccurrence of a future event that
is not substantially with the control of the health care entity or
the patient. For example, with respect to the timing of cost report
settlements, neither the health care entity nor the patient has con-
trol over when a cost report is reviewed and settled because that
is determined by the third-party payor (for example, Medicare or
Medicaid).

c. The difference between the promised consideration and the cash
selling price of the good or service (as described in paragraph 606-
10-32-16) arises for reasons other than the provision of finance to
either the customer or the entity, and the difference between those
amounts is proportional to the reason for the difference (For exam-
ple, the payment terms might provide the entity or the customer
with protection from the other party failing to adequately complete
some or all of its obligations under the contract.) — For health care
providers, the amount of the third-party adjustment arises due to
the normal course of cost report settlements and is not a result
of the provision of a financing arrangement with the government
payor. The information the government payor uses to determine a
final settlement for a given cost report year is generally submitted
by the health care provider in a cost report several months after
the end of the reporting period. The government payor reviews or
audits the information provided in the cost report and determines
a final settlement amount. The final settlement could either be ad-
ditional consideration owed to the health care provider or a return
of consideration back to the government payor.

7.6.67 Although the timing between the service to the Medicare or Med-
icaid beneficiary and final settlement or payment is often more than one year,
FinREC believes that a significant financing component likely does not exist for
third-party settlements because the timing of the payment is at the discretion
of the third-party payor and does not involve the patient (that is, the customer).

Transition
7.6.68 Under the full retrospective transition method (retrospective ap-

plication to each prior period presented) described in FASB ASC 606-10-65-1,

AAG-REV 7.6.67 ©2019, AICPA



Health Care Entities 397
health care entities are required to apply the standard to all contracts pre-
sented in the financial statements (subject to certain practical expedients). Un-
der the modified retrospective transition method (cumulative effect recognized
on the date of initial application), health care entities may apply the standard
to either all contracts or only to contracts that are not completed as of the adop-
tion date.

7.6.69 A health care entity that elects to apply the modified retrospec-
tive transition method only to contracts that are not completed as of the date
of initial application should evaluate its contracts to determine if all or sub-
stantially all of the revenue was recognized under legacy GAAP (that is, they
are completed contracts) before the date of initial application. For example, for
contracts with patients where a third-party settlement has not been finalized
for a specific cost report year as of the date of initial application, the health
care entity should compare the estimated settlement amount for that payor to
the amount of revenue recognized under legacy GAAP for patients subject to
retroactive settlement by that payor to determine if all or substantially all of the
revenue has been recognized. If all or substantially all of the revenue has not
been recognized, the contracts with patients subject to retroactive settlement
by that payor for the open cost report year would be considered open contracts
and FASB ASC 606 will need to be applied to those contracts for purposes of
determining the cumulative effect adjustment at the date of initial application.

7.6.70 The following example is intended to be illustrative, and the actual
determination of the amount of a third-party settlement may differ based on
the facts and circumstances of a health care entity's specific situation.

Federal and state governments fund a significant portion of health care ser-
vices in the United States through their role as third-party payors in programs
such as Medicare and Medicaid. Under those programs, payments for services
provided to program beneficiaries are determined under complex government
rules and regulations. The programs may subject the health care entity to po-
tential retrospective adjustments; therefore, the actual amount of consideration
from the third-party may not be known with certainty for several years. As a
result of the uncertainty, consideration from providing services to government
program beneficiaries generally represents variable consideration under FASB
ASC 606.

Example 7-6-8 — Illustrative Use of the Expected Value Method —
Medicare Program

Hospital X participates in the Medicare program and accepts Medicare's rates
as payment in full for services rendered to Medicare beneficiaries during a cost
report year. During a cost report year, Medicare makes payments to Hospital
X for patients eligible under the program based on various interim payment
methodologies. It may take two or more years from the year that services are
rendered by Hospital X for Medicare to validate the claims and issue a Notice
of Final Program Reimbursement to close out a cost report year. Each reporting
period, management estimates the potential program adjustments and accrues
a third-party settlement asset or liability for Hospital X to adjust the estimated
revenue (variable consideration) for that cost report year. The Medicare trans-
action price before adjustment is $50 million based on contracts included in the
determination of the third-party settlement.

Management determines that the expected value method (a probability-
weighted approach) would be the best predictor of the variable consideration for
patient services provided to Medicare beneficiaries during the cost report year
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and identifies four possible outcomes for the potential program adjustments
(cost report settlements) that would reduce the amount of variable considera-
tion. The probability of each possible outcome is as follows:

Possible
adjustment

amounts Probability

Probability-
weighted
amounts

Medicare transaction
price (as adjusted for

variable consideration)

$ — 20% $ —

1,000,000 55% 550,000

3,000,000 15% 450,000

5,000,000 10% 500,000

$ 1,500,000 $ 48,500,000

The amounts associated with each outcome are aggregated to arrive at the esti-
mated adjustment amount of $1.5 million which decreases the transaction price
estimate from $50 million to $48.5 million. In accordance with paragraphs 11–
12 of FASB ASC 606-10-32, management also evaluates whether it is probable
that a significant reversal in the amount of cumulative revenue recognized will
occur (that is, whether a constraint on recognition is required). In assessing
whether the amount of revenue to be recognized should be constrained, man-
agement considered if a subsequent settlement would result in a significant
reversal of cumulative revenue once the cost reports are fully settled. Based
on the information available, management determined that it is probable that
a significant reversal of revenue would not occur. As such, Hospital X would
record Medicare revenue for the cost report year of $48.5 million.

7.6.71 The following example is intended to be illustrative, and the actual
determination of the amount of a third-party settlement may differ based on
the facts and circumstances of a health care entity's specific situation. An entity
will need to use professional judgement to evaluate the claims that could be
subject to a RAC program audit. The following example is not intended to be a
comprehensive description of the RAC program.

Under the Medicare program, payments to health care entities for services
provided to program beneficiaries are determined under complex government
rules and regulations. The program may subject the health care entity to po-
tential retroactive adjustments; therefore, the actual amount of consideration
from Medicare may not be known with certainty for several years. As a result
of the uncertainty, consideration from providing services to Medicare beneficia-
ries generally represents variable consideration under FASB ASC 606.

The RAC program was created through the Medicare Modernization Act of 2003
to identify and recover improper payments to health care providers under Medi-
care's fee-for-service payment methodology. The United States Department of
Health and Human Services was required by law to make the RAC program
permanent for all states by January 1, 2010.

The RAC's mission is to identify and correct Medicare improper payments
through the efficient detection of overpayments or underpayments made on
claims for health care services provided to Medicare beneficiaries, so that the
Centers for Medicare & Medicaid Services (CMS) can implement actions that
will prevent future improper payments.
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Under the program, a RAC generally reviews claims on a post payment basis.
These reviews can be automated or they can be complex. For complex reviews,
the health care entity is required to submit to the RAC medical record docu-
mentation to support the claim.

After a RAC has completed the review, a demand letter is sent to the health
care entity notifying them of any changes to payments previously received as
a result of the review. If the review resulted in a net overpayment for all of the
claims reviewed, the health care entity has four options: (a) pay the amount,
(b) allow recoupment from future payments by Medicare, (c) request or apply
for an extended payment plan, or (d) appeal the review.

If a health care entity decides to appeal the review, there are five levels in
the appeals process. Often, the appeals process takes years to complete given
the complex government rules and regulations used to determine payments for
health care services to Medicare beneficiaries.

Example 7-6-9 — Illustrative Use of the Expected Value
Method — Recovery Audit Contractor Program

Hospital X participates in the Medicare program and receives payments for
services provided to Medicare beneficiaries under a fee-for-service payment
methodology. During the year, inpatient services are provided to Medicare ben-
eficiaries which results in numerous claims to Medicare.

Hospital X has experience with RAC audits and demand letters that challenge
the appropriate classification of certain types of patients as inpatient. Based on
its experience in reviewing and appealing similar claims, management deter-
mined that the expected value method would be the best predictor of the vari-
able consideration for these patient services provided to Medicare beneficiaries
related to claims that may be the subject of a RAC audit, because Hospital X
has a large number of contracts with similar characteristics.

Over the past three years, Hospital X has an overall 90 percent success rate
with claims having similar classification issues, including RAC audit appeals.
That is, for claims with a similar classification issue that were resolved during
that period, only 10 percent of the amounts previously billed were ultimately re-
couped as overpayments. Management's method of evaluating the success rate
over the past three years inherently considers the probability of the expected
outcome of each claim and incorporates the constraint. Although the RAC au-
dit and appeals process are outside of its control, Hospital X determines that
it has sufficient historical experience to estimate the success rate for similar
claims, as noted previously, and therefore concludes that it is probable that
a significant reversal in the cumulative revenue recognized will not occur as
the uncertainty is resolved. As a result, and based on known or knowable in-
formation, management estimates the transaction price by reducing the billed
amount by 10 percent at the time revenue is initially recognized for all similar
claims based on claims expected to be audited and the historical success rate
of 90 percent.

Based on an audit in a subsequent year, the RAC challenges the classification of
some of the claims submitted by Hospital X for patients classified as inpatient
(that is, the RAC concluded that Hospital X should have billed these claims as
outpatient instead of inpatient) and determines that Hospital X was overpaid.
The RAC issues a demand letter indicating an overpayment to Hospital X.

Based on a review of the RAC's findings by Hospital X, management believes
the classification of these patients as inpatient is correct and files an appeal.
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Significant time may pass before the appeal is processed through the five lev-
els of the appeals process. Management previously included an estimate of the
amount of overpayments for the claims in the initial transaction price based
on its 90 percent historical success rate. Hospital X determined that it does not
need to update the estimate of the transaction price as the result of the RAC au-
dit because the RAC audit and demand letter are consistent with its historical
experience and would not change its overall success rate.

Hospital X will continue to update its historical success rate in subsequent peri-
ods based on actual results of RAC audits, demand letters, appeals experience,
and other known or knowable information to determine if the historical success
rate remains appropriate to apply. At the end of each reporting period, Hospital
X should update the estimated transaction price in accordance with FASB ASC
606-10-32-14 and paragraphs 42–45 of FASB ASC 606-10-32.

7.6.72 The following example is intended to be illustrative, and the ac-
tual determination of the amount of a third-party settlement may differ based
on the facts and circumstances of a health care entity's specific situation and
the Medicare rules and regulations in effect at the time the calculations are
performed.

Under the Medicare program, payments to health care entities for services pro-
vided to program beneficiaries are determined under complex government rules
and regulations. The program may subject the health care entity to potential
retroactive adjustments; therefore, the actual amount of consideration from
Medicare may not be known with certainty for several years. As a result of
the variability in reimbursement, the amounts a health care entity is entitled
to for providing services to Medicare beneficiaries generally include variable
consideration under FASB ASC 606.

The Medicare program provides for additional payments to eligible hospitals
that provide services to a disproportionately higher share of indigent patients
based on formulas defined in the Medicare regulations. These additional pay-
ments are commonly referred to as DSH payments. The primary method used
to determine whether a hospital qualifies for DSH payments is based on a com-
plex statutory formula that results in a Medicare DSH percentage. The hospi-
tal's Medicare DSH percentage is used to determine whether the hospital qual-
ifies for any additional payments, and if it qualifies, the amount of additional
payments.

For illustrative purposes, assume the statutory formula in the Medicare regu-
lations specifies that if the Medicare DSH percentage is less than 15 percent,
the hospital will not receive any additional payments. However, a hospital with
a DSH percentage in excess of 15 percent qualifies for additional payments, the
specific amount of which depends on whether the DSH percentage is in excess
of 20.1 percent. That is, the statutory formula calls for additional payments for
hospitals with a DSH percentage between 15 percent and 20.1 percent and
increased additional payments for hospitals with a DSH percentage of 20.2
percent or higher. The Medicare regulations for determining DSH payments
are complex and are subject to ongoing review and change by the government.
Therefore, a health care provider should determine the DSH rules and regula-
tions currently in effect at the time the calculations are performed, which may
differ from the formula described previously.
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Example 7-6-10 — Illustrative Use of the Most Likely Amount
Method — Disproportionate Share Hospital Program

Hospital X participates in the Medicare program and accepts payments from
Medicare as specified in the Medicare regulations (fee for service payments and
retroactive settlements) for services rendered to Medicare beneficiaries during
a cost report year (in this case, the hospital's fiscal year).

Hospital X is an urban hospital with more than 100 beds that provides inpa-
tient services to a large number of indigent patients each year. Over the past
several years, Hospital X has received DSH payments based on the statutory
formula. Because it has more than 100 beds, Hospital X is not subject to a DSH
reimbursement cap. The additional DSH payments have been audited by the
Medicare Administrative Contractor in connection with Hospital X's routine
cost report audit process for the past several years and the additional payments
have been validated without a significant adjustment (that is, changes over the
past several years have not resulted in significant adjustments to the estimated
settlement).

Because Hospital X's cost report is prepared and filed with the Medicare pro-
gram within five months after its cost report year end, Hospital X performs
a calculation of the estimated Medicare DSH percentage during its financial
statement close process to determine the estimated amount of additional pay-
ments it expects to receive for DSH for the cost report year related to services
provided to Medicare beneficiaries during the cost report year.

Management determines that the most likely amount method (derived from
the single most likely amount in a range of possible consideration amounts)
would be the best predictor of the variable consideration for services provided
to Medicare beneficiaries related to the DSH payments because there are only
three possible outcomes. Management identifies the following three possible
outcomes for the potential additional payments related to DSH.

Possible additional
payments Description

$3 million Hospital X has a Medicare DSH percentage equal
to or in excess of 20.2 percent. Based on the
relevant statutory formula and the amount of
Medicare payments received during the year,
Hospital X expects to receive $3 million in
additional payments.

$1.2 million Hospital X has a Medicare DSH percentage
between 15 percent and 20.1 percent. Based on the
relevant statutory formula and the amount of
Medicare payments received during the year,
Hospital X expects to receive $1.2 million in
additional payments.

$0 Hospital X has a Medicare DSH percentage less
than 15 percent and is therefore not eligible to
receive any additional payments.

Hospital X has experience with calculating the Medicare DSH percentage. Each
year, upon subsequently filing the Medicare cost report, Hospital X reconciles

©2019, AICPA AAG-REV 7.6.72



402 Revenue Recognition

the estimated amount determined in connection with their financial statement
close process to the calculation included in the Medicare cost report. Based on
its experience with determining the Medicare DSH percentage, Hospital X de-
termines there have been no significant differences between the calculation
included in the cost report and the estimated amount determined during the
financial statement close process. In addition, based on their experience, Hospi-
tal X has historically exceeded the 20.2 percent DSH percentage threshold. For
the current cost report year, management determines its Medicare DSH per-
centage exceeds the 20.2 percent threshold based on its patient mix. Therefore,
management believes the most likely amount of consideration related to DSH
is $3 million. Hospital X considered whether the most likely amount should
be constrained. However, based on its history of receiving Medicare DSH addi-
tional payments and its history of Medicare cost report audits that have vali-
dated the Medicare DSH percentage, Hospital X determined that it is probable
there will not be a significant reversal in the amount of cumulative revenue
recognized when the cost report is audited and the uncertainty is subsequently
resolved. Hospital X includes $3 million for the DSH additional payments in
the transaction price that is recorded at the end of the reporting period.

Risk Sharing Arrangements
This Accounting Implementation Issue Is Relevant to the Application of FASB
ASC 606 to Risk-Sharing Arrangements.

7.6.73 Under this scenario, a health care provider (hereafter referred to
as hospital) is responsible for services rendered to the patient in an inpatient
hospital stay. Different health care providers (hereafter referred to individually
as post-acute provider or collectively as post-acute providers) are responsible for
services rendered to the patient after discharge, such as for inpatient care in a
nursing home or rehabilitation facility, or outpatient services such as physical
therapy or home health, or both. The hospital and the post-acute provider are
not related parties. The factors noted herein address the considerations of the
hospital. This scenario focuses on payment implications for the hospital (that
is, the hospital that performs the surgery). Revenue recognition for post-acute
providers is outside the scope of this section.

Background
7.6.74 The Comprehensive Care for Joint Replacement (CJR) model was

effective April 1, 2016, in 67 metropolitan areas for Medicare beneficiaries un-
dergoing the most common orthopedic inpatient surgeries, which are hip and
knee replacements (also called lower extremity joint replacements or LEJR).
This model holds participant hospitals financially accountable for the quality
and cost of episodes of care associated with hip and knee replacements to en-
courage hospitals, physicians, and post-acute care providers to work together
to improve the quality and coordination of care from the initial hospitalization
through recovery.

7.6.75 The episode of care evaluated in this model begins with the admis-
sion of a patient to a hospital who is ultimately discharged under certain joint
replacement diagnostic codes and ends 90 days after discharge of the patient.
The episode of care length is intended to cover the expected period of recovery
of the patient. Generally, all episodes that end between January 1 and Decem-
ber 31 are included in a performance year. Although the hospital is held finan-
cially responsible for the entire episode of care, the episode includes post-acute
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services (and other services, with certain limitations) that are often rendered
by post-acute providers.

7.6.76 Hospitals and post-acute providers bill and are paid under usual
payment system rules (referred to as fee-for-service) for all related services ren-
dered to Medicare beneficiaries who have LEJR procedures. Subsequent to the
end of a performance year (that is, the calendar year), actual spending (that is,
the total amount paid by Medicare for the related services) is compared to the
Medicare target price for the respective hospital for the entire episode of care of
each beneficiary. Depending on the hospital's quality and episode spending per-
formance (including spending by Medicare for other providers involved in the
episode of care), the hospital may receive an additional payment from Medicare
or be required to repay a portion of the fee for service payments. Settlement of
these amounts is expected to occur three to six months subsequent to the end
of a performance year. The settlement is not specific to any patient but is based
on all of the episodes of care for CJR in the performance year.

7.6.77 Under the CJR model, hospitals may also enter into separate agree-
ments with various post-acute providers for the coordination of care of a patient
during an episode of care. For example, a hospital provides the initial acute care,
a second provider may provide rehabilitation services, and a third provider may
provide home care services. Revenue recognition for such agreements is outside
the scope of this issue. In addition, the separate agreements a hospital may en-
ter into with various post-acute providers may include a gain or loss sharing
component. These gain or loss sharing arrangements are outside the scope of
this issue.

7.6.78 A hospital should continually evaluate the CJR model and other
similar risk sharing arrangements for changes and updates to these programs
to determine the impact, if any, on the accounting treatment for these programs.

Identify the Contract with a Customer
7.6.79 A health care provider should first determine that the five criteria

in FASB ASC 606-10-25-1 have been met for there to be a contract with a cus-
tomer within the scope of FASB ASC 606. For the purposes of FASB ASC 606,
FinREC believes the "contract with the customer" refers to the arrangement
between the health care provider and the patient.

7.6.80 Separate contractual arrangements (also referred to as provider
agreements or participation agreements) exist between health care providers
and third-party payors (for example, the Centers for Medicare and Medicaid
Services or CMS), which establish amounts to be paid on behalf of a patient
(who is the third-party's beneficiary). These separate contractual arrangements
between the health care providers and third-party payors are not considered
separate "contracts with the customer" under FASB ASC 606. However, these
agreements should be considered in determining the transaction price for the
goods and/or services rendered to patients.

7.6.81 In accordance with FASB ASC 606-10-25-1ae, a contract with a cus-
tomer exists only when all of the criteria in that paragraph are met. Hospitals
should consider the criteria in FASB ASC 606-10-25-1 to determine that a con-
tract with a patient exists and that the contract is legally enforceable. FinREC
believes that a hospital should consider the following items when evaluating if
the criteria in FASB ASC 606-10-25-1 are met:
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a. Parties have approved the contract (in writing, orally, or in accor-
dance with other customary business practices) and are committed
to perform their respective obligations of the contract. A hospital
should consider if it has a written contract with the patient by con-
sidering whether the patient signed any forms, such as a patient
responsibility form, which would be considered a written contract.
If the hospital determines it does not have a written contract but
the patient schedules the elective surgery in advance, the hospital
may consider if it has an oral or implied contract.

b. Each party's rights regarding the goods or services to be transferred
can be identified. A hospital should consider if it has a right to pay-
ment for services provided to a patient based on the contract.

c. Payment terms can be identified for the goods or services to be
transferred. Under the CJR model, hospitals receive Medicare fee-
for-service payments for services provided to patients that are sub-
ject to adjustment based on the difference between actual Medicare
spend and a pre-determined bundle target price. There may also be
a co-pay or deductible due from the patient.

d. The contract has commercial substance. The hospital should con-
sider if it expects its future cash flows to change as a result of the
services provided.

e. It is probable that the entity will collect substantially all of the con-
sideration to which it will be entitled in exchange for the goods
or services that will be transferred to the customer. A hospital
should consider if it is probable that the entity will collect substan-
tially all of the consideration to which it is entitled in exchange
for goods or services transferred to Medicare beneficiaries; this in-
cludes amounts due from the Medicare program and deductibles
and co-pays due from patients. Refer to the "Arrangements for
Health Care Services Provided to Uninsured and Insured Patients
With Self-Pay Balances, Including Co-Payments and Deductibles"
section in paragraphs 7.6.01–7.6.43. Also refer to the "Third-Party
Settlement Estimates" section in paragraphs 7.6.44–7.6.72 for ad-
ditional information related to factors to consider in determining if
it is probable that the entity will collect substantially all of the con-
sideration to which it is entitled in exchange for goods or services
transferred to Medicare beneficiaries.

Identify the Performance Obligations in the Contract
7.6.82 FASB ASC 606-10-25-14 provides that at contract inception, an en-

tity should assess the goods or services promised in a contract with a patient
and should identify as a performance obligation each promise to transfer to the
patient a good or service (or a bundle of goods or services) that is distinct.

7.6.83 To be distinct, a performance obligation must meet both of the fol-
lowing criteria in FASB ASC 606-10-25-19:

a. The customer can benefit from the good or service either on its own
or together with the other resources that are readily available to
the patient (that is, the good or service is capable of being distinct).

b. The entity's promise to transfer the good or service to the patient
is separately identifiable from other promises in the contract (that
is, the good or service is distinct within the context of the contract).
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7.6.84 FinREC believes that generally, the goods and services provided by

the hospital in a CJR episode will be considered a single combined performance
obligation for inpatient health care services. Refer to the section, "Identifying
Performance Obligations" in paragraphs 7.2.01–7.2.09 for additional informa-
tion related to factors to consider in identifying performance obligations.

7.6.85 Although there is no contractual requirement, some hospitals may
perform certain additional care coordination activities or case management ser-
vices. A hospital may choose to perform these activities as it may be in the best
interest of the hospital in an effort to control costs. Hospitals should evalu-
ate the nature of the care coordination services or case management services
that are provided to the patient. These activities may include, for example, the
following:

a. Providing notification to the patient that the patient is a partici-
pant in a bundled payment arrangement

b. Providing coordination of the post-acute care plan

c. Calling the patient to ensure he or she is taking prescribed medi-
cations

FASB ASC 606-10-25-17 provides that promised goods or services do not in-
clude activities that an entity must undertake to fulfill a contract unless those
activities transfer a good or service to the customer. FinREC believes that gen-
erally, these types of care coordination activities do not transfer an additional
good or service to the patient and are administrative in nature and would not be
considered separate performance obligations. Hospitals should, however, con-
sider if there are implied promises to the patient to provide post-acute transi-
tional services or coordination of care with other post-acute providers. These
implied promises could be considered performance obligations if the promises
are considered distinct. Based on each hospital's facts and circumstances re-
garding arrangements in place, a hospital should evaluate if care coordination
activities should be considered separate performance obligations in its con-
tracts with customers based on the criteria in FASB ASC 606-10-25-19.

Determine the Transaction Price
7.6.86 The transaction price (the amount of consideration to which the

hospital expects to be entitled) will be established by the rules and regulations
of the Medicare program.

7.6.87 For reconciliation and settlement purposes, CMS will group a hos-
pital's CJR episodes by the performance year (that is, the calendar year) in
which the episode ends, and accumulate information on all claims filed by all
providers relative to those episodes. Approximately three to six months after a
performance year ends, CMS performs a reconciliation calculation for each hos-
pital, as described in the "Background" section, and determines an interim set-
tlement for that performance year's episodes in the aggregate (not on a patient-
by-patient basis). The actual spending data used in calculating this settlement
will be incomplete because claims associated with episodes in the latter part
of the performance year may still be in process (and, therefore, would not have
been filed or processed, or both, as of the reconciliation cut-off date). Twelve
months later (that is, 15 to 18 months after the end of the performance year), a
second reconciliation is performed using complete claims information and the
final determination is made as to whether the hospital is entitled to a bonus
payment or, instead, has incurred a penalty that is owed back to CMS.
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7.6.88 For purposes of applying step 3, hospitals may group individual pa-
tient contracts into portfolios that mirror these CMS performance year group-
ings and establish transaction prices on a portfolio basis.2 Refer to section "Ap-
plication of the Portfolio Approach to Contracts With Patients" in paragraphs
7.7.01–7.7.15.

Variable Consideration
7.6.89 An entity is required to estimate variable consideration using ei-

ther the expected value method or the most likely amount method (as described
in FASB ASC 606-10-32-8) and include some or all of that estimate in the trans-
action price to the extent it is probable that a significant reversal in the amount
of cumulative revenue recognized will not occur when the related uncertainty is
resolved (as described in FASB ASC 606-10-32-11). This limitation on including
variable consideration in the transaction price is referred to as the constraint.
An entity should consider the factors in FASB ASC 606-10-32-12 when evalu-
ating the extent to which variable consideration should be constrained.

7.6.90 The hospital's promised consideration from CMS consists of the
normal Medicare Severity-Diagnosis Related Group (MS-DRG) payments for
the patient contracts in a portfolio plus or minus a bonus or penalty amount,
respectively, determined for the portfolio of the CMS performance year as a
whole. The retrospective settlement feature and its linkage to a performance-
based bonus or penalty means that as described in FASB ASC 606-10-32-6, the
transaction price has a variable component.

7.6.91 The hospital will initially include the MS-DRG revenue in the
transaction price. The impact of the potential retrospective adjustment (that
is, variable consideration) will need to be considered at each financial reporting
date. Therefore, each portfolio of contracts may have an associated adjustment
of the transaction price based on the estimate of variable consideration related
to the CJR program, along with a corresponding balance sheet account that
reflects the estimated amount due to or from CMS for potential CJR program
settlements. Amounts due to or from CMS for estimated CJR program settle-
ments are generally included in the balance sheet within the same line item as
other settlements with CMS.

7.6.92 Estimating the potential bonus or penalty amount associated with
a CMS performance year requires consideration of (a) the overall actual episode
spending compared to target episode prices, (b) whether (and, if so, how) the
target episode prices used in the calculation will (or are likely to) be adjusted
based on the hospital's quality score, and (c) the extent and financial impact of
potential overlaps with other CMS payment models, for which CMS will make
adjustments in the final reconciliation.

a. Actual episode spending. The actual episode spending for a CMS
performance year will be determined after all claims attributable
to that performance year (both hospital and post-acute care) have
been processed by CMS. A hospital's estimate of this amount will

2 The portfolio basis refers to the use of the portfolio practical expedient as contemplated in
FASB ASC 606-10-10-4. For simplicity, this section assumes that a hospital will establish a single
portfolio for each Centers for Medicare and Medicaid Service (CMS) performance year. If a hospital
desires to establish multiple portfolios for a performance year (for example, separate portfolios by
Medicare Severity-Diagnosis Related Group (MS-DRG) or by each of its four target episode prices for
that year), it must be mindful that the CMS reconciliation (and, therefore, the settlement amount)
will be performed at the aggregate level.
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depend on its facts and circumstances, including the extent to which
it has visibility into the data associated with the claims that have
been filed with CMS by post-acute providers involved in the episode
of care, and its historical information regarding variables such as
the total number of expected episodes during the performance year,
the severity of each episode, and expectations related to complica-
tions and readmissions.

b. Quality score. The hospital will obtain its quality score for the per-
formance year from the first CMS reconciliation report, which will
be received approximately three to six months after the end of the
performance year.

c. Potential overlap with other models. For example, Medicare shared
savings program participants also participating in a program with
a bundled payment.

In this situation, the bonus or penalty is not associated only with the hospital's
own performance; instead, it arises in connection with a risk sharing activity
involving other providers.

7.6.93 In accordance with paragraphs 11 and 12 of FASB ASC 606-10-
32, a hospital is required to estimate the amount of variable consideration by
applying the constraint guidance and cannot default to a conclusion whereby
no variable consideration is included in the transaction price. If a hospital de-
termines that it cannot estimate the performance-based bonus or penalty such
that it is probable that a significant revenue reversal would not occur upon res-
olution of the final amounts, the portion of consideration that is variable should
be excluded from the transaction price until it becomes probable that there will
not be a significant reversal of cumulative revenue recognized. (Refer to the "Ac-
counting Considerations When the Transaction Price Is Constrained" section
in paragraphs 7.6.98–7.6.100.)

7.6.94 However, if the hospital has sufficient data such that it is proba-
ble that a significant revenue reversal would not occur upon resolution of the
final amount, that amount should be estimated using one of the two methods
described in FASB ASC 606-10-32-8 (whichever is the better predictor), and
the initial CJR program estimate established to reflect that amount. After the
performance year ends, CMS performs the first reconciliation and determines
an interim settlement amount. In accordance with FASB ASC 606-10-32-14, a
hospital should update the estimated transaction price at each reporting date,
including the assessment of whether the estimate of variable consideration is
constrained, based on the available information. The hospital should also in-
crease or decrease its estimated amount due to or from CMS to reflect any
interim settlements received or paid at the time this becomes known. The hos-
pital should continue to evaluate and update the estimate as necessary based
on additional information that becomes known in a period.

7.6.95 Approximately 15 to 18 months after the end of the performance
year, CMS performs the second reconciliation and determines whether the hos-
pital has earned a bonus or incurred a penalty. At that time, the estimated
amounts are "trued up" to reflect the actual bonus or penalty amount, and the
final settlement amount is determined. These adjustments represent changes
in the estimate of variable consideration and should be included in revenue in
the period (quarter or annual) in which the change in estimate is made in ac-
cordance with FASB ASC 606-10-32-14. These differences should be disclosed
in the financial statements. See the "Presentation and Disclosure" section in
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paragraphs 7.7.16–7.7.60 for further information on disclosures. These differ-
ences are not treated as restatements of prior periods unless they meet the
definition of an error in previously issued financial statements, as defined in
FASB ASC 250.

Uncertainties Associated With the Variable Consideration
7.6.96 In accordance with FASB ASC 606-10-32-12, hospitals should eval-

uate uncertainties associated with the bonus or penalty calculations that could
increase the likelihood or the magnitude of a revenue reversal include the
following:

a. Whether a hospital earns a bonus or incurs a penalty will depend
on the performance of parties other than the hospital and, thus, is
largely outside of the hospital's influence

b. The large number and broad range of possible consideration
amounts

c. The extent to which the hospital has access to data involving claims
filed by post-acute providers

d. The CJR program is new with no prior history and available data
may have low predictive value

e. There are contingencies inherent in the bonus or penalty calcula-
tion formula. For example:

i. The hospital's exposure to loss (or upside potential for a
bonus) will be determined based on highly aggregated data
for all episodes ending within a performance year, and the
quantity and severity of episodes and exposure to losses
from occurrence of complications or readmissions will not
be known until several months after the performance year
ends. Therefore, for example, costly readmissions close to
the end of the performance year could affect a portfolio's
overall performance enough to change a hospital from a
bonus position to a penalty position.

ii. The target episode prices used in the reconciliation might
increase or decrease as a result of quality scores earned
by the hospital during the performance year. The quality
score is based on performance with all patients during the
performance year and, therefore, is not determined until
several months after the end of the performance year. The
hospital will be informed of its quality score at the same
time it is informed of the results of the first reconciliation
(typically, in the second quarter of the calendar year that
follows the end of the performance year).

7.6.97 Several of these uncertainties directly relate to the lack of experi-
ence or history with the CJR program. As a hospital progresses through the
performance years of the program and obtains experience and data that can
produce more reliable estimates, uncertainties associated with the likelihood
or magnitude of a revenue reversal should diminish. In addition, to the extent
that a hospital uses providers within its own health system to provide the post-
acute care, the uncertainty associated with performance that is outside of the
hospital's influence may be diminished.
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Accounting Considerations When the Transaction Price Is Constrained
7.6.98 Until a hospital concludes it is probable that a significant revenue

reversal would not occur upon resolution of the final amount, at each financial
reporting date, the reduction of the transaction price (due to the constraint) for
the estimate of variable consideration associated with the portfolio for that per-
formance year should reflect the minimum amount of consideration from CMS
under the stop-loss limits applicable to that performance year. The reduction of
the transaction price (due to the constraint) will reduce the net patient service
revenue associated with CJR to reflect the amount that is at risk of being re-
turned to Medicare. Once a hospital concludes it is probable that a significant
revenue reversal will not occur upon resolution of the final amount, at each re-
porting date, a hospital should adjust the transaction price based on its updated
estimate of the amount payable to CMS under the stop-loss limits applicable
to that performance year.

7.6.99 After the performance year ends, a hospital will obtain additional
data that might allow it to update its estimate of the amount of variable con-
sideration that should be included in the transaction price. For example:

a. If a hospital has robust independent data related to the claims filed
across the spectrum of care,3 a hospital can make an estimate of to-
tal spending as soon as all claims have been filed or when it is able
to calculate the amount of outstanding claims not yet submitted to
CMS by the post-acute provider. For those hospitals, the informa-
tion provided by the CMS reconciliation reports and the CMS data
feed will simply serve as a check or confirmation of the hospital's
independent data.

b. A hospital without robust independent data could use spending in-
formation supplied in the first CMS reconciliation report, which will
be made available to hospitals in the second quarter following the
end of a performance year. However, because the claims informa-
tion will be incomplete, this would need to be supplemented with
updated information from the quarterly CMS data feed or by an es-
timate of the missing claims from post-acute providers (if predictive
historical information is available).

When a hospital possesses the additional data, variable consideration will be
estimated in the manner described in FASB ASC 606-10-32-8, and the initial
CJR program estimate will be adjusted to reflect the revised estimate.

7.6.100 The hospital should use information from the claims data from the
post-acute providers to update the estimated transaction price, including the
assessment of whether the estimate of variable consideration is constrained.

Interim Reporting Considerations
7.6.101 When estimates are established related to an estimated bonus or

penalty for a performance year, it may be necessary to apportion those amounts

3 The hospital is likely to have robust independent data related to the claims filed across the
spectrum of care if, for example, the post-acute care after discharge is provided by affiliates of the
hospital (if the hospital and post-acute providers are part of a health system) or if the hospital has
collaboration agreements under which the post-acute providers have agreed to provide information
to the hospital.
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among interim periods (for example, because a hospital issues quarterly finan-
cial statements or because of a need to include only a portion of a performance
year's estimates in fiscal year results). To avoid the possibility of recognizing
revenue in one interim period that might be reversed in another, and in light
of the fact that the amount of bonus or penalty is based on the outcome of per-
formance for the entire performance year, FinREC believes that the estimated
bonus or penalty should be determined in each interim period on a pro-rata
basis in proportion to the services rendered in the interim period, with each
interim period bearing a reasonable portion of the anticipated annual amount
consistent with the objective in FASB ASC 606-10-25-23. In accordance with
FASB ASC 270-10-45-3 and FASB 606-10-32-14, the hospital should continue
to evaluate and update the estimate as necessary based on additional informa-
tion that becomes known in a period.

Interaction of Portfolios, Performance Years, and Fiscal Years
7.6.102 CMS bases bonus and penalty calculations on performance year

(that is, calendar year) activity rather than on the hospital's fiscal year activity,
which may result in timing differences. Even when the financial reporting year
and the CMS performance year coincide, the cases included in the CMS perfor-
mance year will differ from those included in the financial reporting year due
to the 90-day time lag between the patient's discharge from the hospital and
the end of the patient's CJR episode. Hospitals must be mindful of these timing
differences to ensure that transaction prices appropriately reflect the bonuses
or penalties associated with the CJR cases included in revenue for a particular
financial reporting period.

7.6.103 As a result of differences between the CMS performance year and
a hospital's fiscal year, a hospital's revenue recognition process for a fiscal year
might involve three portfolios of contracts: one related to the CMS performance
year that began during the hospital's fiscal year; one related to the CMS per-
formance year that ended during the hospital's fiscal year; and one related to a
prior performance year whose second reconciliation (and final settlement) will
occur during the hospital's fiscal year. The chart "Activity in Estimates During
the Year Ended June 30, 2019," in paragraph 7.6.108 illustrates, for two June
30 year-end hospitals with different circumstances, how the reduction of the
transaction price (constraint) based on the estimate of variable consideration
for each of those portfolios might affect revenue recognition for the fiscal year
ending June 30, 2019.

7.6.104 These interactions add a layer of additional complexity to rev-
enue recognition that must be taken into account in developing systems and
establishing internal controls over CJR program processes related to financial
reporting. Potential implications include:

a. The hospital must ensure that its patients are included in the cor-
rect portfolios, taking into account the 90-day difference between
the discharge date from the hospital and the end of the episode
(which determines the CMS performance year to which the episode
will be assigned).

b. Important metrics such as target episode prices, stop-gain or stop-
loss limits, and quality scores are unique to a given performance
year. Using the incorrect year's metrics when making estimates and
establishing estimates could cause a material overstatement or un-
derstatement of revenue.
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c. Hospitals will need to allocate the effects of adjustments to CJR

program estimates and, ultimately, the final determination of a
bonus or penalty, between fiscal years in a systematic and rational
manner. This will assist the hospital with disclosure requirements
in FASB ASC 606-10-50-12A related to disclosure of revenue recog-
nized in the reporting period from performance obligations satisfied
(or partially satisfied) in previous periods.

Presence of a Significant Financing Component
7.6.105 Although the timeframe over which the hospital performs the

LEJR procedure, receives the MS-DRG payment, receives or pays an interim
bonus or penalty settlement at first reconciliation, and makes final settlement
with CMS may cover several years, FinREC believes that a significant financing
component does not exist because the timing of the payment is at the discretion
of CMS and does not involve the patient (that is, the customer). Refer to section
"Third-Party Settlement Estimates" in paragraphs 7.6.44–7.6.72 for factors to
consider related to determining the existence of a significant financing compo-
nent in a contract.

Allocate the Transaction Price to the Performance Obligations
in the Contract

7.6.106 For considerations related to step 4, when more than one perfor-
mance obligation is identified, refer to paragraphs 28–45 of FASB ASC 606-10-
32.

Recognize Revenue When (or As) the Entity Satisfies
a Performance Obligation

7.6.107 For considerations related to step 5, refer to section "Determining
the Timing of Satisfaction of Performance Obligations" in paragraphs 7.5.01–
7.5.08.

7.6.108 The following example is intended to be an illustration of ret-
rospective adjustments. The actual determination of the retrospective adjust-
ment should be based on the facts and circumstances of an entity's specific
situation.
Example 7-6-11 — Comprehensive Illustration — CJR Step 3
and Step 5

Hospital Y has a June 30 fiscal year end. This illustration shows how the retro-
spective adjustment associated with CMS Performance Year (PY) 3 (2018) will
affect Hospital Y's financial statements for fiscal years ending June 30, 2018,
2019, and 2020. Note that in the fiscal year ending June 30, 2018, Hospital Y
will need to similarly consider the impact of PY2 (2017), as well as PY1 (2016),
if Hospital Y is entitled to a bonus or is subject to a penalty.

During the fiscal year ending June 30, 2018, Hospital Y's MS-DRG payment
for LEJR procedures is $12,500. The target episode price for PY3, established
by CMS in advance of the performance year, is $25,000. The stop-gain or stop-
loss percentage for PY3 is 10 percent of the target episode price, which is the
maximum bonus or penalty applicable to Hospital Y.

To simplify the example, it does not include considerations related to incorpo-
rating the data for patients whose 90-day post-discharge period is not complete
at the end of a reporting period. Refer to "Interaction of Portfolios, Performance
Years, and Fiscal Years" (paragraphs 31–33 herein) for additional information.
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As of June 30, 2018

Seventy Medicare patients that received LEJR procedures during the fiscal
year ending June 30, 2018, have episodes ending in PY3. Hospital's general
ledger reflects $875,000 of patient service revenue for the MS-DRG payments
from CMS ($12,500 MS-DRG payment × 70 patients) for those patients. How-
ever, because the MS-DRG payments will be retrospectively adjusted by the
performance bonus or penalty associated with PY3, Hospital Y must determine
how much patient service revenue to recognize in its financial statements for
the year ending June 30, 2018, relative to the 70 patients.

The penalty or bonus is determined based on services provided to the patients
from the time of admission through the 90 days after a patient's discharge from
Hospital Y. The target episode price established by CMS in advance of the PY3
performance year for an "acceptable" quality score was $25,000. Based on in-
formation from CMS, Hospital Y believes the quality score will fall into the
"acceptable" range and believes that it is probable that a significant reversal
of the cumulative revenue recognized as a result of the quality score possibly
being lower will not occur. In PY3, the maximum penalty that can be imposed
on Hospital Y in PY3 is capped at $2,500 per episode (10 percent of the target
episode price). Similarly, the maximum bonus that Hospital Y could receive is
capped at $2,500 per episode (10 percent of the target episode price). There-
fore, Hospital Y's range of potential compensation for each of the 70 patients is
$10,000 to $15,000 ($12,500 MS-DRG payment ± $2,500 maximum bonus or
penalty). Because Hospital Y has not concluded whether it has earned a bonus
or incurred a penalty when PY3 ends, Hospital Y determines that the amount of
variable consideration included in the transaction price (and, therefore, recog-
nized) should be constrained. Because Hospital Y determined it will be entitled
to at least $10,000 of revenue for each patient, a reduction of the transaction
price (constraint) based on the estimate of variable consideration of $175,000
is established to reduce revenue.

The reduction of the transaction price (constraint) for the estimate of variable
consideration is calculated as follows:

MS-DRG payment 875,000

Less:

Minimum consideration per patient 10,000

Number of patients 70

Total minimum consideration 700,000

Total reduction of the transaction price (constraint) 175,000

The journal entry to record the reduction of the transaction price (constraint)
is as follows:

Contractual adjustment – CJR program – PY3 (revenue) 175,000

Estimated liability for CJR program settlement – PY3 175,000

At June 30, 2018, the estimated net patient service revenue recognized in the
financial statements for services rendered to the 70 CJR patients would be
$700,000. Changes to the variable consideration associated with those patients
will be reported in subsequent periods.
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As of March 31, 2019

PY3 ends halfway through Hospital's fiscal year ending June 30, 2019. Ul-
timately, the PY ended December 31, 2018, contained 100 episodes (70 from
Hospital Y's fiscal year ended June 30, 2018, and 30 from the first and second
quarters in the fiscal year ending June 30, 2019 — that is, the quarters ended
September 30, 2018, and December 31, 2018). During the quarter ended March
31, 2019, Hospital Y determines that it has sufficient data to make a reason-
able initial estimate of the PY3 penalty or bonus estimate that was previously
constrained.

Hospital estimates that the CMS total spending for the 100 episodes in this
portfolio, including the MS-DRG payments made to Hospital Y and the amounts
billed for services provided by all other post-acute providers associated with the
episodes, will be $2.6 million.

The original target episode price established by CMS of $25,000 was based on
an assumption that Hospital Y's quality score for PY3 would fall within the
"acceptable" range. The target episode price will be updated to reflect Hospital
Y's actual quality score earned for the PY, which will be provided in the first
reconciliation report that has not yet been received. The range of possible prices
is as follows:

Below acceptable quality adjusted target price $24,500
Acceptable quality adjusted target price $25,000
Good quality adjusted target price $25,500
Excellent quality adjusted target price $26,000

Hospital Y also estimates, based on known or knowable information from prior
periods and the current period, the various probabilities associated with the
quality scores it will likely receive for PY3 as follows:

Below acceptable 5%
Acceptable 20%
Good 60%
Excellent 15%

Based on the foregoing, Hospital Y estimates that its probability-weighted
quality-adjusted target price per patient will be $25,425.

Quality adjusted
target price per

patient Probability

Probability
weighted
amounts

Below acceptable $ 24,500 5% $ 1,225
Acceptable 25,000 20% 5,000
Good 25,500 60% 15,300
Excellent 26,000 15% 3,900

Probability-weighted
quality-adjusted target
price per patient $25,425
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The total of the estimated quality-adjusted target episode payments is $25,425
× 100 patients = $2,542,500. The estimated stop-gain or stop-loss amount is
$254,250 ($2,542,500 × 10%). In accordance with paragraphs 11 and 12 of
FASB ASC 606-10-32, Hospital Y evaluates whether it is probable that a sig-
nificant reversal in the amount of cumulative revenue recognized will not occur
(that is, whether a constraint on recognition is required) when the uncertainty
associated with the variable consideration is subsequently resolved. Based on
the information available, management determined that it is probable that a
significant reversal of revenue would not occur. As such, Hospital Y would rec-
ognize $25,425 of revenue for each patient.

The difference between the total estimated CMS spend and the aggregate esti-
mated target episode prices is $57,500 ($2,600,000 – $2,542,500). Because the
difference is less than the estimated stop-loss amount of $254,250, Hospital Y's
estimated liability to the program is $57,500 for PY3. Because the penalty is
associated with episodes in two different fiscal years, Hospital Y must appor-
tion the penalty among the episodes in each period in a systematic and rational
manner. Hospital Y elects to use a proration based on number of episodes. So,
70 out of 100 in the year ended June 30, 2018 = $40,250 ($57,500 × 70 ÷ 100)
and 30 out of 100 in the year ended June 30, 2019 = $17,250 ($57,500 × 30 ÷
100).

Therefore, the updated estimate of variable consideration associated with the
70 patients treated in fiscal year ended June 30, 2018, is $40,250. Because Hos-
pital Y's updated estimated experience was more favorable than the amount
recorded in the year ended June 30, 2018, an adjustment to the amount
recorded is needed. The amount is calculated as follows:

Total reduction of the transaction price (constraint) as of June 30,
2018, based on prior period estimate $175,000

Revised reduction of the transaction price (constraint) related to
services performed in the year ended June 30, 2018, based on
the updated current period estimate $40,250

Amount of the previously-constrained transaction price related to
the year ended June 30, 2018, to be recognized as revenue in
the current period $134,750

The revised aggregate transaction price is $834,750. The journal entry to record
the adjustment of the transaction price (due to the constraint) based on the
estimate of variable consideration related to PY3 (2018) is as follows:

Estimated liability for CJR program settlement – PY3 $134,750

Contractual adjustment for CJR – PY3 (2018) (revenue) $134,750

The journal entry to record the adjustment of the transaction price (due to
the constraint) based on the estimate of variable consideration related to PY3
(2019) is as follows:

Contractual adjustment for CJR – PY3 (2019) (revenue) $17,250

Estimated liability for CJR program settlement – PY3 $17,250
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These journal entries are reflected in Hospital Y's quarter ended March 31,
2019, financial statements.

As of June 30, 2019

In the quarter ended June 30, 2019, Hospital Y receives the first reconcilia-
tion report for PY3. The total CMS spending shown on the reconciliation report
is $2.3 million Hospital Y's actual quality score is "good," resulting in a total
quality-adjusted target price of $2,550,000 ($25,500 × 100 patients); the stop-
gain or stop-loss limit is $255,000 ($2,550,000 × 10%); and Hospital is entitled
to an interim bonus payment of $250,000 ($2,550,000 – $2,300,000).

Hospital Y evaluates the impact of this information on its estimate of variable
consideration previously recorded for the year ended June 30, 2018. Hospital
attributes the spending difference to PY3 claims that have not yet been pro-
cessed by CMS and determines that its original spending estimate of $2.6 mil-
lion should not be revised. However, the aggregate target episode price will need
to be adjusted to reflect the outcome of the quality score. As a result, Hospital
Y's revised estimate of the penalty amount is $50,000 ($2,600,000 – $2,550,000).

The difference between the previous estimate of the penalty and the revised es-
timate is $7,500 ($57,500 – $50,000). Hospital Y apportions the required "true-
up" in the same proportions as it did the original estimate — 70 out of 100 in
the year ended June 30, 2018 = $5,250; and 30 out of 100 in the year ended June
30, 2019 = $2,250 resulting in a revised transaction price for the 70 episodes
in the year ended June 30, 2018, of $840,000. Hospital Y records the following
adjustment related to PY3 (2018):

Estimated liability for CJR program settlement – PY3 $5,250

Contractual adjustment for CJR – PY3 (2018) (revenue) $5,250

In addition, Hospital Y records the following adjustment related to PY3 (2019):

Estimated liability for CJR program settlement – PY3 $2,250

Contractual adjustment for CJR – PY3 (2019) (revenue) $2,250

Hospital receives an interim payment, which is recorded as follows:

Cash $250,000

Estimated liability for CJR program settlement – PY3 $250,000

As Hospital Y previously estimated a liability, the interim payment is recorded
as an additional liability.

These journal entries are reflected in Hospital Y's financial statements as of
and for the year ended June 30, 2019.

As of June 30, 2020

In the quarter ended June 30, 2020, Hospital Y receives the second reconcili-
ation report for PY3. The total CMS spending shown on the reconciliation re-
port is $2,525,000, indicating Hospital Y has earned a bonus of $25,000 for
PY3 ($2,550,000 – $2,525,000). Because CMS paid $250,000 in the interim
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settlement, Hospital Y will be required to return $225,000 ($250,000 – $25,000)
to CMS.

Because Hospital Y had previously estimated that it would pay a penalty of
$50,000, a final adjustment of the estimate to reflect the change from penalty
to bonus of $75,000 (allocated consistently with prior periods) is recorded. The
final aggregate transaction price related to the 70 episodes in the year ended
June 30, 2018, is $892,500. Hospital Y records the following adjustment related
to PY3 (2018):

Estimated liability CJR program settlement – PY3 $52,500

Contractual adjustment for CJR – PY3 (2018) (revenue) $52,500

In addition, Hospital Y records the following adjustment related to PY3 (2019):

Estimated liability CJR program settlement – PY3 $22,500

Contractual adjustment for CJR – PY3 (2019) (revenue) $22,500

Hospital closes the PY3 settlement and records the actual final settlement with
CMS as follows:

Estimated liability for CJR program settlement – PY3 $225,000

Cash $225,000

Activity in Estimates During the Year Ended June 30, 2019

In the financial statements for the year ended June 30, 2019, the patient service
revenue reported by the following two hospitals will be affected by estimates
of the transaction price (constraint) associated with three CMS performance
years – PY4 (2019), PY3 (2018), and PY2 (2017). The patterns in which each
hospital has recognized variable consideration are affected by its varying levels
of access to data on which to base estimates.

Regional Hospital
Has an internal system

which provides "real time"
visibility into clinical

activities and claims filed
by post-acute providers, in

addition to receiving
information from CMS on a

two-month lag

Community Hospital
Receives information on

claims and clinical
activities of most post-acute
providers on a two-month

lag

PY4 (2019)
(begins in year
ended June 30,
2019)

Estimate settlement
amount and record initial
estimate

Based on experience and
individual facts and
circumstances, estimate
settlement amount and
record initial estimate
usually based on maximum
possible payback (using
PY4 stop-loss limit) and
continue to evaluate on a
periodic basis
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Regional Hospital
Has an internal system

which provides "real time"
visibility into clinical

activities and claims filed
by post-acute providers, in

addition to receiving
information from CMS on a

two-month lag

Community Hospital
Receives information on

claims and clinical
activities of most post-acute
providers on a two-month

lag

PY3 (2018)
(begins in year
ended June 30,
2018)

First reconciliation
report will be
received during
April to June 2019

"True up" initial estimate
if necessary; reflect
adjustment in financial
statements for the year
ended June 30, 2019

Adjust "Due to or from
CMS" based on first
reconciliation payment
received or made

Disclose revenue recognized
in the current period from
performance obligations
satisfied in previous periods
(see paragraph 32c)

Make estimate of
settlement amount

Adjust estimate and reflect
in financial statements for
the year ended June 30,
2019

Adjust "Due to or from
CMS" based on first
reconciliation payment
received or made

Disclose revenue recognized
in the current period from
performance obligations
satisfied in previous periods
(see paragraph 32c)

PY2 (2017)
(begins in year
ended June 30,
2017)

Final settlement in
year ended June 30,
2019

Second
reconciliation report
received during
April to June 2019

"True up" estimate and
"Due to or from CMS" to
reflect final bonus or
penalty payment

Reflect adjustment in
financial statements for the
year ended June 30, 2019

Disclose revenue recognized
in the current period from
performance obligations
satisfied in previous periods
(see paragraph 32c)

"True up" estimate and
"Due to or from CMS" to
reflect final bonus or
penalty payment

Reflect adjustment in
financial statements for the
year ended June 30, 2019

Disclose revenue recognized
in the current period from
performance obligations
satisfied in previous periods
(see paragraph 32c)

Application of FASB ASC 606 to Continuing Care Retirement
Community Contracts
This Accounting Implementation Issue Is Relevant to the Application of FASB
ASC 606 to Continuing Care Retirement Community Contracts.

Background
7.6.109 Continuing care retirement communities (CCRCs) provide resi-

dents with a diversity of residential, social, and health care services in accor-
dance with a resident service agreement (resident agreement or contract) speci-
fying the obligations of the CCRC to the resident. Generally, a resident entering
a CCRC initially lives in an independent living unit designed for seniors, such
as a cottage, duplex, townhome, or apartment. If and when the health of a res-
ident declines, he or she may be permanently transferred to an assisted living
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facility or a nursing facility, both of which are generally located on the same
campus as the independent living units. The health care services provided by
CCRCs generally include nursing care and assisted living and may also include
home health care, physician services, and other services related to health care.
These health care services are provided in addition to the residential services
and amenities, including social, recreational, dining, and laundry services. In
addition to providing these services to CCRC residents, certain services, pre-
dominantly assisted living and nursing services, may be provided to nonresi-
dents. Most CCRCs require some type of entrance (or advance) fee, which may
or may not be refundable, and a monthly fee. The entrance fee and monthly fee
may vary depending on the type of contract selected by the resident.

7.6.110 This section is focused on Type A life care contracts that are
all-inclusive continuing-care contracts that include residential facilities, other
amenities, and access to health care services, primarily assisted living and
nursing care, for little or no increase in periodic (or monthly) fees, other than in-
creases as stipulated in the resident agreement, generally based on increases
in operating costs or inflationary increases. CCRCs should separately assess
other types of life care contracts to determine the appropriate accounting un-
der FASB ASC 606, Revenue from Contracts with Customers.

Initial Recognition
7.6.111 At inception of a CCRC contract (that is, a contract between the

CCRC and a new resident), the CCRC is required to apply the guidance in FASB
ASC 606 to determine how revenue should be recognized over the term of the
contract, based on allocating the contract's transaction price among the distinct
goods or services (performance obligations) promised in the contract.

Identifying the Contract With a Resident
7.6.112 Generally, each resident enters into a written resident agreement

with the CCRC. This agreement establishes the rights and obligations of both
the CCRC and the resident. A potential resident must apply for entrance to the
CCRC, with the application process generally considering, among other things,
health status and financial resources. Payment terms are clearly outlined in the
resident agreement, with entrance fees paid at the inception of the contract, and
periodic fees paid monthly. Given the financial screening process for residents,
CCRCs generally do not have collectability issues; however, collectability is still
required to be assessed in accordance with FASB ASC 606-10-25-1e. FinREC
believes a resident agreement between the resident and the CCRC would gen-
erally meet the criteria in FASB ASC 606-10-25-1 to be considered a contract
with a customer to be accounted for under FASB ASC 606.

7.6.113 Type A life care contracts (or resident agreements) generally con-
tain two payment sources: the entrance fee and the monthly fees. The entrance
fee is a fixed amount paid at the time the contract is signed and the resident
takes occupancy. It may be fully refundable, fully nonrefundable, or a combina-
tion of both. Refundable entrance fees are those entrance fees that are guar-
anteed to be refunded regardless of when the contract is terminated. Nonre-
fundable entrance fees are those entrance fees that are either nonrefundable
at contract inception or are refundable on a decreasing basis for a fixed period
of time (for example, ratably over 48 months), at which point the entrance fees
become nonrefundable.
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7.6.114 Under a Type A life care contract, in exchange for an entrance

fee and a monthly fee that will not increase as long as the resident resides at
the CCRC (other than for potential inflationary increases), the resident has
the right to initially occupy an independent living unit at the CCRC and con-
tinue to live in that unit or occupy an assisted living unit or skilled nursing bed
at the CCRC when the resident needs health care services. The resident also
has the right to move out and discontinue paying the monthly fee at any time;
however, that resident would generally forfeit, and not receive future value for,
at least a portion of the nonrefundable entrance fee paid at the inception of his
or her contract upon vacating the CCRC.

7.6.115 Because a CCRC resident has the ability to move out and discon-
tinue paying the monthly fee at any time, FinREC believes the resident agree-
ment for a Type A life care CCRC resident is generally a monthly contract with
the option to renew.

7.6.116 CCRCs should determine whether the Type A life care contract
contains a lease in the scope of FASB ASC 840, Leases (or FASB ASC 842,
Leases, after adoption of that topic). If it is determined that the Type A life
care contract contains a lease, the guidance in FASB ASC 606-10-15-4 should
be applied to separate the elements that should be accounted for under FASB
ASC 840 (or FASB ASC 842 after adoption) and FASB ASC 606. This section
addresses the application of FASB ASC 606 to CCRC Type A life care contracts
that are determined not to include a lease and any elements that should be
accounted for under FASB ASC 606 in a CCRC Type A life care contract that
includes a lease.

Identifying the Performance Obligations in the Contract
7.6.117 Paragraphs 14–22 of FASB ASC 606-10-25 discuss how to deter-

mine whether promised goods and services in the contract represent perfor-
mance obligations.

7.6.118 FASB ASC 606-10-25-14 establishes that a CCRC should assess
goods or services promised in a contract and identify as performance obligations
each promise to transfer to the resident either of the following:

a. A good or service (or bundle of goods or services) that is distinct

b. A series of distinct goods or services that are substantially the same
and that have the same pattern of transfer to the customer...

7.6.119 FASB ASC 606-10-25-18 states the following:

Depending on the contract, promised goods or services may include,
but are not limited to, the following:

…
e. Providing a service of standing ready to provide goods or

services (for example, unspecified updates to software that
are provided on a when-and-if-available basis) or of mak-
ing goods or services available for a customer to use as and
when the customer decides

...

7.6.120 The typical resident agreement for a Type A life care resident pro-
vides that the resident can live in the CCRC and access health care as needed
for little or no increase in periodic fees other than increases as stipulated in
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the resident agreement, generally based on increases in operating costs or in-
flationary increases. The goods and services a resident will receive under the
resident agreement are dependent on the resident's health and life span, along
with his or her decision to continue to reside at the CCRC.

7.6.121 FinREC believes that the promised good or service (that is, the
performance obligation) in the resident agreement for a Type A life care resi-
dent is that the CCRC is standing ready each month to provide a service such
that the resident can continue to live in the CCRC and access the appropriate
level of care based on his or her needs. Other goods or services offered sepa-
rately by the CCRC that are not included in the monthly fees should also be
assessed to determine if any additional performance obligations exist.

7.6.122 Paragraphs 42–43 of FASB ASC 606-10-55 state the following:

If, in a contract, an entity grants a customer the option to acquire addi-
tional goods or services, that option gives rise to a performance obliga-
tion in the contract only if the option provides a material right to the
customer that it would not receive without entering into that contract
(for example, a discount that is incremental to the range of discounts
typically given for those goods or services to that class of customer
in that geographical area or market). If the option provides a material
right to the customer, the customer in effect pays the entity in advance
for future goods or services, and the entity recognizes revenue when
those future goods or services are transferred or when the option ex-
pires.

If a customer has the option to acquire an additional good or service at
a price that would reflect the standalone selling price for that good or
service, that option does not provide the customer with a material right
even if the option can be exercised only by entering into a previous
contract. In those cases, the entity has made a marketing offer that
it should account for in accordance with the guidance in this Topic
only when the customer exercises the option to purchase the additional
goods or services.

7.6.123 Paragraph 11 of TRG Agenda Ref. No. 54, Considering Class of
Customer When Evaluating Whether a Customer Option Gives Rise to a Ma-
terial Right, notes that paragraph BC386 of ASU No. 2014-09 explains that
the purpose of the guidance in paragraphs 42–43 of FASB ASC 606-10-55 is to
distinguish between

a. an option that the customer pays for as part of an existing contract
(that is, a customer pays in advance for future goods or services), and

b. a marketing or promotional offer that the customer did not pay for
and, although made at the time of entering into a contract, is not part
of the contract (that is, an effort by an entity to obtain future contracts
with a customer).

7.6.124 Paragraph 12 of TRG Agenda Ref. No. 54 also explains, "Stated dif-
ferently, the guidance in paragraphs 606-10-55-42 through 55-43 is intended to
make clear that customer options that would exist independently of an exist-
ing contract with a customer do not constitute performance obligations in that
existing contract."

7.6.125 FinREC believes that the nonrefundable entrance fee paid by a
resident under a Type A life care contract contains a material right because, in
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effect, the resident is paying the CCRC in advance for future goods or services
as explained in FASB ASC 606-10-55-42.

7.6.126 CCRCs should also evaluate whether the monthly renewal op-
tions included in the resident agreement for a Type A life care resident provide
a further material right to the resident. Consistent with the discussion in TRG
Agenda Ref. No. 54, this evaluation will require judgment and should compare
the monthly renewal option with what is offered to other new life care cus-
tomers (that would be considered in the same class of customer), not what is of-
fered to potential customers that would purchase services separately (on a fee-
for-service basis). Generally, the monthly fees paid by a new life care customer
would be comparable to the monthly fees paid by existing life care customers,
but individual facts and circumstances should be evaluated. As such, FinREC
believes that generally, the monthly renewal options included in the resident
agreement for a Type A life care resident would not provide a material right to
the resident, in addition to the material right provided by the nonrefundable
entrance fee, when comparing renewal options available to other life care cus-
tomers. However, the facts and circumstances of each arrangement should be
considered.

Determining the Transaction Price
Monthly Fees

7.6.127 For Type A life care residents, monthly fees are specified in the
resident agreement and are generally fixed with periodic changes based on in-
creases for inflation or in operating costs. The monthly fees entitle the residents
to the use of the residential facilities and other amenities, as well as access to
health care services. As such, the monthly fees are included in the transaction
price as the monthly options to extend the contract term are exercised.

Nonrefundable Entrance (Advance) Fees

7.6.128 Nonrefundable entrance fees are also specified in the resident
agreement and are either nonrefundable at contract inception or are refund-
able on a decreasing basis for a fixed period of time, at which point the entrance
fees become nonrefundable. For Type A life care residents, the nonrefundable
entrance fee generally entitles the resident to the use of the residential facili-
ties and other amenities, as well as access to health care services. As such, the
nonrefundable entrance fees are a component of the transaction price.

Refundable Entrance (Advance) Fees

7.6.129 Refundable entrance fees are those entrance fees that are ex-
pected to be fully refunded regardless of when the contract is terminated,
as well as the refundable portion of resident agreements that are partially
refundable.

7.6.130 In accordance with FASB ASC 606-10-32-10, consideration re-
ceived from a customer should be recognized as a liability if the entity expects to
refund some or all of that consideration to the customer and is measured at the
amount to which the entity does not expect to be entitled (that is, amounts not
included in the transaction price). CCRCs are contractually obligated to return
the refundable entrance fees received from residents. As such, in accordance
with FASB ASC 606-10-32-10, FinREC believes that the best estimate of the
amount of refundable entrance fees received from residents, considering the
constraint on variable consideration described in paragraphs 11–13 of FASB
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ASC 606-10-32, should be recorded as a liability at the inception of the resi-
dent agreement and not included in the transaction price because the CCRC
expects to refund these amounts when the resident agreement is terminated.

Significant Financing Component

7.6.131 Assessing Significance. FASB ASC 606 requires CCRCs to eval-
uate whether each of their contractual arrangements with residents provide
a significant benefit of financing to either party of the contract. The financing
component may be explicitly identified in the contract or, as frequently occurs
in this industry, may be implied by payment terms of the contract.

7.6.132 FASB ASC 606-10-32-15 states
... an entity shall adjust the promised amount of consideration for the
effects of the time value of money if the timing of payments agreed to
by the parties to the contract (either explicitly or implicitly) provides
the customer or the entity with a significant benefit of financing the
transfer of goods or services to the customer.

7.6.133 As a first step, it is important that the CCRC determine the level
at which significance is required to be assessed. Paragraph BC234 of ASU No.
2014-09 states, in part

The Boards clarified that an entity should only consider the signifi-
cance of a financing component at a contract level rather than consider
whether the financing is material at a portfolio level. The Boards de-
cided that it would have been unduly burdensome to require an entity
to account for a financing component if the effects of the financing com-
ponent were not material to the individual contract, but the combined
effects for a portfolio of similar contracts were material to the entity
as a whole.

7.6.134 The assessment of significance requires the CCRC to apply judg-
ment. Paragraph BC234 of ASU No. 2014-09 states, "that for many contracts,
an entity will not need to adjust the promised amount of customer considera-
tion because the effects of the financing component will not materially change
the amount of revenue that should be recognized in relation to a contract with
a customer."

7.6.135 The assessment of significance is based upon individual facts and
circumstances for each CCRC.

7.6.136 Entrance (Advance) Fees. Paragraphs BC237–BC238 of ASU No.
2014-09 explain that FASB ASC 606 does not include an exemption for ad-
vance payments because there may be situations when a significant financing
component is present and to ignore the impact would likely skew the amount
and pattern of revenue recognition. As such, an evaluation of whether entrance
fees are deemed to have a significant financing component must be made. Such
evaluations should be made based on the provisions of each resident contract.

7.6.137 CCRC contracts generally do not address the specific use of the
entrance fees by the CCRC. As such, CCRCs use entrance fees for various pur-
poses: working capital (that is, provision of services to residents), capital expen-
ditures (including expenditures related to new buildings), refunds of entrance
fee amounts due to prior residents, and so on.

7.6.138 As indicated in paragraph 7.6.130, FinREC believes that the re-
fundable entrance fees received by a CCRC from residents are not part of the
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transaction price. As a result, refundable entrance fees do not need to be con-
sidered in a CCRCs significant financing component analysis.

7.6.139 A CCRC should consider all facts and circumstances in assessing
whether the nonrefundable entrance fee payment from a resident results in a
contract that is deemed to have a significant financing component, including the
impact of pricing options (entrance fees vs. monthly fees) presented to potential
residents.

7.6.140 Paragraph BC232(b) of ASU No. 2014-09 explains that

…An entity should consider the combined effect of: (1) the expected
length of time between when the entity transfers the promised goods
or services to the customer and when the customer pays for those goods
or services; and (2) the prevailing interest rates in the relevant mar-
ket. Although the Boards decided that the difference in timing between
the transfer of goods and services and payment for those goods and
services is not determinative, the combined effect of timing and the
prevailing interest rates may provide a strong indication that a signif-
icant benefit of financing is being provided.

7.6.141 FASB ASC 606-10-32-17 states

[n]otwithstanding the assessment in paragraph 606-10-32-16, a con-
tract with a customer would not have a significant financing compo-
nent if any of the following factors exist:

a. The customer paid for the goods or services in advance,
and the timing of the transfer of those goods or services is
at the discretion of the customer…"

A CCRC should determine whether the timing of the transfer of goods and
services (for example, health care) under a CCRC contract are at the discretion
of the resident in determining whether the transaction price under the CCRC
contract contains a significant financing component.

7.6.142 Paragraph BC233c of ASU No. 2014-09 states, in part

[i]n some circumstances, a payment in advance or in arrears in ac-
cordance with the typical payment terms of an industry or jurisdic-
tion may have a primary purpose other than financing…. The primary
purpose of those payment terms may be to provide the customer with
assurance that the entity will complete its obligations satisfactorily
under the contract, rather than to provide financing to the customer
or the entity, respectively.

7.6.143 Seniors choose to move into a CCRC primarily for the security that
a CCRC provides, which includes the availability of health care in the future,
if needed. The payment of the entrance fee provides a resident with assurance
that the CCRC will provide the goods and services that have been promised
under the terms of the contract. The provision of this assurance by the CCRC
should be considered when determining whether a nonrefundable entrance fee
arrangement contains a significant financing component. The assessment of
whether a nonrefundable entrance fee arrangement contains a significant fi-
nancing component requires judgement and will be based upon individual facts
and circumstances for each entity.

7.6.144 If a CCRC deems a nonrefundable entrance fee arrangement to
contain a financing component, a CCRC should apply judgment to determine
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whether the financing component will materially change the amount of revenue
that should be recognized in relation to a contract with a customer (that is, it is
a significant financing component). The assessment of what constitutes "signif-
icant" will be based upon individual facts and circumstances for each entity. If
an entity concludes that the financing component is not significant, the entity
does not need to apply the provisions of paragraphs 15–30 of FASB ASC 606-
10-32 and adjust the consideration promised in determining the transaction
price.

7.6.145 Discount Rate. FASB ASC 606-10-32-19 states, "After contract in-
ception, an entity shall not update the discount rate for changes in interest
rates or other circumstances (such as a change in the assessment of the cus-
tomer's credit risk)."

7.6.146 In accordance with FASB ASC 606-10-32-19, once a CCRC de-
termines that a significant financing component is present and adjusts the
promised consideration accordingly, the entity would continue to use the same
assumed discount rate for the specific contract assessed unless there is a con-
tract modification that results in the original contract being effectively termi-
nated.

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

Monthly Fee
7.6.147 As explained in paragraph 7.6.126, FinREC believes that the res-

ident agreement for a Type A life care resident is a monthly contract with op-
tions to renew, and the options to renew generally would not provide a material
right to the resident. In accordance with FASB ASC 606-10-55-43, the options
to renew should be accounted for only when the resident exercises the options.

7.6.148 FinREC believes that generally, the CCRC should recognize
monthly fees as revenue when the services for the month are performed (that
is, the CCRC satisfies the performance obligation).

Nonrefundable Entrance Fee
7.6.149 In accordance with paragraphs 42 and 51 of FASB ASC 606-10-

55, the CCRC should recognize revenue for the material right associated with
access to future services, when those future goods or services are transferred.
Judgment is required to determine how to account for the nonrefundable en-
trance fee. FinREC believes that the nonrefundable entrance fee that contains
a material right associated with access to future services (calculated after con-
sideration of any significant financing components as described in paragraphs
7.6.131–7.6.146) should be allocated to optional future periods covering a resi-
dent's life expectancy.

7.6.150 FinREC believes one appropriate method to allocate the nonre-
fundable upfront fees to the material rights is a method that results in an equal
amount allocated to each month, given that the nature of the entity's perfor-
mance is that of having the various residential, social, or health care services
available to the customer on a when-and-if needed basis each month for as long
as the customer remains in the facility. This is similar to an output method that
uses a time-based measurement to measure progress toward complete satisfac-
tion of a performance obligation in accordance with FASB ASC 606-10-55-17. A
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sample calculation using a time-based measure is included in example 7-6-12,
"Example of Single Resident — Type A or 'Life Care' Contract — Time-Based."

7.6.151 FinREC believes that another acceptable approach to allocate the
nonrefundable upfront fees to the material rights is an approach that is based
on when the future estimated costs or services are transferred to a CCRC res-
ident. This is similar to an input method using costs incurred relative to the
expected costs to be incurred to measure progress toward complete satisfac-
tion of a performance obligation in accordance with FASB ASC 606-10-55-20. A
sample calculation using the cost-to-cost method is included in example 7-6-13,
"Example of Single Resident — Type A or 'Life Care' Contract — Cost to Cost."
In addition, a CCRC may want to consider the likelihood of a resident using the
different levels of health care services when applying the cost-to-cost method.

7.6.152 FinREC believes that it would also be acceptable to apply the prac-
tical alternative to estimating the standalone selling price of the material right,
as described in FASB ASC 606-10-55-45. Under this approach, the CCRC would
allocate the transaction price to the optional periods by reference to the goods
or services expected to be provided and the corresponding expected consider-
ation for those future goods or services (for example, the monthly fees). This
approach is illustrated in example 51, "Option That Provides the Customer
With a Material Right (Renewal Option)," of FASB ASC 606.

Portfolio Approach
7.6.153 The guidance in FASB ASC 606 specifies the accounting for an

individual contract with a customer. Entities may use a portfolio approach as a
practical expedient to account for contracts with customers as a group, rather
than individually, if as required in FASB ASC 606-10-10-4 the financial state-
ment effects are not expected to materially differ from an individual contract
approach.

7.6.154 If the CCRC reasonably expects that a portfolio approach would
result in recognizing revenue that is not materially different than recognizing
revenue on an individual contract basis, it is important for the CCRC to deter-
mine, based on the profile of its community, if it has one or multiple portfolios. If
residents entering the CCRC are in a similar age cohort and health condition,
then one portfolio may be considered. If there are variations in the age cohorts
or other factors, then the CCRC might consider using multiple portfolios.

Subsequent to Initial Recognition
7.6.155 For Type A life care contracts, assuming the CCRC allocates and

recognizes the nonrefundable entrance fee as each month's services are trans-
ferred using either a time-based or cost-to-cost (or other appropriate) allocation
method, there will be a contract liability balance that will decrease each period
based on the amount of the nonrefundable upfront fee allocated to that period.

7.6.156 A CCRC may need to consider updating relevant assumptions at
the end of each reporting period if the updates would have a material effect
on the determination of revenue recognized during each reporting period. For
example, life expectancies may change or, for the cost-to-cost method described
in paragraph 7.6.151, the amount of time to be spent by a resident in each level
of care that was estimated at contract inception may change. CCRCs should
apply judgment to determine the appropriate accounting for a change in an
assumption that could affect the amortization of the contract liability balance
(the nonrefundable entrance fees).
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7.6.157 As documented in paragraph 11 of TRG Agenda Ref. No. 34, March
2015 Meeting — Summary of Issues Discussed and Next Steps, related to Issue
1 in TRG Agenda Ref. No. 32, Accounting for a Customer's Exercise of a Ma-
terial Right, one acceptable approach is for the exercise of a material right to
be accounted for as a contract modification as the additional consideration re-
ceived or the additional goods or services provided, or both, when a customer
exercises a material right to represent a change in the scope or price, or both,
of a contract.

7.6.158 As discussed in paragraph 7.6.125, FinREC believes that the non-
refundable entrance fee paid by a resident under a Type A life care contract
creates material rights for access to future services. In accordance with the
discussion in TRG Agenda Ref. No. 34, one approach is to account for the ex-
ercise of the material rights by the customer as contract modifications. If the
CCRC accounts for the exercise of the material rights as contract modifications,
the guidance in FASB ASC 606-10-25-13a would apply and the changes in es-
timates, such as life expectancy or time spent at each level of care, would be
accounted for prospectively.

7.6.159 A sample calculation reflecting a revised cost-to-cost methodol-
ogy as a result of a resident transferring to another level of care earlier than
projected at contract inception is included in example 7-6-14.

7.6.160 It is unlikely that the terms of the CCRC resident agreement
would be modified after inception; therefore, the contract modification provi-
sions in FASB ASC 606 are not discussed herein. However, if a contract were to
be modified after inception, paragraphs 10–13 of FASB ASC 606-10-25 provide
guidance for CCRCs to consider.

Calculation of Obligation to Provide Future Services and Use of Facilities
7.6.161 FASB ASC 606 does not change the guidance in sections 25 and 35

of FASB ASC 954-440 relating to the calculation of a CCRC onerous contract
obligation to provide future services and use of facilities to current residents
(the FSO Calculation). However, the determination of two components of the
FSO Calculation may change as a result of applying FASB ASC 606. These two
components are as follows:

a. Unamortized deferred revenue (contract liability) — As discussed
in paragraphs 7.6.149–7.6.152, there may be several acceptable ap-
proaches for recognizing the material right resulting from the non-
refundable entrance fees. CCRCs should be aware that FASB ASC
606 has superseded the guidance in FASB ASC 954-605-25-2 and
FASB ASC 954-430-35-1, which may result in a different unamor-
tized deferred revenue (contract liability) to be included in the FSO
Calculation.

b. Unamortized costs of acquiring initial contracts — the "Account-
ing for Contract Costs" section, included in paragraphs 7.7.61–
7.7.73, discusses application of the guidance in FASB ASC 340-40
to CCRCs. CCRCs should evaluate costs associated with acquiring
new CCRC resident contracts to determine if these costs meet the
requirements for capitalization as an asset under paragraphs 1–3
of FASB ASC 340-40-25. CCRCs should be aware that FASB ASC
340-40 has superseded the guidance in FASB ASC 954-720-25-7.
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The illustrative example in FASB ASC 954-440-55-1 has been amended by
FASB ASC 606 to reflect the change in terminology used to describe the two
preceding components.

Examples
7.6.162 The following examples are illustrations of calculations for allo-

cating the nonrefundable upfront fees to the material right provided to the Type
A life resident. The actual pattern of revenue recognition should be based on
the facts and circumstances of a CCRC's specific situation.

Example 7-6-12 — Single Resident — Type A or "Life Care"
Contract — Time Based

Assumptions:
Nonrefundable entrance fee $ 200,000
Life expectancy at move-in 14
Resident expires in year 7

Allocation of nonrefundable entrance fee

Life
Expectancy(a)

Revenue
Recognized

Contract
Liability

Inception $ 200,000
Year 1 14.0 $ 14,290 185,710
Year 2 13.4 13,860 171,850
Year 3 12.7 13,530 158,320
Year 4 12.1 12,080 145,240
Year 5 11.5 12,630 132,610
Year 6 10.9 12,170 120,440
Year 7 10.4 120,440 —

$ 200,000

(a) Facility determines that it is appropriate to update life ex-
pectancies each reporting period based on actuarially deter-
mined life expectancies by using a prospective approach.

Example 7-6-13 — Single Resident — Type A or "Life Care"
Contract — Cost to Cost

Assumptions:
Nonrefundable entrance fee $ 200,000
Inflation factor 3.00%
Expected years in independent living (IL) 10
Expected years in assisted living (AL) 2
Expected years in skilled nursing (SN) 2

Estimated annual costs by level of care at contract inception:
IL $ 20,000
AL $ 40,000
SN $ 100,000
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Calculations at Contract Inception:
Projected Costs by Level of Care

IL AL SN

Year 1 $ 20,000 $ 40,000 $ 100,000

Year 2 20,600 41,200 103,000

Year 3 21,218 42,436 106,090

Year 4 21,855 43,709 109,273

Year 5 22,511 45,020 112,551

Year 6 23,186 46,371 115,928

Year 7 23,882 47,762 119,406

Year 8 24,598 49,195 122,988

Year 9 25,336 50,671 126,678

Year 10 26,096 52,191 130,478

Year 11 26,879 53,757 134,392

Year 12 27,685 55,370 138,424

Year 13 28,516 57,031 142,577

Year 14 29,371 58,742 146,854

Projected Costs by Level of Care for Sample Resident

IL AL SN Total

Year 1 $ 20,000 $ — $ — $ 20,000

Year 2 20,600 — — 20,600

Year 3 21,218 — — 21,218

Year 4 21,855 — — 21,855

Year 5 22,511 — — 22,511

Year 6 23,186 — — 23,186

Year 7 23,882 — — 23,882

Year 8 24,598 — — 24,598

Year 9 25,336 — — 25,336

Year 10 26,096 — — 26,096

Year 11 — 53,757 — 53,757

Year 12 — 55,370 — 55,370

Year 13 — — 142,577 142,577

Year 14 — — 146,854 146,854

Totals $ 229,282 $ 109,127 $ 289,431 $ 627,840

Relative values 36.52% 17.38% 46.10% 100.00%

Note: Inflation factor of 3% applied to costs in all levels of care.
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Allocation of Nonrefundable Entrance Fee to Level of Care
Based on Cost

IL AL SN Total

Nonrefundable
entrance fee $ 200,000 $ 200,000 $ 200,000 $ 200,000

Relative value 36.52% 17.38% 46.10% 100.00%

Allocation $ 73,040 $ 34,760 $ 92,200 $ 200,000

Revenue Recognition Over Pattern of Transfer

Revenue
Recognized(a)

Contract
Liability(b)

Inception $ 200,000

IL:

Year 1 $ 6,370 193,630

Year 2 6,560 187,070

Year 3 6,760 180,310

Year 4 6,960 173,350

Year 5 7,170 166,180

Year 6 7,390 158,790

Year 7 7,610 151,180

Year 8 7,840 143,340

Year 9 8,070 135,270

Year 10 8,310 126,960

73,040

AL:

Year 11 17,120 109,840

Year 12 17,640 92,200

34,760

SN:

Year 13 45,420 46,780

Year 14 46,780 —

92,200

Total $ 200,000

(a) Nonrefundable entrance fee allocated to optional peri-
ods using cost-to-cost measurement approach.

(b) Contract liability is equal to the nonrefundable en-
trance fee less revenue recognized.
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Example 7-6-14 — Single Resident — Type A or "Life Care"
Contract — Cost to Cost

Resident Moves to AL at Beginning of Year 7

Contract liability at end of year 6 $ 158,790

Inflation factor 3.00%

Expected years in assisted living (AL) 2

Expected years in skilled nursing (SN) 2

Estimated annual costs by level of care at contract inception:

AL $ 40,000

SN $ 100,000

Calculations at Beginning of Year 7
Projected Costs by Level of Care for Sample Resident

IL AL SN Total

Year 7 $ — $ 47,762 $ — $ 47,762

Year 8 — 49,195 — 49,195

Year 9 — — 126, 678 126, 678

Year 10 — — 130,478 130,478

Totals $ — $ 96,957 $ 257,156 $ 354,113

Relative values 0.00% 27.38% 72.62% 100.00%

Note: Inflation factor of 3% applied to costs in all levels of care.

Allocation of Nonrefundable Entrance Fee to Level of Care Based on
Cost

IL AL SN Total

Transaction price $ 158,790 $ 158,790 $ 158,790 $ 158,790

Relative value 0.00% 27.38% 72.62% 100.00%

Allocation $ — $ 43,380 $ 115,310 $ 158,790

Revenue Recognition Over Pattern of Transfer

Revenue
Recognized(a)

Contract
Liability(b)

End of year 6 $ 158,790

AL:

Year 7 $ 21,420 137,370

Year 8 22,060 115,310

43,480
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Revenue Recognition Over Pattern of
Transfer—continued

Revenue
Recognized(a)

Contract
Liability(b)

SN:

Year 9 56,800 58,510

Year 10 58,510 —

115,310

Total $ 158,790

(a) Contract liability allocated to remaining optional peri-
ods using cost-to-cost measurement approach.

(b) Contract liability is equal to beginning contract liabil-
ity less revenue recognized.

Other Related Topics

Application of the Portfolio Approach
This Accounting Implementation Issue Is Relevant to the Application of the Port-
folio Approach in FASB ASC 606.

Application of the Portfolio Approach to Contracts With Patients
7.7.01 Health care entities may use a portfolio approach as a practical

expedient to account for patient contracts as a collective group, rather than
individually, if, as required in FASB ASC 606-10-10-4, the financial statement
effects are not expected to materially differ from an individual contract ap-
proach. This approach may be applied by health care entities that have a large
volume of similar contracts with similar classes of customers (as described in
paragraph BC488a of ASU No. 2014-09), to reduce the complexity and cost of
applying FASB ASC 606.

7.7.02 It is important that health care entities exercise judgment when
determining portfolios. FASB ASC 606 specifies the need for similar character-
istics among contracts (or performance obligations) to be grouped together, but
permits the application of a "reasonable approach to determine the portfolios
that would be appropriate for its types of contracts," as stated in paragraph
BC69 of ASU No. 2014-09. The phrase "similar characteristics," as stated in
FASB ASC 606-10-10-4, is not explicitly defined. FASB explained its rationale
for including a portfolio practical expedient in paragraphs BC69–BC70 of ASU
No. 2014-09, noting that it would be a practical way to apply FASB ASC 606.
FASB specifically indicated that judgment would be required in selecting the
size and composition of the portfolio such that the entity would not expect the
portfolio results to differ materially from the application of FASB ASC 606 to
each specific contract.

7.7.03 Health care entities typically have contracts with patients that may
involve different payors and provide different services with different payment
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terms. The following are some considerations for a health care entity to de-
termine in grouping contracts with similar characteristics for inclusion in a
portfolio:

� Type of service — inpatient, outpatient, skilled nursing, home
health, emergency room, elective procedures, non-elective proce-
dures, physician practice, and so on.

� Type of payors — insurance contract (Blue Cross, Aetna, Emblem
Health, and so on), insurance contract with patient responsibil-
ity (co-pay, deductible), governmental programs (Medicare, Medi-
caid), uninsured self-pay, and so on. In some cases, there may be
multiple payors (for example, insurance and co-payment) in a sin-
gle patient contract. Health care entities may also consider the
size of co-pay or deductible (for example, high deductible).

� Whether contracts are entered into at or near the same time (for
example, the same quarter).

A health care entity may include some or a combination of the preceding con-
siderations in its determination of a portfolio.

7.7.04 Based on FASB ASC 606-10-10-4, FinREC believes that a health
care entity should consider both the sufficiency of the portfolio data (that is,
how much experience it has with a portfolio) and the homogeneity of the data
(that is, the similarity of patient accounts within a portfolio) to ensure that
revenue recognized on a portfolio basis results in no material differences when
compared with an individual contract approach.

7.7.05 It is important that a health care entity make a determination
about whether to apply the portfolio approach on a system-wide basis (for
example, some or all the health care facilities in a health care entity's sys-
tem) or tailor a separate approach for each individual health care facility in
the system. Some of the considerations in this determination may be if the
health care facilities have the same contracted insurance reimbursement rates,
charge master pricing, mix of services, and so on. An additional consideration is
whether contracts from different billing systems can be included in a portfolio
or if the characteristics are different such that they should not be in the same
portfolio.

7.7.06 Health care entities may consider historical cash collections and
reimbursement rates by type of service or payor, or both, and then group those
contracts with similar collection history or reimbursement rates into a portfolio.
Once the collection history or reimbursement rates are determined, applying
these historical rates to individual contracts or a portfolio of contracts should
not change the result materially because the same historical or reimbursement
rates are used in both cases and would support the requirement in FASB ASC
606-10-10-4 that the financial statement impact of applying the guidance to
a portfolio of contracts does not differ materially from applying this guidance
to individual contracts. A health care entity should monitor these portfolios
and update them periodically to account for changes in collection patterns and
reimbursement rates of different classes of patients, implementation of state
insurance exchanges, and changes to Medicaid and other state or local plans as
required under FASB ASC 606-10-10-4.
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Application of the Portfolio Approach to Performance Obligations
7.7.07 A health care entity may also consider applying the portfolio ap-

proach to similar performance obligations if there are multiple performance
obligations identified in its contracts with patients or customers.

Impact of Electing Not to Apply the Portfolio Approach
7.7.08 Because the portfolio approach, as described in FASB ASC 606-10-

10-4, was designed as a practical expedient, it is important that a health care
entity exercise discretion and judgment in determining whether to apply the
method to some or all of its contracts with patients. In addition, health care
entities may decide to apply the portfolio approach to one class of patients but
not to another. That is, a health care entity may apply an individual contract
approach for some contracts (for example, significant balance accounts), and a
portfolio approach to the rest of its accounts.

7.7.09 If a health care entity chooses not to apply the portfolio approach to
some or all of its contracts, then it would apply the revenue model on a contract-
by-contract basis.

Adding or Removing an Individual Contract to or From a Portfolio
7.7.10 FinREC believes that a contract can be added to a portfolio when

the health care entity determines that the contract has similar characteris-
tics with the other contracts in the portfolio such that the financial statement
impact would not differ materially, and similarly, that a contract should be re-
moved from a portfolio if the health care entity subsequently identifies that
the contract does not have similar characteristics with other contracts in the
portfolio in accordance with FASB ASC 606-10-10-4.

7.7.11 It may take up to several weeks after providing service to a pa-
tient for a health care entity to determine the payor for the contract (for exam-
ple, whether the patient is eligible for Medicaid, qualifies for charity care, or is
uninsured). In the interim, it is important that the health care entity determine
the portfolio classification of the individual patient for revenue recognition pur-
poses. Some health care entities may initially classify a patient as pending Med-
icaid and subsequently reclassify the patient to Medicaid, self-pay, or charity
care once eligibility has occurred. Refer to "Arrangements for Health Care Ser-
vices Provided to Uninsured and Insured Patients With Self-Pay Balances, In-
cluding Co-Payments and Deductibles", included in paragraphs 7.6.01–7.6.43
for further considerations regarding patients classified as Medicaid pending.

7.7.12 Some health care entities may reclassify the remaining self-pay bal-
ance (co-payments or deductibles) into a separate portfolio after the insurance
payor has paid.

Use of Historical Experience to Estimate Contractual Adjustments From
Third-Party Payors, Governmental Programs, Self-Pay Discounts, and
Implicit Price Concessions

7.7.13 In accordance with FASB ASC 606-10-32-9, health care entities
should consider all information (historical, current, and forecast) that is rea-
sonably available to the entity to estimate variable consideration when deter-
mining the transaction price, whether the guidance in FASB ASC 606 is applied
on a portfolio or contract-by-contract basis. Estimates may include
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� contractual adjustments under third-party payor arrangements
and governmental programs such as Medicare and Medicaid;

� discounts to self-pay patients, if provided; and
� implicit price concessions provided to certain self-pay patients as

discussed in "Arrangements for Health Care Services Provided
to Uninsured and Insured Patients With Self-Pay Balances, In-
cluding Co-Payments and Deductibles," included in paragraphs
7.6.01–7.6.43, and example 3 in paragraphs 102–105 of FASB ASC
606-10-55.

7.7.14 At the July 2015 TRG meeting, the TRG discussed if an entity is ap-
plying the portfolio practical expedient when it considers evidence from other,
similar contracts to develop an estimate using the expected value method. As
noted in paragraph 25 of TRG Agenda Ref. No. 44, July 2015 Meeting — Sum-
mary of Issues Discussed and Next Steps:

In some circumstances, an entity will develop estimates using a portfolio of data
to account for a specific contract with a customer. For example, to account for
a specific contract with a customer, an entity might consider historical experi-
ence with similar contracts to make estimates and judgments about variable
consideration and the constraint on variable consideration for that specific con-
tract. On question 1, TRG members agreed with the staff 's view that the use of
a portfolio of data is not the same as applying the portfolio practical expedient.

7.7.15 Thus, in accordance with the discussion at the July 2015 TRG meet-
ing on the portfolio practical expedient, an entity is not required to apply the
portfolio practical expedient when considering evidence from other, similar con-
tracts to develop an estimate of variable consideration. An entity could choose
to apply the portfolio practical expedient, but it is not required to do so. At each
reporting period, in accordance with FASB ASC 606-10-32-14, a health care
entity should compare the characteristics of the contracts included in the his-
torical experience to the characteristics of the portfolio or individual contract
to which the historical evidence is being applied. The entity's considerations
of the applicable historical experience to apply to a contract (or portfolio) may
be similar to its determination of which portfolios it may use, as discussed in
paragraph 7.7.03. Historical collection experience for a contract (or a portfo-
lio of contracts) may include historical experience from more than one payor
source (for example, insurance payment and patient co-payment).

Presentation and Disclosure
This Accounting Implementation Issue Is Relevant for Accounting for Presenta-
tion and Disclosure Requirements Under FASB ASC 606 and FASB ASC 340-
40.

Background
7.7.16 It is critical that the discussions and conclusions reached in this

section be read in conjunction with the discussions and conclusions reached in
the following revenue recognition implementation issues:

a. "Arrangements for Health Care Services Provided to Uninsured
and Insured Patients With Self-Pay Balances, Including Co-
Payments and Deductibles" in paragraphs 7.6.01–7.6.43

b. "Application of the Portfolio Approach" in paragraphs 7.7.01–7.7.15
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c. "Application of FASB ASC 606 to Continuing Care Retirement

Community Contracts" in paragraphs 7.6.109–7.6.162

d. "Accounting for Contract Costs" in paragraphs 7.7.61–7.7.73

e. "Third-Party Settlement Estimates" in paragraphs 7.6.44–7.6.72

f. "Risk Sharing Arrangements" in paragraphs 7.6.73–7.6.108

g. "Identifying Performance Obligations" in paragraphs 7.2.01–7.2.09
and "Determining the Timing of Satisfaction of Performance Obli-
gations" in paragraphs 7.5.01–7.5.08

Disclosure Requirements
7.7.17 FASB ASC 606-10-50-1 states the following:

The objective of the disclosure requirements in this Topic is for an
entity to disclose sufficient information to enable users of financial
statements to understand the nature, amount, timing, and uncertainty
of revenue and cash flows arising from contracts with customers. To
achieve that objective, an entity shall disclose qualitative and quanti-
tative information about all of the following:

a. Its contracts with customers (see paragraphs 606-10-50-4
through 50-16)

b. The significant judgments, and changes in the judgments,
made in applying the guidance in this Topic to those con-
tracts (see paragraphs 606-10-50-17 through 50-21)

c. Any assets recognized from the costs to obtain or fulfill a
contract with a customer in accordance with 340-40-25-1
or 340-40-25-5 (see paragraphs 340-40-50-1 through 50-6).

7.7.18 FASB ASC 606-10-50-2 states the following:

An entity shall consider the level of detail necessary to satisfy the
disclosure objective and how much emphasis to place on each of the
various requirements. An entity shall aggregate or disaggregate dis-
closures so that useful information is not obscured by either the in-
clusion of a large amount of insignificant detail or the aggregation of
items that have substantially different characteristics.

7.7.19 FASB ASC 606-10-50-3 states the following:

Amounts disclosed are for each reporting period for which a statement
of comprehensive income (statement of activities) is presented and as
of each reporting period for which a statement of financial position
is presented. An entity need not disclose information in accordance
with the guidance in this Topic if it has provided the information in
accordance with another Topic.

7.7.20 A health care entity that is neither a public business entity nor a
not-for-profit entity that has issued, or is a conduit bond obligor for, securities
that are traded, listed, or quoted on an exchange or an over-the-counter market
is not required to make certain of the disclosures required of public entities.
These differences are described further in each of the following sections.
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Contracts With Customers

Disaggregation of Revenue
7.7.21 FASB ASC 606-10-50-5 states that "[a]n entity shall disaggregate

revenue recognized from contracts with customers into categories that depict
how the nature, amount, timing, and uncertainty of revenue and cash flows are
affected by economic factors."

7.7.22 In accordance with FASB ASC 606-10-50-6, if the health care en-
tity applies FASB ASC 280, Segment Reporting, the health care entity should
also disclose sufficient information to enable users of its financial statements to
understand the relationship between the disclosure of disaggregated revenue
(in accordance with FASB ASC 606-10-50-5) and revenue information that is
disclosed for each reportable segment. Based on the guidance in paragraphs 1
and 5 of FASB ASC 606-10-50, a health care entity may consider evaluating
the guidance in paragraphs 89–91 of FASB ASC 606-10-55 when selecting the
disaggregated revenue categories.

7.7.23 A health care entity may disclose revenue by the major type of
payor (for example, Medicare, Medicaid, commercial insurance, self-pay) as
each payor generally pays different rates for services, which impacts the na-
ture, amount, timing, and uncertainty of revenue and cash flows. A health care
entity should consider the level of disaggregation based on the significance
of each payor to its revenue, how its different arrangements with those pay-
ors impact the nature, amount, timing, and uncertainty of revenue and cash
flows, how it internally analyzes its major payors, and how it presents its pay-
ors externally in earnings releases, annual reports, or investor presentations.
For example, Medicaid may be disaggregated from Medicaid managed care or
commercial insurance may be disaggregated by significant commercial payors,
and self-pay may be disaggregated between uninsured self-pay and copayments
and deductibles. FinREC believes that a health care entity should consider if
disaggregation is by primary payor or if primary payors should be separately
disclosed which may include copayments and deductibles).

7.7.24 In addition to the major type of payor disaggregation disclosure,
a health care entity might also consider whether the nature, amount, tim-
ing, and uncertainty of revenue and cash flows are impacted by factors such
as geographical considerations (for example, regions of the country that a
health care system uses when evaluating financial performance or making re-
source allocation decisions), method of reimbursement (for example, percent of
charges, cost, fixed, capitated, or risk sharing), timing of transfer of goods or
services (for example, inpatient and outpatient services, which occur over time
or sales of retail pharmacy and equipment, which occur at a point in time), and
whether the health care entity has different operating segments or service lines
(for example, hospital inpatient, hospital outpatient, nursing home, physician,
home care, health plan, assisted/independent living, and other non-health care
services).

7.7.25 FASB ASC 606-10-50-7 indicates that the quantitative disaggrega-
tion disclosure guidance in paragraphs 5–6 of FASB ASC 606-10-50 and para-
graphs 89–91 of FASB ASC 606-10-55 is not required for entities that are nei-
ther a public business entity nor a not-for-profit entity that has issued, or is a
conduit bond obligor for, securities that are traded, listed, or quoted on an ex-
change or an over-the-counter market. However, if an entity that is neither a
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public business entity nor a not-for-profit entity that has issued, or is a conduit
bond obligor for, securities that are traded, listed, or quoted on an exchange or
an over-the-counter market elects not to provide those disclosures, it must pro-
vide, at a minimum, revenue disaggregated according to the timing of transfer
of goods or services (for example, revenue from goods or services transferred
to customers over time, and revenue from goods transferred to customers at a
point in time) and qualitative information about how economic factors (such
as type of customer, geographical location of customers, and type of contract)
affect the nature, amount, timing, and uncertainty of revenue and cash flows.

Contract Balances
7.7.26 In accordance with FASB ASC 606-10-45-1, "[w]hen either party to

a contract has performed, an entity shall present the contract in the statement
of financial position as a contract asset or contract liability, depending on the
relationship between the entity's performance and the customer's payment. An
entity shall present any unconditional rights to consideration separately as a
receivable."

7.7.27 When a health care entity has an unconditional right to payment,
subject only to the passage of time, the right is treated as a receivable (refer to
FASB ASC 606-10-45-4). For a health care entity, patient accounts receivable,
including billed and unbilled accounts, including in-house patients, for which
the health care entity has the unconditional right to payment, and estimated
amounts due from third-party payors for retroactive adjustments, are receiv-
ables if the entity's right to consideration is unconditional and only the passage
of time is required before payment of that consideration is due. For unbilled ac-
counts, including in-house patients, a health care entity should evaluate its
payor arrangements and potentially consult with legal counsel to determine
whether it has an unconditional right to payment at the end of each reporting
period.

7.7.28 FASB ASC 606-10-45-3 states that "[i]f an entity performs by trans-
ferring goods or services to a customer before the customer pays consideration
or before payment is due, the entity shall present the contract as a contract as-
set, excluding any amounts presented as a receivable. A contract asset is an en-
tity's right to consideration in exchange for goods or services that the entity has
transferred to a customer." Nonrefundable advance payments by a patient to a
health care entity before goods or services are provided (for example, long-term
care residents and continuing care retirement communities [CCRC] advance
fees) are contract liabilities. A contract liability does not include amounts that
are expected to be refunded pursuant to, for example, rights of return, or other
provisions. In those cases, a separate refund liability must be recorded (refer to
FASB ASC 606-10-32-10).

7.7.29 FASB ASC 954-310-45-1 states that

[a]lthough the aggregate amount of receivables may include balances
due from patients and third-party payors (including final settlements
and appeals), the amounts due from third-party payors for retroactive
adjustments of items such as final settlements or appeals shall be re-
ported separately in the financial statements.

7.7.30 FASB ASC 606-10-45-5 indicates that an entity is not prohibited
from using alternative descriptions in the statement of financial position for
contract assets and contract liabilities, although the entity should provide
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sufficient information for a user of the financial statements to distinguish be-
tween receivables and contract assets.

7.7.31 FASB ASC 606-10-50-8 requires a health care entity to make cer-
tain disclosures regarding contract balances. Those requirements and consid-
erations for a health care entity are as follows:

a. "The opening and closing balances of receivables, contract assets,
and contract liabilities from contracts with customers, if not oth-
erwise separately presented or disclosed." For many health care
entities, receivables (for example, patient accounts receivable or
estimated amounts due from third-party payors for retroactive ad-
justments) are likely to be presented on their balance sheets as sep-
arate line items. Health care entities should also consider whether
contract assets are separately presented on their balance sheet. If
it is determined that sufficient information is not presented on the
balance sheet, the opening and closing balances of receivables, con-
tract assets, and contract liabilities should be disclosed in the notes
to the financial statements. CCRC and similar entities with other
contract balances (for example, nonrefundable advance fees) may
also need to consider disclosure of additional details.

b. "Revenue recognized in the reporting period that was included in
the contract liability balance at the beginning of the period." Health
care entities will need to disclose reductions in a contract liability
balance as a result of services provided during the reporting period.
For example, this may apply to CCRCs and similar entities with
nonrefundable advance fees recorded as contract liabilities.

7.7.32 In accordance with FASB ASC 606-10-50-9, a health care entity
"shall explain how the timing of satisfaction of its performance obligations (see
paragraph 606-10-50-12(a)) relates to the typical timing of payment (see para-
graph 606-10-50-12(b)) and the effect that those factors have on the contract
asset and the contract liability balances. The explanation provided may use
qualitative information." A health care entity might explain how CCRC nonre-
fundable advance fees are recognized or disclose that patients and third-party
payors are generally billed several days after services are rendered to a patient.
Amounts related to services provided to patients for which the entity has not
billed and that do not meet the conditions of unconditional right to payment at
the end of the reporting period are presented as contract assets. Amounts billed
that have not yet been collected and that meet the conditions for unconditional
right to payment are presented as patient receivables, not contract assets.

7.7.33 Paragraph 10 of FASB ASC 606-10-50 states that "[a]n entity shall
provide an explanation of the significant changes in the contract asset and
the contract liability balances during the reporting period. The explanation
shall include qualitative and quantitative information." FASB ASC 606-10-50-
10 provides examples of changes in an entity's balances of contract assets and
contract liabilities such as a business combination or a cumulative catch-up
adjustment to revenue, including adjustments arising from a change in the es-
timate of the transaction price (and any changes in the assessment of whether
an estimate of variable consideration is constrained). Changes in contract lia-
bilities of CCRCs may include changes in nonrefundable advance fees.

7.7.34 FASB ASC 606-10-50-11 indicates that the disclosure requirements
in paragraphs 8–10 and 12A of FASB ASC 606-10-50 related to timing of the
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satisfaction of its performance obligations and explanation of the significant
changes in the contract asset and liability balances during the reporting pe-
riod are not required for entities that are neither a public business entity nor a
not-for-profit entity that has issued, or is a conduit bond obligor for, securities
that are traded, listed, or quoted on an exchange or an over-the-counter market.
However, if an entity that is neither a public business entity nor a not-for-profit
entity that has issued, or is a conduit bond obligor for, securities that are traded,
listed, or quoted on an exchange or an over-the-counter market elects not to pro-
vide these disclosures, the entity should provide the disclosure in FASB ASC
606-10-50-8a, which requires the disclosure of the opening and closing balances
of receivables, contract assets, and contract liabilities from contracts with cus-
tomers, if not otherwise separately presented or disclosed.

Performance Obligations
7.7.35 Refer to the section "Identifying Performance Obligations," in para-

graphs 7.2.01–7.2.09 and the "Determining the Timing of Satisfaction of Per-
formance Obligations" section in paragraphs 7.5.01–7.5.08 for discussion on
accounting for performance obligations.

7.7.36 Paragraph 12 of FASB ASC 606-10-50 includes disclosure require-
ments regarding performance obligations. Those requirements and the consid-
erations for a health care entity are as follows:

a. "When the entity typically satisfies its performance obligations (for
example, upon shipment, upon delivery, as services are rendered,
or upon completion of service) including when performance obliga-
tions are satisfied in a bill-and-hold arrangement." A health care
entity may disclose that it satisfies some of its performance obli-
gations at the time goods are provided (for example, retail sale of
medical equipment or pharmaceuticals), while other performance
obligations may be satisfied over time (for example, inpatient or
outpatient services and certain services provided by continuing
care retirement communities).

b. "The significant payment terms (for example, when payment typi-
cally is due, whether the contract has a significant financing compo-
nent, whether the consideration amount is variable, and whether
the estimate of variable consideration is typically constrained in
accordance with paragraphs 11–13 of FASB ASC 606-10-32.)" A
health care entity may disclose that it typically enters into agree-
ments with third-party payors (Medicare, Medicaid, commercial in-
surance, HMOs, and similar payors) that provide for payments at
amounts different from its established charges and that the ar-
rangement terms provide for subsequent settlement and cash flows
that may occur well after the service is provided. Similarly, a health
care entity may disclose that it offers uninsured patients certain
discounts from charges and may include implicit price concessions
in the estimate of the transaction price based on historical collec-
tion experience. Those amounts are estimated each reporting pe-
riod. If applicable, FinREC believes that a health care entity should
disclose how it estimates retroactive settlements with third-party
payors and whether those amounts are constrained. A CCRC may
disclose payment terms (for example, monthly and advance fees)
and whether advance fees are refundable or not. A CCRC may also
need to disclose whether there is a significant financing component
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included in its payment arrangements (see the section, "Applica-
tion of FASB ASC 606 to Continuing Care Retirement Community
Contracts" in paragraphs 7.6.109–7.6.162).

c. "The nature of the goods or services that the entity has promised
to transfer, highlighting any performance obligations to arrange for
another party to transfer goods or services (that is, if the entity is
acting as an agent)." A health care entity may disclose the different
services it provides (for example, inpatient, outpatient, long-term
care, home health, and so on).

d. "Obligations for returns, refunds, and other similar obligations." A
hospital will disclose credit balances that represent refunds owed to
patients and third-party payors and CCRCs will disclose whether
it has advance fees that are refundable and the related terms.

e. "Types of warranties and related obligations." A health entity will
need to determine whether it has provided warranties or has re-
lated obligations and disclose these, if applicable.

7.7.37 FASB ASC 606-10-50-12A states, "An entity shall disclose revenue
recognized in the reporting period from performance obligations satisfied (or
partially satisfied) in previous periods (for example, changes in transaction
price)." If a health care entity determined a change in the implicit price conces-
sions, discounts and contractual adjustments, or third-party settlements that
it estimated in a previous reporting period, it will need to disclose the impact
that this change in the estimate of the transaction price had on revenue in the
reporting period.

Transaction Price Allocated to the Remaining Performance Obligations
7.7.38 An entity should disclose information about its remaining perfor-

mance obligations in accordance with FASB ASC 606-10-50-13, subject to cer-
tain exceptions in paragraphs 14–14A of FASB ASC 606-10-50. Certain types
of health care providers may have remaining performance obligations at the
end of the reporting period, including hospitals with in-house patients, CCRCs,
providers with multi-visit procedures, entities that offer prepaid services, and
those with bundled payments. They are required to disclose a description of the
following:

a. The aggregate amount of the transaction price allocated to the per-
formance obligations that are unsatisfied (or partially unsatisfied)
as of the end of the reporting period

b. An explanation of when the entity expects to recognize as rev-
enue the amount disclosed in accordance with paragraph 606-10-
50-13(a), which the entity should disclose in either of the following
ways:

1. On a quantitative basis using the time bands that would
be most appropriate for the duration of the remaining per-
formance obligations

2. By using qualitative information.

7.7.39 FASB ASC 606-10-50-14 states that

[a]n entity need not disclose the information in paragraph 606-10-50-
13 for a performance obligation if either of the following conditions is
met:
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a. The performance obligation is part of a contract that has

an original expected duration of one year or less.

b. The entity recognizes revenue from the satisfaction of
the performance obligation, in accordance with paragraph
606-10-55-18.

7.7.40 FASB ASC 606-10-55-18 states the following:

[I]f an entity has a right to consideration from a customer in an amount
that corresponds directly with the value to the customer of the en-
tity's performance completed to date (for example, a service contract
in which an entity bills a fixed amount for each hour of service pro-
vided), the entity may recognize revenue in the amount to which the
entity has a right to invoice.

7.7.41 FASB ASC 606-10-50-14A states the following:

An entity need not disclose the information in paragraph 606-10-50-13
for variable consideration for which either of the following conditions
is met:

a. The variable consideration is a sales-based or usage-based
royalty promised in exchange for a license of intellec-
tual property accounted for in accordance with paragraphs
606-10-55-65 through 55-65B.

b. The variable consideration is allocated entirely to a wholly
unsatisfied performance obligation or to a wholly unsat-
isfied promise to transfer a distinct good or service that
forms part of a single performance obligation in accor-
dance with paragraph 606-10-25-14(b), for which the cri-
teria in paragraph 606-10-32-40 have been met.

7.7.42 FASB ASC 606-10-50-14B states, "The optional exemptions in
paragraphs 606-10-50-14(b) and 606-10-50-14A shall not be applied to fixed
consideration."

7.7.43 In accordance with FASB ASC 606-10-50-15:

An entity shall disclose which optional exemptions in paragraphs 606-
10-50-14 through 50-14A it is applying. In addition, an entity apply-
ing the optional exemptions in paragraphs 606-10-50-14 through 50-
14A shall disclose the nature of the performance obligations, the re-
maining duration (see paragraph 606-10-25-3), and a description of
the variable consideration (for example, the nature of the variability
and how that variability will be resolved) that has been excluded from
the information disclosed in accordance with paragraph 606-10-50-
13. This information shall include sufficient detail to enable users of
financial statements to understand the remaining performance obli-
gations that the entity excluded from the information disclosed in ac-
cordance with paragraph 606-10-50-13. In addition, an entity shall ex-
plain whether any consideration from contracts with customers is not
included in the transaction price and, therefore, not included in the
information disclosed in accordance with paragraph 606-10-50-13. For
example, an estimate of the transaction price would not include any
estimated amounts of variable consideration that are constrained (see
paragraphs 606-10-32-11 through 32-13).
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For health care entities, an example of performance obligations that are recog-
nized over time may relate to those services provided to acute care patients in
a hospital at period end (in-house patients) that have not yet been billed. How-
ever, because the in-house patient is typically discharged within the following
fiscal year, a health care entity may elect to apply the optional exemption in
FASB ASC 606-10-50-14a and would only make the required qualitative dis-
closures. Other health care entities may have other types of performance obli-
gations remaining at the end of the reporting period and they would need to
determine whether they meet the other optional exceptions provided in para-
graphs 14b and 14A of FASB ASC 606-10-50 and, if not, make the disclosures
required in FASB ASC 606-10-50-13.

7.7.44 The descriptive disclosures of an entity's performance obligations
of FASB ASC 606-10-50-12 are required for all entities, but FASB ASC 606-10-
50-16 indicates that the disclosure requirements in paragraphs 13–15 of FASB
ASC 606-10-50 related to remaining performance obligations are not required
for entities that are neither a public business entity nor a not-for-profit entity
that has issued, or is a conduit bond obligor for, securities that are traded, listed,
or quoted on an exchange or an over-the-counter market.

Significant Judgments in the Application of the Guidance
7.7.45 FASB ASC 606-10-50-17 states the following:

An entity shall disclose the judgments, and changes in the judgments,
made in applying the guidance in this Topic that significantly affect
the determination of the amount and timing of revenue from contracts
with customers. In particular, an entity shall explain the judgments,
and changes in the judgments, used in determining both of the follow-
ing:

a. The timing of satisfaction of performance obligations (see
paragraphs 606-10-50-18 through 50-19)

b. The transaction price and the amounts allocated to perfor-
mance obligations (see paragraph 606-10-50-20)

7.7.46 A health care entity will provide disclosure of the judgments, and
any significant changes, that it makes in the determination of the amount and
timing of revenue recognized. This might include how the entity determines ex-
plicit and implicit price concessions for uninsured self-pay patients and insured
patients with co-payments and deductibles, and any constraints on revenue. A
hospital may describe when it satisfies performance obligations for the services
it provides (for example, inpatient and outpatient services). A CCRC may de-
scribe when it satisfies its performance obligations, how the transaction price
is determined, including entrance fees and monthly fees, and how the transac-
tion price is allocated. A medical practice that performs multi-visit procedures
may describe when it satisfies its performance obligations, how it determines
the transaction price, and how it allocates the transaction price to each perfor-
mance obligation or visit.

7.7.47 Determining the amount of implicit price concessions for contracts
to provide health care services to uninsured and insured patients with co-
payments and deductibles will likely involve significant judgments for many
health care entities (refer to the "Arrangements for Health Care Services Pro-
vided to Uninsured and Insured Patients With Self-Pay Balances, Including
Co-Payments and Deductibles" section in paragraphs 7.6.01–7.6.43). While not
required by FASB ASC 606, a health care entity may consider disclosing the
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amount of implicit price concessions included in estimating the transaction
price each reporting period. This disclosure may provide meaningful informa-
tion to users of financial statements in evaluating the judgments made by man-
agement in estimating the transaction price.

Determining the Timing of Satisfaction of Performance Obligations
7.7.48 If a health care entity has performance obligations that are satis-

fied over time, the health care entity should disclose both of the following, in
accordance with FASB ASC 606-10-50-18:

a. The methods used to recognize revenue (for example, a description
of the output methods or input methods used and how those meth-
ods are applied). For example, a health care entity might measure
progress toward the complete satisfaction of the performance obli-
gation by measuring costs incurred relative to the total expected
costs, or charges incurred relative to the total expected charges.

b. An explanation of why the methods used provide a faithful depic-
tion of the transfer of goods or services. For example, a health care
entity might indicate that costs or charges incurred to date are a
faithful depiction of the entity's performance (that is, transfer of
goods or services to the patient).

7.7.49 For performance obligations satisfied at a point in time, a health
care entity should disclose, in accordance with FASB ASC 606-10-50-19, the
significant judgments made in evaluating when a customer obtains control of
promised goods or services. A health care entity might consider the indicators of
transfer of control from FASB ASC 606-10-25-30 in determining its disclosure.

Determining the Transaction Price and Amounts Allocated to
Performance Obligations

7.7.50 Refer to the "Arrangements for Health Care Services Provided
to Uninsured and Insured Patients With Self-Pay Balances, Including Co-
Payments and Deductibles" section in paragraphs 7.6.01–7.6.43, and the "Ap-
plication of FASB ASC 606 to Continuing Care Retirement Community Con-
tracts" section in paragraphs 7.6.109–7.6.162 for discussion on determining the
transaction price.

7.7.51 Paragraph 20 of FASB ASC 606-10-50 requires health care entities
to disclose information about the methods, inputs, and assumptions used for all
of the following:

a. "Determining the transaction price, which includes, but is not lim-
ited to, estimating variable consideration, adjusting the consider-
ation for the effects of the time value of money, and measuring
noncash consideration." A health care entity may disclose that im-
plicit price concessions included in the estimate of the transaction
price are based on historical collection experience. A health care en-
tity also may disclose how it estimates retroactive settlements with
third-party payors. If applicable, a CCRC may disclose how it esti-
mates the significant financing component included in its payment
arrangements (see the "Application of FASB ASC 606 to Continu-
ing Care Retirement Community Contracts" section in paragraphs
7.6.109–7.6.162).

b. "Assessing whether an estimate of variable consideration is con-
strained." A health care entity may disclose that its historical
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experience and range of potential outcomes take into account the
constraint in the estimate of variable consideration or the factors
considered in constraining the transaction price.

c. "Allocating the transaction price, including estimating standalone
selling prices of promised goods or services and allocating discounts
and variable consideration to a specific part of the contract (if ap-
plicable)."

d. "Measuring obligations for returns, refunds, and other similar obli-
gations." A CCRC may disclose that it estimates its refundable ad-
vance fee each reporting period based on its historical experience.

7.7.52 FASB ASC 606-10-50-21 indicates that the following disclosure re-
quirements are not required for entities that are neither a public business en-
tity nor a not-for-profit entity that has issued, or is a conduit bond obligor for, se-
curities that are traded, listed, or quoted on an exchange or an over-the-counter
market:

a. FASB ASC 606-10-50-18b, which states that an entity should dis-
close, for performance obligations satisfied over time, an explana-
tion of why the methods used to recognize revenue provide a faithful
depiction of the transfer of goods or services to a customer

b. FASB ASC 606-10-50-19, which states that an entity should dis-
close, for performance obligations satisfied at a point in time, the
significant judgments made in evaluating when a customer obtains
control of promised goods or services

c. FASB ASC 606-10-50-20, which states that an entity should dis-
close the methods, inputs, and assumptions used to determine the
transaction price and to allocate the transaction price. However, if
an entity that is neither a public business entity nor a not-for-profit
entity that has issued, or is a conduit bond obligor for, securities
that are traded, listed, or quoted on an exchange or an over-the-
counter market elects not to provide these disclosures, the entity
should provide the disclosure in FASB ASC 606-10-50-20b, which
states that an entity should disclose the methods, inputs, and as-
sumptions used to assess whether an estimate of variable consid-
eration is constrained.

Practical Expedients
7.7.53 Based on the guidance in FASB ASC 606-10-50-22, a health care

entity should disclose its policy for electing either of the following:

a. The practical expedient provided by FASB ASC 606-10-32-18 about
the existence of a significant financing component

b. The practical expedient provided by FASB ASC 340-40-25-4 about
incremental costs of obtaining a contract

7.7.54 FASB ASC 606-10-50-23 indicates that the disclosure requirements
of FASB ASC 606-10-50-22 related to election of the practical expedients for ex-
istence of a significant financing component and incremental costs of obtaining
a contract, respectively, are not required for an entity that is neither a public
business entity nor a not-for-profit entity that has issued, or is a conduit bond
obligor for, securities that are traded, listed, or quoted on an exchange or an
over-the-counter market.
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Assets Recognized From the Costs to Obtain or Fulfill a Contract
With a Customer

7.7.55 Refer to the "Accounting for Contract Costs" section in paragraphs
7.7.61–7.7.73 for discussion on assets recognized from the costs to obtain or
fulfill a contract with a customer.

7.7.56 If a health care entity capitalized costs to obtain or fulfill a contract
with a customer in accordance with paragraphs 1 or 5 of FASB ASC 340-40-25,
it is required to make the following disclosures:

a. A health care entity should describe both of the following in accor-
dance with FASB ASC 340-40-50-2:

i. The judgments made in determining the amount of the
costs incurred to obtain or fulfill a contract with a customer
in accordance with FASB ASC 340-40-25-1 or 25-5

ii. The method it uses to determine the amortization for each
reporting period.

b. A health care entity should disclose all of the following in accor-
dance with FASB ASC 340-40-50-3:

i. The closing balances of assets recognized from the costs in-
curred to obtain or fulfill a contract with a customer (in ac-
cordance with paragraphs 1 or 5 of FASB ASC 340-40-25),
by main category of asset (for example, costs to obtain con-
tracts with customers, precontract costs, and set-up costs)

ii. The amount of amortization and any impairment losses
recognized in the reporting period

c. Health care entities may apply the practical expedient provided in
FASB ASC 340-40-25-4, which allows the health care entity to rec-
ognize the incremental costs of obtaining a contract as an expense
when incurred if the amortization period of the asset that the entity
otherwise would have recognized is one year or less. In accordance
with FASB ASC 340-40-50-5, health care entities that have elected
the practical expedient provided in FASB ASC 340-40-25-4 should
disclose that fact. Certain other health care entities (for example,
CCRCs) may incur material costs to obtain customer contracts and
if so they should provide the disclosures described previously (see
the "Accounting for Contract Costs" section in paragraphs 7.7.61–
7.7.73).

7.7.57 FASB ASC 340-40-50-6 indicates that an entity that is neither a
public business entity nor a not-for-profit entity that has issued, or is a conduit
bond obligor for, securities that are traded, listed, or quoted on an exchange or
an over-the-counter market may elect not to provide the disclosures in para-
graphs 3 and 5 of FASB ASC 340-40-50.

7.7.58 The following examples are illustrative only and only include dis-
closures related to FASB ASC 606. For instance, these examples do not in-
clude the disclosures that might be required by FASB ASC 275-10-50, Risks
and Uncertainties; FASB ASC 954-280-45, Health Care Entities—Segment Re-
porting (regarding major customers); and FASB ASC 954-605-50-3, Health Care
Entities—Charity Care. It is important that the actual determination of the ap-
propriate disclosures be based on materiality and a health care entity's specific
facts and circumstances. These examples illustrate how the disclosure guidance
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in FASB ASC 606 might be applied to certain health care entities. Other pre-
sentations also may be appropriate depending on the nature of the entity, how
the entity manages its business, and the conclusions it makes about revenue
recognition.

7.7.59 The following example is applicable to a health care entity that is
either a public business entity or a not-for-profit health care entity that has is-
sued, or is a conduit bond obligor for, securities that are traded, listed, or quoted
on an exchange or an over-the-counter market. This example assumes that the
opening and closing balances of receivables, contract assets, and contract lia-
bilities from contracts with customers are separately presented or disclosed on
the health care entity's financial statements.

Example 7-7-1 — Public Entity or Entity With Public Debt

Patient Care Service Revenue

Patient care service revenue is reported at the amount that reflects the consid-
eration to which the Organization expects to be entitled in exchange for pro-
viding patient care. These amounts are due from patients, third-party payors
(including health insurers and government programs), and others and includes
variable consideration for retroactive revenue adjustments due to settlement
of audits, reviews, and investigations. Generally, the Organization bills the pa-
tients and third-party payors several days after the services are performed or
the patient is discharged from the facility. Revenue is recognized as perfor-
mance obligations are satisfied.

Performance obligations are determined based on the nature of the services
provided by the Organization. Revenue for performance obligations satisfied
over time is recognized based on actual charges incurred in relation to total ex-
pected (or actual) charges. The Organization believes that this method provides
a faithful depiction of the transfer of services over the term of the performance
obligation based on the inputs needed to satisfy the obligation. Generally, per-
formance obligations satisfied over time relate to patients in our hospital(s)
receiving inpatient acute care services or patients receiving services in our out-
patient centers or in their homes (home care). The Organization measures the
performance obligation from admission into the hospital, or the commencement
of an outpatient service, to the point when it is no longer required to provide
services to that patient, which is generally at the time of discharge or comple-
tion of the outpatient services. Revenue for performance obligations satisfied at
a point in time is generally recognized when goods are provided to our patients
and customers in a retail setting (for example, pharmaceuticals and medical
equipment) and the Organization does not believe it is required to provide ad-
ditional goods or services related to that sale.

Because all of its performance obligations relate to contracts with a duration of
less than one year, the Organization has elected to apply the optional exemption
provided in FASB ASC 606-10-50-14a and, therefore, is not required to disclose
the aggregate amount of the transaction price allocated to performance obliga-
tions that are unsatisfied or partially unsatisfied at the end of the reporting pe-
riod. The unsatisfied or partially unsatisfied performance obligations referred
to previously are primarily related to inpatient acute care services at the end
of the reporting period. The performance obligations for these contracts are
generally completed when the patients are discharged, which generally occurs
within days or weeks of the end of the reporting period.
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The Organization determines the transaction price based on standard charges
for goods and services provided, reduced by contractual adjustments provided
to third-party payors, discounts provided to uninsured patients in accordance
with the Organization's policy, and implicit price concessions provided to unin-
sured patients. The Organization determines its estimates of contractual ad-
justments and discounts based on contractual agreements, its discount policies,
and historical experience. The Organization determines its estimate of implicit
price concessions based on its historical collection experience with this class of
patients.

Agreements with third-party payors typically provide for payments at amounts
less than established charges. A summary of the payment arrangements with
major third-party payors follows:

� Medicare. Certain inpatient acute care services are paid at
prospectively determined rates per discharge based on clinical,
diagnostic, and other factors. Certain services are paid based
on cost-reimbursement methodologies subject to certain limits.
Physician services are paid based upon established fee sched-
ules. Outpatient services are paid using prospectively determined
rates.

� Medicaid. Reimbursements for Medicaid services are generally
paid at prospectively determined rates per discharge, per occasion
of service, or per covered member.

� Other. Payment agreements with certain commercial insur-
ance carriers, health maintenance organizations, and preferred
provider organizations provide for payment using prospectively
determined rates per discharge, discounts from established
charges, and prospectively determined daily rates.

Laws and regulations concerning government programs, including Medicare
and Medicaid, are complex and subject to varying interpretation. As a re-
sult of investigations by governmental agencies, various health care organi-
zations have received requests for information and notices regarding alleged
noncompliance with those laws and regulations, which, in some instances,
have resulted in organizations entering into significant settlement agreements.
Compliance with such laws and regulations may also be subject to future gov-
ernment review and interpretation, as well as significant regulatory action,
including fines, penalties, and potential exclusion from the related programs.
There can be no assurance that regulatory authorities will not challenge the Or-
ganization's compliance with these laws and regulations, and it is not possible
to determine the impact (if any) such claims or penalties would have upon the
Organization. In addition, the contracts the Organization has with commercial
payors also provide for retroactive audit and review of claims.

Settlements with third-party payors for retroactive adjustments due to audits,
reviews, or investigations are considered variable consideration and are in-
cluded in the determination of the estimated transaction price for providing
patient care. These settlements are estimated based on the terms of the pay-
ment agreement with the payor, correspondence from the payor, and the Orga-
nization's historical settlement activity, including an assessment to ensure that
it is probable that a significant reversal in the amount of cumulative revenue
recognized will not occur when the uncertainty associated with the retroac-
tive adjustment is subsequently resolved. Estimated settlements are adjusted
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in future periods as adjustments become known (that is, new information be-
comes available), or as years are settled or are no longer subject to such audits,
reviews, and investigations. Adjustments arising from a change in the transac-
tion price were not significant in 20X2 or 20X1. [Or, disclose the amounts and
explain significant adjustments.]

Generally, patients who are covered by third-party payors are responsible for
related deductibles and coinsurance, which vary in amount. The Organization
also provides services to uninsured patients, and offers those uninsured pa-
tients a discount, either by policy or law, from standard charges. The Organi-
zation estimates the transaction price for patients with deductibles and coin-
surance and from those who are uninsured based on historical experience and
current market conditions. The initial estimate of the transaction price is de-
termined by reducing the standard charge by any contractual adjustments, dis-
counts, and implicit price concessions. Subsequent changes to the estimate of
the transaction price are generally recorded as adjustments to patient service
revenue in the period of the change. For the years ended December 31, 20X2
and 20X1, additional revenue of $XXX and $XXX, respectively, was recognized
due to changes in its estimates of implicit price concessions, discounts, and con-
tractual adjustments for performance obligations satisfied in prior years. Sub-
sequent changes that are determined to be the result of an adverse change in
the patient's ability to pay are recorded as bad debt expense.

Consistent with the Organization's mission, care is provided to patients regard-
less of their ability to pay. Therefore, the Organization has determined it has
provided implicit price concessions to uninsured patients and patients with
other uninsured balances (for example, copays and deductibles). The implicit
price concessions included in estimating the transaction price represent the
difference between amounts billed to patients and the amounts the Organiza-
tion expects to collect based on its collection history with those patients.

Patients who meet the Organization's criteria for charity care are provided care
without charge or at amounts less than established rates. Such amounts deter-
mined to qualify as charity care are not reported as revenue.

The Organization has determined that the nature, amount, timing, and uncer-
tainty of revenue and cash flows are affected by the following factors: payors,
geography, service lines, method of reimbursement, and timing of when revenue
is recognized. The following tables provide details of these factors.

The composition of patient care service revenue by primary payor for the years
ended December 31 is as follows:

20X2 20X1

Medicare $ 16,000 $ 15,000

Medicaid 6,000 5,000

Managed care 11,000 10,500

Commercial insurers 4,000 3,500

Uninsured 1,800 1,900

Other 1,000 1,000

39,800 36,900
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Revenue from patient's deductibles and coinsurance are included in the pre-
ceding categories based on the primary payor.

The composition of patient care service revenue based on the regions of the
country the Organization operates in, its lines of business, method of reim-
bursement, and timing of revenue recognition for the years ended December
31, 20X2 and 20X1 are as follows:

20X2

Northeast Central Southeast Total

Services lines:

Hospital-inpatient $ 3,500 $ 1,000 $ 3,000 $ 7,500

Hospital-outpatient 4,500 2,000 2,000 8,500

Physician services 3,000 3,000 5,000 11,000

Home health and hospice 1,000 800 2,000 3,800

Retail sales 2,000 2,000 4,000 8,000

Other 400 200 400 1,000

14,400 9,000 16,400 39,800

Method of reimbursement:

Fee for service 8,900 5,300 6,000 20,200

Capitation and risk
sharing 3,100 1,500 6,000 10,600

Other 2,400 2,200 4,400 9,000

14,400 9,000 16,400 39,800

Timing of revenue and
recognition:

Health care services
transferred over time 12,400 7,000 12,400 31,800

Retail pharmacy and
equipment sales at
point in time 2,000 2,000 4,000 8,000

14,400 9,000 16,400 39,800

[Notes: 1. Although not included in this example, a similar table would be re-
quired for 20X1 for comparative purposes. 2. FASB ASC 606-10-50-6 would re-
quire a reconciliation of this information to the segment disclosures for a public
business entity.]

Financing component

Example A

The Organization has elected the practical expedient allowed under FASB ASC
606-10-32-18 and does not adjust the promised amount of consideration from
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patients and third-party payors for the effects of a significant financing compo-
nent due to the Organization's expectation that the period between the time the
service is provided to a patient and the time that the patient or a third-party
payor pays for that service will be one year or less. However, the Organization
does, in certain instances, enter into payment agreements with patients that
allow payments in excess of one year. For those cases, the financing component
is not deemed to be significant to the contract.

Example B

The Organization has entered into contracts with patients that provide for pay-
ments ratably over two years with no stated interest rate. The Organization
adjusts the promised amount of consideration due from these patients using
discount rates ranging from X percent to XX percent to account for the effects
of the financing component. For the years ended December 31, 20X2 and 20X1,
interest income of $XX and $XX, respectively, was recognized. At December 31,
20X2 and 20X1, the unamortized discount was $XX and $XX, respectively.

Contract costs

Example A

The Organization has applied the practical expedient provided by FASB ASC
340-40-25-4 and all incremental customer contract acquisition costs are ex-
pensed as they are incurred, as the amortization period of the asset that the
Organization otherwise would have recognized is one year or less in duration.

Example B

The Organization has elected to apply the practical expedient provided by
FASB ASC 340-40-25-4, and expense as incurred the incremental customer con-
tract acquisition costs for contracts in which the amortization period of the as-
set that the Organization otherwise would have recognized is one year or less.
However, incremental costs incurred to obtain customer contracts for which the
amortization period of the asset that the Organization otherwise would have
recognized is longer than one year are capitalized and amortized over the life of
the contract based on the pattern of revenue recognition from these contracts.
The Organization regularly considers whether the unamortized contract acqui-
sition costs are impaired if they are not recoverable under the contract. During
the year ended December 31, 20X2, $XX of unamortized costs were expensed
as a result of the impairment analysis. During the years ended December 31,
20X2 and 20X1, the Organization recognized amortization expense of $XX and
$XX, respectively. At December 31, 20X2 and 20X1, the unamortized customer
contract acquisition costs are $XXX and $XXX, respectively, and are presented
in other assets on the accompanying balance sheets.

7.7.60 The following example is applicable to a health care entity that is
other than a public business entity or a not-for-profit health care entity that
has issued, or is a conduit bond obligor for, securities that are traded, listed, or
quoted on an exchange or an over-the-counter market, that elected the disclo-
sure exclusions of paragraphs 7, 11, 16, 21, and 23 of FASB ASC 606-10-50, and
FASB ASC 340-40-50-6. This example assumes that the opening and closing
balances of receivables, contract assets, and contract liabilities from contracts
with customers are separately presented or disclosed on the health care entity's
financial statements.
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Example 7-7-2 — Entity that is neither a public business entity nor a
not-for-profit entity that has issued, or is a conduit bond obligor for,
securities that are traded, listed, or quoted on an exchange or an over-
the-counter market

Patient Care Service Revenue

Patient care service revenue is reported at the amount that reflects the consid-
eration to which the Organization expects to be entitled in exchange for pro-
viding patient care. These amounts are due from patients, third-party payors
(including health insurers and government payors), and others and includes
variable consideration for retroactive revenue adjustments due to settlement
of audits, reviews, and investigations. Generally, the Organization bills the pa-
tients and third-party payors several days after the services are performed or
the patient is discharged from the facility. Revenue is recognized as the perfor-
mance obligations are satisfied.

Performance obligations are determined based on the nature of the services
provided by the Organization. Revenue for performance obligations satisfied
over time is recognized based on actual charges incurred in relation to total ex-
pected (or actual) charges. The Organization believes that this method provides
a faithful depiction of the transfer of services over the term of the performance
obligation based on the inputs needed to satisfy the obligation. Generally, per-
formance obligations satisfied over time relate to patients in our hospitals re-
ceiving inpatient acute care services or patients receiving services in our out-
patient centers or in their homes (home care). The Organization measures the
performance obligation from admission into the hospital, or the commencement
of an outpatient service, to the point when it is no longer required to provide
services to that patient, which is generally at the time of discharge or comple-
tion of the outpatient services. Revenue for performance obligations satisfied at
a point in time is generally recognized when goods are provided to our patients
and customers in a retail setting (for example, pharmaceuticals and medical
equipment), and the Organization does not believe it is required to provide ad-
ditional goods or services related to that sale.

The Organization determines the transaction price based on standard charges
for goods and services provided, reduced by contractual adjustments provided
to third-party payors, discounts provided to uninsured patients in accordance
with the Organization's policy, or implicit price concessions provided to unin-
sured patients. The Organization determines its estimates of contractual ad-
justments and discounts based on contractual agreements, its discount policies,
and historical experience. The Organization determines its estimate of implicit
price concessions based on its historical collection experience with this class of
patients.

Agreements with third-party payors provide for payments at amounts less
than established charges. A summary of the payment arrangements with major
third-party payors follows:

� Medicare. Certain inpatient acute care services are paid at
prospectively determined rates per discharge based on clinical,
diagnostic, and other factors. Certain services are paid based
on cost-reimbursement methodologies subject to certain limits.
Physician services are paid based upon established fee sched-
ules. Outpatient services are paid using prospectively determined
rates.
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� Medicaid. Reimbursements for Medicaid services are generally
paid at prospectively determined rates per discharge, per occasion
of service, or per covered member.

� Other. Payment agreements with certain commercial insur-
ance carriers, health maintenance organizations, and preferred
provider organizations provide for payment using prospectively
determined rates per discharge, discounts from established
charges, and prospectively determined daily rates.

Laws and regulations concerning government programs, including Medicare
and Medicaid, are complex and subject to varying interpretation. As a re-
sult of investigations by governmental agencies, various health care organi-
zations have received requests for information and notices regarding alleged
noncompliance with those laws and regulations, which, in some instances,
have resulted in organizations entering into significant settlement agreements.
Compliance with such laws and regulations may also be subject to future gov-
ernment review and interpretation as well as significant regulatory action,
including fines, penalties, and potential exclusion from the related programs.
There can be no assurance that regulatory authorities will not challenge the Or-
ganization's compliance with these laws and regulations, and it is not possible
to determine the impact (if any) such claims or penalties would have upon the
Organization. In addition, the contracts the Organization has with commercial
payors also provide for retroactive audit and review of claims.

Settlements with third-party payors for retroactive revenue adjustments due to
audits, reviews or investigations are considered variable consideration and are
included in the determination of the estimated transaction price for providing
patient care. These settlements are estimated based on the terms of the pay-
ment agreement with the payor, correspondence from the payor and the Orga-
nization's historical settlement activity, including an assessment to ensure that
it is probable that a significant reversal in the amount of cumulative revenue
recognized will not occur when the uncertainty associated with the retroac-
tive adjustment is subsequently resolved. Estimated settlements are adjusted
in future periods as adjustments become known (that is, new information be-
comes available), or as years are settled or are no longer subject to such audits,
reviews, and investigations.

Consistent with the Organization's mission, care is provided to patients regard-
less of their ability to pay. Therefore, the Organization has determined it has
provided implicit price concessions to uninsured patients and other uninsured
balances (for example, copays and deductibles). The implicit price concessions
included in estimating the transaction price represents the difference between
amounts billed to patients and the amounts the Organization expects to collect
based on its collection history with those patients.

Patients who meet the Organization's criteria for charity care are provided care
without charge or at amounts less than established rates. Such amounts deter-
mined to qualify as charity care are not reported as revenue.

Generally, patients who are covered by third-party payors are responsible for
related deductibles and coinsurance, which vary in amount. The Organization
also provides services to uninsured patients and offers those uninsured patients
a discount, either by policy or law, from standard charges. The Organization es-
timates the transaction price for patients with deductibles and coinsurance and
from those who are uninsured based on historical experience and current mar-
ket conditions. The initial estimate of the transaction price is determined by
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reducing the standard charge by any contractual adjustments, discounts, and
implicit price concessions based on historical collection experience. Subsequent
changes to the estimate of the transaction price are generally recorded as ad-
justments to patient service revenue in the period of the change. Subsequent
changes that are determined to be the result of an adverse change in the pa-
tient's ability to pay are recorded as bad debt expense.

The Organization has determined that the nature, amount, timing, and uncer-
tainty of revenue and cash flows are affected by the following factors:

� Payors (for example, Medicare, Medicaid, managed care or other
insurance, patient) have different reimbursement and payment
methodologies

� Length of the patient's service or episode of care
� Geography of the service location
� Method of reimbursement (fee for service or capitation)
� Organization's line of business that provided the service (for ex-

ample, hospital inpatient, hospital outpatient, nursing home, and
so on)

For the years ended December 31, 20X2 and 20X1, the Organization recognized
revenue of $XX and $XX, respectively, from goods and services that transfer to
the customer over time and $XX and $XX, respectively, from goods and services
that transfer to the customer at a point in time.

Accounting for Contract Costs
This Accounting Implementation Issue Is Relevant for Accounting for Contract
Costs Under FASB ASC 340-40.

Background
7.7.61 Health care entities may enter into various contracts in which they

incur incremental costs of obtaining a contract or costs to fulfill a contract. Ex-
amples of these arrangements are CCRC contracts, prepaid health plans, risk-
sharing contracts, or other contacts in which a health care entity incurs costs
to acquire or fulfill a contract that are not in the scope of existing cost guidance
(for example, fixed assets).

Incremental Costs to Obtain a Contract
7.7.62 Health care service providers incur costs that are related to secur-

ing a contract with customers (for example, patients, residents, or members).
Examples of these costs are marketing, advertising, costs to enroll members,
commissions, incentive compensation, salaries and benefits, processing costs,
actuarial, and legal expenses. Health care entities should evaluate costs asso-
ciated with acquiring new contracts to determine if these costs meet the re-
quirements for capitalization as an asset under paragraphs 1–3 of FASB ASC
340-40-25 or should be expensed as incurred. In accordance with FASB ASC
340-40-25-1, "an entity shall recognize as an asset the incremental costs of ob-
taining a contract with a customer if the entity expects to recover those costs."
To determine if the costs are recoverable, a health care entity may consider
the pricing of the contract and whether the incremental costs could be recov-
ered through direct reimbursement under the contract or recovered through the
margin inherent in a contract. If a health care entity determines that its con-
tract acquisition costs are not recoverable, then the health care entity should
expense those costs in accordance with FASB ASC 340-40-25-1.
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7.7.63 FASB ASC 340-40-25-2 indicates that "[t]he incremental costs of
obtaining a contract are those costs that an entity incurs to obtain a contract
that the entity would not have incurred had the contract not been obtained..."
Identifying if costs are incremental to the contract likely will require analysis
of how the various contracts are obtained, which costs are directly associated
with the contracts, and if those costs would have been incurred regardless of
the outcome of securing the contract. Examples of costs that may qualify to be
capitalized as incremental costs include the following:

a. Sales commissions
b. Contingent legal fees (fees that are payable only if there is a suc-

cessful negotiation of a contract)
c. Other costs incurred only as a result of obtaining the contract

7.7.64 Paragraphs 2–4 of FASB ASC 340-40-55 provide an example of
incremental costs of obtaining a contract and note that sales commissions to
employees may be considered incremental. CCRCs often enter into sales com-
mission arrangements related to obtaining new entrance fee contracts. In accor-
dance with FASB ASC 340-40-25-3, sales commissions that are directly related
to sales achieved during a time period typically represent incremental costs
that would require capitalization. FinREC believes some bonuses and other
compensation that is based on other quantitative or qualitative metrics (that
is, profitability or performance evaluations not tied to the sales of contracts)
typically do not meet the criteria for capitalization because they are not di-
rectly related to obtaining a contract.4

7.7.65 As FASB ASC 340-40-25-3 describes, those "costs to obtain a con-
tract that would have been incurred regardless of whether the contract was
obtained shall be recognized as an expense when incurred, unless those costs
are explicitly chargeable to the customer regardless of whether the contract is
obtained." For example, travel costs to deliver a proposal, external legal fees to
perform due diligence, and salaries related to personnel working on a specific
contract proposal would likely have been incurred regardless of whether the
contract was obtained and, therefore, would not be considered incremental. As
discussed in FASB ASC 340-40-25-8a, general and administrative costs are ex-
pensed as incurred unless they are explicitly charged to the contract, in which
case, the entity would apply FASB ASC 340-40-25-7.

7.7.66 Historically, CCRCs were allowed to capitalize the initial costs of
acquiring a contract under FASB ASC 954-340-25. These costs included the
costs of acquiring initial continuing care contracts that had the following char-
acteristics:

a. Costs incurred to originate a contract.
b. Costs resulting from and that are essential to the acquisition of the

initial contract.
c. The costs are incurred through the date of substantial occupancy

but no later than one year from the date of completion construction.
These costs typically reflected costs of processing the contract, such as evalu-
ating the prospective resident's financial condition, negotiating contract terms,

4 For further consideration regarding potential implementation issues related to commission
arrangements, health care entities are encouraged to refer to paragraphs 13–15 of the FASB/IASB
Joint Transition Resource Group for Revenue Recognition (TRG) Agenda Ref. No. 25, January 2015
Meeting — Summary of Issues Discussed and Next Steps.
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processing contract documents, and marketing salaries to solicit potential ini-
tial residents. However, FASB ASC 954-340-25 has been superseded and, there-
fore, costs of acquiring a contract need to be evaluated under FASB ASC 340-40-
25, as noted in paragraph 7.7.62. In most cases, the salary costs and other costs
to originate a contract are paid even if the contract is ultimately not executed.
FinREC believes that generally the initial costs incurred to market a facility
and process the contract are not incremental to obtaining a specific contract
and, therefore, should be expensed as incurred.5

7.7.67 At the date of initial application, an organization should evaluate if
there are any unamortized costs that no longer qualify for capitalization under
FASB ASC 340-40. FASB ASC 606-10-65-1 allows entities two options when
transitioning to the guidance under FASB ASC 606. The first option is full ret-
rospective application of FASB ASC 606, which requires reflecting the cumula-
tive effect of the change on the opening equity balance of the earliest period pre-
sented and adjusting the financial statements for each prior period presented to
reflect the effect of applying FASB ASC 606, as described in FASB ASC 606-10-
65-1d1. As an alternative, under FASB ASC 606-10-65-1d2, entities may apply
the amendments to FASB ASC 606 retrospectively with the cumulative effect
recognized at the date of initial application. Under this transition method, an
entity may elect to apply this guidance retrospectively either to all contracts at
the date of initial application or only to contracts that are not completed at the
date of initial application. Under either method, the unamortized costs that no
longer qualify for capitalization would be derecognized through a cumulative
effect adjustment, either as of the beginning of the earliest period presented un-
der FASB ASC 606-10-65-1d1 or as of the beginning of the period of adoption
under FASB ASC 606-10-65-1d2.

7.7.68 As a practical expedient, FASB ASC 340-40-25-4 notes that an en-
tity may recognize the incremental costs of obtaining a contract as an expense
when incurred if the amortization period of the asset that the entity otherwise
would have recognized is one year or less. For example, in a prepaid health con-
tract situation, an organization may have incremental costs of a contract, but
the contract period is often for a one-year period, in which case, the practical
expedient could be applied. In determining the contract period, an organization
should evaluate the time period that services are provided to the customer and
not the overall relationship with the payor, who is acting as a third party to
pay for some or all of the services on the patient's behalf. For further discussion
of the payor relationship, refer to paragraph 7.6.46 of the section, "Third-Party
Settlement Estimates." If an organization incurs additional incremental costs
of obtaining a contract for a subsequent renewal period, those costs should be
evaluated for capitalization under FASB ASC 340-40 and the practical expedi-
ent under FASB ASC 340-40-25-4. (See further discussion in paragraph 7.7.70
related to the amortization period for capitalized costs to obtain the initial con-
tract.) A CCRC entrance fee contract typically spans the life of the resident
which, in most cases, is greater than a year, and so the practical expedient
would not apply.

Costs to Fulfill a Contract
7.7.69 In accordance with FASB ASC 340-40-25-6 for costs to fulfill a con-

tract, a health care entity should first determine if the cost is within the scope

5 Paragraphs 14–28 of TRG Agenda Ref. No. 57, Capitalization and Amortization of Incremental
Costs of Obtaining a Contract, provide examples of salary costs that are incremental to a contract.
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of other FASB ASC guidance (such as FASB ASC 330, Inventory; FASB ASC
360, Property, Plant, and Equipment; and FASB 720-35 on advertising costs).
In order for a health care entity to capitalize costs of fulfilling a contract that
is not within the scope of existing FASB ASC cost guidance, all the criteria in
FASB ASC 340-40-25-5 are required to be met, including the criterion in FASB
ASC 340-40-25-5b that "the costs generate or enhance resources of the entity
that will be used by the entity in satisfying (or in continuing to satisfy) perfor-
mance obligations in the future." For example, most costs of labor and supplies
do not solely generate or enhance resources to be used to satisfy performance
obligations in the future.

Amortization and Impairment
7.7.70 As described in FASB ASC 340-40-35-1, an asset recognized either

for incremental costs of obtaining a contract with a customer or for costs in-
curred to fulfill a contract "shall be amortized on a systematic basis that is con-
sistent with the transfer to the customer of the goods or services to which the
asset relates" (periods of expected contract renewals would be included, unless
a commission paid on a contract renewal is commensurate with the commis-
sion paid on the initial contract).6 In addition, FASB ASC 340-40-35-2 states
that, "an entity shall update the amortization to reflect a significant change
in the entity's expected timing of transfer to the customer of the goods or ser-
vices to which the asset relates." FASB ASC 250-10 requires such a change to
be accounted for as a change in accounting estimate. Such a change could be
indicative of impairment of the related assets, and entities should evaluate the
facts and circumstances to determine the appropriate conclusions.

7.7.71 In accordance with FASB ASC 340-40-35-1, the asset recognized for
contract acquisition costs capitalized in accordance with FASB ASC 340-40-25-
1 related to a CCRC entrance fee contract should be amortized on a systematic
basis that is consistent with the transfer to the customer of the services or
goods to which the asset relates. As discussed in paragraphs 7.6.149–7.6.152
of the section, "Application of FASB ASC 606 to Continuing Care Retirement
Community Contracts," there are various appropriate methods for a CCRC to
measure progress that are generally categorized as output methods and input
methods. For a CCRC entrance fee contract, FinREC believes that the amorti-
zation of related contract acquisition costs capitalized in accordance with FASB
ASC 340-40-25-1 should mirror the pattern of transfer of the goods and services.

7.7.72 For other contracts that have multiple performance obligations, it is
important that health care entities apply judgment to determine how to amor-
tize the asset consistent with the pattern of performance for the underlying
performance obligation or obligations. For example, an organization could allo-
cate the asset to the individual performance obligations on a relative basis and
amortize each respective portion of the asset based on the pattern of the per-
formance for that individual underlying performance obligation. An alternative
method would be to amortize the single asset using one measure of performance
considering all the performance obligations in the contract.7

6 Paragraphs 8–18 of TRG Agenda Ref. No. 23, Incremental Costs of Obtaining a Contract, and
paragraph BC309 of FASB Accounting Standards Update No. 2014-09, Revenue from Contracts with
Customers (Topic 606), discuss considerations related to contract renewals and the impact on the
amortization period.

7 Paragraphs 60–67 of TRG Agenda Ref. No. 23 discuss considerations related to the amortization
of contract assets related to multiple performance obligations.
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7.7.73 FASB ASC 340-40-35-3 describes that "[a]n entity shall recognize

an impairment loss in profit or loss to the extent that the carrying amount
of an asset recognized ..." for incremental costs of obtaining a contract with a
customer or for costs incurred to fulfill a contract exceeds:

a. The amount of consideration that the entity expects to receive in
the future and that the entity has received but has not recognized
as revenue, in exchange for the goods or services to which the asset
relates ("the consideration"), less

b. The costs that relate directly to providing those goods or services
and that have not been recognized as expenses (see paragraphs 340-
40-25-2 and 340-40-25-7).
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Chapter 8

Not-for-Profit Entities

Notice to Readers
This chapter presents accounting implementation issues developed to assist
management of not-for-profit entities (NFPs) in applying FASB Accounting
Standards Codification (ASC) 606, Revenue from Contracts with Customers,
and related interpretations from the FASB/IASB Joint Transition Resource
Group for Revenue Recognition (TRG).

The AICPA Not-for-Profit Entities Revenue Recognition Task Force identified
and developed these accounting implementation issues, and the AICPA Rev-
enue Recognition Working Group and AICPA Financial Reporting Executive
Committee (FinREC) approved them. They are a source of nonauthoritative
accounting guidance for nongovernmental entities.

The accounting implementation issues have been organized within this chap-
ter as follows:

� In relation to the five-step model of FASB ASC 606, when appli-
cable:

— Step 1: "Identify the contract with a customer"

— Step 2: "Identify the performance obligations in the con-
tract"

— Step 3: "Determine the transaction price"

— Step 4: Allocate the transaction price to the perfor-
mance obligations in the contract"

— Step 5: "Recognize revenue when (or as) the entity sat-
isfies a performance obligation"

� By revenue stream, starting at paragraph 8.6.01
� As other related topics, starting at paragraph 8.7.01

The following table outlines the accounting implementation issues discussed
in this chapter:

Issue Description
Paragraph
Reference

Tuition and housing revenues
Revenue streams

8.6.01–8.6.69

Not-for-profit subscriptions and membership dues
Revenue streams

8.6.70–8.6.98

Scope
Other related topics

8.7.01

Bifurcation of transactions between contribution and exchange
components

Other related topics

8.7.02–8.7.06
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Revenue Streams

Tuition and Housing Revenues
This Accounting Implementation Issue Is Relevant for Application of FASB ASC
606 to Tuition and Housing Revenues.

Step 1: Identify the Contract

Contract Existence
8.6.01 FASB ASC 606-10-25-1 includes the following five criteria, which

must all be met to determine whether a contract exists within the scope of FASB
ASC 606.

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

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

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

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

e. It is probable that the entity will collect the consideration to which
it will be entitled in exchange for the goods or services that will be
transferred to the customer...

8.6.02 A contract is an agreement between two or more parties that cre-
ates enforceable rights and obligations. Contracts may be written, oral, or im-
plied by an entity's customary business practices. The practices and processes
for establishing contracts with customers vary across legal jurisdictions, indus-
tries, and entities. In accordance with FASB ASC 606-10-25-2, higher education
institutions (institutions) will need to consider such practices and processes
(including those related to the admission and registration of students) in de-
termining whether and when an agreement with a student creates enforceable
rights and obligations between the institution and the student. In certain cir-
cumstances, it may be appropriate for an institution to consult with its legal
counsel in making this determination.

8.6.03 Institutions will also need to consider the guidance in FASB ASC
606-10-25-4, which states that "a contract does not exist if each party to the con-
tract has the unilateral enforceable right to terminate a wholly unperformed
contract without compensating the other party (or parties)." FASB ASC 606-
10-25-4 also states that a contract is considered "wholly unperformed if both of
the following criteria are met:

a. The entity has not yet transferred any promised goods or services
to the customer.

b. The entity has not yet received, and is not yet entitled to receive,
any consideration in exchange for the promised goods or services."

8.6.04 In evaluating whether a contract is wholly unperformed, institu-
tions will need to consider whether consideration has been received from or

AAG-REV 8.6.01 ©2019, AICPA



Not-for-Profit Entities 461
on behalf of the student (for example, a nonrefundable enrollment or hous-
ing deposit); the institution is entitled to receive consideration in exchange for
promised services; or the institution has started to perform services. If any of
these have occurred, the contract would not be considered wholly unperformed.

8.6.05 An institution may receive a nonrefundable deposit from a poten-
tial student to secure a spot for enrollment or housing. FASB ASC 606-10-55-46
states that "upon receipt of a prepayment from a customer, an entity should
recognize a contract liability in the amount of the prepayment for its perfor-
mance obligation to transfer, or to stand ready to transfer, goods or services in
the future." FASB ASC 606-10-55-47 also states that "a customer's nonrefund-
able prepayment to an entity gives the customer a right to receive a good or ser-
vice in the future..." FinREC believes that in cases in which a student pays the
institution a nonrefundable deposit to secure a spot for enrollment or housing,
this generally gives the student the right to receive the instruction or hous-
ing, as applicable, and obliges the institution to stand ready to provide such
instruction or housing, as applicable. Students may not, in fact, enroll in the
institution or move in to campus housing, and, as a consequence, the associ-
ated nonrefundable deposit will be forfeited. FASB ASC 606-10-55-48 provides
that if an entity expects to be entitled to a breakage amount in a contract lia-
bility, the entity should recognize the expected breakage amount as revenue in
proportion to the pattern of rights exercised by the customer. Because whether
a student actually enrolls or moves into housing are binary events (that is,
the student either exercises his or her right or not), and if there are no other
rights being exercised by the student, FinREC believes the institution would
not record breakage until the student's right to enroll or be provided housing
expires.

Collectibility
8.6.06 One of the criteria included in FASB ASC 606-10-25-1 that must

be met in order to conclude that a contract exists is an explicit collectibility
threshold. In accordance with FASB ASC 606-10-25-1e, an institution will need
to determine that it is probable it will collect the tuition and housing charges
it will be entitled to in exchange for providing the instruction and housing to
students for a contract to exist. FASB ASC 606-10-25-1e also states that "in
evaluating whether collectibility of the amount of consideration is probable,
an entity shall consider only the customer's ability and intention to pay that
amount of consideration when it is due." FinREC believes that assessing the
customer's ability to pay would incorporate expected payments from parties in
addition to the student and his or her parents, where applicable (for example,
financial aid packages that combine aid from a variety of sources — federal,
state, local, and so on) for a total combined collectibility assessment made by
the institution.

8.6.07 FASB ASC 606-10-25-1e further states that "the amount of consid-
eration to which the entity will be entitled may be less than the price stated
in the contract if the consideration is variable because the entity may offer the
customer a price concession."

8.6.08 Expected price concessions (see paragraph 8.6.41 for more discus-
sion) would result in a lower transaction price. Collectibility would then be eval-
uated based on the lower amount.

8.6.09 If an institution concludes that collectibility from a student or oth-
ers paying on the student's behalf is not probable based on historical experience
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with that student or based on other factors, in accordance with FASB ASC 606-
10-25-1e, the institution would conclude that there is not yet a contract and
would not recognize revenue until the facts and circumstances change such
that there is a contract or the conditions for recognizing revenue when there is
no contract (as discussed in FASB ASC 606-10-25-7) are satisfied. In accordance
with FASB ASC 606-10-25-6, an entity would need to continually reassess the
collectibility threshold. If facts and circumstances subsequently change such
that the criteria of FASB ASC 606-10-25-1e are subsequently met (for exam-
ple, sufficient consideration is received from such student or other party paying
on the student's behalf, or additional information about the credit-worthiness
of the student is obtained such that it becomes probable that the institution
will collect the amount it expects to be entitled to), the institution would begin
applying the revenue model.

8.6.10 FASB ASC 606-10-25-5 states that "if a contract with a customer
meets the criteria in FASB ASC 606-10-25-1 at contract inception, an entity
shall not reassess those criteria unless there is an indication of a significant
change in facts or circumstances." For example, if a student's intention or abil-
ity to pay the consideration deteriorates significantly, in accordance with FASB
ASC 606, an institution would reassess whether it is probable that the insti-
tution will collect the consideration to which it will be entitled in exchange for
the remaining services that will be transferred to the student. If collection is no
longer probable, the institution would no longer apply the revenue recognition
model and would cease to recognize further revenue, including any relating to
partial consideration received, until the facts and circumstances change such
that collectibility again becomes probable or either of the events in FASB ASC
606-10-25-7 is met. FASB ASC 606-10-25-7 states the following:

When a contract with a customer does not meet the criteria in para-
graph 606-10-25-1 and an entity receives consideration from the cus-
tomer, the entity shall recognize the consideration received as revenue
only when either of the following events has occurred:

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

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

c. The entity has transferred control of the goods or ser-
vices to which the consideration that has been received re-
lates, the entity has stopped transferring goods or services
to the customer (if applicable) and has no obligation un-
der the contract to transfer additional goods or services,
and the consideration received from the customer is non-
refundable.

8.6.11 As clarified in BC 34 of FASB Accounting Standards Update (ASU)
No. 2014-09, Revenue from Contracts with Customers (Topic 606), because the
reassessment would relate only to the remaining services, institutions would
not include in the reassessment (and, therefore, would not reverse) any receiv-
ables, revenue, or contract assets already recognized. Institutions would, how-
ever, assess the contract assets and receivables for potential impairment in
accordance with FASB ASC 310, Receivables.
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Combination of Contracts
8.6.12 Institutions will need to determine if tuition and housing (or any

other contracts entered into with the student) are contracted for together in a
single contract or if in separate contracts, whether such contracts need to be
combined for purposes of applying FASB ASC 606. FASB ASC 606-10-25-9 ex-
plains that an entity should combine two or more contracts entered into at or
near the same time with the same customer and account for the contracts as
a single contract if one or more of the stated criteria are met. Specifically, if
the contracts are negotiated as a package with a single commercial objective,
the amount of consideration to be paid in one contract depends on the price or
performance of the other contract, or if the services promised in the contracts
are a single performance obligation, then the institution would combine the
contracts. When making the determination of whether to combine contracts for
tuition and housing, an entity would need to consider whether a discount (for
example, financial aid) has been provided in a bundled arrangement (see para-
graph 8.6.26 for further discussion on discounts). If none of the stated criteria
are met, an institution would treat the contracts as separate contracts and fol-
low the guidance in FASB ASC 606 for each separate contract.

Portfolio Approach
8.6.13 FASB ASC 606 is generally applied to an individual contract with

a customer. FASB ASC 606-10-10-4 states the following:

However, as a practical expedient, an entity may apply this guidance
to a portfolio of contracts (or performance obligations) with similar
characteristics if the entity reasonably expects that the effects on the
financial statements of applying this guidance to the portfolio would
not differ materially from applying the guidance in Topic 606 to the
individual contracts (or performance obligations) within that portfo-
lio. When accounting for a portfolio, an entity shall use estimates and
assumptions that reflect the size and composition of the portfolio.

8.6.14 Institutions will need to consider the cost versus benefits of the
portfolio approach as they apply the revenue recognition model. For exam-
ple, institutions may consider whether the benefit to applying the portfolio ap-
proach to assess collectibility in step 1 or to estimate refunds in step 3 is more
practical than applying the guidance in FASB ASC 606 on an individual con-
tract basis. Although the portfolio approach may be more cost effective than
applying FASB ASC 606 on an individual contract basis, FASB ASC 606 pro-
vides no specific guidance on how an entity should assess whether the results of
a portfolio approach would differ materially from application on a contract-by-
contract basis. FASB does indicate in BC 69 of ASU No. 2014-09 that it did not
intend for an entity to quantitatively evaluate each outcome and, instead, the
entity should be able to take a reasonable approach to determine the portfolios
that would be appropriate for its types of contracts.

Step 2: Identify the Performance Obligations

Performance Obligations
8.6.15 Institutions will need to determine whether tuition and housing

are distinct services promised by the institution or whether they need to be
combined.

8.6.16 FASB ASC 606-10-05-4b states the following:

©2019, AICPA AAG-REV 8.6.16



464 Revenue Recognition

A contract includes promises to transfer goods or services to a cus-
tomer. If those goods or services are distinct, the promises are perfor-
mance obligations and are accounted for separately. A good or service
is distinct if the customer can benefit from the service on its own or to-
gether with other resources that are readily available to the customer
and the entity's promise to transfer the good or service to the customer
is separately identifiable from other promises in the contract.

8.6.17 When assessing whether promised goods or services are separately
identifiable under FASB ASC 606, the objective is to determine whether the
nature of the entity's overall promise in the contract is to transfer (a) each of
those separate goods or services or (b) a combined item (or items) to which the
promised goods or services are inputs. FASB ASC 606-10-25-21 provides factors
to consider when assessing whether two or more promises to transfer goods or
services to a customer are or are not separately identifiable.

8.6.18 If tuition and housing are included in a single contract or sepa-
rate contracts, which are combined in accordance with FASB ASC 606-10-25-
9, institutions will need to consider the promises included in the contract (or
combined contracts) entered into with students and whether the promises are
performance obligations, which need to be accounted for separately.

8.6.19 FinREC believes that, in most cases, tuition and housing are dis-
tinct services and, therefore, separate performance obligations.

Step 3: Determine the Transaction Price

Transaction Price
8.6.20 Institutions will need to consider the guidance in paragraphs 2–32

of FASB ASC 606-10-32 to determine the amount that will need to be included
in the measurement of tuition and housing revenues.

8.6.21 FASB ASC 606-10-32-2 states the following:

An entity shall consider the terms of the contract and the customary
business practices to determine the transaction price. The transac-
tion price is the amount of consideration to which an entity expects
to be entitled in exchange for transferring promised goods or services
to a customer, excluding amounts collected on behalf of third parties.
The consideration promised in a contract with a customer may include
fixed amounts, variable amounts, or both.

8.6.22 In determining the transaction price(s) in accordance with FASB
ASC 606-10-32-2, institutions should include all the consideration it expects to
be entitled to for the student's tuition and housing. Certain institutions may of-
fer students different tuition and housing rates based on the category of student
(for example, seniors, veterans, first responders, in-state vs. out of state, and so
on). As such, the contract price may differ by student and would be based on the
individual contract entered into by each student. BC 187 of ASU No. 2014-09
also indicates that amounts to which the entity has rights under the present
contract can be paid by any party (that is, not only by the customer). Therefore,
the consideration may be paid by the student or by other parties paying on be-
half of the student (for example, parent, employer, federal or state governments
or other external organizations through student aid awarded specifically to the
student by such organizations, and so on).
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8.6.23 Institutions will need to determine a transaction price based on

each contract identified. If separate contracts are identified by the institution
for housing and tuition, separate transaction prices would be determined for
each contract. Conversely, if a combined or single contract exists, one transac-
tion price would be determined (and allocated to the identified separate perfor-
mance obligations in step 4).

Consideration Payable to the Customer
8.6.24 FASB ASC 606-10-32-3 states that "the nature, timing, and amount

of consideration promised by a customer affect the estimate of the transaction
price." When determining the transaction price, FASB ASC 606-10-32-3e ex-
plains that one item to consider is the effect of consideration payable to the
customer.

8.6.25 FASB ASC 606-10-32-25 states the following:

Consideration payable to a customer includes cash amounts that an
entity pays, or expects to pay, to the customer (or to the other parties
that purchase the entity's goods or services from the customer). Con-
sideration payable to a customer also includes credits or other items
(for example, a coupon or voucher) that can be applied against amounts
owed to the entity (or to other parties that purchased the entity's goods
or services from the customer). An entity shall account for considera-
tion payable to a customer as a reduction of the transaction price and,
therefore, of revenue, unless the payment to the customer is in ex-
change for a distinct good or service that the customer transfers to the
entity.

8.6.26 Institutions often provide reductions in amounts charged for tu-
ition and housing (for example, financial aid awarded to the student by the
institution may be applied to tuition or housing charges). Institutions will need
to evaluate whether such reductions are provided partially or fully in exchange
for a distinct good or service. In some cases, such reductions are given in ex-
change for distinct goods or services provided to the institution, for example, as
part of a compensation package (such as tuition remission provided to employ-
ees or work-study aid provided to students). Per FASB ASC 958-720-25-7, such
reductions are reported as expenses and per FASB ASC 958-720-45-23, such
expenses would be reported in the same functional classification in which the
cost of the goods or services provided to the institution is reported.

8.6.27 Alternatively, reductions in amounts charged for housing or tuition
provided by an institution may be provided other than in exchange for a distinct
good or service provided directly to the institution. For example, a college may
award a scholarship to a student enrolled at the college. In these instances, in
accordance with FASB ASC 606-10-32-25, such reductions would be accounted
for as a reduction of the transaction price and, therefore, of revenue.

8.6.28 FASB ASC 606-10-32-27 states that

if consideration payable to a customer is accounted for as a reduction
of the transaction price, an entity shall recognize the reduction in rev-
enue when (or as) the later of either of the following events occurs:

a. The entity recognizes the revenue for the transfer of the
related goods or services to the customer.

b. The entity pays or promises to pay the consideration (even
if the payment is conditional on a future event). That
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promise might be implied by the entity's customary busi-
ness practice.

8.6.29 Generally, reductions in amounts charged for housing or tuition are
known and agreed to by the institution and the student prior to the recognition
of revenue. Therefore, FinREC believes that such reductions would generally
be recognized as the institution recognizes the revenue.

8.6.30 FASB ASC 606-10-32-26 states the following:

...If the amount of consideration payable to a customer exceeds the fair
value of the distinct good or service, then the entity shall account for
such an excess as a reduction of the transaction price. If the entity can-
not reasonably estimate the fair value of the good or service received
from the customer, it shall account for all of the consideration payable
to the customer as a reduction of the transaction price.

8.6.31 If the reduction in amounts charged for housing or tuition is pro-
vided partially in exchange for a distinct good or service, the excess would be
accounted for in accordance with FASB ASC 606-10-32-26.

Right to Withdraw
8.6.32 FASB ASC 606-10-32-5 states that "if the consideration promised

in a contract includes a variable amount, an entity shall estimate the amount
of consideration to which the entity will be entitled in exchange for transferring
the promised goods or services to a customer." FASB ASC 606-10-32-6 further
states that "an amount of consideration can vary because of discounts, rebates,
refunds, credits, price concessions, incentives, performance bonuses, penalties,
or other similar items."

8.6.33 Institutions may provide a stated period of time during which stu-
dents may withdraw from classes without further (or reduced) financial obliga-
tion (beyond any nonrefundable deposits), which may result in a full or partial
refund in those cases in which consideration has been received in advance.

8.6.34 In accordance with FASB ASC 606-10-32-10, if the institution re-
ceives consideration from a student and expects to refund some or all of that
consideration to the student, this type of consideration is a form of variable
consideration. As a result, the institution would need to recognize a refund lia-
bility. The refund liability is measured at the amount of consideration received
(or receivable) for which the institution does not expect to be entitled (that is,
amounts not included in the transaction price).

8.6.35 In accordance with FASB ASC 606-10-32-8, an entity should esti-
mate the amount of variable consideration using one of two methods: the "ex-
pected value" or the "most likely amount" method. As discussed in FASB ASC
606-10-32-8a, the "expected value" method, which is the sum of probability-
weighted amounts in a range of possible consideration amounts, may provide
an appropriate estimate of the amount of variable consideration if the entity
has a large number of contracts with similar characteristics.

8.6.36 Institutions may find it impractical to estimate the refund liability
at an individual contract level when it is not known whether a specific student
will withdraw. However, the entity may have evidence of withdrawals on a port-
folio level. In accordance with the discussion at the July 2015 TRG meeting on
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the portfolio practical expedient, institutions are required to consider all infor-
mation that is reasonably available to the entity to estimate the refund liability,
whether the guidance in FASB ASC 606 is applied on a portfolio or contract by
contract basis.

8.6.37 In accordance with FASB ASC 606-10-32-11, "an entity shall in-
clude in the transaction price some or all of the amount of variable consider-
ation estimated in accordance with ASC 606-10-32-8 only to the extent that
it is probable that a significant reversal in the amount of cumulative revenue
recognized will not occur when the uncertainty associated with the variable
consideration is subsequently resolved." The institution should consider the
factors provided in FASB ASC 606-10-32-12 to assess the likelihood and mag-
nitude of a revenue reversal. For example, although the withdrawals are out-
side the institution's influence, if the institution has significant predictive ex-
perience in estimating withdrawals and the uncertainty regarding a student's
withdrawal will be resolved in a short time frame, FinREC believes that these
circumstances indicate that a significant reversal in the cumulative amount of
revenue recognized may not be expected. As such, FinREC believes it would be
appropriate in this instance to include the institution's estimate of withdrawals
in the transaction price.

8.6.38 In accordance with FASB ASC 606-10-55-26, institutions would
need to update the measurement of the refund liability at the end of each re-
porting period for changes in expectations about the amount of refunds and
recognize corresponding adjustments as revenue (or reductions of revenue).

Impact of Collectibility to the Measurement of Revenue
8.6.39 Although collectibility is considered in step 1 of the revenue recog-

nition model, it is not considered when determining the transaction price in
step 3. As explained in BC 261 of ASU No. 2014-09, revenue should be recog-
nized at the amount to which the entity expects to be entitled, which would not
reflect any adjustments for amounts that the entity might not be able to collect
from the customer.

8.6.40 As such, under step 3 of the revenue recognition model, the transac-
tion price is not adjusted to reflect the effects of a customer's credit risk, except
for contracts with a significant financing component, as discussed in FASB ASC
606-10-32-19, that would use a rate that reflects the credit characteristics of the
party receiving financing. Institutions would, however, need to separately as-
sess contract assets and receivables for impairment (bad debt) and present and
disclose such assets in accordance with FASB ASC 310.

8.6.41 Judgment will be required in evaluating whether the likelihood
that an institution will not receive the full amount of stated consideration gives
rise to a collectibility issue or a price concession. In many cases, the institution
may have chosen to accept the risk of default by the student of the contrac-
tually agreed-upon consideration (customer credit risk). However, there may
be instances in which an institution has a history of providing price conces-
sions to students. In accordance with paragraphs 6–7 of FASB ASC 606-10-32,
if an entity provides a price concession, the consideration would be considered
variable consideration. Consequently, institutions will need to determine the
transaction price in step 3 of the model, including any price concessions, before
concluding on the collectibility criterion in step 1 of the model.
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Step 4: Allocate the Transaction Price to the Performance
Obligations in the Contract

Allocating Transaction Price to Performance Obligations
8.6.42 If tuition and housing are included in a single contract or combined

contracts (as discussed in paragraph 8.6.12), institutions will need to consider
the guidance in FASB ASC 606 with respect to allocating the transaction price
to the performance obligations in the contract. The following analysis in sub-
sequent paragraphs assumes tuition and housing are separate performance
obligations.

8.6.43 As discussed in FASB ASC 606-10-32-28, the transaction price is al-
located to each performance obligation (or distinct good or service) in an amount
that depicts the amount of consideration to which the entity expects to be en-
titled in exchange for transferring the promised goods or services to the cus-
tomer. FASB ASC 606-10-32-29 indicates that the transaction price should be
allocated to each performance obligation identified in the contract on a relative
standalone selling price basis.

8.6.44 FASB ASC 606-10-32-32 further states the following:

The standalone selling price is the price at which an entity would sell
a promised good or service separately to a customer. The best evidence
of a standalone selling price is the observable price of a good or ser-
vice when the entity sells that good or service separately in similar
circumstances and to similar customers. A contractually stated price
or a list price for a good or service may be (but is not presumed to be)
the standalone selling price of that good or service.

8.6.45 Regarding tuition and housing, institutions may sell tuition sepa-
rately (for example, to commuter students), but rarely would they sell housing
separately to a student not also enrolled in classes. As such, although the stan-
dalone selling price for tuition may be observable, this may not be the case for
housing. Institutions may consider other similar housing prices to estimate the
selling price. Paragraphs 33–35 of FASB ASC 606-10-32 provide guidance on
estimating the standalone selling price when it is not observable.

8.6.46 When determining the transaction price, institutions will also need
to consider whether any reductions in amounts charged for tuition and housing
(for example, financial aid awarded to the student) applies to tuition, housing,
or both.

Step 5: Recognize Revenue When (or as) the Entity Satisfies a
Performance Obligation

Recognizing Revenue
8.6.47 Under FASB ASC 606-10-25-23, "an entity shall recognize revenue

when (or as) the entity satisfies a performance obligation by transferring a
promised good or service (that is, an asset) to a customer."

8.6.48 As explained in FASB ASC 606-10-25-24, for each performance obli-
gation identified, an entity needs to determine whether it satisfies the perfor-
mance obligation over time or at a point in time. FASB ASC 606-10-25-27 pro-
vides criteria, one of which would need to be met, in order for revenue to be
recognized over time. For example, FASB ASC 606-10-25-27a explains that if a
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customer simultaneously receives and consumes the benefits provided by the
entity's performance as the entity performs, the entity transfers control of the
good or service over time and, therefore, satisfies a performance obligation and
recognizes revenue over time. Paragraphs 4–5 of FASB ASC 606-10-55 provide
further guidance on this consideration.

8.6.49 FinREC believes that generally, students simultaneously receive
and consume all of the benefits provided by the institution's performance be-
cause the institution provides instruction or housing to the students through-
out the academic period, and it would be appropriate for institutions to recog-
nize tuition and housing revenues over time in these circumstances.

8.6.50 FASB ASC 606-10-55-46 states that "an entity should derecognize
the contract liability related to a nonrefundable prepayment from a customer
(and recognize revenue) when it transfers those goods or services and, therefore,
satisfies its performance obligation."

8.6.51 Students may not, in fact, enroll in the institution or move in to
campus housing and, as a consequence, the associated nonrefundable deposit
will be forfeited. FASB ASC 606-10-55-48 provides that if an entity expects to
be entitled to a breakage amount in a contract liability, the entity should rec-
ognize the expected breakage amount as revenue in proportion to the pattern
of rights exercised by the customer. Because actually enrolling or moving into
housing are binary events (that is, the student either exercises his or her right
or not) and the student is not exercising any other rights, FinREC believes the
institution would not record breakage until the student's right to enroll or be
provided housing expires.

Measuring Progress Over Time
8.6.52 An institution should consider the guidance in paragraphs 31–37

of FASB ASC 606-10-25 to determine how to measure progress towards com-
pletion of the performance obligation. FASB ASC 606-10-25-31 states the fol-
lowing:

For each performance obligation satisfied over time in accordance with
paragraphs 606-10-25-27 through 25-29, an entity shall recognize rev-
enue over time by measuring the progress toward complete satisfac-
tion of that performance obligation. The objective when measuring
progress is to depict an entity's performance in transferring control
of goods or services promised to a customer (that is, the satisfaction of
any entity's performance obligation).

8.6.53 FASB ASC 606-10-25-33 explains that appropriate methods of mea-
suring progress include output methods and input methods and further states
that in determining the appropriate method for measuring progress, an entity
shall consider the nature of the good or service that the entity promised to
transfer to the customer.

8.6.54 As further explained in FASB ASC 606-10-55-17, output methods
recognize revenue on the basis of direct measurements of the value to the cus-
tomer of the goods or services transferred to date relative to the remaining
goods or services promised under the contract. FASB ASC 606-10-55-19 also
states that the outputs used to measure progress may not be directly observ-
able and the information required to apply them may not be available to the
entity without undue cost and, therefore, an input method may be necessary.
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8.6.55 As explained in FASB ASC 606-10-55-20, input methods recognize
revenue on the basis of the entity's efforts or inputs to the satisfaction of a
performance obligation relative to the total expected inputs to the satisfaction
of the performance obligation. Inputs may include resources consumed, labor
hours expended, costs incurred, or time elapsed. FASB ASC 606-10-55-20 also
states that if the entity's efforts or inputs are expended evenly throughout the
performance period, it may be appropriate for the entity to recognize revenue
on a straight-line basis.

8.6.56 Institutions will need to consider which method would be most ap-
propriate for measuring progress if tuition and housing revenues are recog-
nized over time. Instruction and housing services are generally provided rat-
ably over the academic period. Therefore, FinREC believes it would be appro-
priate for institutions to recognize revenue ratably over the academic period
based on time elapsed.

Presentation of Contracts in the Financial Statements

Statement of Financial Position
8.6.57 FASB ASC 606-10-45-1 states that "when either party to a contract

has performed, an entity shall present the contract in the statement of financial
position as a contract asset or a contract liability, depending on the relationship
between the entity's performance and the customer's payment."

8.6.58 As stated in FASB ASC 606-10-45-3, "a contract asset is an en-
tity's right to consideration in exchange for goods or services that the entity
has transferred to a customer." FASB ASC 606-10-45-2 defines a contract lia-
bility as "an entity's obligation to transfer goods or services to a customer for
which the entity has received consideration (or an amount of consideration is
due) from the customer."

8.6.59 FASB ASC 606-10-45-1 also states that "an entity shall present
any unconditional rights to consideration separately as a receivable." FASB
ASC 606-10-45-4 further states that "a right to consideration is unconditional
if only the passage of time is required before payment of that consideration is
due."

8.6.60 FASB ASC 606-10-45-5 states the following:
This guidance uses the terms contract asset and contract liability, but
does not prohibit an entity from using alternative terms in the state-
ment of financial position for those items. If an entity uses an alterna-
tive description for a contract asset, the entity shall provide sufficient
information for a user of the financial statements to distinguish be-
tween receivables and contract assets.

8.6.61 Presentation of advanced cash payments and receivables. In accor-
dance with FASB ASC 606-10-45-2, if a student pays consideration (or pay-
ments are received on their behalf) or an entity has the right to an amount
of consideration that is unconditional (that is, a receivable) under a contract
before the institution has provided the service to the student, the institution
would present the consideration received (or receivable) as a contract liabil-
ity when the payment is made or the entity has an unconditional right to the
consideration.

8.6.62 Presentation of amounts due prior to provision of service. Exam-
ple 38, Case B in paragraphs 285–286 of FASB ASC 606-10-55 illustrates the
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guidance in FASB ASC 606 on the presentation of contract balances for a non-
cancellable contract. This example suggests that an entity should recognize a
receivable (and a corresponding contract liability) when the contract becomes
non-cancellable because the entity has an unconditional right to the consider-
ation.

8.6.63 Institutions will need to consider the rights and obligations in-
cluded in enrollment contracts to determine whether, and at what point, the
contract is non-cancellable. For example, many institutions provide a period
during which students may withdraw from classes without further (or reduced)
financial obligation.

8.6.64 Presentation of entity's rights to consideration based on provision of
goods or services. In accordance with FASB ASC 606-10-45-3, if the institution
provides the tuition or housing services before the customer pays or before the
entity has an unconditional right to the consideration, FinREC believes it is
appropriate to recognize a contract asset for the services provided, excluding
any amounts presented as a receivable (see preceding text).

8.6.65 Consideration of impairment of contract assets and receivables. In
accordance with paragraphs 3–4 of FASB ASC 606-10-45, impairment of a con-
tract asset or receivable should be measured, presented, and disclosed in accor-
dance with FASB ASC 310. As stated in FASB ASC 606-10-45-4, "upon initial
recognition of a receivable from a contract with a customer, any difference be-
tween the measurement of the receivable in accordance with Topic 310 and the
corresponding amount of revenue recognized under FASB ASC 606 shall be
presented as an expense (for example, as an impairment loss)."

8.6.66 Presentation of Refund Liability. As discussed in paragraph 8.6.34,
an institution might also be required to present a refund liability to reflect the
amount of consideration received for which the institution does not expect to
be entitled.

Statement of Activities
8.6.67 Because FASB ASC 606 prescribes that revenue is recognized based

on the transaction price (net of any reductions or consideration payable to cus-
tomer), presenting the gross amount as revenue is not allowed under FASB ASC
606. However, FASB ASC 606 neither prescribes nor prohibits presentation of
the reductions (for example, financial aid or scholarships) in the financial state-
ments. FinREC believes it is acceptable for institutions to disclose the amount
of reductions incorporated in the revenue line either parenthetically on the face
of the statement of activities or in the notes to the financial statements.

Disclosures
8.6.68 Institutions should consider the specific disclosure requirements

included in FASB ASC 606-10-50 as they prepare the notes to the financial
statements as they relate to tuition and housing revenues.

8.6.69 The following examples are meant to be illustrative, and the deter-
mination of how to account for tuition revenue should be based on the facts and
circumstances of an entity's specific situation. In this example, the student is a
commuter student (that is, contracts with the institution to provide instruction
only).
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Example 8-6-1 — Student Pays Tuition Bill After Entity Performs

In this example, a higher education institution has a fiscal year end that oc-
curs during the semester. The student receives an offer to enroll at the insti-
tution. A nonrefundable deposit of $1,000 is required upon acceptance of the
institution's offer to enroll. The student accepts the enrollment offer and pays
the nonrefundable deposit. At this time, the institution determines that a con-
tract is in place in accordance with FASB ASC 606. A bill for $9,000 (remaining
tuition balance) is generated by the institution and sent to the student upon
enrollment. Payment of the bill is due two weeks prior to the start of classes.
The student pays the bill after classes have already begun. The semester spans
100 days. Students are eligible to receive a refund ranging from full to partial
tuition paid (based on the number of classes they drop) within the first two
weeks after classes have begun, excluding the nonrefundable portion. The stu-
dent in this example withdraws from one class (with a tuition charge of $900)
within the two-week grace period. The institution has decided that it will ap-
ply a portfolio approach for calculating refund liabilities. In this case, it has
been determined that using this approach would not produce a result that ma-
terially differs from determining refunds on a contract-by-contract basis. The
institution calculates a refund estimate of 10 percent of tuition (excluding the
nonrefundable deposit).

The following presents the journal entries made by the institution to reflect the
preceding:

a. Student pays nonrefundable enrollment deposit of $1,000 prior to
enrollment.

DR. Cash $1,000

CR. Contract Liability (Deferred
Revenue)

$1,000

[As the student ultimately enrolls, the deposit will be included in the trans-
action price and revenue recognized as the institution performs (for example,
ratably over the 100-day semester.]

b. Student enrolls. Bill is sent to student for $9,000 balance of tuition.
No entry because revenue recognition has not yet commenced and
the institution does not yet have an unconditional right to consid-
eration given the 2-week cancellation (withdrawal) period.

c. Bill is due 2 weeks prior to first day of class.
No entry because the student has the right to cancel the contract
(withdraw) through the first 2 weeks of classes.

d. Institution provides the first day of class (the student has made no
payment other than the enrollment deposit).

DR. Contract Liability (Deferred Revenue) $91

CR. Revenue $91

[The institution adjusts the transaction price based on its estimate of refunds
(using the expected value method, determined using a portfolio approach).]

[Revenue is recognized ratably over the 100-day semester ($91.00 = $10,000
revenue/100 days less refund estimate [$9,000/100 × 10% refund estimate])]

[This entry is repeated each day for the nine days remaining in the with-
drawal period.]
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e. At the end of day 1, student partially withdraws by dropping a class,

and tuition is reduced by $900. Balance of tuition bill is reduced to
$8,100.
[Because no consideration was received (other than the nonrefund-
able deposit), no funds are returned.]

f. End of institution's reporting period:

DR./CR. Contract Liability (Deferred Revenue) – 0 –

DR./CR. Revenue – 0 –

[The institution would update its estimate of the transaction price using the
portfolio approach at each reporting period until the withdrawal period ends.
In this example, the reporting period ends after week 1 of classes. In this
example, the actual reduction in tuition for the period ($900) equals the allo-
cated portion of the refund estimate under the portfolio approach ($9,000 ×
10%); therefore, no entry at the end of the reporting period is needed in this
example.]

g. After end of week 2, withdrawal period has ended.

DR. Receivable $8,100

CR. Contract Liability (Deferred
Revenue)

$8,100

[The receivable for the student is recorded for the unpaid tuition balance (net
of withdrawal), with an offsetting contract liability, because the contract is
now non-cancellable.]

h. Throughout remainder of semester (90 days):

DR. Contract Liability (Deferred Revenue) $8,190

CR. Revenue $8,190

[Continue to recognize revenue ratably over the semester and reduce con-
tract liability.]

[Revenue is recognized ratably over the 100-day semester ($91 per day × 90
days remaining)]

i. Student pays.

DR. Cash $8,100

CR. Receivable $8,100

Example 8-6-2 — Student Pays Tuition Bill Before Entity Performs

In this example, assume the same facts as in example 8-6-1, except that the
student pays the tuition bill prior to the start of classes.

a. Student pays nonrefundable enrollment deposit of $1,000 prior to
enrollment.

DR. Cash $1,000

CR. Contract Liability (Deferred
Revenue)

$1,000
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[As the student ultimately enrolls, the deposit will be included in the trans-
action price and revenue recognized as the institution performs (for example,
ratably over the 100-day semester).]

b. Student enrolls. Bill is sent to student for $9,000 balance of tuition.
No entry because revenue recognition has not yet commenced and
the institution does not yet have an unconditional right to consid-
eration given the 2-week cancellation (withdrawal) period.

c. Student pays tuition bill.

DR. Cash $9,000

CR. Contract Liability (Deferred
Revenue)

$9,000

d. Institution recognizes refund liability.

DR. Contract Liability $900

CR. Refund Liability $900

[Refund liability is estimated using the expected value method, determined
using a portfolio approach. $900 represents the applicable refund estimate
per student ($9,000 potentially refundable × 10% refund estimate)]

e. Institution provides the first day of class.

DR. Contract Liability $91

CR. Revenue $91

[Continue to recognize revenue ratably over the semester and adjust contract
liability and refund liability. ($91 = $10,000 revenue/100 days less refund
estimate ($9,000/100 × 10% refund estimate))]

[This entry is repeated each day for the 9 days remaining in the withdrawal
period.]

f. At the end of day 1, student partially withdraws by dropping a class,
and tuition is reduced by $900.

DR. Refund Liability $900

CR. Cash $900

[In this example, the actual refund for this particular student equals the allo-
cated portion of the refund liability calculated under the portfolio approach.
If this were not the case, the institution would update its refund estimate.]

g. Throughout remainder of semester (90 days):

DR. Contract Liability $8,190

CR. Revenue $8,190

[Continue to recognize revenue ratably over the semester and reduce con-
tract liability.]

[Revenue is recognized ratably over the 100-day semester ($91 × 90 days)]
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Not-for-Profit Subscriptions and Membership Dues
This Accounting Implementation Issue Is Relevant for Application of FASB ASC
606 to Not-for-Profit Subscriptions and Membership Dues.

Distinguishing Contributions From Other Transactions — Exchange
Transactions

8.6.70 The FASB ASC master glossary defines exchange transaction and
contribution as follows:

exchange. An exchange (or exchange transaction) is a reciprocal
transfer between two entities that results in one of the entities ac-
quiring assets or services or satisfying liabilities by surrendering
other assets or services or incurring other obligations.

contribution. An unconditional transfer of cash or other assets, as
well as unconditional promises to give, to an entity or a reduction,
settlement, or cancellation of its liabilities in a voluntary nonre-
ciprocal transfer by another entity acting other than as an owner.
Those characteristics distinguish contributions from:

a. Exchange transactions, which are reciprocal transfers in
which each party receives and sacrifices approximately
commensurate value

b. Investments by owners and distributions to owners, which
are nonreciprocal transfers between an entity and its
owners

c. Other nonreciprocal transfers, such as impositions of taxes
or legal judgments, fines, and thefts, which are not volun-
tary transfers.

In a contribution transaction, the resource provider often receives
value indirectly by providing a societal benefit although that ben-
efit is not considered to be of commensurate value. In an exchange
transaction, the potential public benefits are secondary to the po-
tential direct benefits to the resource provider. The term contribu-
tion revenue is used to apply to transactions that are part of the
entity's ongoing major or central activities (revenues) or are periph-
eral or incidental to the entity (gains).

Note that the definition for contribution is in accordance with FASB ASU
No. 2018-08, Not-for-Profit Entities (Topic 958): Clarifying the Scope and the
Accounting Guidance for Contributions Received and Contributions Made. This
ASU was issued in June 2018, with an effective date that is aligned with FASB
ASU No. 2014-09, as amended by FASB ASU No. 2015-14, Revenue from Con-
tracts with Customers (Topic 606): Deferral of the Effective Date.

8.6.71 Therefore, a contribution differs from an exchange transaction be-
cause an exchange transaction is a reciprocal transfer in which each party re-
ceives and sacrifices something of approximately commensurate value.

Membership Dues
8.6.72 Paragraphs 9–12 of FASB ASC 958-605-55 discuss NFPs that re-

ceive dues from their members. This paragraph and the following paragraph
and table reproduce that guidance. The term "members" is used broadly by
some NFPs to refer to their donors and by other NFPs to refer to individu-
als or other entities that pay dues in exchange for a defined set of benefits.

©2019, AICPA AAG-REV 8.6.72



476 Revenue Recognition

These transfers often have elements of both a contribution and an exchange
transaction because members receive tangible or intangible benefits from their
membership in the NFP. For example, the exchange portion of member benefits
may include a journal subscription, discounted or free continuing professional
education (CPE) classes, conferences and seminars, discounted or free tickets
to seats at performing arts events, discounted services, access to locked website
contents or a library, networking opportunities, or career qualifications. When
membership dues carry traits of both contributions and exchange components,
they should be bifurcated as required in FASB ASC 606-10-15-4 (see the "Bi-
furcation of Transactions Between Contribution and Exchange Components"
section in paragraphs 8.7.02–8.7.06, for additional discussion on bifurcation).
Usually, the determination of whether membership dues are contributions rests
on whether the value received by the member is commensurate with the dues
paid. For example, if an NFP has annual dues of $100 and the only benefit mem-
bers receive is a monthly newsletter with a fair value of $25, $25 of the dues
are received in an exchange transaction and $75 of the dues are a contribution.

8.6.73 Member benefits generally have value regardless of how often (or
whether) the benefits are used. For example, most would agree that a health
club membership is an exchange transaction, even if the member stops using
the facilities before the completion of the membership period. It may be difficult,
however, to measure the benefits members receive and to determine whether
the value of those benefits is approximately commensurate to the dues paid by
the members.

8.6.74 Table 8-1 contains the list of indicators from FASB ASC 958-605-55-
12 that may be helpful in determining whether memberships are contributions,
exchange transactions, or a combination of both. Depending on the facts and
circumstances, some indicators may be more significant than others; however,
no single indicator is determinative of the classification of a particular trans-
action. Indicators of a contribution tend to describe transactions in which the
value, if any, returned to the resource provider is incidental to potential public
benefits. Indicators of an exchange tend to describe transactions in which the
potential public benefits are secondary to the potential proprietary benefits to
the resource provider.

Table 8-1
Indicators Useful for Determining the Contribution and Exchange

Portions of Membership Dues

Indicator Contribution Exchange Transaction

Recipient
not-for-profit
entity's (NFP's)
expressed intent
concerning purpose
of dues payment.

The request describes
the dues as being
used to provide
benefits to the general
public or to the NFP's
service beneficiaries.

The request describes the dues as
providing economic benefits to members
or to other entities or individuals
designated by or related to the members.

Extent of benefits
to members

The benefits to
members are
negligible.

The substantive benefits to members (for
example, publications, admissions,
educational programs, and special
events) may be available to nonmembers
for a fee.

NFP's service
efforts

The NFP provides
service to members
and nonmembers.

The NFP benefits are provided only to
members.
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Indicators Useful for Determining the Contribution and Exchange

Portions of Membership Dues—continued

Indicator Contribution Exchange Transaction

Duration of
benefits

The duration is not
specified.

The benefits are provided for a defined
period; additional payment of dues is
required to extend benefits.

Expressed
agreement
concerning
refundability of the
payment

The payment is not
refundable to the
resource provider.

The payment is fully or partially
refundable if the resource provider
withdraws from membership.

Qualifications for
membership

Membership is
available to the
general public.

Membership is available only to
individuals who meet certain criteria (for
example, requirements to pursue a
specific career or to live in a certain area).

8.6.75 FinREC believes that membership dues, excluding any amount de-
termined to be a contribution, generally should be considered an exchange or
reciprocal transaction in which the member receives something of value and in
return pays the NFP for the benefits of membership. The exchange transaction
should be accounted for in accordance with FASB ASC 606 as revenue from
contracts with customers.

8.6.76 For example, a trade association charges its members annual mem-
bership dues that include a contribution to its educational foundation, which
funds a college scholarship for students who major in the same discipline that
the trade association represents. Typically, the membership amount and the
contribution amount are separately identified, and payment of the contribution
is optional. In that case, the amounts specified on the invoice are the amounts to
be recognized as membership dues and contribution. However, in the less likely
case that the contribution portion is not specified but a contribution is included
as part of the membership dues, as discussed in paragraph 8.7.06 in the "Bifur-
cation of Transactions Between Contribution and Exchange Components" sec-
tion and paragraph 5.43 of AICPA Audit and Accounting Guide, Not-for-Profit
Entities, the trade association should bifurcate the exchange from the contri-
bution by determining the fair value of the exchange portion of the transaction
(membership dues), with the residual (the excess of the resources received over
the fair value of the exchange portion of the transaction) reported as contribu-
tions. The NFP should apply the guidance in FASB ASC 606 to the exchange
portion of the membership dues and apply FASB ASC 958-605 to the contribu-
tion.

Discussion of the Five-Step Revenue Recognition Model Related to the
Exchange Aspects of Membership Dues and Subscriptions

Step 1: Identify the Contract With a Customer
8.6.77 In order for the exchange portion of membership dues, a subscrip-

tion, a lifetime subscription, or a lifetime membership to be a contract with a
customer, it would need to meet the following criteria as required by FASB ASC
606-10-25-1:

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

b. The NFP can identify each party's rights to the goods or services
being provided.
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c. The NFP can identify the payment terms for the goods or services
to be transferred.

d. The contract has commercial substance.

e. It is probable that the NFP will collect substantially all of the con-
sideration to which it will be entitled in exchange for the goods or
services that will be transferred to the customer.

8.6.78 In most cases, NFPs require and receive the payments in advance
for memberships and subscriptions, lifetime memberships and lifetime sub-
scriptions, which are based on pricing and terms established by the NFP. There-
fore, FinREC believes that the criteria for contract existence in FASB ASC 606-
10-25-1 generally would be met for the exchange aspects of memberships and
subscriptions, when the order is placed.

8.6.79 In the circumstances in which an NFP bills a member or subscriber
for a renewal in advance, prior to the beginning of the service period, it is un-
likely that the requirements in FASB ASC 606-10-25-1 have been met for the
renewal. Even in cases in which the requirements in FASB ASC 606-10-25-1
have been met and it is determined that a contract with a customer exists, the
NFP would need to consider whether either party to the contract has performed
and whether the requirements in paragraphs 1–5 of FASB ASC 606-10-45 have
been met to determine the presentation of the contract. FASB ASC 606-10-45-4
states that an entity would only recognize a receivable if it has a present right
to payment, even though that amount may be subject to refund in the future.
Furthermore, as illustrated by example 38 of FASB ASC 606-10-55 (paragraphs
284–286), an entity should not recognize a receivable and contract liability in
the statement of financial position if the entity does not yet have a right to
consideration that is unconditional (that is, the contract is cancellable at the
invoice date). Therefore, a receivable would not be recorded until, the earliest of
satisfying the performance obligation or, under a noncancellable contract when
the entity has an unconditional right to consideration.

Step 2: Identify the Performance Obligations in the Contract
8.6.80 A performance obligation is defined in FASB ASC 606-10-25-14 as

a promise in a contract with a customer to transfer to the customer either:

a. a good or service (or a bundle of goods or services) that is distinct;
or

b. a series of distinct good or services that are substantially the same
and that have the same pattern of transfer to the customer.

8.6.81 If the NFP promises in a contract to transfer more than one good or
service to the customer, in accordance with FASB ASC 606-10-25-14, the NFP
should account for each promised good or service as a performance obligation
only if it is (1) distinct or (2) a series of distinct goods or services that are sub-
stantially the same and have the same pattern of transfer.

8.6.82 Membership dues often entitle the member to a group of benefits,
such as the right to identify himself/herself/itself as a member and use the
membership organization's logo, the right to access to "members only" areas of
websites, the ability to serve voluntarily on committees, the ability to partic-
ipate in online forums, or the right to access job postings. In accordance with
FASB ASC 606-10-25-22, if the member benefit is not distinct, then the benefit
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should be combined with other promised goods or services until the NFP iden-
tifies a bundle of promised goods or services that is distinct (that is, general
membership benefits).

8.6.83 A member benefit would be considered distinct, as compared to
other promised services included in the contract, if both of the following cri-
teria in FASB ASC 606-10-25-19 are met:

a. Capable of being distinct. Can the customer benefit from the
promised good or service, either on its own or together with other
resources that are readily available to the customer?

b. Distinct within the context of the contract. Is the promise to trans-
fer the good or service separately identifiable from other promises
in the contract?

8.6.84 Helpful in determining whether a member benefit is capable of be-
ing distinct is whether the NFP regularly sells the benefit on a standalone basis,
which indicates that a customer can benefit from the good or service on its own
or together with other resources that are readily available. (Example 11, Case
E in paragraphs 150G–150J of FASB ASC 606-10-55; and Example 12, Case
A in paragraphs 151–153A of FASB ASC 606-10-55 provide examples of this
evaluation that may be helpful for NFPs to consider.) For example, if an NFP
provided free access to its website to members and separately sold that benefit
to nonmembers, that benefit is capable of being distinct.

8.6.85 NFPs are required under FASB ASC 606-10-25-14 to assess con-
tracts with customers to determine whether there are multiple performance
obligations. If so, the NFP is required by FASB ASC 606-10-32-28 to allocate
the transaction price to each of the identified performance obligations in an
amount that depicts the amount of consideration to which the entity expects
to be entitled in exchange for transferring the promised good or service to the
customer.

8.6.86 For example, a trade association charges its members annual mem-
bership dues, and the membership includes access to an online database, a sub-
scription to its monthly publication (one per month), and discounts on future
educational opportunities. The trade association should assess whether access
to an online database, each of the monthly publications and each discount re-
lated to separate educational programs are separate performance obligations
or could be considered to be general membership benefits, and whether the
discounts provide material rights. In accordance with paragraphs 16A–16B of
FASB ASC 606-10-25, an entity is not required to assess whether promised
goods or services are performance obligations if they are immaterial in the con-
text of the contract with the customer, although discounts that provide mate-
rial rights cannot be deemed immaterial. Consistent with paragraphs 41–45 of
FASB ASC 606-10-55, the right to obtain a discount on future purchases does
not create a performance obligation to which a portion of the transaction price
would need to be allocated unless the discount is considered to be a material
right. (If an option provides a material right to the customer, the customer in
effect pays the entity in advance for future goods or services, and the entity rec-
ognizes revenue when those future goods or services are transferred or when
the option expires.) "Example 49 — Option that Provides the Customer with
a Material Right (Discount Voucher)," found in paragraphs 336–339 of FASB
ASC 606-10-55, provides further guidance.
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Step 3: Determine the Transaction Price
8.6.87 As explained in FASB ASC 606-10-32-2, the transaction price is

the amount of consideration (for example, cash payment) to which an NFP ex-
pects to be entitled in exchange for transferring promised goods or services to
a member or subscriber (customer), excluding amounts collected on behalf of
third parties. To determine the transaction price, an entity should consider the
effects of the following:

a. Variable consideration

b. Constraining estimates of variable consideration

c. The existence of a significant financing component

d. Noncash consideration

e. Consideration payable to the customer

8.6.88 In general, subscriptions, memberships, lifetime memberships, and
lifetime subscriptions are paid for in advance by the customer to the NFP or
they are bundled with other goods or services (such as conference and semi-
nars) and amounts paid are generally not refundable. FASB ASC 606-10-32-
15 states, "In determining the transaction price, an entity shall adjust the
promised amount of consideration for the effects of the time value of money if
the timing of payments agreed to by the parties to the contract (either explicitly
or implicitly) provides the customer or the entity with a significant benefit of fi-
nancing the transfer of goods or services to the customer." However, FASB ASC
606-10-32-17 provides factors that, if present, indicate that a financing compo-
nent does not exist. That paragraph addresses the circumstances in which a
customer paid for the goods or services in advance, and the timing of the trans-
fer of those goods or services is at the discretion of the customer. An example
would be online CPE: The customer pays for the course at the time of purchase
and can choose when to complete the course within a one- or two-year period.

8.6.89 The assessment of what constitutes a significant benefit of financ-
ing requires judgment. BC234 of FASB ASU No. 2014-09 states that "for many
contracts, an entity will not need to adjust the promised amount of customer
consideration because the effects of the financing component will not materi-
ally change the amount of revenue that should be recognized in relation to a
contract with a customer." The assessment of what constitutes a significant
benefit of financing will be based upon individual facts and circumstances for
each entity. If an entity concludes the financing component is not significant,
the entity does not need to adjust the consideration promised in determining
the transaction price. Under FASB ASC 606-10-32-18, as a practical expedient,
an NFP need not adjust the transaction price for a significant financing compo-
nent if the NFP expects, at contract inception, that the period between transfer
of the goods or services to the customer and payment by the customer will be
one year or less.

Step 4: Allocate the Transaction Price to the Performance Obligations
in the Contract

8.6.90 As explained in FASB ASC 606-10-32-28, for a contract with a cus-
tomer that has more than one performance obligation, an NFP should allocate
the transaction price to each performance obligation in an amount that depicts
the amount of consideration to which the NFP expects to be entitled in exchange
for transferring the promised goods or services to the customer.
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8.6.91 In the case in which there are multiple performance obligations, as

required by FASB ASC 606-10-32-29, the NFP should allocate the transaction
price to each performance obligation identified in a contract on a relative stan-
dalone selling price basis. As required by FASB ASC 606-10-32-33, if a stan-
dalone selling price is not observable, the NFP should estimate it. FASB ASC
606-10-32-34 provides examples of suitable methods for estimating the stan-
dalone selling price of a good or service. If the transaction price includes a dis-
count or variable consideration that relates entirely to one or more, but not all,
performance obligations in a contract, then the requirements in paragraphs 36–
41 of FASB ASC 606-10-32 specify when an entity should allocate the discount
or variable consideration to one (or some) performance obligation(s) rather than
to all performance obligations in the contract.

8.6.92 Continuing the example in paragraph 8.6.86, after determining the
transaction price, the association should allocate the transaction price to each
separately identifiable performance obligation in an amount that depicts the
amount of consideration to which the entity expects to be entitled in exchange
for transferring the promised goods or services to the customer, as required by
FASB ASC 606-10-32-28. Thus, if the right to obtain a discount on the future
educational opportunities is a material right, the membership dues should be
allocated among the performance obligations including the discount right.

Step 5: Recognize Revenue When (or As) the Entity Satisfies a
Performance Obligation

8.6.93 As explained in FASB ASC 606-10-25-23, an NFP should recognize
revenue when (or as) it satisfies the performance obligation by transferring a
promised good or service to the customer. For the membership service or sub-
scriptions or both, whether they are annual or lifetime, the recognition point
will depend on the specific facts and circumstances. A good or service is trans-
ferred when (or as) the customer obtains control of that good or service.

8.6.94 FASB ASC 606-10-25-27 notes that an entity transfers control of
a good or service over time, and, therefore, satisfies a performance obligation
over time if one of the following criteria is met:

a. The customer simultaneously receives and consumes the benefits
provided by the entity's performance as the entity performs.

b. The entity's performance creates or enhances an asset that the cus-
tomer controls as the asset is created or enhanced.

c. The entity's performance does not create an asset with an alter-
native use to the entity, and the entity has an enforceable right to
payment for performance completed to date.

8.6.95 For each performance obligation, an NFP should determine
whether the performance obligation will be satisfied over time by transferring
control of a good over time or if the NFP satisfies a performance obligation at a
point in time. For performance obligations associated with nonrefundable life-
time memberships and lifetime subscriptions, if the obligation is satisfied over
time, exchange transactions would be recognized as revenue over an appropri-
ate time period (such as the life expectancy of the member or subscriber) using
an appropriate measure of progress (such as a time-based measure). If the per-
formance obligation is not satisfied over time, an NFP should consider at what
point in time control transfers, based on the following indicators, as explained
in FASB ASC 606-10-25-30:
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a. Present right to payment

b. Legal title

c. Physical possession

d. Risks and rewards of ownership

e. Customer acceptance

8.6.96 Continuing the example in paragraphs 8.6.86 and 8.6.92, the rev-
enue related to the publications would be recognized monthly (as performance
obligations are satisfied in separate monthly deliverables, which is a point in
time per FASB ASC 606-10-25-30). The revenue allocated to the option is recog-
nized when the educational opportunity is provided (if exercised) or the option
expires. The revenue related to access to an online database is recognized rat-
ably over the membership period as the customer simultaneously receives and
consumes those benefits.

8.6.97 If the member exercises the option to participate in the educational
opportunity, the exercise might be accounted for by the association either as a
contract modification or a continuation of the existing contract (that is, a change
in the transaction price for the contract). (Refer to TRG Agenda Ref. No. 32,
Accounting for a Customer's Exercise of a Material Right; and paragraphs 9–12
of Agenda Ref. No. 34, March 2015 Meeting — Summary of Issues Discussed
and Next Steps). If the association accounts for the exercise of the option as
a contract modification, then it should apply the guidance in paragraphs 10–
13 of FASB ASC 606-10-25. If the association accounts for the exercise of the
option as a continuation of the existing contract, it should follow the example
in paragraphs 14–15 of TRG Agenda Ref. No. 32 and allocate the additional
consideration to the educational opportunity along with the amount previously
allocated to the option to participate in the educational opportunity.

8.6.98 The following examples are meant to be illustrative, and the appli-
cation of FASB ASC 606 should be based on the facts and circumstances of an
entity's specific situation.

Example 8-6-3 — Subscriptions Received as Part of a Membership

An NFP trade association produces a quarterly journal that discusses and high-
lights research, issues, and trends of interest to its members and others in the
respective discipline related to the NFP's mission. Members receive the NFP's
quarterly journal as part of their annual membership dues, which are $300 per
year. In addition to the quarterly journal, members receive other membership
benefits, such as access to the members-only section of the association's website
and legislative advocacy services. The NFP sells individual journals to others
who are not members of the NFP for $25 per journal. The NFP has determined
there is no contribution included in the payment from the customer.

The NFP applies the guidance in FASB ASC 606 and determines the following:

Step 1 — Identify the Contract. There is a contract between the NFP and the
member related to both membership and the journal subscription.

Step 2 — Identify Performance Obligations. There are six promised goods or
services that are to be evaluated as to whether they are performance obligations
that meet the criteria in FASB ASC 606-10-25-19, as follows:

� The promise to the member to provide access to the website during
the one-year term.
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� The promise to the member to provide legislative advocacy ser-

vices during the one-year term.
� The promise to the member of a subscription to provide four quar-

terly journals.

For the purposes of this example, the promises to deliver all of these goods and
services are distinct. However, the promise to deliver access to the website and
the promise to provide advocacy services are delivered concurrently and have
the same measure of progress; therefore, they may be accounted for as if they
were a single performance obligation (referred to as "membership benefits").

Step 3 — Determine the Transaction Price. The transaction price is the contract
price of $300 for a one-year membership, which includes the subscription.

Step 4 — Allocate the Transaction Price to Performance Obligations. The trans-
action price should be allocated between the five performance obligations based
on the relative standalone selling prices of each performance obligation.

� The standalone selling price for each journal would be the observ-
able price of $25, because that is the price at which the NFP sep-
arately sells the journals to customers.

� The NFP does not sell membership separately without includ-
ing the quarterly journals. Because there is no directly ob-
servable selling price, the NFP should estimate the standalone
selling price. The NFP determines that the adjusted market
assessment approach is a suitable method to use to estimate the
standalone selling price for the membership, as the estimate will
refer to prices charged by other NFPs for similar services. In this
case, the standalone selling price was determined to be $250.

� The NFP would then allocate the transaction price to the perfor-
mance obligations based on the relative standalone selling price
as follows:

Performance
Obligation

Standalone
selling price Percentage

1 Quarterly Journal $ 25 7%

2 Quarterly Journal 25 7%

3 Quarterly Journal 25 7%

4 Quarterly Journal 25 7%

5 Membership benefits 250 72%

Total $ 350 100%

Performance
Obligation

Allocated
Transaction

Price
1 Quarterly Journal $ 21

2 Quarterly Journal 21

3 Quarterly Journal 21

4 Quarterly Journal 21

5 Membership benefits 216

Total $ 300
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Step 5 — Recognize Revenue When Each Performance Obligation is Satisfied.
The NFP concludes the following:

� The member simultaneously receives and consumes the benefits
of membership, and the membership performance obligation is
satisfied over time. The NFP also concludes that the best mea-
sure of progress toward complete satisfaction of the membership
performance obligation over time is a time-based measure. Thus,
$216 is recognized ratably over the one-year membership period.

� The performance obligation for each quarterly journal is satisfied
at a point in time, and revenue should be recognized when con-
trol of the journal has been transferred to the customer. Assum-
ing the NFP concludes that control of the journal transfers to the
customer upon shipment, $21 is recognized when each quarterly
journal is shipped.

Example 8-6-4 — One-Year Subscription to an Academic Journal

An NFP produces an academic journal quarterly that discusses and highlights
research, issues, and trends of interest to a particular special interest group
that the NFP serves. The NFP produces this journal four times a year. The NFP
offers the journal for an annual subscription rate of $120 a year, which repre-
sents the standalone selling price. For the purpose of this discussion, there is
no discount offered to members, members do not receive the subscription as
part of their annual dues, and the NFP has determined there is no contribu-
tion included in the payment from the customer. The NFP sells the journals to
nonsubscribers for $35 per issue and distributes the journal for sale in college
bookstores and specialty newsstands for the same $35 price per issue.

The NFP applies the guidance in FASB ASC 606 and determines the following:

Step 1 — Identify the Contract. There is a contract between the NFP and sub-
scriber to provide a subscription of the quarterly journal for a one-year period.

Step 2 — Identify Performance Obligations. There are four performance obliga-
tions that meet the criteria in FASB ASC 606-10-25-19 — the promise to the
subscriber to provide four quarterly journals.

The subscriber obtains the journals within the contract period at a discount to
the $35 per issue price, but any additional journals purchased after the contract
period would be at the nonsubscriber price of $35 per issue. Therefore, the NFP
concludes that the discount on the journals provided during the contract term
does not provide the customer with a material right.

Step 3 — Determine the Transaction Price. After considering whether there is a
financing component to the contract (including whether to apply the practical
expedient permitted by FASB ASC 606-10-32-18 for contracts of less than one
year if a significant financing component does exist), the NFP concludes that
there is no significant financing component and the transaction price is the
contract price of $120.

Step 4 — Allocate the Transaction Price to Performance Obligations. The trans-
action price should be allocated between the four performance obligations based
on the relative standalone selling prices of each performance obligation. Each
journal has the same standalone selling price of $35, so 25 percent of the trans-
action price is allocated to each journal.
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Performance
Obligation

Allocated
Transaction

Price
1 Quarterly Journal $ 30

2 Quarterly Journal 30

3 Quarterly Journal 30

4 Quarterly Journal 30

Total $ 120

Step 5 — Recognize Revenue When Each Performance Obligation is Satisfied.
The NFP concludes the following:

� The performance obligation for each quarterly journal is satisfied
at a point in time, and revenue should be recognized when con-
trol of the journal has been transferred to the customer. Assum-
ing the NFP concludes that control of the journal transfers to the
customer upon shipment, $30 is recognized when each quarterly
journal is shipped.

Other Related Topics

Scope
This Accounting Implementation Issue Clarifies FASB ASC 606-10-15-2.

8.7.01 At the March 30, 2015, TRG meeting, the question of whether
contributions are included or excluded from the scope of FASB ASC 606 was
discussed.1 As noted in Topic 7, paragraph 40 of TRG Agenda Ref. No. 34, TRG
members agreed with the staff view that contributions are not in the scope of
FASB ASC 606.

Bifurcation of Transactions Between Contribution and
Exchange Components
This Accounting Implementation Issue Discusses How to Bifurcate Transactions
That Are in Part a Contribution and in Part an Exchange Transaction.

8.7.02 Not-for-profit organizations often encounter transactions that are
in part a contribution and in part an exchange transaction (also referred to as
bargain purchases). These transactions include an inherent contribution. The
FASB ASC master glossary defines an inherent contribution as a contribution
that results if an entity voluntarily transfers assets (or net assets) or performs
services for another entity in exchange for either no assets or for assets of sub-
stantially lower value, and unstated rights or privileges of a commensurate
value are not involved. Examples of transactions that may be in part a contri-
bution and in part an exchange transaction include the following:

a. Membership dues

b. Grants, awards, and sponsorships

1 See March 2015 FASB/IASB Joint Transition Resource Group for Revenue Recognition Agenda
Ref. No. 26, Whether Contributions Are Included or Excluded from the Scope.
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c. Naming opportunities
d. Donor status
e. Gifts in kind

8.7.03 FASB ASC 958-605-55 contains a variety of applicable information
related to the determination about whether a transaction is a contribution, ex-
change, or both. FASB ASC 958-605-55-6 also explains that a single transaction
may be in part an exchange and in part a contribution.

8.7.04 FASB ASC 606-10-15-4 states the following:

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

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

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

8.7.05 Based on the guidance in FASB ASC 606-10-15-4, to bifurcate a
transaction between the portion that is a contribution and portion that is an
exchange, a not-for-profit organization should apply the guidance in paragraphs
9–12 of FASB ASC 958-605-55 for separating and initially measuring the trans-
action. That guidance provides an example when a membership dues transac-
tion is bifurcated into contribution and exchange transaction components and,
by analogy, other types of transactions, such as those described in paragraph
8.7.02, would be accounted for in the same manner.

8.7.06 As stated in paragraph 5.43 of AICPA Audit and Accounting Guide
Not-for-Profit Entities, FinREC believes that in circumstances in which the
transaction is in part a contribution and in part an exchange, NFPs should
first determine the fair value of the exchange portion of the transaction, with
the residual (excess of the resources received over the fair value of the exchange
portion of the transaction) reported as contributions.
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Chapter 9

Software Entities

Notice to Readers
This chapter presents accounting implementation issues developed to assist
management of software entities in applying FASB Accounting Standards
Codification (ASC) 606, Revenue from Contracts with Customers, and related
interpretations from the FASB/IASB Joint Transition Resource Group for
Revenue Recognition (TRG).

The AICPA Software Entities Revenue Recognition Task Force identified
and developed these accounting issues, and the AICPA Revenue Recognition
Working Group and AICPA Financial Reporting Executive Committee (Fin-
REC) approved them. They are a source of nonauthoritative accounting guid-
ance for nongovernmental entities.

The accounting implementation issues have been organized within this chap-
ter as follows:

� In relation to the five-step model of FASB ASC 606, when appli-
cable,

— Step 1: "Identify the contract with a customer"

— Step 2: "Identify the performance obligations in the con-
tract," starting at paragraph 9.2.01

— Step 3: "Determine the transaction price," starting at
paragraph 9.3.01

— Step 4: "Allocate the transaction price to the perfor-
mance obligations in the contract," starting at para-
graph 9.4.01

— Step 5: "Recognize revenue when (or as) the entity sat-
isfies a performance obligation," starting at paragraph
9.5.01

� By revenue stream
� As other related topics

The following table outlines the accounting implementation issues discussed
in this chapter:

Issue Description
Paragraph
Reference

Postcontract customer support — determining whether
components are separate performance obligations distinct
from one another
Step 2: Identify the performance obligations in the contract

9.2.01–9.2.09

(continued)
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Issue Description
Paragraph
Reference

Determining whether software intellectual property is
distinct in cloud computing arrangements
Step 2: Identify the performance obligations in the contract

9.2.10–9.2.15

Determining whether a customer's right to acquire additional
users/copies of a delivered software product constitutes an
option to acquire additional software rights or variable
consideration related to software rights already purchased
Step 2: Identify the performance obligations in the contract

9.2.16–9.2.29

Defining and identifying potential price concessions
Step 3: Determine the transaction price

9.3.01–9.3.14

Significant financing components in software arrangements
Step 3: Determine the transaction price

9.3.15–9.3.36

Estimating the stand-alone selling price — use of the residual
approach
Step 4: Allocate the transaction price to the performance
obligations in the contract

9.4.01–9.4.20

Estimating the stand-alone selling price of options that are
determined to be performance obligations
Step 4: Allocate the transaction price to the performance
obligations in the contract

9.4.21–9.4.23

Considerations in estimating stand-alone selling prices
Step 4: Allocate the transaction price to the performance
obligations in the contract

9.4.24–9.4.51

Postcontract customer support — determining the associated
pattern in which an entity satisfies each performance
obligation
Step 5: Recognize revenue when (or as) the entity satisfies a
performance obligation

9.5.01–9.5.10

Transfer of control for distinct software licenses
Step 5: Recognize revenue when (or as) the entity satis-fies a
performance obligation

9.5.11–9.5.16

Application of the Five-Step Model of FASB ASC 606

Step 2: Identify the Performance Obligations in the Contract

Postcontract Customer Support — Determining Whether Components
Are Separate Performance Obligations Distinct From One Another
This Accounting Implementation Issue Is Relevant to Step 2: "Identify the Per-
formance Obligations in the Contract," of FASB ASC 606.

9.2.01 Entities will need to evaluate whether the services that comprise
postcontract customer support (PCS) are distinct performance obligations. If
considered distinct, entities will need to further determine how to measure
progress towards complete satisfaction. However, when two or more distinct
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goods or services are deemed to have the same measure of progress toward
satisfaction, entities may consider whether they should be treated as a com-
bined performance obligation in accordance with BC116 of FASB Accounting
Standards Update (ASU) No. 2014-09, Revenue from Contracts with Customers
(Topic 606). If there are distinct performance obligations that will be treated as
a combined performance obligation, an entity would not be required to deter-
mine the stand-alone selling price for each distinct performance obligation but
instead would determine the stand-alone selling price of the combined perfor-
mance obligation.

Distinct Goods or Services
9.2.02 Entities will need to identify all the promised goods and services

in a contract in accordance with FASB ASC 606-10-25-16. Promises to provide
goods or services might be implied by the entity's customary business prac-
tices if those practices create a reasonable expectation of the customer that the
entity will transfer a good or service. BC87 of ASU No. 2014-09 notes when-
and-if-available software upgrades as an example of an implied promised good
or service.

9.2.03 While entities will have to evaluate their own facts and circum-
stances, many may conclude that the activities comprising what is generally
considered PCS generally fall into two broad categories: technical support and
software updates. Further, software updates generally fall into two categories:
those that are unspecified and provided on a when-and-if-available basis, and
those that are specified and provided at a particular point in time. Specified
software updates historically were not considered part of PCS and, therefore,
are not addressed within this section. Once it has defined the promised goods
and services, the entity must determine whether those promised goods and ser-
vices are distinct.

9.2.04 For example, if an entity concludes that the promised goods and
services in an arrangement include technical support and software updates, the
entity would then assess whether the technical support and software updates
are distinct from the software license and from one another. Each service should
be individually assessed to determine if it is a distinct performance obligation.

9.2.05 A promised service is a distinct performance obligation if it meets
both criteria in FASB ASC 606-10-25-19. The services must be capable of being
distinct and be distinct in the context of the contract. These conclusions depend
upon the individual facts and circumstances of the entity and its arrangements
with customers.

9.2.06 Example 11, Case A beginning in FASB ASC 606-10-55-141 illus-
trates a fact pattern where technical support and software updates are distinct
when the software is delivered before the other goods and services and it re-
mains functional without the updates and the technical support. As a result,
the example concludes the customer can benefit from each of the goods and ser-
vices either on their own or together with the other goods and services that are
readily available.

9.2.07 However, in other circumstances, an entity may conclude that ei-
ther the technical support or the software updates, or both, are indistinct from
the software license. For example, if the software does not remain functional
without the updates, an entity may conclude that the software is highly inter-
dependent on or highly interrelated with the updates in a manner consistent
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with the criteria of FASB ASC 606-10-25-21c. In such situations, the entity may
conclude that one or both of these promised services must be combined with the
software in determining the distinct performance obligations (as suggested in
Example 55 beginning in FASB ASC 606-10-55-364).

9.2.08 Software vendors may also periodically discuss plans for poten-
tial new software functionality or upgrades with their existing or potential
new customers, either verbally or through other communications (for example,
roadmaps, websites, trade shows, and so on). In certain circumstances, there
are no explicit or implied promises by the vendor to deliver the future function-
ality or upgrades discussed with the customers. Additionally, customers are
required to have an active PCS arrangement with the software vendor in or-
der to receive the future functionality or upgrades, when and if available, for
no additional fee. In these situations, software vendors may conclude that the
discussions around the new functionality or upgrades do not represent distinct
performance obligations, and any future delivery of software is at the vendor's
discretion and part of the software updates performance obligation as discussed
previously.

9.2.09 However, in other situations, software vendors may include rights
or obligations to deliver specified future software functionality or upgrades in
their arrangements with customers. These performance obligations may be ex-
plicitly stated in the contract or implied by a software vendor's practices if such
practices create a valid expectation of the customer that the vendor will provide
the upgrade. As discussed in BC87 of ASU No. 2014-09, implied promises in a
contract do not need to be enforceable by law. A software vendor may conclude
that it has offered an implied performance obligation based on the specificity
of its disclosures regarding the timing and features of planned upgrades or
other future functionality. When explicit or implicit promises for specified fu-
ture software functionality or upgrades have been included in an arrangement
as described previously, software vendors may conclude that the contractual
obligation to deliver the specified future functionality or upgrades represents
a distinct performance obligation separate from the unspecified software up-
dates.

Determining Whether Software Intellectual Property Is Distinct in Cloud
Computing Arrangements
This Accounting Implementation Issue Is Relevant to Step 2: "Identify the Per-
formance Obligations in the Contract," of FASB ASC 606.

9.2.10 An entity must first consider whether a software license exists
within the scope of FASB ASC 606-10-55-54a, which specifically excludes soft-
ware subject to a hosting arrangement that does not meet the criteria of FASB
ASC 985-20-15-5. If the customer cannot take possession of the software at
any time during the hosting period without significant penalty or cannot feasi-
bly run the software on the customer's own hardware or contract with another
party unrelated to the vendor to host the software, a software intellectual prop-
erty (IP) license does not exist and therefore the software does not represent a
separate promise of a license. The software IP would be considered utilized by
the entity only in providing other services to the customer.

9.2.11 Because software is provided as an example of IP with stand-alone
functionality in BC56 of FASB ASU No. 2016-10, Revenue from Contracts with
Customers (Topic 606) — Identifying Performance Obligations and Licensing,
FinREC believes that when the software IP subject to a hosting arrangement
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meets the criteria of FASB ASC 985-20-15-5, such software would be viewed as
capable of being distinct. This is consistent with the guidance provided in the
illustrative examples of FASB ASC 606, specifically FASB ASC 606-10-55-140e,
which states the following:

The entity concludes that the software and the updates are each
promised goods or services in the contract and are each capable of
being distinct in accordance with paragraph 606-10-25-19(a). The
software and the updates are capable of being distinct because the
customer can derive economic benefit from the software on its own
throughout the license period (that is, without the updates the soft-
ware would still provide its original functionality to the customer)...

9.2.12 When a software license is capable of being distinct, an entity must
then consider whether it is separately identifiable (distinct within the context
of the contract) per FASB ASC 606-10-25-21. That paragraph includes several
factors that indicate two or more goods or services in a contract may not be sep-
arately identifiable, though there may be other factors an entity could consider,
as acknowledged in BC31 of FASB ASU No. 2016-10. The objective of these fac-
tors is to determine whether the promise to the customer is to transfer each
of those goods or services individually or to transfer a combined item or items
to which the promised goods or services are inputs. When evaluating whether
a software license is separately identifiable from other goods or services in a
contract, an entity should first evaluate the factors in FASB ASC 606-10-25-
21 and the following paragraphs from "Background Information and Basis for
Conclusions" in FASB ASU No. 2016-10 to understand FASB and the IASB's
intent:

BC29:
…The inputs to a combined item (or items) concept might be
further explained, in many cases, as those in which an entity's
promise to transfer the promised goods or services results in
a combined item (or items) that is greater than (or substan-
tively different from) the sum of those promised (component)
goods and services.

BC32:
…Therefore, the entity should evaluate whether two or more
promised goods or services (for example, a delivered item and
an undelivered item) each significantly affect the other (and,
therefore, are highly interrelated or highly interdependent) in
the contract. The entity should not merely evaluate whether
one item, by its nature, depends on the other (for example, an
undelivered item that would never be obtained by a customer
absent the presence of the delivered item in the contract or
the customer having obtained that item in a different con-
tract).

BC33(b):
…Therefore, utility also is relevant in evaluating whether two
or more promises in a contract are separately identifiable be-
cause even if two or more goods or services are capable of be-
ing distinct because the customer can derive some measure
of economic benefit from each one, the customer's ability to
derive its intended benefit from the contract may depend on
the entity transferring each of those goods or services.
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9.2.13 BC30 of FASB ASU No. 2016-10 acknowledges that, although FASB
decided to exclude "separable risks" terminology in FASB ASC 606, that no-
tion can influence the separately identifiable concept analysis. Therefore, un-
derstanding whether the risk that an entity assumes to fulfill its obligation to
transfer one of those promised goods or services to the customer is a risk that is
inseparable from the risk relating to the transfer of the other promised goods
or services may help the analysis under FASB ASC 606-10-25-21.

9.2.14 As indicated by the guidance cited earlier, the consideration of "util-
ity" is an important aspect of this determination. Utility is defined in FASB ASC
606-10-55-59a as software IP's "ability to provide benefit or value" to the cus-
tomer. When software IP and other goods or services in a contract significantly
affect each other in a manner that results in a combined item (or items) that is
greater than (or substantively different from) the sum of those promised goods
or service, they may be viewed as a single performance obligation to deliver the
intended benefit of the contract, as acknowledged in BC29 of FASB ASU No.
2016-10.

9.2.15 The examples provide numerous indicators for entities to consider
when evaluating whether a software license is capable of being distinct from
other goods or services, and whether it is distinct within the context of the con-
tract. These indicators are not expected to be an all-inclusive list, and entities
should consider the specific facts and circumstances of their offering arrange-
ments. Furthermore, an entity should not consider any one indicator determi-
native and should evaluate all appropriate indicators together to reach a con-
clusion.

Example 9-2-1 — Hosted Software

A hosting arrangement is defined in the FASB ASC Master Glossary as: "in
connection with the licensing of software products, an arrangement in which
an end user of the software does not take possession of the software; rather, the
software application resides on the vendor's or a third party's hardware, and
the customer accesses and uses the software on an as-needed basis over the
Internet or via a dedicated line." FASB ASC 606 did not amend this definition
within the Master Glossary.

Hosting arrangements generally provide the customer with a license to the
underlying software IP. As discussed in paragraph 9.2.10, an entity must first
consider whether the software license subject to a hosting arrangement meets
the criteria of FASB ASC 985-20-15-5 and customers have the right and ability
to run the software on their own hardware without significant penalty. If not,
the arrangement does not include a promise of a license in accordance with
FASB ASC 606-10-55-54a.

If the software subject to a hosting arrangement meets the criteria of FASB
ASC 985-20-15-5, the promise of a separate license exists in the arrangement
and FinREC believes it is capable of being distinct from the hosting service. The
entity would then assess whether the software is distinct within the context of
the contract, in accordance with paragraph 9.2.12. FinREC believes that, in
most situations, the software likely would be distinct within the context of the
contract from the hosting service because the indicators in FASB ASC 606-10-
25-21 would likely not be met (that is, the entity is not providing a significant
service of integrating the software and the hosting service, neither the software
nor the hosting service significantly modifies or customizes the other, and the
software and hosting are not highly dependent, or highly interrelated with,
each other).
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Example 9-2-2 — Software as a Service

Similar to a hosting arrangement, software as a service (SaaS) refers to IP
that is run on the entity's systems (commonly referred to as the "cloud") and
accessed remotely by the customer's users. Unlike many hosting arrangements,
SaaS customers do not have the right to obtain the complete software code and
run it on their own systems. That is, contractual terms only permit the customer
to access the IP during the term of service.

Without the customer having the right or ability to run the software IP on its
own computer systems, a SaaS arrangement does not meet the criteria of FASB
ASC 985-20-15-5 and therefore the arrangement does not include a promise of
a license in accordance with FASB ASC 606-10-55-54a.

As indicated in FASB ASC 606-10-55-56b, SaaS arrangements represent ser-
vices that FinREC believes generally will meet the criteria in FASB ASC 606-
10-25-27 for revenue recognition over time. An entity will then consider the
appropriate measure of performance based on the guidance of paragraphs 16–
21 of FASB ASC 606-10-55.

Example 9-2-3 — Hybrid Software and SaaS

Hybrid offerings are a combination of desktop or on-premise software and SaaS.
Instead of a thin client application (meaning only a limited amount of the soft-
ware functionality resides with the customer), the customer is initially deliv-
ered a fuller desktop application. Varying portions of functionality may reside
on the customer's system or may be accessed on the entity's servers. Hybrid of-
ferings may take additional forms including, but not limited to, (1) software that
runs on the customer's systems, but maintains all data on the entity's servers
and (2) software IP that is primarily hosted on the entity's servers, but offers
an offline mode.

Hybrid arrangements may include an explicit license to the on-premise soft-
ware. The explicit license to use the on-premise software IP will generally be
limited to use with the hosted services and will terminate when the hosting
services end.

Although the customer may be able to perform some functions with the desk-
top component, the customer may not be able to use the licensed software for
its intended purpose without the hosted functionality. Further, although the
customer has possession of the portion of the software that resides on premise,
the customer is generally unable to take possession of all of the software IP
associated with the entity's offering. It's possible that the customer may suf-
fer a significant diminution in utility if the hosting services are not provided.
For example, the customer's data is maintained only on the entity's servers
(with no option to have the data hosted by another vendor) and the customer
can only obtain the utility of the on-premise software when connected to the
hosted data. In such cases, the on-premise software would not meet the cri-
teria of FASB ASC 985-20-15-5 and therefore the on-premise software would
not represent a promise of a separate license within the scope of FASB ASC
606-10-55-54a.

Many hybrid offerings will enable customers to perform some functions with
the on-premise software even when they are not connected to the hosting ser-
vice. An entity may determine that the on-premise software meets the criteria
of FASB ASC 985-20-15-5 and is capable of being distinct. However, even when
the software license is within the scope of FASB ASC 606-10-55-54a and is
capable of being distinct, it may not be distinct in the context of the contract
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because it is, for example, highly interdependent or interrelated with the host-
ing service. In making this determination, the entity may consider indicators
such as the following:

a. Hosted functionality is limited to capabilities that are widely avail-
able from other vendors. For example, the entity offers online file
storage and sharing with minimal integration to the on-premise
software workflow. In such cases, a customer could gain substan-
tially all of the benefits included in the offering by utilizing alterna-
tive vendor services. This would indicate that the software license
likely is both capable of being distinct from the hosted service and
distinct within the context of the contract because the entity is not
providing unique and additional value from the integration of the
software and the file storage.

b. A portion of the hosted functionality is available from other ven-
dors, but the entity provides significant additional utility from the
manner in which it integrates the software with its own hosted
functionality. For example, the online storage and sharing is in-
tegrated with the on-premise software in such a manner that the
customer gains significant capabilities or workflow efficiencies that
would not be available when using another vendor's hosted services.
In such circumstances, the on-premise software is capable of being
distinct, but the customer obtains a significant functional benefit by
purchasing the complete hybrid offering from the entity. This may
indicate that the software license and hosting service are highly in-
terrelated to each other and are not distinct within the context of
the contract.

c. Hosted functionality is limited to functions that the customer may
also perform locally with the on-premise software. For example, the
customer has the option to perform computationally intensive tasks
on its own computer or upload them to the entity's servers as part of
the hosting service. In such circumstances, the customer can obtain
the intended benefit of the offering with only the on-premise soft-
ware. This may indicate that the software is not highly dependent
on or interrelated with the hosting service and is therefore distinct
within the context of the contract.

d. The hybrid offering workflow involves ongoing interactions be-
tween the on-premise software and hosted services. As a result,
the utility of the offering would be significantly diminished if the
customer is not connected to the hosting service. For example, the
utility of the offering would be significantly diminished if the cus-
tomer is unable to perform computationally intensive tasks when
not connected to the hosting services. In such circumstances, the
software and hosted services are highly interdependent or interre-
lated because (1) the customer gains significant functionality from
the software and hosting services functioning together and (2) the
entity fulfills its overall promise to the customer only by both trans-
ferring the on-premise license and providing the hosting services.
This would indicate that the software is not distinct within the con-
text of the contract.
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Determining Whether a Customer’s Right to Acquire Additional Users/
Copies of a Delivered Software Product Constitutes an Option to
Acquire Additional Software Rights or Variable Consideration Related
to Software Rights Already Purchased
This Accounting Implementation Issue Is Relevant to Step 2: "Identify the Per-
formance Obligations in the Contract," of FASB ASC 606.

9.2.16 FinREC believes that when a vendor provides, for consideration,
additional or incremental rights to software to a customer that the customer
did not previously control; those transactions should be accounted for by the
software vendor as additional sales of software. In contrast, when a vendor
is entitled to additional consideration from a customer based on the level of
usage of that software that it already controls, without providing any additional
or incremental software rights; those payments received should be accounted
for by the software vendor as a usage-based royalty related to software rights
already granted.

9.2.17 Distinguishing whether a customer's contractual right to purchase
additional copies of or allow additional users access to software previously
granted to the customer constitutes an optional sale of software or variable con-
sideration related to software already sold will require significant judgment in
many cases.

9.2.18 The determination of whether the software arrangement includes
an option or variable consideration will be highly dependent on the evaluation
of presently enforceable rights and obligations of the parties to the arrange-
ment as well as the nature of the promise in the contract. Contract-specific
facts and circumstances will need to be evaluated to make an appropriate de-
termination.

Sales to End-Users
9.2.19 The software rights that are transferred generally indicate how

many users or copies that the customer has the right to deploy for the consider-
ation promised in the contract. Consider a case where a new end-user customer
purchased for the first time the right to use a software program for 20 users. Six
months later that same customer contracts with the vendor for another 20 users
(a combined total of 40 users). In this case, the vendor in the second contract is
granting to the customer incremental rights to use the software (the right for
20 additional users to use the software); rights that the customer did not have
after the first transaction. Each of these transactions should be accounted for
as the granting of additional software rights, because in each transaction the
vendor is granting the customer software rights the customer did not have pre-
viously (whether the physical act of transferring those rights is performed by
the vendor or the customer).

9.2.20 Now change the facts in the preceding case to a scenario whereby
the arrangement with the end-user customer in the first transaction includes
the contractual right to purchase 20 additional users for additional considera-
tion. A contractual option to purchase additional users at a later date, contained
within a contract for an initial purchase of software, should not change the na-
ture of obtaining rights to an additional 20 users from a software purchase to
variable consideration. Essentially, the purpose of the option is to fix the pric-
ing for the future transaction. The second transaction, whether it arises from
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executing an option or through a subsequent negotiation, should be accounted
for as an additional software licensing transaction because the vendor is sell-
ing and the customer is purchasing additional software rights. If the second
transaction arises from an option to acquire additional software licensing, the
guidance in paragraphs 42–43 of FASB ASC 606-10-55 should be considered to
determine if the option gives rise to a performance obligation by providing a
material right to the customer that it would not receive without entering into
that contract.

9.2.21 Finally, compare the two scenarios in paragraphs 9.2.19 and 9.2.20
with one where the software license initially transferred allows the end-user
customer to grant access to as many users as the customer would like without
paying any additional fee based upon the number of software licenses. How-
ever, the software vendor will charge the customer a fee per usage measure
depending on the type of software (e.g. per call handled, per transaction pro-
cessed). In this scenario, the software vendor is not receiving consideration for
granting additional software rights, instead, the vendor is receiving considera-
tion based on the usage of the software rights that have already been granted
to the customer. Usage-based payments do not require the granting of any ad-
ditional software rights, nor does a usage-based payment require the transfer,
replication, copying or deploying of software (whether that be performed by the
vendor or the customer).

9.2.22 Based on the preceding discussion, FinREC believes that an end-
user customer's option to purchase additional copies or users of software that
it does not already control is generally not a measure of usage of the software.
Instead, FinREC believes that such a customer option is generally more akin
to an option to purchase additional licenses that should be accounted for in
accordance with paragraphs 42–45 of FASB ASC 606-10-55 to determine if the
option gives rise to a performance obligation by providing a material right to the
customer. However, judgment is required as there could be potential scenarios
in which payments for additional users or copies of the software does not result
in the vendor granting additional software rights to the customer and therefore
accounted for as a usage-based fee.

Sales to Resellers
9.2.23 Typically, resellers obtain the right to sub-license the vendor's soft-

ware product or the right to resell the vendor's standard end-user license agree-
ment for the software product. In these cases, the rights that the reseller has are
generally restricted to buying and reselling the software product. The reseller
typically does not have the right to use the software. For example, consider a
retailer that sells tax preparation software. Typically, the retailer's agreement
with the software vendor allows the retailer to resell individual end-user li-
censes. The reseller agreement generally does not permit the retailer to use
the tax preparation software to prepare its or its employees tax returns. In or-
der for the retailer to obtain usage rights, the retailer would also have to enter
into an end-user license with the vendor in addition to its reseller arrangement.

9.2.24 As such, FinREC believes when reseller arrangements require the
reseller to pay a per copy/license/end-user fee for each copy/license/end-user
either purchased or sold by the reseller the vendor is not receiving a fee for
usage as the reseller generally doesn't have the right to use the software. Be-
cause the fee is not for usage and three parties are involved in the generation of
that fee (Vendor, Reseller, End-user), the vendor should consider the guidance
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in paragraphs 36–40 of FASB ASC 606-10-55 to determine whether the reseller
is acting as principal in providing the software to the end-user or whether the
reseller is acting as an agent in arranging the for the vendor to provide the soft-
ware to the end-user. The guidance that follows assumes that the reseller is a
principal in providing the software to the end-user and the reseller is therefore
the customer of the vendor.

9.2.25 The fee that is being received from the reseller is either contractu-
ally tied to the reseller's incremental purchases of the software or contractually
tied to the Reseller's incremental sales of the software. Resellers today are gen-
erally able to replicate or download each individual software product that will
be transferred to their end-user customer at the time of sale to the end-user
customer. As such, resellers rarely stock software inventory; instead the pur-
chase from the vendor and resale to the end-user often occurs simultaneously
at the time of the end-user transaction. When the purchase and resale occurs es-
sentially simultaneously, there is little or no economic difference between pay-
ments contractually owed upon purchase versus payments contractually owed
upon resale. Although the sales-based royalty exception may seem to apply to
the resale of software, it is important to assess whether the vendor is grant-
ing the reseller additional rights that it did not already control, or whether the
vendor is receiving a royalty for a license right they have already granted.

9.2.26 FinREC believes that if a reseller is simply purchasing and re-
selling a software product, the software product is more similar to any other
tangible product that is purchased for resale and accounting similar to the end
user guidance described previously should generally apply. That is, the trans-
action between the vendor and the reseller is one whereby the vendor is selling
and the reseller is purchasing incremental software rights that it did not al-
ready control each time they pay a fee to transfer the vendor's software to an
end-user.

9.2.27 However, there are cases where the reseller is not simply purchas-
ing and reselling a software product (such as purchasing software to be em-
bedded into a larger software program such that the purchased software loses
its identity as a stand-alone software product). Consistent with the end-user
model, the Vendor must evaluate whether the payments from a reseller rep-
resent payments for additional software rights that are being granted by the
Vendor or royalty payments for the continued use of software rights that have
already been granted by the Vendor. For example, such an evaluation would
consider whether the payments related to the purchase and resale of additional
software, as is, on a stand-alone basis; or whether the payments relate to sales
of a different product.

9.2.28 The following examples are meant to be illustrative, and the analy-
sis to differentiate an end-user customer option to acquire additional software
rights from a usage-based royalty should be based on the facts and circum-
stances of an entity's specific situation:

Example 9-2-4 — Software Vendor A Sells Call Center Software for
Travel Companies

Company T is a travel company that provides business travel services. Com-
pany T has a nonseasonal business and has a stable call volume of approxi-
mately 100,000 calls per month. The average call center operator can handle
approximately 10,000 calls per month. Company T expects to increase its cus-
tomer base in year 2 of the term and expects its call volume to increase to
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120,000 calls per month at that time. Software vendor A enters into a 3-year
term license arrangement with Company T whereby Company T has the right
to have up to 12 call center operators using the software for the 3-year term for
a variable fee of $.10 per call.

In this example, since the vendor has granted the rights to 12 operators at
the beginning of the term and the contract does not include the ability for the
customer to add operators for a fee, the contract does not include an option to
purchase software. The fee is a variable fee based on the usage of the software.
A variable fee based upon the usage of the software would be recognized as the
usage occurs. Based on estimated calls volumes, the vendor expects to recognize
$120,000 in year 1 and $144,000 in years 2 and 3 (for a total of $408,000 across
the three years).

Example 9-2-5

Assume the same facts as in example 9-2-4, except that Company T has the
right to have two call center operators using the software for the 3-year term
for a fixed fee of $300,000 (assume the stand-alone selling price of an individual
operator license is $34,000). The company can add up to 10 additional call cen-
ter operators for $10,800 per additional operator; and there is a high likelihood
that the customer will add the additional operators. The company also has to
pay a $.10 per call charge for annual call volume that exceeds 1,200,000 calls
in year 1 and 1,440,000 calls in years 2 and 3.

In this example, the contract includes the ability for the customer to add oper-
ators for a fee, specifically up to 10 additional operators for $10,800 per addi-
tional operator. The ability to add operators for a fee provides the customer with
an option to purchase additional software, since it currently only has rights
for two operators. The option at $10,800 per operator is considered a material
right as the amount is significantly less than the price per operator for the
two initial operators of $150,000 per operator and less than stand-alone selling
price of $34,000. The vendor applies the practical expedient described in FASB
ASC 606-10-55-45 and allocates $68,000 to the two call center operator licenses
the vendor has initially granted ($34,000 each). The remaining $232,000 is al-
located to the material right. The Vendor will recognize $34,000 per license
($23,200 of the material right plus the additional $10,800 owed upon exercise)
as each additional right is granted to the customer.

Assume the customer adds eight additional operators in year 1 and two ad-
ditional operators in year 2 and the call volume does not exceed the amounts
stated in the contract. As such, the vendor will recognize $340,000 of revenue
in year 1 ($68,000 allocated to the two initial licenses granted plus $272,000
for the additional 8 licenses granted [$34,000 per option * eight options exer-
cised]), $68,000 in year 2 and $0 in year 3. Had the call volume exceeded the
stated thresholds, those amounts that would have been received based on the
$.10 per call charge would have been considered variable consideration and not
a customer option.

Example 9-2-6

Assume the same facts as example 9-2-4, except that Company T has the right
to have up to 10 call center operators use the software for a 3-year term for a
fee of $340,000. The company can add additional call center operators at a price
of $34,000 per operator beginning in year 2. The company also has to pay $.10
per call charge for annual call volume that exceeds 1,500,000 calls.
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In this example, the contract includes the ability for the customer to add op-
erators for a fee, specifically $34,000 per additional operator beginning in year
2. The ability to add additional operators for a fee provides the customer with
an option to purchase additional software, since it currently only has rights for
10 operators. The option, at $34,000 per operator, is not considered a material
right as the amount represents the stand-alone selling price of the fee for an
additional user for a two year license. The vendor estimates that the customer
will add two operators at the beginning of year 2 and does not expect the call
volume to exceed the amounts stated in the contract. Although not expected, if
the call volume exceeded the stated thresholds, those amounts that would have
been received based on the $.10 per call charge would have been considered
variable consideration and not a customer option. As such, the vendor expects
to recognize $340,000 in year 1 and $68,000 in year 2.

Example 9-2-7

Assume the same facts as example 9-2-4 except that company pays a fixed fee of
$408,000 upon signing the contract for the right to have 12 call center operators
use the software for a 3-year term. Company T would be required to pay an
additional fee of $.10 per call if the annual call volume exceeds 1,200,000 calls
in year 1 and 1,440,000 calls in years 2 and 3.

In this example, the contract does not include the ability for the customer to
add additional operators for a fee, since it has rights for 12 operators at contract
inception. The vendor does not expect the call volume to exceed the amounts
stated in the contract. Although not expected, if the call volume exceeded the
stated thresholds, those amounts that would have been received based on the
$.10 per call charge would have been considered variable consideration and
not a customer option As such, the vendor expects to recognize $408,000 in
year 1.

9.2.29 The following examples are meant to be illustrative, and the analy-
sis to differentiate a reseller's option to acquire additional software rights from
a sales-based royalty should be based on the facts and circumstances of an en-
tity's specific situation.

Example 9-2-8 — Software Vendor X Sells to Software Vendor Y

Software Company Y sells household management software that performs vari-
ous household financial, calendar and productivity functions utilizing software
from third-party vendors that are integrated into a single management soft-
ware product. Software Vendor X enters into a 3-year license arrangement for
Vendor X software. The conditions of the license provide Company Y with rights
to embed Vendor X's software into one of Company Y's software products. The
license does not provide Company Y with the right to resell individual licenses
of Vendor X software or use the software in any other way. Company Y receives
a master copy of the productivity software and will integrate the software into
its product. Company Y pays $100,000 up-front and an additional $10 per soft-
ware license sold containing Vendor X's software.

In this example, Vendor X has granted Company Y a license to integrate its
software within a Company Y software product. Since the reseller is not simply
buying and reselling individual software products, Vendor X should evaluate
whether any of the future payments are for them to grant additional rights to
the reseller. The vendor concludes that they have only granted a single license
(to integrate their software into Company Y's product); no additional software
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rights are being granted in the future. Any additional consideration that is re-
ceived are payments relating to the license that has been granted. As such,
Vendor X is receiving fixed consideration ($100,000) and variable considera-
tion ($10 sales-based royalty) for the license rights granted to Company Y to
integrate Vendor X's software in Company Y's product.

Example 9-2-9 — Software Vendor X Sells to a Retailer

Software Vendor X enters into a 3-year reseller licensing arrangement with
a retailer that sells consumer electronics (Retailer R). The licensing arrange-
ment provides Retailer R with the right to resell individual software licenses
to end-user customers. Retailer R does not have any other rights related to the
software. Vendor X provides the retailer with the ability to create and issue
individual download keys that an end-user can use to download the software.
Retailer R pays $50,000 for the first 1,000 end-user licenses of the software
that can be downloaded on demand. Retailer R pays an additional $40 for each
additional software license sold above the initial 1,000 in the 3-year period.

In this example, Vendor X has granted Retailer R a license to resell its software
and has not granted end-user rights to Retailer R. The reseller is buying and
selling individual software licenses to end-users. Any additional consideration
above the initial $50,000 payment is for the Vendor's granting of additional
licenses that the Retailer will resell to end-users. Additionally, since the price
per copy purchased after the first 1,000 purchases is less that the price per copy
on the initial 1,000 purchases, Vendor X should assess whether a material right
related to the right to purchase additional software exists.

Step 3: Determine the Transaction Price

Defining and Identifying Potential Price Concessions
This Accounting Implementation Issue Is Relevant to Step 3: "Determine the
Transaction Price," of FASB ASC 606.

Identification of Potential Price Concessions
9.3.01 An entity will need to apply judgment in determining whether it

has implicitly offered a price concession or whether it has chosen to accept the
risk of default by the customer of the contractually agreed-upon consideration
(that is, customer credit risk). If an entity determines that it will collect less
than the stated contract price due to a price concession (regardless of whether
the price concession is implicit or explicit), then that amount is accounted for
as a reduction of the transaction price. That is, the amount is considered vari-
able consideration that is subject to the constraint on variable consideration in
determining the transaction price (step 3 of the five-step model) rather than an
input into the collectibility assessment in step 1. Conversely, if an entity con-
cludes that there is a significant credit default risk, then the vendor may con-
clude that the arrangement does not meet the criteria to be accounted for as a
contract. This distinction can therefore affect both the timing and the amount
of revenue recognized.

9.3.02 FASB ASC 606-10-25-1e states, "The amount of consideration to
which the entity will be entitled may be less than the price stated in the con-
tract if the consideration is variable because the entity may offer the customer a
price concession (see paragraph 606-10-32-7)." Accordingly, an entity may need
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to consider whether an implied price concession exists at the outset of a con-
tractual arrangement.

9.3.03 To determine if it is probable that the entity will collect substan-
tially all of the consideration to which it will be entitled as required in FASB
ASC 606-10-25-1e, the entity will need to determine the transaction price as
described in FASB ASC 606-10-32-2, which includes estimating variable con-
sideration. For the purposes of this discussion, we will assume that the entity
has concluded that the criteria in FASB ASC 606-10-25-1, including that col-
lectibility is probable, have been met and the contract is within the scope of the
five-step model in FASB ASC 606.

9.3.04 As noted in FASB ASC 606-10-32-7a, a price concession occurs
when a vendor "accepts an amount of consideration that is less than the price
stated in the contract." Software vendors may have a higher likelihood than
entities in other industries of offering such price concessions due to the fact
that there may be little to no incremental cost associated with the fulfillment
of performance obligations such as the license of a software product.

9.3.05 Accordingly, as also noted in FASB ASC 606-10-32-7a, software ven-
dors should consider whether a customer has a "valid expectation arising from
an entity's customary business practices, published policies, or specific state-
ments" that the entity will provide a payment concession, and vendors should
estimate the concessions at the outset of the contractual arrangement. In ad-
dition, the vendor should consider whether "other facts and circumstances in-
dicate that the entity's intention, when entering into the contract with the cus-
tomer, is to offer a price concession to the customer," as noted in FASB ASC
606-10-32-7b.

9.3.06 Price concessions may arise from each of the factors stated in FASB
ASC 606-10-32-7 and may take many forms. Potential price concessions include,
but are not limited to, price discounts, rebates, refunds, credits, or extensions of
scheduled payment obligations. For example, a vendor may enter into a contract
that includes five years of maintenance with committed annual payments of
$100 and may subsequently agree to allow its customer to make reduced annual
payments of $75 per year. Alternatively, a vendor may accept an amount of
consideration that is less than the price stated in a contract in exchange for a
reduction in the scope of the performance obligations for that contract, such as
a reduced maintenance period. These situations may indicate either an implied
price concession, a contract modification, or both.

9.3.07 The determination of whether arrangements with customers in-
clude implied price concessions at the onset is one that requires significant
judgment. Vendors may want to evaluate the different sources of information
available to them in making this determination, which could include: their
transaction history, their public statements, or changing market conditions, in
order to estimate whether there are any implied price concessions. FASB ASC
606-10-32-9 notes the following:

An entity shall consider all of the information (historical, current, and
forecast) that is reasonably available to the entity and shall identify
a reasonable number of possible consideration amounts. The informa-
tion that an entity uses to estimate the amount of variable consider-
ation typically would be similar to the information that the entity's
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management uses during the bid-and-proposal process and in estab-
lishing prices for promised goods and services.

For contracts with financially stressed customers, determination of the cus-
tomer's creditworthiness could include an assessment of prior price concessions
to determine whether the concessions are indicative of a customer's inability to
pay the amounts to which the entity was entitled, which may lead an entity to
question whether collectibility is probable for the contract.

Use of Portfolio Approach in Estimating Potential Price Concessions
9.3.08 Software vendors may want to consider whether it is possible to use

a portfolio approach to estimate the value of potential price concessions. FASB
ASC 606-10-10-4 allows an entity to apply the guidance in FASB ASC 606 to a
portfolio of contracts (or performance obligations) with similar characteristics
if the entity reasonably expects that the effects on the financial statements of
applying this guidance to the portfolio would not differ materially from apply-
ing this guidance to the individual contracts.

9.3.09 In grouping transactions with similar characteristics for the pur-
pose of estimating a price concession, software vendors could consider all char-
acteristics that may impact the estimation of a concession, which include cus-
tomer size, transaction size, market vertical, geographic location, product type,
product stage (new versus existing), or other customary business practices.
When grouping transactions with similar characteristics, software vendors
could consider whether a sufficiently large, homogeneous pool of transactions
exists for any identified group. A software vendor may generally conclude that
it is appropriate to use the portfolio approach for a homogeneous pool of con-
tracts while also concluding that some transactions cannot be grouped, and will
need to be evaluated on a customer-specific, or even transaction-specific, basis.

Transition Guidance — Extended Payment Terms
9.3.10 The guidance on extended payment terms under the software rev-

enue recognition guidance in FASB ASC 985-605 will be superseded. The fol-
lowing implementation guidance has been incorporated to assist in transition
to FASB ASC 606.

9.3.11 Extended payment terms may be explicitly stated in a contract or
they may be implied through a vendor's past actions or customer expectations.
Software products are continually evolving and tend to have a limited useful
life. Accordingly, extended payment terms may be particularly challenging for
software arrangements because the underlying software product may become
technologically obsolete by the time a customer is required to make payment
to the software vendor. In accordance with FASB ASC 606-10-32-9, software
vendors should consider all information (historical, current, and forecast) that
is reasonably available to them to estimate variable consideration when de-
termining the transaction price, including price concessions, whether the guid-
ance in FASB ASC 606 is applied on a portfolio or contract-by-contract basis.
This includes considering historical collection history for sales of similar soft-
ware products when estimating the frequency, extent, and likelihood of poten-
tial price concessions for a group of contracts or for a specific contract. In ac-
cordance with the discussion at the July 2015 TRG meeting on the portfolio
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practical expedient,1 an entity is not required to apply the portfolio practical
expedient when considering evidence from other, similar contracts to develop
an estimate of variable consideration.

9.3.12 If a contract, or group of contracts, have payment terms that are
longer than a software vendor typically offers for a given type of software prod-
uct, then historical collection patterns may be a less useful predictive mea-
sure when estimating the likelihood and amount of potential price concessions.
This may also be the case when a software vendor enters a new market with
a product that may have a different technological useful life than the vendor's
other products. The existence of extended payment terms, and the payment
term length offered to different customers, could also be considered when ap-
plying a portfolio approach for purposes of estimating payment concessions.

9.3.13 In addition, the basis for granting longer than normal payment
terms could be analyzed to determine whether additional factors should be con-
sidered when concluding whether potential price concessions exist. This anal-
ysis may include assessing the underlying reasons for providing extended pay-
ment terms, and whether there is a history of changing payment terms because
of creditworthiness issues. For example, the willingness to grant extended pay-
ment terms to a financially stressed customer could be indicative of a willing-
ness to provide price concessions in the future even if the software vendor has
not historically provided concessions. Alternatively, an entity might decide to
grant extended payment terms to respond to market demands and may con-
clude that such an action is not an indicator of an implied price concession.

9.3.14 Additionally, if the contract has payment terms that extend sig-
nificantly beyond the expected timing of fulfillment for the contractual perfor-
mance obligations, the software vendor should consider whether the transac-
tion includes a significant financing component.

Significant Financing Components in Software Arrangements
This Accounting Implementation Issue Is Relevant to Step 3: "Determine the
Transaction Price," of FASB ASC 606.

Assessing Significance
9.3.15 In accordance with FASB ASC 606-10-32-3, a software company

should consider whether each of their contractual arrangements with cus-
tomers provides a significant benefit of financing to either party of the contract.
The financing component may be explicitly identified in the contract or may be
implied by the contractual payment terms of the contract. In accordance with
FASB ASC 606-10-32-15, an entity should adjust the promised amount of con-
sideration for the effects of the time value of money if the timing of payments
agreed to by the parties to the contract (either explicitly or implicitly) provides

1 Paragraph 25 of the FASB/IASB Joint Transition Resource Group for Revenue Recognition
Agenda Ref. No. 44, July 2015 Meeting — Summary of Issues Discussed and Next Steps, notes the
following:

In some circumstances, an entity will develop estimates using a portfolio of data to account
for a specific contract with a customer. For example, to account for a specific contract with
a customer, an entity might consider historical experience with similar contracts to make
estimates and judgments about variable consideration and the constraint on variable con-
sideration for that specific contract. On question 1, TRG members agreed with the staff 's
view that the use of a portfolio of data is not the same as applying the portfolio practical
expedient.
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the customer or the entity with a significant benefit of financing the transfer of
goods or services to the customer.

9.3.16 An entity must first determine at what level significance is required
to be assessed. BC234 of FASB ASU No. 2014-09 states the following:

The Boards clarified that an entity should only consider the signifi-
cance of a financing component at a contract level rather than consider
whether the financing is material at a portfolio level. The Boards de-
cided that it would have been unduly burdensome to require an entity
to account for a financing component if the effects of the financing com-
ponent were not material to the individual contract, but the combined
effects for a portfolio of similar contracts were material to the entity
as a whole.

9.3.17 In accordance with FASB ASC 606-10-32-15 and BC234 of FASB
ASU No. 2014-09, the assessment of whether the financing component is sig-
nificant should be made only at the contract level (that is, not at the business
level, portfolio level, segment level, or entity level, nor would any assessment be
required at the performance obligation level). When the financing component is
considered significant in relation to the contract, the transaction price should
be adjusted. At the March 2015 TRG meeting, the TRG agreed that no guid-
ance in the standard would preclude an entity from accounting for a financing
component that is not significant.

9.3.18 In accordance with FASB ASC 606-10-32-16, all relevant facts and
circumstances should be considered in assessing whether a contract contains
a financing component and whether the financing component is significant, in-
cluding the following:

a. The difference if any, between the amount of promised considera-
tion and the cash selling price of the promised goods or services

b. The combined effect of both of the following:
i. The expected length of time between when the entity

transfers the promised goods or services to the customer
and when the customer pays for those goods or services

ii. The prevailing interest rate in the relevant market

9.3.19 The assessment of whether a financing component is significant
requires judgment and will be based upon individual facts and circumstances.
BC234 of FASB ASU No. 2014-09 states, that "for many contracts an entity will
not need to adjust the promised amount of customer consideration because the
effects of the financing component will not materially change the amount of
revenue that should be recognized in relation to a contract with a customer." If
an entity concludes the financing component is not significant, the entity does
not need to apply the provisions of paragraphs 15–30 of FASB ASC 606-10-32
and adjust the consideration promised in determining the transaction price.

9.3.20 At the March 2015 TRG meeting, the TRG discussed how to apply
the significant financing component guidance when there is no difference be-
tween the amount of promised consideration and the cash selling price. In this
situation, an entity should not automatically assume that there is no significant
financing component. The difference, if any, between the amount of promised
consideration and the cash selling price is only one consideration in determin-
ing whether a significant financing component exists. As a first step, an entity
would evaluate whether the amount of promised consideration in fact equals
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the cash selling price versus the list price (if the cash selling price differs from
the list price). If the amount of promised consideration is equal to the cash sell-
ing price, all relevant facts and circumstances should be considered; however,
it may be an indicator that that the contract does not include a significant fi-
nancing component or it may be possible a financing component exists but it is
not significant.

9.3.21 The following examples are meant to be illustrative, and the ac-
tual determination of the existence of a significant financing component in the
contract should be based on the facts and circumstances of an entity's specific
situation. Assume the vendor considered the factors in FASB ASC 606-10-32-17
and concluded none of the factors exist.

Example 9-3-1

A software vendor enters into a contract with a customer to provide a software
license for promised consideration of $100,000. The customer will remit 90 per-
cent of the payment upon delivery of the license and 10 percent of the payment
in 18 months. To defer a portion of the payment 18 months, the customer is pay-
ing a higher price. The vendor concludes a financing component exists. Based
on an evaluation of the facts, including prevailing interest rates, the vendor
calculates a $2,000 financing component over the 18 month term. The entity
concludes that $2,000, or 2 percent of the contract price, is not significant and
the entity does not need to adjust the consideration promised in determining
the transaction price.

Example 9-3-2

Consider the same facts as noted in example 9-3-1, except that the customer
remits 100 percent of the consideration in three years. The customer is paying
a higher price to defer payment three years. The vendor concludes a financing
component exists, which the vendor calculates to be $20,000. In this case, the
entity concludes $20,000, or 20 percent of the contract price, is significant (there
are no other qualitative factors to suggest otherwise) and the entity should
adjust the consideration promised in determining the transaction price.

Example 9-3-3

A software vendor enters into a contract with a customer to provide a five-year
term license for promised consideration of $100,000, which is equal to the list
price of the software. The customer will make 60 equal monthly payments over
the five-year term; however, the software vendor will recognize revenue upon
delivery of the license. The vendor concludes a financing component exists. In
assessing whether the financing component is significant, the vendor considers
the difference between the amount of promised consideration and the cash sell-
ing price of the promised goods or services. Although the amount of promised
consideration equals the list price, the vendor notes that customers generally
receive a 20 percent discount for paying for a license in full upon delivery. As
such, the vendor concludes the cash selling price is $80,000, which is $20,000
less than the promised consideration. Based on this fact, and consideration of
prevailing interest rates and the length of time between delivery of the license
and payment, the entity concludes the contract contains a significant financing
component and the entity should adjust the consideration promised in deter-
mining the transaction price.

In these examples, the entity's conclusions regarding whether a financing com-
ponent is significant is a judgment based on the entity's facts and circum-
stances. An entity may reach a different conclusion based on its facts and
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circumstances; that is the thresholds (2 percent and 20 percent) used in these
examples are not intended to be bright-lines.

When to Assess a Contract for a Significant Financing Component
9.3.22 FASB ASC 606-10-32-15 provides that an entity should adjust the

promised amount of consideration for the effects of the time value of money if
the timing of payments agreed to by the parties to the contract (either explic-
itly or implicitly) provides the customer or the entity with a significant benefit
of financing. The standard does not explicitly provide for when and how often
an entity should assess whether a significant financing component is present.
However, FASB ASC 606-10-32-19 does imply that it should be assessed at
contract inception as it provides guidance that when adjusting the promised
consideration for a significant financing component an entity should use the
discount rate that would be reflected in a separate financing transaction with
the entity and its customer at contract inception.

9.3.23 When a contract is modified, the terms and conditions of the revised
contract could alter the timing of satisfaction of the performance obligations or
payments in such a way that explicitly or implicitly provides for a significant
financing component. Because a contract modification could change whether a
contract contains a significant financing component, FinREC believes an entity
should consider whether a significant financing component is present based on
the terms and conditions of the newly modified contract, regardless of whether
it is accounted for as a separate contract or as part of the same contract based
on guidance within paragraphs 12–13 of FASB ASC 606-10-25.

9.3.24 FASB ASC 606-10-32-19 also states, "after contract inception, an
entity shall not update the discount rate for changes in interest rates or other
circumstances (such as a change in the assessment of the customer's credit
risk)."

9.3.25 As a result, once an entity determines a significant financing com-
ponent is present and adjusts the promised consideration, the entity would con-
tinue to use the same assumed discount rate for the specific contract assessed.
However, in situations in which a contract modification results in the addition
of a significant financing component or a change to an existing significant fi-
nancing component, FinREC believes an entity will likely need to update the
discount rate assumptions.

Applying the Practical Expedient
9.3.26 FASB ASC 606-10-32-18 also provides a practical expedient,

whereby "an entity need not adjust the promised amount of consideration for
the effects of a significant financing component if the entity expects, at contract
inception, that the period between when the entity transfers a promised good
or service to a customer and when the customer pays for that good or service
will be one year or less." The practical expedient may be applied in instances
where the contract is greater than one year, but within that contract the period
between performance (transfer of a good or service) and payment is one year or
less.

9.3.27 The following example is meant to be illustrative, and the actual
determination of whether the practical expedient can be applied as stated in
FASB ASC 606-10-32-18 should be based on the facts and circumstances of an
entity's specific situation.
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Example 9-3-4

Company H enters into a two-year contract to develop customized software for
Company C. Company H concludes that the goods and services in this contract
constitute a single performance obligation (this conclusion is not the purpose
of this example). Based on the terms of the contract, Company H determines
that it transfers control over time, and recognizes revenue based on an input
method best reflecting the transfer of control to Company C. Company C agrees
to provide Company H monthly progress payments. In this case, Company H
must assess whether any timing difference between the transfer of control of
the software and payment from Company C is indicative of a significant financ-
ing component. Based on the expectation of the timing of costs to be incurred,
Company H concludes that progress payments are being made such that the
timing between the transfer of control and payment is never expected to ex-
ceed one year. Therefore, Company H concludes it will not need to further as-
sess whether a significant financing component is present, and does not adjust
the promised consideration in determining the transaction price, as they are
applying the practical expedient under FASB ASC 606-10-32-18.

Applying the Significant Financing Component Guidance When There
are Multiple Performance Obligations

9.3.28 The standard does not provide explicit guidance regarding how to
apply the significant financing component guidance when there are multiple
performance obligations. As a result, questions regarding this issue were raised
for discussion at the March 2015 TRG meeting. In TRG Agenda Ref. No. 30,
Significant Financing Components, Question 6, the FASB staff explains that
in Step 3 of revenue model the transaction price should be adjusted for the
effect of financing, because the financing component is in exchange for financ-
ing rather than in exchange for promised goods or services. After determining
the transaction price, adjusted for any financing components, an entity would
allocate the transaction price to the performance obligations in step 4 of the
revenue model. For example, if the total consideration in a contract is $100 and
an entity determines the interest component is $10, then the transaction price
to be allocated to the performance obligations is $90.

9.3.29 Paragraph 38 of TRG Agenda Ref. No. 34, March 2015 Meeting —
Summary of Issues Discussed and Next Steps notes the following:

As it relates to Issue No. 6, the standard is clear that when determin-
ing the transaction price, the effect of financing is excluded from the
transaction price prior to the allocation of the transaction price to per-
formance obligations. TRG members agreed with the staff view that
it may be reasonable in some circumstances to attribute a significant
financing component to one or more, but not all, of the performance
obligations in the contract. Some TRG members agreed that, practi-
cally, this might be in a manner analogous to the guidance on allocat-
ing variable consideration or allocating a discount.

Determining Whether the Transaction Price Contains a Significant
Financing Component

9.3.30 Advance payments. In certain software arrangements, entities re-
ceive consideration in advance of the transfer of goods to the customer. For
example, the following scenarios include payments in advance:
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a. A software vendor enters into a contract with a customer to provide
three years of PCS. Revenue is recognized over time. The customer
remits full payment for the three-year term at the inception of the
arrangement.

b. A software vendor enters into a contract with a customer to provide
SaaS over a five-year term. Revenue is recognized over time. The
customer remits full payment for the five-year term at the inception
of the arrangement.

c. A software vendor enters into a contract with a customer to pro-
vide a three-year term license, including PCS. As the license and
PCS are considered distinct, revenue for the license is recognized
upon delivery and revenue for the PCS is recognized over time. The
customer remits full payment for the entire arrangement upon de-
livery of the license; therefore, the customer is paying in advance
for the PCS.

An entity should consider all facts and circumstances in assessing whether the
advance payment from the customer represents a significant financing compo-
nent.

9.3.31 BC232 of FASB ASU No. 2014-09 states that one of the factors
to consider in evaluating whether a contract includes a significant financing
component is as follows:

The difference, if any, between the amount of promised consideration
and the cash selling price of the promised goods or services. If the
entity (or another entity) sells the same good or service for a differ-
ent amount of consideration depending on the timing of the payment
terms, this generally provides observable data that the parties are
aware that there is a financing component in the contract. This fac-
tor is presented as an indicator because in some cases the difference
between the cash selling price and the consideration promised by the
customer is due to factors other than financing.

9.3.32 BC233 of FASB ASU No. 2014-09 describes circumstances in which
a contract does not provide the customer or the entity with a significant benefit
of financing, including when the following occurs

a. a customer pays for goods or services in advance and, the timing of
the transfer of those goods is at the discretion of the customer,

b. a substantial amount of the consideration promised by the cus-
tomer is variable and that consideration varies on the basis of fac-
tors that are outside the control of the customer or the entity, or

c. the difference between the promised consideration and the cash
selling price of the good or service arises for reasons other than
the provision of financing to either the customer or the entity.

The examples in BC233 of FASB ASU No. 2014-09 illustrate when a payment in
advance or in arrears of the typical payment terms may have a primary purpose
other than financing. A software arrangement may require customers to pay in
advance for reasons other than to secure financing, such as to mitigate risk of
nonpayment or to commit a customer to a longer term.

9.3.33 BC237 and BC238 of FASB ASU No. 2014-09 explain that FASB
ASC 606 does not include an exemption for advance payments, as there may
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be situations in which a significant financing component is present, and to ig-
nore the impact would skew the amount and pattern of revenue recognition.
This point was also discussed in the March 2015 TRG meeting. TRG members
agreed that there is no presumption as to whether advance payments do or
do not contain significant financing components and that advance payments
should be assessed under the new revenue standard. However, they did discuss
that an advance payment arrangement may be more likely to contain the fac-
tor described in FASB ASC 606-10-32-17c; that is, the difference in promised
consideration and cash selling price is for a reason other than financing.

9.3.34 The following examples are meant to be illustrative, and the ac-
tual determination of the existence of a significant financing component in a
contract should be based on the facts and circumstances of an entity's specific
situation.

Example 9-3-5

A software vendor enters into a contract with a customer whereby the customer
commits to spend $100,000 on software products over a two-year arrangement.
The customer prepays $100,000 at the inception of the arrangement into a flex-
ible spending account, which may be applied to software purchases under the
arrangement, the timing of which is at the discretion of the customer. Although
the customer will pay in advance of the transfer of the software, because the
timing of the transfer of the software is at the discretion of the customer, the
vendor concludes the contract does not provide the customer or the entity with
a significant benefit of financing based on FASB ASC 606-10-32-17a.

Example 9-3-6

A software vendor enters into a three-year arrangement with a customer to
provide PCS. For customers with low credit ratings, the vendor requires the
customer to pay for the entire arrangement in advance of the provision of ser-
vice. Other customers pay over time. Due to this customer's credit rating, the
customer pays in advance for the three-year term. Because there is no differ-
ence between the amount of promised consideration and the cash selling price
(that is, the customer does not receive a discount for paying in advance), the
vendor requires payment in advance only to protect against customer nonpay-
ment, and no other factors exist to suggest the arrangement contains a financ-
ing, the vendor concludes this contract does not provide the customer or the
entity with a significant benefit of financing.

Example 9-3-7

A software vendor enters into a contract with a customer to provide a three-year
term license, including PCS, for promised consideration of $100,000, which in-
cludes a discount for paying at the beginning of the three-year term. In these
facts and circumstances, the vendor is unable to determine that the difference
between the promised consideration and the cash selling price is for a reason
other than financing. Therefore, the vendor concludes the transaction price con-
tains a financing component and, based on all relevant facts and circumstances,
concludes the financing component is significant to the contract.

As the license and PCS are considered distinct, revenue for the license is rec-
ognized upon delivery and revenue for the PCS is recognized ratably over the
term of the arrangement. Because there is no gap between when the customer
pays for the license and when the vendor transfers the license to the customer,
the vendor concludes the significant financing component relates solely to the
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PCS, for which payment is made in advance of delivery. To determine the trans-
action price to be allocated between the license and PCS, the vendor first must
calculate the financing component.

Because FASB ASC 606 does not provide explicit guidance regarding how to
calculate the financing component when there are multiple performance obli-
gations, there may be more than one allowable methodology. One reasonable
approach requires first allocating the $100,000 in promised consideration be-
tween the license and PCS. Although the transaction price should be adjusted
for the financing component prior to allocating the transaction price, FinREC
believes it is appropriate under this approach to first allocate the promised
consideration of $100,000 between the license and PCS on a relative stand-
alone selling price basis, solely for purposes of calculating the financing com-
ponent. Under this approach, assuming the stand-alone selling price for the
license is $80,000 and the stand-alone selling price for the PCS is $30,000,
the vendor determines $72,700 of promised consideration relates to the license
(($80,000/$110,000)*$100,000 = $72,700) and $27,300 of promised considera-
tion relates to the PCS (($30,000/$110,000)*$100,000 = $27,300).

Based on an advance payment of $27,300 for the PCS, and using a discount
rate that would be used in a separate financing transaction between the ven-
dor and the customer, the vendor concludes that $6,000 in interest expense
should be recognized related to the financing component (assume for purposes
of this example that the amount is considered significant to the contract). As
such, the vendor determines the total transaction price for the arrangement
is $106,000 ($100,000 promised consideration plus the financing component).
However, because the financing component relates solely to the PCS, the ven-
dor determines that $72,700 of the transaction price should be allocated to the
license and $33,300 should be allocated to the PCS. Note that other approaches
to calculate the financing component may also be reasonable.

9.3.35 Payments in arrears. In some software arrangements, entities may
receive payment after the transfer of goods or services to the customer. In cer-
tain cases, the financing is explicitly stated in the contract and may already be
appropriately accounted for under the significant financing component guid-
ance. In other cases, the financing may be implicit and the entity may need to
evaluate whether a significant financing component exists and, if so, adjust the
consideration promised for the effects of the time value of money in determining
the transaction price.

9.3.36 The following examples are meant to be illustrative, and the ac-
tual determination of the existence of a significant financing component in a
contract should be based on the facts and circumstances of an entity's specific
situation.

Example 9-3-8

A software vendor enters into a contract with a customer to provide a license
solely in exchange for a sales-based royalty. Although the payment will be made
in arrears, because the total consideration varies based on the occurrence or
nonoccurrence of a future event that is not within the control of the customer
or the entity, the software vendor concludes the contract does not provide the
customer or the entity with a significant benefit of financing based on FASB
ASC 606-10-32-17b.
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Example 9-3-9

A software vendor enters into a two-year contract to develop customized soft-
ware for a customer. The vendor concludes that the goods and services in this
contract constitute a single performance obligation (this conclusion is not the
purpose of this example). Based on the terms of the contract, the vendor deter-
mines that it transfers control over time, and recognizes revenue based on an
input method best reflecting the transfer of control to the customer. The cus-
tomer agrees to provide the vendor monthly progress payments, with the final
25 percent payment (holdback payment) due upon contract completion. As a
result of the holdback payment, there is a gap between when control transfers
and when consideration is received, creating a financing component. However,
because there is no difference between the amount of promised consideration
and the cash selling price (that is, the customer did not pay a premium for pay-
ing a portion of the consideration in arrears), the payment terms included a
holdback payment only to ensure successful completion of the project, and no
other factors exist to suggest the arrangement contains a financing, the ven-
dor concludes this contract does not provide the customer or the vendor with a
significant benefit of financing.

Step 4: Allocate the Transaction Price to the Performance
Obligations in the Contract

Estimating the Stand-Alone Selling Price — Use of the
Residual Approach
This Accounting Implementation Issue Is Relevant to Step 4: "Allocate the Trans-
action Price to the Performance Obligations in the Contract," of FASB ASC 606.

Using the Residual Approach to Estimate the Stand-Alone Selling Price
of a Software License

9.4.01 Software vendors commonly sell their software licenses bundled
with other products and services, for example, a software license bundled with
maintenance services (generally for a stated period of time). Step 4 of the five-
step process requires an entity to allocate the transaction price to the perfor-
mance obligations in the contract. Under FASB ASC 606-10-32-31, "an entity
shall determine the stand-alone selling price at contract inception of the dis-
tinct good or service underlying each performance obligation in the contract and
allocate the transaction price in proportion to those stand-alone selling prices."
FASB ASC 606-10-32-32 defines the stand-alone selling price as the price at
which an entity would sell a promised good or service separately to a customer.

9.4.02 The stand-alone selling price of a good or service (or bundle of goods
or services that make up a single performance obligation) may not be directly
observable. This is especially common in many software transactions where
the software vendors do not sell the software license on a stand-alone basis.
In many cases, a software license is always sold with maintenance services or
other products and services (such as professional services or hosting).

9.4.03 Under FASB ASC 606-10-32-34c, an entity may estimate the stand-
alone selling price of a good or service using the "residual approach" in certain
circumstances, calculated as the total transaction price less the sum of the ob-
servable stand-alone selling price of other goods or services promised in the
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contract. The use of the residual approach to estimate the stand-alone selling
price of a promised good or service is appropriate only when the stand-alone
selling price of a promised good or service is highly variable or uncertain, as
demonstrated by meeting one of the following conditions:

a. The entity sells the same good or service to different customers
(at or near the same time) for a broad range of amounts (that is,
the selling price is highly variable because a representative stand-
alone selling price is not discernible from past transactions or other
observable evidence).

b. The entity has not yet established a price for that good or service,
and the good or service has not previously been sold on a stand-
alone basis (that is, the selling price is uncertain).

9.4.04 Historically, many software vendors have sold their software bun-
dles (that is, a software license bundled with maintenance services or other
products and services) at prices that varied significantly from customer to cus-
tomer. The lack of history of selling the software license on a stand-alone basis
combined with the variable pricing on bundled arrangements may lead many
software vendors to consider using the residual approach for determining the
stand-alone selling price of the software license.

9.4.05 In order to use the residual approach for the software license in the
contract, an entity will first need to evaluate whether the software license sold
to the customer is the "same" software sold to other customers and whether the
selling price of the same license has been highly variable or uncertain in other
transactions.

9.4.06 When considering whether the entity is licensing the "same" soft-
ware, notwithstanding that the license is for the same underlying software
product, FinREC believes that an entity would consider the particular at-
tributes of the license — for example, whether the license is perpetual or time-
based (and, if time-based, the duration of the license term, for example, three
years versus seven years), exclusive or nonexclusive, or restricted regarding
permitted uses. This is consistent with both the notion that a license gives
an entity rights related to intellectual property (that is, it is not the intellec-
tual property itself) and with FASB ASC 606-10-55-64, which explains that
restrictions of time, geographic region, or use are examples of attributes of the
promised license. Therefore, FinREC believes an entity should group software
licenses with similar attributes for the purpose of the analysis.

9.4.07 The determination of whether the entity is licensing the same soft-
ware from transaction to transaction may be straightforward. However, the de-
termination of whether the pricing has been highly variable will often require
judgment.

9.4.08 For the purposes of assessing whether condition 1 under FASB
ASC 606-10-32-34c has been met (that is, whether the selling price is highly
variable), an entity would evaluate whether it licenses its software for a broad
range of amounts. FinREC believes that an entity may employ different quan-
titative as well as qualitative approaches to determine whether its pricing is
"highly variable." FinREC believes an entity should document its methodology
for evaluating its pricing variability and apply the methodology consistently.

9.4.09 For example, an entity may bundle a software license with main-
tenance services. An entity may decide to quantitatively evaluate the pricing
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variability of its licenses to that software, grouped by similar types of licenses,
by assessing the pricing variability of the bundle. This involves analyzing the
different actual prices charged for the same software bundle. Such an analysis
will produce a range of prices charged for the bundle, which the vendor can
use to determine whether the pricing variations are deemed to be highly vari-
able. If the vendor has consistently sold the same software license bundle at the
same price (or in a range of prices that is not highly variable), the pricing for
the bundle would not be deemed highly variable, and therefore the pricing of
the software license component of the software bundle would not be considered
highly variable.

9.4.10 If, after performing the analysis specified in paragraph 9.4.09, an
entity concludes that the pricing of the bundle is highly variable, the entity
will have to determine how to allocate the pricing for the bundle to each of
the separate performance obligations within the bundle. Frequently, an entity
will have stand-alone sales data for the maintenance (for instance, information
gathered from renewals of the maintenance services) but will not have such
data for its licenses. In such situations, an entity would typically determine the
stand-alone selling price for the maintenance based on that observable data
and will use the residual approach to determine the stand-alone selling price
of the software license. However, this may not be possible in all situations, and
judgment may be required to determine how the transaction price of the bundle
should be allocated to the identified performance obligations. This may partic-
ularly be the case if multiple elements of the bundle are not sold separately
(for instance, if the entity only sells its maintenance together with renewals of
term licenses). However, in the case of maintenance and some services, there
may still be external data that provides a more observable basis for estimat-
ing the stand-alone selling price for those items than for the entity's software
licenses. Ultimately, the objective of the analysis is to achieve an allocation of
the portion of the transaction price allocated to the bundle that is consistent
with the relative selling price principle underlying FASB ASC 606-10-32-31.

9.4.11 In addition to analyzing the selling prices for a bundle that includes
one or more software licenses, an entity may also qualitatively analyze its pric-
ing practices and policies to determine how pricing decisions are made, the
range of acceptable pricing based on policy as compared to actual prices, and
whether such range is considered highly variable.

9.4.12 For the purposes of assessing whether condition 2 under FASB ASC
606-10-32-34c has been met (that is, whether the selling price is uncertain), an
entity should evaluate whether it has established a selling price for the license
in accordance with paragraphs 28–35 of FASB ASC 606-10-32. If a vendor has
established a separate price for the license, the vendor should also consider
whether it has or will be following such established price in evaluating the pric-
ing's uncertainty. For example, if the license has only been sold on a stand-alone
basis once, or was only sold separately on a limited basis and such transaction
is not current, the pricing for the license could still be determined to be un-
certain. If a vendor has not established a separate price for the software (for
example, by licensing the software separately), under this criterion, the resid-
ual approach could be appropriate if other observable inputs are not available
for the software.

9.4.13 If the selling price is deemed to be highly variable or uncertain and
the residual approach is applied, the resulting estimated stand-alone selling
price should be evaluated for reasonableness, consistent with BC273 of FASB
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ASU No. 2014-09. In determining whether the stand-alone selling price is rea-
sonable, consistent with BC269 of FASB ASU No. 2014-09, the entity performs
the analysis based on all reasonably available information, which may include
the following:

a. Consistency with the entity's pricing strategy

b. Comparison to similar products or services offered by the entity

c. Comparison to similar products or services offered by competitors

d. Analyzing the cost to determine whether the estimated selling price
yields an appropriate margin

9.4.14 The resulting estimated stand-alone selling price determined us-
ing a residual approach is reasonable if it is consistent with the internal and
external information obtained under the preceding paragraph.

Transition Guidance — Comparison to the Superseded Guidance
Under FASB ASC 985-605

9.4.15 The following implementation guidance has been incorporated to
assist in transition to FASB ASC 606. Assuming that the entity's contract-
ing practices have not changed, paragraphs 9.4.16–9.4.18 compare the appli-
cation of the residual approach under FASB ASC 606 to the residual method
under the superseded software revenue recognition guidance in FASB ASC
985-605.

9.4.16 If an entity has previously established vendor-specific objective ev-
idence (VSOE) of fair value for the license under the previous software revenue
recognition guidance (FASB ASC 985-605-25-6), an observable stand-alone sell-
ing price would exist for the license; therefore, FinREC believes that it would
be inappropriate to apply the residual approach to estimate the stand-alone
selling price for the license because an observable stand-alone selling price ex-
ists absent a significant and sustained change to pricing practices that might
render the stand-alone selling price uncertain.

9.4.17 If an entity has previously sold the software separately but was un-
able to establish VSOE of fair value for such software under the previous soft-
ware revenue recognition guidance, further evaluation is required on the appro-
priateness of the residual approach under FASB ASC 606. There were stricter
requirements for establishing VSOE under FASB ASC 985-605 than there are
for establishing stand-alone selling price under FASB ASC 606. In other words,
FinREC believes a "failed" VSOE under FASB ASC 985-605 does not automat-
ically indicate an entity does not have the ability to establish an observable
stand-alone selling price under FASB ASC 606. Further analysis would be re-
quired to determine whether it would be appropriate to use the residual ap-
proach. Implementation guidance discussed under paragraphs 9.4.01–9.4.14
should be considered.

9.4.18 If an entity did not sell or intend to sell the software separately,
it would not have been able to establish VSOE of fair value under FASB
ASC 985-605. It may have applied the residual method under FASB ASC 985-
605. In this fact pattern, further evaluation will be required to determine
whether the residual approach will continue to be appropriate under FASB
ASC 606.
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Residual Method Versus Residual Approach
9.4.19 As discussed under BC273 of FASB ASU No. 2014-09, the residual

method under FASB ASC 985-605 was an allocation method. It was previously
used when the entity had VSOE of fair value for the undelivered goods or ser-
vices, but did not have VSOE of fair value for the delivered goods or services.
It was most commonly used to account for bundled arrangements containing
a software license and maintenance services. This is because software vendors
typically did not sell the software license on a stand-alone basis, and therefore
VSOE of fair value for the software license did not exist. If the vendor had estab-
lished VSOE of fair value for maintenance services, it could apply the residual
method to allocate value to the software license based on the total arrangement
fee less the VSOE of fair value of the maintenance services.

9.4.20 In contrast, the residual approach under FASB ASC 606 is an esti-
mation method. It is used to estimate the stand-alone selling price of a distinct
good or service under FASB ASC 606 and should not be used if the estimated
stand-alone selling price is unreasonable (for example, zero). Under FASB ASC
606, the residual approach can be applied to the goods or services in an arrange-
ment for which there is no observable stand-alone selling price, regardless of
whether the goods or services are delivered, if certain conditions are met. The
stand-alone selling price determined using the residual approach is then in-
corporated into the allocation of the transaction price based on the relative
stand-alone selling price of each performance obligation.

Estimating the Stand-alone Selling Price of Options That Are
Determined to Be Performance Obligations
This Accounting Implementation Issue Is Relevant to Step 4: "Allocate the Trans-
action Price to the Performance Obligations in the Contract," of FASB ASC
606.

9.4.21 The guidance in paragraphs 44–45 of FASB ASC 606-10-55 pro-
vides two potential ways to account for an option within an arrangement that
provides a customer with a material right. The first method, as described in
FASB ASC 606-10-55-44, involves including the option itself as the identified
deliverable and basing the relative selling price allocation on the determined
value of the option.

9.4.22 The second method, described in FASB ASC 606-10-55-45, allows
an entity to use a practical alternative of "looking through" the option and in-
cluding the future goods or services to which the option relates in the relative
selling price allocation, if certain criteria are met. Under this approach, a hy-
pothetical estimated transaction price of the potential future performance obli-
gations (including the goods and services covered by the option) is calculated,
taking into consideration both the value of the promised good or service and the
likelihood that the option is exercised. Note that this hypothetical estimated
transaction price is used solely for the purpose of allocating the arrangement
consideration.

9.4.23 The calculations under these two methods can be complex, as illus-
trated by example 9-4-1.

Example 9-4-1 — Discounted Maintenance Renewal Options

An entity enters into 100 separate contracts with customers to provide a per-
petual license for $10,000 and one year of maintenance services for $1,800, for a
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total combined value of $11,800 per contract. The terms of the contracts specify
that at the end of each subsequent year, the customer has the option to renew
the maintenance contract for an additional year by paying an additional $1,200
as long as the customer's maintenance coverage has not lapsed. This option ex-
pires after five annual maintenance renewals. For purposes of this example,
assume both the license and the maintenance are determined to be distinct
performance obligations. The determination of whether maintenance consists
of one or more distinct performance obligations is outside of the scope of this
example. The entity determines that the stated contractual amounts of $10,000
for the license and $1,800 for the maintenance services are representative of
the stand-alone selling prices for each of these performance obligations.

The entity concludes that the renewal option provides a material right to the
customer that it would not receive without entering into the contract because
the standard price for annual maintenance is $1,800 per year. As a result, the
option is determined to be a distinct performance obligation in the arrange-
ment.

The renewal option is for a continuation of maintenance services, and those
services are provided in accordance with the terms of the existing contract.
Given its history of renewals, the entity expects 95 customers to renew at the
end of year 1 (95 percent of contracts sold), 88 customers to renew at the end
of year 2 (93 percent of the 95 customers that renewed at the end of year 1), 81
customers to renew at the end of year 3 (92 percent of the 88 customers that
renewed at the end of year 2), 73 customers to renew at the end of year 4 (90
percent of the 81 customers that renewed at the end of year 3) and 64 customers
to renew at the end of year 5 (87 percent of the 73 customers that renewed at
the end of year 4).

Alternative A — Estimating the Stand-alone Selling Price of the Option

The entity estimates the stand-alone selling price of the customer's mainte-
nance renewal option in accordance with FASB ASC 606-10-55-44, rather than
using the "look-through" method of accounting for the potential future goods
and services (as described in FASB ASC 606-10-55-45 and Alternative B later
in this example). Under this method, the entity directly estimates the stand-
alone selling price of the option.

Each renewal option represents a $600 nominal discount from the standard
$1,800 annual maintenance fee. The entity estimates the value of each annual
renewal option through the expected customer life by multiplying the likelihood
of each renewal (as shown earlier) by this nominal discount value of $600, as
follows:

Year 1 renewal = $570 ($600 multiplied by 95%)

Year 2 renewal = $528 ($600 multiplied by 88%)

Year 3 renewal = $486 ($600 multiplied by 81%)

Year 4 renewal = $438 ($600 multiplied by 73%)

Year 5 renewal = $384 ($600 multiplied by 64%)

The combined value of these renewal options is $2,406. The entity allocates the
total contractual amount of $11,800 to the identified performance obligations
using the relative stand-alone selling price basis as follows:
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Performance
Obligation

Stand-alone
Selling Price

Relative
Allocation
Percentage

Allocation of
Contract

Consideration

Perpetual license $10,000 70.4% $8,307

Maintenance 1,800 12.7% 1,499

Renewal option — year 2 570 4.0% 472

Renewal option — year 3 528 3.7% 439

Renewal option — year 4 486 3.3% 389

Renewal option — year 5 438 3.1% 366

Renewal option — year 6 384 2.8% 328

Total $14,206 100.0% $11,800

In year 1, the entity recognizes $9,806 [$8,307 + 1,499] and defers the amount
allocated to the renewal option of $1,994 [472 + 439 + 389 + 366 + 328].

Assuming no changes to the initial assumptions, as the customer exercises the
renewal option in each of the following years, the entity recognizes revenue as
follows:

a b a + b

Price of
Renewal Per

Contract

Consideration
Allocated to the

Option (see
preceding chart) Revenue

Remaining
Deferred
Revenue*

Year 2 $1200 472 1,672 1,522

Year 3 1200 439 1,639 1,083

Year 4 1200 389 1,589 694

Year 5 1200 366 1,566 328

Year 6 1200 328 1,528 0
* The amount relieved from deferred revenue under Alternative A would be

the difference between the total amount deferred for the renewal option less
the allocated consideration for each renewal period. For example, in year 2,
the entity has deferred revenue of $1,522 [$1,.994 − 472]; in year 3, $1,083
[1,522 − 439]; in year 4, $694 [$1,803 − 389]; in year 5, $328 [$694 − 366].

Under Alternative A, if the customer elects to stop exercising its option for
renewals of maintenance services, the entity would update its revenue recog-
nition for that change in estimate. In most scenarios, this would result in the
entity recognizing any remaining deferred revenue in the period that the cus-
tomer no longer renews. For example, if the customer elected to cease purchas-
ing the maintenance services at the end of year 3, the entity would recognize
as revenue the remaining balances of deferred revenue ($1,083).
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The intent of this example is to show one way of valuing the option. It is not
meant to indicate that this is the only way to estimate the stand-alone selling
price of the option. This example also includes simplified assumptions concern-
ing the certainty around the future value of the maintenance services and re-
newal rates. For example, the preceding illustration presumes the entity has
estimated the same stand-alone selling price of maintenance for each year in
the contract. This is not meant to imply that an entity would have to reach this
conclusion. Therefore, differing valuation methodologies may be warranted in
more complex situations.

Further, the entity would have to determine the most appropriate pattern of
revenue recognition for arrangement consideration allocated to the option. For
example, the entity would have to determine if the renewal options together
represent a single performance obligation or if each renewal option (for in-
stance, the ability to renew in year 2, the ability to renew in year 3, and so
on …) is a distinct performance obligation. This evaluation likely would affect
the pattern of revenue recognition for the consideration allocated to the renewal
options.

Alternative B — Using the Practical Alternative

Under the practical alternative provided in FASB ASC 606-10-55-45, the entity
allocates the transaction price by reference to the goods or services it expects
to provide in exchange for the consideration it expects to receive (rather than
valuing the option itself, as described in FASB ASC 606-10-55-44 and as shown
in Alternative A).

Assuming the same facts as described earlier in this example, the entity con-
cludes it meets the criteria in FASB ASC 606-10-55-45 and elects to use the
practical alternative to estimate the stand-alone selling price of the optional
goods or services (rather than value the option itself).

For the purposes of this example, assume the entity concludes that each annual
period of maintenance renewal represents one performance obligation. There-
fore, the entity must estimate the stand-alone selling price for each deliver-
able — the license, the initial maintenance period and the renewal periods.
Additionally, the entity must estimate the hypothetical estimated transaction
price.

One approach to this estimation would be to include in the hypothetical trans-
action price the contractual price for each expected period of maintenance ser-
vices to be provided. Said another way, if the entity believes the customer will
elect to receive the maintenance services for all five optional years in the con-
tract, the entity should also include the arrangement consideration of $6,000
for those services. (However, an entity could also elect to take a portfolio ap-
proach to calculating the hypothetical estimated transaction price).

For example, the following relative selling price allocation assumes the en-
tity's best estimate is that a customer will ultimately purchase all of the years
of maintenance services available under the renewal option. Under this as-
sumption, the entity estimates a hypothetical transaction price of $17,800
[$11,800 + (5 renewals × $1,200)]. (For simplicity's sake, this example does
not contemplate any price concessions or other similar forms of variable consi-
deration.)
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Performance
Obligation

Stand-alone
Selling Price

Relative
Allocation
Percentage

Allocated
Consideration

Perpetual license $10,000 48.1% $8,558

Maintenance — year 1 1,800 8.7% 1,540

Maintenance — year 2 1,800 8.7% 1,540

Maintenance — year 3 1,800 8.7% 1,540

Maintenance — year 4 1,800 8.7% 1,540

Maintenance — year 5 1,800 8.7% 1,541

Maintenance — year 6 1,800 8.7% 1,541

$20,800 100.0% $17,800

In year 1, the entity recognizes $10,098 [$8,558 + 1,540] and defers the amount
allocated to the renewal option of $1,702 [$11,800 − 10,098].

Assuming no changes to the initial assumptions, as the customer exercises the
renewal option in each of the following years, the entity recognizes revenue as
follows:

Revenue (see
preceding chart)

Remaining Deferred
Revenue**

Year 2 1,540 1,362

Year 3 1,540 1,022

Year 4 1,540 682

Year 5 1,541 341

Year 6 1,541 0
** The amount relieved from deferred revenue under this alter-

native would be the difference between the allocated consid-
erations for each renewal period less the price of the renewal
option per the contract of $1,200. For example, in year 2, the
entity has deferred revenue of $1,362 [$1,702 − (1,540 −
1,200)]; in year 3, $1,022 [$1,362 − (1,540 − 1,200)]; in year
4, $682 [$1,022 − (1,540 − 1,200)]; in year 5, $341 [$682 −
(1,541 − 1,200)].

Under this alternative, if the entity changes its original estimate of how many
years of maintenance services the customer will purchase (for example, the cus-
tomer elects to stop exercising its option for renewals of maintenance services
after year 3 or, based on current customer behavior, the entity now believes the
customer will only purchase maintenance services through year 5), the entity
would update its revenue recognition for that change in estimate. In scenar-
ios where this change in estimate is related to the customer ceasing to make
purchases, this generally would result in the entity recognizing any remaining
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deferred revenue in the period that the customer no longer renews. For exam-
ple, if the customer elected to cease purchasing the maintenance services at the
end of year 3, the entity would recognize as revenue the remaining balances of
deferred revenue ($1,022).

Alternatively, if the entity's best estimate was that the customer would only
exercise the renewal option for three years, the entity estimates a hypothetical
transaction price of $15,400 [$11,800 + (3 renewals × $1,200)]. The relative
selling price allocation would be as follows (For simplicity's sake, this example
does not contemplate any price concessions or other similar forms of variable
consideration):

Performance
Obligation

Stand-Alone
Selling Price

Relative
Allocation
Percentage

Allocated
Consideration

Perpetual license $10,000 58.0% $8,932

Maintenance — year 1 1,800 10.5% 1,617

Maintenance — year 2 1,800 10.5% 1,617

Maintenance — year 3 1,800 10.5% 1,617

Maintenance — year 4 1,800 10.5% 1,617

$17,200 100.0% $15,400

In year 1, the entity recognizes $10,549 [$8,932 + 1,617] and defers the amount
allocated to the renewal option of $1,251 [$11,800 − 10,549].

Assuming no changes to the initial assumptions, as the customer exercises the
renewal option in each of the following years, the entity recognizes revenue as
follows:

Revenue (see
preceding chart)

Remaining Deferred
Revenue***

Year 2 $1,617 $834

Year 3 1,617 417

Year 4 1,617 0
*** The amount relieved from deferred revenue under this al-

ternative would be the difference between the allocated con-
siderations for each renewal period less the price of the re-
newal option per the contract of $1,200. For example, in
year 2, the entity has deferred revenue of $834 [$1,251 −
(1,617 − 1,200)]; in year 3, $417 [$834 − (1,617 − 1,200)]

Similar to Alternative A, under this alternative, the entity would have to mon-
itor this estimate going forward and update its revenue recognition for any
changes in estimates.
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Under Alternative B, an entity could also use a portfolio approach for purposes
of estimating the hypothetical transaction price. Under this approach, at con-
tract inception, the entity determines the hypothetical transaction price, taking
into consideration the entity's best estimate of renewal rates for its portfolio of
contracts. Using the same renewal rates as those used in Alternative A, un-
der this approach the entity estimates the hypothetical transaction price of
$16,612 [$11,800 + (95 percent × $1,200) + (88 percent × $1,200) + (81 per-
cent × $1,200) + (73 percent × $1,200) + (64 percent × $1,200)]. The entity
then allocates that amount out to each of the identified deliverables based on
the following relative selling price allocation:

Performance
Obligation

Stand-alone
Selling Price

Relative
Allocation
Percentage

Allocated
Consideration

Perpetual license $10,000 48.1% $7,987

Maintenance — year 1 1,800 8.7% 1,438

Maintenance — year 2 1,800 8.7% 1,438

Maintenance — year 3 1,800 8.7% 1,438

Maintenance — year 4 1,800 8.7% 1,438

Maintenance — year 5 1,800 8.7% 1,438

Maintenance — year 6 1,800 8.7% 1,438

$20,800 100.0% $16,612

In year 1, the entity recognizes $9,425 [$7,987 + 1,438] and defers the amount
allocated to the renewal option of $2,375 [$11,800 − 9,425].

Revenue recognized each year would be as follows:

Revenue (see
preceding chart)

Remaining Deferred
Revenue****

Year 2 $1,438 $2,077

Year 3 1,438 1,695

Year 4 1,438 1,229

Year 5 1,438 667

Year 6 1,438 0
**** The amount relieved from deferred revenue under the port-

folio approach would be the difference between the average
amount of cash received in each renewal year and the rev-
enue recognized that year. For example, in year 2, the calcu-
lation would be ($1,200 per contract renewal × 95 percent
renewal rate) = $1,140 average cash received compared to
the revenue of $1,438 for the year; therefore, the amount
relieved in year 2 would be $298.
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However, when using a portfolio approach, the amount of deferred revenue each
period depends on the company's experiences with its overall portfolio and the
actual customer renewals compared to its original estimates, including any ad-
justments to estimated variable consideration that were necessary. Under this
alternative, a customer cancellation of the arrangement likely would not result
in an immediate recognition of some amount of deferred revenue because the
portfolio estimations would have built into the overall estimates some percent-
age of cancellations each year. Only if the actual cancellation pattern for the
portfolio as a whole differed from the entity's original estimates, would the en-
tity determine that a change in estimate would be necessary, likely resulting
in an adjustment to deferred revenue balance.

Note, the preceding illustrations presume the entity has estimated the same
stand-alone selling price of maintenance for each year in the contract. This
is not meant to imply that an entity would have to reach this conclusion. For
example, an entity may have a practice of increasing the stand-alone selling
price of the annual maintenance each year. Entities should estimate the stand-
alone selling price for maintenance using the guidance in FASB ASC 606-10-
32-34.

Considerations in Estimating Stand-Alone Selling Prices
This Accounting Implementation Issue Is Relevant to Step 4: "Allocate the Trans-
action Price to the Performance Obligations in the Contract," of FASB ASC 606.

General Consideration for Establishing Stand-Alone Selling Price
9.4.24 Software vendors commonly sell their software products bundled

with other products and services. FASB ASC 606 requires an entity to allo-
cate the transaction price to the distinct performance obligations in a contract
on a relative stand-alone selling price basis. Under FASB ASC 606-10-32-31,
"...an entity shall determine the stand-alone selling price at contract inception
of the distinct good or service underlying each performance obligation in the
contract and allocate the transaction price in proportion to those stand-alone
selling prices." Stand-alone selling price is defined as the price at which an
entity would sell a promised good or service separately to a customer.

9.4.25 As explained in FASB ASC 606-10-32-32, the objective of esti-
mating stand-alone selling price for a performance obligation is to determine
the price that an entity would charge for the goods or services if they were
sold separately. There is no hierarchy for how to estimate or otherwise de-
termine the stand-alone selling price for goods or services that do not have
an observable stand-alone selling price. Vendors should consider all reason-
ably available, relevant information when determining this estimate. A ven-
dor should not presume that contractually stated prices or a list price for a
good or service represents the stand-alone selling price for that performance
obligation.

9.4.26 Per FASB ASC 606-10-32-32, "[t]he best evidence of stand-alone
selling price is the observable price of a good or service when the entity sells that
good or service separately in similar circumstances and to similar customers."
Software entities may have observable evidence of the stand-alone selling price
for certain promised goods and services. For example, an entity may have a
history of selling maintenance renewals or professional services on a stand-
alone basis.
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9.4.27 If a vendor had previously established VSOE of fair value for a good

or service under FASB ASC 985-605 using stand-alone sales, then FinREC gen-
erally believes the amount established as VSOE (whether reflected as a fixed
dollar amount versus a percentage of the license, or as a single value versus a
range of values) could be used as the stand-alone selling price for that good or
service upon initial adoption of the new standard in many cases, assuming that
the entity maintains the same pricing and sales practices upon adoption of this
new standard. However, in certain circumstances, an entity may conclude that
the process used to determine VSOE (generally based on the historical stand-
alone pricing over a 12-month period) under FASB ASC 985-605 is not the best
process for determining stand-alone selling price under FASB ASC 606. For ex-
ample, if an entity changes its pricing practices, it is unlikely that the pricing
used prior to the change would be representative of the current stand-alone
selling price.

9.4.28 In circumstances in which a vendor previously established VSOE
using an approach other than stand-alone sales (for example, substantive re-
newal rate approach), careful consideration should be given as to whether this
would represent the best evidence of stand-alone selling price. Depending on
how an entity previously established VSOE (the entity used an approach other
than stand-alone sales), it may not be sufficient to establish stand-alone selling
price under FASB ASC 606. One common interpretation of establishing VSOE
using an approach other than stand-alone sales was that the renewal rate-
based pricing need only be substantive to satisfy the requirements of VSOE
of maintenance while another common interpretation was that the renewal
rate was both substantive and fairly consistent from transaction to transac-
tion. However, the notion of being substantive alone does not meet the stand-
alone selling price objectives in FASB ASC 606-10-32-32. FinREC believes that
use of the stated renewal rate approach to establish stand-alone selling price
of maintenance may result in prices that are too varied to meet the allocation
objectives of FASB ASC 606-10-32-32.

9.4.29 Regardless of the method used to determine stand-alone selling
price at adoption of FASB ASC 606, the stand-alone selling price could change
over time, based on the entity's pricing practices. The evaluation is made
prospectively, maximizing observable inputs.

9.4.30 As mentioned in paragraph 9.4.26, the best evidence of stand-alone
selling price is an observable stand-alone selling price, and entities are required
to maximize the use of observable evidence in estimating stand-alone selling
price. Therefore, even in situations in which an entity historically was unable to
establish VSOE based on its observable stand-alone transactions, an entity may
conclude it has sufficient observable evidence to form a basis for its estimate of
stand-alone selling price. However, regardless of the amount of observable data
available, in all situations an entity must estimate stand-alone selling price.

9.4.31 An entity's estimate of the stand-alone selling price will require
judgment and the consideration of a number of different factors. As stated in
FASB ASC 606-10-32-33, an "entity shall consider all information (including
market conditions, entity-specific factors, and information about the customer
or class of customer) that is reasonably available to the entity" when estimat-
ing stand-alone selling price. A vendor may consider the following information
when estimating the stand-alone selling price of the distinct goods or services
included in a contract:
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a. Historical selling prices for any stand-alone sales of the good or ser-
vice (for example, stand-alone maintenance renewals), even if lim-
ited stand-alone sales exist. An entity will have to consider its facts
and circumstances to determine how relevant historical pricing is
to the determination of current stand-alone selling price. For ex-
ample, if an entity recently changed its pricing strategy, historical
pricing data is likely less relevant for the current determination of
stand-alone selling price.

b. Historical selling prices for non-stand-alone sales/bundled sales.
c. Competitor pricing for a similar product, especially in a competitive

market or in situations in which the entities directly compete for
customers.

d. Vendor's pricing for similar products, adjusting for differences in
functionality and features.

e. Industry pricing practices for similar products.
f. Profit and pricing objectives of the entity, including pricing prac-

tices used to price bundled products.
g. Effect of proposed transaction on pricing and the class of the cus-

tomer (for example, the size of the deal, the characteristics of the
targeted customer, the geography of the customer, or the attractive-
ness of the market in which the customer resides).

h. Published price lists.
i. The costs incurred to manufacture or provide the good or service,

plus a reasonable profit margin.
j. Valuation techniques; for example, the value of intellectual prop-

erty could be estimated based on what a reasonable royalty rate
would be for the use of intellectual property.

9.4.32 The quantity and type of reasonably available data points used in
determining stand-alone selling price will not only vary among software ven-
dors but may differ for products or services offered by the same vendor. Further-
more, with respect to software licenses, reasonably available data points may
vary for the same software product that has differing attributes/licensing rights
(that is, perpetual versus term license, exclusive versus nonexclusive). For ex-
ample, a vendor may have stand-alone observable sales of the maintenance ser-
vices in its perpetual software license (that is, maintenance renewals). These
observable sales may be a useful data point for similar maintenance services
bundled with other types of software licenses (for example, term licenses).

9.4.33 Although all reasonably available data points should be considered,
management should place more weight on those data points that are used by
management when making pricing decisions. For example, it may be appro-
priate for a software vendor to consider the costs associated with providing
professional services, as there is often a direct labor cost associated with those
services included in the contract, assuming that these direct labor costs are im-
portant in the management decision-making process. However, management
may conclude that the costs associated with software licenses or maintenance
services are not directly observable and may not be a data point that manage-
ment uses in making pricing decisions and therefore would be less relevant
to management's estimate of stand-alone selling price for license and mainte-
nance services. If a vendor has a history of providing discounts off a published
list price, the vendor should consider consistently discounted prices as a data
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point when estimating stand-alone selling price, as the published list price by
itself likely does not represent the stand-alone selling price.

9.4.34 Depending on the inherent uniqueness of a license to proprietary
software and the related vendor maintenance, third-party or industry pricing
may or may not be useful for determining stand-alone selling price of distinct
goods or services included in these arrangements. When evaluating whether
third-party or industry pricing is a relevant and reliable basis for establishing
the stand-alone selling price, the data points should be based on information
of comparable items sold on a stand-alone basis to similar types of customers.
Products or services are generally similar if they are largely interchangeable
and can be used in similar situations by similar customers. For these reasons,
third-party or industry pricing for software licenses may not be a relevant data
point. However, third-party or industry pricing may be a relevant data point for
estimating stand-alone selling price for maintenance, hosting, or professional
services if other vendors sell similar services on a stand-alone basis and their
pricing is known by the vendor. For example, third-party pricing may be a rel-
evant data point if other vendors provide implementation services or host the
vendor's software products. Furthermore, industry standard pricing practices
may also provide relevant data points in estimating stand-alone selling price.
For example, over time, the software industry has developed a common prac-
tice of pricing maintenance services as a percentage of the license fee for related
software products, indicating there may be a consistent value relationship be-
tween those two items. (See the section "Determining Stand-Alone Selling Price
of Goods or Services Not Sold on a Stand-Alone Basis" that follows for further
discussion.)

9.4.35 The guidance in paragraphs 32–33 of FASB ASC 606-10-32 indi-
cate that observable prices are the stand-alone selling prices in similar circum-
stances for similar customers and that an entity should consider information
about the class of customer. As a result, FinREC believes that pricing practices
in the industry may often result in a vendor having more than one stand-alone
selling price for a single good or service. That is, the entity may be willing to
sell goods or services at different prices to different classes of customers. Fur-
ther, an entity may use different prices in different geographies or in markets
where it uses different methods to distribute its products (for example, use of a
distributor or reseller versus selling directly to the end customer). Accordingly,
an entity may need to stratify its analysis to determine its stand-alone selling
price for a particular distinct good or service.

9.4.36 There may be instances when a vendor's pricing practices, even af-
ter stratifying available data (that is, by geographic location, customer class,
contract value, or by product) are highly variable for some or all of the goods
and services within the arrangement due to many factors including the unique-
ness of each customer's specific needs and the software license portfolio being
licensed at any given time. If the pricing is observable and not highly variable
for some goods or services and highly variable or not observable for other goods
or services, it may be appropriate for the entity to use a residual approach
when estimating stand-alone selling price of the items with highly variably
prices. See the section "Estimating the Stand-Alone Selling Price — Use of the
Residual Approach" in paragraphs 9.4.01–9.4.20 for a discussion of applying
the residual approach when pricing is highly variable for some goods or ser-
vices in an arrangement. It is not appropriate for vendors to conclude that they
are unable to estimate stand-alone selling price for a performance obligation
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under FASB ASC 606. FASB ASC 606-10-32-32 explains that the best evidence
of stand-alone selling price is the observable price, but FASB ASC 606-10-32-34
provides other suitable methods for estimating the stand-alone selling price.

Establishing Stand-Alone Selling Price as a Range
9.4.37 Based on the pricing practices a vendor has for its software licenses

or other performance obligations, it may be appropriate, depending on the facts
and circumstances, for an entity to develop a reasonable range for its estimated
stand-alone selling price for these goods and services rather than a single point.

9.4.38 The range should represent prices for which management would
be willing to sell a given distinct good or service on a stand-alone basis and
should be consistent with the vendor's pricing strategies. For example, required
additional management approvals for certain levels of pricing may suggest that
such pricing is not consistent with the vendor's pricing strategies.

9.4.39 Furthermore, certain evidence or data points may be more rele-
vant than others when determining the estimated stand-alone selling price.
For example, a stand-alone transaction generally provides better evidence for
stand-alone selling price than a multiple element transaction with line-item
pricing or an internal pricing sheet. The relevance of the data points will likely
affect the weight that should be placed on these data points when estimating
stand-alone selling price. For example, assume that an entity has observable
data showing that recent stand-alone sales of installation services were priced
at 60 percent to 70 percent of the entity's list price, and in bundled transactions
the majority (over 50 percent) of its recent transactions (including installation
services) were priced at 40 percent to 60 percent of the entity's list price. In
accordance with the objective of FASB ASC 606-10-32-32, it likely would not
be appropriate for the entity to conclude that its stand-alone selling price is
a range of 40 percent to 70 percent of the list price. Instead, the entity would
have to consider both sources of data, likely giving more weight to the stand-
alone sales data, to determine a reasonable range. To continue that example,
the entity noted that while over 50 percent of its transactions were priced at
60 percent to 70 percent of the list price, if the range were expanded to 40 per-
cent to 80 percent of the list price, over 75 percent of its transactions would fall
within the range. However, entities should avoid simply expanding the range
to encompass a higher percentage of historical transactions, as that likely re-
duces the relevancy of the range in terms of providing a useful data point for
determining stand-alone selling price. That is, in order for the use of a range to
comply with the objective of ASC 606-10-32-28, the width of the range must be
reasonable.

9.4.40 When all distinct performance obligations in an arrangement are
priced at their stand-alone selling price or within the identified stand-alone
selling price range, FinREC believes it would be appropriate for the vendor
to conclude no reallocation of the transaction price under the relative selling
price methodology is required from the stated amounts for each performance
obligation (that is, where a relative selling price allocation is performed, no
pricing would change, as all elements are priced at their stand-alone selling
price).

9.4.41 However, in situations in which an entity uses a range to estimate
stand-alone selling price, and the stated contractual price for a distinct good or
service is outside of that range, the vendor should consistently use a reason-
able and systematic approach when allocating the transaction price between
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the distinct performance obligations included in an arrangement. FinREC be-
lieves the use of a consistent point in the range, such as the midpoint of the
range, for purposes of identifying a specific stand-alone selling price for the rel-
ative selling price allocation calculation would be acceptable. Note, however, an
entity should verify that the overall allocation objective in FASB ASC 606-10-
32-28 is still met after the application of this accounting convention. If it is not,
the entity should re-challenge the appropriateness of the calculated range for
stand-alone selling price.

9.4.42 The following examples illustrate the allocations for three typi-
cal software transactions. The actual determination of the allocation should
be based on the facts and circumstances of an entity's specific situation.

Example 9-4-2

Assume a contract for a perpetual license and one year of maintenance for
a contractual amount of $1 million for the license and 13 percent for the main-
tenance (total consideration of $1,130,000). The customer has the contractual
right to renew maintenance annually at 13 percent of the license fee. The en-
tity's stand-alone selling price range for the software license is $950,000 to
$1,050,000 and the stand-alone selling price range for maintenance is 12 per-
cent to 16 percent of the license fee. In this example, both the license and the
maintenance are within the company's stand-alone selling price ranges. As de-
scribed in paragraph 9.4.40, the entity would not need to reallocate considera-
tion beyond the amounts stated in the contract. The Company would allocate
$1 million to the license and $130,000 (13 percent) to the maintenance. Further,
since the renewal rate is within the company's stand-alone selling price range
for maintenance, the company concludes that no material right related to the
option to renew maintenance exists.

Example 9-4-3

Assume the same facts as example 9-4-2, except the contractual price for
maintenance is 10 percent of the license fee for both the initial year and any
renewals. The entity's stand-alone selling price range for the software license
is $950,000 to $1,050,000, and the stand-alone selling price range for main-
tenance is 12 percent to 16 percent of the license fee. In this example, the li-
cense fee of $1 million is within the stand-alone selling price range; however,
the 10 percent maintenance fee (both the initial year and any renewals) is
not. As such, the entity must allocate the consideration in an amount different
from the stated contractual amounts, as the contractual amounts are not both
within the stand-alone selling price range. The entity would have to determine
what percentage to use as the stand-alone selling price in order to calculate the
relative selling price of the maintenance. For this illustration, assume the en-
tity's policy is to use the midpoint of its identified range. Further, the company
has concluded that the contract contains material rights related to the right
to renew maintenance. The company anticipates the customer will renew the
maintenance four times. Therefore, the company concluded that the discount on
future maintenance from stand-alone selling price of $160,000 (the difference
between the maintenance at the midpoint of the stand-alone selling price
range of 14 percent ($140,000) and the contractual renewal rate of 10 percent
($100,000) for the number of years the company expects the customer to renew)
is material to the contract (over 14 percent of the contract value). (Note that
for purposes of this example, the materiality of the rights is assumed and the
qualitative and quantitative evaluation of materiality is not included in the ex-
ample. Further, for purposes of this example, assume that in determining the
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stand-alone selling price of the options, the entity has concluded that there is
a 100 percent likelihood that the customer will exercise the options.) The allo-
cation calculation would be as follows (the allocation is based on the estimated
fair value of the material rights versus using the alternative practical expedi-
ent allowed for options in FASB ASC 606-10-55-44):

Performance
Obligation

Stand-Alone
Selling Price

Allocated Arrangement
Consideration

License $1,000,000 $846,000

Maintenance (14%) 140,000 119,000

Material Right 160,000 135,000

$1,300,000 $1,100,000

Example 9-4-4

Assume a contract for a perpetual license and one year of maintenance for a
contractual amount of $1 million for the license and 18 percent for the main-
tenance. The entity's stand-alone selling price range for the software license is
$950,000 to $1,050,000 and the stand-alone selling price range for maintenance
is 12 percent to 16 percent of the license fee. In this example, the license fee of
$1 million is within the stand-alone selling price range; however, the 18 percent
maintenance fee is not. As such, the entity must allocate the consideration in
an amount different from the stated contractual amounts, as the contractual
amounts are not both within the stand-alone selling price range. The entity
in case B established a policy of using the midpoint (14 percent) for the allo-
cation calculation. Further, since the renewal rate is in excess of the entity's
stand-alone selling price range for maintenance, the entity concludes that no
material right exists related to the option to renew maintenance.

The second method, described in FASB ASC 606-10-55-45, allows an entity to
use a practical alternative of "looking through" the option and including the
future goods or services to which the option relates in the relative selling price
allocation, if certain criteria are met. Under this approach, a hypothetical es-
timated transaction price of the potential future performance obligations (in-
cluding the goods and services covered by the option) is calculated, taking into
consideration both the value of the promised good or service and the likelihood
that the option is exercised. Note that this hypothetical estimated transaction
price is used solely for the purpose of allocating the arrangement consideration.

Performance
Obligation

Stand-Alone
Selling Price

Allocated Arrangement
Consideration

License $1,000,000 $1,035,000

Maintenance (14%) 140,000 145,000

$1,140,000 $1,180,000

Determining Stand-Alone Selling Price of Goods or Services Not Sold
on a Stand-Alone Basis

9.4.43 Software vendors may commonly encounter situations in which
software products or other goods or services (for example, maintenance)
bundled in an arrangement are rarely or never sold on a stand-alone basis.
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For example, a software vendor that sells perpetual software licenses with the
first year of maintenance will not have any history of stand-alone sales for the
software product. Additionally, a vendor that sells term licenses bundled with
maintenance may lack history of stand-alone sales for the software product, the
maintenance, or both.

9.4.44 This lack of history of selling goods or services on a stand-alone
basis combined with minimal direct costs and a lack of third-party or industry-
comparable pricing may result in some software vendors focusing on entity-
specific and market factors when estimating stand-alone selling price of both
the license or the maintenance such as internal pricing strategies and prac-
tices. That is, based on its established pricing practices, an entity may conclude
that it has established a value relationship between a software product and the
maintenance that is helpful in determining stand-alone selling price.

9.4.45 For example, consider a vendor that sells perpetual licenses bun-
dled with the first year of maintenance and subsequent maintenance renewals
are sold on a stand-alone basis. This vendor may conclude that the established
practice of pricing and selling maintenance as a percentage of the net fee for re-
lated software licenses indicates the entity has established a value relationship
between the software and maintenance that provides insight into the stand-
alone selling price for each element on its own. In another example, a vendor
may have a practice of selling renewals of maintenance at a slightly higher or
slightly lower price than the initial bundle due to specific reasons related to
the perceived value of the first year of maintenance compared to subsequent
years. While the maintenance pricing on renewals in subsequent years is not
the exact same as it was in the first year, it could still provide evidence of the
value relationship that exists between the software product and the mainte-
nance. Note, these two examples are not meant to represent the only ways an
entity could establish a value relationship between the software product and
the maintenance. An entity should consider its own facts and circumstances in
making this determination.

9.4.46 Further, a vendor selling one-year term licenses with bundled
maintenance might not have stand-alone sales of the software product or the
maintenance. In such situations, the vendor is likely to consider its pricing prac-
tices for other products where it may have observable stand-alone transactions
as well as industry practice, and may determine that it is reasonable to con-
clude that a value relationship exists between the software product and the
maintenance that will help establish the stand-alone selling price of each item.
(See the section "Determining Stand-Alone Selling Price of Maintenance for
Term and Perpetual Software Licenses" that follows for further discussion.)

9.4.47 In either scenario described in this section, it is important the ven-
dor give priority to any available observable data in estimating the value rela-
tionship between the software and the maintenance.

Determining Stand-Alone Selling Price of Maintenance for Term and
Perpetual Software Licenses

9.4.48 Certain software entities sell both perpetual and term licenses for
the same software products, which provide customers with the right to use the
license indefinitely or for a specified period of time, respectively. FASB ASC 606-
10-55-64 explains that contractual restrictions of time, geographical region, or
use are attributes of a license that define the scope of a customer's rights under
the license and do not affect the identification of promised products or services.
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Therefore, a perpetual license and a term license to a particular software prod-
uct are very similar, as they are related to the same promised product, though
there are differences in the period of time for which the customer can use that
product.

9.4.49 Licenses, whether perpetual or term, are often bundled with
additional deliverables including maintenance, which is typically comprised
of technical support and unspecified upgrades and enhancements to the
underlying software functionality (see the section "Postcontract Customer
Support — Determining Whether Components Are Separate Performance Obli-
gations Distinct From One Another" in paragraphs 9.2.01–9.2.09). Consistent
with the notion that perpetual licenses and term licenses for the same software
product are very similar, the maintenance deliverables being provided for that
software product are also similar.

9.4.50 As previously noted, under FASB ASC 606-10-32-31, the arrange-
ment transaction price is allocated to each performance obligation, generally
on a relative stand-alone selling price basis.

9.4.51 As discussed in paragraph 9.4.44, a software vendor may have es-
tablished a value relationship between the perpetual software license and the
maintenance services for that license that influences the vendor's determina-
tion of stand-alone selling price for each of those items. Given that the under-
lying products (software license) and services (technical support and unspeci-
fied upgrades and enhancements) are similar for both a perpetual and a term
license arrangement, FinREC believes that the renewal pricing for the main-
tenance associated with one type of license (for example, a percentage of the
license fee for a perpetual license) would be a good starting point for establish-
ing stand-alone selling price for the maintenance associated with the license
without renewal pricing. Entities would have to determine whether the stand-
alone selling price of the maintenance for one type of license would be different
from the other type of license. Management would need to carefully analyze
its particular facts and circumstances and the related market dynamics, but
should consider any stand-alone renewal transaction data, adjusting as nec-
essary for the type of license, in formulating its stand-alone selling price. For
example, some vendors may determine that the renewal rates would not differ
based on market dynamics. Conversely, other vendors may determine that the
ability to use the updates provided in maintenance associated with perpetual
or longer-term licenses might cause that maintenance to have higher pricing.

Step 5: Recognize Revenue When (or as) the Entity Satisfies a
Performance Obligation

Postcontract Customer Support — Determining the Associated Pattern
in Which an Entity Satisfies Each Performance Obligation
This Accounting Implementation Issue Is Relevant to Step 5: "Recognize Revenue
When (or as) the Entity Satisfies a Performance Obligation," of FASB ASC 606.

Measuring Progress Toward Complete Satisfaction of a
Performance Obligation

9.5.01 FASB ASC 606-10-25-23 requires an entity to recognize revenue
when (or as) the entity satisfies a performance obligation by transferring a
promised good or service to a customer. FASB ASC 606-10-25-24 notes that
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a performance obligation may be satisfied over time or at a point in time. If
one of the three criteria included in FASB ASC 606-10-25-27 are met, the en-
tity transfers control of the good or service over time, and therefore satisfies a
performance obligation and recognizes revenue over time. In determining the
pattern of transfer of technical support and software updates, an entity will
have to consider the nature of the performance obligation, and whether the
performance obligation essentially represents a commitment to "stand ready"
during the stated performance period, or whether there is an explicit or implied
performance period or implied performance event.

9.5.02 FASB ASC 606-10-55-184 provides an example of measuring
progress when the performance obligation is determined to be a stand ready
service. In this example, the entity promises to make the service available to
the customer and the customer simultaneously receives and consumes the ben-
efits of the entity's performance as it performs by making the promised items
available, regardless of whether the customer uses the promised items. The
entity's performance obligation is satisfied over time in accordance with para-
graph 27a of FASB ASC 606-10-25.

9.5.03 Technical support. Software vendors will generally have dedicated
customer support personnel available to assist customers who have current
support contracts and may maintain a website dedicated to facilitate online
support. Additionally, customers have the right and ability to access this sup-
port as needed throughout the entire technical support period. In many cases
an entity may determine that this represents a stand-ready service that is sat-
isfied over time. This position is supported by the TRG's discussion at the Jan-
uary 26, 2015, meeting and in paragraphs 31–32 of TRG Agenda Ref. No. 25,
January 2015 Meeting — Summary of Issues Discussed and Next Steps, which
summarizes the TRG's discussion on stand-ready obligations:

TRG members generally agreed with the position put forth by the staff
in the TRG agenda paper that, in some cases, the nature of the entity's
promise in a contract is to stand ready for a period of time, rather than
to provide the goods or services underlying the obligation (for example,
the actual act of removing snow in the snow removal example included
in paragraph 33(a)). The TRG agenda paper notes that the Boards ac-
knowledged this as well in the Basis for Conclusions to the revenue
standard. Several TRG members emphasized that judgment must be
exercised when determining whether the nature of the entity's promise
is (a) that of standing ready to provide goods or services or (b) to actu-
ally provide specified goods or services. It was further discussed that
whether the entity's obligation is to provide a defined good or service
(or goods or services) or, instead, to provide an unknown type or quan-
tity of goods or services might be a strong indicator as to the nature of
the entity's promise.

Some examples of stand-ready obligations discussed by the TRG in-
clude promises to transfer unspecified software upgrades at the soft-
ware vendor's discretion, provide when-and-if-available updates to
previously licensed intellectual property based on advances in re-
search and development of pharmaceuticals, and snow removal from
an airport's runways in exchange for a fixed fee for the year. In con-
trast, a promise to deliver a specified number of goods or increments of
service would not be a stand-ready obligation (for example, a promise
to deliver one or more specified software upgrades).
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9.5.04 Conversely, an entity may consider whether the promised support
is a commitment to provide a specified amount of technical support services.
As a result, the pattern of transfer may be on a basis other than the passage of
time.

9.5.05 Software updates. An entity may conclude that unspecified software
updates provided on a when-and-if-available basis represent a stand ready ser-
vice that it makes available to the customer in accordance with FASB ASC
606-10-25-18e. These entities may have dedicated research and development
resources focused on developing updates and upgrades to the previously li-
censed software throughout the year. The timing, frequency, and significance
of unspecified upgrades or enhancements may vary considerably.

9.5.06 The entity stands ready to transfer updates or upgrades when-and-
if they become available, while the customer benefits evenly throughout the
contract period from the assurance that any updates or upgrades developed by
the entity during the period will be made available. Accordingly, in accordance
with FASB ASC 606-10-25-27a, an entity might conclude that they transfer
control of the unspecified updates at varying times during the term of the ar-
rangement with no discernible pattern (that is, the service represents more of
a stand ready obligation).

9.5.07 The delivery of updates may not be required during the term of the
arrangement, and the obligation will be satisfied with the passage of time re-
gardless of the number or significance of updates that the vendor makes avail-
able, and regardless of whether the customer chooses to exercise their right to
such updates.

9.5.08 Estimating the timing of expenditures under such arrangements
usually is not practicable, and in most cases costs (significantly development
personnel) are incurred throughout the PCS period. In such circumstances,
FinREC believes the passage of time may be the method that best depicts the
entity's satisfaction of the performance obligation.

9.5.09 This position is supported by the TRG's discussion at the January
26, 2015 meeting and in paragraph 33 and 33b of TRG Agenda Ref. No. 25,
which summarizes the TRG's discussion on stand-ready obligations:

TRG members agreed with the position put forth by the staff in the
TRG agenda paper that judgment should be exercised in determining
the appropriate method to measure progress towards satisfaction of a
stand-ready obligation over time, and the substance of the stand-ready
obligation must be considered to align the measurement of progress to-
wards complete satisfaction of the performance obligation with the na-
ture of the entity's promise. Members generally agreed that the new
revenue standard does not permit an entity to default to a straight-
line measure of progress, but that a straight-line measure of progress
(for example, one based on the passage of time) will be reasonable in
many cases. Some TRG members observed that a straight-line mea-
sure of progress might not always be conceptually pure, but they ac-
knowledged that a straight-line measure might be the most reasonable
estimate an entity can make for a stand-ready obligation.
In a scenario in which an entity promises to make unspecified (that is,
when and if available) software upgrades available to a customer, the
nature of the entity's promise is fundamentally one of providing the
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customer with a guarantee. The entity stands ready to transfer up-
dates or upgrades when-and-if they become available, while the cus-
tomer benefits evenly throughout the contract period from the guar-
antee that any updates or upgrades developed by the entity during
the period will be made available. As a result, a time-based measure
of progress over the period during which the customer has rights to
any unspecified upgrades developed by the entity would generally be
appropriate.

9.5.10 Conversely, in limited instances, an entity's established, clear pat-
tern of fulfilling its update obligation at a point in time may change the un-
derlying nature of the performance obligation from a guarantee or stand ready
obligation (as discussed in the preceding paragraph) to one that is more akin
to known quantity of upgrade(s), (for example, one upgrade per year). In such
circumstances, an entity may conclude the obligation does not meet any of the
criteria in FASB ASC 606-10-25-27 for satisfaction over a period of time. Fur-
thermore, a software entity in this situation may have sufficient history and
experience to conclude that it will continue to fulfill its software updates obli-
gation in accordance with its historical pattern. Therefore, the entity may con-
clude that it satisfies the performance obligation at a point in time (that is, the
delivery of the upgrade) in accordance with FASB ASC 606-10-25-30.

Transfer of Control for Distinct Software Licenses
This Accounting Implementation Issue Is Relevant to Step 5: "Recognize Revenue
When (or as) the Entity Satisfies a Performance Obligation," of FASB ASC 606.

9.5.11 The intent of this section is not to define the distinction between
functional (that is, point in time recognition) versus symbolic (that is, over time
recognition) licenses. Rather, this section focuses on software licenses that a
vendor has concluded are both functional and also distinct from other perfor-
mance obligations in the contract. This section will describe considerations an
entity should consider in order to identify the specific point in time at which
control transfers for these licenses.

9.5.12 When determining the point in time when control of a software
license has transferred to the customer in accordance with the indicators in
FASB ASC 606-10-25-30 and FASB ASC 606-10-55-58C, a software vendor may
conclude that control has transferred to a customer once the customer has ac-
cess to use the software code and also has the legal right to such use.

9.5.13 Software licenses are frequently delivered via access to the ven-
dor's server, where the customer receives a password or key that allows the
customer to download such software code to the customer's computing devices.
Frequently in such situations, the vendor has no further contractual obliga-
tions related to the delivery of the license, and the timing of when the customer
takes possession of the software by using the provided password or key is en-
tirely in the hands of the customer. As a result, FinREC believes that a vendor
may conclude that control of a software license has transferred to a customer
even though the customer has not taken possession of the software code by ac-
tivating the password or key, based on the vendor's consideration of the factors
listed in FASB ASC 606-10-55-58C and 606-10-25-30:

a. The vendor has provided (or otherwise made available) the software
to the customer.
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b. The period during which the customer is able to use and benefit
from its right to access or its right to use the software has begun.
For example, the entity would not recognize revenue before the be-
ginning of the software license period even if the entity transfers
the software code before the start of the license period or the cus-
tomer has a copy of the software from a previous transaction. FASB
ASC 606-10-55-58C also states: "For example, an entity would rec-
ognize revenue from a license renewal no earlier than the beginning
of the renewal period."

c. The vendor has a present right to payment.

d. The customer has the ability to direct the use of, and obtain sub-
stantially all of the remaining benefits from, the software.

e. The customer has the significant risks and rewards of ownership of
the asset; and the customer has accepted the software.

9.5.14 It may be helpful for software vendors to consider the specific word-
ing of the customer contract when evaluating these factors. For example, if the
contract includes a substantive acceptance requirement (for example, in accor-
dance with FASB ASC 606-10-55-87, the entity cannot objectively determine
that the software provided to the customer is in accordance with agreed-upon
specifications in the contract) and such acceptance has not yet occurred, the
vendor should conclude that control of the licensed software has not yet trans-
ferred to the customer. Conversely, formal notification of customer acceptance
may not preclude recognition if there are objective criteria for acceptance (as
described in FASB ASC 606-10-55-86) and those criteria have been met, even
if the customer has not formally accepted the software.

9.5.15 As mentioned in FASB ASC 606-10-55-58C, if a software license
period begins before an entity provides (or otherwise makes available) to the
customer a code that enables the customer to use the software, the entity would
not recognize revenue before the beginning of the period to which the customer
is able to use and benefit from the software and the code has been provided (or
otherwise made available) to the customer.

9.5.16 Software vendors may also enter into transactions in which soft-
ware code is not delivered to a customer but is maintained on the vendor's
servers, and the customer gets value from the use of that software either
through direct access to software that is hosted on a vendor's computers or
through a Software as a Service (SaaS) offering to the customer. In some of
these cases, a vendor may conclude that a license to the underlying software is
a distinct performance obligation. This determination is not within the scope
of this section and is discussed in the section "Determining Whether Software
Intellectual Property Is Distinct in Cloud Computing Arrangements" in para-
graphs 9.2.10–9.2.15. The timing of the transfer of the underlying software code
may be at the discretion of the customer and the vendor may or may not have
active involvement in this transfer of the code. For example, a customer may
be provided a key at the outset of the arrangement and the customer has the
ability to download the software code from the vendor's server at any time. In
other scenarios, the software license period may have begun and a customer
may have the right to use the software, but the customer may need to notify
the vendor that it wishes to take possession of the software code. The ven-
dor will then have to "push" the code to the customer upon receiving such
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notification. In these situations, while the transfer of the software has not yet
occurred, the act of transferring such software may be de minimus and require
minimal effort on the part of the vendor. A vendor should consider all of the
relevant facts and circumstances to determine whether control of the software
code has been transferred to the customer.
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Chapter 10

Airlines

Notice to Readers
This chapter presents accounting implementation issues developed to assist
management of airlines in applying FASB Accounting Standards Codifica-
tion (ASC) 606, Revenue from Contracts with Customers, and related inter-
pretations from the FASB/IASB Joint Transition Resource Group for Revenue
Recognition (TRG).

The AICPA Airlines Revenue Recognition Task Force identified and developed
these accounting implementation issues, and the AICPA Revenue Recogni-
tion Working Group and AICPA Financial Reporting Executive Committee
(FinREC) approved them. They are a source of nonauthoritative accounting
guidance for nongovernmental entities.

The accounting implementation issues have been organized within this chap-
ter as follows:

� In relation to the five-step model of FASB ASC 606, when appli-
cable:

— Step 1: "Identify the contract with a customer"

— Step 2: "Identify the performance obligations in the con-
tract," starting at paragraph 10.2.01

— Step 3: "Determine the transaction price"

— Step 4: "Allocate the transaction price to the perfor-
mance obligations in the contract," starting at para-
graph 10.4.01

— Step 5: "Recognize revenue when (or as) the entity sat-
isfies a performance obligation"

� By revenue stream, starting at paragraph 10.6.01
� As other related topics, starting at paragraph 10.7.01

The following table outlines the accounting implementation issues discussed
in this chapter:

Issue Description
Paragraph
Reference

Assessment of whether "tier status" in an affinity program
conveys a material right to goods and services and therefore
gives rise to a separate performance obligation
Step 2: Identify the performance obligations in the contract

10.2.01–10.2.18

(continued)
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Issue Description
Paragraph
Reference

Estimating stand-alone selling price of mileage credits in
customer loyalty programs
Step 4: Allocate the transaction price to the performance
obligations in the contract

10.4.01–10.4.33

Interline transactions — identifying performance obligations for
air travel (including at the segment versus the ticket level) and
principal versus agent considerations
Revenue streams

10.6.01–10.6.25

Interline transactions — loyalty payments
Revenue streams

10.6.26–10.6.44

Brand name and customer list in co-branded credit card
agreements — timing of revenue recognition
Revenue streams

10.6.45–10.6.71

Consideration of significant financing component in advance mile
purchases under co-branded credit card agreements and miles in
customers' accounts
Revenue streams

10.6.72–10.6.87

Regional contracts
Revenue streams

10.6.88–10.6.129

Timing and classification of commissions in interline transactions
Revenue streams

10.6.130–10.6.138

Changes in the volume of mileage credits under a co-branded
credit card arrangement
Revenue streams

10.6.139–10.6.152

Accounting for contract costs — commissions and selling costs
Other related topics

10.7.01–10.7.05

Accounting for passenger taxes and related fees
Other related topics

10.7.06–10.7.13

Accounting for passenger ticket breakage and travel vouchers
Other related topics

10.7.14–10.7.28

Accounting for ancillary services and related fees
Other related topics

10.7.29–10.7.37

Accounting for change fees
Other related topics

10.7.38–10.7.44

Application of the Five-Step Model of FASB ASC 606

Step 2: Identify the Performance Obligations in the Contract

Assessment of Whether "Tier Status" in an Affinity Program Conveys a
Material Right to Goods and Services and Therefore Gives Rise to a
Separate Performance Obligation
This Accounting Implementation Issue Is Relevant to Step 2: "Identify the Per-
formance Obligations in the Contract," of FASB ASC 606.
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Background
10.2.01 Many entities have incentive affinity programs that enable cus-

tomers to achieve a tier status based on their loyalty or their repeat purchases
of goods and services in the ordinary course of business. Such tier status may
also be provided to a customer on a trial basis based on the expectation of the
customer achieving the status at some defined point in the future. The tier sta-
tus then entitles the customer to access specific goods and services at a discount
in the future. In other cases, although the tier status does not entitle the cus-
tomer to specific discounted goods and services, the entity may have created
a reasonable expectation that the customer will receive discounted goods or
services. In many cases, the objective of tier status programs is to incentivize
high-spending customers through the offer of discounts on future purchases
commensurate with each customer's spending level. Affinity programs with tier
status require careful evaluation because some programs may have elements
similar to point loyalty programs, which are generally considered to reflect ma-
terial rights that would be separate performance obligations. In other circum-
stances, such programs are designed to provide marketing incentives on future
revenue transactions, which may not be separate performance obligations.

10.2.02 For purposes of this section, the following assumptions and defi-
nitions are used:

a. Tier status is defined as a level (or sub-level) within an affinity
program sponsored by an entity that generally accumulates or
vests as a result of the customer attaining a defined level predomi-
nantly from past revenue transactions (for instance, the number or
amount of prior purchases).

b. Status benefits are an option to obtain future goods and services at
a discount or at no additional cost provided to a customer that has
been designated as having "tier status."

c. Affinity programs are structured to promote customer loyalty and
concentration of spending; status benefits are generally provided
along with the purchase of a future product or service from the en-
tity.

d. Material benefits provided by affinity programs for which the mem-
ber is not required to make a future purchase would generally fol-
low basic affinity program accounting.

e. Appropriate past qualifying transactions are transactions under
the affinity program that earn tier status based on the number of
transactions, amounts of the transactions, or other similar types of
measurements.

10.2.03 The issue is how an entity sponsoring a tier status program should
apply the guidance in FASB ASC 606 to assess whether the status benefits give
rise to a separate performance obligation (a material right) or whether they
represent a marketing incentive related to future purchases.

FASB ASC 606 Guidance
10.2.04 When evaluating whether tier status gives rise to a separate per-

formance obligation, sponsoring entities would need to consider the guidance
in FASB ASC 606. Specifically, paragraphs 42–43 of FASB ASC 606-10-55 state
the following:
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55-42 If, in a contract, an entity grants a customer the option to ac-
quire additional goods or services, that option gives rise to a perfor-
mance obligation in the contract only if the option provides a material
right to the customer that it would not receive without entering into
that contract (for example, a discount that is incremental to the range
of discounts typically given for those goods or services to that class of
customer in that geographical area or market). If the option provides
a material right to the customer, the customer in effect pays the entity
in advance for future goods or services, and the entity recognizes rev-
enue when those future goods or services are transferred or when the
option expires.

55-43 If a customer has the option to acquire an additional good or
service at a price that would reflect the standalone selling price for
that good or service, that option does not provide the customer with
a material right even if the option can be exercised only by entering
into a previous contract. In those cases, the entity has made a market-
ing offer that it should account for in accordance with the guidance in
this Topic only when the customer exercises the option to purchase the
additional goods or services.

10.2.05 Paragraph 11 of TRG Agenda Ref. No. 54, Considering Class of
Customer When Evaluating Whether a Customer Option Gives Rise to a Mate-
rial Right, notes that paragraph BC 386 of FASB Accounting Standards Up-
date (ASU) No. 2014-09, Revenue from Contracts with Customers (Topic 606),1
explains that the purpose of the guidance in paragraphs 42–43 of FASB ASC
606-10-55 is to distinguish between

a. an option that the customer pays for as part of an existing contract
(that is, a customer pays in advance for future goods or services),
and

b. a marketing or promotional offer that the customer did not pay for
and, although made at the time of entering into a contract, is not
part of the contract (that is, an effort by an entity to obtain future
contracts with a customer).

10.2.06 Paragraph 12 of TRG Agenda Ref. No. 54 also explains, "Stated dif-
ferently, the guidance in paragraphs 606-10-55-42 through 55-43 is intended to
make clear that customer options that would exist independently of an exist-
ing contract with a customer do not constitute performance obligations in that
existing contract."

10.2.07 If an entity determines that status benefits provide a customer
with a material right that is accounted for as a performance obligation, an en-
tity is required to allocate the transaction price to each performance obligation
identified in the contract on a relative stand-alone selling price basis in ac-
cordance with the guidance in paragraphs 28–41 of FASB ASC 606-10-32. This
would include allocating a portion of the transaction price of each accumulating
purchase (such as an airline ticket or hotel stay) to the option.

1 Paragraph BC386 and other paragraphs from the "Background Information and Basis for Con-
clusions" section of FASB Accounting Standards Update (ASU) No. 2014-09, Revenue from Contracts
with Customers (Topic 606), were not codified in FASB Accounting Standards Codification (ASC);
however, the AICPA Financial Reporting Executive Committee (FinREC) believes paragraph BC386
provides helpful guidance and, therefore, decided to incorporate it in this guide.
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10.2.08 The guidance in FASB ASC 606 specifies the accounting for an

individual contract with a customer. Entities may use a portfolio approach as a
practical expedient to account for contracts with customers as a group rather
than individually if, as required in FASB ASC 606-10-10-4, the financial state-
ment effects are not expected to materially differ from an individual contract
approach.

Evaluation of Status Benefits
10.2.09 A sponsoring entity would view status benefits as an option that

gives rise to a separate performance obligation if, as described in FASB ASC
606-10-55-42, that option (or benefits similar to status benefits) provides a ma-
terial right to the customer that is not available to customers who have not
achieved tier status through a defined level of past qualifying revenue trans-
actions with the sponsoring entity. If that option (or benefits similar to status
benefits) is made available only to customers who have achieved tier status
through appropriate past qualifying revenue transactions with the sponsor-
ing entity, this would be evidence that status benefits are solely related to the
contracts for past revenue transactions and, therefore, should be assessed to
determine whether they represent a material right.

10.2.10 A sponsoring entity would view the status benefits conveyed by
tier status as a marketing incentive if those status benefits are conveyed by
other means (that is, not exclusively related to the level of prior revenue trans-
actions with the sponsoring entity) as a part of its customary business practices,
such that the discounts provided through status benefits are typically available
to the class of customer, independent of an individual customer's past revenue
transactions with the sponsoring entity. A sponsoring entity will provide such
benefits to attract new customers and incentivize future sales, similar to other
marketing incentives. For example, many entities give away tier status desig-
nation based on an expectation that the customer will spend in the future at
tier status levels and, as such, will eventually justify the discounts provided. In
these situations, the tier status is awarded for a period of time with little or no
history of spending at the sponsoring entity, based on an expectation that the
customer will spend at the specified tier status level in the future. This is some-
times done to identify and attract customers who have historically spent at high
levels with other entities or other high value potential customers who might,
for example, be identified based on job title, profession, or employer. In sub-
stance, the sponsoring entity may view its granting of tier status as a means of
customer recruitment or retention to entice high-spending customers to spend
and become or remain loyal customers of that entity. Entities view the class of
customer as customers willing to spend at certain levels, regardless of whether
the customer is currently a customer of the entity.

10.2.11 Because tier status is generally achieved through an accumula-
tion of the customer's past revenue transactions over a period of time, Fin-
REC believes the assessment of whether tier status represents a material right
should be performed by evaluating the aggregate transactions of the customer
over a specified period of time, versus on an individual transaction basis, such
as the purchase of an individual airline ticket, hotel room, or other transaction.
Any assessment would be based on specific facts and circumstances and would
require significant judgment.

10.2.12 From this paragraph through paragraph 10.2.17, this section as-
sumes that any status benefits being assessed are material (based on both
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qualitative and quantitative factors) and that tier status and associated status
benefits are not obtained through a nominal level of past revenue transactions.

10.2.13 In order to determine whether tier status is a material right (as
discussed in paragraph 10.2.09) or a marketing incentive (as discussed in para-
graph 10.2.10), it is necessary to analyze the substance of the arrangement.
FinREC believes that indicators that discounts on goods and services conveyed
as a result of attaining tier status are available to a class of customer irrespec-
tive of their past qualifying revenue transactions with the sponsoring entity
(and that, therefore, the tier status would not give rise to a separate perfor-
mance obligation and would be considered a marketing incentive) include, but
are not limited to, the following:

a. The entity has a business practice of providing tier status (or sim-
ilar status benefits) to customers who have not entered into the
appropriate level of past qualifying revenue transactions with the
entity.

b. Tier status is provided for a period of time based only on the antici-
pation by the entity that the customer being provided status bene-
fits will enter into future revenue transactions with the sponsoring
entity commensurate with that of an individual earning tier status
through past qualifying revenue transactions, and the entity has
a business practice of providing tier status or equivalent benefits
on a temporary basis as a result of the expectation that a customer
will achieve a certain future spending level.

c. Tier status can be earned or accrued by activity with unrelated com-
panies that have a marketing affiliation agreement with the en-
tity sponsoring the affinity program (marketing partners), which
results in limited or no consideration to the sponsor as compared to
actual qualifying revenue transactions with the sponsor.

10.2.14 FinREC believes the existence of one or more of the following fac-
tors in such a program could indicate that the tier status or certain of the ben-
efits received by tier status customers are a separate performance obligation:

a. The program sponsor sells (directly or indirectly through market-
ing partner arrangements) tier status for cash (excluding immate-
rial "top-off" payments made by customers to retain their previous
status when they fall just short of the defined target).

b. Customers who receive matched status must achieve a higher level
of qualifying activity in the specified period than customers who
earned equivalent status.

c. The discount provided on future goods and services combined with
the anticipated future purchases by a customer results in a loss on
that customer's anticipated future revenue transactions.

d. The option is transferable by the customer to unaffiliated members,
effectively preventing the program sponsor from determining the
class of customer being marketed to.

10.2.15 The factors in paragraphs 10.2.13 and 10.2.14 provide entities ad-
ditional guidance in determining whether the principles in paragraphs 10.2.09
and 10.2.10 have been met and do not override the principles in paragraphs
10.2.09 and 10.2.10. These factors are provided to assist in the analysis of
whether such goods or services are made available to customers or classes of
customers at a similar discount independent of the contracts for past revenue
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transactions. These factors should not be viewed in isolation, do not constitute
a separate or additional evaluation, and should not be considered a checklist of
criteria to be met in all scenarios. Considering one or more of the indicators will
often be helpful in determining whether the entity typically makes such goods
or services available to customers or classes of customers at a similar discount
independent of the contracts for past revenue transactions. Depending on the
facts and circumstances, the indicators may be more or less relevant to the as-
sessment of whether the entity typically makes such goods or services available
to customers or classes of customers at a similar discount independent of the
contracts for past revenue transactions. Additionally, one or more of the indica-
tors may be more persuasive to the assessment than the other indicators. These
indicators are intended to provide guidance to assist the sponsoring entity in
evaluating whether the substance of the arrangement is that of a reward for
past purchases, or a marketing incentive provided to a class of customer who
are expected to spend at future levels that would enable them to attain tier
status through such past qualifying transactions.

10.2.16 FinREC believes that an entity's assessment of tier status should
generally be performed at each tier level. The benefits available at each tier
level are usually different, and sponsoring entities may match demonstrated
tier status earned with a competitor or partner at certain levels but not at
others. For example, a sponsoring entity may match tier status that a cus-
tomer has with a competitor at all levels except the very highest level, in which
case the sponsoring entity may grant the second highest tier status rather
than the top tier. Because each affinity program is unique, it may be necessary
for the sponsoring entity to make its assessment at each individual tier level if
the criteria described in paragraphs 10.2.13 and 10.2.14 are not applicable to
all tier levels.

10.2.17 As a result of an assessment of the preceding principles and in-
dicators, an entity may determine that discounted goods or services available
to an individual with tier status are typically made available to a particular
class of customer. Such an assessment will necessarily require judgment based
on facts and circumstances. If the entity reaches the conclusion that it makes
status benefits (or the underlying discounted goods or services) available to cus-
tomers or classes of customers who have not earned such benefits as a result of
past qualifying revenue transactions with the sponsoring entity, then FinREC
believes tier status would not give rise to a separate performance obligation.

10.2.18 The following airline affinity program example is meant to be
illustrative; the actual determination of whether a tier status program is a
material right or a marketing incentive should be based on the facts and cir-
cumstances of an entity's specific situation. See example 6-2-1 in chapter 6,
"Gaming Entities," for an illustrative example of the evaluation of a gaming
affinity program.

Example 10-2-1

Background

Dream Airlines (Dream) offers a tier status program that identifies its cus-
tomers as bronze, silver, or platinum based on historical travel volume. Cus-
tomers in those tiers have the option to receive status benefits (that is, goods
or services offered at a discounted price) when the customer purchases a fu-
ture ticket within a specified period (that is, when the customer enters into a
future contract with Dream). The status benefits are usable only by the status
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customer and cannot be transferred to another individual. The discounts pro-
vided on future goods and services combined with the anticipated future pur-
chases by a customer are not expected to result in a financial loss to Dream on
that customer's future revenue transactions.

Customers in the bronze tier have the option to receive a range of status bene-
fits, including checked bags and priority check-in for no incremental fee beyond
the price of the ticket. Customers in the higher tiers receive all the benefits
associated with the tier levels below theirs plus they have the option to receive
additional status benefits, including upgrades to business class seating (when
and if available and at Dream's discretion) for no incremental fee beyond the
price of a ticket. Customers in a higher tier are more likely to receive upgrades
to business class seating for no incremental fee when requested than customers
in a lower tier. Dream typically charges a customer without tier status an in-
cremental fee (that is, a fee in addition to the price charged for the ticket) to
check a bag and to upgrade to business class seating.

Throughout the year, Dream evaluates a customer's purchasing history against
its tier status program criteria to determine the tier for which the customer
qualifies. Status tiers must be achieved by the end of the year. If a customer
does not meet the criteria to qualify for a status tier during the defined eligibil-
ity period, the progress toward achieving a tier restarts in the following year.
Customers who meet the eligibility criteria for tier status will receive the asso-
ciated status benefits for the remainder of the current year plus all of the next
year. Some customers maintain status for many consecutive years and others
fall in and out of status from one year to the next.

Evaluation of Status Benefits

When evaluating whether a contract (that is, a ticket purchase) with a cus-
tomer in its tier status program includes a material right, Dream assesses the
principles in paragraphs 10.2.09 and 10.2.10. Dream evaluates whether the
status benefits offered to status customers are also offered to other customers
independent of previous spending (that is, those who have not met the defined
criteria to earn a tier status).

Because Dream offers similar benefits to all members of a tier status, Dream
believes that its evaluation of a contract with an individual status customer
would be reflective of whether its contracts with other status members include
a material right. Therefore, Dream believes that it can use the practical expe-
dient in FASB ASC 606-10-10-4 that permits an entity to apply FASB ASC 606
guidance to a portfolio of contracts or performance obligations (that is, it is not
necessary for Dream to perform the evaluation on a contract-by-contract basis).

Dream maintains a business practice of granting status to individuals who have
not earned it through meeting the eligibility criteria defined in its tier status
program. Dream's program consists of the following:

a. Dream matches the status of competitor airlines' tier members for
a prescribed period with no historical minimum amount of prior
purchases on Dream. The purpose of the limited period is to ensure
that the customers are spending at a level on Dream that would
likely result in the customers eventually earning the status on their
own.

b. Dream nominates selected individuals for status, such as high-level
executives at targeted corporations, based on the expectation that
those individuals will be frequent travelers on Dream.
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c. Dream has agreements with certain hotel chains to offer status to

the hotel chain's tier status customers on a reciprocal basis.

d. Dream also allows loyalty members to earn tier status principally
through accumulating status miles from flights taken on a partner
airline. Although the partner airline pays the sponsoring airline
for the points the sponsoring airline provides to the passenger, the
bulk of the consideration from the flight is earned and retained by
the partner airline that actually operated the flight on which the
passenger flew. These arrangements are generally reciprocal in na-
ture, with limited or no consideration to the sponsoring airline as
compared to consideration that would be received from a passenger
who earned tier status by flying on the sponsoring airline.

e. Dream does not directly or indirectly sell tier status, but it grants
all members who carry a co-branded credit card a limited amount
of credit toward achieving tier status. However, the status credit
granted is such that to achieve any tier status the customer would
have to spend at a significant level with Dream.

f. Dream allows members of its affinity program to purchase status
credits that are added to credits earned as a result of past qualifying
activity in order to determine progress toward attaining tier status.
These purchased status credits are substantially limited to allow
a program member to "top off" the member's account. In Dream's
case, a member must achieve 95 percent of progress toward tier
status through past qualifying activity. In this case, the program
member may acquire the remaining 5 percent to reach the next
or to maintain the existing tier status level. Dream's status credit
sales are generally not significant and are limited to topping off a
program member's account.

Dream's analysis indicates that of all customers with status, some received sta-
tus as a result of the matching program without regard to their history of prior
purchases of Dream flights and, therefore, Dream has determined the following
indicators in paragraph 10.2.13 are applicable:

a. The entity has a business practice of providing tier status (or sim-
ilar status benefits) to customers without those customers having
entered into the appropriate level of past qualifying revenue trans-
actions.

b. Tier status is provided for a period of time based only on the antici-
pation by the entity that the customer being provided status bene-
fits will enter into future revenue transactions with the sponsoring
entity commensurate with that of an individual earning tier status
through past qualifying revenue transactions, and the entity has
a business practice of providing tier status or equivalent benefits
on a temporary basis as a result of the expectation that a customer
will achieve a certain future spending level.

c. Tier status can be earned or accrued by activity level with part-
ners of the entity sponsoring the affinity program, which results in
limited or no consideration to the sponsor as compared to actual
qualifying revenue transactions with Dream.

Further, Dream assessed the factors in paragraph 10.2.14, noting that none of
those indicators exist in its program.
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Having assessed the indicators in paragraphs 10.2.13 and 10.2.14, Dream
considers whether the discounts provided through status benefits are typi-
cally available to the class of customer irrespective of previous purchases from
Dream. Dream views the class of customer as frequent travelers in general, ir-
respective of whether previous travel has been completed with Dream. The key
test in Dream's assessment is whether Dream makes status benefits available
to frequent travelers irrespective of whether those individuals have completed
a minimum level of travel with Dream. Dream's business practice of provid-
ing similar benefits to individuals who have a history of frequent travel with
other carriers indicates that status benefits are not a material right. Dream
matches tier status of other airlines, has reciprocal arrangements with hotel
chains, gives status to individuals (such as high-level executives at targeted
corporations) based on the expectation that those individuals will be frequent
travelers on Dream at equivalent status levels, and allows status accrual in
its own program when customers fly on partner airlines. Dream assesses its
top-off sales of qualifying credits and does not believe the top-offs represent
sales (either directly or indirectly) of tier status because such sales are lim-
ited to a small portion of an individual's qualifying activity. The existence of
these attributes helps support the conclusion that Dream is seeking to provide
a marketing incentive to frequent travelers in general rather than a reward to
individuals who have made past purchases. As such, Dream's tier status pro-
gram does not constitute a material right under FASB ASC 606.

Step 4: Allocate the Transaction Price to the Performance
Obligations in the Contract

Estimating Stand-Alone Selling Price of Mileage Credits in Customer
Loyalty Programs
This Accounting Implementation Issue Is Relevant to Step 4: "Allocate the Trans-
action Price to the Performance Obligations in the Contract," of FASB ASC 606.

Mileage Credits as a Material Right
10.4.01 Many airlines have frequent flyer loyalty programs in which cus-

tomers can earn miles, points, or segments (collectively referred to as mileage
credits) through travel or purchasing other products or services. The objective
of the loyalty programs is to encourage higher levels of repeat business from
airline customers. Airline loyalty program members are able to earn mileage
credits by flying on a sponsoring airline or by flying on certain other partici-
pating airlines, such as those associated with an airline alliance partnership.
Program members may also earn mileage credits through purchases from other
non-airline partners such as credit card issuers, retail merchants, hotels, rental
car companies, and various other promotional outlets. Once sufficient mileage
credits have been accumulated, they may be redeemed by program members
for free, discounted, or upgraded air travel, as well as other awards. In gen-
eral, mileage credits provide an airline's customers with the option to acquire
additional goods or services.

10.4.02 When accounting for mileage credits, airlines should follow the
guidance in FASB ASC 606-10-55-42, which states the following:

If, in a contract, an entity grants a customer the option to acquire addi-
tional goods or services, that option gives rise to a performance obliga-
tion in the contract only if the option provides a material right to the
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customer that it would not receive without entering into that contract
(for example, a discount that is incremental to the range of discounts
typically given for those goods or services to that class of customer
in that geographical area or market). If the option provides a material
right to the customer, the customer in effect pays the entity in advance
for future goods or services, and the entity recognizes revenue when
those future goods or services are transferred or when the option ex-
pires.

10.4.03 At its October 31, 2014, meeting, the TRG discussed the types
of factors that should be considered when evaluating whether a customer op-
tion to acquire additional goods or services provides a material right. Most TRG
members agreed that the evaluation should consider relevant transactions with
the customer (that is, current, past, and future transactions) and should con-
sider both quantitative and qualitative factors, including whether the right ac-
cumulates (for example, loyalty points).2

10.4.04 Also, in example 52, "Customer Loyalty Program" (in paragraphs
353–356 of FASB ASC 606-10-55), FASB concluded that "[t]he points provide a
material right to customers that they would not receive without entering into a
contract…[and] the promise to provide points to the customer is a performance
obligation."

10.4.05 The guidance in FASB ASC 606 specifies the accounting for an
individual contract with a customer. Entities may use a portfolio approach as a
practical expedient to account for contracts with customers as a group rather
than individually if, as required in FASB ASC 606-10-10-4, the financial state-
ment effects are not expected to materially differ from an individual contract
approach. Because airlines offer similar benefits to all members of a loyalty pro-
gram, FinREC believes that airlines can use the practical expedient in FASB
ASC 606-10-10-4 and perform this assessment at a portfolio level, which takes
into account the whole pool of mileage credits, rather than perform the assess-
ment at an individual contract level.

10.4.06 Consistent with the preceding guidance in FASB ASC 606-10 and
the TRG conclusion, because mileage credits can be accumulated and redeemed
for free or discounted goods and services (such as free travel, upgrades, and
other awards), the mileage credits that have been accumulated represent a ma-
terial right to a customer. As such, they should be accounted for separately as
a performance obligation. The concept of a material right as a performance
obligation is also addressed in the section "Assessment of Whether 'Tier Sta-
tus' in an Affinity Program Conveys a Material Right to Goods and Services
and Therefore Gives Rise to a Separate Performance Obligation" in paragraphs
10.2.01–10.2.18.

Determining Stand-Alone Selling Price of Mileage Credits
10.4.07 Tickets sold to customers and miles sold to non-airline partners

generally involve multiple performance obligations. In the FASB Master Glos-
sary, a customer is defined as "A party that has contracted with an entity to
obtain goods or services that are an output of the entity's ordinary activities
in exchange for consideration." Each airline will need to identify its customers

2 See Transition Resource Group for Revenue Recognition (TRG) Agenda Ref. No. 11, October
2014 Meeting — Summary of Issues Discussed and Next Steps, Topic 1: Customer Options for Addi-
tional Goods and Services and Nonrefundable Upfront Fees.
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based on its specific facts and circumstances. Passengers, other airlines, and
financial institutions are all examples of airline customers under FASB ASC
606.

10.4.08 Under the requirements in paragraphs 28–41 of FASB ASC 606-
10-32, airlines should allocate the transaction price to each performance obli-
gation identified in the contract (including mileage credit awards) on a rela-
tive stand-alone selling price basis. FASB ASC 606-10-32-33 indicates that if a
stand-alone selling price is not directly observable, it should be estimated.

10.4.09 In applying a revenue model, airlines have concluded that a di-
rectly observable stand-alone selling price for the mileage credits is generally
not available. Although mileage credits are sold under many types of arrange-
ments, including those with co-branded credit card providers and other loyalty
participants, these sales are either not stand-alone sales or the sales are made
in limited instances that may not represent a typical customer under FASB
ASC 606. Mileage credit sales to co-branded credit card providers and other
marketing partners are typically a part of bundled arrangements, which also
include significant marketing, brand, and other elements; therefore, these sales
are not representative of a stand-alone selling price.

10.4.10 Airlines also sell mileage credits in direct transactions with cus-
tomers; however, these sales are very limited in volume and availability (air-
lines generally limit such purchases to an amount less than what is required
to redeem an award). Sales of miles directly to customers are generally used
as an accommodation to enable a customer to reach a desired award redemp-
tion level. Although miles are sold on a stand-alone basis in this situation, these
sales have historically been for a very limited volume of miles and contain other
important restrictions such that they have not been viewed as a reasonable in-
dicator of the stand-alone selling price. Furthermore, the stand-alone selling
price is based on a distinct good or service underlying each performance obli-
gation. Individual mileage credits do not represent a distinct good or service;
rather, it is the accumulation of mileage credits that results in an award re-
demption (such as a free flight or other good or service). As a result, the price
for mileage credits that represents the product or service when the mileage
credits are redeemed will generally need to be estimated, as indicated in FASB
ASC 606-10-55-44.

10.4.11 Airlines also sell mileage credits to partner airlines based on in-
dividual interline agreements, which is discussed further later.

10.4.12 FASB ASC 606-10-32-32 defines the stand-alone selling price as
the price at which an entity would sell a promised good or service separately to
a customer. FASB ASC 606-10-32-33 indicates that "[w]hen estimating a stan-
dalone selling price, an entity shall consider all information (including market
conditions, entity-specific factors, and information about the customer or class
of customer) that is reasonably available to the entity. In doing so, an entity
shall maximize the use of observable inputs and apply estimation methods con-
sistently in similar circumstances."

10.4.13 FASB ASC 606-10-32-34 states that suitable methods for estimat-
ing the stand-alone selling price of a good or service include, but are not limited
to, the following:

a. Adjusted market assessment approach
b. Expected cost plus a margin approach
c. Residual approach
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10.4.14 The preceding methods are viewed as examples of suitable meth-

ods for estimating the stand-alone selling price (which are discussed in the
following paragraphs). However, as indicated in paragraph BC 268 of ASU
No. 2014-09,3 "the Boards decided not to preclude or prescribe any particular
method for estimating a standalone selling price so long as the estimate is a
faithful representation of the price at which the entity would sell the distinct
good or service if it were sold separately to the customer."

10.4.15 As indicated previously, when accounting for co-branded credit
card arrangements under FASB ASC 606, airlines should estimate a stand-
alone selling price of mileage credits. Certain historical approaches may be
consistent with the objectives found in FASB ASC 606 and, more specifically,
in paragraphs 28 and 33 of FASB ASC 606-10-32, which indicate that the ob-
jective is "to allocate the transaction price to each performance obligation (or
distinct good or service) in an amount that depicts the amount of considera-
tion to which the entity expects to be entitled in exchange for transferring the
promised goods or services to the customer," and "[w]hen estimating a stan-
dalone selling price...an entity shall maximize the use of observable inputs and
apply estimation methods consistently in similar circumstances." Depending
on specific facts and circumstances and information available, airlines have
predominantly adopted one of two methods of estimation: (1) a stated or his-
torical redemption value or (2) an equivalent ticket value (ETV). These meth-
ods resemble the adjusted market assessment approach, under which an entity
evaluates the market in which it sells goods or services and estimates the price
that a customer in that market would be willing to pay for those goods or ser-
vices. As discussed in the following paragraphs, these methods may be used as
a basis of estimating the stand-alone selling price of miles under the adjusted
market assessment approach described in FASB ASC 606-10-32-34. However,
there may be other methods that meet the objectives in paragraphs 28 and 33 of
FASB ASC 606-10-32 that an entity could consider to estimate the stand-alone
selling price of mileage credits.

10.4.16 Regardless of the approach used to estimate the stand-alone sell-
ing price, these estimates would need to consider a fulfillment discount, which
is an adjustment to reflect the likelihood of redemption. Mileage credits are is-
sued in small amounts for each transaction, and it may take a passenger an
extended period of time to accumulate the number of mileage credits required
to earn an award. Ultimately, not every mileage credit issued or sold will be
redeemed for an award due to (1) some airline policies which dictate that miles
within member accounts expire after a specified period of account inactivity
and (2) the fact that members at airlines with no expiration policy for miles
may never accumulate enough miles for an award redemption and, accordingly,
will allow those miles to go unredeemed. According to guidance in FASB ASC
606-10-55-44, the estimate of the stand-alone selling price for a customer's op-
tion to acquire additional goods or services should reflect the discount that the
customer would obtain when exercising the option, adjusted for, among other
things, the likelihood that the option will be exercised. This concept is further il-
lustrated in example 52, "Customer Loyalty Program" (in paragraphs 353–356
of FASB ASC 606-10-55), in which the entity estimates a stand-alone selling
price on the basis of the likelihood of redemption. Therefore, by using market

3 Paragraph BC268 and other paragraphs from the "Background Information and Basis for Con-
clusions" section of FASB ASU No. 2014-09 were not codified in FASB ASC; however, FinREC believes
paragraph BC268 provides helpful guidance and, therefore, decided to incorporate it in this guide.
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inputs measured at the time of redemption, the airlines effectively include the
likelihood of redemption (referred to as a fulfillment discount) in the estimated
stand-alone selling price of a mileage credit.

Adjusted Market Assessment Approach

10.4.17 Redemption Value. The redemption value is often publicly avail-
able (either explicitly or implicitly) as part of loyalty redemptions and, there-
fore, is used by many airlines to estimate selling prices of mileage credits. For
example, some airlines allow a customer, when purchasing a ticket for travel,
to toggle between the cash fare purchase price and the required number of
mileage credits necessary to purchase such ticket, as part of the redemption
process. This is referred to as a redemption value because the customer can de-
termine the value being directly attributed to the actual mileage credits being
redeemed. This is in contrast to mileage redemption models that have either
one or only a few points of redemption prices (for instance, miles per award) and
the underlying ticket prices are not directly correlated to the required number
of mileage credits to be redeemed. However, in practice, the pricing models used
to convert mileage credits to dollars would generally not involve a single stated
value but a range of values based on market conditions (such as ticket type,
time of day, market, and so on). To determine a redemption value to be ap-
plied, the airline would generally use a collection of values based on historical
redemption values realized in its redemption transactions.

10.4.18 When estimating a redemption value, it is important to consider
current market conditions, class of service, type of award, and seasonality, as
well as the time period in which the redemption data is accumulated.

10.4.19 To estimate a stand-alone selling price in accordance with the
guidance in paragraphs 31–35 of FASB ASC 606-10-32, the redemption value
also would need to be adjusted to reflect the likelihood of redemption, or fulfill-
ment discount, to match the value at which an airline would sell mileage credits
upon issuance of the miles to the customer's account, which is consistent with
guidance in FASB ASC 606-10-55-44 and example 52, "Customer Loyalty Pro-
grams," in paragraphs 353–356 of FASB ASC 606-10-55 (see earlier discussion
about fulfillment discount).

10.4.20 FASB ASC 606-10-32-33 states that when estimating a stand-
alone selling price, "an entity shall maximize the use of observable inputs
and apply estimation methods consistently in similar circumstances." Although
FASB ASC 606-10-32-34 does not preclude or prescribe any particular method
for estimating a stand-alone selling price so long as the estimate is a faithful
representation of the price at which the entity would sell the distinct good or
service if it were sold separately to the customer, FinREC believes that the re-
demption value method generally uses more observable inputs in determining
stand-alone selling price than other estimation methods.

10.4.21 Equivalent Ticket Value. An ETV estimate of the stand-alone sell-
ing price of mileage credits is computed by using the average award fare for
tickets, upgrades, or other loyalty awards similar to those redeemed within the
airline's loyalty program divided by the average mileage credits redeemed to
receive the award. ETV provides a reasonable approximation of the value of
mileage credits and, therefore, their selling price, by reference to the value of
the tickets, upgrades, or other loyalty awards that the airlines sell that match
those redeemed under the program.
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10.4.22 When using ETV, an airline may refine the averages for both

award fares and number of redeemed mileage credits used in the calculation,
as well as assess the significance of other types of award redemptions. It may
be helpful to consider factors such as redemption patterns, cabin class, and
geographic region of the awards. For example, the amount of the award fare
can vary depending on market (domestic versus international travel) and time
of year (seasonality). The amount of mileage credits redeemed can also vary
based on class of service and seat availability. Both of these averages can change
over time due to market conditions. Studies have shown that customers redeem
mileage credits over several years, but generally, the majority are used within
two to four years of issuance. When calculating ETV, it is important to con-
sider the current market. If using historical data in the calculation, the time
horizon of the data set would need to be long enough to mitigate the impact of
short-term market volatility and seasonality and be representative of the cur-
rent pricing environment. A period of less than one year would generally not
achieve the desired objective.

10.4.23 In addition to including the estimated value of flights on the spon-
soring airline, an ETV computation generally would include both the value for
the redemptions historically occurring on other airlines (to the extent they oc-
cur within the population of historical redemptions) and the value of the re-
demptions settled for non-air products and services. These items, which histor-
ically have represented a smaller portion of the redemption population than
awards settled for flights on the sponsoring airline, have generally been in-
cluded at their redemption costs. Redemption costs are deemed to be appropri-
ate because they represent the selling prices established by the airline's part-
ners and have historically been representative of the prices available in the
market for similar transactions.

10.4.24 To estimate a stand-alone selling price in accordance with the
guidance in paragraphs 31–35 of FASB ASC 606-10-32, the ETV also would
need to be adjusted to reflect the likelihood of redemption, or fulfillment dis-
count, to match the value at which an airline would sell mileage credits upon is-
suance of the miles to the customer's account, which is consistent with guidance
in FASB ASC 606-10-55-44 and example 52, "Customer Loyalty Programs," in
paragraphs 353–356 of FASB ASC 606-10-55. See earlier discussion about ful-
fillment discount.

10.4.25 Other Data. There may be other data or observable inputs, such
as the transaction price of mileage credits sold between airlines or direct sales
of miles to other parties, that might be considered in arriving at the estimated
stand-alone selling price of a mileage credit.

Expected Cost Plus a Margin Approach Versus Incremental Cost Method

10.4.26 According to FASB ASC 606-10-32-34b, the expected cost plus a
margin approach is a suitable method for estimating the stand-alone selling
price of a good or service. This approach is based on an entity's forecasting of
its expected costs of satisfying a performance obligation and then adding an
appropriate margin for that good or service. A cost-based estimate that incor-
porates fully allocated costs of providing the performance obligation to the cus-
tomer, factors in an incremental profit margin, and is appropriately adjusted
to reflect the likelihood of redemption may approximate a stand-alone selling
price of a mileage credit and, thus, is acceptable under FASB ASC 606. How-
ever, based on guidance in FASB ASC 606-10-32-33, when estimating a stand-
alone selling price, airlines should consider all information that is reasonably

©2019, AICPA AAG-REV 10.4.26



552 Revenue Recognition

available to them and maximize the use of observable inputs. Therefore, be-
cause observable inputs are often available, FinREC believes the expected cost
plus a margin approach generally would not be used as the primary method of
estimating the stand-alone selling price of a mileage credit but can be used as
a way to corroborate the estimate determined using other methods.

10.4.27 Historically, a substantial industry practice has been to use the in-
cremental cost method to account for airline customer loyalty programs. Under
the incremental cost method, a liability is recorded for the incremental cost to
the airline associated with providing flight awards to members for mileage cred-
its that are expected to be redeemed. The incremental cost is not a fully loaded
cost because it excludes substantially all fixed costs. FinREC believes that the
incremental cost method is not a suitable method to estimate the stand-alone
selling price under FASB ASC 606 because it is not a fully loaded cost plus a
margin as required under the expected cost plus a margin approach described
in FASB ASC 606-10-32-34b.

Residual Approach

10.4.28 Under FASB ASC 606-10-32-34, an entity is allowed to use a rea-
sonable estimation method, such as the residual approach, as long as it is con-
sistent with the notion of a stand-alone selling price, maximizes the use of
observable inputs, and is applied on a consistent basis for similar goods and
services and customers.

10.4.29 The residual approach is addressed in FASB ASC 606-10-32-34c,
which states the following:

An entity may estimate the standalone selling price by reference to
the total transaction price less the sum of the observable standalone
selling prices of other goods or services promised in the contract. How-
ever, an entity may use a residual approach to estimate, in accordance
with paragraph 606-10-32-33, the standalone selling price of a good or
service only if one of the following criteria is met:

1. The entity sells the same good or service to different cus-
tomers (at or near the same time) for a broad range of
amounts (that is, the selling price is highly variable be-
cause a representative standalone selling price is not dis-
cernible from past transactions or other observable evi-
dence).

2. The entity has not yet established a price for that good or
service, and the good or service has not previously been
sold on a standalone basis (that is, the selling price is un-
certain).

10.4.30 The residual approach allows an entity that can estimate the
stand-alone selling prices for one or more, but not all, of the promised goods
or services to allocate the remainder of the transaction price, or the residual
amount, to the goods or services for which it could not reasonably make an
estimate.

10.4.31 With respect to mileage credits under airline loyalty programs,
FinREC believes that the use of the residual approach likely will be limited.
Specifically, with regard to the use of the residual approach in valuing mileage
credits issued in co-branded credit card agreements, the brand performance
obligation (see the section "Brand Name and Customer List in Co-Branded
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Credit Card Agreements — Timing of Revenue Recognition" in paragraphs
10.6.45–10.6.71) generally does not have an observable stand-alone selling
price as specified under FASB ASC 606-10-32-34c, which is required for using
the residual approach. Regarding the use of the residual approach in valuing
mileage credits issued in flight transactions, although the flights would appear
to have observable stand-alone selling prices, these selling prices generally do
not vary based on whether the flight is sold with or without mileage credits. As
a result, using the residual approach would imply a value of the mileage credits
that is at or near zero, which would not be appropriate.

Finance Cost Impact on Stand-Alone Selling Price

10.4.32 An airline would need to consider the impact of financing in its
evaluation of the stand-alone selling price of mileage credits. As discussed pre-
viously, mileage credits are redeemed over several years and, therefore, often
remain outstanding for more than one year. Consideration of an embedded fi-
nance cost is generally appropriate for assets and liabilities where realization
is longer than one year. However, because mileage credit redemption is at the
customer's discretion, an airline is not required to consider a financing cost as
part of the mileage credit price. If the airline were to require certain redemp-
tion dates or otherwise restrict usage, consideration of an embedded finance
cost would be necessary.

10.4.33 See "Consideration of Significant Financing Component in Ad-
vance Mile Purchases Under Co-Branded Credit Card Agreements and Miles
in Customers' Accounts," in paragraphs 10.6.72–10.6.87, for a more detailed
discussion regarding the application of a finance cost under FASB ASC 606-10-
32-17a.

Revenue Streams

Interline Transactions — Identifying Performance Obligations
for Air Travel (Including at the Segment Versus Ticket Level)
and Principal Versus Agent Considerations
This Accounting Implementation Issue Is Relevant to Identifying Performance
Obligations and Principal Versus Agent Considerations for Interline Transac-
tions Under FASB ASC 606.

Introduction
10.6.01 Under FASB ASC 606-10-05-3, an entity recognizes 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.

10.6.02 Because airline tickets are usually sold in advance of the trans-
portation date, the ticket sale date seldom coincides with the revenue recogni-
tion date, which is also referred to as the service date. The following describes
the twofold task for airline passenger revenue accounting:

� To record unearned revenue (air traffic liability [ATL]) when a
ticket is sold and scheduled service is at a later date

� To recognize revenue when the carrier provides the transportation
service and thereby satisfies the performance obligation.
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10.6.03 Airlines frequently sell tickets for round-trip or multi-city destina-
tions and frequently operate connecting flights. The ticket represents a contract
with a customer under FASB ASC 606, Revenue from Contracts with Customers.
When a ticket includes multiple flight segments, an airline would need to iden-
tify separate performance obligations within the contract in accordance with
guidance in paragraphs 14–22 of FASB ASC 606-10-25. For example, a passen-
ger purchasing a round-trip ticket from New York to Los Angeles that connects
in Dallas would contain the following four flight segments:

� New York to Dallas
� Dallas to Los Angeles
� Los Angeles to Dallas
� Dallas to New York

10.6.04 To identify separate performance obligations within this contract,
an airline first would need to evaluate whether each segment in a ticket is
capable of being distinct in accordance with guidance in FASB ASC 606-10-25-
19a. Operationally, the customer can benefit from each segment on its own. This
is supported by the fact that the airline and its competitors regularly sell these
segments separately, and the customer can purchase a ticket for each segment
separately from multiple airlines. Therefore, generally, each segment is capable
of being distinct.

10.6.05 An airline would also need to evaluate whether promises associ-
ated with each segment in a ticket are separately identifiable in accordance
with FASB ASC 606-10-25-19b (that is, the promise is distinct within the con-
text of the contract) considering the factors in FASB ASC 606-10-25-21, as dis-
cussed subsequently. Various scenarios are discussed in the following sections;
however, overall, FinREC believes each segment in a given itinerary would gen-
erally be considered a distinct performance obligation within the context of the
contract.

Interline Ticketing
10.6.06 Some airlines issue tickets that may only be used for transporta-

tion on the airline's own flights and provide transportation only to passengers
holding tickets issued by the selling airline. Those airlines are referred to as
non-interline or on-line airlines. Some airlines have agreements with other air-
lines to provide transportation interchangeably between the carriers. Those
airlines are referred to as interline airlines. A ticket sold by one airline that
includes flight segments to be traveled on another airline (OAL) is referred to
as an interline segment. One ticket can include several flight segments, which
may include flights on the selling carrier as well as various OALs. The carrier
that issues the ticket and collects the entire sales price is known as the selling
carrier. The carrier that operates the flight, referred to as the operating carrier,
settles the fare with the selling carrier on the basis of interline agreements.
This settlement occurs once the operating carrier in the interline transaction
performs the service of flying the passenger and then bills the selling carrier un-
der their applicable agreements. Interline agreements take many forms, rang-
ing from code-share agreements, in which one carrier puts its flight number on
another carrier's flight, to interlining with non-partners under industry stan-
dard agreements that provide a process and protocol about how the agreements
must be settled based on published prices. In a code-share agreement, there is
generally a bilaterally agreed method of settlement. In interline non-code-share
agreements, the operating carrier receives a segment value based on industry
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proration agreements unless otherwise bilaterally agreed. Irrespective of the
form of the agreement, the amount paid from the selling carrier to the operating
carrier is contractually determined by agreement, and such payment amount
is generally not known to the customer.

Round-Trip Ticket With No Connecting Flights
10.6.07 When determining the nature of its promise to the passenger in a

round-trip ticket with no connecting flights (for example, direct outbound flight
from New York to Los Angeles and direct return flight from Los Angeles to New
York), the airline would need to consider factors in FASB ASC 606-10-25-21a–c
to determine whether any of the entity's promises are separately identifiable
from other promises in the contract in accordance with FASB ASC 606-10-25-
19b. The nature of the overall promise to the passenger is to first transport the
passenger to Los Angeles and then separately transport the passenger back to
New York.

10.6.08 Although pricing may have some interdependencies in certain air-
line pricing schemes (for example, a round-trip ticket sold by some carriers
could be priced lower than two independently purchased one-way tickets on
the same route), the airline is not providing a significant integration service
of creating a combined item derived from services of the two flights. That is,
the airline has promised to transport the passenger to Los Angeles and then to
transport the passenger back to New York at a later time.

10.6.09 The airline's services on the outbound flight to Los Angeles will not
significantly modify the return flight to New York. Although the transportation
on the return flight depends on the successful transportation on the outbound
flight, the services on the return flight do not significantly affect the services on
the outbound flight. In part, this is due to the fact that the airline can fulfill its
promise to transport the passenger to Los Angeles independently of its promise
to transport the passenger back to New York. In addition, because each flight is
available from several alternate providers (that is, without involvement of the
entity), the airline's promise to provide transportation back to New York is not
necessary for the flight to Los Angeles to provide significant benefit to the cus-
tomer. Therefore, because the flights do not significantly affect each other, they
are not highly interrelated or highly interdependent. This results in the con-
clusion that in this round trip example, the customer has purchased a contract
or ticket in which the promise is for the airline to deliver each of the flights in
the contract individually.

10.6.10 Given the assessment of the factors included in FASB ASC 606-
10-25-21a–c discussed in this section, FinREC believes that a round-trip ticket
with two direct segments would generally represent two separate performance
obligations.

Ticket With Connecting Flights Operated by a Single Carrier
10.6.11 In a ticket that includes a connecting flight operated by a single

carrier (for example, New York to Los Angeles that connects through Dallas),
the nature of the overall promise to the passenger is generally to transfer the
service of transportation from New York to Dallas and then Dallas to Los An-
geles. The selling carrier has the obligation on both segments; however, the
customer has made the choice to use the connecting flights based on his or
her own considerations (which include knowledge of important factors such as
the cost) versus a nonstop or alternative flight, if it was available. That is, the
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customer has elected this route over other possible routes and has contracted
with the selling carrier for both services in order to achieve the passenger's
ultimate goal, which is to fly to Los Angeles. Although the selling carrier has
the obligation to complete both segments, and failure to fulfill this obligation
to the passenger would likely result in the airline not being entitled to com-
pensation for any portion of the partially completed contract, in practice, it is
common that alternative arrangements would be made by the selling carrier
in order to fulfill this obligation to the passenger. Although the transportation
on the second segment depends on the successful transportation on the first
segment, the customer can benefit from each flight on its own. The first seg-
ment has provided transportation for a portion of the journey and, therefore,
once completed, has provided utility on its own for the customer's benefit. In
addition, many times, transportation on one segment is provided to transport a
customer to an airline's hub or focus city where transportation to an increased
amount of destinations or a particular destination is available, hence, creating
true value and utility to the customer. In the preceding example, the connecting
flight from Dallas to Los Angeles can be viewed as a readily available resource
for the flight from New York to Dallas. In addition, each segment is likely avail-
able from several alternative providers and, therefore, the customer could have
obtained transportation from multiple carriers, indicating that each segment is
capable of being distinct in accordance with FASB ASC 606-10-25-19a. Also, be-
cause the carrier performs these services separately and independently related
to each segment and, therefore, the segments are operationally independent,
the segments do not significantly modify each other. Given the identified utility
and operational independence of the two segments (that is, because the speci-
fied service of providing transportation from New York to Dallas can be fulfilled
independently from the specified service to provide transportation from Dallas
to Los Angeles without significantly affecting the customer's utility or ability
to benefit from each specified service, or both), the segments are not highly in-
terdependent or highly interrelated. Therefore, in the single carrier connecting
flight example, because of the operational independence of the two flights from
each other, the two flights are each distinct within the context of the contract.
Similarly, if a ticket included multiple connecting flights operated by a single
carrier, each segment would be distinct within the context of the contract for
the same reasons discussed previously.

10.6.12 Given the assessment of the factors included in FASB ASC 606-
10-25-21a–c discussed in the preceding paragraph, FinREC believes that each
segment in a ticket with connecting flights operated by a single carrier repre-
sents a separate performance obligation.

Ticket With Connecting Flights Operated by Multiple Carriers4

10.6.13 For a ticket with connecting flights operated by multiple carriers
(for example, New York to Dallas, operated by the selling carrier and Dallas
to Los Angeles, operated by the OAL carrier), the selling carrier's nature of
the overall promise is to transport the passenger in accordance with the con-
tract for the portion of the trip that it is responsible for (for example, New York
to Dallas) and to arrange carriage on the OAL for the portion of the trip for
which the OAL is responsible. In addition, for the connecting flight involving
an OAL segment, the selling carrier is not providing a significant integration

4 References to "multiple carriers" in this section do not include contract carriers (that is, regional
airlines), which are addressed in the section "Regional Contracts" in paragraphs 10.6.88–10.6.129.
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service under FASB ASC 606-10-25-21a of creating a combined item derived
from services of the two segments because the two flights are independent of
each other, so the only integration is a coordination of the airline flight sched-
ules (which the passenger can do without the knowledge and involvement of
either airline) and connectivity for baggage, if applicable. More importantly,
the passenger knows upfront that the selling carrier will only transport them
from New York to Dallas and the OAL will transport them from Dallas to Los
Angeles. Once the passenger arrives in Dallas and checks in with the OAL for
the flight to Los Angeles, then the OAL is fully responsible for operation of that
segment, which is not dependent in any way on the earlier flight. Furthermore,
the customer has made the choice to use two different airlines for transporta-
tion based on his or her own considerations (which include knowledge of im-
portant factors such as the cost) versus a nonstop or alternative flight. That
is, the customer has elected this route over other possible routes. The first seg-
ment has provided transportation for a portion of the journey and, therefore,
once completed, has provided utility on its own for the customer's benefit. In
addition, many times, transportation on one segment is provided to transport
a customer to other airline's hub or focus city where transportation to an in-
creased amount of destinations or a particular destination is available, hence,
creating true value and utility to the customer. Given the identified utility and
operational independence of the two segments (that is, because the specified
service of providing transportation from New York to Dallas can be fulfilled in-
dependently from the specified service to provide transportation from Dallas to
Los Angeles without significantly affecting the customer's utility or ability to
benefit from each specified service, or both), the segments are not highly inter-
dependent or highly interrelated. An airline's contract of carriage may indicate
that the selling carrier is acting solely as an agent of the OAL. Although the
terms in the contract of carriage for code-share flights are more complicated,
the operating carrier contract generally governs operational areas, including
irregular operations, such as delays and cancellations. Regardless of the con-
tract of carriage specifications, the customer has knowledge about what he or
she is buying at the time of sale. Therefore, in the OAL connecting flight ex-
ample, because neither carrier is providing a significant integration service to
each other's flight segment, the operational independence of the two flights from
each other and the nature of the selling carrier's overall promise (which is to
provide and arrange for two flights that the passenger can use to travel from
New York to Los Angeles), the two flights are each distinct within the context of
the contract. Similarly, if a ticket included multiple connecting flights operated
by multiple carriers, each segment would be distinct within the context of the
contract for the same reasons discussed previously.

10.6.14 Given the assessment discussed in the preceding paragraph, Fin-
REC believes that in a ticket with connecting flights operated by multiple car-
riers, any segment operated by the selling carrier would generally represent a
separate performance obligation; the selling carrier would also have a respon-
sibility to arrange for the segments operated by the OAL.

Classification of Interline Transactions (Principal Versus Agent)
10.6.15 Interline transactions in which the selling carrier sells a ticket

to be operated by an interline partner would need to be evaluated under the
principal versus agent criteria in paragraphs 36–37A of FASB ASC 606-10-55,
which state the following:
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55-36 When another party is involved in providing goods or services
to a customer, the entity should determine whether the nature of its
promise is a performance obligation to provide the specified goods or
services itself (that is, the entity is a principal) or to arrange for those
goods or services to be provided by the other party (that is, the entity
is an agent). An entity determines whether it is a principal or an agent
for each specified good or service promised to the customer. A specified
good or service is a distinct good or service (or a distinct bundle of goods
or services) to be provided to the customer (see paragraphs 606-10-25-
19 through 25-22). If a contract with a customer includes more than
one specified good or service, an entity could be a principal for some
specified goods or services and an agent for others.

55-36A To determine the nature of its promise (as described in para-
graph 606-10-55-36), the entity should:

a. Identify the specified goods or services to be provided to
the customer (which, for example, could be a right to a good
or service to be provided by another party [see paragraph
606-10-25-18])

b. Assess whether it controls (as described in paragraph 606-
10-25-25) each specified good or service before that good or
service is transferred to the customer.

55-37 An entity is a principal if it controls the specified good or ser-
vice before that good or service is transferred to a customer. However,
an entity does not necessarily control a specified good if the entity
obtains legal title to that good only momentarily before legal title is
transferred to a customer. An entity that is a principal may satisfy its
performance obligation to provide the specified good or service itself or
it may engage another party (for example, a subcontractor) to satisfy
some or all of the performance obligation on its behalf.

55-37A When another party is involved in providing goods or services
to a customer, an entity that is a principal obtains control of any one
of the following:

a. A good or another asset from the other party that it then
transfers to the customer.

b. A right to a service to be performed by the other party,
which gives the entity the ability to direct that party to
provide the service to the customer on the entity's behalf.

c. A good or service from the other party that it then com-
bines with other goods or services in providing the speci-
fied good or service to the customer. For example, if an en-
tity provides a significant service of integrating goods or
services (see paragraph 606-10-25-21(a)) provided by an-
other party into the specified good or service for which the
customer has contracted, the entity controls the specified
good or service before that good or service is transferred to
the customer. This is because the entity first obtains con-
trol of the inputs to the specified good or service (which
include goods or services from other parties) and directs
their use to create the combined output that is the speci-
fied good or service.
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10.6.16 In paragraph BC382 in the "Background Information and Basis

for Conclusions" section of ASU No. 2014-09, FASB indicated the following:
The nature of the entity's promise may not always be readily apparent.
For that reason, the Boards included indicators in paragraph 606-10-
55-39 to help an entity determine whether the entity controls the goods
or services before transferring them and thus whether the entity is a
principal or an agent...

10.6.17 In paragraph BC16 in the "Background Information and Basis for
Conclusions" section of ASU No. 2016-08, Revenue from Contracts with Cus-
tomers (Topic 606) — Principal versus Agent Considerations (Reporting Rev-
enue Gross versus Net), FASB further elaborated on the indicators in FASB
ASC 606-10-55-39 as follows:

... The indicators (a) do not override the assessment of control, (b)
should not be viewed in isolation, (c) do not constitute a separate or
additional evaluation, and (d) should not be considered a checklist of
criteria to be met in all scenarios. Considering one or more of the in-
dicators often will be helpful, and, depending on the facts and circum-
stances, individual indicators will be more or less relevant or persua-
sive to the assessment of control.

10.6.18 FASB ASC 606-10-55-39 states the following:
Indicators that an entity controls the specified good or service before it
is transferred to the customer (and is therefore a principal [see para-
graph 606-10-55-37]) include, but are not limited to, the following:

a. The entity is primarily responsible for fulfilling the
promise to provide the specified good or service. This typ-
ically includes responsibility for the acceptability of the
specified good or service (for example, primary responsi-
bility for the good or service meeting customer specifica-
tions). If the entity is primarily responsible for fulfilling
the promise to provide the specified good or service, this
may indicate that the other party involved in providing the
specified good or service is acting on the entity's behalf.

b. The entity has inventory risk before the specified good or
service has been transferred to a customer or after trans-
fer of control to the customer (for example, if the customer
has a right of return). For example, if the entity obtains, or
commits to obtain, the specified good or service before ob-
taining a contract with a customer, that may indicate that
the entity has the ability to direct the use of, and obtain
substantially all of the remaining benefits from, the good
or service before it is transferred to the customer.

c. The entity has discretion in establishing the price for the
specified good or service. Establishing the price that the
customer pays for the specified good or service may indi-
cate that the entity has the ability to direct the use of that
good or service and obtain substantially all of the remain-
ing benefits. However, an agent can have discretion in es-
tablishing prices in some cases. For example, an agent may
have some flexibility in setting prices in order to generate
additional revenue from its service of arranging for goods
or services to be provided by other parties to customers.
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d. Subparagraph superseded by Accounting Standards Up-
date No. 2016-08.

e. Subparagraph superseded by Accounting Standards Up-
date No. 2016-08.

10.6.19 FASB ASC 606-10-55-39A states the following:

The indicators in paragraph 606-10-55-39 may be more or less relevant
to the assessment of control depending on the nature of the specified
good or service and the terms and conditions of the contract. In ad-
dition, different indicators may provide more persuasive evidence in
different contracts.

10.6.20 Therefore, the evaluation of the individual indicators requires
judgment and will depend on the facts and circumstances prevalent in the par-
ticular industry and the particular types of transactions.

10.6.21 As the contract administrator, the selling carrier executes the con-
tract with the customer; however, the OAL exclusively controls the operation
of its flight segment. The selling carrier does not have control over the OAL
segment, only the right to sell the OAL segment to a customer at agreed or
published prices. If the customer does not fly on the OAL segment, the selling
carrier does not have the right to resell or otherwise use the OAL segment,
and the selling carrier does not have any obligation to pay the OAL for of the
unused segment. Given that the OAL is responsible for its portion of the ac-
tual revenue-producing element of the contract (that is, transportation of the
passenger) and the selling carrier's role as contract administrator, FinREC be-
lieves that the OAL controls the operation of its segment before the service is
transferred to the customer. Furthermore, the three indicators that can be used
to evaluate whether an entity is an agent or a principal are summarized in the
following table and described in the subsequent paragraphs. The information
in this table is from the selling carrier's perspective:

Scenario for
selling
carrier

Entity is
primarily

responsible for
fulfilling
promise

Entity has
inventory

risk

Entity has
discretion in
establishing

prices

Interline

Indicates that the selling carrier is the principal.
Indicates that the selling carrier is an agent.

10.6.22 The entity is primarily responsible for fulfilling the promise. An air-
line's contract of carriage may indicate that the selling carrier is acting solely
as an agent of the OAL. Although the terms in the contract of carriage for code-
share flights are more complicated, the operating carrier contract generally gov-
erns operational areas, including irregular operations, such as delays and can-
cellations. Regardless of the contract of carriage specifications, the customer
has knowledge about what he or she is buying at the time of sale (for exam-
ple, that the outbound flight is operated by the selling carrier and the return
flight is operated by the OAL). Furthermore, at the time of sale, the customer
has an expectation related to the exact flight time and the operating carrier
as specified in the ticket. Also, see the section "Ticket With Connecting Flights
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Operated by Multiple Carriers" in paragraphs 10.6.13–10.6.14. Therefore, in
the context of this indicator, the OAL is responsible for fulfilling the promise of
transportation for its segment.

10.6.23 The entity has inventory risk. In the context of the airline industry,
inventory risk is the risk of unsold seats on flights. Inventory risk is equal for the
selling and operating carrier at the time of sale, and neither party has taken on
any risk for the other party because both have the option to make the inventory
available at the time of sale based on sales price or, more specifically, allocation
of the sales price under their codeshare agreement. Furthermore, the selling
carrier does not take on inventory risk related to segments flown by the OAL
because its obligations to the OAL are established by the governing agreements
at the time of the sale of the ticket that includes an OAL flight segment. If
the ticket is cancelled or if the passenger does not fly an OAL flight segment,
the selling carrier takes no responsibility to resell tickets for cancelled or not-
flown OAL segments and owes no consideration to the OAL for the cancellation
(even in situations when the passenger does not fly the OAL flight because
of operational issues experienced by the selling carrier [for example, selling
carrier's flight being late and, as a result, passenger misses the OAL flight]).
Also, the selling carrier has no commitment to buy a certain number of seats
on the OAL.

10.6.24 The entity has discretion in establishing prices for the specified
good or service. The selling carrier does receive a commission that is designed
to cover the proportional selling expenses it incurs in the transaction. However,
the selling carrier often has discretion in establishing the selling price for the
overall ticket, even though the financial benefit received from the OAL's flight
segment is usually contractually limited. The amount of money collected for
tickets that include a segment flown by the selling carrier and a segment flown
by an OAL carrier is allocated to the carriers based on specific agreements be-
tween carriers. The passenger has no knowledge of the financial arrangements
between the selling and OAL carriers. The benefit the selling carrier receives
is limited because the airline either remits an agreed upon pro-rata share of
the ticket price to the OAL, or the selling carrier retains only a commission
percentage. However, even though the consideration payable from the selling
carrier to the OAL is based on published fares for that segment, the selling
carrier controls the total ticket price and, therefore, any pricing benefit or loss
would be absorbed by the selling carrier as either an increase or reduction in
the sales price of the segments that it operates.

10.6.25 Although the criteria in FASB ASC 606-10-55-39 are mixed re-
garding whether the selling carrier is the principal or the agent in these
transactions, FinREC believes that the predominant criteria carrying the most
weight in the evaluation of this particular transaction in the airline industry is
the operational control of the flights, which is the specified service in the con-
tract with the customer. The OAL segment and operation is clearly controlled by
the OAL and not the selling carrier, a factor which the passenger understands
as part of the procurement process. The OAL flight uses the OAL aircraft and
the OAL operates its flight using its own personnel and according to its own op-
erating rules. The selling carrier has no role in operating the OAL aircraft or in
directing OAL personnel and does not share in any of the cost or related mar-
gin of that flight. Therefore, the selling carrier would typically be considered
an agent on behalf of the OAL for those flight segments operated by the OAL,
although an entity would need to evaluate all relevant facts and circumstances
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in reaching a final conclusion in its situation. The selling carrier, as the agent,
would recognize revenue for the selling price of the ticket net of the amount
due to the OAL (the timing of revenue recognition for the OAL segment and its
classification are not addressed in this section, but is discussed in the "Timing
and Classification of Commissions in Interline Transactions" section in para-
graphs 10.6.130–10.6.138). At the time of ticket sale, the total amount received
would be recorded by the selling carrier as a contract liability (referred to as
air traffic liability or ATL), which includes the performance obligation that it
has with respect to the segment that it will operate as well as the amount due
to the OAL when the OAL satisfies its own performance obligation. Upon com-
pletion of flight on the OAL, the OAL satisfies its performance obligation for its
segment and recognizes revenue for the gross amount of consideration to which
it expects to be entitled in exchange for the flight service it provided. The sell-
ing carrier is the principal for the segment operated by the selling carrier and
would recognize revenue gross for this performance obligation.

Interline Transactions — Loyalty Payments
This Accounting Implementation Issue Is Relevant to Accounting for Loyalty
Payments in Interline Transactions Under FASB ASC 606.

Accounting for Interline Mileage Credits — Gross Versus Net
Revenue Recognition

10.6.26 Many airlines have frequent flyer loyalty programs (FFPs) in
which customers can earn miles, points, or segments (collectively referred to as
mileage credits) through travel or purchasing other products or services. Air-
lines frequently include other airline partners in their FFPs to extend their
programs in order to attract and retain certain premium passengers as well as
to offer their FFP members extended options for the potential use of their ac-
cumulated mileage credits. In most of these cases, the airline also participates
in the other airline's FFP on a reciprocal basis. Also, airlines sometimes offer
their FFP members the ability to redeem mileage credits for non-air services or
products from third-party providers (such as hotels, rental cars, and appliance
sales companies). If the loyalty customer chooses the partner airline flight or a
third-party product or service, the sponsoring airline will remit a contractually-
agreed fee to the partner airline or third party for the flight, service, or product.
The question arises whether the airline is acting as a principal or agent when
its loyalty customers redeem their mileage credits on partner airlines or for
non-air travel services or goods from third-party providers and whether the
related revenue and expense should be presented on a gross or net basis.

10.6.27 As discussed in the section "Mileage Credits as a Material Right"
in paragraphs 10.4.01–10.4.06, because mileage credits can be accumulated
and redeemed for free or discounted goods and services (such as free travel,
upgrades, and other awards), the mileage credits that have been accumulated
represent a material right to customers. As a result, the airlines account for
mileage credits separately as a performance obligation and defer revenue based
on the estimated stand-alone selling price of the goods or services ultimately
expected to be redeemed. However, as described in more detail in paragraphs
10.4.01–10.4.06, individual mileage credits do not represent a distinct good or
service (that is, a mileage credit itself has no stand-alone value; its only value
is based on the right as provided in the program to redeem an accumulation of
mileage credits for free or discounted flights or other goods or services at some
point in the future, based on the terms of the program at that time.)

AAG-REV 10.6.26 ©2019, AICPA



Airlines 563
10.6.28 Consistent with the guidance in FASB ASC 606-10-55-42, the

portion of the transaction price allocated to a material right associated with
mileage credits is initially deferred until the mileage credits are redeemed for
goods or services. The value of the right is generally estimated based on the
historical redemptions under the program. Accordingly, upon issuance, the air-
line records a contract liability for the mileage credits in accordance with FASB
ASC 606-10-25-8 until the customer redeems them.

10.6.29 FASB ASC 606-10-55-36A provides that the assessment of prin-
cipal versus agent criteria is based on the assessment of who controls "each
specified good or service before that good or service is transferred to the cus-
tomer." This assessment cannot be made at the time the mileage credit is issued
but would be made when the customer makes its choice upon redemption. It is
at the time of redemption when the selected service or product is known that
the airline evaluates whether it acts as an agent or principal in regard to the
selected service or product. This is further supported by the following views
expressed in paragraph BC385 of ASU No. 2014-09:

... the points may entitle customers to choose between future goods
or services provided by either the entity or another party. The Boards
observed that in those cases, to determine when the performance obli-
gation is satisfied, the entity would need to consider the nature of its
performance obligation. This is because until the customer has chosen
the goods or services to be provided (and thus whether the entity or the
third party will provide those goods or services), the entity is obliged
to stand ready to deliver goods or services. Thus, the entity may not
satisfy its performance obligation until such time as it either delivers
the goods or services or is no longer obliged to stand ready. The Boards
also observed that if the customer subsequently chooses the goods or
services from another party, the entity would need to consider whether
it was acting as an agent and thus should recognize revenue for only a
fee or commission that the entity received from providing the services
to the customer and the third party.

10.6.30 If the airline concludes that it acted as a principal, it would record
the payment as an operating expense. If the airline concludes that it acted as
an agent, it would record the payment as an offset to revenue. In either case,
the previously unrecognized revenue attributable to the issued mileage credits
would be recognized.

10.6.31 At its March 30, 2015 meeting, the TRG discussed the account-
ing for a customer's exercise of a material right. TRG generally agreed that
there are two supportable views regarding how to account for the exercise of a
material right, which are described as follows:5

View A: At the time a customer exercises a material right, an entity
should update the transaction price of the contract to include any con-
sideration to which the entity expects to be entitled as a result of the
exercise. The additional consideration should be allocated to the per-
formance obligation underlying the material right and should be recog-
nized when or as the performance obligation underlying the material
right is satisfied.

5 See TRG Agenda Ref. No. 34, March 2015 Meeting — Summary of Issues Discussed and Next
Steps, Topic 2: Accounting for a Customer's Exercise of a Material Right.
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View B: The exercise of a material right should be accounted for as
a contract modification. That is, the additional consideration received
and/or the additional goods or services provided when a customer ex-
ercises a material right represent a change in the scope and/or price of
a contract. An entity should apply the modification guidance in para-
graphs 606-10-25-10 through 25-13 [18–21].

The TRG paper further indicates the following:

TRG members observed that in most, but not all, cases the financial
reporting outcome of applying View A or View B would be similar. Only
in cases in which the optional goods or services are determined to be
not distinct from the original promised goods or services, would the
results appear to differ. The staff thinks that an entity typically would
conclude that an optional good or service is distinct. The method used
to account for the exercise of a material right will depend on the facts
and circumstances of the arrangement. TRG members agreed with the
staff view that the method used should be applied consistently by an
entity to similar types of material rights with similar facts and cir-
cumstances.

10.6.32 In the case of redemption of mileage credits, the customer does
not pay any additional consideration but receives additional distinct services
or goods. Therefore, FinREC believes that under either view, the accounting for
the interline loyalty redemption would likely be similar.

Redemptions on a Partner Airline — Principal Versus Agent Analysis
10.6.33 At the time of redemption, if the customer chooses the partner

airline (PA) flight, the sponsoring or home airline (HA) books the PA flight on
the customer's behalf. The HA then pays the PA a contractually-agreed amount
for the flight per the interline agreement. The PA effectively agrees at the time
of ticketing (redemption of the mileage credits) to make the seat on its flight
available at the rates specified in the interline loyalty agreement with HA. The
HA would need to determine whether it acted as a principal or as an agent
when it procured the PA flight on behalf of its loyalty member.

10.6.34 When performing the principal versus agent analysis, the airline
should consider the guidance in paragraphs 36–40 of FASB ASC 606-10-55.
Specifically, paragraphs 37–38 of FASB ASC 606-10-55 provide the following
guidance:

55-37 An entity is a principal if it controls the specified good or ser-
vice before that good or service is transferred to a customer. However,
an entity does not necessarily control a specified good if the entity
obtains legal title to that good only momentarily before legal title is
transferred to a customer. An entity that is a principal may satisfy its
performance obligation to provide the specified good or service itself or
it may engage another party (for example, a subcontractor) to satisfy
some or all of the performance obligation on its behalf.
55-38 An entity is an agent if the entity's performance obligation is
to arrange for the provision of the specified good or service by another
party. An entity that is an agent does not control the specified good or
service provided by another party before that good or service is trans-
ferred to the customer. When (or as) an entity that is an agent satisfies
a performance obligation, the entity recognizes revenue in the amount
of any fee or commission to which it expects to be entitled in exchange
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for arranging for the specified goods or services to be provided by the
other party. An entity's fee or commission might be the net amount
of consideration that the entity retains after paying the other party
the consideration received in exchange for the goods or services to be
provided by that party.

10.6.35 The section "Classification of Interline Transactions (Principal
Versus Agent)" in paragraphs 10.6.15–10.6.25 addresses the principal versus
agent considerations when an airline sells a ticket that includes a segment to
be operated by a PA. In that section, it was concluded that the airline acts as an
agent in regard to the PA segment. When the HA's loyalty customer redeems
mileage credits for a PA flight, the principal versus agent analysis is the same as
the analysis for interline transactions described in paragraphs 10.6.15–10.6.25
because both scenarios involve the airline's arranging of a PA flight on behalf
of its loyalty customer.

10.6.36 When considering guidance in FASB ASC 606-10-55-37, con-
sistent with the conclusion reached for interline transactions in paragraphs
10.6.15–10.6.25, FinREC believes that the PA controls the specified good or
service (that is, transportation of the passenger) before that good or service is
transferred to a customer. Furthermore, the HA does not control a right to the
service to be performed by the PA as it is booking the flight simultaneously on
PA, based on PA's availability, on behalf of the FFP member. FASB ASC 606-10-
55-39 provides factors to consider when determining whether the airline acts
as a principal or agent. See the section "Classification of Interline Transactions
(Principal Versus Agent)" in paragraphs 10.6.15–10.6.25 for the list and anal-
ysis of these factors, which is also applicable to this issue.

10.6.37 Paragraph 10.6.25, in the section "Classification of Interline
Transactions (Principal versus Agent)," concludes that the selling airline would
typically be considered an agent on behalf of the PA for those flight segments op-
erated by the PA. Although the criteria in FASB ASC 606-10-55-39 are mixed
with respect to whether the HA is the principal or the agent in transactions
in which mileage credits are redeemed on PAs, consistent with the conclusion
reached in the section "Classification of Interline Transactions (Principal Ver-
sus Agent)" FinREC believes that the FASB ASC 606-10-55-39 criterion carry-
ing the most weight in the evaluation of these transactions is that the PA con-
trols the flight and is primarily responsible for fulfilling the promise to provide
the specified good or service from the time of ticketing forward. Accordingly, the
HA would typically be considered an agent in regard to the PA flight and would
record revenue and expense on a net basis. However, an entity would need to
evaluate all relevant facts and circumstances in reaching a final conclusion.

Redemptions for Non-Air Services and Products — Principal Versus
Agent Analysis

10.6.38 In regard to a loyalty customer's redemption for non-air services
and products from third-party providers, the airline would need to analyze the
nature of its contractual relationship with the third-party provider to deter-
mine whether it acts as an agent or principal. As indicated previously, the tim-
ing of the analysis is upon redemption.

10.6.39 An airline may allow its FFP members to redeem mileage credits
for a third-party service or product (such as a hotel stay, rental car, or appliance)
through the airline's website or even directly with the third-party provider. Typ-
ically, the airline and the third-party provider have a contract that states the
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price that the airline will pay for the hotel stay, car rental, or appliance. The air-
line is not obligated to purchase any hotel rooms or car rentals or appliances
and will only make a purchase for the customer upon redemption of mileage
credits. The third-party provider has primary responsibility for fulfilling the
service, including making any reparations if the service or product is found to
be unacceptable.

10.6.40 Under a typical program described in the preceding paragraph,
FinREC believes that the airline would generally act as an agent because the
service or product is never controlled by the airline prior to it being provided
or shipped to the customer directly from the provider. In this case, the airline
would record revenue and expense on a net basis. However, if the airline obtains
control of the good or service in advance, it would record revenue and expense
on a gross basis. The airline would need to evaluate its third-party contracts
under the principal versus agent considerations in paragraphs 36–40 in FASB
ASC 606-10-55 in order to make a gross versus net determination.

Revenue Characterization
10.6.41 When an airline acts as an agent in regard to its customers'

mileage credit redemptions, FinREC believes the airline should recognize the
net difference between the relieved liability associated with the mileage credits
and the amount remitted to the partner airline or third-party provider as other
revenue from contracts with customers.

10.6.42 When mileage credits are redeemed for a PA flight, if the cus-
tomer requires any modifications to the ticket prior to the flight, depending
on the circumstances or the nature of the change, those modifications would
be executed by the sponsoring airline. Those modifications could involve ar-
ranging for service on a different PA or the sponsoring airline itself. Given the
sponsoring airline's continued involvement prior to the PA fulfilling its promise
of transportation, FinREC believes that the sponsoring airline's obligation to
stand ready to deliver goods or services is not relieved until the flight date, at
which point the sponsoring airline would recognize the net amount as other
revenue from contracts with customers.

10.6.43 In the case of non-air redemptions, because the third-party
provider has primary responsibility for fulfilling the service, including making
any reparations if the service or product is found to be unacceptable, the net
amount would be recognized as other revenue from contracts with customers
at the date when the performance obligation is transferred to a third-party
provider and the sponsoring airline is no longer obliged to stand ready to de-
liver goods or services (which would generally be the redemption date). This
is consistent with the guidance in FASB ASC 606-10-55-40, which states the
following:

If another entity assumes the entity's performance obligations and
contractual rights in the contract so that the entity is no longer obliged
to satisfy the performance obligation to transfer the specified good
or service to the customer (that is, the entity is no longer acting as
the principal), the entity should not recognize revenue for that per-
formance obligation. Instead, the entity should evaluate whether to
recognize revenue for satisfying a performance obligation to obtain a
contract for the other party (that is, whether the entity is acting as an
agent).
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10.6.44 When the award is redeemed by providing a flight on the spon-

soring airline, the sponsoring airline acts as the principal in regard to its cus-
tomers' mileage credit redemptions and records revenue and expense on a gross
basis. In this case, FinREC believes it would be appropriate to characterize the
related revenue as passenger revenue.

Brand Name and Customer List in Co-Branded Credit Card
Agreements — Timing of Revenue Recognition
This Accounting Implementation Issue Is Relevant to Timing of Revenue Recog-
nition for Brand Name and Customer Lists in Co-Branded Credit Card Agree-
ments Under FASB ASC 606.

Introduction
10.6.45 Airlines with large loyalty programs frequently enter into agree-

ments with a co-branded credit card partner in which mileage credits and other
considerations (that is, award travel, upgrades, bag fee waivers, lounge access,
branding and marketing services, and so on) are sold to a financial institution.
The mileage credits are then issued to the financial institution's credit card
customers, who are also airline loyalty members, as they make purchases on
their co-branded credit card. Frequently, these co-branded agreements include
upfront payments for advanced purchases of services under the co-branded
contract (see the section "Consideration of Financing Component in Relation
to Advance Mile Purchases by Co-Branded Partner" in paragraphs 10.6.73–
10.6.83). In these co-branded contracts, certain services, principally advertising
and branding, including access to the airline's customer list, are used directly
by the financial institution. The services sold to the financial institution help its
credit card business to obtain new and more profitable customers and promote
increased spending on credit cards. Airline co-brand credit cards have histor-
ically been more profitable to the financial institutions than a typical credit
card portfolio and, as such, they are willing to pay the airline for the access to
their customers and brand of the airline. The term of these contracts gener-
ally ranges from five to seven years, during which the financial institution is
granted continual access to the customer list.

10.6.46 Co-brand agreements involve three parties and two customers
from the airline's perspective. The parties to the agreements include an air-
line, a financial institution, and the credit card holder. The financial institution
is the customer of the airline for the sale of marketing-related elements (includ-
ing brand, customer list, and advertising) that increase the value of its credit
card portfolio. The credit card holder is the customer of the airline for the earn-
ing of mileage credits under the airline's loyalty agreement (provided and paid
for by the financial institution) that accrue into the loyalty member's account
each time he or she uses the credit card based on a specified exchange rate.
There are three contracts within co-brand agreements: (a) the airline and the
credit card holder have a loyalty contract (that is, the credit card holder must
also be a loyalty member in order to obtain a co-branded credit card); (b) the
financial institution and the airline are parties to the co-branded credit card
contract; and (c) the financial institution and the credit card holder are parties
to a credit contract. The FASB ASC master glossary defines contract as "[a]n
agreement between two or more parties that creates enforceable rights and
obligations." All of these agreements meet the definition of a contract and the
criteria in FASB ASC 606-10-25-1 because they create enforceable obligations
on the various parties.
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10.6.47 In the case of mileage credits sold by the airline to the financial
institution, the mileage credits are ultimately awarded to the credit card hold-
ers, who are also airline loyalty members, based on their credit card purchases
or other activities. Mileage credit awards are supplied by the airlines, who also
determine the range of goods and services for which the mileage credits can
be redeemed as well as the number of mileage credit awards required to be re-
deemed for various awards in their programs. The credit card holder has no re-
course to the financial institution but must look exclusively to the airline or the
airline's loyalty program partners (see the section "Interline Transactions —
Loyalty Payments" in paragraphs 10.6.26–10.6.44) for the satisfaction of the
mileage credits obligation. Therefore, the nature of the promise by the airline
with respect to mileage credits to be provided in a co-branded credit card agree-
ment is the underlying goods or services for which the mileage credits may be
used, rather than the mileage credit itself.

10.6.48 The two most significant performance obligations in co-branded
credit card arrangements are the sale of the mileage credits to the financial in-
stitution and the right granted by the airline to the financial institution to use
its brand and customer list. (The section "Mileage Credits as a Material Right"
in paragraphs 10.4.01–10.4.06 discusses why a mileage credit represents a sep-
arate performance obligation, and the section "Consideration of Whether the
Brand and Customer List are Distinct Services" in paragraphs 10.6.52–10.6.56
addresses why the brand and customer list represent another performance obli-
gation [referred to as the brand performance obligation].) Compensation for
the two main performance obligations under the co-branded credit card agree-
ments is paid at the time when a co-brand credit card is used by the loyalty
member and coincides with when the financial institution collects its merchant
fee on the transaction. As a result, the airline receives the vast majority of the
consideration for the two main performance obligations as the co-brand credit
card is used. The performance obligation related to mileage credits is satisfied
at a point in time (generally when the related redemption occurs and the free
or discounted services are provided to the loyalty customer) while the perfor-
mance obligation(s) related to the brand elements, other marketing services,
and ancillary services is (are) satisfied over time. Therefore, the portion of the
consideration attributable to the brand performance obligation is recognized
over time, while the portion of the consideration attributable to the mileage
credit is deferred until the point in time it is redeemed for goods or services.

Maintenance of Customer List Database
10.6.49 Under most co-branded credit card agreements, an airline is re-

quired to provide the financial institution throughout the term of the agreement
with regular access to its loyalty program customer list and allow the use of its
brand (the airline's name, logo, and so on). The first step in identifying perfor-
mance obligations is to identify the goods or services promised in the contract.
FASB ASC 606-10-25-16 states

...the promised goods or services identified in a contract with a cus-
tomer may not be limited to the goods or services that are explicitly
stated in that contract. This is because a contract with a customer
also may include promises that are implied by an entity's customary
business practices, published policies, or specific statements if, at the
time of entering into the contract, those promises create a reasonable
expectation of the customer that the entity will transfer a good or ser-
vice to the customer.
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10.6.50 In determining the appropriate accounting for the function of

maintaining a customer list database, airlines should consider the guidance
in FASB ASC 606-10-25-17, which states the following:

Promised goods or services do not include activities that an entity must
undertake to fulfill a contract unless those activities transfer a good
or service to a customer. For example, a services provider may need to
perform various administrative tasks to set up a contract. The perfor-
mance of those tasks does not transfer a service to the customer as the
tasks are performed. Therefore, those setup activities are not promised
goods or services in the contract with the customer.

10.6.51 Consistent with the guidance in FASB ASC 606-10-25-17, admin-
istrative tasks that an airline must undertake to fulfill a contract that does not
transfer goods or services to the customer are not considered promised goods
or services in the contract with the customer but, rather, fulfillment activities.
This is due to the fact that a co-branded partner could not benefit from such ser-
vice of maintaining and performing administrative tasks associated with the
customer list. The task of maintaining and updating of the airline's frequent
flyer database or member list is performed routinely by the airline, regardless
of whether the airline is a party to a co-branded agreement. FinREC believes
that the promised service the airline is providing in such an arrangement is
access to the customer list and the use of brand name over the contract period,
which meets the requirements in FASB 606-10-25-19 (because the financial in-
stitution can benefit from access to the customer list and the use of brand name
and it is a distinct promise in the contract) and, therefore, represents a sepa-
rate performance obligation. As discussed in paragraph 10.6.60, FinREC also
believes that the combination of the brand name and customer list represents
symbolic IP because it does not have significant stand-alone functionality, and
substantially all the benefits to the financial institution are derived from its ac-
cess to the customer list and brand name which are supported by the airline's
ongoing activities, including its ordinary business activities.

Consideration of Whether the Brand and Customer List
Are Distinct Services

10.6.52 FASB ASC 606-10-25-14 states the following:

At contract inception, an entity shall assess the goods or services
promised in a contract with a customer and shall identify as a per-
formance obligation each promise to transfer to the customer either:

a. A good or service (or a bundle of goods or services) that is
distinct

b. A series of distinct goods or services that are substantially
the same and that have the same pattern of transfer to the
customer (see paragraph 606-10-25-15).

10.6.53 As discussed in the following paragraphs, in the airline co-brand
credit card example, the use of the brand is not separable from the access to the
airline's loyalty program customer list, which is used by the financial institution
to target the airline's customers in order to solicit credit card business.

10.6.54 Generally, a significant portion of the value to the financial in-
stitution in these arrangements comes from its right to market to the airline
loyalty members, which is provided through access to the airline's customer
list. Frequently, the majority of the airline's most profitable customers are also
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members of the airline loyalty program. These members include many high-
wealth individuals who have a better credit history and have higher levels of
spending compared to the general population of credit card holders. As a re-
sult, a portfolio of credit cards with a shared demographic of airline loyalty
memberships tends to be more profitable to the financial institution than a
portfolio that is made up of individuals that are not part of an airline frequent
flyer program. This is often one of the most important factors that leads to
significant value being ascribed to these co-branded agreements. Additionally,
strong brand recognition helps drive both new and repeat customer traffic to
the airline, resulting in significant value associated with access to the airline's
customer list.

10.6.55 Historically, airlines have not separately sold the right to use their
brand and access their customer list outside of these types of arrangements. Al-
though it is possible that these items could be sold separately, FinREC believes
their integration into the co-branded credit card agreement generally meets
the "highly interdependent or highly interrelated" criteria in FASB ASC 606-
10-25-21c. This is because the utility of the access to the customer list and use
of the brand (and, therefore, the ability for each to provide value) are dependent
upon each other. That is, the value of the two combined together significantly
exceeds the sum of the value that could be ascribed to each individually.

10.6.56 Therefore, FinREC believes that the use of the airline brand and
access to its customer list are not distinct and, as such, should be combined into
a single performance obligation, subsequently referred to in this section as the
brand performance obligation. Access to the customer list and use of the brand
are referred to as the brand elements.

Allocation of Consideration to the Brand Performance Obligation
10.6.57 FASB ASC 606-10-55-54 states the following:

Licenses of intellectual property may include, but are not limited to,
licenses of any of the following:

....

d. Patents, trademarks, and copyrights.

10.6.58 Consistent with the guidance in FASB ASC 606-10-55-54, Fin-
REC believes that the right granted by the airline to the financial institution
to use its brand elements as part of the co-branded credit card agreement qual-
ifies as licensing of the airline's IP. The co-branded credit card partner uses the
brand elements (including the airline's logo on individual credit cards as well as
in various marketing-related materials) to help market the co-branded credit
card. The use of brand elements is beneficial to the financial institution due to
association with the airline and its frequent flyer program customers.

10.6.59 As explained in FASB ASC 606-10-55-58, licenses of IP represent
either a promise to provide a right to use an entity's IP, which is satisfied at a
point in time, or a promise to provide a right to access the entity's IP, which is
satisfied over time. Consistent with FASB ASC 606-10-55-58, the key consid-
eration in determining the revenue recognition pattern is, whether the nature
of the entity's promise in granting the license is to provide a customer with a
right to access an entity's IP throughout the license term or a right to use an
entity's IP as it exists at the point in time at which the license is granted.

10.6.60 When determining the nature of the entity's promise in granting
the license to a customer, airlines should follow the guidance in paragraphs
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59–63A of FASB ASC 606-10-55. FinREC believes that the combination of the
brand name and customer list represents symbolic IP (which is described in
FASB ASC 606-10-55-59b) because it does not have significant stand-alone
functionality, and substantially all the benefits to the financial institution are
derived from its access to the customer list and brand name, which are sup-
ported by the airline's ongoing activities, including its ordinary business activ-
ities. FASB ASC 606-10-55-60 provides that "a license to symbolic intellectual
property grants the customer a right to access the entity's intellectual property,
which is satisfied over time." Therefore, based on the guidance in paragraphs
58–58A of FASB ASC 606-10-55, consideration for symbolic IP should be rec-
ognized as revenue over the license period using a measure of progress that
reflects the licensor's pattern of performance.

Revenue Recognition for Brand Performance Obligation
10.6.61 In addition to the brand performance obligation, co-branded ar-

rangements include a separate performance obligation related to the sale of
the mileage credits to the financial institution (which are issued to the airline's
loyalty customers, who then redeem them for travel and other services). The
co-branded arrangement may also include separate performance obligations
related to other marketing-related services or the provision of ancillary ser-
vices to the credit card holders (for example, waived bag fees, priority boarding,
lounge access), or both. The performance obligation related to mileage cred-
its is satisfied at a point in time (generally when the related redemption oc-
curs and the free or discounted services are provided to the loyalty customer)
while the performance obligation(s) related to the brand elements, other mar-
keting services, and ancillary services is (are) satisfied over time. FASB ASC
606-10-32-29 provides that "an entity shall allocate the transaction price to
each performance obligation identified in the contract on a relative standalone
selling price basis." As a result, the airline would allocate the transaction
price among the relative stand-alone selling prices of the brand performance
obligation, marketing-related services, ancillary services, and the services ex-
pected to be provided upon the redemption of the mileage credits by the loyalty
customers.

10.6.62 Substantially all of the consideration in co-branded credit card
agreements is variable and a vast majority of the payments are based on a
successful use of the card by the card holder. Paragraphs 5–9 of FASB ASC 606-
10-32 provide guidance on estimating variable consideration, and paragraphs
11–13 of FASB ASC 606-10-32 provide guidance on constraining estimates of
variable consideration. FASB ASC 606-10-32-13 states the following:

An entity shall apply paragraph 606-10-55-65 to account for consid-
eration in the form of a sales-based or usage-based royalty that is
promised in exchange for a license of intellectual property.

10.6.63 As indicated in paragraph 10.6.58, the right granted by the air-
line to the financial institution to use its brand elements (that is, access to the
customer list and use of the brand) as part of the co-branded credit card agree-
ment qualifies as licensing of the airline's IP. When determining if the revenue
recognition guidance in FASB ASC 606-10-55-65 is applicable to the IP in the
arrangement, FASB ASC 606-10-55-65A states the following:

The guidance for a sales-based or usage-based royalty in paragraph
606-10-55-65 applies when the royalty relates only to a license of in-
tellectual property or when a license of intellectual property is the
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predominant item to which the royalty relates (for example, the li-
cense of intellectual property may be the predominant item to which
the royalty relates when the entity has a reasonable expectation that
the customer would ascribe significantly more value to the license than
to the other goods or services to which the royalty relates).

10.6.64 As a result, the airline would apply the guidance in FASB ASC
606-10-55-65 with respect to IP if it concludes that the aspect of the arrange-
ment attributable to the licensing of the IP is the predominant item to which
the royalty relates. This consideration would be based on the value of the IP ele-
ment (that is, the combination of brand and customer list) to all other elements
in the arrangement (which typically include other marketing-related services,
ancillary services, and mileage credits). Significant judgment may be required
to determine whether a license of IP is the predominant item in an arrange-
ment. Value ascribed by the co-brand partner to the license of IP (that is, the
combination of brand and customer list) relative to the other services to which
the consideration relates (that is, other marketing-related services, ancillary
services, and mileage credits) may vary depending on provisions embedded in
co-brand arrangements between an airline and a financial institution. Based on
facts and circumstances of individual co-brand arrangements, FinREC believes
the airline may determine that the licensing of IP is the predominant item if it
represents the major part or substantially all of the value of the arrangement
to which the consideration relates. If that conclusion is reached, then sales-
based or usage-based royalty revenue methods would be applied for revenue
recognition, as discussed in the following section.

IP Is Considered the Predominant Item in the Co-Branded Card
Arrangement

10.6.65 Once the transaction price is allocated between the performance
obligations identified in the contract, then the airline should follow the guid-
ance in FASB ASC 606-10-55-65, which provides that

an entity should recognize revenue for a sales-based or usage-based
royalty promised in exchange for a license of intellectual property only
when (or as) the later of the following events occurs:

a. The subsequent sale or usage occurs.
b. The performance obligation to which some or all of the

sales-based or usage-based royalty has been allocated has
been satisfied (or partially satisfied).

10.6.66 In the co-branded arrangement, the promised services associated
with the brand performance obligation are effectively provided to the financial
institution continuously over the term of the arrangement, royalties are gen-
erated each time the loyalty customer uses the co-branded credit card, and the
financial institution becomes responsible to pay the airline. This corresponds
with the timing of when the airline issues, or is obligated to issue, the mileage
credits to the loyalty customer in connection with the co-branded agreement.
As a result, the airline would use usage of the co-brand credit card to deter-
mine the recognition of the sales-based and usage-based royalties. Therefore,
consideration received in exchange for the brand performance obligation would
be recognized as revenue as and when the loyalty program members use their
co-branded credit cards to make purchases, and the financial institution is ob-
ligated to pay the airline for the resulting mileage credits issued to the mem-
bers under the co-branded agreement. Consistent with paragraph 10.6.61, the
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allocated amount recorded for the mileage credits is recognized as revenue
when the credits are redeemed.

Minimums
10.6.67 Co-branded arrangements frequently include a certain amount

of guaranteed mileage credits to be sold, including amounts that are paid in
advance (see the section "Consideration of Financing Component in Relation
to Advance Mile Purchases by Co-Branded Partner" in paragraphs 10.6.73–
10.6.83). If the co-branded credit card agreement provides for a minimum
amount of mileage credits to be sold (which may include a fixed amount of ad-
vance purchases), that minimum represents fixed consideration.

10.6.68 TRG Agenda Ref. No. 60, November 2016 Meeting — Summary
of Issues Discussed and Next Steps, Topic 2: Sales-Based or Usage-Based Roy-
alty with Minimum Guarantee,6 provides three examples of reasonable ways
to recognize revenue for a symbolic license of IP with a minimum guarantee:

(a) View A — If an entity expects total royalties will exceed the min-
imum guarantee, recognize revenue as the royalties (i.e., related
sales) occur.

(b) View B — Estimate the transaction price for the performance obli-
gation (including fixed and variable consideration) and recognize
revenue using an appropriate measure of progress, subject to the
royalties constraint (in paragraph 606-10-55-65).

(c) View C — Recognize the minimum guarantee (fixed consideration)
using an appropriate measure of progress and recognize royalties
only when cumulative royalties exceed the minimum guarantee.

10.6.69 However, as indicated in the TRG Agenda Ref. No. 60, TRG mem-
bers acknowledged that there could be other acceptable approaches. Further-
more, TRG members observed that under any approach, the recognition must
be in accordance with various aspects of FASB ASC 606. For example, under
the selected approach, airlines will still need to consider the royalties recogni-
tion constraint in FASB ASC 606-10-55-65 and should not recognize revenue
for variable amounts before the sales or usage occurs. Also, the TRG Agenda
Ref. No. 60 indicates that the practical expedient in FASB ASC 606-10-55-18
is an appropriate method to measure progress if an entity has rights to con-
sideration from a customer in an amount that corresponds directly with the
value to the customer of the entity's performance completed to date. Further-
more, the selected approach should result in a recognition pattern that depicts
an entity's performance in transferring control of goods or services promised to
a customer in accordance with FASB ASC 606-10-25-31. The TRG Agenda Ref.
No. 60 highlights other provisions of FASB ASC 606 that need to be considered
and complied with when recognizing revenue for a license of symbolic IP.

Royalty Rates
10.6.70 Co-branded credit card agreements generally call for a fixed roy-

alty rate over the term of the agreement (that is, fixed amount of consideration
per mileage credit issued to loyalty members as a result of their usage of a co-
brand credit card). In this case, actual volume declines in number of mileage

6 See TRG Agenda Ref. No. 60, November 2016 Meeting — Summary of Issues Discussed and
Next Steps, Topic 2: Sales-Based or Usage-Based Royalty with Minimum Guarantee.
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credits sold would be recognized as incurred because they would be reflective
of the actual decline in the use of IP. However, if the specified royalty rate de-
clines over time, an airline would need to evaluate whether the decline reflects
the value transferred to the customer (that is, the financial institution). If the
value transferred to the customer as it relates to the brand performance obliga-
tion is deemed to be constant but the royalty rate declines, then the declining
royalty rate does not reflect the value transferred to the customer, and an air-
line may have to defer revenue related to the brand performance obligation to
properly allocate the revenue to the contract performance period.

IP Is Not Considered the Predominant Item in the Co-Branded
Card Arrangement

10.6.71 If the airline concludes that the IP element (that is, the combina-
tion of brand and customer list) is not the predominant item in the co-branded
arrangement, then at contract inception, the airline should consider the guid-
ance in paragraphs 5–9 of FASB ASC 606-10-32 on estimating variable consid-
eration and the guidance in paragraphs 11–13 of FASB ASC 606-10-32 on con-
straining estimates of variable consideration. After considering variable consid-
eration guidance, the airline should recognize revenue using one of the methods
described in paragraphs 16–21 of FASB ASC 606-10-55.

Consideration of Significant Financing Component in Advance
Mile Purchases Under Co-Branded Credit Card Agreements and
Miles in Customers’ Accounts
This Accounting Implementation Issue Is Relevant to Considerations of Sig-
nificant Financing Component in Advance Mile Purchases Under Co-Branded
Credit Card Agreements and Miles in Customers' Accounts Under FASB ASC
606.

Introduction
10.6.72 Paragraphs 10.6.45–10.6.47 provide an overview of co-branded

agreements, their typical terms, and parties involved. Under co-branded credit
card agreements, the payments for various services (brand and advertising pro-
vided to the bank and points provided to the credit card holder) are generally
made at the time the points are awarded to the customer accounts (except for
advance mile purchases, which are discussed in the following paragraphs). Pay-
ment is made to the airline exclusively by the financial institution. These pay-
ments generally include full consideration for selling all of the services provided
to the financial institution and the loyalty member. At the time of the sale, the
airline will allocate the revenue under the agreements to the bank and credit
card holders (who are also airline loyalty members) and recognize revenue un-
der the applicable recognition criteria.

Consideration of Financing Component in Relation to Advance Mile
Purchases by Co-Branded Partner

10.6.73 Co-branded credit card agreements frequently include a provision
that results in the advance purchase of miles. The financial institution is often
willing to negotiate a cash payment upfront in order to obtain a lower purchase
price for the miles. These agreements vary in form from the ones that simply
advance miles to an airline's co-brand partner based on fixed dollar amounts
to agreements that restrict the distribution of the advanced miles to co-brand
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customers until a future period as specified in the terms of the agreement. At
the time of the advance, the miles are not available to be awarded into a cus-
tomer's account, and the other services being delivered are not generally earned
by the airline because future performance is still required. Advance mile pur-
chases frequently exceed one year from the inception of the contract until the
financial institution can issue the miles to the loyalty program member. Al-
though some co-brand agreements require interest to be paid to the financial
institution on the advance mile purchase, the vast majority of contracts do not
require airlines to pay interest, thus, resulting in a financial benefit to the air-
line from the advance purchases.

10.6.74 When an airline enters into a transaction for the advanced sale
of a block of miles and the financial institution is prohibited from using or dis-
tributing those miles for a significant period of time, the first step in deter-
mining the proper accounting for such a transaction is to evaluate it under
paragraphs 1–2 of FASB ASC 470-10-25. Specifically, the airline would need to
determine whether, based on the terms of the arrangement, the advance rep-
resents, in substance, indebtedness of the airline. The existence of repayment
terms, stated or implied interest rates, or the obligation to repurchase the pre-
paid airline miles by the airline at a later date may be indications that the
advanced payment should be classified as indebtedness. If the advance quali-
fies as indebtedness, then the financing provisions of FASB ASC 606 are not
applicable, and the advance is accounted for under FASB ASC 470-10, with
imputation of interest performed in accordance with FASB ASC 835-30.

10.6.75 If the advance mile purchase does not qualify as indebtedness,
then it is within the scope of FASB ASC 606. In this case, the airline would
follow guidance in paragraphs 15–20 of FASB ASC 606-10-32 to determine
whether the contract has a significant financing component requiring impu-
tation of interest in relation to the contract liability balance associated with
the advance mile purchase.

10.6.76 FASB ASC 606-10-32-15 states that

[i]n determining the transaction price, an entity shall adjust the
promised amount of consideration for the effects of the time value of
money if the timing of payments agreed to by the parties to the con-
tract (either explicitly or implicitly) provides the customer or the entity
with a significant benefit of financing the transfer of goods or services
to the customer. In those circumstances, the contract contains a sig-
nificant financing component. A significant financing component may
exist regardless of whether the promise of financing is explicitly stated
in the contract or implied by the payment terms agreed to by the par-
ties to the contract.

10.6.77 In assessing whether a contract contains a financing component
and whether that financing component is significant to the contract, FASB
ASC 606-10-32-16a provides that an entity should consider all relevant facts
and circumstances, including "[t]he difference, if any, between the amount of
promised consideration and the cash selling price of the promised goods or ser-
vices." Given that typical co-branded credit card arrangements involve the sale
of multiple services, which rarely have observable prices and occur over multi-
ple years, an airline's ability to reach a conclusion under FASB ASC 606-10-32-
16a is likely to be limited. However, airlines are likely to conclude that there is
a financing component under the guidance in FASB ASC 606-10-32-16b, which
requires considering
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[t]he combined effect of both of the following:
1. The expected length of time between when the entity

transfers the promised goods or services to the customer
and when the customer pays for those goods or services

2. The prevailing interest rates in the relevant market.

10.6.78 FinREC believes that in co-brand agreements in which a financial
institution is not allowed (either contractually or by virtue of the volume of the
advance purchase miles) to award airline miles for a significant period of time,
a financing component would likely exist because the financial institution does
not have control over the miles during the restricted period, whereas the airline
has the benefit of using the upfront cash receipt prior to having to perform on
any obligations related to the advance. Because the terms of pre-purchased
mile agreements vary from entity to entity, the airline would need to carefully
evaluate each transaction under the guidance in paragraphs 15–20 of FASB
ASC 606-10-32 in order to arrive at the appropriate conclusion.

10.6.79 If the airline concludes that the pre-purchase contains a signif-
icant financing component, the airline should consider the effects of the time
value of money when determining the transaction price. A financing component
will be recognized as interest expense (when the customer pays in advance) or
interest income (when the customer pays in arrears). Entities should consider
guidance outside the revenue standards to determine the appropriate account-
ing (such as FASB ASC 835-30, Interest—Imputation of Interest).

10.6.80 However, FASB ASC 606-10-32-18 provides a practical expedient
under which "an entity need not adjust the promised amount of consideration
for the effects of a significant financing component if the entity expects, at con-
tract inception, that the period between when the entity transfers a promised
good or service to a customer and when the customer pays for that good or
service will be one year or less."

10.6.81 FinREC believes this practical expedient can be used for advances
when an airline expects an advance will be used for purchases within one year
from receiving the advance. Consistent with FASB ASC 606-10-10-3, airlines
that decide to use the practical expedient should apply it consistently to con-
tracts with similar characteristics and in similar circumstances.

10.6.82 Entities may elect to forego the practical expedient and adjust
consideration from the purchase of miles through calculation of a significant
financing component for miles expected to be redeemed in a period of less than
one year. The computation of the financing component is from the point of the
advance until the miles are available to be issued to the customers by the co-
brand partner. FASB ASC 606-10-32-17a states that "a contract with a cus-
tomer would not have a significant financing component if... the customer paid
for the goods or services in advance, and the timing of the transfer of those
goods or services is at the discretion of the customer." Therefore, the financing
component would be computed until the point at which the miles are avail-
able to the co-brand partner because the usage of the miles, at that point, is at
the discretion of the customer (co-brand partner) to award the points to a loy-
alty member's account. Frequently, this is the point in time when the miles are
awarded to the loyalty account of a credit card holder. However, the ultimate
determination of when the financing period is concluded is based on when the
points are within the control of the co-brand partner and available to be is-
sued or used. In most cases, there is not a significant time lag between when
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a co-brand partner has the right to use the advance purchase miles and when
the miles are transferred from the co-brand partner to a credit card holder's
account.

10.6.83 Furthermore, as was discussed by the TRG during its March 30,
2015 meeting, FASB ASC 606 does not preclude an entity from deciding to ac-
count for a financing component that is not significant in the context of the
contract.7 An entity electing to apply the guidance on significant financing com-
ponents for an insignificant financing should be consistent in its application to
all similar contracts with similar circumstances.

Consideration of Financing Component in Relation to Customer Miles
10.6.84 Airline passengers who are part of airline loyalty programs and

travel on flights or use other products and services associated with airline busi-
ness partners accumulate miles in their member accounts as the miles are
earned. The miles frequently will accumulate in the account holders' accounts
for a period of time prior to being redeemed for loyalty program awards. Gen-
erally, time periods may range from approximately 12 months to in excess of 3
years between when miles are earned and when they are redeemed for awards.

10.6.85 When evaluating whether a significant financing component ex-
ists in relation to the liability associated with unused customer miles, airlines
should consider guidance in FASB ASC 606-10-32-17a, which is quoted in para-
graph 10.6.82 of this section.

10.6.86 Item (a) of BC233 in the "Basis for Conclusions" section of ASU
No. 2014-098 further elaborates on guidance in FASB ASC 606-10-32-17a by
stating that

[t]he Boards noted that for some types of goods or services, such as
prepaid phone cards and customer loyalty points, the customer will pay
for those goods or services in advance and the transfer of those goods
or services to the customer is at the customer's discretion. The Boards
expected that, in those cases, the purpose of the payment terms is not
related to a financing arrangement between the parties. In addition,
the Boards decided that the costs of requiring an entity to account for
the time value of money in these cases would outweigh any perceived
benefit because the entity would need to continually estimate when
the goods or services will transfer to the customer.

10.6.87 Although an entity will have to evaluate whether a material right
includes a significant financing component, FinREC believes there is likely not
a significant financing component if the customer can choose when to exercise
the option. In those circumstances, the airline's liability associated with un-
used miles in members' accounts would generally not be adjusted to consider a
financing element because once awarded, those miles are subject to redemption
at the discretion of the customer.

Regional Contracts
This Accounting Implementation Issue Is Relevant to Accounting by Regional
Airlines for Capacity Purchase Agreements Under FASB ASC 606.

7 See paragraph 35 in TRG Agenda Ref. No. 34, Topic 6: Significant Financing Components.
8 Paragraph BC233 and other paragraphs from the "Background Information and Basis for Con-

clusions" section of FASB ASU No. 2014-09 were not codified in FASB ASC; however, FinREC believes
paragraph BC233 provides helpful guidance and, therefore, decided to incorporate it in this guide.
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Introduction
10.6.88 Capacity purchase agreements exist between major carriers and

regional carriers. Regional carriers operate flights under the major carrier's
marketing code and the arrangement typically requires the regional carrier
to follow the major carrier's branding standards (for example, aircraft paint
livery). Under the terms of a typical capacity purchase agreement, the major
carrier performs the following for the regional carrier's flights:

a. Establishes flight schedules for the regional carrier to operate
b. Establishes passenger fare pricing
c. Collects and retains passenger fares and ancillary revenue
d. Manages aircraft seat inventory

10.6.89 In most capacity purchase agreements, the regional carrier pro-
vides the fleet of aircraft that will serve the contract and often owns the air-
craft, or in some cases, leases them from another party. In limited instances
(not addressed in this section), the regional carrier will lease the aircraft from
the major carrier.

10.6.90 The regional carrier is required to operate flights under its own
FAA issued operating certificate, which authorizes the regional carrier to op-
erate each aircraft for commercial service and regulates the regional carrier's
specific maintenance program, crew requirements, dispatch requirements, and
so on. Although all regional contracts have different terms, the major carrier
typically compensates the regional carrier via three general components:

a. A fixed monthly rate for each aircraft serving the contract
b. A rate for each completed flight
c. A direct reimbursement (pass through costs) for specified costs in-

curred under the capacity purchase agreement (common examples
include fuel, airport landing fees, engine overhauls, aviation insur-
ance, and property tax)

10.6.91 The fixed monthly rate per aircraft serving the contract is payable
as long as the aircraft is available to fly regardless of whether any flights are ac-
tually completed. The rate per flight is due based on the number of completed
flights and flight hours for those flights. The rate also may include a perfor-
mance component (for example, based on on-time flights for the month) and is
considered to be a component of the overall variable consideration per flight.
The direct reimbursement (referred to as pass through cost) is triggered by the
costs being incurred by the regional carrier in connection with the operation
of the flights. Pass through costs are primarily incurred in connection with the
operation of the flight. However, certain costs (for example, major maintenance
and overhaul costs) are generally not incurred until the maintenance services
are provided, typically every three to five years or longer. The major carrier may
incur certain costs directly (for example, purchase fuel for regional carrier's air-
craft, provide customer service functions at the airport, and so on).

10.6.92 The typical term for a capacity purchase agreement is between 5
and 15 years. Generally, the flight schedules are adjusted monthly and billing
settlements between the major carrier and the regional carrier occur monthly.

10.6.93 This section describes typical key attributes and elements of CPA
contracts, however, in practice, all contracts are different. For example, in cer-
tain contracts the maintenance costs may be paid by the major airline as part of
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the flight hour rate and not as a pass-through cost, or the contract may contain
bonuses for performance that would need to be separately evaluated. Therefore,
each contract should be evaluated separately based on its individual terms and
conditions.

Performance Obligations
10.6.94 This section focuses solely on non-lease elements and components

that are considered "substantial services" under FASB ASC 840, Leases, and
were or would have been previously accounted for under FASB ASC 605, Rev-
enue Recognition. It does not apply to services that were executory costs of the
lease under FASB ASC 840 (for example, maintenance) or variable considera-
tion that relates, at least partially, to the lease component under FASB ASC
842, Leases (when applicable).

10.6.95 This section, therefore, assumes that an appropriate analysis un-
der FASB ASC 840 (or FASB ASC 842, when adopted) has been performed. It
also assumes that the non-lease components have been appropriately identified
and should be accounted for in accordance with FASB ASC 606. The assump-
tions in this section may not apply to all capacity purchase agreements. For
example, under FASB ASC 842, maintenance services should be accounted for
as a non-lease component; however, if the payments related to the maintenance
services are variable and relate, even partially, to the lease component, the ac-
counting for such variable consideration is addressed in FASB ASC 842. If the
payments are variable and do not relate, even partially, to the lease compo-
nent, FASB ASC 842 states that these payments are allocated entirely to the
non-lease component(s) to which they relate if doing so would be consistent
with the transaction price allocation objective in FASB ASC 606-10-32-28.

10.6.96 Once the analysis has been performed under FASB ASC 840 (or
FASB ASC 842, including the transition provisions, once adopted), the remain-
ing components of the capacity purchase agreement that are within the scope
of FASB ASC 606 would need to be analyzed to identify the promised goods and
services. The remainder of discussion in this section applies only to non-lease
components and elements and consideration thereof that are within the scope
of FASB ASC 606.

10.6.97 The first step in the analysis is to determine if the various services
promised are distinct. FASB ASC 606-10-25-19 provides the following:

A good or service that is promised to a customer is distinct if both of
the following criteria are met:

a. The customer can benefit from the good or service either on
its own or together with other resources that are readily
available to the customer (that is, the good or service is
capable of being distinct).

b. The entity's promise to transfer the good or service to the
customer is separately identifiable from other promises in
the contract (that is, the promise to transfer the good or
service is distinct within the context of the contract).

10.6.98 A typical capacity purchase agreement has multiple components,
which can generally be grouped as follows:

a. In-flight services. Many services in a capacity purchase agreement
are provided during a flight, including the services performed by
the flight and cabin crew, meals served, and other services provided
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to facilitate the actual operation of the flight. Consideration for in-
flight services generally is made up of the following components:

i. Variable consideration, which is based on actual comple-
tion of the flights and the standard flight hours that indi-
vidual flights are expected to incur. Airlines will have to
analyze the terms of a capacity purchase agreement to de-
termine whether flight hour minimums exist that result
in fixed consideration.

ii. Fixed consideration, calculated based on a fixed monthly
rate per aircraft in the fleet serving the contract. This fixed
consideration is also set up to cover the lease costs related
to the aircraft.

iii. In certain circumstances, in-flight services are billed as
pass-through costs.

b. Ground services. Other services are provided on the ground before
and after the flight, including fuel, terminal services (such as use
of the regional carrier's gate or terminal space at an airport), and
general ground services (such as below-the-wing services [for exam-
ple, baggage handling and loading of supplies onto the aircraft)]and
above-the-wing services [for example, staffing for airport check-in]).
Consideration for ground services can vary but often includes com-
ponents that are based on flights flown and actual costs incurred to
deliver the service.

c. Maintenance services. Many capacity purchase agreements require
the regional airline to perform maintenance services on the air-
craft that serves the capacity purchase agreement flights. Mainte-
nance services include routine maintenance and, often, major main-
tenance and overhauls that are generally performed every three to
five years and could occur multiple times during a contract term.
The regional airline is responsible for providing a maintained fleet
of aircraft to serve the capacity purchase agreement in order for
the flight services to occur as scheduled. Generally, consideration
for maintenance services is based on an agreed rate per flight hour
(generally billed along with the in-flight services described previ-
ously in this paragraph). However, in some cases, consideration for
maintenance services consumed could be based on actual mainte-
nance costs subsequently incurred by the regional carrier (billed
as pass-through costs when incurred). The remaining discussion in
this section considers the accounting for contracted maintenance
(not optional maintenance, for which the major carrier can deter-
mine whether or not it wants the regional carrier to perform the
work at the time when, for example, the nonroutine maintenance
is needed).

d. Upfront activities. Many capacity purchase agreements require the
major airline to reimburse the regional airline for upfront costs (for
instance, painting the exterior and reconfiguring the interior of the
aircraft to conform to the décor of the major airline or training cus-
tomer service personnel in the use of the major airline's reservation
system). Generally, consideration for upfront activities is based on
actual costs incurred by the regional carrier but may be subject to
cost ceilings.
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10.6.99 These components are often negotiated within a single capac-

ity purchase agreement. However, airlines may also negotiate these compo-
nents within multiple agreements (for example, one primarily for flight services
[which includes in-flight and maintenance services] and upfront activities and
one primarily for ground services). If these contracts are negotiated separately,
they may be for different contract terms. If the contracts are negotiated sepa-
rately, the regional carrier will need to consider the contract combination guid-
ance in FASB ASC 842-10-25-19 (upon the adoption of FASB ASC 842) or FASB
ASC 606-10-25-9 to determine whether the contracts should be combined.

10.6.100 Capacity purchase agreements frequently have payments or
specified cash flows in the contract associated with each of these services (or
groups of services). Each individual service would need to be analyzed to de-
termine if it represents a promised service that is capable of being distinct in
accordance with FASB ASC 606-10-25-19a (that is, whether the major airline
can benefit from the service either on its own or together with other readily
available resources).

10.6.101 FASB ASC 606-10-55-51 provides the following guidance in con-
nection with contracts in which a customer is charged a nonrefundable upfront
fee at or near contract inception:

To identify performance obligations in such contracts, an entity should
assess whether the fee relates to the transfer of a promised good or ser-
vice. In many cases, even though a nonrefundable upfront fee relates
to an activity that the entity is required to undertake at or near con-
tract inception to fulfill the contract, that activity does not result in the
transfer of a promised good or service to the customer (see paragraph
606-10-25-17). Instead, the upfront fee is an advance payment for fu-
ture goods or services and, therefore, would be recognized as revenue
when those future goods or services are provided.

10.6.102 The regional carrier is reimbursed for upfront activities, and the
payment is nonrefundable. However, the fee does not relate to the transfer of a
promised good or service. Instead, it relates to an activity that the regional car-
rier is required to undertake on the leased assets at or near contract inception
to fulfil its other promises. Once FASB ASC 842 is adopted, if the fee is variable
and relates, even partially, to a lease component, it will be allocated in accor-
dance with the guidance in FASB ASC 842 (that is, not FASB ASC 606 and,
therefore, it is not addressed in this guide). For any upfront payments that are
allocated to the non-lease components and, therefore, subject to the provisions
of FASB ASC 606, FinREC believes that the payment for the upfront activities
should be accounted for as upfront payments in accordance with the guidance
in FASB ASC 606-10-55-51.

Flight Services
10.6.103 FinREC believes that in-flight services are not individually ca-

pable of being distinct. For example, many of the services are necessitated by
regulatory requirements (including the specific crew members required based
on the type of aircraft being operated) and, therefore, required to be provided
together. Also, any additional services contracted by the major airline to be pro-
vided by the regional airline during the flight (for example, beverage service)
cannot be provided without the occurrence of the related flight and, as such,
would also be considered along with the related in-flight service.
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10.6.104 FinREC believes that maintenance services are capable of being
distinct because these services could be performed for the major airline without
the in-flight services or ground services.

10.6.105 The airline would also need to determine whether the promises
to transfer the services are separately identifiable in accordance with FASB
ASC 606-10-25-19b. FASB ASC 606-10-25-21 states the following:

In assessing whether an entity's promises to transfer goods or services
to the customer are separately identifiable in accordance with para-
graph 606-10-25-19(b), the objective is to determine whether the na-
ture of the promise, within the context of the contract, is to transfer
each of those goods or services individually or, instead, to transfer a
combined item or items to which the promised goods or services are
inputs.

10.6.106 FASB ASC 606-10-25-21 provides examples of factors that in-
dicate that two or more promises to transfer goods or services to a customer
are not separately identifiable. In considering these factors, the in-flight ser-
vices and maintenance services promised in a capacity purchase agreement are
usually not separately identifiable within the context of the contract, however,
the facts and circumstances of the capacity purchase agreement would need
to be considered. Although the pattern of performance of certain of the indi-
vidual aircraft maintenance activities (specifically, certain major maintenance
activities) differs from the pattern of performance of services directly related
to flight operations, when considering the overall fleet of aircraft included in
the capacity purchase agreement, the maintenance activities to be performed
by the regional carrier are generally performed throughout the capacity pur-
chase agreement. Further, the performance of maintenance activities signifi-
cantly affects the utility of the in-flight services such that it is deemed to also
be an input into the combined output (that is, the flights) because maintenance
on the aircraft would have no utility to the major airline if the regional airline
did not provide the in-flight services under the contract (for example, fly the
flights specified). In addition, the regional airline performs a significant ser-
vice of integration to effectively execute the flights as scheduled and assumes
the risks associated with the integration of the tasks (the overall operation of
the flight). That is, the major carrier contracts with the regional carrier to per-
form the overall operation of the flights, which requires a maintained fleet of
aircraft. Therefore, FinREC believes maintenance services generally would not
be distinct within the context of the contract but considered an input into the
combined output from the contract (that is, the flights). If both criteria in FASB
ASC 606-10-25-19 are not met, the in-flight and maintenance services in the
capacity purchase agreement are not individually distinct and, therefore, the
regional carrier would treat these services as a combined flight performance
obligation (collectively referred to as flight services). Ground services are con-
sidered separately in paragraphs 10.6.118–10.6.129.

10.6.107 Flight Performance Obligations. The next consideration is the
level at which combined flight service is distinct. Monthly flight schedules
are typically determined two to three months in advance by the major airline
throughout the contract term (that is, flight schedules are not determined at
the inception of the contract). Although the contract may be deemed to be a
promise to stand ready to perform services for a period of time, as discussed
in the TRG Agenda Ref. No. 25, January 2015 Meeting — Summary of Issues
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Discussed and Next Steps, Topic 5: Stand-Ready Obligations,9 an entity would
need to evaluate the nature of its promise to determine whether it is (a) that of
standing ready to provide goods or services (which would indicate that a perfor-
mance obligation is satisfied over time) or (b) to actually provide specified goods
or services. In capacity purchase agreements, because monthly flight schedules
typically are determined 60–90 days in advance, and there is no time when
the regional carrier has downtime waiting to perform its obligation at the re-
quest of the major airline, FinREC believes the nature of the promise is not the
promise to stand ready, but the promise to perform flight services.

10.6.108 FASB ASC 606-10-25-19a requires that in order for a service to
be capable of being distinct, the customer must "benefit from the ... service ei-
ther on its own or together with other resources that are readily available to the
customer." In the case of flight services performed by the regional airline, the
customer (the major airline) benefits from each individual flight flown. There-
fore, the individual flight is capable of being distinct. FASB ASC 606-10-25-19b
also requires that "[t]he entity's promise to transfer the ... service to the cus-
tomer is separately identifiable from other promises in the contract," and FASB
ASC 606-10-25-21 provides factors for consideration when evaluating the sepa-
rately identifiable criteria. The individual flights are not highly interdependent
on, or highly interrelated with, the other flights operated under the contract.
The performance of one flight does not affect the utility of another flight (if cer-
tain flights are cancelled, the regional carrier is still responsible for the other
flights), and the major airline benefits from each flight individually as they are
flown. Although many flights have some interrelations (for example, flights dur-
ing a day will use the same aircraft, crew, and other services), this is done for
cost efficiency and not as a direct result of integration of one flight with another.
As a result, FinREC believes that the individual flights are distinct within the
context of the contract and, therefore, represent a performance obligation in
the capacity purchase agreement. This is consistent with how the major airline
identifies performance obligations in the ticket contract it sells to the passen-
ger, which are also identified at the flight segment level (as concluded in the
section "Interline Transactions — Identifying Performance Obligations for Air
Travel (Including at the Segment Versus Ticket Level) and Principal Versus
Agent Considerations" in paragraphs 10.6.01–10.6.25).

10.6.109 In a capacity purchase agreement, FinREC believes the variable
quantity of services performed for each flight results in variable consideration,
and the nature of the airline's promise is to transfer the overall service of flight
operations to the major carrier. At contract inception, the regional airline is
obligated by the terms and conditions of the capacity purchase agreement to
transfer all promised services provided under the contract, and the major air-
line is obligated to pay for those promised services. The major airline's sub-
sequent actions to use the services (that is, set the flight schedule) affect the
measurement of revenue in the form of variable consideration. Therefore, the
flight services are not optional purchases.

10.6.110 Series. FASB ASC 606-10-25-14b specifies that a promise to
transfer a series of distinct services that are substantially the same and have
the same pattern of transfer to the customer represents a single performance
obligation.

9 TRG Agenda Ref. No. 25, January 2015 Meeting — Summary of Issues Discussed and Next
Steps, can be accessed at the FASB website.
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10.6.111 FinREC believes that each flight is substantially the same. For
distinct services to have the same pattern of transfer, FASB ASC 606-10-25-15
requires that two criteria be met. The first criterion is that "[e]ach distinct ...
service in the series that the entity promises to transfer to the customer would
meet the criteria in paragraph 606-10-25-27 to be a performance obligation sat-
isfied over time." Flight services meet criteria (a) in FASB ASC 606-10-25-27
because the major airline simultaneously receives and consumes the benefits
provided by the regional carrier's service as each flight occurs. Further, each
flight consumes a portion of the maintenance that has previously been per-
formed. As such, the performance obligation is satisfied over time, and the first
criterion in FASB ASC 606-10-25-15 is met. The second criterion for a series to
have the same pattern of transfer is that "the same method would be used to
measure the entity's progress toward complete satisfaction of the performance
obligation." The services have the same measure of progress (based on flights
flown). Therefore, the flights have the same pattern of transfer.

10.6.112 Because the flights are distinct services that have the same pat-
tern of transfer to the customer (because they represent performance obliga-
tions to be satisfied over time and the measure of progress for each flight is the
same) and each flight is deemed to be substantially the same, FinREC believes
that the flight services promised in a capacity purchase agreement represent
a series of services and should be accounted for as a single performance obli-
gation. Under typical capacity purchase agreement agreements, the flights are
accumulated monthly with the related pass-through costs (if any) and billed by
the regional airline to the major carrier.

10.6.113 Allocation of Consideration. To meet the allocation objective, gen-
erally, an entity should allocate the transaction price to each performance obli-
gation identified in the contract on a relative stand-alone selling price basis.
However, an exception is made for services that are provided as a part of a
series.

10.6.114 If the variable consideration does not relate to the lease, the re-
gional airline considers FASB ASC 606-10-32-39, which states, in part, that

[v]ariable consideration that is promised in a contract may be at-
tributable to the entire contract or to a specific part of the contract,
such as either of the following:

a. One or more, but not all, performance obligations in the
contract ...

b. One or more, but not all, distinct goods or services
promised in a series of distinct goods or services that forms
part of a single performance obligation in accordance with
paragraph 606-10-25-14(b)...

10.6.115 For capacity purchase agreements, consideration for mainte-
nance relates to the entire contract (that is, all flights that will be flown). How-
ever, consideration for in-flight services is directly related to the individual
flights that are actually flown (contracted amounts per flight hour of completed
flights), referred to as the flight-related consideration.

10.6.116 FASB ASC 606-10-32-40 states that "[a]n entity shall allocate a
variable amount (and subsequent changes to that amount) entirely to a per-
formance obligation or to a distinct good or service that forms part of a sin-
gle performance obligation" if two criteria are met. The first criterion is that
"[t]he terms of a variable payment relate specifically to the entity's efforts to
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satisfy the performance obligation or transfer the distinct good or service." For
flight-related consideration, this criterion is met as the contract dictates con-
sideration due is related directly to flights flown (consideration for each flight
is contractually determined based on flight hours for that flight). The second
criterion is that "[a]llocating the variable amount of consideration entirely to
the performance obligation or the distinct good or service is consistent with the
allocation objective in paragraph 606-10-32-28." According to FASB ASC 606-
10-32-28, "[t]he objective when allocating the transaction price is for an entity
to allocate the transaction price to each performance obligation (or distinct good
or service) in an amount that depicts the amount of consideration to which the
entity expects to be entitled in exchange for transferring the promised goods
or services to the customer." Because the consideration is allocated based on
completed flights, this allocation depicts the amount of consideration to which
the regional carrier expects to be entitled for performing the flight services and,
therefore, the second criterion is met. As a result, FinREC believes that variable
flight-related consideration should be allocated to the flight to which the con-
sideration relates. This results in a pattern of revenue recognition that follows
the variable amounts billed from the regional carrier to the major airline.

10.6.117 As stated in paragraph 10.6.106, maintenance services are gen-
erally not a performance obligation and, therefore, are included in the flight
services performance obligation. Regarding allocation of maintenance, consid-
eration, and fixed and variable maintenance consideration that relate, at least
partially, to the lease component, are not addressed in this guide (the account-
ing for such fixed and variable consideration is addressed in FASB ASC 842).
Variable consideration for maintenance (for example, when the maintenance
payment is variable because it is billed as a pass-through cost based on actual
costs incurred) that does not relate to the lease component generally also would
not meet the criteria in FASB ASC 606-10-32-40 because the variable consider-
ation amounts generally relate to the entire contract or a significant portion of
the contract and not to a specific flight service. FASB ASC 606-10-32-41 states
that "[t]he allocation requirements in paragraphs 606-10-32-28 through 32-38
shall be applied to allocate the remaining amount of the transaction price that
does not meet the criteria in paragraph 606-10-32-40." Such maintenance con-
sideration would need to be estimated at contract inception and allocated to
the flight services expected to be performed over the contract term. FinREC be-
lieves that allocating the amounts based on anticipated flight hours would be a
reasonable method of allocation. If flight hours are expected to remain consis-
tent over the capacity purchase agreement term, this method may approximate
straight-line recognition. The guidance in paragraphs 11–12 of FASB ASC 606-
10-32 on constraining estimates of variable consideration should also be consid-
ered to ensure that revenue is recognized "only to the extent that it is probable
that a significant reversal in the amount of cumulative revenue recognized will
not occur when the uncertainty associated with the variable consideration is
subsequently resolved." When evaluating the constraint, significance is consid-
ered in the context of the overall contract, and the fees requiring estimation
generally represent a relatively small portion of the overall contract consider-
ation.

Ground Services
10.6.118 As discussed in paragraph 10.6.98, ground services typically in-

clude the following three components: fuel, terminal services (which include use
the regional carrier's gate and terminal space at an airport) and general ground
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services (below- and above-the-wing services). Some regional airlines may de-
termine that the use of terminal space is an embedded lease and, therefore,
terminal services will not be accounted for under FASB ASC 606 but under
FASB ASC 842-30. However, some regional airlines may determine that the
major airline's use of terminal space is not an embedded lease and will need
to consider the use of terminal space within its ground services and determine
the level at which it is distinct.

10.6.119 Generally, ground services in the capacity purchase agreement
are dictated and vary by airport. For example, the regional carrier may provide
terminal space, general ground services, and fuel services at one airport but
only provide general ground services at another (the terminal may be rented
directly by the major airline, and the fuel could be contracted by the major car-
rier with a third party). At some airports, the regional carrier may not provide
any services (for example, the regional carrier operates a flight through the ma-
jor carrier's hub, where the major carrier provides the terminal space, general
ground services, and fuel for the flight). Therefore, FinREC believes that the
general ground services and fuel services are capable of being distinct in accor-
dance with FASB ASC 606-10-25-19a. Furthermore, given the multiple possible
service providers, these services do not appear to be substantially integrated
with each other. Terminal services are provided in conjunction with general
ground services and may not be provided on their own without general ground
services. Therefore, if the provisioning of terminal space is not an embedded
lease, then terminal services are not distinct and combined with general ground
services as the regional carrier provides a significant service of integration by
providing a bundle of services (that is, the personnel to perform general ground
services and the space in which to provide those services). General ground ser-
vices and fuel services are not integrated with flight services because when
these services are performed, they are often performed for the major carrier's
flights in addition to the regional carrier's flights operated under the agree-
ment and negotiated by the airport (that is, they are not directly related to the
flights the regional carrier is operating on behalf of the major carrier). Further,
the general ground and fuel services are not highly interdependent or highly
interrelated with each other or the flight services, as evidenced by the fact that
the major airline can contract the regional airline to perform general ground
and fuel services on an airport-by-airport basis, where the services are provided
for both the regional carrier's and major carrier's flights, and the other services
would not be affected. The major airline determines how to fuel the fleet of air-
craft at each individual airport where the aircraft will land. The major carrier
may handle providing fuel itself, contract directly with a third party, or con-
tract with the regional carrier, and this decision differs by airport. If the major
carrier decides to contract the fuel service with a third party at a given airport
or provide the fuel itself, it does not significantly affect the other promised ser-
vices in the contract (for example, flight services and general ground services).
Therefore, FinREC believes that fuel services and general ground services (with
terminal services, if applicable) are separately identifiable in accordance with
FASB ASC 606-10-25-19b and, therefore, represent separate performance obli-
gations.

10.6.120 In a capacity purchase agreement, FinREC believes the variable
quantity of ground services results in variable consideration, and the nature
of the airline's promise is to transfer the overall service of ground operations
to the major carrier. At contract inception, the regional airline is obligated by
the terms and conditions of the capacity purchase agreement to transfer all
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promised services provided under the contract, and the major airline is obli-
gated to pay for those promised services. The major airline's subsequent actions
to use the services (that is, set the flight schedule) affect the measurement of
revenue in the form of variable consideration. Therefore, ground services are
not optional purchases.

10.6.121 Fuel Performance Obligation. Generally, regional carriers do not
hold fuel inventory. When required under a capacity purchase agreement to
provide fuel for its own flights and the major carrier's aircraft that land at a
specific airport, regional airlines typically contract with a third party to provide
that fuel. In some cases, the regional airline purchases the fuel and then passes
through the cost directly to the major airline; in other cases, the fuel may be
billed directly by the third party to the major carrier (even though the fuel
purchase is arranged by the regional airline). The regional carrier deems that
it has promised the service of providing fuel, not the actual fuel itself.

10.6.122 Regional carriers need to consider the guidance in paragraphs
36–40 of FASB ASC 606-10-55 to determine whether they act as a principal or
agent with respect to fuel purchases (which is the specified good or service, per
FASB ASC 606-10-55-36A). Specifically, a regional carrier needs to determine
whether it controls the specified good or service (the fuel) prior to the transfer
to the customer (the major carrier), using the guidance in FASB ASC 606-10-
55-37A.

10.6.123 If it is not clear from the evaluation described in the preceding
paragraph whether the regional carrier controls the specified good or service
before it is transferred to the customer, FASB ASC 606-10-55-39 provides the
following indicators that can be used to evaluate whether an entity is an agent
or a principal:

a. The entity is primarily responsible for fulfilling the promise to pro-
vide the specified good or service. The third party is primarily re-
sponsible for fulfilling the contract, including providing the fuel and
the service of putting the fuel into the plane. The regional carrier is
neither obliged to provide the goods if the supplier fails to transfer
the goods to the customer nor responsible for the acceptability of
the goods.

b. The entity has inventory risk. The regional carrier does not have
inventory risk. Inventory risk is retained by the third party, and
fuel is transferred directly from the third party into the planes, at
which time it is billable to the major carrier. The regional carrier
does not commit to minimum fuel purchase levels with the third
party.

c. The entity has discretion in establishing the price for the specified
good or service. The regional airline does not have discretion in es-
tablishing fuel prices. Prices are set by the third party, and the costs
are either passed through to the major airline by the regional car-
rier or billed directly to the major airline by the third party.

Based on consideration of these indicators, FinREC believes the regional airline
will generally be deemed to be an agent as it relates to the fuel performance
obligation.

10.6.124 The regional airline will recognize revenue as its agent obliga-
tions are fulfilled in accordance with the guidance in FASB ASC 606-10-55-38,
which states, in part, the following:
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When (or as) an entity that is an agent satisfies a performance obli-
gation, the entity recognizes revenue in the amount of any fee or com-
mission to which it expects to be entitled in exchange for arranging
for the specified goods or services to be provided by the other party. An
entity's fee or commission might be the net amount of consideration
that the entity retains after paying the other party the consideration
received in exchange for the goods or services to be provided by that
party.

10.6.125 General Ground Services and Terminal Services. As indicated in
paragraph 10.6.119, general ground services (whether with or without terminal
services) are considered distinct from other services in the capacity purchase
agreement. FinREC believes the level at which the general ground services
(with or without terminal services) are distinct is at the flight level. The perfor-
mance of general ground and terminal services for one flight does not affect the
utility of another flight (if certain flights are cancelled, the regional carrier is
still responsible for performing these services for the other flights) and the ma-
jor airline benefits from each flight individually as they are flown and general
ground services above- and below-the-wing are performed (and the terminal
space is used, if applicable).

10.6.126 Series. Regional airlines need to evaluate the general ground and
terminal services (if applicable) to determine whether they are substantially
the same and have the same pattern of transfer to the customer in accordance
with FASB ASC 606-10-25-14b and, therefore, constitute a single performance
obligation.

10.6.127 Similar to the discussion of the guidance on series as it relates to
flight services in paragraphs 10.6.110–10.6.112, the general ground and termi-
nal services for each flight are distinct services that represent a performance
obligation to be satisfied over time, the measure of progress (by flight) is the
same, and the ground and terminal services for each flight are deemed to be
substantially the same and have the same pattern of transfer to the customer.
As a result, FinREC believes that the general ground and terminal services
promised in a capacity purchase agreement represent a series of services and
should be accounted for as a single performance obligation.

10.6.128 Allocation of Consideration. To meet the allocation objective, gen-
erally, an entity should allocate the transaction price to each performance obli-
gation identified in the contract on a relative stand-alone selling price basis.
However, an exception is made for services that are provided as a part of a
series.

10.6.129 Ground services are generally billed based upon flights flown.
Additionally, if the use of terminal space is not considered to be an embedded
lease, generally, the terminal services are also billed to the major carrier based
on flights flown. Because the consideration for the general ground and termi-
nal services is variable, regional airlines would need to consider the guidance
in paragraphs 39–40 of FASB 606-10-32 when determining how to allocate that
consideration. The analysis for the consideration related to the general ground
and terminal services is similar to the analysis for the flight-related consider-
ation, which is described in paragraph 10.6.116. Similar to the flight-related
consideration, FinREC believes that variable consideration related to the gen-
eral ground and terminal services should be allocated to the flight to which
the consideration relates. This results in a pattern of revenue recognition that
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follows the variable amounts billed from the regional carrier to the major air-
line. If the regional carrier's consideration for terminal services is not variable
based upon flights flown, the regional carrier will have to consider its facts and
circumstances to determine appropriate revenue recognition for the terminal
services.

Timing and Classification of Commissions in Interline Transactions
This Accounting Implementation Issue Is Relevant to Accounting for the Timing
and Classification in Interline Transactions Under FASB ASC 606.

Introduction
10.6.130 Airlines frequently sell tickets for round-trip or multi-city des-

tinations and frequently operate connecting flights under which one or more
segments of the journey will be flown by another carrier. Interline transactions
are generally settled at the time the passenger flies on the OAL, at which time
the OAL bills the selling carrier per their interline agreement. Generally, under
the terms of the interline agreement, the selling carrier retains an agreed upon
commission intended to compensate it for the selling costs associated with the
ticket. Primary selling costs include commission, credit card fees, global distri-
bution systems (GDS) fees, and certain other related costs.

10.6.131 FASB ASC 606-10-15-3 defines a customer as

a party that has contracted with an entity to obtain goods or services
that are an output of the entity's ordinary activities in exchange for
consideration. A counterparty to the contract would not be a customer
if, for example, the counterparty has contracted with the entity to par-
ticipate in an activity or process in which the parties to the contract
share in the risks and benefits that result from the activity or process
(such as developing an asset in a collaboration arrangement) rather
than to obtain the output of the entity's ordinary activities.

FinREC believes that in interline transactions, the passenger is the customer
of the selling carrier for the flight segments it operates as well as for the OAL
flight segments it arranges; the passenger is also the customer of the OAL for
the segments the OAL operates. FinREC also believes that the OAL is the cus-
tomer of the selling carrier in the agency relationship of arranging the flight
segments operated by the OAL. This view is consistent with paragraph 15 of
TRG Agenda Ref. No. 44, July 2015 Meeting — Summary of Issues Discussed
and Next Steps,10 which indicates that "an entity that is acting as an agent (that
is, arranging for another party to provide goods or services), might identify mul-
tiple customers depending on the facts and circumstances of the arrangement.
That is, the entity might view both the principal and the end customer as cus-
tomers in the arrangement."

10.6.132 As discussed in the section "Interline Transactions — Identify-
ing Performance Obligations for Air Travel (Including at the Segment Versus
the Ticket Level) and Principal Versus Agent Considerations" in paragraphs
10.6.01–10.6.25, each segment in an interline transaction would generally rep-
resent a separate performance obligation and the selling carrier needs to con-
sider the guidance in paragraphs 36–40 of FASB ASC 606-10-55 to determine
whether it acts as a principal or agent with respect to the services it provides

10 See "Topic 1: Consideration payable to a customer" of TRG Agenda Ref. No. 44, July 2015
Meeting — Summary of Issues Discussed and Next Steps.
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under the interline agreement for each segment. FinREC believes that the sell-
ing carrier would typically be considered an agent on behalf of the OAL for flight
segments operated by the OAL (the principal versus agent determination is
not addressed in this section and is discussed in paragraphs 10.6.15–10.6.25.
Therefore, the OAL would typically be the principal for flight segments it op-
erates and the selling carrier would typically be the principal for the flight
segments it operates.

Selling Carrier
10.6.133 FASB ASC 606-10-55-38 states, in part, the following:

When (or as) an entity that is an agent satisfies a performance obli-
gation, the entity recognizes revenue in the amount of any fee or com-
mission to which it expects to be entitled in exchange for arranging
for the specified goods or services to be provided by the other party. An
entity's fee or commission might be the net amount of consideration
that the entity retains after paying the other party the consideration
received in exchange for the goods or services to be provided by that
party.

10.6.134 In order to determine when to recognize commission revenue for
the OAL segment, the selling carrier (which acts as an agent on OAL segments)
needs to evaluate when it satisfies its performance obligation as it relates to
the OAL segment. As discussed in paragraphs 10.6.07, 10.6.11 and 10.6.13, the
selling carrier's nature of the overall promise is to transport the passenger in
accordance with the contract for the portion of the trip that it is responsible for
and to arrange transportation on the OAL for the portion of the trip for which
the OAL is responsible. The commission is earned based on the arrangement
of the travel provided by the OAL.

10.6.135 The selling carrier's performance obligation as it relates to the
OAL segment is to arrange for the OAL to provide transportation. While the
OAL is responsible for fulfilling the promise of transportation for its segment,
the selling carrier is party to the overall contract and is ultimately responsi-
ble for all transportation promised in the contract until the OAL assumes re-
sponsibility to provide the passenger with the specified transportation. If, for
any reason, the OAL does not assume responsibility, the selling carrier has
not satisfied its performance obligation of arranging for the OAL to provide
transportation and must arrange for alternative transportation (for example,
by another OAL or by the selling carrier itself). Therefore, the selling carrier
has not satisfied its performance obligation to the customer at time of the ticket
sale. After time of the ticket sale, the selling carrier manages the relationship
with the customer for all contract activities until time of flight — for either
the segment operated by the selling carrier or the segment operated by the
OAL. As a result, the selling carrier's promise to arrange for the flight services
is not complete until the point in time when the OAL assumes responsibility
to provide the passenger with the specified transportation. Accordingly, Fin-
REC believes commission revenue should be recognized at the time of flight
and not upon sale of the ticket, as the selling carrier has not earned the com-
mission until the OAL assumes the passenger. FinREC also believes that the
selling carrier's commission revenue should be recorded in other revenue from
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contracts with customers in the net amount retained as it relates to arranging
for transportation on the OAL.11

Operating Carrier
10.6.136 Paragraph 37B of FASB ASC 606-10-55 provides the following

guidance that should be considered when evaluating the treatment of commis-
sions from the perspective of the operating carrier as the principal of interline
transactions:

When (or as) an entity that is a principal satisfies a performance obli-
gation, the entity recognizes revenue in the gross amount of consider-
ation to which it expects to be entitled for the specified good or service
transferred.

10.6.137 The amount due to the OAL is the pro-rata share of the ticket
price for segments operated by the OAL (as the principal), less the specified
commission that will be retained by the selling carrier. While the OAL receives
an amount net of commissions retained by the selling carrier for segments it op-
erates, FinREC believes that method of settlement is not relevant to the report-
ing revenue gross versus net considerations. This is supported by the following
views expressed in paragraph BC380 of ASU No. 2014-09 and paragraph BC3
of ASU No. 2016-08:12

BC380 of ASU 2014-09 ... A principal controls the goods or services
before they are transferred to a customer. Consequently, the principal's
performance obligation is to transfer those goods or services to the
customer. Therefore, recognizing revenue at the gross amount of the
customer consideration faithfully depicts the consideration to which
the entity is entitled for the transfer of the goods and services ...
BC3 of ASU 2016-08 ... The TRG discussed both the principal versus
agent considerations guidance in the new revenue standard and the
issue of determining the transaction price when an entity is a principal
but is unaware of the price charged to the customer for its goods or
services by an intermediary (that is, whether an entity should estimate
the price charged to the customer by the intermediary and recognize
that amount as its gross revenue as a principal in the transaction)...

10.6.138 FinREC believes that paragraphs BC380 and BC3 imply that if
the principal receives a payment net of an amount retained by the agent but
is aware of the price charged to the customer by the agent for the principal's
goods or services, the principal should recognize that amount as its gross rev-
enue. Consistent with the guidance in paragraph 37B of FASB ASC 606-10-55,
as well as paragraphs BC380 and BC3, FinREC believes the gross amount of the

11 Please note that conclusions in this paragraph are specific to the performance obligation de-
scribed in paragraph 10.6.135, which is relevant to the airline industry. To determine when to recog-
nize revenue from a commission in other scenarios, an entity would need to identify its performance
obligations. Therefore, the conclusions in this section should not be analogized to by entities that are
agents in other industries. Entities in other industries, or in other scenarios within the airline indus-
try, should consider their specific facts and circumstances when analyzing their transactions under
FASB ASC 606, Revenue from Contracts with Customers.

12 Paragraph BC380 of FASB ASU No. 2014-09; paragraph BC3 of FASB ASU No. 2016-08, Rev-
enue from Contracts with Customers (Topic 606): Principal Versus Agent Considerations (Reporting
Revenue Gross Versus Net), and other paragraphs from the "Background Information and Basis for
Conclusions" sections were not codified in FASB ASC; however, FinREC believes these paragraphs
provide helpful guidance and, therefore, decided to incorporate them in this guide.

©2019, AICPA AAG-REV 10.6.138



592 Revenue Recognition

transaction price (that is, the pro-rata share of the ticket price) should be rec-
ognized as passenger revenue as it relates to the transportation provided. The
agreed upon commission that is retained by the selling carrier for the OAL seg-
ment should, therefore, be recognized as a selling cost by the OAL and classified
as an operating expense. The recognition of passenger revenue and commission
expense by the operating carrier should occur at time of flight because this is
when the operating carrier satisfies its performance obligation by operating the
flight and transporting the passenger.

Changes in the Volume of Mileage Credits Under a Co-Branded
Credit Card Arrangement
This Accounting Implementation Issue Is Relevant to Accounting for Changes in
the Volume of Mileage Credits Under a Co-Branded Credit Card Arrangement
Under FASB ASC 606.

Introduction
10.6.139 See paragraphs 10.6.45–10.6.48 of the section, "Brand Name

and Customer List — Timing of Revenue Recognition," for a description of co-
branded credit card arrangements.

10.6.140 The two most significant performance obligations in co-branded
credit card arrangements are the sale of the mileage credits to the financial in-
stitution and the right granted by the airline to the financial institution to use
its brand and customer list. Paragraphs 10.4.01–10.4.05 of the section "Esti-
mating Stand-Alone Selling Price of Mileage Credits in Customer Loyalty Pro-
grams" discuss why mileage credits represent a performance obligation. Para-
graphs 10.6.51–10.6.55 of the "Brand Name and Customer List — Timing of
Revenue Recognition" section discuss why the airline brand and access to its
customer list should be combined into one performance obligation.

Changes in the Volume of Mileage Credits Under a Co-Branded Credit
Card Arrangement

10.6.141 Airlines should follow the guidance in FASB ASC 606-10-32
when determining the transaction price in the co-branded arrangements. FASB
ASC 606-10-32-2 states that

[a]n entity shall consider the terms of the contract and its customary
business practices to determine the transaction price. The transaction
price is the amount of consideration to which an entity expects to be
entitled in exchange for transferring promised goods or services to a
customer, excluding amounts collected on behalf of third parties (for
example, some sales taxes). The consideration promised in a contract
with a customer may include fixed amounts, variable amounts, or both.

10.6.142 Additionally, FASB ASC 606-10-32-3 states, in part, that

[t]he nature, timing, and amount of consideration promised by a cus-
tomer affect the estimate of the transaction price.

10.6.143 In the airline co-branded arrangements, substantially all of the
consideration is variable because the total amount of payments is dependent
on credit card spend by the cardholders over the term of the contract. Further-
more, the volume of benefits to be transferred by the airline to its customers
in connection with the two main performance obligations is also variable. If
an airline concludes that a license of intellectual property is the predominant
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item in the co-branded arrangement (this consideration is addressed in para-
graphs 10.6.65–10.6.70 in the section "Brand Name and Customer List — Tim-
ing of Revenue Recognition"), then the sales- and usage-based royalty provi-
sions of FASB ASC 606-10-32-13 and paragraphs 65–65B of FASB ASC 606-
10-55 would apply. However, if an airline concludes that a license of intellec-
tual property is not the predominant item in the co-branded arrangement, the
guidance on variable consideration in paragraphs 5–14 in FASB ASC 606-10-32
applies to the sales-based or usage-based royalty.

10.6.144 FASB ASC 606-10-32-5 states the following:

If the consideration promised in a contract includes a variable amount,
an entity shall estimate the amount of consideration to which the en-
tity will be entitled in exchange for transferring the promised goods or
services to a customer.

10.6.145 After estimating the total amount of consideration to which the
airline expects to be entitled to for the performance obligations in the contract
(that is, the transaction price), it should be allocated to each performance obli-
gation identified in the contract on a relative standalone selling price (RSSP)
basis in accordance with the guidance in paragraphs 28–41 of FASB ASC 606-
10-32. (The section "Estimating Standalone Selling Price of Mileage Credits in
Customer Loyalty Programs" in paragraphs 10.4.01–10.4.33 discusses estimat-
ing standalone selling price of mileage credits.) The RSSP basis, along with the
identification of performance obligations, should be established at contract in-
ception and should be used throughout the term of the contract based on the
guidance in FASB ASC 606-10-32-31, which states

[t]o allocate the transaction price to each performance obligation on a
relative standalone selling price basis, an entity shall determine the
standalone selling price at contract inception of the distinct good or
service underlying each performance obligation in the contract and
allocate the transaction price in proportion to those standalone selling
prices.

10.6.146 Because substantially all of the consideration in co-brand agree-
ments is variable, the following guidance on allocation of variable consideration
in paragraphs 39–41 of FASB ASC 606-10-32 should be considered:

Variable consideration that is promised in a contract may be at-
tributable to the entire contract or to a specific part of the contract,
such as either of the following:

a. One or more, but not all, performance obligations in the
contract (for example, a bonus may be contingent on an en-
tity transferring a promised good or service within a spec-
ified period of time)

b. One or more, but not all, distinct goods or services
promised in a series of distinct goods or services that forms
part of a single performance obligation in accordance with
paragraph 606-10-25-14(b) (for example, the consideration
promised for the second year of a two-year cleaning service
contract will increase on the basis of movements in a spec-
ified inflation index).

An entity shall allocate a variable amount (and subsequent changes to
that amount) entirely to a performance obligation or to a distinct good
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or service that forms part of a single performance obligation in accor-
dance with paragraph 606-10-25-14(b) if both of the following criteria
are met:

a. The terms of a variable payment relate specifically to the
entity's efforts to satisfy the performance obligation or
transfer the distinct good or service (or to a specific out-
come from satisfying the performance obligation or trans-
ferring the distinct good or service).

b. Allocating the variable amount of consideration entirely to
the performance obligation or the distinct good or service is
consistent with the allocation objective in paragraph 606-
10-32-28 when considering all of the performance obliga-
tions and payment terms in the contract.

The allocation requirements in paragraphs 606-10-32-28 through 32-
38 shall be applied to allocate the remaining amount of the transaction
price that does not meet the criteria in paragraph 606-10-32-40.

10.6.147 In applying variable consideration guidance to the co-branded
credit card arrangement to allocate the transaction price, FinREC believes that
the variable consideration meets the criteria in FASB ASC 606-10-32-40 to be
allocated to both main performance obligations. This is because the variabil-
ity of the transaction price is driven by cardholders' credit card spend, which
in turn affects the total transaction price for the two main performance obli-
gations: (1) the mileage credits, and (2) the brand/customer list. For example,
when an airline's variable consideration increases due to increased credit card
spending, the airline provides both more mileage credits under its co-brand
agreement to its loyalty members and an increased benefit to the financial in-
stitution from its use of the airline's brand/customer list plus potentially other
benefits. Therefore, the change in variable consideration would be treated in
accordance with FASB ASC 606-10-32-44 and attributed to each of the perfor-
mance obligations in the co-branded credit card agreements.

10.6.148 The initial determination of the relative revenue allocation to
each performance obligation within the co-brand contract will be based on an
entity's estimate of the transaction price. In the case of the co-branded credit
card agreement, this estimate of the transaction price will also directly corre-
late to the related estimate of the level of benefits to be transferred to customers
in connection with the main performance obligations, including mileage credits
to be provided to the loyalty customers and brand or customer list benefit to be
delivered to the financial institution, because both are based on the credit card
spend which is variable (for example, if no credit card spend occurs, then the
airline receives no consideration).

10.6.149 FASB ASC 606-10-32-14 provides the following guidance regard-
ing changes in the transaction price:

At the end of each reporting period, an entity shall update the esti-
mated transaction price (including updating its assessment of whether
an estimate of variable consideration is constrained) to represent
faithfully the circumstances present at the end of the reporting period
and the changes in circumstances during the reporting period. The
entity shall account for changes in the transaction price in accordance
with paragraphs 606-10-32-42 through 32-45.
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10.6.150 However, FASB ASC 606-10-32-43 provides the following:

An entity shall allocate to the performance obligations in the contract
any subsequent changes in the transaction price on the same basis
as at contract inception. Consequently, an entity shall not re-allocate
the transaction price to reflect changes in standalone selling prices
after contract inception. Amounts allocated to a satisfied performance
obligation shall be recognized as revenue, or as a reduction of revenue,
in the period in which the transaction price changes.

10.6.151 When applying the guidance in paragraphs 14 and 43 of FASB
ASC 606-10-32, FinREC believes that an airline is not required, once the initial
relative revenue allocation is determined at contract inception, to adjust the
allocation for changes in the mix and the volume of benefits to be provided
under the contract.

10.6.152 However, FinREC believes that the prohibition in FASB ASC
606-10-32-43 about changing the allocation based on subsequent changes in
the standalone selling price does not appear to directly apply to changes
in the mix and the volume of different benefits to be provided to customers
under the contract (versus those which were estimated as part of the original
determination of the relative revenue allocation). Although not required to up-
date the allocation based on changes in the volume of different benefits to be
delivered, an airline could conclude that it might be appropriate to update the
allocation based on individual facts and circumstances. Therefore, if the mix
and the volume of benefits expected to be provided to customers changes sig-
nificantly and the relative revenue allocation determined at contract inception
is no longer expected to be consistent with the objective of FASB ASC 606-10-
32-31 regarding allocation of the transaction price, FinREC believes that, in
those circumstances, it may be appropriate to adjust prospectively the relative
revenue allocation, and that if an airline elects to apply this interpretation, it
should apply this guidance consistently to contracts with similar characteris-
tics and in similar circumstances.

Other Related Topics

Accounting for Contract Costs — Commissions and Selling Costs
This Accounting Implementation Issue Is Relevant to Accounting for Contract
Costs Under FASB ASC 340-40.

10.7.01 In the airline industry, typical costs incurred in obtaining a con-
tract with a customer (that is, a ticket) might include credit card fees, travel
agency and other commissions paid, and GDS booking fees (collectively referred
to as direct selling costs).

10.7.02 FASB ASC 340-40 provides guidance on costs related to a contract
with a customer within the scope of FASB ASC 606. FASB ASC 340-40-25-1
states that "An entity shall recognize as an asset the incremental costs of ob-
taining a contract with a customer if the entity expects to recover those costs."
Incremental costs of obtaining a contract are defined in FASB ASC 340-40-25-2
as "those costs that an entity incurs to obtain a contract with a customer that
it would not have incurred if the contract had not been obtained (for example,
a sales commission)." Direct selling costs are incurred at the contract or ticket
level. Because an airline would not have incurred these costs if the ticket had
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not been sold, these costs would be considered incremental costs of obtaining
the contract for air travel. Furthermore, airlines typically collect funds asso-
ciated with air travel in advance of the services being provided. In addition,
the direct selling costs represent only a small percentage of the sales price of
the ticket (generally 10 percent or less of the sales price of a ticket) and many
of the selling costs (such as commissions and credit card fees) are recoverable
from the vendor if the transaction is canceled or refunded.

10.7.03 Frequently, a revenue contract or ticket contains two main perfor-
mance obligations: the purchased travel and the loyalty-related performance
obligations. Tickets must be used for travel within one year of purchase,
whereas loyalty points can be outstanding for a number of years, until suffi-
cient points are accumulated to allow for redemption. Generally, a ticket sold
by an airline is the same price regardless of whether the passenger is a loyalty
member and earns miles or not. Regarding the allocation of the selling costs be-
tween the different performance obligations for recognition purposes, FinREC
believes that allocating all of the selling costs to the current travel purchased
and none to the loyalty-related performance obligations is consistent with the
guidance in FASB ASC 340-40-35-1, which states that "An asset recognized in
accordance with paragraph 340-40-25-1 or 340-40-25-5 shall be amortized on
a systematic basis that is consistent with the transfer to the customer of the
goods or services to which the asset relates" (emphasis added). Because tickets
are sold for the same price with or without the loyalty points, the implication
is that there is no incremental cost associated with the miles component of the
contract. As a result, the total selling cost associated with the contract (that is,
the ticket) could be allocated to the purchased travel and recognized when the
flight occurs.

10.7.04 Although direct selling costs generally qualify for capitalization,
FASB ASC 340-40-25-4 provides a practical expedient such that "an entity may
recognize the incremental costs of obtaining a contract as an expense when in-
curred if the amortization period of the asset that the entity otherwise would
have recognized is one year or less." Considering that direct selling costs are
incurred at the contract level or ticket level, FinREC believes they would qual-
ify for the practical expedient if the ticket is expected to be used within one
year from the date of sale, which is generally the case. Consistent with FASB
ASC 606-10-10-3, airlines that decide to use the practical expedient should
apply it consistently to contracts with similar characteristics and in similar
circumstances.

10.7.05 FinREC believes that airlines that decide not to use the practical
expedient should record commissions and related transaction fees that have
been allocated to the performance obligations in the contract as an asset and,
consistent with guidance in FASB ASC 340-40-35-1, should then expense this
asset when the flight occurs.

Accounting for Passenger Taxes and Related Fees
This Accounting Implementation Issue Is Relevant to Accounting for Passenger
Taxes and Related Fees Under FASB ASC 606.

10.7.06 Airlines are required to collect and remit a number of federal and
local taxes and fees for each passenger ticket sold. In addition, airlines that
fly to foreign countries likely have additional taxes imposed by foreign govern-
ments on tickets sold to passengers traveling to and from their countries.
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10.7.07 In step 3 of the revenue recognition model, an entity determines

the transaction price of the contract. According to FASB ASC 606-10-32-2, "[t]he
transaction price is the amount of consideration to which an entity expects to be
entitled in exchange for transferring promised goods or services to a customer,
excluding amounts collected on behalf of third parties (for example, some sales
taxes)." To determine whether amounts are collected on behalf of third par-
ties, an entity would need to identify and analyze taxes on a jurisdiction-by-
jurisdiction basis to determine which amounts should be reported gross and
which should be reported net. However, guidance in FASB ASC 606-10-32-2A
permits an entity, as an accounting policy election, to exclude from the transac-
tion price amounts collected from customers for sales (and other similar) taxes
that meet certain criteria. An entity that makes this election should exclude
from the transaction price all taxes in the scope of the election and should dis-
close it as a significant accounting policy in accordance with the disclosure re-
quirements in paragraphs 1–6 of FASB ASC 235-10-50.

10.7.08 As indicated in paragraph BC 34 of ASU No. 2016-12, Revenue
from Contracts with Customers (Topic 606) — Narrow-Scope Improvements and
Practical Expedients,13 if an entity elects not to present all taxes within the
scope of the policy election on a net basis, then the entity applies the guidance
on determining the transaction price in FASB ASC 606-10-32-2 and considers
the principal versus agent guidance in paragraphs 36–40 of FASB ASC 606-
10-55 to determine whether amounts collected from customers for those taxes
should be included in the transaction price.

10.7.09 FASB ASC 606-10-32-2A defines a tax that is subject to this elec-
tion as "taxes assessed by a governmental authority that are both imposed on
and concurrent with a specific revenue-producing transaction and collected by
the entity from a customer (for example, sales, use, value added, and some ex-
cise taxes)." In addition, paragraph BC 33 of ASU No. 2016-12 provides the
following guidance to support identification of taxes that meet this definition
and, therefore, may be excluded from the evaluation by policy:

The Board decided that the scope of the election for taxes is the same
scope as existing guidance in Subtopic 605-45, Revenue Recognition—
Principal Agent Considerations, because the scope of that existing
guidance is well established in practice. That scope does not include
taxes imposed on an entity's gross receipts or the inventory procure-
ment process.

10.7.10 Paragraph 17 of the Emerging Issues Task Force (EITF) issue
summary14 that was prepared when establishing the guidance in FASB ASC
605-45 specified the airline taxes as follows:

Airline industry—The airline industry is subject to a number of dif-
ferent taxes at different points in the delivery of the service to the

13 Paragraph BC 34 and other paragraphs from the "Background Information and Basis for Con-
clusions" section of FASB ASU No. 2016-12, Revenue from Contracts with Customers (Topic 606)—
Narrow-Scope Improvements and Practical Expedients, were not codified in FASB ASC; however, Fin-
REC believes BC 34 and other paragraphs referenced in this guide provide helpful guidance and,
therefore, decided to incorporate them in this guide.

14 Source: Issue Summary No. 1 prepared on February 28, 2006, in connection with Emerg-
ing Issues Task Force Issue No. 06-3, "How Sales Taxes Collected from Customers and Remitted
to Governmental Authorities Should Be Presented in the Income Statement (That Is, Gross Ver-
sus Net Presentation)," which can be accessed at www.fasb.org/jsp/fasb/document_c/documentpage&
cid=1218220168047.
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end-customer and specific taxes on the sale of the airline ticket to the
end-customer. For example, the airline is subject to an excise tax on ev-
ery gallon of jet fuel used. The taxes that are assessed on the delivery
of the service to the end customer are presented on a gross basis. An
airline is assessed a number of taxes on the sale of the airline ticket
to the end-customer including the Air Transportation Taxes (AT tax),
Federal Security Surcharge (flat fee per passenger), and Airport Pas-
senger Facility Charge (flat fee per passenger). The AT tax includes,
but is not limited to, the Federal Ticket Tax (7.5 percent of the ticket
price), and the Federal Flight Segment Tax (flat fee per segment). All of
the taxes assessed on the sale of the ticket to the end-customer are fed-
erally imposed taxes. The airlines are required to remit the taxes when
the taxes are collected, but do not recognize revenue until the ticket is
used by the end-customer. There can be a several month lag between
the time the taxes are remitted and the revenue is recognized by the
airline. The AT tax is a trust fund taxes which means that the seller
is holding the money in trust for the government until the taxes are
remitted. The taxes assessed on the sale of a ticket to an end-customer
are presented on a net basis.

10.7.11 Based on the definition in FASB ASC 606-10-32-2A, taxes as-
sessed by a governmental authority have to meet both of the following criteria
in order to be subject to the policy election: (1) they have to be "imposed on and
concurrent with a specific revenue-producing transaction" and (2) they have to
be "collected by the entity from a customer." Taxes listed in the following table
are the primary taxes that are collected by the airlines; they are added directly
to the price of the ticket charged to the customer and listed separately on the
ticket contract. Airline taxes are either imposed at the time of sale or at the
time of departure of the flight. Because a ticket is the principal contract air-
lines use for revenue producing activities, FinREC believes these taxes meet
the definition in FASB ASC 606 because they are imposed on and concurrent
with revenue-producing activities, irrespective of whether they are imposed on
sale or at departure.

10.7.12 The following table presents the major taxes in the United States
that FinREC believes meet the definition in FASB ASC 606-10-32-2A. In addi-
tion, most foreign taxes imposed by foreign governments on airline passengers
and collected in a similar fashion by the airline as an agent would generally
meet the definition in FASB ASC 606-10-32-2A. The airline should perform an
evaluation of the facts and circumstances of those foreign taxes to determine if
they would also be eligible for the policy election.

Taxes and Fees on Passengers

Type of Tax
Percentage

or Flat Unit of Taxation

Federal ticket tax(1) Percentage of
ticket price

Domestic airfare

Federal flight segment tax(1) Flat fee per
passenger

Domestic enplanement

Federal security surcharge(2) Flat fee per
passenger

Enplanement at U.S.
airport
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Taxes and Fees on Passengers

Type of Tax
Percentage

or Flat Unit of Taxation

Airport passenger facility
charge (PFC)(3)

Flat fee per
passenger

Passenger enplanement
at eligible U.S. airport

International departure tax(1, 4) Flat fee per
passenger

International passenger
departure

International arrival tax(1, 4) Flat fee per
passenger

International passenger
arrival

Immigration and Naturalization
Service (INS) user fee(5)

Flat fee per
passenger

International passenger
arrival

Customs user fee(6) Flat fee per
passenger

International passenger
arrival

Animal and Plant Health
Inspection Service (APHIS)
passenger fee(7)

Flat fee per
passenger

International passenger
arrival

Frequent flyer tax(8) Percentage Sale of frequent flyer
miles

NOTES
(1) Deposited to the Federal Airport and Airway Trust Fund, which

funds the majority of the Federal Aviation Administration annual
budget.

(2) Funds screeners, equipment, and other costs of the Transportation
Security Administration.

(3) PFCs are federally authorized but levied by local airport operators,
which set the amounts (up to $4.50 per enplanement, to a maximum
of two PFCs per one-way trip and four per journey).

(4) Does not apply to those simply transiting through the United States
between two foreign points.

(5) Funds inspections conducted by the U.S. INS.
(6) Funds inspections conducted by the U.S. Customs Service.

Passengers arriving from Canada, Mexico, U.S. territories and
possessions, and adjacent islands are exempt.

(7) Funds U.S. Department of Agriculture agricultural inspections,
conducted by the U.S. APHIS. Arrivals from Canada are exempt.

(8) A form of federal ticket tax, deposited with the federal Airport and
Airway Trust Fund, imposed on proceeds from the sale of the right
to award (frequent flyer) miles to third parties (for example, credit
card issuers, car rental companies, restaurants, and hotels); became
effective October 1, 1997.

10.7.13 All of these taxes are authorized by the United States government
via the principal agency that oversees aviation in the United States — the Fed-
eral Aviation Administration (FAA). Rules governing these taxes require the
airline to collect the tax, on behalf of the FAA, for each passenger and remit
it directly to the government. Of the taxes listed in the preceding table, only
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PFCs are collected and remitted to individual airport authorities, which are
not necessarily a governmental entity (although most airports in the U.S. are
currently legally established as governmental entities, this is not a required
attribute). However, because the overall airport PFC tax was authorized by
the U.S. government and each participating airport has to obtain authorization
from the FAA both to participate in the program and to support the level of the
PFC charged, it appears PFCs also meet the definition in FASB ASC 606-10-
32-2A of "assessed by a governmental authority." Therefore, FinREC believes
PFCs are within the scope of the policy election and can be excluded from the
transaction price.

Accounting for Passenger Ticket Breakage and Travel Vouchers
This Accounting Implementation Issue Is Relevant to Accounting for Passenger
Ticket Breakage and Travel Vouchers Under FASB ASC 606.

Air Traffic Liability (ATL) Unexercised Customer Rights
10.7.14 Passenger tickets sold by the air carrier are recorded as a contract

liability (referred to as air traffic liability or ATL). Consistent with FASB ASC
606-10-55-46, ATL is reduced, and revenue is recognized once the performance
obligation has been satisfied. ATL represents the value of unused transporta-
tion sold by the air carrier. ATL includes tickets that have been sold with sched-
uled departure dates in the future as well as certain tickets that are past their
scheduled departure date. This includes prepaid ticket sales that remain par-
tially or wholly unused after the scheduled departure date for which some or all
of the original ticket value is available to the passenger. Ticket expiration is de-
termined by the airline's contract of carriage; however, generally, tickets expire
one year from the date of sale. Tickets that expire unused represent unexer-
cised passenger rights and are often referred to as passenger ticket breakage.
The airline recognizes breakage (or unexercised rights) as revenue consistent
with the guidance in FASB ASC 606-10-55-48. As the specific tickets that will
ultimately break are not known, the airline estimates and recognizes the ex-
pected breakage amount generally at the aggregate level.

Ticket Validity
10.7.15 For purposes of this discussion, ticket validity refers to the sta-

tus of the ticket after its scheduled departure date but prior to its contractual
expiration date. All unused tickets are either valid or invalid as determined
by the specific airline's contract of carriage. Ticket validity represents a ticket
that has some value and the customer can exchange it for future travel or ob-
tain a refund up until its contractual expiration date. Some tickets have partial
validity. An invalid ticket generally loses its value at departure date.

10.7.16 Once the customer has purchased a ticket, any of the following
events may take place that correspond with the airline's satisfaction or modifi-
cation of its related performance obligation:

a. The airline operates and the customer flies on the designated flight.
In this case, the airline has satisfied its performance obligation and
has transported the customer to their destination. The airline has
fully performed on the performance obligation considering the guid-
ance in FASB ASC 606-10-25-23. The ticket is removed from ATL,
and the related revenue is recognized.
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b. The customer cancels or modifies the ticket. The customer modifies

or cancels the ticket by exchanging it for a ticket on a different flight
in advance of the flight date, and the contract is appropriately mod-
ified. (The accounting for change fees is addressed in the section
"Accounting for Change Fees" in paragraphs 10.7.38–10.7.44.)

c. The airline operates the flight, but the customer does not show up.
In this instance, the determination of performance is based on the
airline's performance under the terms of the ticket contract. The
primary fact patterns are described as follows:

i. Fully refundable or exchangeable tickets retain their full
value past the departure date or tickets that have some
value remaining to the customer: These tickets may remain
and ultimately expire unused, resulting in breakage as de-
scribed subsequently. Also, these tickets that are past their
scheduled departure date have no remaining specified per-
formance obligation but represent effectively a refund li-
ability to the customer (even though the airline may only
allow for exchange for another ticket and not actually pay
as a refund).

ii. Tickets that by their contract terms become invalid if the
scheduled flight is not taken by the customer (invalid tick-
ets): Recognition of revenue should occur once the origi-
nal flight date has passed for all or a portion of the ticket
that has become invalid. If the ticket is nonrefundable,
in most cases, the value paid by the customer is forfeited
at the time of departure. If the customer did not exercise
their right to fly and did not properly change or cancel the
ticket, FinREC believes performance under the original
ticket contract (as described in FASB ASC 606-10-25-23)
has occurred, and the performance obligation is satisfied
in accordance with the contract terms because the airline
operated the flight and performed fully as required under
the contract.

Passenger Ticket Breakage
10.7.17 Passenger ticket breakage consists of the following:

a. Valid tickets (refundable and nonrefundable tickets that have a re-
maining valid amount available to the customer past the departure
date (referred to as continuing validity) that are expected to ulti-
mately expire unused

b. Valid travel vouchers that are not expected to be redeemed prior to
their contractual expiration date

10.7.18 Consistent with FASB ASC 606-10-55-48, if the airline expects to
be entitled to breakage on unused tickets, then the airline should recognize the
expected breakage amount as revenue in proportion to the pattern of rights
exercised by the passenger. If the airline does not expect to be entitled to a
breakage amount, the airline should recognize the expected breakage amount
as revenue only when the likelihood of the passengers exercising their remain-
ing rights becomes remote, which would occur no later than the expiration date
of the ticket.
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10.7.19 The guidance in FASB ASC 606 specifies the accounting for an
individual contract with a customer. However, FASB ASC 606-10-10-4 provides
a practical expedient such that an airline may apply this guidance to a portfo-
lio of contracts (or performance obligations) with similar characteristics if the
entity reasonably expects that the effects on the financial statements of apply-
ing this guidance to the portfolio would not differ materially from applying this
guidance to the individual contracts (or performance obligations) within that
portfolio. Because airline tickets generally represent a large volume of similar
contracts with similar classes of customers, in practice, airlines would typically
recognize breakage using the portfolio approach. Therefore, the remainder of
this section focuses on the portfolio approach. Recognizing breakage on an in-
dividual ticket basis involves additional complexity, which is not contemplated
in this section.

10.7.20 It is important that airlines exercise judgment when determining
portfolios. FASB ASC 606 specifies the need for similar characteristics among
contracts (or performance obligations) to be grouped together, but permits the
application of a "reasonable approach to determine the portfolios that would be
appropriate for its types of contracts," as stated in BC69 of ASU No. 2014-09.
The phrase similar characteristics, as stated in FASB ASC 606-10-10-4, is not
explicitly defined. FASB explained its rationale for including a portfolio prac-
tical expedient in BC69–BC70 of ASU No. 2014-09, noting that it would be a
practical way to apply FASB ASC 606. FASB specifically indicated that judg-
ment would be required in selecting the size and composition of the portfolio
such that the entity would not expect the portfolio results to differ materially
from the application of FASB ASC 606 to each specific contract.

10.7.21 FinREC believes that an airline could apply the portfolio approach
at different levels of ticket groupings (for example, the portfolio could be viewed
as tickets sold in a month or some different time period or at a more granular
level, such as tickets by flight segment or separately for domestic and interna-
tional tickets). Irrespective of how an airline defines the portfolio, if it expects
to be entitled to breakage on unused tickets, it should recognize the expected
breakage amount as revenue in proportion to the pattern of rights exercised
and the related revenue recognized for the passengers who flew. For example, if
an airline elects to view a portfolio as tickets sold during a specified time period,
recognition of the related breakage associated with these tickets would be in
proportion to the pattern of tickets flown and recognized from that same time
period. Said another way, the recognition of breakage would be in proportion to
the pattern of rights exercised by passengers within the portfolio (that is, those
who fly on tickets), resulting in recognition of breakage over time based on the
related revenue flown within the portfolio.

10.7.22 As indicated in FASB ASC 606-10-55-48, to determine whether an
airline expects to be entitled to a breakage amount, it should consider the guid-
ance in paragraphs 11–13 of FASB ASC 606-10-32 on constraining estimates of
variable consideration. Specifically, the airline would need to consider the like-
lihood that any valid amounts remaining on unused tickets after the scheduled
departure date will be subsequently used, refunded, or otherwise compensated
for prior to the expiration date. Factors to consider may include, but are not
limited to, the following:

a. The existence of historical breakage experience and whether that
experience has predictive value.
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b. The existence of factors outside the airline's influence that have

an impact on breakage (such as major weather or other flight inter-
ruption events) that might result in current activity being different
from historical breakage rates.

c. Whether the airline has a practice of either changing ticket va-
lidity terms or other contractual usage conditions in similar cir-
cumstances. For example, historical customer accommodations (cir-
cumstances in which an invalid ticket is honored by the airline,
generally for customer convenience reasons) would decrease the
likelihood of an airline being entitled to a breakage amount prior
to the ticket expiration date.

10.7.23 Airline tickets are contracts between the airline and the passen-
ger and cannot be changed without agreement from both parties. Historically,
airlines have purged tickets (both invalid and valid) from their ATL databases
or subledgers one year from the date of sale, which is generally their legal ex-
piration date. This is a practical process that tracks the expiration of the tick-
ets and is done irrespective of the airline's breakage revenue recognition policy.
Airlines generally estimate and record breakage and reduce the balance of ATL
at an overall level using the portfolio approach based on scheduled departure
dates as described previously but will not actually remove the tickets from the
ticket databases until the legal expiration date, except in limited cases. Based
on historical patterns of ticket purges available to estimate breakage, FinREC
believes airlines should estimate the expiration of valid tickets based on his-
torical patterns and record an estimate of passenger ticket breakage in propor-
tion to the exercised rights or flown revenue (for example, scheduled departure
dates).

10.7.24 Changes in ticketing rules, such as the amount a customer is
charged to make a change to an existing itinerary, can affect expiration pat-
terns and related breakage estimates and need to be evaluated carefully.

10.7.25 Ancillary fees charged separately to customers for various goods
and services (such as baggage, seat assignments, priority boarding, and so on),
which are not distinct from the transportation provided, as discussed in the
section "Accounting for Ancillary Services and Related Fees" in paragraphs
10.7.29–10.7.37 would need to be combined with the flight into a single perfor-
mance obligation and accounted for as a bundled transaction consistent with
guidance in FASB ASC 606-10-25-22. As a result, any impact associated with
ancillary fees on actual ticket breakage would need to be considered, if subject
to the same process and procedures. The fact that these services are often pur-
chased separately from the transportation and systematically do not generally
link directly with the tickets in ATL adds additional complexity to the breakage
estimation process.

Travel Vouchers
10.7.26 Travel vouchers are generally issued as an accommodation for

the passenger's inconvenience in connection with denied boarding situations
in which a passenger is involuntarily denied boarding and placed on another
flight. Travel vouchers are also provided as an enticement for passengers to
accept a voluntary change in flights, such as in an overbooking situation. The
guidance in this section addresses accounting for travel vouchers issued as a
result of denied boarding and may not be applicable to all other forms of travel
vouchers issued by airlines. In denied boarding situations, the travel voucher
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is provided to the customer in addition to providing an alternative flight to the
customer to complete his or her originally scheduled trip. Travel vouchers may
also be issued to passengers as compensation related to other customer service
issues. Travel vouchers are usually issued either to cover the complete cost of a
flight (for example, a round trip anywhere in the United States) or for a stated
dollar amount (frequently ranging from $100 to $500) that can be used by the
passenger to apply towards future travel purchases from the issuing airline.
Generally, travel vouchers cannot be exchanged for cash and expire one year
from the date of issuance. Completely unused travel vouchers have continued
validity generally until their expiration date. However, partially used travel
vouchers frequently have no continued validity with regards to any unused
value.

10.7.27 Issuance of a travel voucher would generally be considered a con-
tract modification as defined in FASB ASC 606-10-25-10. Travel vouchers are
recorded as an obligation of the airline at the date of issuance, which is usu-
ally the departure date of the ticket for which the voucher was issued. Fre-
quently, the airline provides the passenger a travel voucher as compensation
for agreeing to change the terms of the original contract by taking another
flight or changing the passenger's plans in some related way. No additional
consideration is given by the passenger to obtain the voucher (which repre-
sents an additional performance obligation). As such, the issuance of travel
vouchers is recorded by allocating the unrecognized consideration received for
the original ticket between the remaining performance obligations (that is, the
travel voucher issued and the alternate flight provided). FinREC believes the
accounting for travel vouchers should follow the contract modification guidance
in FASB ASC 606-10-25-13a as if the prior contract were terminated and a con-
tract with two separate performance obligations (a new fight and the travel
voucher) was issued.

10.7.28 Under the requirements in paragraphs 28–41 of FASB ASC 606-
10-32, airlines should allocate the transaction price to each performance obliga-
tion identified in the contract on a relative stand-alone selling price basis. FASB
ASC 606-10-32-33 indicates that if a stand-alone selling price is not directly ob-
servable, it should be estimated. The estimated stand-alone selling price of the
voucher would generally be based on its face or estimated value, along with a
consideration of breakage. The amount recorded at issuance would need to be
adjusted so that it reflects the value of only those vouchers (or partial vouch-
ers) that are expected to be redeemed. (This is substantially similar to the ful-
fillment discount discussed in paragraph 10.4.16 in the section "Estimating
Stand-Alone Selling Price of Mileage Credits in Customer Loyalty Programs.")
For example, if a $500 voucher is issued to a passenger in exchange for agree-
ing to change to another flight, and historical experience indicates that only
60 percent of the value of such vouchers will be redeemed prior to expiration,
the estimated selling price for the voucher issued would be $300, which would
be used as a component in the allocation of the transaction price of the origi-
nal unused ticket between the new flight and the travel voucher. When travel
vouchers are exchanged for tickets or used as partial payment on a ticket and
subsequently flown, revenue associated with the travel voucher is recognized
when the new ticket is flown.

Accounting for Ancillary Services and Related Fees
This Accounting Implementation Issue Is Relevant to Accounting for Ancillary
Services and Related Fees Under FASB ASC 606.
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10.7.29 Airlines may charge customers separately for various goods and

services that can enhance the travel experience. These ancillary items could
include baggage fees (for either checked or carry-on bags), seat assignment fees,
priority boarding fees, and so on and generally occur in conjunction with the
flight. Some airlines also have ancillary products and services that are separate
from transportation, including fees to access an airline's airport lounges.

10.7.30 In determining the appropriate accounting for these ancillary ser-
vices, airlines should evaluate if such services are distinct from the travel com-
ponent of the transaction. FASB ASC 606-10-25-19 states the following:

A good or service that is promised to a customer is distinct if both of
the following criteria are met:

a. The customer can benefit from the good or service either on
its own or together with other resources that are readily
available to the customer (that is, the good or service is
capable of being distinct).

b. The entity's promise to transfer the good or service to the
customer is separately identifiable from other promises in
the contract (that is, the promise to transfer the good or
service is distinct within the context of the contract).

10.7.31 Further, FASB ASC 606-10-25-20 states the following:
A customer can benefit from a good or service in accordance with para-
graph 606-10-25-19(a) if the good or service could be used, consumed,
sold for an amount that is greater than scrap value, or otherwise held
in a way that generates economic benefits. For some goods or services,
a customer may be able to benefit from a good or service on its own. For
other goods or services, a customer may be able to benefit from the good
or service only in conjunction with other readily available resources.
A readily available resource is a good or service that is sold separately
(by the entity or another entity) or a resource that the customer has al-
ready obtained from the entity (including goods or services that the en-
tity will have already transferred to the customer under the contract)
or from other transactions or events. Various factors may provide ev-
idence that the customer can benefit from a good or service either on
its own or in conjunction with other readily available resources. For
example, the fact that the entity regularly sells a good or service sep-
arately would indicate that a customer can benefit from the good or
service on its own or with other readily available resources.

10.7.32 Additionally, per FASB ASC 606-10-25-22
[i]f a promised good or service is not distinct, an entity shall com-
bine that good or service with other promised goods or services until it
identifies a bundle of goods or services that is distinct. In some cases,
that would result in the entity accounting for all the goods or services
promised in a contract as a single performance obligation.

10.7.33 FinREC believes certain ancillary services provided to airline pas-
sengers are not distinct from the travel component because they do not meet
criteria a in FASB ASC 606-10-25-19 (that is, they are not capable of being dis-
tinct). This is due to the fact that a customer could not separately benefit from
an ancillary service that occurs in conjunction with or during the actual flight.
That is, the flight and the ancillary service are dependent on each other — al-
though the flight is capable of being distinct from the ancillary services, the
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ancillary services in these cases cannot be distinct from the flight because they
cannot be provided without the purchase of a ticket and are not sold separately.
For airlines, the ability to provide these services requires the purchase of an air-
line ticket because a customer cannot gain access to the aircraft or gate without
such a ticket. Further, for fees charged to transport checked baggage, which is
the most prevalent of these ancillary services, an airline may be legally prohib-
ited from transporting baggage on international flights for customers who are
not passengers on the flight. Also, because these ancillary services must be de-
livered concurrently or consumed in conjunction with the flight, FinREC does
not believe that the flight could be considered a readily available resource as
described in FASB ASC 606-10-25-20 because it was not "a resource that the
customer has already obtained from the entity ...or from other transactions or
events." Because criteria a in FASB ASC 606-10-25-19 is not met, criteria b in
FASB ASC 606-10-25-19 would not need to be considered.

10.7.34 The fact that some ancillary services are not purchased at the time
the travel is purchased but are purchased separately (generally, after booking
the travel but before taking the flight, including on the day of travel) also raises
the question about whether in those transactions the ancillary services should
be considered distinct. As part of making this assessment, the airline would
have to consider whether the separate purchase of ancillary services represents
a modification of the original contract with the customer (which is the ticket for
transportation) and, if so, whether it should be accounted for as a separate con-
tract. Although each airline's ticketing and fee policies are different, FinREC
believes that in most cases, the purchase of ancillary services would qualify as
a modification of the original ticket purchase transaction because the airline's
contract of carriage specifies whether such other services (such as checking a
bag, reserving a specific seat, and so on) are included in the price of the ticket.

10.7.35 FASB ASC 606-10-25-10 defines a contract modification as "a
change in the scope or price (or both) of a contract that is approved by the par-
ties to the contract." If the contract modification guidance is met, FASB ASC
606-10-25-12 further specifies the following:

An entity shall account for a contract modification as a separate con-
tract if both of the following conditions are present:

a. The scope of the contract increases because of the addition
of promised goods or services that are distinct....

b. The price of the contract increases by an amount of consid-
eration that reflects the entity's standalone selling prices
of the additional promised goods or services and any ap-
propriate adjustments to that price to reflect the circum-
stances of the particular contract...

10.7.36 In the case of most ancillary services, the customer has paid an
incremental amount in addition to the fare to receive the benefit of the ancillary
service. However, because certain ancillary services would not qualify as being
distinct (or capable of being distinct) as described in paragraph 10.7.33, the
FASB ASC 606-10-25-12 criteria for accounting for a contract modification as a
separate contract is not met for those services. However, regardless of whether
the function of providing the customer with an additional ancillary service is
considered a contract modification under the guidance in FASB ASC 606-10-
25-10 or a separate contract under FASB ASC 606-10-25-12, FinREC believes
that the accounting would be the same, that is, the ancillary services provided
are highly interdependent or highly interrelated with the flight and are not
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separately identifiable services or transactions as described in FASB ASC 606-
10-25-21. Therefore, consistent with guidance in FASB ASC 606-10-25-22, such
ancillary services would likely be combined with the flight into a single perfor-
mance obligation and accounted for as a bundled transaction, with the recog-
nition of revenue occurring at the flight date.

10.7.37 Some services offered by airlines may be considered distinct if the
customer can benefit from the services without the purchase of a ticket. An
example of this would be a one-time or annual fee paid to access a carrier's
lounges at various airports. For ancillary services that are considered distinct
and for which the customer could benefit without purchasing or using a ticket
for transportation, the airline would allocate the total arrangement considera-
tion between the identified performance obligations and recognize revenue for
each performance obligation as it is satisfied. For example, FinREC believes
that a fee charged for unlimited access to airport lounges for a determinable
period of time represents an advance payment for future services, which would
be accounted for in accordance with guidance in paragraphs 50–53 of FASB
ASC 606-10-55 (that is, recognized as revenue when those future services are
provided). FinREC believes that in this scenario, the service being provided is
the continuous access to the airport lounge, regardless of the number of times
the customer actually uses the service during the period. In this example, if the
lounge access were provided on an unlimited basis for one year, the associated
revenue would be recognized on a straight-line basis over that period. In ad-
dition, certain airlines sell nondistinct services using annual subscription fees.
One example is that a customer may purchase a subscription from the airline
entitling the customer to unlimited premium seating upgrades (when such up-
grades are available) for the full year by paying an upfront annual fee. In these
cases, the subscription has no benefit to the customer without the purchase of
a ticket to fly on the carrier in order to use the subscription services. As a re-
sult, the subscription contract for the nondistinct service would be combined
with the related separately purchased ticket contract(s) to create the combined
performance obligation of the ticket with a premium seat. As such, revenue for
such subscription services would be recorded commensurately with the asso-
ciated travel based on the satisfaction of the combined performance obligation
(that is, flights taken) during the subscription period. In making these account-
ing estimates, airlines may use the practical expedient in FASB ASC 606-10-
10-4 that permits an entity to apply FASB ASC 606 guidance to a portfolio of
contracts or performance obligations if the financial statement effects are not
expected to materially differ from an individual contract approach.

Accounting for Change Fees
This Accounting Implementation Issue Is Relevant to Accounting for Change
Fees Under FASB ASC 606.

10.7.38 Airlines may separately charge customers to make changes to al-
ready purchased nonrefundable tickets (referred to as change fees). Generally,
change fees are not refundable, have no separate value to the customer once
paid, and do not attach to the ticket. In other words, if the ticket is exchanged
again, only the value of the ticket (the fare paid), exclusive of the separately
charged change fee, could be used against the value of the new ticket, and an-
other change fee would likely apply. In addition, the customer would separately
pay for or receive credit back for any difference in fare on the new ticket com-
pared to the ticket exchanged, such as for a flight to a different location.
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10.7.39 The airline should evaluate whether there is additional service
being provided to the traveler associated with the change fee. FASB ASC 606-
10-25-17 states the following:

Promised goods or services do not include activities that an entity must
undertake to fulfill a contract unless those activities transfer a good
or service to a customer. For example, a services provider may need to
perform various administrative tasks to set up a contract. The perfor-
mance of those tasks does not transfer a service to the customer as the
tasks are performed. Therefore, those setup activities are not promised
goods or services in the contract with the customer.

10.7.40 Because the customer is only obtaining a revised itinerary in ex-
change for the change fee, such as a different flight time or date, no additional
promised goods or services are provided to the customer and, therefore, Fin-
REC believes the process of changing the customer's itinerary would not be
considered a promised service that would require assessment under FASB ASC
606-10-25-19 to determine if it is distinct.

10.7.41 In most cases, the change transaction will meet the definition of
a contract modification because it amends the original contract, changes the
rights to the original flight, and may have a corresponding impact on the price
of the ticket if fares have changed since the original ticket was booked. FASB
ASC 606-10-25-10 defines a contract modification as "a change in the scope or
price (or both) of a contract that is approved by the parties to the contract."
Additionally, FASB ASC 606-10-25-12 specifies the following:

An entity shall account for a contract modification as a separate con-
tract if both of the following conditions are present:

a. The scope of the contract increases because of the addition
of promised goods or services that are distinct....

b. The price of the contract increases by an amount of consid-
eration that reflects the entity's standalone selling prices
of the additional promised goods or services and any ap-
propriate adjustments to that price to reflect the circum-
stances of the particular contract...

10.7.42 In some situations, the function of revising the traveler's itinerary
may meet the requirements in FASB ASC 606-10-25-12 and, therefore, will
be accounted for as a separate contract. However, as indicated in paragraph
10.7.40, FinREC believes the function of revising the traveler's itinerary would,
in most cases, not result in any additional goods or services being promised or
provided to the customer on the day of the change. In that case, FinREC be-
lieves the ticket change fee transaction would represent a contract modification
described in FASB ASC 606-10-25-13a, which provides the following guidance:

If a contract modification is not accounted for as a separate contract
in accordance with paragraph 606-10-25-12, an entity shall account
for the promised goods or services not yet transferred at the date of
the contract modification (that is, the remaining promised goods or
services) in whichever of the following ways is applicable:

a. An entity shall account for the contract modification as if
it were a termination of the existing contract, and the cre-
ation of a new contract, if the remaining goods or services
are distinct from the goods or services transferred on or
before the date of the contract modification. The amount
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of consideration to be allocated to the remaining perfor-
mance obligations (or to the remaining distinct goods or
services in a single performance obligation identified in ac-
cordance with paragraph 606-10-25-14(b)) is the sum of:

1. The consideration promised by the customer (in-
cluding amounts already received from the cus-
tomer) that was included in the estimate of the
transaction price and that had not been recog-
nized as revenue and

2. The consideration promised as part of the con-
tract modification.

10.7.43 Regardless of whether the function of revising the traveler's
itinerary is considered a contract modification under the guidance in FASB
ASC 606-10-25-13a or a separate contract under FASB ASC 606-10-25-12, Fin-
REC believes that the accounting would be the same. That is, the amount paid
by the customer for the change fee would need to be combined with the price
of the original ticket less any credit due to the passenger and recognized as
revenue when the performance obligation (which is the flight, in this case) has
been fulfilled.

10.7.44 Prior to the implementation of FASB ASC 606, the predominant
industry practice was to recognize revenues associated with change fees upon
assessment (which generally occurred prior to the flight date) and to classify
it as "other revenues." However, application of FASB ASC 606 results in the
combining of the change fee with the price of the original ticket less any credit
due to the passenger in a single performance obligation, with the recognition
of revenue occurring when the passenger takes the flight.
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Chapter 11

Engineering and Construction Contractors

Notice to Readers
This chapter presents accounting implementation issues developed to assist
management of engineering and construction entities in applying FASB Ac-
counting Standards Codification (ASC) 606, Revenue from Contracts with
Customers, and related interpretations from the FASB/IASB Joint Transition
Resource Group for Revenue Recognition (TRG).
The AICPA Engineering and Construction Contractors Revenue Recognition
Task Force identified and developed these accounting implementation issues,
and the AICPA Revenue Recognition Working Group and AICPA Financial
Reporting Executive Committee (FinREC) approved them. They are a source
of nonauthoritative accounting guidance for nongovernmental entities.
The accounting implementation issues have been organized within this chap-
ter as follows:

� In relation to the five-step model of FASB ASC 606, when appli-
cable:

— Step 1: "Identify the contract with a customer," starting
at paragraph 11.1.01

— Step 2: "Identify the performance obligations in the con-
tract," starting at paragraph 11.2.01

— Step 3: "Determine the transaction price," starting at
paragraph 11.3.01

— Step 4: "Allocate the transaction price to the perfor-
mance obligations in the contract"

— Step 5: "Recognize revenue when (or as) the entity sat-
isfies a performance obligation," starting at paragraph
11.5.01

� By revenue stream
� As other related topics, starting at paragraph 11.7.01

The following table outlines the accounting implementation issues discussed
in this chapter:

Issue Description
Paragraph
Reference

Identifying the unit of account
Step 1: Identify the contract with a customer

11.1.01–11.1.02

Impact of customer termination rights and penalties on
contract term
Step 1: Identify the contract with a customer

11.1.03–11.1.09

(continued)
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Issue Description
Paragraph
Reference

Identifying the unit of account
Step 2: Identify the performance obligations in the
contract

11.2.01–11.2.17

Variable consideration and constraining estimates of
variable consideration
Step 3: Determine the transaction price

11.3.01–11.3.21

Acceptable measures of progress
Step 5: Recognize revenue when (or as) the entity
satisfies a performance obligation

11.5.01–11.5.27

Uninstalled materials
Step 5: Recognize revenue when (or as) the entity
satisfies a performance obligation

11.5.28–11.5.38

Disclosures and presentation
Other related topics

11.7.01–11.7.36

Contract costs
Other related topics

11.7.37–11.7.61

Application of the Five-Step Model of FASB ASC 606

Step 1: Identify the Contract With a Customer

Identifying the Unit of Account
This Accounting Implementation Issue Is Relevant to Step 1: "Identify the Con-
tract With a Customer," of FASB ASC 606.

Identifying the Contracts With the Customer
11.1.01 FASB ASC 606-10-25-9 indicates that when two or more contracts

are entered into at or near the same time with the same customer, they must
be accounted for as a single contract if any of the following criteria are met: (a)
the contracts are negotiated as a package with a single commercial objective, (b)
the amount of consideration payable under one contract depends on the price
or performance under the other contract, or (c) the goods or services promised
in the contracts represent a single performance obligation.

11.1.02 FinREC believes one example of when contracts should possibly
be combined is when there are separate contracts with the same customer, one
for engineering services and the other for construction services, that are issued
only a month apart (at or near the same time). If these two contracts are for
the design and building of a single capital asset and they would be a single
performance obligation had they been in a single contract, these contracts likely
should be combined. Judgment is required because additional facts or different
circumstances could result in a different conclusion.
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Impact of Customer Termination Rights and Penalties on Contract Term
This Accounting Implementation Issue Is Relevant to Step 1: "Identify the Con-
tract With a Customer," of FASB ASC 606.

11.1.03 It is common in the engineering and construction industry to have
contracts that give the customer a right to cancel for convenience or other than
for cause but that do not give the contractor similar rights (or that the contrac-
tor could not exercise without incurring significant consequences). Engineering
and construction customers include such termination clauses to provide them
an opportunity to suspend or terminate a project should unforeseen economic or
political circumstances occur that significantly affect the return that would be
generated by the capital project. However, unlike in industries where contracts
are for much smaller value and for a series of services (for example, cellular
phone services), engineering and construction contracts are rarely terminated,
because partial completion of a capital project or a facility is of little value to
the customer, and the customer would incur additional costs that are considered
akin to termination penalties (for example, costs of shutting down the work, de-
mobilization, storage and handling of uninstalled materials, as well as restart
costs if the customer later desires to complete the project).

11.1.04 FASB ASC 606-10-32-4 states, "For the purpose of determining
the transaction price, an entity shall assume that the goods or services will
be transferred to the customer as promised in accordance with the existing
contract and that the contract will not be cancelled, renewed, or modified."

11.1.05 In an engineering and construction contract, the promise to the
customer is often a facility or capital asset, as discussed in the "Identifying the
Unit of Account" section in paragraphs 11.2.01–11.2.17.

11.1.06 At the November 2015 TRG meeting, an implementation issue
was discussed regarding how to determine the term of the contract when the
customer has the unilateral right to terminate a contract and whether termi-
nation penalties affect that analysis.

11.1.07 As discussed in paragraphs 50 and 51 of TRG Agenda Ref. No. 48,
Customer Options for Additional Goods and Services, Issue 2: Customer Termi-
nation Rights and Penalties, FASB and IASB staff recommended that contracts
with customer termination provisions should be accounted for the same as con-
tracts with unexercised options when the contract does not include a substan-
tive termination penalty. That is, if the termination penalty is not substantive,
this may indicate that the contract term, in accordance with FASB ASC 606,
is less than the stated contractual period. TRG Agenda Ref. No. 49, November
2015 Meeting — Summary of Issues Discussed and Next Steps, paragraph 10
states, in part:

At the October 31, 2014 TRG meeting, the TRG discussed the account-
ing for termination clauses in the contract when each party has the
unilateral right to terminate the contract by compensating the other
party. At that meeting, TRG members supported the view that the
legally enforceable contract period should be considered the contract
period. Since that meeting, stakeholders have raised further questions
(Issue 2) about evaluating a contract when only one party has the
right to terminate the contract. TRG members agreed with the staff
analysis that the views expressed at the October 2014 TRG meeting
would be consistent regardless of whether both parties can terminate,
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or whether only one party can terminate. TRG members highlighted
that when performing an evaluation of the contract term and the ef-
fect of termination penalties, an entity should consider whether those
penalties are substantive. Determining whether a penalty is substan-
tive will require judgement and the examples in the TRG paper do not
create a bright line for what is substantive.

11.1.08 FinREC believes that the contractor's history with terminations
for different types of contracts, specific knowledge about the customer, and
other facts and circumstances should be considered in assessing the impact
of a termination provision on the duration of a contract. The TRG discussion
regarding the concept of cancelation rights and renewal options and substan-
tive termination penalties noted in paragraph 4 is applicable in contracts for
the provision of a series of recurring goods and services (for example, operations
and maintenance contracts). Most engineering and construction contracts are
for the design and construction of a facility or capital asset. The contractor has
enforceable rights to be compensated for work performed during the execution
of the contract and upon termination. The contractor has an enforceable obliga-
tion to complete the entire facility. FinREC believes that because a contractor
has an ongoing enforceable obligation, often backed by a surety bond or letter of
credit, to deliver the full scope of work specified in a contract with a customer,
until the scope of work is completed or the customer explicitly terminates the
contract, the contractor should reflect this obligation in the accounting and dis-
closure of remaining unsatisfied performance obligations until such time that
the contract is terminated.

11.1.09 The following examples are intended to be illustrative, and differ-
ent facts and circumstances may change the conclusion. In each example, it is
assumed that the contract meets all criteria for existence in accordance with
FASB ASC 606-10-25-1.

Example 11-1-1

A customer enters into a contract with an engineering and construction com-
pany for the design and construction of a high-tech manufacturing facility. In
this example, the customer would incur a substantial economic penalty to can-
cel for convenience (for example, significant wind-down costs would be incurred
and a partially completed facility would be of no use to that customer). As a re-
sult, FinREC believes the contract price, in accordance with FASB ASC 606-10-
32-4, and duration of the contract are determined based on the defined scope
in the contract (design and build a high-tech manufacturing facility), as op-
posed to a service contract, which would have a term based on the passage of
time.

Example 11-1-2

A customer enters into a contract for recurring maintenance services with a
contractor. The contract is for an indefinite term and includes a termination
provision that allows either party to cancel for convenience upon 30 days' no-
tice. The contract states that the customer will compensate the contractor in
accordance with the terms of the contract for services provided through the
termination date. In accordance with the guidance in paragraph 10 of TRG
Agenda Ref. No. 49, this contract would be accounted for on a month-to-month
basis because there is not a substantial (contractual or economic) termination
penalty.
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Example 11-1-3

A customer enters into a contract to perform small capital projects at the cus-
tomer's facilities for a period of three years, with an option to renew for another
three years. The renewal option is assumed not to represent a material right.
There is no termination for convenience clause in the contract. FinREC believes
that, at inception, the term of this contract is three years because there is no
termination for convenience clause (neither party has a right to terminate early
except in the case of default).

Step 2: Identify the Performance Obligations in the Contract

Identifying the Unit of Account
This Accounting Implementation Issue Is Relevant to Step 2: "Identify the Per-
formance Obligations in the Contract," of FASB ASC 606.

Identifying the Performance Obligations in the Contract
11.2.01 Paragraphs 14–22 of FASB ASC 606-10-25 discuss how to deter-

mine whether promised goods and services in the contract represent perfor-
mance obligations.

11.2.02 FASB ASC 606-10-25-14 establishes that a contractor should

assess goods or services promised in a contract and identify as perfor-
mance obligations each promise to transfer to the customer either

a. A good or service (or bundle of goods or services) that is
distinct

b. A series of distinct goods or services that are substantially
the same and that have the same pattern of transfer to the
customer...

11.2.03 FASB ASC 606-10-25-15 explains that

[a] series of distinct goods or services has the same pattern of transfer
to the customer if both the following criteria are met:

a. Each distinct good or service in the series that the entity
promises to transfer to the customer would meet the crite-
ria in paragraph 606-10-25-27 to be a performance obliga-
tion satisfied over time.

b. In accordance with paragraphs 606-10-25-31 through 25-
32, the same method would be used to measure the entity's
progress toward complete satisfaction of the performance
obligation to transfer each distinct good or service in the
series to the customer.

11.2.04 Determining whether goods and services are distinct is a matter of
judgment. Whereas FASB ASC 606-10-25-19a effectively looks to the economic
substance of each good or service to determine whether a customer can benefit
from that good or service either on its own or with readily available resources or
those available to the customer in the marketplace, FASB ASC 606-10-25-19b
requires the contractor to evaluate whether the promised good or service in the
contract is separately identifiable from other promises in the contract (that is,
the promise to transfer the good or service is distinct within the context of the
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contract), and FASB ASC 606-10-25-21 provides a nonexclusive list of indica-
tors for the contractor to consider. A contractor's evaluation of the indicators
may vary depending on the specific circumstances of the contract.

11.2.05 In many engineering and construction contracts, the finished de-
liverable is constructed in a number of phases (for example, front-end engineer-
ing and design, detailed engineering, procurement, fabrication, construction
or construction management, and validation or start-up) that each include
goods or services that normally provide benefit to the customer on their own
or together with other readily available resources. Therefore, the contractor's
evaluation regarding whether a promised good or service is or is not dis-
tinct will likely depend more on an evaluation of the criteria in FASB ASC
606-10-25-19b — that is, whether those goods or services are distinct within
the context of the contract.

11.2.06 FASB ASC 606-10-25-21 includes factors for consideration in de-
termining whether a contractor's promise to transfer a good or service to a cus-
tomer is or is not separately identifiable; however, it does not limit a contractor's
consideration only to those factors identified. As a result, an entity's evaluation
of the indicators in FASB ASC 606-10-25-21 will largely be driven by the na-
ture of the transaction and the specific facts and circumstances of the contract.
Paragraph BC29 of FASB Accounting Standards Update (ASU) No. 2016-10,
Revenue from Contracts with Customers (Topic 606): Identifying Performance
Obligations and Licensing, indicates that when evaluating whether the indi-
vidual goods and services are separately identifiable, "entities should evaluate
whether the contract is to deliver (a) multiple goods or services or (b) a combined
item or items that is comprised of the individual goods and services promised in
the contract." In other words, entities should evaluate whether the individual
goods and services are outputs or, instead, inputs to a combined output.

11.2.07 Paragraph BC105 of FASB ASU No. 2014-09, Revenue from Con-
tracts with Customers (Topic 606), explains that the principle of "separately
identifiable" is based on the notion of separable risks, that is, whether the risk
that an entity assumes to fulfill its obligation to transfer one of those promised
goods or services to the customer is a risk that is inseparable from the risk re-
lating to the transfer of the other promised goods or services. BC106 of FASB
ASU No. 2014-09 further notes that the factors in FASB ASC 606-10-25-21 are
based on the same underlying principle of inseparable risks, and that in many
cases more than one of the factors might apply to a contract with a customer.

11.2.08 The factor in FASB ASC 606-10-25-21a suggests that a promised
good or service in a contract is not distinct from the other promised goods or
services where the contract is for the construction of a single, combined output
resulting from the contractor's significant service of integrating the component
goods and services in the contract. FinREC believes that an important factor
for determining that goods or services should be combined with an integration
service into a single performance obligation is that the risk the entity assumes
in performing the integration service is inseparable from the risk relating to
the transfer of the other promised goods or services. The judgment about the
risk an entity assumes with respect to a promised good or service can often be
inferred by certain terms of the contract, such as the contract's acceptance or
warranty provisions.

11.2.09 Another important judgment in interpreting FASB ASC 606-10-
25-21a is whether the integration service is significant. Paragraph BC107 of
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FASB ASU No. 2014-09 states that the risk of transferring individual goods or
services is inseparable from an integration service because a substantial part
of the entity's promise to a customer is to ensure the individual goods or ser-
vices are incorporated into the combined output. Paragraph BC107 continues
to explain that this factor may be relevant in many construction contracts in
which the contractor provides an integration (or contract management) service
to manage and coordinate the various construction tasks and to assume the
risks associated with the integration of those tasks.

11.2.10 An integration service may be clearly evident when combining a
number of subcomponents into a single deliverable (for instance, construction
of a single structure). However, many engineering and construction contracts
are for the provision of multiple services or structures (such as engineering and
construction of a power generation facility). In these arrangements, additional
judgment will be required when evaluating whether there is a substantial in-
tegration service involved. Although there is generally assumed to be a signifi-
cant service of integrating engineering with construction to produce a combined
output (such as a power plant), FinREC believes that, in some circumstances,
the engineering may not be significantly integrated with the construction (such
as when engineering and construction are performed in separate and distinct
phases for which the customer has the option of awarding construction to a
different contractor upon completion of the engineering). Significant judgment
is required in making this assessment, and the conclusion should be based on
specific facts and circumstances. Careful consideration should be given to the
degree of the integration service provided in the context of the contract.

11.2.11 For example, if an engineering and construction company has a
unit that provides fabrication services, whether the fabrication services would
be a separate performance obligation from construction in a contract would
depend on the significance of the integration service. If the fabrication unit is
fabricating major sections of a bridge in its own fabrication yard and a sub-
stantial part of the construction services involves constructing the bridge by
installing the fabricated components to produce the combined output of a sin-
gle bridge, the fabrication and construction should be considered a single per-
formance obligation if the entity concludes that the risk of fabrication of the
individual components of the bridge is inseparable from the risk associated
with construction of the bridge.

11.2.12 The factor in FASB ASC 606-10-25-21b suggests that a promised
good or service in a contract is not distinct where it significantly modifies or
customizes another good or service in the contract. Within the construction in-
dustry, although facts and circumstances vary and judgment is required, en-
gineering frequently modifies or customizes each construction project signifi-
cantly. For example, the construction would be customized because of site con-
dition differences at each location, based on the engineering, for what might
otherwise be identical power generation facilities.

11.2.13 The factor in FASB ASC 606-10-25-21c explains that a promised
good or service in a contract is not separately identifiable if it is highly depen-
dent upon, or highly interrelated with, other promised goods or services in the
contract. Paragraph BC111 of FASB ASU No. 2014-09 states that this indicator
was included because, in some cases, it might be unclear whether the entity is
providing an integration service or whether the goods or services are signifi-
cantly modified or customized. It is usually clear whether the factors in items
a and b of FASB ASC 606-10-25-21 are met for engineering and construction
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contracts; therefore, the factor in item c will typically be less important in mak-
ing the assessment of whether promised goods or services in the contract are
not separately identifiable.

11.2.14 If, after having considered the factors in FASB ASC 606-10-25-
21, a contractor has determined that promised goods or services are distinct,
the contractor would then consider whether those distinct goods or services are
substantially the same and have the same pattern of transfer to the customer,
as discussed in FASB ASC 606-10-25-14b. In making this determination, the
contractor would evaluate whether both of the following criteria from FASB
ASC 606-10-25-15 are met:

a. The distinct good or service in the series that the entity promises
to transfer to the customer would meet the criteria in FASB 606-
10-25-27 to be a performance obligation satisfied over time.

b. The same method would be used to measure the entity's progress
toward complete satisfaction of the performance obligation to trans-
fer each distinct good or service in the series to the customer.

11.2.15 BC113 of FASB ASU No. 2014-09 explains that the criteria in
FASB ASC 606-10-25-15 were included as part of the definition of performance
obligation to simplify the application of the model and to promote consistency in
the identification of performance obligations in circumstances in which the en-
tity provides the same good or service consecutively over a period of time. BC114
of FASB ASU No. 2014-09 identifies several examples of repetitive service con-
tracts, including a cleaning contract, transaction processing, or a contract to
deliver electricity. Within the engineering and construction industry, an exam-
ple of a series of services would be an operations and maintenance contract with
a manufacturing customer for maintenance services that are substantially the
same from day to day.

11.2.16 Arrangements in the engineering and construction industry may
include maintenance services. The first critical step in evaluating maintenance-
type services is to identify the nature of the arrangement. As discussed in TRG
Agenda Ref. No. 16, Stand-Ready Performance Obligations, a promise to provide
periodic maintenance, when and if needed, on a customer's equipment after a
pre-established amount of usage, may be considered a "stand-ready" obligation.
BC160 of FASB ASU No. 2014-09 supports the view that promises to "stand
ready" are evaluated based on increments of time (that is, the act of standing
ready) as opposed to the underlying activities of providing goods and services.
As discussed in TRG Agenda Ref. No. 39, Application of the Series Provision
and Allocation of Variable Consideration, if the contractor determines that the
nature of the arrangement is a stand-ready obligation, the maintenance ar-
rangement will generally be accounted for as a series in accordance with FASB
ASC 606-10-25-14b (that is, the promise to stand ready is substantially the
same from day to day). Consistent with paragraph 32 of TRG Agenda Ref. No.
25, January 2015 Meeting — Summary Memo, arrangements to provide specific
maintenance services over a period of time (as opposed to when and if needed)
would not be accounted for as stand-ready obligations, and, as a result, are
evaluated based on the specified goods and services promised in the contract
using the distinct criteria discussed in paragraphs 11.2.01–11.2.15. These ar-
rangements, which may be more common in the engineering and construction
industry, may also be accounted for as a series if the types of services performed
are substantially the same from day to day and meet the criteria in FASB ASC
606-10-25-15. Regardless of whether the arrangement is considered a series of
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stand-ready or specified services, the objective for measuring progress over time
is to depict the contractor's performance of satisfying the performance obliga-
tion (consistent with question 2 of TRG Agenda Ref. No. 16, it is not appro-
priate to default to a straight-line revenue attribution method for stand-ready
obligations if such attribution would not depict the contractor's performance.)
(See the "Acceptable Measures of Progress" section in paragraphs 11.5.01–
11.5.27 for appropriate methods of measuring progress for common types of
arrangements in the engineering and construction industry.)

11.2.17 The following example is meant to be illustrative; the actual de-
termination of the performance obligation(s) in a contract should be based on
the facts and circumstances of an entity's specific situation.

Example 11-2-1

E&C Corporation (the contractor) has entered into a contract with State Tran-
sit Authority (the customer) to design and construct a commuter rail line and
maintain this line along with other lines that are already operational. The
maintenance services consist of regularly scheduled maintenance of the rail
lines; major overhaul services are not within the scope of this contract. The de-
sign and construction work is expected to take five years to complete. The main-
tenance of the other lines that are already operational will be transitioned from
being performed in-house by State Transit Authority to E&C Corp. within one
year, and the maintenance portion of the contract will continue for 20 years.

E&C Corp. reviews FASB ASC 606-10-25-19 to 25-21 to identify the perfor-
mance obligations in this contract. E&C Corp. determines that there are two
performance obligations in this contract: (1) the design and construction activ-
ity and (2) the maintenance activity, which is a series of distinct services in
accordance with FASB ASC 606-10-25-14b.

E&C Corp. concludes that each of the promises in the contract (design, construc-
tion, and maintenance services) is capable of being distinct in accordance with
FASB ASC 606-10-25-19a. That is, the customer can benefit from the goods and
services either on their own or together with other readily available resources.
This is evidenced by the fact that other entities regularly sell these services
separately to other customers (that is, the customer could receive the design
services from one entity and separately contract for the construction or main-
tenance services from another entity).

However, E&C Corp. concludes that the design and construction services are
not separately identifiable (that is, distinct within the context of the contract)
in accordance with FASB ASC 606-10-25-19b. This conclusion was reached by
considering the indicators in FASB ASC 606-10-25-21. That is, E&C Corp. pro-
vides a significant service of integrating the design and construction services
into a single output for which the customer has contracted (a commuter rail
line). Additionally, the design significantly modifies or customizes construction,
and construction is highly interdependent on the design. Therefore, because
both criteria in FASB ASC 606-10-25-19 are not met for the design and con-
struction services, E&C Corp. concludes that they should be combined into one
performance obligation.

In determining whether the maintenance service is distinct from the design
and construction, E&C Corp. concludes that the maintenance services are sep-
arately identifiable from the design and construction services in the contract
itself (FASB ASC 606-10-25-19b). That is, the maintenance services are not
highly integrated with or highly dependent on the design and construction and
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do not significantly modify or customize the design and construction (FASB
ASC 606-10-25-21). Additionally, the maintenance services are determined to
be a series of distinct goods and services that are substantially the same and
have the same pattern of transfer to the customer, in accordance with para-
graphs 14b and 15 of FASB ASC 606-10-25. E&C Corp., therefore, determines
that the maintenance services are a series of distinct goods and services ac-
counted for as a single performance obligation and distinct from the design
and construction services performance obligation.

Step 3: Determine the Transaction Price

Variable Consideration and Constraining Estimates of Variable
Consideration
This Accounting Implementation Issue Is Relevant to Step 3: "Determine the
Transaction Price," of FASB ASC 606.

Background
11.3.01 Estimating the transaction price of a contract is an involved pro-

cess that is affected by a variety of uncertainties that depend on the outcome of
a series of future events. The estimates must be revised each period throughout
the life of the contract when events occur and as uncertainties are resolved. The
major factors that must be considered in determining total estimated revenue
include (a) the basic contract price, (b) contract options, (c) change orders, (d)
claims, and (e) contract provisions for penalty and incentive payments, includ-
ing award fees and performance incentives.

11.3.02 Engineering and construction contracts often contain provisions
for variable consideration from the customer in the form of change orders
(including unpriced change orders), claims, back charges, extras, and contract
provisions for penalty and incentive payments, including award fees and perfor-
mance incentives. (See paragraphs 11.3.07–11.3.09 for discussion on the evalu-
ation of the guidance in paragraphs 10–13 of FASB ASC 606-10-25 for contract
modification accounting to determine if certain types of variable consideration
should be accounted for under the variable consideration guidance.)

11.3.03 Change orders, claims, extras, or back charges are common in con-
struction activity. Modifications of the original contract frequently result from
change orders that may be initiated by either the customer or the contractor.
The nature of the construction industry, particularly the complexity of some
types of projects, is conducive to disputes between the parties that may give
rise to claims or back charges. Claims may also arise from unapproved change
orders. In addition, customer representatives at a job site sometimes autho-
rize the contractor to do work beyond contract specifications, and this gives
rise to claims for extras. The ultimate profitability of a contract often depends
on whether appropriate authorization has been obtained and whether modifi-
cations to the original contract have been identified, documented, and related
amounts collected.

11.3.04 In accordance with FASB ASC 606, entities are required to make
estimates of variable consideration in determining the transaction price, sub-
ject to the guidance on constraining estimates of variable consideration. In ad-
dition, as required by FASB ASC 606-10-32-9, "an entity shall consider all the
information (historical, current, and forecast) that is reasonably available to
the entity and shall identify a reasonable number of possible consideration
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amounts." The information that an entity uses to estimate the amount of vari-
able consideration typically would be similar to the information that the en-
tity's management uses during the bid-and-proposal process and in establish-
ing prices for promised goods and services. Entities are also required to update
their estimates of variable consideration on an ongoing basis.

Incentives and Penalties
11.3.05 All types of contracts may be modified by target penalties and in-

centives relating to factors such as completion dates, plant capacity on comple-
tion of the project, and underruns and overruns of estimated costs. These provi-
sions for incentives and award fees are generally based on (a) the relationship
of actual contract costs to an agreed-upon target cost or shared savings or (b)
some measure of contract performance in relation to agreed-upon performance
targets. Consequently, the contractor's profit is increased when actual costs are
less than agreed-upon cost targets or shared savings. Similarly, the profit is in-
creased when actual performance meets or exceeds agreed-upon performance
targets. Conversely, the contractor's profit is decreased when actual results (in
terms of either cost or performance targets) do not meet the established cost or
performance targets.

11.3.06 FinREC believes that the mere existence of contractual provisions
for incentives or award fees should not be considered presumptive evidence that
such incentives or award fees are to be automatically included in the trans-
action price. In the case of performance incentives, assessing whether actual
performance will produce results that meet targeted performance objectives
may require substantial judgment and experience with the types of activities
covered by the contract. However, in many circumstances, these estimates of
performance relative to targeted performance are similar to the processes used
to estimate completion on long-term contracts.

Change Orders
11.3.07 Change orders are modifications of an original contract that ef-

fectively change the provisions of the contract without adding new provisions.
They may be initiated by either the contractor or the customer, and they in-
clude changes in specifications or design, method or manner of performance,
facilities, equipment, materials, sites, and period for completion of the work.
For some change orders, both scope and price may be unapproved or in dispute.
Many change orders are unpriced; that is, the work to be performed is defined,
but the adjustment to the contract price is to be negotiated later.

11.3.08 Accounting for change orders depends on the underlying circum-
stances, which may differ for each change order, depending on the customer,
the contract, and the nature of the change. FASB ASC 606-10-25-11 states the
following:

A contract modification may exist even though the parties to the con-
tract have a dispute about the scope or price (or both) of the modifi-
cation or the parties have approved a change in the scope of the con-
tract but have not yet determined the corresponding change in price.
In determining whether the rights and obligations that are created
or changed by a modification are enforceable, an entity shall consider
all relevant facts and circumstances including the terms of the con-
tract and other evidence. If the parties to a contract have approved a
change in the scope of the contract but have not yet determined the
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corresponding change in price, an entity shall estimate the change to
the transaction price arising from the modification in accordance with
paragraphs 606-10-32-5 through 32-9 on estimating variable consid-
eration and paragraphs 606-10-32-11 through 32-13 on constraining
estimates of variable consideration.

11.3.09 In accordance with FASB ASC 606-10-25-11, judgment will be
needed to evaluate a change order to determine whether it represents an
enforceable obligation that should be accounted for in accordance with the
guidance in paragraphs 5–9 of FASB ASC 606-10-32 on estimating variable
consideration and paragraphs 11–13 of FASB ASC 606-10-32 on constraining
estimates of variable consideration. FinREC believes some factors to consider
include the following:

a. The customer's written approval of the scope of the change order;

b. Current contract language that indicates clear and enforceable en-
titlement relating to the change order;

c. Separate documentation for the change order costs that are identi-
fiable and reasonable; or

d. The entity's favorable experience in negotiating change orders, es-
pecially as it relates to the specific type of contract and change order
being evaluated

Claims
11.3.10 Claims represent amounts in excess of the agreed contract price

that a contractor seeks to collect from customers or others and that are nor-
mally a result of customer-caused delays, errors in specifications and designs,
contract terminations, disputed or unapproved change orders concerning both
scope and price, or other causes of unanticipated additional costs. The contract
modification guidance in FASB ASC 606-10-25-11 should be considered to de-
termine whether a claim represents an enforceable obligation that should be
accounted for in accordance with paragraphs 5–9 of FASB ASC 606-10-32 on es-
timating variable consideration and paragraphs 11–13 of FASB ASC 606-10-32
on constraining estimates of variable consideration.

Estimating Variable Consideration
11.3.11 FASB ASC 606-10-32-8 discusses two methods for estimating vari-

able consideration. The choice of method is not intended to be a free choice and
is dependent on which method the entity expects to better predict the amount
of consideration to which it will be entitled. The two methods are the following:

a. The expected value method. This method estimates variable con-
sideration based on the sum of probability-weighted amounts in a
range of possible consideration amounts. This method may be ap-
propriate when an entity has a large number of contracts with sim-
ilar characteristics or the range of possible outcomes in any one
contract is wide (generally, when there are more than two possible
outcomes).

b. The most likely amount. This method estimates the variable consid-
eration based on the single most likely amount in a range of possi-
ble consideration amounts. This method may be appropriate if the
estimate of variable consideration has only two possible outcomes
(for example, an entity is entitled to all variable consideration upon
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achieving a performance milestone or none if the performance mile-
stone is not achieved).

The number of possible outcomes should not cause an entity to automatically
use any one method, but rather the method selected should be dependent on
which method the entity expects to better predict the amount of consideration
to which it will be entitled.

11.3.12 FASB ASC 606-10-32-9 requires an entity to apply one method
consistently throughout the contract when estimating the amount of variable
consideration to which it is entitled. Per FASB ASC 606-10-10-3, the method
selected should be applied consistently to contracts with similar characteris-
tics and in similar circumstances. The method should also be applied to types
of variable consideration with similar characteristics and in similar circum-
stances. That is, a single contract may have more than one uncertainty related
to variable consideration (for example, a contract with both cost and perfor-
mance incentives), and depending on the method the entity expects to better
predict the amount of consideration to which it is entitled, the entity may there-
fore use different methods for different uncertainties. In estimating the amount
of variable consideration under either of the methods, and as discussed in FASB
ASC 606-10-32-9, "an entity shall consider all the information (historical, cur-
rent, and forecast) that is reasonably available to the entity and shall identify
a reasonable number of possible consideration amounts."

11.3.13 The following examples are meant to be illustrative; the actual
determination of the method for estimating variable consideration as stated
in FASB ASC 606-10-32-8 should be based on the facts and circumstances of
an entity's specific situation. The following examples also assume for illustra-
tive purposes that the constraint principle for variable consideration has been
considered.

Example 11-3-1

A contract is negotiated with a fixed price plus an award fee that is tied di-
rectly to delivery by a specified date. The entity has subcontracted a portion of
the work. The entity estimates that it will achieve the award fee because the
contract is not considered complex, the subcontractor has delivered on similar
timelines in the past, and both the entity and subcontractor currently estimate
completion up to six months prior to the specified date. In this instance, the
entity determines that the expected value method may not provide a predictive
estimate of the variable consideration because the contract has only two possi-
ble outcomes. The entity's estimate of the total transaction price is therefore the
sum total of the fixed price plus the award fee as the most likely consideration
amount.

Example 11-3-2

An entity contracts to build a solar energy plant for a customer and receives
an incentive fee from the customer that varies depending on objectively de-
terminable key performance indicators (KPIs) associated with energy savings
over a one-year period. The entity has extensive experience determining en-
ergy savings under various conditions that impact solar energy. To estimate
the incentive fee, management calculates the expected value by using the data
available to them to estimate the savings under the various environmental con-
ditions. The entity believes that the estimate determined using this expected
value method is predictive of the amount to which it will be entitled because of
the wide range of possible outcomes.
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Example 11-3-3

An entity contracts to build a road on January 1 with an agreed-upon comple-
tion date of June 30. The contract calls for liquidated damages in the event
that contractor-caused delays result in the road not being completed by June
30. In this example, significant judgment is needed in terms of which method
the entity expects to better predict the amount of consideration to which it will
be entitled because, oftentimes, whether the completion date will be met is bi-
nary; however, the number of days of liquidated damages (that is, the number
of days past the agreed-upon completion date) that will be incurred is often
highly variable.

Constraining Estimates of Variable Consideration
11.3.14 After estimating the transaction price using one of the two meth-

ods, an entity is required to evaluate the likelihood and magnitude of a reversal
of revenue due to a subsequent change in the estimate. FASB ASC 606-10-32-11
discusses when to include variable consideration in the transaction price and
notes that "an entity shall include in the transaction price some or all of the
variable consideration amount estimated in accordance with FASB ASC 606-
10-32-8 only to the extent that it is probable that a significant reversal in the
amount of cumulative revenue recognized will not occur when the uncertainty
associated with the variable consideration is subsequently resolved."

11.3.15 As discussed in BC215 of FASB ASU No. 2014-09, if the process for
estimating variable consideration already incorporates the principles on which
the guidance for constraining estimates of variable consideration is based, then
it is not necessary for an entity to evaluate the constraint separately from the
estimate of variable consideration.

11.3.16 As discussed in FASB ASC 606-10-32-12, when determining the
amount of variable consideration to include in the transaction price, the entity
should consider both the likelihood and magnitude of a revenue reversal. An
estimate of variable consideration is not constrained if the potential reversal
of cumulative revenue recognized is not significant. As explained in paragraph
49 of TRG Agenda Ref. No. 25

TRG members generally agreed that the constraint on variable con-
sideration should be applied at the contract level. Therefore, the as-
sessment of whether a significant reversal of revenue will occur in the
future (the constraint) should consider the estimated transaction price
of the contract rather than the amount allocated to a performance obli-
gation.

The levels of revenue reversals that are deemed significant will vary across
entities depending on the facts and circumstances. If the entity determines that
it is probable that the inclusion of its estimate will not result in a significant
revenue reversal, the estimate is included in the transaction price.

11.3.17 As discussed in BC218 of FASB ASU No. 2014-09, when an entity
applies the guidance for constraining estimates of variable consideration, the
entity might determine that it should not include the entire estimate of the vari-
able consideration in the transaction price because it is not probable that do-
ing so would not result in a significant revenue reversal. FinREC believes that
certain types of variable consideration (such as consideration associated with
claims or unapproved change orders) may be recorded when settled or received
only after consideration of the both the likelihood and magnitude of a revenue
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reversal. However, the entity might determine that it is probable that includ-
ing some of the estimate of the variable consideration in the transaction price
would not result in a significant revenue reversal. In these instances, the entity
should include some, but not all of the variable consideration in the transaction
price. That is, subject to first assessing the contract modification guidance for
enforceability, the entity is required to estimate the amount of variable consid-
eration applying the constraint guidance and should not default to a conclusion
to include no amount of variable consideration in the transaction price without
a fulsome analysis.

11.3.18 Factors to consider in assessing the likelihood and magnitude of
the revenue reversal (commonly referred to as an entity's confidence level in
assessing the revenue reversal in the analysis that follows) include, but are not
limited to, any of the following, as indicated in FASB ASC 606-10-32-12:

Factors in FASB ASC
606-10-32-12 Considerations

The amount of consideration
is highly susceptible to
factors outside the entity's
influence. Those factors
include volatility in a
market, the judgment or
actions of third parties,
weather conditions, and a
high risk of obsolescence of
the promised good or service.

• Reliance on suppliers or subcontractors
with a history of missing deadlines

• History of union strikes that impact the
timing of satisfaction of performance
obligations

• Requiring substantive third-party (for
instance, customer or regulator) approval
to meet certain milestones under the
contract when the entity does not have
predictive experience with that party or
type of milestone

• Contract fulfillment involving travel,
performance, or communication over
well-documented areas of risk (such as,
tornado, hurricanes, or earthquakes)

The uncertainty about the
amount of consideration is
not expected to be resolved
for a long period of time.

• Contracts with disputes, claims, or
unapproved change orders that are
expected to take a long period of time to
resolve

• Variable fees that are expected to be
earned for long periods of time

The entity's experience (or
other evidence) with similar
types of contracts is limited,
or that experience (or other
evidence) has limited
predictive value.

• History of similar projects that have been
unsuccessful

• Lack of experience with similar types of
contracts and variable consideration
amounts

• Competing in a new market capability or
technology

(continued)
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Factors in FASB ASC
606-10-32-12 Considerations

The entity has a practice of
either offering a broad range
of price concessions or
changing the payment terms
and conditions of similar
contracts in similar
circumstances.

• Pattern of contract renegotiation with
resulting pricing reductions subsequent to
the commencement of the project

• Note: Change orders (modifications of
scope or price of the contract) are common
in the engineering and construction
industry. FinREC believes that change
orders should generally be evaluated as a
contract modification and are not
necessarily a "price concession"
contemplated by this factor in the
standard.

The contract has a large
number and broad range of
possible consideration
amounts.

• Significant volatility in the amount of
possible consideration amounts (for
instance, an award fee based on key
performance indicator [KPI] scores
between zero and 100, where the entity
has no experience of obtaining average
KPI scores within a narrow range)

11.3.19 The following examples are meant to be illustrative; the actual
conclusion should be based on the facts and circumstances of an entity's spe-
cific situation. An entity should also consider positive and mitigating factors
that support the assertion that a significant reversal of cumulative revenue
recognized will not occur.

Example 11-3-4

An entity has a three-year, fixed-fee contract for $10 million to perform certain
environmental clean-up efforts. In addition, the contract price may be increased
by up to $2 million if the entity is able to meet two performance targets. Specifi-
cally, the entity is entitled to an additional $1.4 million if it completes the work
on or before three years from the contract start date. The entity expects, based
on history with similar contracts, that it will earn the $1.4 million. The re-
maining $0.6 million can be earned by the entity if it is able to limit workforce
turnover to certain agreed-upon targets as shown in the following table:

Workforce Turnover Percentage
(Contract-Specific)

Incentive Fee
Available

0%–1% $600,000

2%–3% $300,000

Greater than 3% $0

This is the first time this entity has worked in this geographical area, and there-
fore the contractor and client will meet periodically to determine progress to-
ward the workforce turnover criterion.

The entity determined that there is one performance obligation and that sat-
isfaction of that performance obligation occurs over three years as control
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transfers. The entity uses the cost-to-cost input method to measure progress
on the contract.

Although the contractor has not worked in this particular geographical region
before, it considers its extensive experience with similar contracts and types
of variable consideration when determining what amount, if any, of the $0.6
million incentive fee to include in the transaction price. Based on its history
with workforce turnover on similar contracts and its understanding of jobs data
in this geographic region, the contractor determines that it is probable that it
will limit workforce turnover to less than 3 percent but not less than 1 percent
(based on the fact that it does not have experience with the workforce in this
particular region).

Therefore, the entity concludes that $0.3 million of the turnover-related vari-
able consideration is the "most likely amount" to which it expects to be entitled
and includes that amount in the transaction price when calculating revenue be-
cause the entity has also concluded it is not probable that a significant reversal
in the amount of cumulative revenue recognized will occur when the uncer-
tainty associated with the variable consideration is subsequently resolved.

The entity reassesses this criterion each reporting period to determine if work-
force turnover experience is better or worse. At the end of year two, the con-
tractor is near completion of the contract and it becomes probable, given that
the job is so near its conclusion, that turnover on the contract will be less than
1 percent. Therefore, the entity revises its estimate of variable consideration to
include the entire $600,000 incentive fee in the transaction price because, at
this point, it is probable that a significant reversal in the amount of cumulative
revenue recognized will not occur when including the entire variable consider-
ation in the transaction price.

The following illustrates the impact of changes in variable consideration in ex-
ample 11-3-4.

Fixed consideration A $10,000,000

Estimated costs to complete B $9,000,000

Cumulative
Year 1 Year 2 Year 3

Total estimated variable
consideration — completion
date C $1,400,000 $1,400,000 $1,400,000

Total estimated variable
consideration — workforce
turnover D $300,000 $600,000 $600,000

Total estimated variable
consideration E $1,700,000 $2,000,000 $2,000,000

Costs incurred F $2,000,000 $6,000,000 $1,000,000

Fixed revenue G = A*F/B $2,222,222 $6,666,667 $1,111,111

Variable revenue H = E*F/B $377,778 $1,400,000 $222,222

Cumulative catch-up
adjustment I $266,667

Contract margin J = G + H − F $600,000 $2,066,667 $333,333

23% 26% 25%
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Example 11-3-5

An entity enters into a contract to design and build a pharmaceutical produc-
tion facility for $100 million. Estimated costs are $90 million. As the contract
progresses, due to customer-caused delays (that is, delays outside the control of
the contractor), the expected cost of the contract far exceeds original estimates,
although the contract will have a positive margin overall. The contractor sub-
mits a claim as permitted in the contract to recover "not at fault" costs incurred
by the contractor. The customer, in turn, submits a counterclaim. Claims of this
nature are typical in these types of contracts and history suggests that resolu-
tion in favor of the contractor is probable (although the amounts are often net
settled inclusive of the counterclaim and can vary).

Claims (a) are inherently susceptible to factors outside the entity's influence
(most often the judgment of an unrelated third party); (b) can take a long pe-
riod of time to resolve; and (c) include possible outcomes that often involve a
broad range of possible consideration amounts. In addition, claims are often
net settled inclusive of customer counterclaims. Although there is evidence in
this fact pattern supporting successful resolution of claims, this experience on a
stand-alone basis may not be sufficient to support a conclusion that it is prob-
able that the claimed amount of revenue would not be subject to significant
reversal when the uncertainty is resolved, and additional factors would need
to be considered to make a final determination.

Although oftentimes claim revenue will be recorded in full when amounts are
either received or awarded, it could be probable that some portion of the claim
will not result in a significant revenue reversal, such as when contractual
terms clearly demonstrate an enforceable right to receive payment from a cus-
tomer for certain situations (such as objectively determinable customer-caused
delays).

Updating Estimates of Variable Consideration
11.3.20 Given the long-term nature of many engineering and construction

contracts, it is common for circumstances to change throughout the contract.
Circumstances change as contract modifications occur, as more experience is ac-
quired, as additional information is obtained, as risks are retired or additional
risks are identified, and as performance progresses on the contract. The nature
of accounting for long-term contracts is a process of continuous refinements of
estimates for changing conditions and new developments. FASB ASC 606-10-
32-14 requires that the estimated transaction price be updated for changes in
circumstances at each reporting period. As part of updating the transaction
price, an entity would evaluate the factors listed in FASB ASC 606-10-32-12.
In addition, when updating the estimated transaction price, an entity should
consider whether there is a revision to the measure of progress (for example,
estimated costs to complete the contract) as stated in FASB ASC 606-10-25-35.

11.3.21 The following example is meant to be illustrative; the determina-
tion of the method for updating estimates of variable consideration should be
based on the facts and circumstances of an entity's specific situation.

Example 11-3-6

An entity enters into an engineering, procurement, and construction (EPC) con-
tract for the design and construction of an industrial manufacturing facility for
a fixed price of $100 million plus an award or penalty fee of $5 million tied
directly to certain objective metrics around quality, schedule, and productiv-
ity (that is, the variable fee or penalty could increase or decrease the overall
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consideration received by the contractor). The contractor was inexperienced in
this type of project and potential turnover in key positions was a concern. Ac-
cordingly, when bidding the contract, the entity did not expect to successfully
attain positive metrics tied to the award fee or penalty and estimated a penalty
of $5 million. The most likely transaction price at the start of the contract was
therefore $95 million. As the contract neared completion, the contractor became
confident that all key metrics were going to be met or exceeded. Based on this
updated information, the entity concludes that they will not be in a position of
incurring a penalty but rather will benefit from the full potential award, and it
is probable that a significant reversal in the cumulative amount of revenue will
not occur when the uncertainty is resolved; therefore, the entity includes the $5
million award fee in the transaction price. Accordingly, the most likely trans-
action price is updated to $105 million, and a cumulative catch-up adjustment
in revenue is recorded.

Step 5: Recognize Revenue When (or as) the Entity Satisfies a
Performance Obligation

Acceptable Measures of Progress
This Accounting Implementation Issue Is Relevant to Step 5: "Recognize Revenue
When (or as) the Entity Satisfies a Performance Obligation," of FASB ASC 606.

Measuring Progress Toward Complete Satisfaction of a
Performance Obligation

11.5.01 In measuring progress toward complete satisfaction of a perfor-
mance obligation, FASB ASC 606-10-25-31 explains that the objective when
measuring progress is to depict an entity's performance in transferring control
of goods or services promised to a customer (that is, the satisfaction of an en-
tity's performance obligation). For each contract, it is important to assess the
nature of the arrangement and determine the distinct goods or services, or se-
ries of goods or services, under the guidance in "Identifying the Unit of Account"
included in paragraphs 11.1.01–11.1.02 and paragraph 11.2.17 of this guide.

11.5.02 As discussed in FASB ASC 606-10-25-33, there are various appro-
priate methods of measuring progress that are generally categorized as out-
put methods and input methods. FASB ASC 606-10-55-17 explains that output
methods include surveys of performance completed to date, appraisals of results
achieved, milestones reached, and units produced or units delivered. FASB ASC
606-10-55-20 explains that input methods include resources consumed, labor
hours expended, costs incurred, time lapsed, or machine hours used relative
to the total expected inputs to the satisfaction of that performance obligation.
Considerations for selecting those methods are discussed in paragraphs 16–
21 of FASB ASC 606-10-55. As required in FASB ASC 606-10-25-32, for each
performance obligation, the entity should apply a single method of measuring
progress that is consistent with the objective in FASB ASC 606-10-25-31 and
should apply that method consistent with similar performance obligations and
in similar circumstances.

11.5.03 For engineering and construction entities, a careful evaluation of
the facts and circumstances is required to determine which method best de-
picts the entity's performance in transferring control of goods or services to
the customer. The entity should carefully consider the nature of the product
or services provided and the terms of the customer contract, such as contract
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termination rights, the right to demand or retain payments, and the legal title
to work in process, in determining the best input or output method for measur-
ing progress toward complete satisfaction of a performance obligation. As noted
in FASB ASC 606-10-25-36, a contractor should use one of the recognition-over-
time methods only if the contractor can reasonably measure progress.

United States Federal Government Contracts
11.5.04 Engineering and construction contracts with the United States

federal government typically provide the government the ability to terminate
a contract for convenience, which is the unilateral right to cancel the contract
whenever the federal buying agency deems the cancelation is in the public in-
terest. Under a termination for convenience clause, the contractor generally is
entitled to recover all costs incurred to the termination date, plus other costs
not recovered at termination (such as ongoing costs not able to be discontin-
ued, for example, rental costs), as well as an allowance for profit or fee. The U.S.
federal government also typically has the right to the goods produced and in
process under the contract at the time of a termination for convenience.

11.5.05 FASB ASC 606-10-55-17 states the following:

An output method would not provide a faithful depiction of the entity's
performance if the output selected would fail to measure some of the
goods or services for which control has transferred to the customer. For
example, output methods based on units produced or units delivered
would not faithfully depict an entity's performance in satisfying a per-
formance obligation if, at the end of the reporting period, the entity's
performance has produced work in process or finished goods controlled
by the customer that are not included in the measurement of the out-
put.

11.5.06 BC165 of FASB ASU No. 2014-09 further notes that

[i]n the redeliberations, some respondents, particularly those in the
contract manufacturing industry, requested the Boards to provide
more guidance on when units-of-delivery or units-of-production meth-
ods would be appropriate. Those respondents observed that such meth-
ods appear to be output methods and, therefore, questioned whether
they would always provide the most appropriate depiction of an en-
tity's performance. The Boards observed that such methods may be
appropriate in some cases; however, they may not always result in the
best depiction of an entity's performance if the performance obligation
is satisfied over time. This is because a units-of-delivery or a units-
of-production method ignores the work in process that belongs to the
customer. When that work in process is material to either the contract
or the financial statements as a whole, the Boards observed that using
a units-of-delivery or a units-of-production method would distort the
entity's performance because it would not recognize revenue for the as-
sets that are created before delivery or before production is complete
but are controlled by the customer.

11.5.07 A distinction between the cost-to-cost method and an output
method such as units-of-delivery is that the cost-to-cost method includes work
in process in the measurement toward complete satisfaction of the performance
obligation.
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11.5.08 A termination for convenience clause that gives the customer the

right to the goods produced and in process under the contract at the time of ter-
mination may indicate that the customer has effective control over the goods
produced and work in progress, even if those goods and work in progress are
not in the customer's physical possession. FinREC believes that in these cir-
cumstances an output method, such as units-of-delivery or units-of-production,
would not be an appropriate measure of the progress toward complete satisfac-
tion of the performance obligation because an output method would ignore the
work in process that belongs to the customer, as discussed in BC165 of FASB
ASU No. 2014-09. Therefore, an input method would typically be more appro-
priate in these circumstances.

11.5.09 Accordingly, the engineering and construction entity would eval-
uate their specific circumstances to determine whether an input method, such
as cost-to-cost, is an appropriate measure of the progress toward complete sat-
isfaction of the performance obligation and faithfully depicts the activity for
which control is transferred to the customer.

Engineering and Construction Service Contracts
11.5.10 Because the nature of engineering and construction service con-

tracts varies widely, the selection of the best method of measuring progress
toward complete satisfaction of a performance obligation requires knowledge
of the services provided to the customer as well as the contractual terms of the
performance obligation, particularly those terms involving the timing of service
delivery.

11.5.11 FASB ASC 606-10-55-18 states that

[a]s a practical expedient, if an entity has a right to consideration from
a customer in an amount that corresponds directly with the value to
the customer of the entity's performance completed to date (for ex-
ample, a service contract in which an entity bills a fixed amount for
each hour of service provided), the entity may recognize revenue in
the amount to which the entity has a right to invoice.

11.5.12 An engineering and construction company should consider
whether the practical expedient in FASB ASC 606-10-55-18 would be appli-
cable for its service contracts that specify the right to invoice an amount that
corresponds directly with the value to the customer of the entity's performance
completed to date. The practical expedient may be appropriate, for example,
for an operations and maintenance contract when the amounts invoiced to the
customer are based on labor hours incurred.

11.5.13 There are times when this practical expedient may not be appro-
priate. If a maintenance service contract has variable consideration, such as a
significant incentive provision that is assessed and paid by the customer only
once or infrequently (upon achievement of contractual milestones, upon con-
tract completion, or only once each year) or with a fixed-price lump-sum con-
struction contract, FinREC believes recognition of revenue based on the right
to invoice may not be appropriate. In addition, because many engineering, pro-
curement, and construction contracts result in the "delivery" of an integrated
set of outputs (such as a functioning power plant) and the value transferred to
date during the project may not correspond directly to the right to consideration
from the customer, the use of the practical expedient in FASB ASC 606-10-55-18
may not be appropriate.
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11.5.14 For certain service contracts, it may be appropriate to use input
methods, such as cost-to-cost or labor hours expended, for measuring progress
toward complete satisfaction of a performance obligation, depending on the
facts and circumstances. FASB ASC 606-10-55-20 states that, "if the entity's
efforts or inputs are expended evenly throughout the performance period, it
may be appropriate for the entity to recognize revenue on a straight-line ba-
sis." FinREC believes the straight-line basis would be expected to be used in
limited circumstances in the construction industry. Because most performance
obligations in engineering and construction contracts are not satisfied evenly
throughout the performance period, the cost-to-cost input method may be more
appropriate.

11.5.15 For other service contracts, it may be appropriate to use an output
method related to the number of times short-duration homogeneous services
are provided to the customer relative to the number of times the services are
expected to be performed over the life of the service contract, for measuring
progress toward complete satisfaction of a performance obligation.

11.5.16 The following examples are meant to be illustrative of engineer-
ing and construction service contracts that management has determined to be
a single performance obligation; the actual determination of the method for
measuring complete satisfaction of a performance obligation, as stated in FASB
ASC 606-10-25-31, should be based on the facts and circumstances of an entity's
specific situation.

Example 11-5-1

An engineering and construction company provides daily maintenance services
for a manufacturing facility. These services qualify as a series of distinct ser-
vices that are substantially the same and that have the same pattern of transfer
in accordance with FASB ASC 606-10-25-14b. The company bills monthly for
the labor and material costs. The contract has a provision to award and pay an
incentive bonus on an annual basis based on certain safety and cost-savings
provisions. The criteria in paragraphs 5 and 11 of FASB ASC 606-10-32 related
to variable consideration for recognition of an estimated amount of the incen-
tive are met. Because of the annual incentive, the use of the practical expedient
in FASB ASC 606-10-55-18 may not be appropriate.

Example 11-5-2

A heavy construction equipment company enters into a contract to provide rou-
tine maintenance for a fleet of heavy construction equipment for equal monthly
payments over 24 months of service. The company's performance on this con-
tract (as evidenced by costs incurred) occurs evenly over the period. The com-
pany may consider a time-based method, such as straight-line revenue recog-
nition, to be a reasonable depiction of the amount of the entity's performance
and transfer of control of the services to the customer because the efforts are
expended evenly throughout the performance period (and not because the same
amount is paid to the company each month).

Example 11-5-3

The same heavy construction equipment company, under a different contract
with a different customer, provides a major equipment maintenance overhaul
on a time and materials basis. In this case, the level of effort necessary for
an overhaul and the pattern of performance over time vary depending on the
condition of the equipment. In these circumstances, an input method may be a
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reasonable depiction of the amount of the entity's performance and transfer of
control of the service to the customer.

Use of Units-of-Delivery Method to Measure Progress
11.5.17 If the entity determines that revenue should be recognized over

time and the customer has control of the goods as the performance occurs, based
on the guidance described in paragraph 11.5.08, a units-of-delivery or units-of-
production method that has not been modified to take into account the assets
that are created before delivery occurs or production is complete would not re-
sult in the best depiction of an entity's performance because such unmodified
methods ignore the work in process for which control has been transferred to
the customer. When that work in process is material to the contract, using a
units-of-delivery or a units-of-production method would distort the entity's per-
formance because it would not recognize revenue for the assets that are created
before delivery or before production is complete but that are controlled by the
customer.

11.5.18 Furthermore, units-of-delivery or units-of-production may not be
appropriate for contracts providing design and production services because an
equivalent amount of value is not delivered to the customer with each unit.
BC166 of FASB ASU No. 2014-09 states that "the Boards also observed that
a units-of-delivery or a units-of-production method may not be appropriate if
the contract provides both design and production services because, in this case,
each item produced or delivered may not transfer an equal amount of value to
the customer."

11.5.19 BC166 of FASB ASU No. 2014-09 goes on to state that a units-of-
delivery method may be an appropriate method for measuring progress for a
long-term manufacturing contract of standard items that individually transfer
an equal amount of value to the customer on delivery.

11.5.20 FinREC believes a units-of-delivery method may be appropriate
in situations where the entity has a production-only contract, producing ho-
mogenous products, and the method would accurately depict the entity's per-
formance. When selecting a method for measuring progress and considering
whether a units-of-delivery method is appropriate, an entity should consider
its facts and circumstances and select the method that depicts the entity's per-
formance and the transfer of control of the goods or services to the customer.
For example, for a highway paving contract for which output is cubic yards of
pavement laid, a units-of-delivery method may be a reasonable depiction of the
amount of the entity's performance and transfer of control of the goods and
services to the customer.

Inputs That Do Not Depict an Entity’s Performance
11.5.21 Paragraphs 20–21 of FASB ASC 606-10-55 provide guidance about

measuring progress toward complete satisfaction of a performance obligation
using input methods. The paragraphs state that the entity should exclude from
an input method the effects of inputs that do not depict the entity's performance
in transferring goods or services to the customer.

Consideration of Significant Inefficiencies in Performance
11.5.22 For entities using a cost-based input method for measuring

progress toward complete satisfaction of performance obligations, an adjust-
ment to the measure of progress may be required in certain circumstances.
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FASB ASC 606-10-55-21a explains that, an entity would not recognize revenue
on the basis of costs incurred that are attributable to significant inefficiencies
in the entity's performance that were not reflected in the price of the contract
(for example, the costs of unexpected amounts of wasted materials, labor, or
other resources which were incurred to fulfill the performance obligation).

11.5.23 Determining which costs represent unexpected "wasted" materi-
als, labor, or other resources requires significant judgment and varies depend-
ing upon the facts and circumstances. Engineering and construction projects
normally have some areas of expected inefficiencies, and contingencies are in-
cluded in the original project forecast for these types of risks.

11.5.24 There are circumstances, however, where unexpected significant
inefficiencies may occur that were not considered a risk at the time of enter-
ing into the contract, such as extended labor strikes or design or construction
execution errors that result in significant wasted resources that may require
adjustment to a cost-based input method for measuring progress. These wasted
materials should be excluded from the measure of progress toward completion
and the costs should be expensed as incurred.

Costs Incurred That Are Not Indicative of Performance
11.5.25 There may also be circumstances in which the cost incurred on

an engineering and construction contract is not proportionate to the entity's
progress in satisfying the performance obligation. For example, engineering
and construction entities may enter into contracts where they procure equip-
ment and material. The procurement alone of those products likely would not
be indicative of the entity's performance, unless the company has the right to
payment for the cost for the procurement plus a reasonable profit, such that
the procurement itself represents progress toward completion.

11.5.26 FASB ASC 606-10-55-21 explains that an entity should exclude
from an input method the effects of any input that does not depict the entity's
performance in transferring control of goods or services to the customer. FASB
ASC 606-10-55-21b explains that when a cost incurred is not proportionate to
the entity's progress in satisfying the performance obligation, the best depiction
of the entity's performance may be to adjust the input method to recognize
revenue only to the extent of the cost incurred. For example, a faithful depiction
of an entity's performance might be to recognize revenue at an amount equal to
the cost of a good used to satisfy a performance obligation if the entity expects
at contract inception that all of the following conditions would be met:

1. The good is not distinct.
2. The customer is expected to obtain control of the good significantly

before receiving services related to the good.
3. The cost of the transferred good is significant relative to the total

expected costs to completely satisfy the performance obligation.
4. The entity procures the good from a third party and is not signifi-

cantly involved in designing and manufacturing the good (but the
entity is acting as a principal in accordance with paragraphs 606-
10-55-36 through 55-40).

11.5.27 For these types of contracts, if a contractor is using a cost-based
input method for measuring progress toward complete satisfaction of perfor-
mance obligations and the purchase of the material meets the conditions in
FASB ASC 606-10-55-21b, an entity should exclude the costs incurred for the
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product from the measurement of progress for the performance obligation in
accordance with the objective of measuring progress in FASB ASC 606-10-25-
31. Refer to the "Uninstalled Materials" section in paragraphs 11.5.28–11.5.38
for further discussion of application of the criteria in FASB ASC 606-10-55-21.

Uninstalled Materials
This Accounting Implementation Issue Is Relevant to Step 5: "Recognize Revenue
When (or as) the Entity Satisfies a Performance Obligation," of FASB ASC 606.

11.5.28 A typical construction project will require a wide range of differ-
ent goods to be assembled by a contractor to produce a combined unit of output
(that is, a single performance obligation). These goods may include standard
materials such as steel, concrete, and copper wire, as well as components that
require a high level of customization to fit the requirements of the asset, such
as a turbine generator for a power plant or specifically designed and fabricated
pipe modules for a refinery. Such goods are often procured from third parties
on an as-needed basis throughout the duration of the contract. In most cases,
construction contractors attempt to schedule the receipt of those goods shortly
before integrating them into the project. However, in some cases, due to ex-
tended lead times or delay of installation timing, materials may arrive on the
job site in advance of the contractor's ability to install them and such materi-
als may be significant. In these cases, the contractor should consider whether
the inclusion of these uninstalled materials would result in the recording of
revenue prematurely.

11.5.29 In the engineering and construction industry, many entities apply
a costs-incurred (for example, cost-to-cost) method to measure progress in satis-
fying a performance obligation. However, in certain instances the cost incurred
may not be proportionate to the entity's progress in satisfying the performance
obligation. For example, in a performance obligation composed of goods and ser-
vices, the customer may obtain control of the goods before the entity provides
the services related to those goods (that is, goods are delivered to a construc-
tion site, but the entity has not yet integrated the goods into the overall project;
hence, "uninstalled materials").

11.5.30 FASB ASC 606-10-55-21b provides four criteria that, if all are
met, may indicate a cost incurred is not proportionate to the entity's progress
in satisfying the performance obligation and, therefore, the best depiction of the
entity's performance may be to adjust the input method to recognize revenue
only to the extent of that cost incurred. These criteria are as follows:

1. The good is not distinct.

2. The customer is expected to obtain control of the good significantly
before receiving services related to the good.

3. The cost of the transferred good is significant relative to the total
expected costs to completely satisfy the performance obligation.

4. The entity procures the good from a third party and is not signifi-
cantly involved in designing and manufacturing the good (but the
entity is acting as a principal in accordance with paragraphs 606-
10-55-36 through 55-40).

11.5.31 A careful evaluation of the facts and circumstances is required
to determine whether the exclusion from the input method of goods that meet
these criteria would be a better depiction of the measure of progress towards
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completion of a performance obligation. FinREC believes that such an eval-
uation should be performed at inception and throughout the duration of the
contract.

11.5.32 The first criterion in FASB ASC 606-10-55-21b1 relates to whether
the materials procured are distinct. FinREC believes that in most cases, the
procurement of materials necessary to complete a performance obligation
would not typically be considered a performance obligation on its own, but such
an evaluation should be made. In the situation in which materials can be read-
ily used by the contractor in other construction projects without incurring sig-
nificant costs to modify the items, FinREC believes such inventoriable materi-
als should be considered for inclusion as an uninstalled material if control has
transferred to the customer and the other criteria in FASB ASC 606-10-55-21b
are met.

11.5.33 Items procured to complete a performance obligation may not im-
mediately transfer into the control of the customer. Certain of these types of
costs may qualify as an inventoriable cost under FASB ASC 330, Inventory. For
example, as part of a contract with a customer, a contractor orders inventori-
able materials such as steel, concrete, and copper wire. These materials are not
unique to this contract and can be used on other construction contracts. Mate-
rials for this contract normally arrive at the job site shortly before the contrac-
tor is expected to install these materials (that is, at inception, materials were
not expected to arrive significantly in advance of installation); however, unex-
pected delays occur (such as weather, force majeure, technical challenges, and
so on) and, as a result, these materials are now at the job site significantly in
advance of the revised installation timing. In these circumstances, the contrac-
tor may determine that the customer has not obtained control of these goods,
even though the goods are physically at the job site. Such standard invento-
riable materials, however, can be readily used by the contractor in other con-
struction projects without incurring significant costs. An evaluation should be
performed to determine when the control of these materials might transfer to
the customer. In some cases, the transfer of control may occur when the item is
installed. In other cases, a transfer of control might occur prior to installation
if, for example, a security interest in the materials passes to the owner through
billing of the specific materials procured. FinREC believes that when control
has not transferred to the customer, it would be appropriate for the contractor
to recognize the goods as inventory as they meet the definition of such in FASB
ASC 330.

11.5.34 In BC171 of FASB ASU No. 2014-09, "the Boards observed that if
a customer obtains control of the goods before they are installed by an entity,
then it would be inappropriate for the entity to continue to recognize the goods
as inventory." If a customer obtains control of the goods before they are installed
by an entity, FinREC believes it would be appropriate to evaluate whether the
other criteria listed in items 2–4 in paragraph 21b of FASB ASC 606-10-55 are
met.

11.5.35 The criteria in items 2 and 3 of paragraph 21b of FASB ASC 606-
10-55 indicate that if a customer is expected to obtain control of a good signifi-
cantly before receiving the services related to that good (installing the item in
the project) and the cost of the transferred good is significant relative to the
total expected costs, those costs do not depict the entity's performance in satis-
fying the single performance obligation, and therefore should be excluded from
the measure of progress.
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11.5.36 Based on the criteria in item 4 of paragraph 21b of FASB ASC

606-10-55, if the contractor is significantly involved in the design and man-
ufacturing of an item, even if the item is procured from a third-party manu-
facturer, then the procurement of such specifically designed materials would
represent progress toward satisfying a performance obligation. This is often
the case when an integrated engineering and construction company designs
materials that are fabricated for a specific project by a third party, such as pre-
fabricated concrete walls of a nuclear power plant.

11.5.37 The boards concluded in BC171 of FASB ASU No. 2014-09 that,
if it is determined that uninstalled materials meet all of the criteria in para-
graph 21b of FASB ASC 606-10-55, the contractor should recognize revenue
for the transfer of the goods but only in an amount equal to the cost of those
goods. In those circumstances, the contractor also should exclude the costs of
the goods from the cost-to-cost calculation to be consistent with the cost-to-cost
methodology.

11.5.38 If a good was originally determined to have met the criteria in
FASB ASC 606-10-55-21b and revenue was recorded equal to cost upon receipt
of the item, the contractor should determine the appropriate accounting once
that item is installed in the project. Such an evaluation would require signifi-
cant judgment about which conclusion best depicts the entity's performance in
the contract. FinREC believes that in some cases it may be appropriate to in-
clude the cost of the materials in the cost-to-cost calculation as the materials are
installed (resulting in a cumulative catch-up adjustment representing margin
on the performance of the installation), when to do so would result in a faithful
depiction of the progress made toward satisfaction of the performance obliga-
tion. This may be the case, for example, when a large amount of pipe, or conduit,
or copper wire is installed over an extended period of time. In other cases, Fin-
REC believes it may be appropriate to exclude the costs from the cost-to-cost
calculation for the entire duration of the contract, because to include the costs
in the cost-to-cost calculation might result in a distortion of the progress made
toward satisfaction of the performance obligation in a single accounting period.
This might be the case if there was a single asset that is significant to the over-
all contract that is installed at a single point in time. See further discussion in
the "Acceptable Measures of Progress" section in paragraphs 11.5.01–11.5.27.

Other Related Topics

Disclosures and Presentation
This Accounting Implementation Issue Is Relevant to Disclosures and Presen-
tation Required Under FASB ASC 606.

11.7.01 The recognition of revenue requires the use of judgment, inter-
pretation, and estimates. As explained in FASB ASC 606-10-50-1, the objective
of the disclosures for remaining performance obligations and the changes in
entity's contract balances is to allow financial statement users to understand
the nature, amount, timing, and uncertainty of revenue and cash flows that re-
sult from revenues from contracts with customers. To meet this objective, an
entity will be required under FASB ASC 606-10-50 to disclose qualitative and
quantitative information about revenues, remaining performance obligations
(backlog-like disclosure), and activities affecting contract balances so that the
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financial statement users understand the judgments made in applying FASB
ASC 606 to the different sources of revenue from contracts with customers.

Disclosures Related to Remaining Performance Obligations
11.7.02 The determination of remaining performance obligations is driven

by the same measurement guidance as revenue recognition. Therefore, the re-
porting entity should apply its accounting policy for determining contract term,
transaction price, and constraint on transaction price for variable consideration
in determining remaining performance obligations, as well as revenue recogni-
tion under FASB ASC 606.

11.7.03 For generally accepted accounting principles (GAAP) disclosures
regarding remaining performance obligations, the measurement should be per-
formed as of the end of the reporting period as required by FASB ASC 606-10-
50-13a.

11.7.04 Prior to creating disclosures, an engineering or construction entity
should determine whether it is a public business entity, as there are certain
required disclosures that will be optional for those entities that do not meet
the definition of a public business entity.

11.7.05 An entity must first understand its sources of revenue. The pre-
sentation of the income statement should indicate those revenues that are from
contracts within the scope of FASB ASC 606 (that is, revenue from contracts
with customers) and those revenues from other sources. If the amounts of rev-
enue that are from other sources are material to the financial statements and
not presented separately on the income statement as other revenue, they should
be disclosed separately in the notes to the financial statements. The disclosure
should include appropriate information as applicable under FASB ASC 606,
for revenues from contracts with customers; and other relevant guidance, for
revenue from other sources.

Disaggregating Revenue
11.7.06 Prior to creating revenue recognition disclosures, the level of dis-

aggregation of revenue should be determined. FASB ASC 606-10-50-2 provides
guidance on satisfying the overall disclosure objective, stating that "an entity
shall aggregate or disaggregate disclosures so that useful information is not ob-
scured by either the inclusion of a large amount of insignificant detail or the ag-
gregation of items that have substantially different characteristics." FASB ASC
606-10-50-5 provides the requirements for disclosure of disaggregated revenue,
and paragraphs 89–91 of FASB ASC 606-10-55 provide examples of appropriate
categories for disaggregation, as noted in paragraph 11.7.09. Although entities
that do not meet the definition of a public business entity may elect not to ap-
ply certain quantitative disclosures in such guidance, at a minimum entities
should disaggregate revenue according to the timing of transfer of goods or ser-
vices (that is, over time and point in time) and disclose qualitative information
about how economic factors affect the nature, amount, timing, and uncertainty
of revenues and cash flows. Many engineering and construction entities may
find it easier to prepare presentation and disclosures after revenue is disaggre-
gated and therefore even entities that are neither a public business entity nor
a not-for-profit entity that has issued, or is a conduit bond obligor for, securities
that are traded, listed, or quoted on an exchange or an over-the-counter market
that report under U.S. GAAP may choose to disaggregate revenue when there
are significant differences in revenue sources.
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11.7.07 FASB ASC 606 does not modify the criteria for reporting operating

segments under FASB ASC 280, Segment Reporting.

11.7.08 Disaggregation of revenue does not mean disclosing individual
contract information that is often requested by sureties. Engineering and con-
struction entities that are not public business entities and that primarily focus
on a single market may not find it necessary to further disaggregate revenue
to achieve the objectives described in FASB ASC 606-10-50-1.

11.7.09 Public business entities and other entities that disclose disaggre-
gated revenue beyond the categories of revenue recognized at a point in time
and over time should consider financial information that they disclose outside
the financial statements, such as presentations to investors and the informa-
tion that management uses to make financial decisions for the entity in de-
termining the appropriate categories of revenue as discussed in FASB ASC
606-10-55-90. FASB ASC 606-10-55-91 provides the following categories that
might be an appropriate basis for determining the categories for disaggrega-
tion of revenue:

a. Type of good or service (for example, major product lines)
b. Geographical region (for example, country or region)
c. Market or type of customer (for example, government and non-

government customers)
d. Type of contract (for example, fixed-price and time-and-materials

contracts)
e. Contract duration (for example, short-term and long-term con-

tracts)
f. Timing of transfer of goods or services (for example, revenue from

goods or services transferred to customers at a point in time and
revenue from goods or services transferred over time)

g. Sales channels (for example, goods sold directly to consumers and
goods sold through intermediaries)

11.7.10 For engineering and construction entities, common categories of
disaggregated revenue include residential and commercial contracts, revenue
from public sources (governments, and so on) and private sources, geographic
region, and contract duration. If the construction contractor reports segment
information in its financial statements, FASB ASC 606-10-50-6 requires the
entity to disclose sufficient information to enable users of financial statements
to understand the relationship between the disclosure of disaggregated revenue
(in accordance with FASB ASC 606-10-50-5) and revenue information that is
disclosed for each reportable segment.

11.7.11 When creating disclosures, it is important to consider the needs
of the users of the financial statements. The objective of the disclosures is to
provide the most useful information and therefore to aggregate or disaggregate
disclosures in a way that does not obscure information by providing too little
or too much information. Finding the ideal balance for disclosures will require
careful evaluation of all sources of revenue, including how judgments that are
used to recognize revenue may differ amongst different types of revenue.

Backlog — Remaining Performance Obligations
11.7.12 Code of Federal Regulations (CFR) Title 17, Part 229.101, Item

101(c)(viii), Narrative Description of Business — Backlog, states:
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The dollar amount of backlog orders believed to be firm, as of a recent
date and as of a comparable date in the preceding fiscal year, together
with an indication of the portion thereof not reasonably expected to
be filled within the current fiscal year, and seasonal or other material
aspects of the backlog. (There may be included as firm orders govern-
ment orders that are firm but not yet funded and contracts awarded
but not yet signed, provided an appropriate statement is added to ex-
plain the nature of such orders and the amount thereof. The portion of
orders already included in sales or operating revenues on the basis of
percentage of completion or program accounting shall be excluded.)

11.7.13 As required by SEC regulations [17 CFR 229.101(c), Narrative De-
scription of Business], to the extent material to an understanding of the regis-
trant's business taken as a whole, such backlog information should be disclosed
for the registrant's dominant segment or each reportable segment about which
financial information is presented in the financial statements.

11.7.14 In the narrative description of business, as stated in paragraph
11.7.13, SEC regulations require public entities to disclose backlog orders (con-
tracts with customers) by significant business segment as of a recent date and
as of a comparable date in the preceding fiscal year. In addition, SEC regula-
tions require disclosure of the portion of the backlog that is not reasonably ex-
pected to be filled within the current fiscal year, and seasonal or other material
aspects of the backlog.

11.7.15 SEC regulations, via 17 CFR 229.101(c)(viii), permits the report-
ing entity to define the date that it determines the disclosure of backlog on a
comparative basis over the reporting periods. This date may or may not be the
fiscal year end or quarter ended date. On a prospective basis, SEC reporting of
backlog will typically be limited to two time bands — backlog expected to be
fulfilled in the current period and aggregate remaining backlog.

11.7.16 There are no changes to the required SEC disclosures described
in paragraphs 11.7.12–11.7.15; however, there may be additional disclosures
required under FASB ASC 606. FASB ASC 606-10-50-13 defines remaining
performance obligations as "performance obligations that are unsatisfied (or
partially unsatisfied) as of the end of the reporting period." Backlog, as defined
by the SEC, may be similar to remaining performance obligations, as defined
by FASB 606-10-50-13; however, where applicable, FinREC believes manage-
ment's discussion and analysis should include a description of the differences
between the remaining performance obligations total (GAAP number) and the
backlog total (non-GAAP number).

11.7.17 Dependent upon the uncertainty of remaining performance obli-
gations relating to engineering and construction entity contracts, entities
should consider disclosing qualitative information, including accounting poli-
cies and assumptions applied, in defining the events that cause the contingent
scope of work to become a component of quantified remaining performance obli-
gations and revenue recognition. These disclosures may need to include a de-
scription of the impact that certain contractual terms (such as termination
provisions, options for additional goods and services, and variable consider-
ation) have on various types of contracts (for example, U.S. government ser-
vices, and operations and maintenance type). Where applicable, separate dis-
closure of the dollar amount of contingent remaining performance obligations
may be appropriate to meet the objectives under FASB ASC 606. In prepar-
ing such disclosures, consideration should also be given to the qualitative and
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quantitative disclosure requirements under the existing SEC regulation [17
CFR 229.101(c)(viii)], which states "there may be included as firm orders gov-
ernment orders that are firm but not yet funded and contracts awarded but not
yet signed, provided an appropriate statement is added to explain the nature
of such orders and the amount thereof."

11.7.18 For public entities, FASB 606-10-50-13(a) requires disclosure of
the aggregate amount of transaction price allocated to all of its remaining per-
formance obligations that are not satisfied (or partially satisfied) as of the end
of the reporting period. FASB ASC 606-10-50-14 allows an entity to not make
this disclosure if either the performance obligation is part of a contract with
an expected duration of one year or less (overall contract duration — not the
period from the balance sheet date to completion of the contract) or the entity's
right to consideration from the customer is an amount that corresponds directly
with the value to the customer of the entity's performance completed to date as
explained in FASB ASC 606-10-55-18. FASB ASC 606-10-50-15 requires that
the entity disclose the application of the optional exemptions in paragraphs
14 and 14A of FASB ASC 606-10-50, and whether any consideration from con-
tracts with customers is not included in the transaction price and not included
in the remaining performance obligations disclosure, such as constrained vari-
able consideration. In assessing the optional exemptions in paragraphs 14 and
14A of FASB ASC 606-10-50, the entity should carefully consider the nature of
its remaining performance obligations and the level of effort necessary to iden-
tify the contracts and performance obligations that could be excluded under the
optional exemption.

11.7.19 FASB ASC 606-10-50-13b also requires public entities to disclose
when the entity expects to recognize as revenue the aggregate amount of its
remaining performance obligations, by either presenting the disclosure on a
quantitative basis using time bands that are most appropriate for the duration
of the remaining performance obligation or by using qualitative information.
As there are no changes to the required SEC disclosures described in para-
graphs 11.7.12–11.7.15, FASB ASC 606-10-50-13b may expand the disclosure
regarding backlog required under 17 CFR 229.101(c)(viii) when time bands are
used because the disclosure under FASB ASC 606 will likely include time bands
representing multiple future periods.

11.7.20 Entities reporting segment information should consider the dis-
closure of remaining performance obligations allocable to the segments.

11.7.21 Certain exemptions are provided in FASB ASC 606 to simplify the
disclosure requirements for entities that are neither a public business entity
nor a not-for-profit entity that has issued, or is a conduit bond obligor for, secu-
rities that are traded, listed, or quoted on an exchange or an over-the-counter
market that report under U.S. GAAP. However, such engineering and construc-
tion entities may consider the needs of surety and sometimes other users of
their financial statements regarding remaining performance obligations in the
decision to make the election to not provide the disclosure and electing to ap-
ply the practical expedients permitted for remaining performance obligations
disclosure.

Revenue Recognition Policies
11.7.22 Once an appropriate level of disaggregation has been arrived at

for revenues, a construction contractor can begin to disclose the general revenue
recognition policies applied to each category of revenue.
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11.7.23 To understand the revenue recognition policy, users of the finan-
cial statement will need to understand the significant contract terms, judg-
ments, and elections, and changes in such judgments, made for each category
of revenue. These disclosures will include the following:

a. As required by FASB ASC 606-10-50-12c, the nature of the good
or service promised in the contract (that is, the nature of the per-
formance obligations), highlighting any performance obligations to
arrange for another party to transfer goods or services (that is, if
the entity is acting as an agent).

b. As required by FASB ASC 606-10-50-20b, the methods, inputs and
assumptions used to determine whether an estimate of variable
consideration, such as expectations about the ability to receive
bonuses for on time delivery, is constrained.

c. As required by FASB ASC 606-10-50-18a, the method of recogniz-
ing revenue, over time or at a point in time, including the event or
activity that triggers recognition, such as when services are ren-
dered or when construction is completed. For revenue recognized
over time, the entity also must disclose the method for determin-
ing the portion of revenue recognized based on an input or output
method. Examples include recognition based on costs, labor hours
incurred, or units installed.

d. As required by paragraphs 12b, 12d, and 12e of FASB ASC 606-
10-50, implied and explicit contract terms, including the terms of
payments and variable consideration as well as obligations for re-
turns, refunds, and warranties.

11.7.24 Public business entities have additional disclosures that are re-
quired. These same disclosures may be elected by entities that are not public
business entities. These disclosures include the following:

a. Information about remaining performance obligations as required
by paragraphs 13–15 of FASB ASC 606-10-50 and further described
in paragraph 11.7.18.

b. As required by paragraphs 18b and 19 of FASB ASC 606-10-50,
explanations of why the method of recognizing revenue over time
faithfully reflects the transfer of the goods or services; or for rev-
enue recognized at a point in time, the judgments used to determine
when the customer obtains control of the goods or services.

c. As required by paragraph 20 of FASB ASC 606-10-50, information
about the methods, inputs, and assumptions used for all of the fol-
lowing:

i. Determine the transaction price, which includes, but is
not limited to, estimating variable consideration, adjust-
ing the consideration for the effects of the time value of
money, and measuring noncash consideration.

ii. Assess whether an estimate of variable consideration is
constrained.

iii. Allocate the transaction price, including estimating stand-
alone selling prices of promised goods or services and al-
locating discounts and variable consideration to a specific
part of the contract (if applicable).
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iv. Measure obligations for returns, refunds, and other similar

obligations.
d. As required by FASB ASC 606-10-50-22, the election to use the

practical expedient for not recognizing a financing component
within a contract.

Disclosures and Presentation — Contract Balances
11.7.25 The objective of the disclosures for changes in the entity's contract

balances is to assist financial statement users in understanding the nature,
amount, timing, and uncertainty of revenue and cash flows that result from
revenues from contracts with customers. Given the complexity of the billing-to-
performance relationship embedded in long-term construction contracts, specif-
ically with regard to work-in-progress subject to retentions, contracts with ter-
mination clauses, milestone payments which may not align with performance,
and revisions in estimates, understanding the relationship between revenue
and changes in contract balances is critical to users of the financial statements
as it provides greater transparency about revenues and cash flows in relation
to current period performance.

11.7.26 As stated in FASB ASC 606-10-45-3, "a contract asset is an en-
tity's right to consideration in exchange for goods or services that the entity
has transferred to a customer."

11.7.27 FASB ASC 606-10-45-4 states that "[a] receivable is an entity's
right to consideration that is unconditional. A right to consideration is uncon-
ditional if only the passage of time is required before payment of that consid-
eration is due."

11.7.28 As such, in accordance with FASB ASC 606-10-45-1, the entity
should separately present any unconditional rights to consideration as a re-
ceivable. Any such material reclasses from contract assets to receivables should
be considered in addressing the requirements of FASB ASC 606-10-50-10 re-
lated to the explanation of significant changes in contract assets and liabilities
during the reporting period.

11.7.29 FASB ASC 606-10-45-2 states that
[i]f a customer pays consideration, or an entity has a right to an
amount of consideration that is unconditional (that is, a receivable),
before the entity transfers a good or service to the customer, the entity
shall present the contract as a contract liability when the payment is
made or the payment is due (whichever is earlier). A contract liability
is an entity's obligation to transfer goods or services to a customer for
which the entity has received consideration (or an amount of consid-
eration that is due) from the customer.

11.7.30 Presentation of a contract as a contract asset or a contract liability
was discussed at the October 2014 TRG meeting. Paragraph 12 of TRG Agenda
Ref. No. 11, October 2014 Meeting — Summary of Issues Discussed and Next
Steps, discussed how an entity should determine the presentation of a contract
that contains multiple performance obligations, as follows:

TRG members generally agreed that a contract is presented as either
a contract asset or a contract liability (but not both), depending on
the relationship between the entity's performance and the customer's
payment. That is, the contract asset or liability is determined at the
contract level and not at the performance obligation level.
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11.7.31 Thus, in accordance with the discussion at the October 2014 TRG
meeting on presentation of a contract as a contract asset or a contract liability,
engineering and construction companies should aggregate performance obliga-
tions at the contract level when determining the total contract asset balance
and total contract liability balance for both presentation and disclosure pur-
poses. Entities should also consider the appropriate classification (current ver-
sus noncurrent) of each contract asset and each contract liability.

11.7.32 Retention receivables should be carefully assessed to determine
whether retentions are subject to restrictive conditions, such as fulfillment
guarantees. Where retentions are subject to conditions other than passage of
time, such as fulfillment guarantees, future performance, or achievement of
stated milestones, amounts related to retention receivables would continue to
be classified as a contract asset until such time that the right to payment be-
comes unconditional.

11.7.33 Where construction contracts include termination clauses such
that the contractor has the right to payment, including profit, for work per-
formed to date upon customer termination, the inherent condition to pay-
ment may relate solely to passage of time (such as, time and materials, or
cost-reimbursable type contracts where no milestone or performance-based
billing requirements exist), and as a result, FinREC believes unbilled work-
in-progress should be reclassified to unbilled receivables.

11.7.34 Revisions in estimates of the percentage of completion are changes
in accounting estimates, as defined in FASB ASC 250, Accounting Changes and
Error Corrections. Although estimating is a continuous and normal process for
contractors, FASB ASC 250-10-50-4, ASC 606-10-50-10, and ASC 606-10-50-8
require disclosure of the effect of revisions if the effect is material. The impacts
of revisions in accounting estimates on contract balances should be considered
in the entity's revenue disclosures to provide relevant information about the
timing of revenue recognition that was not a result of performance in the cur-
rent period.

11.7.35 Considering the objective of the required disclosures related to the
impact of revenue transactions on contract balances, the entity should provide
qualitative and quantitative disclosures to provide clarity to users of the finan-
cial statements with regard to the complexity of the billing to performance re-
lationships embedded in long-term construction contracts and how the entity's
performance in the period affects revenue and cash flows.

Transition
11.7.36 FASB ASC 606-10-65-1 allows two alternatives for transitioning

in the first year the entity reports revenue under FASB ASC 606. FASB ASC
606-10-65-1i requires additional disclosures if the guidance in FASB ASC 606
is applied retrospectively with the cumulative effect of initially applying as an
adjustment to the opening balance of retained earnings of the annual reporting
period that includes the date of initial application.

Contract Costs
This Accounting Implementation Issue Is Applicable to Accounting for Contract
Costs Under FASB ASC 340-40.

11.7.37 FASB ASC 340-40 provides guidance on contract costs that are
not within the scope of other authoritative literature.
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Incremental Costs of Obtaining a Contract
11.7.38 FASB ASC 340-40-25-1 explains that the costs of obtaining a con-

tract should be recognized as an asset if the costs are incremental and expected
to be recovered. FASB ASC 340-40-25-2 states, "the incremental costs of obtain-
ing a specific contract are those costs that the entity would not have incurred
if the contract had not been obtained." For example, commissions paid to sales
personnel, if incurred solely as a result of obtaining the contract, would be el-
igible for capitalization as long as they are expected to be recovered. However,
costs such as salaries related to personnel working on a proposal would most
likely not be capitalized, as such costs would not be incremental because the
costs would be incurred even if the contract was not obtained, unless the costs
are explicitly chargeable to the customer under the contract (as described in
FASB ASC 340-40-25-3). An entity is precluded from deferring costs merely to
normalize profit margins throughout a contract by allocating revenue and costs
evenly over the life of the contract.

11.7.39 As a practical expedient, FASB ASC 340-40-25-4 notes that an en-
tity may recognize the incremental costs of obtaining a contract as an expense
when incurred if the amortization period of the asset that the entity otherwise
would have recognized is one year or less.

Costs to Fulfill a Contract
11.7.40 FASB ASC 340-40-25-5 states that costs to fulfill a contract that

are not addressed under other authoritative literature would be recognized as
an asset only if they meet all of the following criteria:

a. The costs relate directly to a contract or to an anticipated contract
that the entity can specifically identify (for example, costs relating
to services provided under renewal of an existing contract or costs
of designing an asset to be transferred under a specific contract that
has not yet been approved).

b. The costs will generate or enhance resources that will be used in
satisfying (or in continuing to satisfy) performance obligations in
the future.

c. The costs are expected to be recovered.

11.7.41 FASB ASC 340-40-25-6 states the following:

For costs incurred in fulfilling a contract with a customer that are
within the scope of another Topic (for example, Topic 330 on inventory;
paragraphs 340-10-25-1 through 25-4 on preproduction costs related to
long-term supply arrangements; Subtopic 350-40 on internal-use soft-
ware; Topic 360 on property, plant, and equipment; or Subtopic 985-20
on costs of software to be sold, leased, or otherwise marketed), an en-
tity shall account for those costs in accordance with those other Topics
or Subtopics.

11.7.42 As discussed in FASB ASC 340-40-25-5, only costs incurred for re-
sources that directly relate to a contract (or anticipated contract) that generate
or enhance resources of the entity that will be used to satisfy future perfor-
mance obligations and are expected to be recovered are eligible for capitaliza-
tion.

11.7.43 Pre-contract costs, or costs incurred in anticipation of a contract,
may arise in a variety of situations. Costs may be incurred in anticipation of
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a specific contract (or anticipated follow-on order) that will result in no future
benefit unless the contract is obtained.

11.7.44 Precontract costs may consist of the following:

a. Engineering, design, mobilization, or other services performed on
the basis of commitments or other such indications of interest

b. Costs for production equipment and materials relating to specific
anticipated contracts (for example, costs for the purchase of equip-
ment, materials, or supplies)

c. Costs incurred to acquire or produce goods in excess of contractual
requirements in anticipation of follow-on orders for the same item

d. Start-up or mobilization costs incurred for anticipated but uniden-
tified contracts

11.7.45 Precontract costs that are incurred for a specific anticipated con-
tract, such as engineering, design, mobilization, or other services or produc-
tion equipment, materials, or supplies should first be evaluated for capitaliza-
tion under other authoritative literature, such as FASB ASC 330 on inventory,
FASB ASC 360 on property, plant, and equipment, or FASB ASC 985 on soft-
ware. Pre-contract costs incurred for a specific anticipated contract that are not
addressed under other authoritative literature would be recognized as an asset
only if they meet all the criteria in paragraph 5 of FASB ASC 340-40-25 (for ex-
ample, direct labor, direct materials, costs explicitly chargeable to the customer
under the contract).

11.7.46 Similarly, costs to fulfill a contract that are incurred prior to when
the customer obtains control (as contemplated in paragraphs 23–25 of FASB
ASC 606-10-25) of the good or service are first assessed to determine if they
are within the scope of other standards (such as FASB ASC 330 on inventory,
FASB ASC 360 property, plant, and equipment, or FASB ASC 985 on software),
in which case, the entity should account for such costs in accordance with those
standards (either capitalize or expense) as explained in FASB ASC 340-40-15-3.
For example, costs incurred to acquire or produce goods in excess of contractual
requirements for an existing contract in anticipation of future orders for the
same items would likely be evaluated under FASB ASC 330 on inventory.

11.7.47 For engineering and construction contracts, costs that relate di-
rectly to a contract could include direct labor, direct materials, and allocations
of costs that are explicitly chargeable to the customer under the contract and
other costs that were incurred only because the entity entered into the contract
(for example, subcontractor arrangements). As discussed in FASB ASC 340-40-
25-8a, general and administrative costs are expensed as incurred if they are
not explicitly chargeable to the customer under the contract.

11.7.48 Contracts with the U.S. federal government may provide the con-
tractor with the explicit ability, usually through the provisions of the Federal
Acquisition Regulations, to charge general and administrative costs directly
to the U.S. federal government. In such circumstances, the entity would then
apply the criteria in FASB ASC 340-40-25-5 to determine if recording an as-
set for these costs is appropriate. Contracts with commercial entities or direct
foreign government sales (that is, not a contract structured as a foreign mili-
tary sale through the U.S. federal government), should be carefully evaluated
to determine if general and administrative costs are explicitly chargeable or
recoverable under the terms of the contract.
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11.7.49 FASB ASC 340-40-25-8b explains that costs of "wasted" materials,

labor, or other resources to fulfill a contract that were not reflected in the price
of the contract should be expensed when incurred. Higher quantities or costs
compared to the original budget does not necessarily equate to wasted mate-
rials, labor, or other resources. Determining which costs are "wasted" will re-
quire significant judgment and vary depending on the facts and circumstances.
A simplistic example to illustrate the concept: If incorrect materials are used
by mistake and need to be replaced due to a construction error, the "wasted"
materials would result in immediate expense, presuming the materials could
not be used elsewhere. However, in another situation, an engineer may be more
efficient as more drawings are produced. This does not necessarily result in the
earlier engineering drawings incurring "wasted" labor. Rather, efficiency gains
simply reduce costs going forward.

11.7.50 For performance obligations that are satisfied over time as control
is transferred, the accounting for costs to fulfill a contract will generally be
recognized as costs of goods sold when incurred, regardless of the method used
to measure progress toward completion.

11.7.51 For example, entities measuring progress towards complete sat-
isfaction of a performance obligation satisfied over time using a cost-to-cost
measure will generally not have inventoried costs. In accordance with FASB
ASC 606- 10-55-17, when selecting a method for measuring progress, the en-
tity should consider whether the method would faithfully depict the entity's
performance toward complete satisfaction of the performance obligation. For
example, an output method would not faithfully depict an entity's performance
in satisfying a performance obligation if at the end of the reporting period the
entity has work in process controlled by the customer that is not included in the
measurement of the output. This represents a change from the accounting prior
to adoption of FASB ASC 606. See also the "Acceptable Measures of Progress"
section in paragraphs 11.5.01–11.5.27.

11.7.52 When using an input method to measure progress toward satis-
faction of a performance obligation, a contractor should exclude from the input
method the effects of any inputs that do not depict the entity's performance in
accordance with the guidance in FASB ASC 606-10-55-21.

Learning or Start-Up Costs
11.7.53 Certain types of contracts often have learning or start-up costs

that are sometimes incurred in connection with the performance of a contract
or a group of contracts. As discussed in BC312 of FASB ASU No. 2014-09, a
learning curve is the effect of efficiencies realized over time when an entity's
costs of performing a task (or producing a unit) declines in relation to how many
times the entity performs that task (or produces that unit).

11.7.54 Such costs usually consist of materials, labor, overhead, rework,
or other special costs that must be incurred to complete the existing contract
or contracts in progress and are distinguished from research and development
costs. As a cost activity matures over its life cycle, the expectation is that these
costs would decline over time. These costs are often anticipated and contem-
plated between the contractor and customer, and considered in negotiating and
establishing the aggregate contract price. Consistent with BC313–BC314 of
FASB ASU No. 2014-09, if an entity has a single performance obligation to
deliver a specified number of units and the performance obligation is satisfied
over time, it may be appropriate for an entity to select a method under FASB
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ASC 606 (such as cost-to-cost) that results in the entity recognizing more rev-
enue and expense for the early units produced relative to the later units.

11.7.55 For example, assume a contractor is engaged to construct a 10-
story building. The contractor determined there is a single performance obli-
gation that is satisfied over time and revenue will be recognized using an in-
put measure (for example, a cost-to-cost input method). The bottom floors of
the building are expected to cost more than the top floors due to the learning
curve costs involved. Therefore, the contractor will recognize more revenue and
contract costs for the first components produced as compared to the later com-
ponents.

11.7.56 In accordance with the requirements of FASB ASC 340-40-25-5a,
start-up or learning costs incurred for anticipated but unidentified contracts
would most likely not be capitalized before a specific contract was identified.

11.7.57 Contractors may incur mobilization costs to move personnel,
equipment, and supplies to the project site. Contractors may also incur on-
site pre-construction costs in the form of temporary facilities for a construc-
tion project (such as offices, construction parking areas, access roads, and util-
ities). These pre-construction costs often establish facilities on the customer's
property, and the related requirements for these facilities are specified in the
contractual arrangements with the customer.

11.7.58 Once the contractor commences performance for a performance
obligation satisfied over time, contract costs incurred to satisfy the performance
obligation will generally not be eligible for capitalization and should be ex-
pensed when incurred in accordance with paragraph 8c or 8d of FASB ASC 340-
40-25. Contractors should analyze mobilization and pre-construction activities
to determine whether they are incurred while satisfying a performance obliga-
tion(s) to a customer. For example, when mobilization or pre-construction ful-
fillment activities are a necessary part of satisfying a performance obligation(s)
and control is continuously transferred to the customer, FinREC believes that
the related costs should be recognized as costs of goods sold as incurred. Other-
wise, these costs should be capitalized as fulfillment costs if all the criteria in
FASB ASC 340-40-25-5 are met.

Subsequent Measurement
11.7.59 In accordance with FASB ASC 340-40-35-1, assets recognized for

incremental costs of obtaining a contract or fulfillment costs should be amor-
tized on a systematic basis that is consistent with the transfer to the customer
of the goods or services to which the asset relates. For example, if the contractor
measures progress toward satisfaction of the performance obligation(s) using
the cost-to-cost input method, the amount of costs of obtaining or fulfilling a
contract that qualify for capitalization should be amortized in proportion to
the construction costs incurred.

11.7.60 In addition, FASB ASC 340-40-35-2 requires that "an entity shall
update the amortization to reflect a significant change in the entity's expected
timing of transfer to the customer of the goods or services to which the asset
relates." FASB ASC 250-10 requires such a change to be accounted for as a
change in accounting estimate. Such change could be indicative of impairment
of the related assets, and entities should evaluate the facts and circumstances
to determine the appropriate conclusions.
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11.7.61 For assets accounted for in paragraphs 1–7 of FASB ASC 340-

40-25, contractors should recognize an impairment loss when the condition in
FASB ASC 340-40-35-3 is met. For example, if a contract is terminated prior to
amortization of related costs, an impairment loss should be recognized unless
the contractor expects to recover the costs as part of the termination settlement.
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Chapter 12

Depository Institutions

Notice to Readers
This chapter presents accounting implementation issues developed to assist
management of depository institutions in applying FASB Accounting Stan-
dards Codification (ASC) 606, Revenue from Contracts with Customers, and
related interpretations from the FASB/IASB Joint Transition Resource Group
(TRG).

The AICPA Depository Institutions Revenue Recognition Task Force identi-
fied and developed these accounting implementation issues, and the AICPA
Revenue Recognition Working Group and AICPA Financial Reporting Exec-
utive Committee (FinREC) approved them. They are a source of nonauthori-
tative accounting guidance for nongovernmental entities.

The accounting implementation issues have been organized within this chap-
ter as follows:

� In relation to the five-step model of FASB ASC 606, when appli-
cable,

— Step 1: "Identify the contract with a customer"

— Step 2: "Identify the performance obligations in the con-
tract"

— Step 3: "Determine the transaction price"

— Step 4: "Allocate the transaction price to the perfor-
mance obligations in the contract"

— Step 5: "Recognize revenue when (or as) the entity sat-
isfies a performance obligation"

� By revenue stream
� As other related topics, starting at paragraph 12.7.01

The following table outlines the accounting implementation issues discussed
in this chapter:

Issue Description
Paragraph
Reference

Sale of non-operating assets (other real estate owned)
Other related topics

12.7.01–12.7.20

Scope
Other related topics

12.7.21–12.7.32
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Application of the Five-Step Model of FASB ASC 606

Other Related Topics
This Accounting Implementation Issue Is Relevant for the Sale of Non-
Operating Assets That Are in the Scope of FASB ASC 610-20 and Are Required
to Apply Guidance From FASB ASC 606.

Sale of Non-Operating Assets (Other Real Estate Owned)

Scope — Collectibility
12.7.01 Banks selling nonfinancial assets repossessed upon a loan default

and not considered a business will likely apply the guidance in FASB ASC 610-
20, which is applicable to sales of nonfinancial assets to parties that are not
customers. FASB ASC 606-10-20 defines a customer as "a party that has con-
tracted with an entity to obtain goods or services that are an output of the
entity's ordinary activities in exchange for consideration." A bank's "ordinary
activities" include investing in financial assets and do not typically include in-
vesting in nonfinancial assets. FinREC believes that, although a seller-financed
sale of real estate that is not considered a business would involve a product (a
loan) that is part of a bank's ordinary activities, the other good that is being
obtained by the buyer (the property) is generally not an output of a bank's ordi-
nary activities and is therefore in the scope of FASB ASC 610-20. This section
does not contemplate the accounting for the sale of a business by a bank nor
the sale of assets considered to be an output of a bank's ordinary activities.

12.7.02 Under FASB ASC 610-20-40-1a, an entity should apply the provi-
sions of paragraphs 1–8 of FASB ASC 606-10-25 to determine whether a con-
tract exists. FASB ASC 606-10-25-1 lists the criteria that need to be met for a
contract to exist:

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

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

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

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

e. It is probable that the entity will collect substantially all of the con-
sideration to which it will be entitled in exchange for the goods or
services that will be transferred to the customer (see FASB ASC
606-10-55-3A through 55-3C). In evaluating whether collectibility
of an amount of consideration is probable, an entity shall consider
only the customer's ability and intention to pay that amount of con-
sideration when it is due. The amount of consideration to which the
entity will be entitled may be less than the price stated in the con-
tract if the consideration is variable because the entity may offer
the customer a price concession as discussed in paragraph 606-10-
32-7.
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12.7.03 All five criteria in FASB ASC 606-10-25-1 need to be met for a

contract to exist. When banks' sell real estate, criteria b–d are typically met
and evidenced through a written agreement between the parties, but criteria a
and e may require further analysis. Specifically, the initial and continuing in-
vestment made by the buyer in a seller-financed sale of foreclosed assets should
be considered in determining whether it is probable that an entity will collect
substantially all of the consideration to which it will be entitled and whether
the parties are committed to perform under the contract.

12.7.04 The seller should consider all facts and circumstances of the trans-
action to determine whether the buyer is committed to purchase the prop-
erty. One indicator of a buyer's commitment may be the loan-to-value ratio of
the buyer's financing. A significantly high loan-to-value ratio may indicate the
buyer is not committed to purchase the property. Another indicator a seller may
assess is whether the property will be used as the buyer's primary residence or
as an income property. Determination of a buyer's commitment is a matter of
judgment, and a seller should evaluate all facts and circumstances of the ar-
rangement.

12.7.05 The estimated transaction price may be less than the contract
price because, for example, an entity anticipates offering a price concession. It
is important to note that the collectibility assessment to determine whether a
contract exists relates to the amount of consideration to which an entity expects
to be entitled in exchange for the goods or services that will be transferred to the
customer (which is expected to be the transaction price), not the stated contract
price as explained in paragraphs 3A–3C of FASB ASC 606-10-55. Therefore, be-
fore determining if a contract with a customer exists, an entity will first need to
estimate the transaction price so the appropriate values can be assessed for col-
lectibility. Generally, FinREC believes a bank that sells real estate and finances
a portion of such sale at a market rate will not expect to offer the counterparty
a price concession. However, if at contract inception, an entity expects to receive
an amount less than the stated contract price, judgment should be applied to
determine if the transaction price is less than the stated contract price because
it includes a price concession. If a price concession exists, the transaction price
would be the stated contract price adjusted for any adjustments as required
by FASB ASC 606-10-32-3, including the price concession and any constraints
on variable consideration in accordance with paragraphs 11–13 of FASB ASC
606-10-32.

12.7.06 If an entity determines that it is not probable that it will collect
substantially all of the estimated transaction price from the customer (note that
the estimated transaction price may be lower than the stated contract price),
it cannot conclude that the contract criterion in FASB ASC 606-10-25-1e has
been met. Entities may consider the example in paragraphs 95–98 of FASB
ASC 606-10-55 on assessing collectibility in a sale of real estate when evaluat-
ing whether it is probable an entity will collect substantially all of the consid-
eration to which it expects to be entitled. Refer to chapter 9, "Credit Losses," of
the AICPA Audit and Accounting Guide Depository and Lending Institutions:
Banks and Savings Institutions, Credit Unions, Finance Companies, and Mort-
gage Companies for further discussion of management's process for assessing
collectibility and estimating losses.

12.7.07 FASB ASC 606-10-25-5 states that

[i]f a contract with a customer meets the criteria in paragraph 606-
10-25-1 at contract inception, an entity shall not reassess those
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criteria unless there is an indication of a significant change in facts
and circumstances. For example, if a customer's ability to pay the con-
sideration deteriorates significantly, an entity would reassess whether
it is probable that the entity will collect the consideration to which the
entity will be entitled in exchange for the remaining goods or services
that will be transferred to the customer.

12.7.08 As discussed in FASB ASC 606-10-25-6, if it is not probable that
the entity will collect the consideration it expects to be entitled to or the other
criteria for being considered a contract are not met, the entity should continue
to assess the agreement to determine whether the criteria are subsequently
met. The agreement would not be considered a contract accounted for under
FASB ASC 610-20 until all criteria under FASB ASC 606-10-25-1 are met.

12.7.09 FASB ASC 606-10-25-7 states that

[w]hen a contract with a customer does not meet the criteria in ASC
606-10-25-1 and an entity receives consideration from the customer,
the entity shall recognize the consideration received as revenue only
when one or more of the following events have occurred:

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

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

c. The entity has transferred control of the goods or ser-
vices to which the consideration that has been received re-
lates, the entity has stopped transferring goods or services
to the customer (if applicable) and has no obligation un-
der the contract to transfer additional goods or services,
and the consideration received from the customer is non-
refundable.

12.7.10 FASB ASC 606-10-25-8 states that "[a]n entity shall recognize
the consideration received from a customer as a liability until one of the events
in ASC 606-10-25-7 occurs or until the criteria in ASC 606-10-25-1 are subse-
quently met."

Determining the Amount of Consideration (Transaction Price)
12.7.11 FASB ASC 610-20-32-1 refers to select paragraphs in FASB ASC

606 for measuring the consideration to be included in the calculation of the
gain or loss recognized upon derecognition of a nonfinancial asset. Specifically,
an entity should look to the guidance on determining the transaction price in
paragraphs 2–27 of FASB ASC 606-10-32 as well as paragraphs 42–45 of FASB
ASC 606-10-32 on accounting for changes in the transaction price.

12.7.12 Paragraphs 15–20 of FASB ASC 606-10-32 discuss how to take
into account the existence of a significant financing component in the contract.
Generally, the transaction price in a bank's sale of real estate will be the amount
in a purchase and sale agreement (that is, the contract price). This includes
seller-financed sales of real estate when the financing is at market. However,
in seller-financed sales of real estate where the financing terms are not con-
sistent with market, the entity must then determine the transaction price by
discounting the amount of promised consideration using a discount rate that
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would be reflected in a separate transaction between the entity and its customer
at contract inception (see FASB ASC 835-30, Interest—Imputation of Interest).

12.7.13 Further, when determining the transaction price, an entity is re-
quired to determine whether credit risks that were known at contract inception
represent implied price concessions (that is, a form of variable consideration).
If they do, such amounts should not be included in the estimated transaction
price.

12.7.14 However, when an entity believes it is probable that it will collect
substantially all but not the full amount of consideration, it may be difficult
to determine whether the entity has implicitly offered a price concession or
whether the entity has chosen to accept the risk of default by the customer of
the contractually agreed-upon consideration. FASB ASC 606 does not include
detailed guidance for distinguishing between price concessions and the risk of
impairment losses embedded in an at-market loan. Therefore, as noted in BC
194 of FASB Accounting Standards Update (ASU) No. 2014-09, Revenue from
Contracts with Customers, entities should consider all relevant facts and cir-
cumstances when analyzing the nature of collectibility issues that were known
at the onset of the contract (see further discussion on the collectibility contract
criterion discussed previously).

Satisfaction of Performance Obligations — Transfer of Control at a
Point in Time

12.7.15 Sales of nonfinancial assets (such as real estate) would be rec-
ognized when control of the asset transfers to the buyer. Under FASB ASC
610-20-40-1, an entity selling a nonfinancial asset would apply the guidance in
FASB ASC 606-10-25-30 on determining when an entity satisfies a performance
obligation at a point in time by transferring control of the asset.

12.7.16 FASB ASC 606-10-25-30 provides the following indicators to con-
sider when determining whether control of a promised asset has been trans-
ferred:

a. The entity has a present right to payment for the asset.
b. The customer has legal title to the asset.
c. The entity has transferred physical possession of the asset.
d. The customer has the significant risks and rewards of ownership of

the asset.
e. The customer has accepted the asset.

12.7.17 If an entity concludes that control of the asset has not transferred,
a sale has not occurred and the asset is not derecognized. The indicators in
FASB ASC 606-10-25-30 are not meant to be a checklist, all-inclusive, or nec-
essarily determinative individually or in combination with one another.

12.7.18 FinREC believes that for banks' sales of real estate, criteria a, b, c
and e of FASB ASC 606-10-25-30 are typically met on the closing. The purchase
and sale agreement documents the bank's present right to payment for the
property and transfers the legal title to the buyer. The buyer typically indicates
that it has obtained physical possession of and accepted the property by either
occupying the property directly (owner-occupied properties) or leasing out the
property to tenants (income properties).

12.7.19 For criteria c and d of FASB ASC 606-10-25-30, banks are re-
minded to consider the guidance in FASB ASC 606-10-55-68 which states that
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If an entity has an obligation or a right to repurchase the asset (a
forward or a call option), a customer does not obtain control of the
asset because the customer is limited in its ability to direct the use of,
and obtain substantially all of the remaining benefits from, the asset
even though the customer may have physical possession of the asset.

Banks may consider the guidance in FASB ASU No. 2014-04, Receivables—
Troubled Debt Restructurings by Creditors (Subtopic 310-40): Reclassification
of Residential Real Estate Collateralized Consumer Mortgage Loans Upon Fore-
closure. FASB ASU No. 2014-04 acknowledges that "A creditor may obtain legal
title to the residential real estate property even if the borrower has redemption
rights that provide the borrower with a legal right for a period of time after a
foreclosure to reclaim the real estate property by paying certain amounts spec-
ified by law." Consequently, if such reclaim rights exists, a bank may be pre-
cluded from recognizing a gain or loss on the seller-financed sale of foreclosed
real estate until the reclaim period expires. Specific facts and circumstances,
including applicable laws and regulations, should be considered in evaluating
whether control of the real estate property has been transferred.

12.7.20 Banks may have to perform further analysis on criterion d of
FASB ASC 606-10-25-30 in certain cases to determine whether the significant
risks and rewards of ownership of the property have transferred to the buyer.
However, FinREC believes that banks' sales of real estate typically do not have
the common characteristics that would result in the banks retaining the signif-
icant risks and rewards of ownership of the property.

Scope
This Accounting Implementation Issue Documents Application of the Scope
Guidance in FASB ASC 606-10-15-2 as Discussed by the TRG.

Background
12.7.21 FASB ASC 606-10-15-2 states the following:

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

a. Lease contracts within the scope of Topic 840, Leases, or
Topic 842, Leases, upon adoption of that Topic.

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

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

1. Topic 310, Receivables
2. Topic 320, Investments—Debt Securities

2a. Topic 321 Investments—Equity Securities [when
adopted]

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

4. Topic 325, Investments—Other
5. Topic 405, Liabilities
6. Topic 470, Debt
7. Topic 815, Derivatives and Hedging
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8. Topic 825, Financial Instruments

9. Topic 860, Transfers and Servicing.

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

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

12.7.22 FASB ASC 606-10-15-4 states the following:

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

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

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

Application to Credit Card Annual Fees
12.7.23 Some entities charge periodic fees for a customer's ability to use

a credit card for a period of time. The TRG discussed these periodic card fees,
considering whether they are within the scope of FASB ASC 310 and thus out-
side the scope of FASB ASC 606. Paragraph 20 of TRG Agenda Ref. No. 44, July
2015 Meeting — Summary of Issues Discussed and Next Steps, states that "TRG
members agreed with the staff view that credit card fees are within the scope
of Topic 310, Receivables."

12.7.24 Paragraph 21 of TRG Agenda Ref. No. 44 states the following:

A TRG observer noted that the staff view in paragraph 16 of the TRG
paper is important. That paragraph explains the staff 's view that if
any entity (bank or otherwise) enters into an arrangement that is la-
belled a credit card lending arrangement, but the overall nature of the
arrangement is not a credit card lending arrangement, then the entity
should not presume that the arrangement is entirely within the scope
of Topic 310 and outside the scope of Topic 606.
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Deposit Related Fees
12.7.25 Entities may charge fees related to a customer deposit account.

Deposit-related fees may be based on a customer's account balance and activity
(for example, wire transfer fees, account maintenance fees).

12.7.26 The TRG discussed deposit-related fees, considering whether such
fees are within the scope of FASB ASC 606 or whether other topics, including
FASB ASC 405, address their recognition. Paragraph 20 of TRG Agenda Ref.
No. 55, April 2016 Meeting — Summary of Issues Discussed and Next Steps,
states the following:

... TRG members agreed with the staff view that deposit-related fees
are within the scope of Topic 606 ... Stakeholders had raised this ques-
tion because they were unclear about whether those fees would be ex-
cluded from Topic 606 due to the scope exception in paragraph 606-
10-15-2(c)(5). That subparagraph states that Topic 405, Liabilities, is
excluded from the scope of Topic 606. However, the staff notes that
Topic 405 only addresses the accounting for the deposit liability and
does not have an accounting framework for recognizing revenue from
deposit-related transactions. Accordingly, TRG members agreed that
the fees are within the scope of Topic 606.

12.7.27 Paragraphs 36–54 of TRG Agenda Ref. No. 52, Scoping Consid-
erations for Financial Institutions, provides considerations related to applying
FASB ASC 606 to deposit fees.

Servicing and Subservicing Income
12.7.28 Some financial institutions originate loans and subsequently sell

them to third parties (for example, government-sponsored entities that securi-
tize large quantities of similar loan assets). When a financial institution sells
the loan to a third party, it sometimes retains the right to service the finan-
cial asset. Additionally, entities may acquire or assume the rights to service or
subservice ("servicing") financial assets.

12.7.29 The entity that services a loan (servicer) performs various ser-
vices, such as collecting amounts contractually due (principal, interest, and es-
crow) as well as remitting payments such as escrowed taxes and insurance or
amounts. Additionally, servicing financial assets may include tracking delin-
quent borrowers, pursuing collection from delinquent borrowers, and initiating
foreclosure proceedings to obtain title to and liquidate any collateral to min-
imize losses on significantly delinquent financial assets. Entities that service
financial assets may have to remit payments to guarantors, trustees, municipal-
ities, and other service providers (such as subservicers or insurance providers)
in addition to other responsibilities. Ultimately, the level of services provided
by the servicer or subservicer ("servicer") depends on the type of loan and con-
tractually specified terms.

12.7.30 In exchange for servicing the loan, the servicer receives a contrac-
tually specified servicing fee. The servicing fees are commonly a percentage of
the unpaid principal balance of the loans that are collected over the life of the
loans as payments are received, but also may include certain ancillary fees (late
fees, modification fees, and so on), as well as interest income earned on cash re-
ceived and held prior to remittance to another party (float) or other fees in the
case of subservicing.
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12.7.31 The TRG discussed the question of whether servicing and subser-

vicing income ("servicing income") is within the scope of FASB ASC 860 and
thus outside the scope of FASB ASC 606. Paragraphs 18 and 19 of TRG Agenda
Ref. No. 55 state the following:

On Question 1, TRG members generally agreed with the staff view
that fees related to arrangements that are within the scope of Topic
860, Transfers and Servicing, are not within the scope of Topic 606.
Paragraph 606-10-15-2(c) contains a scope exception for financial in-
struments and other contractual rights or obligations within the scope
of Topic 860. Subtopic 860-50 requires that an intangible asset or li-
ability be recognized and initially measured at fair value when the
expected future servicing cash flows (that is, the benefits of servicing)
are in excess of, or below, the going market rate for those services (de-
fined as adequate compensation in Topic 860).
While Topic 860 includes detailed guidance on the initial recognition
and subsequent measurement of servicing assets and liabilities, it does
not include explicit guidance describing the revenue recognition of con-
tractually specified servicing fees. However, based on the subsequent
measurement guidance in Topic 860 that requires either (a) fair value
measurement, which reflects the remaining expected cash flows or (b)
amortization of the servicing asset or liability in proportion to, and
over the period of, estimated net servicing income or loss (with an eval-
uation of impairment of the asset/liability at each reporting date), the
staff view is that the subsequent measurement guidance in Topic 860
provides implicit guidance on accounting for the servicing cash flows.
That is, the subsequent measurement of the asset/liability and the ser-
vicing fees cash flows are inextricably linked.

12.7.32 Given the TRG's conclusion that FASB ASC 860 provides suffi-
cient revenue recognition guidance, servicing and subservicing arrangements
within the scope of FASB ASC 860 are not within the scope of FASB ASC 606.
The TRG did not provide guidance on what types of servicing or subservicing
fee arrangements are within the scope of FASB ASC 860.
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Chapter 13

Telecommunications Entities

Notice to Readers
This chapter presents accounting implementation issues developed to as-
sist management of telecommunication entities in applying FASB Accounting
Standards Codification (ASC) 606, Revenue from Contracts with Customers,
and related interpretations from the FASB/IASB Joint Transition Resource
Group for Revenue Recognition (TRG).

The AICPA Telecommunication Entities Revenue Recognition Task Force
identified and developed these accounting implementation issues, and the
AICPA Revenue Recognition Working Group and AICPA Financial Reporting
Executive Committee (FinREC) approved them. They are a source of nonau-
thoritative accounting guidance for nongovernmental entities.

The accounting implementation issues have been organized within this chap-
ter as follows:

� In relation to the five-step model of FASB ASC 606, when appli-
cable:

— Step 1: "Identify the contract with a customer," starting
at paragraph 13.1.01

— Step 2: "Identify the performance obligations in the con-
tract," starting at paragraph 13.2.01

— Step 3: "Determine the transaction price," starting at
paragraph 13.3.01

— Step 4: "Allocate the transaction price to the perfor-
mance obligations in the contract," starting at para-
graph 13.4.01

— Step 5: "Recognize revenue when (or as) the entity sat-
isfies a performance obligation"

� By revenue stream
� As other related topics, starting at paragraph 13.7.01

The following table outlines the accounting implementation issues discussed
in this chapter:

Issue Description
Paragraph
Reference

Impact of enforceable rights and obligations on contract
term
Step 1: Identify the contract with a customer

13.1.01–13.1.18

(continued)
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Issue Description
Paragraph
Reference

Identification of separate performance obligations
Step 2: Identify the performance obligations in the
contract

13.2.01–13.2.35

Considering the effect of the time value of money
Step 3: Determine the transaction price

13.3.01–13.3.19

Determining the transaction price
Step 3: Determine the transaction price

13.3.20–13.3.55

Determining the stand-alone selling price and
allocating the transaction price
Step 4: Allocate the transaction price to the
performance obligations in the contract

13.4.01–13.4.14

Portfolio accounting
Other related topics

13.7.01–13.7.40

Disclosure and transition
Other related topics

13.7.41–13.7.78

Accounting for contract costs
Other related topics

13.7.79–13.7.105

Miscellaneous fees
Other related topics

13.7.106–13.7.133

Wireless transactions within the indirect channel
Other related topics

13.7.134–13.7.178

Material renewal rights in telecommunications
contracts
Other related topics

13.7.179–13.7.193

Contract modifications
Other related topics

13.7.194–13.7.227

Application of the Five-Step Model of FASB ASC 606

Step 1: Identify the Contract With a Customer

Impact of Enforceable Rights and Obligations on Contract Term
This Accounting Implementation Issue Is Relevant to Step 2: "Identify the Con-
tract With a Customer," of FASB ASC 606.

13.1.01 FASB ASC 606-10-25-3 explains that an entity shall apply the
guidance to the contractual period in which the parties to the contract have
present enforceable rights and obligations. Further, FASB ASC 606-10-25-4
notes that an agreement does not result in enforceable rights and obligations,
and therefore a contract does not exist, if it is wholly unperformed and both
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parties have unilateral rights to terminate the agreement without compensat-
ing the other party.

13.1.02 The determination of the contractual period in which the par-
ties have present enforceable rights and obligations will require a thorough
review of the contract. Common types of contracts seen within the industry
include month-to-month contracts, month-to-month contracts with nonrefund-
able upfront fees (for example, material rights) and noncancellable fixed-term
contracts with early termination penalties. The contractual period may be read-
ily apparent when there is a fixed noncancellable term (for example, two years,
which is a common fixed noncancellable term in telecommunications contracts).
However, many telecommunication companies have month-to-month contracts
with their customers, either from inception or upon expiration of an initial con-
tract term. Each month of service is automatically renewed, but either party
has the ability to terminate the one-month agreement at any time without
penalty or to decline the renewal option.

13.1.03 Future months for which the customer has not agreed to the re-
newal would not create enforceable rights and obligations because both par-
ties have the unilateral right to terminate the agreement without penalty. In
month-to-month contracts (that do not contain termination penalties if the cus-
tomer does not renew beyond the current month of service being provided), Fin-
REC believes the contractual period would be for the time period for which each
party has enforceable rights and obligations (generally, the current month that
has been agreed to), and future renewal periods that have not been exercised
by the customer would not be part of the contractual period until the renewal
is exercised (that is, each month is its own contractual period).

13.1.04 Another example is when a customer pays for a device using a
wireless equipment installment plan (EIP) arrangement. A customer signs an
EIP agreement, which allows the customer to pay for the device up to a maxi-
mum payment period (for example, 24 months) with a minimum monthly pay-
ment amount. Simultaneously, the customer enters into a separate contract
for one month of service and the option to enter into subsequent monthly ser-
vice contracts. For simplicity, assume that the month-to-month service plan
may be renewed at the then-current stand-alone selling price (SSP), and that
no upfront fee is required. The existence of a stated renewal rate or an up-
front fee may affect the accounting conclusion related to this example; see the
"Material Renewal Rights in Telecommunications Contracts" section in para-
graphs 13.7.179–13.7.193 for further discussion. The entity concludes that the
arrangement should be accounted for as a combined contract because the sale
of the device and the one-month service contract with a right to renew were
negotiated as a package in accordance with FASB ASC 606-10-25-9a. The cus-
tomer may pay the unpaid balance owed for the device over any period up to the
maximum term; however, the customer must continue to enter into additional
monthly service contracts if the customer wishes to extend the payment period
for the device to the maximum allowable period. If the customer wishes to not
enter into a subsequent monthly service contract, the customer must pay off
the remaining balance on the device, if any.

13.1.05 Because the EIP contract in this example does not require the
customer to maintain service in order to keep the device, there is no legally
enforceable obligation beyond the one month of service because the purchase
of additional months is an option for the customer, whereby the customer can
pay off the device and terminate service or renew service and further defer a
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portion of the remaining amount owed on the device. The TRG clarified con-
tract enforceability and termination clauses, optional purchases, customer ter-
mination rights, and penalties in TRG Agenda Ref. No. 48, Customer Options
for Additional Goods and Services. Paragraph 10 of TRG Agenda Ref. No. 49,
November 2015 Meeting — Summary of Issues Discussed and Next Steps, states
the following:

TRG members supported the view that the legally enforceable contract
period should be considered the contract period. Since that meeting,
stakeholders have raised further questions (Issue 2) about evaluating
a contract when only one party has the right to terminate the contract.
TRG members agreed with the staff analysis that the views expressed
at the October 2014 TRG meeting would be consistent regardless of
whether both parties can terminate, or whether only one party can
terminate. TRG members highlighted that when performing an eval-
uation of the contract term and the effect of termination penalties, an
entity should consider whether those penalties are substantive. De-
termining whether a penalty is substantive will require judgment and
the examples in the TRG paper do not create a bright line for what is
substantive.

13.1.06 The TRG discussion illustrates that a penalty is a form of com-
pensation paid to the vendor for both (1) foregoing the transfer of future goods
or services to the customer along with (2) the resulting amounts that otherwise
would be payable to the vendor, as contractually agreed. A penalty generally
is incremental to contractual payments due to the vendor for previously trans-
ferred goods and services up to the time of cancellation.

13.1.07 FinREC believes an EIP contract, when combined with the month-
to-month service contract, may include a substantive termination penalty when
the contract includes a significant financing component at contract inception
(see the "Considering the Effect of the Time Value of Money" section in para-
graphs 13.3.01–13.3.19 for further discussion). If a customer cancels (or fails to
renew) the service contract, the customer is required to pay the amount owed
on the device and loses the financing discount (the benefit of the time value of
money) that was provided at contract inception. Paragraph 48 of TRG Agenda
Ref. No. 48 includes an example similar to the EIP contract example, whereby
an entity considers whether a penalty (or foregoing an upfront discount) is sub-
stantive:

Contract 2: An entity sells equipment and consumable parts for the
equipment (both the equipment and parts are distinct goods that do
not meet the overtime criteria). The standalone selling price of the
equipment and parts is CU 10,000 and CU 100, respectively. The en-
tity sells the equipment for CU 6,000 (a 40% discount from standalone
selling price) and provides an option to purchase each part for CU 100.
If the customer does not purchase at least 200 parts, it is required to
pay a penalty to repay some or all of the CU 4,000 discount provided
on the equipment. The penalty decreases as each part is purchased at
a rate of CU 20 per part. A discount of CU 10 would be viewed as a
material right to the customer.

13.1.08 For the example in paragraph 48 of TRG Agenda Ref. No. 48, the
FASB staff concluded, and the TRG agreed, that the requirement to forego the
discount should be viewed as a termination penalty that needs to be evaluated
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regarding whether it is substantive. In the case of an EIP contract, the telecom-
munications entity would consider the quantitative amount of the penalty (that
is, the loss of the financing discount), as well as other qualitative factors that
may be relevant to the assessment of whether the penalty is substantive and
provide evidence of enforceable rights and obligations beyond the one-month
service contract. If the termination penalty is substantive, the telecommunica-
tions entity's identification of performance obligations would include additional
months of service to be provided after the contractual minimum one month (the
number of periods over which foregoing the financing discount would be con-
sidered a substantive penalty, which may be up to the end of the maximum
payment period of the EIP).

13.1.09 Generally, if a significant financing component does not exist in
the contract, the loss of the financing discount upon a customer's termination
of the installment plan would not likely be considered a substantive penalty,
and the service contract would be accounted for as a monthly contract with a
renewal option that should be evaluated to determine if the option is a material
right.

13.1.10 Telecommunications entities may include other incentives (for ex-
ample, options for free future goods and services) within contracts, which may
be material rights. The revenue that is deferred for an incentive deemed to be
a material right should be recognized when the future goods or services are
transferred or when the option expires. Refer to the "Material Renewal Rights
in Telecommunications Contracts" section in paragraphs 13.7.179–13.7.193 for
additional information.

13.1.11 Consideration should be given to whether the ability of the cus-
tomer to renew at the end of the contract's stated term is a stand-ready obli-
gation. Stand-ready obligations are discussed in BC50 of FASB Accounting
Standards Update (ASU) No. 2014-09, Revenue from Contracts with Customers
(Topic 606). BC50 discusses when there is a stand-ready obligation on the part
of an entity, which the entity must perform at the discretion of the customer
and only the customer can terminate the contract. As noted earlier, in month-
to-month contracts (that do not contain termination penalties for beyond the
current month of service being provided), FinREC believes the contractual pe-
riod would be the time period for which each party has enforceable rights and
obligations (generally, the current month that has been agreed to), and future
renewal periods that have not been exercised by the customer would not be part
of the contractual period until the renewal is exercised (that is, each month is
its own contractual period). Further, telecommunications entities typically have
the right to terminate the contract; that is, the nature of these month-to-month
contracts is such that the customer is not the only party with the right to termi-
nate the contract. As a result, FinREC believes the customer's ability to renew
a monthly contract at the then-current SSP does not contain a stand-ready
obligation as contemplated by FASB.

13.1.12 A telecommunications company would also consider whether the
monthly price for service is at a then-current SSP or if it is a rate stated at
contract inception with no ability to reprice. A month-to-month contract that
provides a fixed renewal price may provide the customer with the right to re-
new the contract at a rate different (presumably, lower) than the SSP (that is,
the price charged to other customers). In these circumstances, a telecommuni-
cations company would evaluate whether a material right exists as a result of
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the difference in pricing. Refer to the "Material Renewal Rights in Telecommu-
nications Contracts" section in paragraphs 13.7.179–13.7.193 for further dis-
cussion regarding material rights.

13.1.13 The determination of whether the parties to a contract have a
unilateral enforceable right to terminate a wholly unperformed contract with-
out compensating the other party (or parties) will require a thorough review
of the contract. Telecommunication companies may have clauses in customer
agreements that give the company the unilateral right to modify or cancel the
contract without compensating the customer. For example, at contract incep-
tion, a telecommunications company may have the unilateral right to change
the channel lineup for its television service contracts. However, the customer
may not have the unilateral right to cancel service due to this change in channel
lineup (that is, the customer may cancel but subject to penalty). BC50 of FASB
ASU No. 2014-09 explains that when only the entity (the telecommunications
company) can terminate the wholly unperformed contract without penalty, and
not the customer, the telecommunications company has an enforceable right to
payment from the customer if it chooses to perform.

13.1.14 Some telecommunications companies include language in their
customer contracts that requires the customer to pay a penalty for terminat-
ing the contract earlier than the contractual period. A substantive termination
penalty that compensates the other party is evidence of the enforceable rights
and obligations for both parties throughout the period covered by the termi-
nation penalty. Determining whether a termination penalty is substantive re-
quires judgment. Some of the factors a telecommunications entity may consider
include the following:

a. The nature and purpose of the termination penalty (For example,
is it designed to compel customers to stay? Is it meant to recoup
upfront costs?)

b. The amount of the penalty

c. The specific laws and regulations in the given jurisdiction (For ex-
ample, certain jurisdictions may limit the amount of or not permit
an entity to charge termination penalties.)

13.1.15 No one factor is determinative, and a telecommunications entity
may reach different conclusions for different types of contracts depending on
their facts and circumstances. If a contract does not include a substantive ter-
mination payment, the duration of the contract may be shorter than the stated
contractual term.

13.1.16 There is diversity in the telecommunications industry on enforce-
ment of the termination penalties. If the telecommunications company has legal
and contractual rights to that substantive termination penalty (regardless of
whether it is actively enforced), then FinREC believes a contract exists pur-
suant to the stated contractual period (that is, the period for which there are
present enforceable rights and obligations). FASB decided in BC32 of FASB
ASU No. 2014-09 that the determination of whether an agreement creates en-
forceable rights and obligations is a question to be considered within the rele-
vant legal framework. Therefore, FinREC believes that the question of whether
the substantive termination penalty is actively enforced does not affect the con-
clusion of what the contractual period is unless the entity's lack of enforcement
changes the entity's enforceable rights and obligations in the relevant legal ju-
risdiction. Rather, it is the stated contractual period in the contract for which
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there are present enforceable rights and obligations that establishes the con-
tractual period.

13.1.17 The following example is illustrative, and the actual determina-
tion of the contract term should be based on the facts and circumstances of an
entity's specific situation.

Example 13-1-1

A new customer is offered telephone service for a two-year period for $20 per
month, which represents the SSP of this particular plan. At the end of the two-
year period, the customer has the right to renew the contract on a month-to-
month basis at the then-current SSP. The contract includes a significant ter-
mination penalty if the customer elects to terminate the agreement prior to
the end of the two-year period. The company determines that the termination
penalty is substantive. The company has a poor history of billing and attempt-
ing to collect termination penalties. The company's past practice of allowing
customers to terminate the contract without enforcing collection of the termi-
nation penalty does not change the parties' enforceable rights and obligations in
the contract. That is, regardless of the company's intention or ability to enforce
it, the present rights and obligations within the contract are for the company
to provide two years of telephone service for which it has right to payment from
the customer. Therefore, the agreement constitutes a contract with a two-year
contractual period.

13.1.18 Certain foreign jurisdictions have consumer-friendly laws that
may invalidate a company's contracts with its customers if challenged in a court
of law. Therefore, careful consideration will be needed for contracts that have
been approved and committed to by the entity and its customers but that may
not be enforceable in a court of law in a specific jurisdiction. This evaluation
may be more complex in situations in which contracts are entered into across
multiple jurisdictions.

Step 2: Identify the Performance Obligations in the Contract

Identification of Separate Performance Obligations
This Accounting Implementation Issue Is Relevant to Step 2: "Identify the Per-
formance Obligations in the Contract," of FASB ASC 606.

13.2.01 FASB ASC 606-10-25-14 explains that a performance obligation
is a promise to transfer to the customer either of the following:

a. A good or service (or a bundle of goods or services) that is distinct
b. A series of distinct goods or services that are substantially the same

and that have the same pattern of transfer to the customer (see
paragraph 606-10-25-15)

13.2.02 FASB ASC 606-10-25-19 explains that a good or service is distinct
if both of the following criteria are met:

a. The customer can benefit from the good or service either on its own
or together with other resources that are readily available to the
customer (that is, the good or service is capable of being distinct).

b. The entity's promise to transfer the good or service to the customer
is separately identifiable from other promises in the contract (that
is, the promise to transfer the good or service is distinct within the
context of the contract).
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13.2.03 FASB ASC 606-10-25-21 states the following:

The objective when assessing whether an entity's promises to trans-
fer goods or services to the customer are separately identifiable in ac-
cordance with paragraph 606-10-25-19(b) is to determine whether the
nature of the entity's overall promise in the contract is to transfer each
of those goods or services or whether the promise is to transfer a com-
bined item or items to which the promised goods or services are inputs.
Factors that indicate that two or more promises to transfer goods or
services to a customer are not separately identifiable include, but are
not limited to, the following:

a. The entity provides a significant service of integrating the
goods or services with other goods or services promised in
the contract into a bundle of goods or services that rep-
resent the combined output or outputs for which the cus-
tomer has contracted. In other words, the entity is using
the goods or services as inputs to produce or deliver the
combined output or outputs specified by the customer. A
combined output or outputs might include more than one
phase, element, or unit.

b. One or more of the goods or services significantly modifies
or customizes, or is significantly modified or customized by,
one or more of the other goods or services promised in the
contract.

c. The goods or services are highly interdependent or highly
interrelated. In other words, each of the goods or services
is significantly affected by one or more of the other goods
or services in the contract.

13.2.04 Further, BC29 of FASB ASU No. 2016-10, Revenue From Contracts
with Customers: Identifying Performance Obligations and Licensing, clarifies
the following:

The Board intends to convey that an entity should evaluate whether
the contract is to deliver (a) multiple goods or services or (b) a combined
item or items that is comprised of the individual goods or services
promised in the contract. That is, the analysis should evaluate whether
the multiple promised goods or services in the contract are outputs
or, instead, are inputs to a combined item (or items). The inputs to a
combined item (or items) concept might be further explained, in many
cases, as those in which an entity's promise to transfer the promised
goods or services results in a combined item (or items) that is greater
than (or substantively different from) the sum of those promised (com-
ponent) goods and services.

13.2.05 Additionally BC33 of FASB ASU No. 2016-10 explains:

In addition to reframing the factors in the context of a bundle of goods
or services, the Board also:

a. Revised the factor relating to a significant integration ser-
vice in paragraph 606-10-25-21(a) to clarify that (1) the
factor is not only applicable to circumstances that result
in a single output and (2) a combined output may include
more than one phase, element, or unit.
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b. Decided to clarify that the evaluation of whether two or

more promises in a contract are highly interrelated or
highly interdependent in accordance with paragraph 606-
10-25-21(c) considers both fulfillment and beneficial inter-
dependence. An entity may be able to fulfill its promise to
transfer each good or service in the contract independently
of the other, but each good or service may significantly af-
fect the other's utility (that is, its ability to provide bene-
fit or value) to the customer. For example, in Example 10,
Case C, or in Example 55, the entity's ability to transfer the
initial license is not affected by its promise to transfer the
updates, but the provision (or not) of the updates will sig-
nificantly affect the utility of the licensed intellectual prop-
erty to the customer such that the license and the updates
are not separately identifiable. They are, in effect, inputs to
the combined solution for which the customer contracted.
Some stakeholders have confused the highly interrelated
or highly interdependent notion with the "capable of be-
ing distinct" criterion in paragraph 606-10-25-19(a). The
"capable of being distinct" criterion also considers the util-
ity of the promised good or service, but merely establishes
the baseline level of economic substance a good or service
must have to be "capable of being distinct." Utility also
is relevant in evaluating whether two or more promises
in a contract are separately identifiable. This is because
even if two or more goods or services are capable of being
distinct because the customer can derive some measure of
economic benefit from each one, the customer's ability to
derive its intended benefit from the contract may depend
on the entity transferring each of those goods or services.

13.2.06 The boards observed that determining whether the entity's
promise to transfer a good or service is separately identifiable requires judg-
ment, taking into account all of the facts and circumstances. The boards decided
to assist entities in making that judgment by including the factors in paragraph
FASB ASC 606-10-25-21.

Whether Bundled Service Lines Within a Multiple-Line Service Plan Are
a Single Performance Obligation

13.2.07 Multi-line service plans typically include a base charge covering
any number of lines up to a maximum, for example, 10 lines, as well as a small
per device or "line" charge for each device used on the plan. The base charge is
marketed as either for a bucket of minutes or a bucket of data which is shared
by all lines on the plan. These plans typically include services in addition to the
service covered by the base charge for all lines such as data (if the base charge
is for voice), voice (if the base charge is for data) and text services.

13.2.08 FinREC believes that each individual service line within a
multiple-line service plan is capable of being distinct, as the customer may
benefit from the service on its own or together with other readily available re-
sources. That is, each individual service line can be used by the customer and
sold by the entity for an amount that is greater than scrap value. The fact that
an entity regularly sells individual service line plans on a stand-alone basis
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supports that a customer can benefit from the service on its own. As such, each
individual service line satisfies the criteria in FASB ASC 606-10-25-19a.

13.2.09 An entity should also assess whether each line is distinct in the
context of the contract. As described in FASB ASC 606-10-25-21 the objective
when assessing whether an entity's promise to transfer goods or services to
the customer are separately identifiable is to determine whether the nature of
the entity's overall promise in the contract is to transfer each of the goods or ser-
vices or whether the promise is to transfer a combined item, to which promised
goods or services are inputs. FASB ASC 606-10-25-21 provides three factors
to consider when making this assessment but also explains that factors that
indicate promised goods and services are not separately identifiable are not
limited to those listed. Therefore, other factors based on both the customer's
and vendor's perspective as to what is being purchased and sold may also need
to be considered. FinREC believes determining the most appropriate compo-
sition of performance obligations, reflective of the nature and substance of the
contract, requires judgment. An entity will need to assess both the facts and cir-
cumstances specific to the entity's contracts and its industry, whereby industry
practice may imply in substance what the customer is contracting to purchase,
as well as what the company believes it is selling (for example, bundled service
lines versus individual service lines). The goal is to recognize revenue on a ba-
sis that faithfully depicts the performance in transferring the promised goods
and services to the customer.

13.2.10 Determining whether a multi-line service plan account is a sin-
gle performance obligation or separate performance obligations for each line
requires significant judgment and is highly dependent on the facts and circum-
stances of the contract with the customer. For example, when the multi-line
service plan includes shared resources, such as a bucket of minutes or a bucket
of data for which the customer controls which line to use the shared resources,
the lines are highly interdependent because the services are shared across all
the lines and the provider delivers the data or voice services on whichever
line the customer chooses. If the service is not delivered on the line the customer
chooses, the company would be failing to provide the service as purchased by
the customer and would be considered to not have delivered on the promise to
the customer.

13.2.11 Conversely, if a multi-line service plan does not include shared
resources, the provider may determine that each line is separately identifiable.
While theoretically separable, an entity may practically account for the multi-
ple distinct lines as one performance obligation if the services have the same
pattern of transfer to the customer, as noted in Basis of Conclusions paragraph
BC116 of ASU No. 2014-09.

Whether the Option to Purchase Additional Lines Within a
Multiple-Line Service Plan Reflects a Material Right to the
Customer on Future Purchases

13.2.12 As described in paragraphs 41–45 of FASB ASC 606-10-55, cus-
tomer options to acquire additional goods or services for free or at a discount
come in many forms, including sales incentives, customer award credits (or
points), contract renewal options, or other discounts on future goods or services.
If, in a contract, an entity grants a customer the option to acquire additional
goods or services, that option gives rise to a performance obligation in the con-
tract only if the option provides a material right to the customer that it would
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not receive without entering into that contract (for example, a discount that is
incremental to the range of discounts typically given for those goods or services
to that class of customer in that geographical area or market). If the option pro-
vides a material right to the customer, the customer in effect pays the entity in
advance for future goods or services, and the entity recognizes revenue when
those future goods or services are transferred or when the option expires.

13.2.13 If a three-line plan is considered a single performance obligation
and a four-line plan is considered a different single performance obligation,
the determination of whether a customer with a three-line plan has a material
right associated with a potential upgrade to a four-line plan is dependent on if
the price of the four-line plan is different for existing three-line plan customers
than it is for a new customer (one not under any plan) signing up for a four-
line plan. If the price of the four-line plan is the same for the existing customer
and the new customer, then FinREC believes multiple-line service plan pricing
reflects a marketing offer to subscribers, not a material right as explained in
FASB ASC 606-10-55-43.

13.2.14 Telecommunications companies may have goods or services that
are sold separately to customers in certain contracts, while those same goods
or services are also combined or integrated to create a single service or deliv-
erable in other contracts. The following example evaluates a Virtual Private
Network (VPN) service that enables a customer to link locations and efficiently
transmit voice, data and video over a highly secure network. The VPN solu-
tion is a combination of routers (equipment) and port and access (services).
Telecommunications companies also regularly sell ports, access and routers
separately.

13.2.15 The following example is meant to be illustrative, and the actual
determination of whether services promised in a contract are distinct should
be based on the facts and circumstances of an entity's specific situation.

Example 13-2-1

A telecommunications company may offer VPN service based on the needs of its
customers. For purposes of this example, assume the telecommunications com-
pany controls the equipment as part of a single described service in the contract.
The contract describes the VPN service as a single service with the individual
elements being described only to allow the customer to understand how the ser-
vice is being built rather than indicating the customer is buying each element
separately. In addition, the contract includes a Service Level Agreement (SLA)
with service levels based on the combined output of the VPN service.

FASB ASC 606-10-25-19 provides two criteria that must be met for a good
or service to be considered distinct. Because telecommunication companies of-
ten provide components of VPN service separately to customers, the criteria
in FASB ASC 606-10-25-19a that the customer can benefit from the individual
components on their own is met. Therefore, the criteria in FASB ASC 606-10-25-
19b that requires an entity to consider whether a good or service is separately
identifiable is the critical evaluation in whether a product or service is distinct.
Companies cannot assume that a good or service that is sold separately should
always be considered a distinct performance obligation. A company will need
to consider all the terms and conditions of the contract with the customer in
order to determine which goods or services represent performance obligations
that will need to be accounted for separately.
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As noted previously, the VPN solution is a combination of routers (equipment)
and port and access (services). As previously discussed, FASB ASC 606-10-25-
21 includes three factors that indicate a good or service is not distinct that
companies may consider in this evaluation.

The first of the three factors is evaluated as follows for the VPN service:

a. An entity provides a significant service of integrating the goods and
services for the customer.

i. In this example, the service is described as one service sim-
ilar to providing a "building" as opposed to providing the
ports, access, and routers separately, which are the equiv-
alent of the bricks, mortar, and labor to build the building.

ii. In this example, the service levels are measured for the
single VPN service rather than separately for the ports,
access and router promises.

iii. In this example, all three components must work in unison
or the VPN service will not be delivered as promised.

Because the first factors indicate the components of the VPN service are not
separately identifiable, FinREC believes the VPN service is considered a single
performance obligation within the context of the contract under FASB ASC
606-10-25-19b.

As another example, telecom companies often sell voice, text and data services
separately as well as in a package. Because the services are sold separately,
they are clearly capable of being distinct under FASB ASC 606-10-25-19a. The
determination of whether the services should be accounted for as separate per-
formance obligations is, therefore, dependent on the company's evaluation of
the services under FASB ASC 606-10-25-19b, as well as the factors under FASB
ASC 606-10-25-21. This determination is highly dependent on the facts and cir-
cumstances of the individual contract and may be subject to significant judg-
ment. FinREC believes that the same company may determine that the services
are distinct in the context of one contract type offered by the company and not
distinct in a different contract type offered by the same company. In those cir-
cumstances in which an entity determines that services are distinct in the con-
text of a contract, an entity is not precluded from accounting for concurrently
delivered distinct services that have the same pattern of transfer as if they
were a single performance obligation, as the outcome will likely be the same as
accounting for the distinct services as separate performance obligations.

Equipment as a Distinct Promise
13.2.16 The provisioning of telecommunications services often requires

the use of customer premise equipment (CPE) within the customer's home or
business. CPE consists of equipment located at a customer's premise that allows
the customer to gain access to the services of telecom provider. CPE includes
devices such as telephones, modems, routers, gateways and set-top boxes. Cer-
tain CPE, such as set-top boxes, can be used only in conjunction with the service
provider's services. A set-top box is a cable, satellite, or other device whose pri-
mary function is to receive television signals from a specific source and deliver
them to a consumer display or recording device, such as a television or DVR.
Certain set-top boxes provide the ability to receive basic television or internet
services, and other set-top boxes provide significantly enhanced features (for
example, in-home networking, device sharing, modem capabilities and other
interactive customer experiences).
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13.2.17 Whether installed equipment is the service provider's asset or

whether control of the asset has been transferred to the customer. In situations
in which an entity provides CPE to a customer, an entity should first evaluate
whether the contract includes a lease component. That is, the entity should as-
sess if control of the identified asset transfers to the customer for a specified
period. If a lease component is identified, that component would be accounted
for in accordance with FASB ASC 842, Leases, and any non-lease components
would be accounted for in accordance with FASB ASC 606.

13.2.18 For components or contracts accounted for under FASB ASC 606,
an entity would have to determine if and when control transfers to the customer.
To determine if control of the installed CPE has transferred to the customer, an
entity should evaluate the following indicators provided in FASB ASC 606-10-
25-30, among others:

a. Indicate customer controls CPE
i. Does the CPE provide a probable future economic benefit

to the customer?
ii. Is the customer obliged to pay for the CPE upon transfer?

iii. Does the customer have the risks and rewards of owner-
ship of the CPE?

b. Indicate entity controls the CPE
i. Does the entity retain legal ownership of the CPE?

ii. Will customers enter into a contract acknowledging the en-
tity as the CPE-owner and acknowledging their obligation
to return their CPE if they terminate the contract?

iii. Is the CPE clearly marked as being the property of the
entity?

iv. Can the entity substitute the CPE for other similar CPE
that provide similar service, for any reason, provided it is
economically feasible to do so?

v. Should a customer fail to return the CPE, would the en-
tity assess a non-return fee and pursue financial remedies
available (for example, charge to credit card on file for CPE
cost or send the account to collections) to recover the cost
of the CPE?

13.2.19 Determination of CPE as a separate performance obligation when
the CPE is in the scope of Topic 606. As stated in paragraph 13.2.08, when
control of CPE transfers to the customer, a telecom company must determine
whether the CPE provides a benefit to the customer on its own or together
with other readily available resources (FASB ASC 606-10-25-19a). Additionally,
under FASB ASC 606-10-25-19b the entity's promise to transfer the good to the
customer must be separately identifiable from other promises in the contract.
In situations in which the customer obtains control of the CPE, the following
analysis would be performed to determine if a separate performance obligation
exists.

13.2.20 Whether a customer is able to benefit from the CPE on its own or
together with other readily available resources. In order to obtain benefit from
certain CPE, such as a set-top box, a customer typically must be able to obtain
the related television, satellite, or internet services from another party. It is
currently uncommon for a set-top box to be useable by an alternative cable or
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satellite television provider in the provisioning of cable or satellite services.
Paragraph BC97 in ASU No. 2014-09 indicates there are situations for which
an entity may not be able to conclude that the customer can benefit from a
promised good or service on its own: "For example, if an entity transferred a
machine to the customer but the machine is only capable of providing a benefit
to the customer after an installation process that only the entity can provide,
the machine would not be distinct." Notwithstanding, FASB ASC 606-10-25-
20 indicates that "A customer can benefit from a good or service in accordance
with paragraph FASB ASC 606-10-25-19a if the good or service could be used,
consumed, sold for an amount that is greater than scrap value, or otherwise
held in a way that generates economic benefits."

13.2.21 In situations in which there is a secondary market and a customer
can sell the set-top box for an amount sufficiently higher than scrap value and
the cable or satellite television provider will provision service to that new cus-
tomer at a service rate commensurate with other customers, FinREC believes
the customer is able to benefit from the set-top box on its own. Therefore, the
set-top box is capable of being distinct, as it meets the criteria in FASB ASC
606-10-25-19a. The determination of whether a secondary market exists may
require significant judgment. A company will need to support its conclusion
that a secondary market exists such that a customer can benefit from the set-
top box alone. Though the set-top box is capable of being distinct, the criteria in
FASB ASC 606-10-25-19b would also have to be met (that is, the set-top box is
distinct within the context of the contract) to be accounted for as a performance
obligation.

13.2.22 Contrary to the previous situation, if no service provider will pro-
vision services to the customer using the "resold" or "black market" set-top box,
then FinREC believes there is a strong likelihood that the customer does not
have the ability to benefit from the set-top box separately based on the board's
views in BC97 of ASU No. 2014-09. Presumably, the resale value in such cir-
cumstances would be close to scrap value, if a market existed at all.

13.2.23 Whether the CPE represents a promise to transfer the good to the
customer separately from other promises. In most contracts, FinREC believes
that the CPE is a separate promise to provide the customer a good, as it is
typically explicitly described in the customer contract and varying types and
number of CPE with varying prices can be selected by the customer. The CPE
is typically priced commensurate with its features (CPE with enhanced fea-
tures will be priced higher than those without such features). Consideration
under FASB ASC 606-10-25-21 is required to conclude on whether the CPE
is a separate performance obligation from the ongoing services. Of the factors
to be considered in this guidance, important to the assessment is whether or
not the CPE is "highly dependent on, or highly interrelated with, other goods
or service promised in the contract." With certain CPE, such as set-top boxes,
the services desired by the customer cannot be provided without a set-top box
or other decoding CPE that must be obtained from the service provider, and
the CPE provides no significant utility to the customer without the ongoing
services. As the entity would be unable to fulfill its promise to transfer the ser-
vices to the customer independently of the promise to provide the related CPE,
there is a high degree of dependency and interrelation between the CPE and
the ongoing services. However, this dependency may be limited if the television
customers can acquire the same services from the service provider if they pur-
chased a set-top box or other CPE separately in the secondary market. In cases
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in which a secondary market exists because the entity will provision services to
previously acquired CPE, the CPE and ongoing services may be considered sep-
arate promises within the contract, consistent with the indicators as set forth
in FASB ASC 606-10-25-21, because certain customers will purchase CPE from
the provider and others will purchase CPE from a secondary market. In other
words, FinREC believes the entity may conclude in these cases that the ongo-
ing services are not highly dependent on the provision of CPE from the entity
if the customer could also acquire the CPE from other third-parties without
impacting the ongoing services.

Promotions and Giveaways
13.2.24 Whether promotional giveaways, such as providing a customer a

free phone charger or other accessory with the purchase of a device, which a
company offers to a customer to incentivize the customer to enter into an ar-
rangement for telecommunications services are considered to be performance
obligations. FASB ASC 606-10-25-16A states that "An entity is not required to
identify promised goods or services that are immaterial in the context of the
contract. An entity shall evaluate whether optional goods or services (that is,
those subject to a customer option to acquire additional goods or services) pro-
vide the customer with a material right in accordance with paragraphs FASB
ASC 606-10-55-42 through 55-43."

13.2.25 The board explained the materiality assessment in BC10 and
BC12 of ASU No. 2016-10, as follows:

The Board observes that it did not intend to imply that each and every
activity performed in satisfying a contract must be a promised good or
service for purposes of applying Topic 606. In issuing Update 2014-09,
the Board had previously decided to exclude an exemption for inconse-
quential or perfunctory promises because it considered that notion to
be similar to immateriality. Therefore, including that notion in the per-
formance obligations guidance could have been viewed as duplicating
the materiality concepts in other GAAP.

The Board decided that an entity would be required to consider
whether a promised good or service is material only at the contract
level because it would be unduly burdensome to require an entity to
aggregate and determine the effect on its financial statements of those
items or activities determined to be immaterial at the contract level.
This notion of determining material promised goods or services at the
contract level also is used in Topic 606 for significant financing com-
ponents and customer options for additional goods or services. As it is
used in paragraph 606-10-25-16A, the term immaterial refers to the
general notion of materiality. That is, an entity would consider the rel-
ative significance or importance of a particular promised good or ser-
vice in the contract to the arrangement as a whole. In applying this
notion, an entity would consider both the quantitative and the quali-
tative nature of the promised goods or services in the contract.

13.2.26 As such, an entity is not required to identify goods or services
promised to the customer that are immaterial in the context of the con-
tract. More than one immaterial item in a single contract should be evalu-
ated together with other immaterial items in that single contract to determine
whether separate identification of performance obligations is required. An en-
tity is not required to accumulate goods or services assessed as immaterial to an
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individual contract and assess their significance together with other customer
contracts (that is, at an aggregated level).

13.2.27 Many promotional giveaways, such as a "free" mp3 player or a
"free" tablet, that were accounted for as subscriber acquisition costs or other
contract costs under previous generally accepted accounting principles (GAAP)
may meet the FASB ASC 606 definition of a performance obligation if deter-
mined not to be immaterial to the contract, even if provided at no charge to the
customer. In determining the appropriate accounting, companies will need to
consider the specifics of the arrangements themselves and assess materiality
based on qualitative as well as quantitative factors.

13.2.28 Optional goods or services should continue to be accounted for in
accordance with paragraphs 41–45 of FASB ASC 606-10-55.

13.2.29 The following example is meant to be illustrative, and the actual
determination related to promotional giveaways should be based on the facts
and circumstances of an entity's specific situation.

Example 13-2-2 — Promotional Giveaways Directly Related to
Other Deliverables

Wireless customer purchases a wireless handset (identified as a separate per-
formance obligation) and a 24-month service contract (identified as a sepa-
rate performance obligation). Included with the wireless handset, the wireless
provider offers the customer a separate free handset charger and handset case
that are not otherwise typically included as part of the handset sale. Are the
free charger and handset case performance obligations?

The additional free charger and handset case are incremental goods provided
to the customer for purchasing the wireless handset. Many wireless providers
will include these goods (or other similar items) related to the wireless hand-
set as promotional items. Although the charger and handset case are not the
primary goods sold to the customer, they do represent a promise made by the
wireless provider (either explicitly or implicitly) which the customer expects
to receive (paragraphs 16–17 of FASB ASC 606-10-25). Additionally, the cus-
tomer can receive benefit from the charger and case and they are available for
sale or could be purchased from other vendors (FASB ASC 606-10-25-19a), and
the goods are distinct from the other goods and services provided. That is, the
handset charger and case do not significantly affect each other nor the phone or
the service also provided in the contract (FASB ASC 606-10-25-21). Therefore,
FinREC believes the wireless service provider generally would conclude that
the charger and case provided to the customer are considered separate perfor-
mance obligations, if not considered immaterial in the context of the contract.

Example 13-2-3 — Promotional Giveaways Indirectly Related to
Other Deliverables

A customer signs-up for a triple-play package including basic television ser-
vices, internet and phone services. The customer enters into a three-year con-
tract at a monthly price of $95. As an incentive for purchasing a triple-play
package the service provider gives the customer a free tablet.

Although the tablet is not the primary good sold to the customer, it does rep-
resent a promise made by the service provider (either explicitly or implicitly)
that the customer expects to receive (FASB ASC 606-10-25-16 and 25-17). Ad-
ditionally, the customer can receive benefit from the tablet with other readily
available services and the tablet is distinct from the other services provided
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(FASB ASC 606-10-25-19). Therefore, FinREC believes a telecommunications
provider should conclude that the tablet provided to the customer is a sepa-
rate performance obligation, if not considered immaterial in the context of the
contract.

13.2.30 Whether a third-party gift card provided to a subscriber is a perfor-
mance obligation of the arrangement. The promise to provide a gift card may be
considered a performance obligation regardless of whether an entity purchases
the gift cards and provides them to a customer (FASB ASC 606-10-25-18c) or
arranges for a third-party to provide the gift card to the customer (FASB ASC
606-10-25-18f). Important to this assessment is whether the gift card could be
considered akin to cash consideration payable to the customer, in which case
FinREC believes the gift card would be treated as a reduction to the transac-
tion price in accordance with FASB ASC 606-10-32-25 rather than a distinct
performance obligation. For example, a gift card that a customer uses to pay a
telecom services bill could be considered consideration payable to a customer.

13.2.31 Recording the costs of the gift card. If a gift card is considered a
separate performance obligation, the entity needs to determine whether it is a
principal or agent in the arrangement as well as the resulting impacts on SSP,
total transaction price, and the allocation to performance obligations in the
contract. Entities may also consider whether the gift cards are an immaterial
performance obligation under the contract.

Promises Accounted for Outside of FASB ASC 606
13.2.32 Many wireless contracts that include equipment installment pur-

chase plans (EIPs) for handsets contain some form of trade-in right for the
purchased handset. In assessing these trade-in rights, companies should con-
sider the requirements associated with the right. Typical trade-in rights in the
telecommunications industry are granted at the inception of the EIP contract
but also require the customer to enter into a subsequent contract to exercise
the right.

13.2.33 If the trade-in right does not require the customer to enter into
a subsequent contract, then the guidance associated with repurchase agree-
ments in paragraphs 66–78 of FASB ASC 606-10-55 should be considered. In
that case, if a company has an obligation to repurchase a device at the cus-
tomer's request, the company will need to consider the value of that right to
the customer. FASB ASC 606-10-55-72 concludes that if the customer has a
significant economic incentive to exercise a trade-in right, the company should
account for the agreement as a lease in accordance with FASB ASC 840 and
842. If the customer does not have a significant economic incentive to exercise
the trade-in right, then the company should consider accounting for the right
as a right of return under paragraphs 22–29 of FASB ASC 606-10-55.

13.2.34 If the trade-in right does require the customer to enter into a sub-
sequent contract, in order to be exercised, the vendor must then evaluate how
to account for the right outside of FASB ASC 606. Typically, telecommunica-
tion companies treat such trade-in rights as guarantees that are generally ac-
counted for under FASB ASC 460, Guarantees. FinREC believes that because
such trade-in rights are not solely within in the original contract, the trade-in
rights do not meet the scope exception guidance in FASB ASC 460-10-15-7k.
Trade-in rights deemed guarantees should be separately assessed and initially
recorded as a liability (credit) at fair value. The fair value of the guarantee
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is deducted from the total transaction price, because it is outside the scope of
FASB ASC 606 according to FASB ASC 606-10-15-2 and 15-4.

13.2.35 The following example is meant to be illustrative, and the actual
determination related to trade-in rights should be based on the facts and cir-
cumstances of an entity's specific situation.
Example 13-2-4

Consider a trade-in right with the following terms:
� The customer enters into an agreement to pay for a phone over 24

monthly installments.
� The customer has the right to trade in the phone for a new handset

after 18 months and be relieved of all remaining payment related
to the original handset; the vendor estimates the forfeited pay-
ments will be $150 and the value of the hand-set traded-in by the
customer will be $125.

� In order to exercise the trade-in right, the customer must enter
into a new 2-year handset or service arrangement (or both) with
the company at the same prices available to any customer.

In this example, the trade-in right is described in the initial contract, but it
is actually related to and contingent on the second (subsequent) contract. As
a result, the trade-in right that requires the entity to stand-ready to perform
is considered a guarantee that is dependent on the second contract, which is
created at the time the initial contract is created. The guarantee obligation is
recorded at fair value, and is deducted from the total transaction price because
the guarantee right is accounted for outside the scope of FASB ASC 606.

Step 3: Determine the Transaction Price

Considering the Effect of the Time Value of Money
This Accounting Implementation Issue Is Relevant to Step 3: "Determine the
Transaction Price," of FASB ASC 606.

13.3.01 FASB ASC 606-10-32-15 indicates that if a contract provides the
customer or the entity with a significant benefit of financing the transfer of
goods or services, the contract has a significant financing component, and the
promised consideration should be adjusted to reflect the effect of the time value
of money.

13.3.02 As discussed in FASB ASC 606-10-32-16, the objective when ad-
justing the promised consideration for a significant financing component is for
an entity to recognize revenue at an amount that a customer would have paid
for the promised good or service if the customer had paid for those goods and
services when delivered (that is, the cash selling price). In making the deter-
mination about whether a significant financing component exists, all relevant
facts and circumstances should be considered, including the following factors:

a. Whether the amount of consideration would substantially differ
if the customer paid cash when the goods or services were trans-
ferred.

b. The combined effect of both of the following:
i. The expected length of time between the transfer of the

promised goods or services to the customer and the cus-
tomer's payment
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ii. The prevailing interest rates in the relevant market

13.3.03 FASB ASC 606-10-32-17 further states that an arrangement
would not have a significant financing component if any of the following fac-
tors exist:

a. The customer paid for the goods or services in advance, and the
timing of the transfer of those goods or services is at the discretion
of the customer.

b. A substantial amount of the consideration promised by the cus-
tomer is variable, and the amount or timing of that consideration
varies on the basis of the occurrence or nonoccurrence of a future
event that is not substantially within the control of the customer
or the entity.

c. The difference between the promised consideration and the cash
selling price of the good or service arises for reasons other than the
provision of finance to either the customer or the entity, and the
difference between those amounts is proportional to the reason for
the difference. For example, the payment terms might provide the
entity or the customer with protection from the other party fail-
ing to adequately complete some or all of its obligations under the
contract.

13.3.04 FASB ASC 606-10-32-18 explains that, as a practical expedient,
the amount of promised consideration need not be adjusted if the entity expects,
at contract inception, that the gap between the time the entity transfers goods
or services and the time the customer pays for the goods or services is less than
one year.

13.3.05 BC231 of ASU No. 2014-09 provides clarification that the guidance
on identifying a financing component should not be based only on whether the
payment is due either significantly before, or significantly after, the transfer of
goods or services to the customer. As such, FASB ASC 606-10-32-15 explains
that an entity should adjust for financing only if the timing of payments pro-
vides either the customer or the entity with a significant benefit of financing.

13.3.06 If a company determines there is a financing component, the com-
pany would then determine if the financing component is significant. As noted
in paragraph BC234 of ASU No. 2014-09, entities should consider the signif-
icance of a financing component at a contract level rather than considering
whether the financing is material at a portfolio level or at an individual perfor-
mance obligation level.

13.3.07 However, FASB ASC 606 and the Basis for Conclusions of ASU
No. 2014-09 do not provide a definition for "significant" nor do they provide any
bright-lines or safe harbors. Consequently, as discussed in FASB ASC 606-10-
32-16, the determination will depend on the relevant facts and circumstances
of the arrangements, and will require judgment. The determination of whether
a significant financing component exists in a contract may differ between type
of contracts, segments and companies based on the facts and circumstances
pertaining to the contract.

13.3.08 Entities should consistently evaluate the quantitative and quali-
tative factors of each of their arrangements as they are entered into to deter-
mine whether there are financing components, and if so, whether those financ-
ing components are significant. The evaluation might include the following:
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a. The length of the contract
b. The intent of the entity's marketing and promotional offers
c. The reason for differences in timing between the delivery of goods

and services and payment for those goods and services

13.3.09 As discussed in FASB ASC 606-10-32-16, the objective when ad-
justing the promised amount of consideration for a significant financing com-
ponent is for an entity to recognize revenue at an amount that reflects the cash
selling price. BC239 of ASU No. 2014-09 indicates that the discount rate to be
used when adjusting consideration for a financing component would not sim-
ply be a risk-free rate. BC239 also explains that FASB noted it would not be
appropriate to simply use a rate explicitly specified in the contract as an entity
may use "cheap" or below-market financing as an incentive. Therefore, the rate
to be used, as discussed in BC239, is the discount rate that would be reflected
in a separate financing transaction between the entity and its customer at the
inception of the contract.

13.3.10 Many telecommunication entities may not enter into lending-only
contracts with their customers. As such, the entity may need to consider other
information such as the rates other consumer lending entities are charging cus-
tomers, the differences in the credit quality of customers, and the rate implicit
in the contract among other data points. If the use of a rate commensurate with
lending-only transactions would result in an amount of revenue being recog-
nized that is different than the cash selling price, FinREC believes that further
consideration will likely be necessary to determine whether an agreement con-
tains a significant financing component.

13.3.11 While the objective indicates that the intent is for an entity to rec-
ognize revenue at an amount that reflects the cash selling price, a comparison
of the cash selling price to the contract price is not the sole de-termination of
whether a contract contains a financing component. A contract does not neces-
sarily contain a significant financing component in every situation in which the
cash selling price does not equal the promised consideration and, conversely, an
entity should not conclude in every situation in which the cash selling price is
equal to the promised consideration that there is no financing component. At
its March 2015 meeting, the TRG discussed how to determine when the differ-
ence between promised consideration and cash selling price is not related to
a significant financing component. TRG members agreed that there is no pre-
sumption in the standard that a significant financing component exists or does
not exist when there is a difference in timing between when goods and services
are transferred and when the promised consideration is paid, or when there is
a zero interest rate such that the cash price equals the total consideration to be
received over the period of the arrangement, and an entity will need to apply
judgment to determine whether the payment terms are providing financing or
are for another reason.1

13.3.12 FASB ASC 606-10-32-20 explains that the effects of a financing
should be presented separately from revenue from contracts with customers in
the statement of comprehensive income. However, as stated in BC247 of ASU
No. 2014-09, the standard does not preclude an entity from presenting interest
as a type of revenue if the interest represents income from the entity's ordinary

1 See paragraph 34 of the FASB/IASB Joint Transition Resource Group for Revenue Recognition
(TRG) Agenda Ref. No. 34, March 2015 Meeting — Summary of Issues Discussed and Next Steps.
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activities. BC247 indicates that banks and other entities with similar types of
operations are examples of entities for which interest income may be included
as a type of revenue.

13.3.13 If the provision of financing to customers is common and part of a
telecommunication entity's ordinary activities, a company may determine that
interest income could be presented with other revenues (for example, as inter-
est revenue); however, this assessment would depend on the facts and circum-
stances pertaining to the entity.

13.3.14 FASB ASC 606 does not provide explicit guidance regarding how
to apply the significant financing component guidance when there are multiple
performance obligations, including how to calculate the financing component
and how to allocate. Due to the lack of explicit guidance, questions regarding
the allocation were raised for discussion at the March 2015 TRG meeting. In
TRG Agenda Ref. No. 30, Significant Financing Components, Question 6, the
FASB staff explains that, in step 3 of the revenue model, the transaction price
should be adjusted for the effect of financing, since the financing component is in
exchange for financing rather than in exchange for promised goods or services.
After determining the transaction price, adjusted for any financing components,
an entity would allocate the transaction price to the performance obligations in
step 4 of the model in FASB ASC 606. For example, if the total consideration in
a contract is $700 and an entity determines the interest component is $65, then
the transaction price to be allocated to the performance obligations is $635.

13.3.15 As noted in paragraph 38 of TRG Agenda Ref. No. 34, March 2015
Meeting — Summary of Issues Discussed and Next Steps:

As it relates to Issue 6, the standard is clear that when determining the
transaction price, the effect of financing is excluded from the transac-
tion price prior to the allocation of the transaction price to performance
obligations. TRG members agreed with the staff view that it may be
reasonable in some circumstances to attribute a significant financing
component to one or more, but not all, of the performance obligations in
the contract. Some TRG members agreed that, practically, this might
be in a manner analogous to the guidance on allocating variable con-
sideration or allocating a discount.

13.3.16 If there are multiple performance obligations in a contract with a
significant financing component and certain criteria are met in FASB ASC 606-
10-32-37 and FASB ASC 606-10-32-40, an entity may then be able to allocate
this significant financing component to one or more performance obligations as
opposed to all performance obligations.

13.3.17 Although there is also no specific guidance relating to the calcu-
lation of the financing components when there are multiple performance obli-
gations, the TRG has not addressed this question. As such there may be more
than one allowable method.

13.3.18 Significance should be determined at an individual contract level;
however, an entity may consider using a portfolio approach when accounting
for significant financing components as long as the entity reasonably expects
that the effects on the financial statements would not differ materially from
applying the guidance to the individual contracts within that portfolio as fur-
ther discussed in "Other Related Topics — Portfolio Accounting," in paragraphs
13.7.01–13.7.40.
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13.3.19 The following examples are meant to be illustrative, and the ac-
tual determination of the existence of a significant financing component in the
contract should be based on the relevant facts and circumstances of an entity's
specific situation as noted in FASB ASC 606-10-32-16.

Example 13-3-1 — Cash Selling Price Is Lower Than the Price
Paid Over Time and How the Determination of Whether the
Financing Component Is Significant May Be Performed

A customer enters into a contract for wireless service and purchases a device.
The customer has the option to pay $600 up front and sign a month-to-month
service contract for $60 a month, or remit $0 up front and sign a two-year in-
stallment note for $710 and a month-to-month service contract for $60 a month.
In both cases, the customer will pay an activation fee of $50. There are no stated
interest rates or separate interest charges.

Does This Arrangement Contain a Significant Financing Component?

The entity should consider all relevant facts and circumstances of this arrange-
ment to determine whether the contract has a significant financing component,
including the following:

� Whether the amount of consideration would be different if the cus-
tomer paid cash when the goods or services were transferred.

In this example, the customer would pay either a total of $2,090
($600 + 24 × $60 + $50) if electing to pay $600 up front or $2,200
($0 = $710+$60 × 24 + $50). In this case, the customer is paying
$110 more if they pay for the device over the two-year term as
opposed to up front.

� The combined effect of these:

— The expected length of time between the transfer of the
promised goods or services to the customer and the cus-
tomer's payment.
The customer has the option to remit payment for the de-
vice up front or over 24 months. As the length of time be-
tween transfer of goods and payment (customer received
device at initial transaction) is greater than one year, the
practical expedient for contracts of duration of less than
one year is not applicable.

— The prevailing interest rates in the relevant market.
Although there is no stated interest rate, the service
provider considers what the prevailing interest rates
would be in the relevant market, which may include con-
sideration of the duration of the contract, the geographic
market, the total amounts and the credit quality of the
customer. For example, a service provider may consider
that other institutions are lending to prime customers in
their geographic market with rates of 10 percent for con-
sumer purchases of less than $10,000.

� Additional factors to consider may include the following:

— Those factors included in FASB ASC 606-10-32-17, listed
here, which, if present, indicate that there is not a signif-
icant financing component according to the standard:
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� The customer paid for the goods or services in

advance, and the timing of the transfer of those
goods or services is at the discretion of the cus-
tomer.

� A substantial amount of the consideration
promised by the customer is variable, and the
amount or timing of that consideration varies on
the basis of the occurrence or nonoccurrence of a
future event that is not substantially within the
control of the customer or the entity (for example,
if the consideration is a sales-based royalty).

� The difference between the promised consider-
ation and the cash selling price of the good or
service (as described in paragraph 606-10-32-16)
arises for reasons other than the provision of fi-
nance to either the customer or the entity, and
the difference between those amounts is propor-
tional to the reason for the difference. For exam-
ple, the payment terms might provide the entity
or the customer with protection from the other
party failing to adequately complete some or all
of its obligations under the contract.

— Whether there is a discount in one or both of the payment
options available to the customer.

— Whether the payment options are typical within the in-
dustry or jurisdiction and have a primary purpose other
than financing, such that the primary purpose of the pay-
ment terms may be to provide the customer with assur-
ance that the entity will complete its obligations satis-
factorily under the contract, as described in paragraph
BC233(c) of ASU No. 2014-09.

As the customer is able to pay for their device over time and there is no differ-
ence in the timing of the transfer of the goods and services between the payment
options (up front or over time), the service provider would likely conclude that
financing has been provided to the customer. If so, the service provider would
need to determine if the financing is a significant component in the contract. To
determine the significance, the service provider would consider the differences
in pricing, whether there is any variable consideration, and whether there are
any other reasons for the difference in pricing. Additionally, the service provider
should consider the cash selling price, the rate implicit in the contract and pre-
vailing interest rates with customers of similar credit quality to determine an
appropriate discount rate to calculate the amount of consideration adjusted for
the financing. Neither the standard nor the Basis for Conclusions of ASU No.
2014-09 has a description of what is meant by relevant market. Therefore, Fin-
REC believes that the service provider may consider the rate implicit in the
arrangement (which would result in revenue being recognized in an amount
equal to the cash selling price consistent with the standard's objective as stated
in FASB ASC 606-10-32-19), as a potential way to determine the discount rate
if it is consistent with a lending-only rate; however, as noted previously, in situ-
ations in which the implicit rate is not commensurate with lending only rates,
the service provider may need to consider adjustments to the implicit rate or
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other available information. The service provider may conclude that $110 repre-
sents the financing component of the contract, noting that adjusting the trans-
action price by this amount will meet the objective of recognizing revenue at
an amount equal to the cash selling price.

The service provider would then need to determine whether the financing com-
ponent was significant to the individual contract. In the previous scenario, if
the service provider determined that the difference was only due to financing,
the financing benefit of $110 compared to the total expected proceeds of $2,200
would equate to 5 percent, which after considering all quantitative and quali-
tative factors may or may not be significant to the individual contract.

If the financing component of $110 is deemed to be significant, the service
provider would adjust the total transaction price by the $110. If there are multi-
ple performance obligations in a contract and certain criteria are met in para-
graphs FASB ASC 606-10-32-37 and 606-10-32-40, an entity may be able to
allocate this significant financing component to one or more performance obli-
gations as opposed to all performance obligations.

Example 13-3-2 — Cash Selling Price Is Equal to the Price
Paid Over Time

A customer may purchase the device up front for $600 and will then be eligi-
ble to purchase service for $50 each month under a month-to-month service
contract. If, instead, the customer decides to pay $0 for the device on day one,
the customer has the option of signing a two-year contract and paying $75 a
month for the device and service. Competitors and other retailers of consumer
products within the market offer similar arrangements to their customers.

Does This Arrangement Contain a Significant Financing Component?

The entity should consider all relevant facts and circumstances around this
arrangement in determining whether the contract has a significant financing
component, including the following:

� Whether the amount of consideration would be different if the cus-
tomer pays cash when the goods or services are transferred.

In this example, there is no difference between the price the cus-
tomer would pay if paying up front when the device is delivered
or if remitting payment for the device over a period of 24 months.

� The combined effect of both of the following:

— The expected length of time between the transfer of the
promised goods or services to the customer and the cus-
tomer's payment.

In this example, the customer has received the device but
has not made an initial payment. The customer will be
able to pay for the device over a 24-month period of time.
Consistent with the previous example, the Company may
not apply the practical expedient as the payment term is
greater than 1 year.

— The prevailing interest rates in the relevant market.

There is no stated interest rate in the agreement.
When considering the financing component, the Com-
pany would not merely consider the stated interest rate

AAG-REV 13.3.19 ©2019, AICPA



Telecommunications Entities 685
but also assess what the prevailing interest rates are in
the relevant market, which may include consideration of
the duration of the contract, the total amounts and the
credit quality of the customer.

� Other factors, such as those listed previously found in FASB ASC
606-10-32-17.

Consistent with FASB ASC 606-10-32-16, BC230 of ASU No. 2014-09 explains
that the objective of adjusting the promised amount of consideration for the
effects of a significant financing component is to reflect, in the amount of rev-
enue recognized, the "cash selling price"2 of the underlying good or service at
the time the good or service is transferred.

Further, BC231 of ASU No. 2014-09 notes that FASB and IASB had consid-
ered whether the guidance should be based only on whether payment is due
either significantly before, or significantly after, the transfer of goods or service;
instead they agreed with respondents that this should not require entities to
adjust for the time value of money when the parties did not contemplate a fi-
nancing arrangement as part of the negotiated terms of the contract and the
gap between the transfer of the goods or services and the payment is not due
to a financing arrangement. FASB concluded that an entity should adjust for
financing only if the timing of payments specified in the contract provides the
customer or the entity with a significant benefit of financing (emphasis added).

In this example, the "cash selling price" is the same as the amount of cash that
would be remitted over the 24-month period. However, at the March 2015 TRG
meeting, TRG members agreed that the guidance does not allow entities to as-
sume that there is no financing component if the total amount of consideration
to be received over the arrangement period is equal to the upfront cash selling
price. All relevant facts and circumstances should be evaluated, including as-
sessing whether the "cash selling price" truly reflects the price that would be
paid absent the financing.

After considering all relevant factors including, but not limited to, the fact that
the imputation of interest would reduce the amount of revenue recognized to
an amount below the cash selling price, the service provider may conclude that
there is not a significant financing component in the agreement with the cus-
tomer.

Alternatively, the service provider may conclude that there is a significant fi-
nancing element in this arrangement irrespective of the fact that the cash sell-
ing price is the same as the price paid by the customer over time as the cash
selling price alone is not a determinative factor. This may be due to the eco-
nomic or competitive environment at the time the transaction was entered into
(such as the absence of like offers in the market or notably higher rates being
charged in lending only transactions with consumers), a view that the pric-
ing structure provides a discount for committing to a two-year service contract
(versus a month-to-month arrangement), or a conclusion that the customer con-
siders the payment of the device over the two year service contract period with
no interest to be a significant benefit.

2 The cash selling price as defined in FASB Accounting Standard Codification 606-10-32-16 is
the price that the customer would have paid for the promised goods or services if the customer had
paid cash for those goods or services when (or as) they transfer to the customer).
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Determining the Transaction Price
This Accounting Implementation Issue Is Relevant to Step 3, "Determine the
Transaction Price," of FASB ASC 606.

13.3.20 Telecommunications contracts with customers may contain sev-
eral common features that include upfront fees, monthly or annual fees, vari-
able pricing, and fees contingent upon customer usage. Telecommunications
companies will need to use judgment in determining the total transaction price
(TTP) that will be used as the basis for allocating revenue to the performance
obligations within the contract.

General
13.3.21 The transaction price as defined within FASB ASC 606-10-32-2

is "the amount of consideration to which an entity expects to be entitled in ex-
change for transferring promised goods or services to a customer…" The trans-
action price may include fixed amounts, variable amounts, or both, but excludes
amounts collected on behalf of third parties. The transaction price may need
to be reduced for payments to resellers or dealers that effectively are paid to a
telecommunication entity's end customer (see TRG Agenda Ref. No. 37, Consid-
eration Payable to a Customer, for further consideration). As required by FASB
ASC 606-10-32-3, telecommunications companies should consider the effects of
all of the following when determining the transaction price:

a. Variable consideration, including the constraint on recognition (for
example, consideration may be variable as a result of discounts,
rebates, credits, incentives, and other similar items)

b. Potential existence of a significant financing component within the
contract (see TRG Agenda Ref. No. 30 for further consideration)

c. Noncash consideration

d. Consideration payable to a customer

13.3.22 In accordance with FASB ASC 606-10-32-4, when determining
the transaction price, a telecommunications company should assume that the
goods or services will be transferred to the customer as promised in accor-
dance with the existing contract and that the contract will not be cancelled,
renewed, or modified. Additionally, when the entity is acting as an agent (in
accordance with FASB ASC 606-10-55-38) in providing specified goods or ser-
vices to the customer, the transaction price for those goods or services is only
the net amount received by the telecommunications company.

13.3.23 The following examples are meant to be illustrative, and the ac-
tual determination of the transaction price should be based on the facts and
circumstances of an entity's specific situation.

Example 13-3-3 — Wireless Contract With Optional Warranty

A customer signs up for a new wireless plan and receives a free mobile phone
as part of the package ($200 standalone selling price). The customer accepts
a one-year agreement for unlimited voice, data, and text messaging at a price
of $95 per month. As part of the contract, the customer receives the one-year
manufacturer's warranty and has the option to purchase an additional one-
year warranty for $50 before the expiration of the manufacturer's warranty.
The entity determines that the contract term for accounting purposes is one
year based on the enforceable rights and obligations within the contract.
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The transaction price includes the monthly service fees over the contract term
that the entity expects to receive in exchange for the services. Because the cus-
tomer received the phone for free, the entity is not entitled to any direct con-
sideration for the phone. Additionally, the $50 related to the option for the ex-
tended warranty is not included in the transaction price because it is an option
for the customer to purchase at a later date, and it is not presently enforceable.
Therefore, the transaction price is calculated as follows:

Goods/Services Price

Phone $0

Unlimited Wireless $95 × 12 months $1,140

Total Transaction Price $1,140

Although there is no fee attributed to the phone in the preceding example, an
entity will need to allocate consideration to each performance obligation within
a contract, as further discussed in the "Determining the Stand-Alone Selling
Price and Allocating the Transaction Price" section in paragraphs 13.4.01–
13.4.14.

Regardless of whether the option to purchase the additional one-year warranty
is priced at its standalone selling price does not affect the determination of the
transaction price. However, if the $50 fee does not represent the standalone
selling price for that warranty, the contract may provide the customer with
a material right. In this case, the transaction price as previously determined
would be allocated to three performance obligations (phone, service, and mate-
rial right), instead of two.

Example 13-3-4 — Wireless Plan With a Minimum Service Requirement
and Customer Receives a Subsidized Handset

A customer signs up for a new wireless plan and receives a free mobile phone
as part of the package ($200 standalone selling price). The customer accepts a
one-year agreement for voice, data, and text messaging. As part of the contract,
the customer has elected to receive a plan that includes 1,000 minutes of usage
per month at a price of $100 per month (the SSP is $90 per month). The cus-
tomer may upgrade or downgrade the 1,000- minute plan without penalty, but
the customer must continue to purchase a service plan that at least exceeds
600 minutes per month. A 600- minute plan costs the customer $70 per month
(the SSP is $60 per month). The entity determines that the contract term for
accounting purposes is one year based on the currently existing enforceable
rights and obligations within the contract.

The transaction price includes the monthly service fees over the contract term
that the entity expects to receive in exchange for the services. The enforceable
obligation could be either the provision of a 1,000-minute per month plan (alter-
native A) or the minimum 600- minute per month plan (alternative B), depend-
ing on which amount best reflects the enforceable rights and obligations under
the contract. The determination of which amount a provider should include in
TTP is a facts and circumstances evaluation.

Under alternative A, currently enforceable rights and obligations are based
upon the customer's election of the 1,000- minute plan (the contracted amount)
in lieu of a lower level plan. Under alternative B, the enforceable right is a
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600- minute plan (the minimum amount) with what is effectively an exercised
option (for one month) of an additional 400 minutes.

Entities will need to evaluate their specific facts to determine whether their
contracts should be accounted for based on the contracted amount (alternative
A) or the minimum amount (alternative B).3 If it is considered that alternative
A appropriately reflects the enforceable rights and obligations in the telecom
contract, FinREC believes that the entity should also ensure the following:

(1) Any revenue allocated and recognized that results in creation of a
contract asset must be fully collectable no matter what plan under
the contract the customer selects, assuming the customer does pay
for at least the minimum amounts required by the contract.

(2) The contract service plans must all be substantive and required to
be purchased for the same length of time in the contract.

(3) The service plan being evaluated is considered a single performance
obligation and not separable into distinct performance obligations
under the standard. That is, an incremental change in the service
plan is not considered a distinct performance obligation.

FinREC recommends that companies disclose how they compute the TTP for
such contracts if the impact of applying alternative A or B is significant.

The following illustrates the application of alternative A:

Because the customer received the phone for free, the entity is not entitled
to any direct consideration for the phone. Therefore, the transaction price is
calculated as follows:

Goods/Services Price

Phone $0

Wireless $100 × 12 months $1,200

Total Transaction Price $1,200

The allocation at contract inception would be as follows:

Goods/Services Price SSP Allocation

Phone $0 $200 15.6% or $187.5

Wireless $100 × 12 months
(SSP $90 × 12 months)

$1,200 $1,080 84.4% or $1,012.5

Total Transaction Price $1,200 $1,280 $1,200

The remaining total transaction price at inception, therefore, is $1,200 for dis-
closure purposes.

3 Refer to TRG Agenda Ref. No. 48, Customer Options for Additional Goods and Services, from
the November 9, 2015 meeting.
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Assuming no change in the customer's plan, the entity recognizes the following
at inception (ignoring rounding):

Contract asset $187.50

Phone revenue $187.50

(ignores the billing for the receivable and adjustment to contract asset
for month 1)

Each month thereafter (ignoring rounding):

Cash $100

Service revenue $84.40

Contract asset $15.60

** Note that if at the end of month one the customer decreases his or her ser-
vice to the 600-minute plan, this change will be assessed under the modifica-
tion guidance (specifically, in this case, FASB ASC 606-10-25-13a because the
old contract is replaced and a new contract is created). The ongoing monthly
accounting would be as follows:

Cash $70

Service revenue $54.40 ($84.40 less the decrease of
$30 in the service plan)

Contract asset $15.60

The following illustrates the application of alternative B:

Because the customer received the phone for free, the entity is not entitled to
any direct consideration for the phone. The transaction price, assuming only
the minimum from month two, is calculated as follows:

Goods/Services Price

Phone $0

Wireless $100 × 1 month $100

Wireless $70 × 11 months $770

Total Transaction Price $870

The allocation at contract inception would be as follows:

Goods/Services Price SSP Allocation

Phone $0 $200 21% or $183

Wireless $100 × 1 month (SSP $90 ×
1 month)

$100 $90 9.4% or $82

Wireless $70 × 11 months (SSP $60 ×
11 months)

$770 $660 69.6% or $605
($55 per month)

Total Transaction Price $870 $950 $870
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The remaining total transaction price at inception, therefore, is $870 for disclo-
sure purposes.

Assuming no change in the customer's plan, the entity recognizes the following
at inception (ignoring rounding):

Contract asset $183

Phone revenue $183

(ignores the billing for the receivable and adjustment to contract
asset for month 1)

Month one (customer is committed to 1,000-minute level):

Cash $100

Service revenue $82

Contract asset $18

* Note that the reduction of the contract asset in month 1 considers the higher
service amount for the first month, whereas in months 2–12, it relates to
amount allocated from the minimum plan commitment only.

Each month thereafter (again, assuming no change in the customer's plan from
the 1,000- minute level):

Cash $100

Service revenue (minimum) $55

Service revenue option $30

Contract asset $15

** Note that if at the end of month 1 the customer modifies his or her service
to the 600- minute plan, the ongoing monthly accounting would be as if the
customer has not exercised his or her option for the additional 400 minutes:

Cash $70

Service revenue $55

Contract asset $15

Considering Variable Consideration Within the
Telecommunications Industry

13.3.24 As explained in paragraphs 6–7 of FASB ASC 606-10-32, variable
consideration can arise due to discounts, rebates, refunds, credits, price conces-
sions, incentives, performance bonuses, or penalties within a contract or as a
valid expectation of the customer.

13.3.25 Telecommunications companies offer discounts, rebates, refunds,
and credits on their services. Some are known, fixed amounts, at contract in-
ception (for example, an offering for $15 off the first three months of service).
Some provisions in telecommunications contracts may result in variable con-
sideration. For example, products sold with a right of return are considered to
have variable consideration.
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13.3.26 For usage plans or plans with overage charges that are priced at

the standalone selling price for each unit (for example, minute), the usage-based
or overage fees represent options held by the customer for incremental services
and will typically not be included in the transaction price of the contract at
inception because there is no enforceable contractual right or obligation. How-
ever, the specific facts of each contract should be carefully evaluated.

13.3.27 When variable consideration is present in a contract, an entity
must estimate the amount of variable consideration to include in the transac-
tion price. Items such as discounts or price concessions expected to be granted
in the normal course of business may result in variable consideration. Further-
more, consideration is determined to be variable if an entity's entitlement to
the consideration is contingent on the occurrence or nonoccurrence of a future
event. In many instances, the variable consideration is explicitly stated in the
contract; however, as noted in FASB ASC 606-10-32-7, consideration is also de-
termined to be variable if either of the following circumstances exist:

a. The customer has a valid expectation arising from the entity's cus-
tomary business practices, published policies, or specific statements
that the entity will accept an amount of consideration that is less
than the price stated in the contract. Such customary business
practices and policies depend on the jurisdiction, industry, and cus-
tomer.

b. Other facts and circumstances indicate that the entity's intention,
when entering into the contract with the customer, is to offer a price
concession to the customer.

13.3.28 As explained in FASB ASC 606-10-32-8, depending on the facts
and circumstances, an entity will estimate the amount of variable consideration
using either the expected value or the most likely amount.

The expected value — The sum of probability-weighted amounts in a range
of possible amounts. An entity is likely to use the expected value method when
there is a variable usage component in which there are several possible out-
comes, contracts with similar characteristics, or concessions expected by the
customer and typically granted by the entity on a customer-by-customer basis.

The most likely amount — The single most likely amount in a range of pos-
sible consideration amounts (that is, the single most likely outcome of the con-
tract). For a telecommunications provider, the most likely amount is an appro-
priate estimate of the amount of variable consideration if the contract has only
two possible outcomes, but can be used if more than two possible outcomes exist.

13.3.29 Either method can be used on a contract-by-contract basis; how-
ever, contracts with similar circumstances should be treated consistently. If a
telecommunications company is developing an estimate of variable consider-
ation using the expected value method (that is, using relevant data to make
estimates that would be applied at the contract level), it should consider evi-
dence from other, similar contracts, or the telecommunications company may be
able to use the portfolio practical expedient (that is, apply the variable consid-
eration approach to a portfolio of contracts overall). Using evidence from other,
similar contracts to develop an estimate at the contract level could result in an
individual contract being recognized at an amount that is not a potential out-
come of that individual contract. See TRG Agenda Ref. No. 38, Portfolio Practi-
cal Expedient and Application of Variable Consideration Constraint, for further
consideration.
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Constraining Estimates of Variable Consideration
13.3.30 As explained in FASB ASC 606-10-32-11, when the estimated

amount of variable consideration could be subject to a downward adjustment
(or significant reversal), an entity is required to constrain the amount of vari-
able consideration that is included in the transaction price to the amount for
which it is probable that a significant reversal will not subsequently occur (that
is, limit the amount of variable consideration included in the transaction price).
As required in FASB ASC 606-10-32-12, to assess whether, and to what extent,
this constraint should apply, the company should consider both of the following:

a. The likelihood of a revenue reversal arising from an uncertain fu-
ture event

b. The magnitude of the reversal if that uncertain future event were
to occur

13.3.31 Factors that could increase the likelihood and the magnitude of
the reversal include: (a) factors outside of the entity's influence, (b) long period
of time before resolution, (c) if the entity's experience with similar contracts is
limited, (d) if the contract has a large number of potential outcomes, and (e) a
broad range of possible consideration amounts. Other factors could affect this
determination, and each contract in which variable consideration is identified
will need to be evaluated based on relevant facts and circumstances.

13.3.32 When a contract contains variable consideration, an entity should
use judgment in evaluating its estimate of the contract's transaction price at
each reporting period.

13.3.33 The following example is meant to be illustrative of a typical pric-
ing structure that would not be considered variable consideration. The actual
determination of the transaction price should be based on the facts and circum-
stances of an entity's specific situation.

Example 13-3-5 — Network Backhaul Agreement With Variable Rates

A telecommunications provider with an underground network enters into a
contract to provide a mobile operator access to the network (that is, network
backhaul) for one year and charges the following prices:

Volume (in GBs) Per GB price

0–20,000 $110

20,001–40,000 $105

40,001 –60,000 $100

60,001–80,000 $95

80,001–100,000 $90

Over 100,000 $85

Although the price per GB varies at each volume level, the arrangement does
not fall into the variable consideration provisions because each purchase is a
separate decision that is within the customer's control. If the customer does
not use any data, the mobile operator has no right to any consideration. This
arrangement contains multiple options with pricing that the company has con-
cluded conveys material rights (discounts from the standalone selling price
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otherwise available, based on the volume purchased). This particular pricing
structure is not variable consideration like that illustrated in Example 24 –
Volume Discount Incentive in paragraphs 216–220 of FASB ASC 606-10-55, be-
cause the pricing on each unit is never retroactively adjusted; therefore, each
GB, when purchased, is not subject to variability.

The variability in the pricing structure exists only if and when the option to
purchase GBs at each volume level is exercised. Therefore, the volume dis-
count (the material right) depends on how much the customer is expected to
purchase. Although the arrangement does not meet the requirement to be ac-
counted for as variable consideration, a portion of the transaction price must
still be allocated to the material right. The mobile operator may apply the prac-
tical alternative in FASB ASC 606-10-55-45 to that effect. Under the practi-
cal alternative, the variable consideration accounting model for determining
the amount of revenue to be recognized each reporting period could be applied
such that the expected discount is based on the expected number of units to
be purchased (that is, the effective overall price for each unit sold should be
estimated).

Based on historical experience, the size of the mobile operator and the mobile
operator's projected customer demand, the provider estimates that 75,000 GBs
will be used during the year. As such, the volume discount (the material right)
would be allocated and applied to the GBs under the expected value method,
as follows:

Volume Per GB price Total Price

0–20,000 $110 $2,200,000

20,001–40,000 $105 $2,100,000

40,001–60,000 $100 $2,000,000

60,001–80,000 $95 $1,425,000

80,001–100,000 $90

Over 100,000 $85

Total $7,725,000

The total consideration is estimated at $7,725,000 or $103 per GB, but does not
represent the transaction price, as defined and required to be disclosed under
the standard, because the arrangement is effectively multiple options with ma-
terial rights (the volume discount) and not variable consideration. In the first
month, if the mobile operator used 5,000 GB, the service provider would record
the following journal entry:

DR: Cash $550,000 (a)

CR: Service Revenue $515,000 (b)

CR: Contract Liability $35,000

(a) $110 × 5,000 GB

(b) $103 × 5,000 GB
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The contract liability, representing the material right, would continue to build
until 40,001 GBs were used, at which point, the contract liability would start
decreasing based on the amount of cash paid and the amount of revenue recog-
nized.

Assume at the end of month 8 that the mobile operator had used only 30,000
GBs and revised its estimate that the customer would use only 50,000 GBs. The
change in estimate would be accounted for as a change in the consideration on
the GBs and material rights already purchased, and the revised estimate of
contract consideration would be calculated as follows.

Volume Per GB price Total Price

0–20,000 $110 $2,200,000

20,001–40,000 $105 $2,100,000

40,001–60,000 $100 $1,000,000

60,001–80,000 $95

80,001–100,000 $90

Over 100,000 $85

Total $5,300,000

The total revised consideration is estimated at $5,300,000 or $106 per GB.

The example in FASB ASC 606-10-55-352 notes that when using the practical
alternative in FASB ASC 606-10-55-45, if actual usage is different than what
was expected, the entity would update the transaction price and the revenue
recognized accordingly, without specifying the method of doing so. Because the
price per unit has now increased, the mobile operator could recognize a reduc-
tion in the value of the material right related to the options for 30,000 GB al-
ready purchased through month eight as an element of breakage in accordance
with FASB ASC 606-10-55-48, as follows:

DR: Contract liability $90,000

CR: Service Revenue $90,000

(a) $106 − $103) × 30,000

The remaining material right would be recognized as additional options to pur-
chase GBs exercised over the remaining months, resulting in effectively rec-
ognizing revenue at $106 per GB through the remaining contract term, un-
less there is another change in the amount expected to be used by the mobile
operator.

Another acceptable approach is to adjust the amount of revenue recognized for
the number of expected GB to be used on a prospective basis, rather than on
a cumulative catch-up basis as illustrated in the preceding example. As de-
scribed in paragraph 11 of TRG Agenda Ref. No. 34, related to Issue 1 in TRG
Agenda Ref. No. 32, Accounting for a Customer's Exercise of a Material Right,
one acceptable approach is for the exercise of a material right to be accounted
for as a contract modification as the additional consideration received or the
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additional goods or services provided, or both, when a customer exercises a ma-
terial right represent a change in the scope or price, or both, of a contract. When
applying this approach, the guidance in FASB ASC 606-10-25-13a would ap-
ply, and the changes in estimates would be accounted for prospectively. In the
preceding example, this would result in recognizing revenue at $110.50 per GB
through the remaining contract term (calculated as follows: $5,300,000 total re-
vised consideration less the $3,090,000 of revenue already recognized [30,000 ×
$103] divided by 20,000 GB remaining to be delivered [50,000 total revised es-
timated GB to be provided less 30,000 GB already provided]).

13.3.34 The following example is meant to illustrate a typical pricing
structure that would be considered variable consideration. The actual determi-
nation of the transaction price should be based on the facts and circumstances
of an entity's specific situation.

Example 13-3-6 — Network Backhaul Agreement with
Variable Rates

A telecommunications provider with an underground network enters into a
contract to provide a mobile operator access to the network (that is, network
backhaul) for one year. The service provider charges the mobile operator $100
per GB up until a total of 100,000 GBs are used, at which point, the price per
unit for all GBs (including those used up until 100,000) are reduced to $85 per
GB unit. The service provider expects that the mobile operator will use over
100,000 GBs, which was determined by using a most likely amount approach
to estimate the amount of variable consideration to be included in the transac-
tion price. As such, the service provider must constrain the total variable con-
sideration to the $85 per GB because it is not probable that the service provider
will receive $100 per GB, given the expectation that the customer will use over
100,000 GBs.

Considering Whether Early Termination Provisions Result in
Variable Consideration

13.3.35 Many telecommunications companies have contractual provisions
that require a payment should the customer early terminate the contract. When
a contract is early terminated, the contractual cash flows received may be less
than what the other terms of the contract would have resulted in had the con-
tract not been early terminated. Given the right to early terminate is an ex-
plicit provision in the contract, and some have questioned whether that pro-
vision results in variable consideration that affects the total transaction price
of the contract. FASB ASC 606-10-32-4 states that "For the purpose of deter-
mining the transaction price, an entity shall assume that the goods or services
will be transferred to the customer as promised in accordance with the exist-
ing contract and that the contract will not be cancelled, renewed, or modified."
Further, the definition of and the principles set forth for accounting for vari-
able consideration would not include early termination provisions. Accordingly,
early terminations and the related consideration that may be received on can-
cellation does not represent variable consideration and, therefore, does not af-
fect the transaction price at a contract's inception. (See TRG Agenda Ref. No. 10,
Contract Enforceability and Termination Clauses, for further consideration.)
For consideration of whether a termination penalty is substantive and the im-
pact it may have on a contract's term, refer to the "Impact of Enforceable Rights
and Obligations on Contract Term" section in paragraphs 13.1.01–13.1.18.
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Considering Whether Service Credits Result in Variable Consideration
13.3.36 From time to time, a customer's service may be interrupted for

an unexpected reason (for example, a network outage or series of dropped calls
due to poor wireless coverage), and the telecommunication provider may issue
a service credit or discount at its own discretion. Although some telecommuni-
cations companies have a portfolio of historical data from which to make overall
estimates for a rebate, service credit, or other adjustments, the consideration
of the contract typically would not meet the standard's definition of variable
consideration at inception of the contract. This is because the consideration
promised in these cases is typically not explicit in the contract and would be
determined at the time that the service credit is issued. Under FASB ASC 606-
10-32-2, the accounting for a transaction is performed based on the expectation
that both parties will fulfill their obligations under the contract. Further, FASB
ASC 606-10-32-7 indicates that promised consideration is variable if either of
the following criteria are met:

a. The customer has a valid expectation arising from an entity's cus-
tomary business practices, published policies, or specific statements
that the entity will accept an amount of consideration that is less
than the price stated in the contract. That is, it is expected that the
entity will offer a price concession. Depending on the jurisdiction,
industry, or customer, this offer may be referred to as a discount,
rebate, refund, or credit.

b. Other facts and circumstances indicate that the entity's intention,
when entering into the contract with the customer, is to offer a price
concession to the customer.

13.3.37 At inception of a contract, service credits for which there is no
valid expectation or intention of a customer receiving such credits would not
be considered variable consideration. Those adjustments would typically be ac-
counted for in the period when the credit or adjustment is made to the cus-
tomer's account.

Determining Whether Consideration That Is Contingent Upon a
Customer’s Usage Represents Variable Consideration as
Contemplated Within FASB ASC 606-10-32-5

13.3.38 Consideration that is payable by a customer based upon the cus-
tomer's future usage of services may be a form of variable consideration as
contemplated within FASB ASC 606-10-32-5. In many traditional wireless and
wireline telecommunications contracts, however, FinREC believes that usage
fees should be accounted for as they are incurred and billed because usage rep-
resents an optional purchase, and the option does not convey a material right
to the customer. This is supported by paragraphs 340–342 of FASB ASC 606-
10-55 (Example 50), which illustrates an example in which a customer's pur-
chase of additional minutes or texts in telecommunication contracts should be
accounted for as a customer option.

13.3.39 The issue of how to distinguish optional purchases from variable
consideration was discussed at the November 2015 TRG meeting, Agenda Ref.
No. 48. At that meeting, TRG members generally agreed that the first step in
making that assessment is to appropriately identify the nature of the promises
in the contract as well as the rights and obligations of the parties. TRG members
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also generally agreed that the following generally describes optional purchases
and variable consideration:

a. Options for additional goods or services: The customer has a present
contractual right that allows it to choose the amount of additional
distinct goods or services (or change the goods or services to be
delivered) that are purchased (that is, a separate purchasing de-
cision). Prior to the customer's exercise of that right, the vendor
is not presently obligated to provide (and does not have a right to
consideration for delivering) those goods or services.

b. Variable consideration: The customer previously has entered into a
contract that obligates the vendor to transfer the promised goods or
services. The future events (including the customer's own actions),
that result in additional consideration occur after (or as) control of
the goods or services have (or are) transferred. The customer's ac-
tions do not obligate the vendor to provide additional distinct goods
or services (or change the goods or services to be transferred).

13.3.40 For services outside of traditional wireless and wireline offerings
(for example, data hosting arrangements), facts and circumstances may indi-
cate that the customer has contracted for the entity to stand ready to per-
form any number of actions that could be initiated under the contract, without
the customer making additional purchasing decisions. In these contracts, ad-
ditional usage may result in variable consideration. Entities should assess the
facts and circumstances of their individual contracts to determine the nature
of the performance obligations.

13.3.41 As required by FASB ASC 606-10-55-42, when a customer option
is present, service providers should evaluate these customer options to deter-
mine whether or not they represent a material right for the customer and,
therefore, a separate performance obligation. As explained in FASB ASC 606-
10-55-43, when customer options are offered at the standalone selling price of
the additional goods or services, the customer options do not result in mate-
rial rights. For additional information, refer to the "Material Renewal Rights
in Telecommunications Contracts" section in paragraphs 13.7.179–13.7.193.

13.3.42 Separately priced options are not included in the determination
of the transaction price at the contract's inception because the telecommuni-
cations service provider is not entitled to that consideration unless the option
is exercised. A separately priced option that is exercised at contract inception
results in the service provider being entitled to that consideration for the non-
cancellable term of that separately priced option and would increase the trans-
action price.

13.3.43 The following examples are meant to be illustrative, and the ac-
tual determination of whether consideration that is contingent upon a cus-
tomer's usage represents variable consideration should be based on the facts
and circumstances of an entity's specific situation.

Example 13-3-7 — Wireless Contract With Option for Data Usage

Wireless customer signs a two-year agreement for voice, text messaging, and
data services. The voice and text messaging plans are unlimited for $120 per
month, and the customer pays for data based on usage at $0.15 per MB per
month (the standalone selling price of the data).
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The data usage plan is considered an option for the customer because the cus-
tomer is not obligated to use any data, and the customer is making a separate
purchase decision each time it decides to use the data. The transaction price
for this arrangement is as follows:

Service Expected Value

Voice and Text Messaging Service ($120 × 24) $2,880

Data Usage $ $0

Total Transaction Price $2,880

As data is used, each purchase is treated as a separate contract.

Further, because the price per MB per month is based on the standalone selling
price, there is no material right associated with the option to buy additional
data.

Example 13-3-8 — Cable Television Contract With Optional
Pay-Per-View Services

A customer signs up for a three-year triple-play package, including basic tele-
vision services, internet, and phone services at a monthly price of $95. As part
of the basic television services, the customer is able to access and purchase
pay-per-view movies that range from $1.99 for older release to $5.99 for new
releases (the standalone selling prices). In this example, the transaction price
is calculated as $95 per month for 36 months for a total transaction price of
$3,420. The amounts for the pay-per-view service are not included in the trans-
action price at the inception of the contract and are only recognized when the
option is exercised (that is, in the month the pay-per-view movie is watched,
revenue is recognized at its standalone selling price, which is the stated con-
tract price in this example).

Additionally, because the option provided to the customer to acquire the pay-
per-view movies is not priced at a discount that is incremental to the range of
discounts typically given to that class of customer, there is no material right
present in the contract. The option to purchase pay-per-view movies is not a
separate performance obligation, and no revenue should be deferred.

Example 13-3-9 — Wireless Plan With Option for Global Data Plan

Customer options that are exercised at contract inception should be evaluated
to determine whether they affect the transaction price for purposes of allocating
any upfront fees (such as an activation or installation that is not a separate
performance obligation).

A customer signs up for a three-year voice and data wireless service plan at
a monthly price of $95. As part of the service plan, the customer may add a
global data plan for an additional $10 per month. Once exercised, the global
data plan is automatically renewed at $10 per month until cancelled by the
customer. Assume the customer exercises the option for global data at incep-
tion of the contract and Telco has sufficient data to estimate that the customer
will cancel the global data plan after month eight. The customer is also charged
a nonrefundable upfront activation fee of $35. The activation fee is charged
with any new service plan, regardless of whether the global data plan option
is activated. It has been determined that the activation fee does not convey a
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material right to the customer. For additional information, refer to the "Mate-
rial Renewal Rights in Telecommunications Contracts" section in paragraphs
13.7.179–13.7.193.

The transaction price is $95 per month for 36 months, plus $35 of activation
fee, or $3,455, plus one month of consideration related to the global data plan,
or $10, for a total transaction price of $3,465. This is because at inception of the
contract there are enforceable rights and obligations for 36 months of service
plus 1 month of the global rate plan.

Telco should not assume renewal of the separately priced option because it is
cancellable at any time for no penalty (there is no enforceable right beyond the
first month). Therefore, a conclusion would not be appropriate that the trans-
action price should be determined as either

(1) $95 per month for 36 months, plus $35 of activation fee, or $3,455,
plus 36 months of consideration related to the global data plan, or
$360, for a total transaction price of $3,815 (that is, assuming the
global rate plan will not be removed for the remaining term of the
contract), or
(2) $95 per month for 36 months, plus $35 of activation fee, or $3,455,
plus 8 months of consideration related to the global data plan (because
it is estimable by the Telco in this example), or $80, for a total trans-
action price of $3,535.

The preceding transaction price as calculated then needs to be allocated to the
performance obligations in the contract. Accordingly, any other fees charged to
the customer that do not give rise to a separate performance obligation (such
as the activation fee) would need to be allocated to the monthly voice and data
plan and one month of the global data plan.

However, in this fact pattern, FinREC believes that because the activation fee
is always charged with a new service plan and does not give rise to a material
right, the standalone selling price of the service should include the activation
fee for purposes of allocation of the upfront fee to the performance obligations
in the contract.

Contracted price SSP

Service contract $3,455 $3,455

Global add-on $10 $10

Total $3,465 $3,465

Because the contracted price and the standalone selling prices are the same
for the service when the activation fee is included as part of the service's stan-
dalone selling price, none of the activation fee is allocated to the global add-on
feature.

If the activation fee is not included in the standalone selling price of the service,
the amount of revenue allocated to the global data plan would be higher in
month one as compared to month two and so on.

Generally, FinREC believes it would also be acceptable to calculate the trans-
action price for purposes of allocating consideration as $95 per month for 36
months, plus $35 of activation fee, or $3,455 total. Because the global data plan
feature elected is a separately priced performance obligation at its standalone
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selling price, has no price interdependency with the base 36- month service con-
tract, and can be removed at any time with no requirement for the customer to
maintain a minimum level for this distinct performance obligation it could be
excluded from the allocation of the transaction price. FASB ASC 606-10-55-51
indicates that any upfront fee may be an advance for future goods or services
and should be recognized as revenue when those goods or services are provided.
Because there is no price interdependency on the separately exercisable option
at its standalone selling price and all customers that purchase a base service
plan must pay the activation fee, it would appear that the activation fee is not
an advance payment for the separately priced option and, therefore, should be
allocated solely to the 36- month service plan. The transaction price for the
separately priced option at its standalone selling price would be accounted for
separately. The total transaction price for the arrangement entered into by the
customer is $3,465, of which only $3,455 would be subject to the allocation of the
transaction price. That is, the exercise of the $10 option at contract inception
would not enter the allocation.

Considering Whether an Arrangement Contains a Significant
Financing Component

13.3.44 In determining whether a contract contains a significant financ-
ing component, refer to the "Considering the Effect of the Time Value of Money"
section included in paragraphs 13.3.01–13.3.19. When a contract contains a sig-
nificant financing component, the total stated transaction price in the contract
will not match the amount of revenue that is ultimately recognized.

13.3.45 The following example is meant to be illustrative, and the actual
determination of the transaction price for an arrangement that contains a sig-
nificant financing component should be based on the facts and circumstances
of an entity's specific situation.

Example 13-3-10 — Capacity Contract with an Upfront Payment

A customer enters into a five- year broadband capacity contract that does not
meet the definition of a lease. The contract price is $5 million and is required
to be paid upfront. The telecommunication company assesses that the advance
payment has been obtained for financing purposes and that the contract con-
veys a financing component. It then assesses whether the financing component
is significant to the contract. Assume that the discount rate in a separate fi-
nancing arrangement of a similar transaction would be 8 percent and is com-
pounded monthly. The monthly fee in the contract is $83,333.33 ($5 million
Ö60 months) at an 8 percent discount rate results in an overall transaction
price of $6,123,071 (the future value of the $83,333.33 payment stream over
60 months), compared to the stated contract amount of $5 million.

Therefore, the company concludes that the financing component is significant
and adjusts revenue to what the cash selling price of the service would have
been. The transaction price of $6,123,071 is recognized as revenue over the
five-year period and would yield the cumulative result of:

Interest expense 1,123,071

Cash 5,000,000

Revenue 6,123,071

Interest expense 1,123,071 Cash 5,000,000 Revenue 6,123,071
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The result of interest expense exists because the telecommunications company
effectively borrowed under the transaction. That is, at contract inception, there
was a contract liability related to the pre-paid services.

Noncash Consideration
13.3.46 Under paragraphs 21–24 of FASB ASC 606-10-32, in instances in

which telecommunications providers enter into transactions with noncash con-
sideration, the entity should measure the noncash consideration at fair value at
inception of the contract. If the fair value of the noncash consideration cannot
be reasonably estimated, the entity shall measure the consideration indirectly
by reference to the standalone selling price of the goods or services promised to
the customer in exchange for the noncash consideration.

13.3.47 If a customer contributes goods or services (for example, materials,
equipment, or labor) to facilitate the telecommunications provider's fulfillment
of the contract, the service provider must assess whether it obtains control of
those contributed goods or services. If so, the contributed goods or services are
treated as noncash consideration received from the customer.

Consideration Payable to a Customer
13.3.48 Consideration payable to a customer can be cash, coupons, and

credits. As required by FASB ASC 606-10-32-25, such consideration is ac-
counted for by the telecommunications provider as a reduction of the trans-
action price and, therefore, of revenue, unless the payment to the customer is
in exchange for a distinct good or service that the customer transfers to the en-
tity. If the consideration payable to a customer includes a variable amount, the
entity shall estimate the transaction price based on the preceding guidance.

13.3.49 As required by FASB ASC 606-10-32-26, if consideration payable
to a customer is a payment for a distinct good or service from the customer, then
the telecommunications provider shall account for the purchase of the good or
service in the same way that it accounts for other purchases from suppliers. If
the amount of consideration payable to the customer exceeds the fair value of
the distinct good or service that the service provider receives from the customer,
then the excess is accounted for as a reduction of the transaction price.

13.3.50 As required by FASB ASC 606-10-32-26, if the fair value of the
good or service received from the customer is not able to be determined, then the
service provider will account for all of the consideration payable to the customer
as a reduction of the transaction price.

13.3.51 FASB ASC 606-10-32-27 states the following:

If consideration payable to a customer is accounted for as a reduction
of the transaction price, the reduction of revenue is recognized when
(or as) the later of either of the following events occurs:

a. The entity recognizes revenue for the transfer of the re-
lated goods or services to the customer.

b. The entity pays or promises to pay the consideration (even
if the payment is conditional on a future event). That
promise might be implied by the entity's customary busi-
ness practices.
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Other Fees
13.3.52 Telecommunications contracts and their related billings may in-

clude a variety of other charges to a customer that should be evaluated to
determine whether they affect the transaction price. See additional analysis
of whether these additional fees represent revenue within the "Miscellaneous
Fees" section in paragraphs 13.7.106–13.7.133. Common charges that would
not affect the transaction price at inception of a contract include those that are
incurred only when a contract is cancelled, renewed, or modified. These fees
may include amounts paid to exercise an optional feature in a contract (for ex-
ample, an upgrade fee), customer service credits related to unexpected service
delivery issues or retention efforts, insufficient funds fees, late payment fees,
and early termination fees. Although these fees may ultimately be recognized
as revenue when earned, they do not affect the transaction price at inception
of the contract because the charges relate to an assumption that the contract
will be cancelled, renewed, or modified.

13.3.53 Telecommunications companies may charge administrative fees
or other fees for which it was determined that no performance obligation exists.
If those fees are required to be paid by a customer, in accordance with FASB
ASC 606-10-32-2, those fees are consideration to which the entity expects to
be entitled and should be included in determining the transaction price. If the
customer can avoid those fees sometime after the contract's inception, then only
the fee that the telecommunications company is entitled to should be included
in determining the transaction price.

13.3.54 The following example is meant to be illustrative, and the actual
determination of whether consideration that is contingent upon a customer's
usage represents variable consideration should be based on the facts and cir-
cumstances of an entity's specific situation.

Example 13-3-11 — Paper Billing Fee

Customer enters into a two-year contract for video services. The contract re-
quires the customer to pay a $3 per month incremental amount related to
issuing a paper bill. Customer may elect, at any time, to remove the paper
billing fee by agreeing to receive electronic billing statements. At inception of
the contract, the customer does not elect electronic billing. The company deter-
mines, based upon its specific facts, that the fee related to issuing paper bills
is an administrative fee that does not convey a promised good or service to the
customer.

Because the customer has the ability to eliminate the payment of the fee alto-
gether by going to paperless billing, the fee is not an enforceable right for the
length of the contract. Therefore, the transaction price of the two-year contract
would likely only include the monthly $3 fee for the initial month. For pur-
poses of allocating the transaction price, the monthly paper billing fee would
be included in the standalone selling price of the monthly base service, thereby
not affecting the allocation to other months of service or other performance
obligations in the contract.

Other Regulatory Fees
13.3.55 Regulatory, franchise, and other fees that are charged by a

telecommunications company should be evaluated to determine whether the
fees should be included in the transaction price. If the fee is determined to be
collected on behalf of a third party, it would not be included in the transaction
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price. The guidance for determining whether a fee is collected on behalf of a
third party is contained in the principal versus agent provisions in paragraphs
36–40 of FASB ASC 606-10-55.

Step 4: Allocate the Transaction Price to the Performance
Obligations in the Contract

Determining the Stand-alone Selling Price and Allocating the
Transaction Price
This Accounting Implementation Issue Is Relevant to Step 4: "Allocate the Trans-
action Price to the Performance Obligations in the Contract," of FASB ASC 606.

13.4.01 Step 4 of the revenue standard requires a company to allocate
the transaction price to identified performance obligations based on the rela-
tive SSP, except when certain exceptions are met. Paragraphs 13.3.20–13.3.55
provide guidance on how the total transaction price for a contract should be
allocated under step 4 of the revenue standard. Paragraphs 13.4.01–13.4.14
provide a more in-depth discussion of the objective to be met using the relative
SSP allocation to depict the amount of consideration to which the entity expects
to be entitled in exchange for transferring the promised goods or services to the
customer.

13.4.02 FASB ASC 606-10-32-32 explains that the best evidence of SSP
is the observable price of a good or service when the entity sells that good or
service separately in similar circumstances and to similar customers. FASB
ASC 606-10-32-33 requires that if the observable price of a good or service is
not directly observable, a company should estimate a SSP at an amount that
would result in the allocation of the transaction price meeting the allocation
objective in FASB ASC 606-10-32-28 while maximizing the use of observable
inputs. FASB ASC 606-10-32-34 provides examples of estimation methods that
may be appropriate to use when the SSP is not directly available (for example,
adjusted market assessment approach).

13.4.03 Telecommunication entities frequently provide multiple products
and services to their customers as part of multi-faceted bundled offerings and
therefore will need to determine appropriate methodologies for establishing
SSP. These arrangements may consist of the sale of communication services
along with the sale of supporting equipment (for example, mobile device, router,
modem, mobile services, data).

Possible Methods for Determining Stand-alone Selling Price Available
to Telecommunication Entities

13.4.04 As FASB ASC 606-10-32-32 explains, the best price to use when
allocating the transaction price is that price which is directly observable. The
SSP in telecommunication contracts (for example, wireless, wireline) may often
be observable. That is, telecommunication entities may have a directly observ-
able transaction in which a performance obligation is sold on a stand-alone
basis to a similar customer. In those instances, telecommunications companies
should use the directly observable price in entity-specific contracts with sim-
ilar customers as SSP. When available, a telecommunications company would
likely give the greatest weight to their own contract pricing data, in identifying
evidence of SSP, as it is consistent with the directly observable notion of when
the entity sells that good or service separately in similar circumstances and to
similar customers, as noted in FASB ASC 606-10-32-32.
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13.4.05 In the case in which a published list price (whether internal or ex-
ternal) is equivalent to the directly observable price, this price should be used
when allocating the total transaction price for the contract. Using list price to
allocate the transaction price would generally be appropriate in cases in which
list price reflects the price a similar customer in a similar transaction and mar-
ket would receive. However, the list price should not be assumed to be the SSP
for products and services sold within certain stand-alone or multi-product mar-
keting programs in which every product receives a discount.

13.4.06 Product-specific considerations. In many telecommunication con-
tracts (both wireless and wireline), hardware may be sold as part of a bundled
service offering. In most cases, the hardware (for example, mobile device or
modem) in the bundled package will also be available on a stand-alone basis.
In these cases, the SSP of the hardware will generally be the price when sold
in a separate transaction with a similar customer. Note, the SSP for similar
hardware may differ depending on jurisdiction in which it is sold or the class
of customer to whom it is sold. FinREC believes it is possible to establish dif-
ferent SSPs for the hardware based on a defined customer class (for example,
enterprise or business customers versus end consumers) or jurisdiction, assum-
ing that the objective of allocation under FASB ASC 606-10-32-28 is still being
met.

13.4.07 Specific to wireless service contracts, many times customers have
various options for paying for their device, resulting in multiple observable
prices for the same device. However, the SSP may be the price a customer pays
when they purchase a device without the purchase of any other devices or com-
mitting to a service agreement of any term. This is commonly referred to as the
no commitment price.

13.4.08 In some instances, a telecommunication entity may offer a free
product (for example, a tablet or television) as a marketing initiative to in-
cent a customer to enter into a particular contract. Unless determined to be an
immaterial promised good or service in the context of the contract, that free
product will generally meet the definition of a separate performance obligation
in most cases. If the free product is sold separately, an entity should rely on
directly observable inputs to determine the SSP of the free product. However,
it may be the case, under these circumstances, that the entity does not sell the
free product separately. In these cases, if entity-specific directly observable SSP
is not available for the separate performance obligation, a telecommunications
entity will need to estimate the SSP. An adjusted market assessment approach
or cost-plus approach are estimation alternatives provided under FASB ASC
606-10-32-34 that may serve as a suitable method for estimating for SSP in
these situations. Many times a similar stand-alone market transaction may
exist (that is, sales of the product by others), and, therefore, an adjusted mar-
ket assessment approach could be the most appropriate. However, in instances
in which the marketing incentive is not widely sold separately, an entity may
conclude that a different estimation technique is appropriate.

13.4.09 Service-specific considerations. Similar to paragraph 13.4.07, cus-
tomers typically are provided many different options of service pricing depend-
ing on a mix of voice and data options. As such, the monthly service plan charge
may be different depending on the option chosen for the service plan. However,
FinREC believes the SSP of the service plan for revenue recognition purposes
will generally be the monthly amount charged to the customer when they bring
their own device or pay the no commitment price for the device that is being
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connected for service, considering the established customer class (that is, corpo-
rate customers versus retail customers). Observable prices for value-added ser-
vices and options will generally be considered the SSP. Refer to "Step 2: Identify
the Performance Obligations in the Contract," in paragraphs 13.2.01–13.2.35
for additional discussion about whether the components of a service plan (for
example voice, text, and data services) would be accounted for as one or multiple
performance obligations.

13.4.10 In other telecommunication service plans, add-on voice and data
options will typically be priced separately. Assuming these add-on services are
determined to be separate performance obligations and the billed price reflects
the price a similar customer in a similar transaction would pay, it may be possi-
ble for those separate billed prices to represent SSP for those performance obli-
gations. However, FASB ASC 606-10-32-32 clarifies that a contractually stated
price or list price for a good or service may be, but shall not be presumed to
be, the SSP of that good or service. Therefore, if an entity concludes list price
cannot be used as a basis for determining SSP, SSP for data and voice and text
services will need to be established outside of the billed prices.

13.4.11 Periodically, marketing departments may offer promotional ser-
vice plan alternatives. Typically, these new plans may be offered only for a lim-
ited time, but will be available to customers who select the plan for as long as
they maintain that particular plan. Even though the plan may be offered for a
limited time, FinREC believes it may be considered a new plan with a newly
established SSP if the plan is available to all customers (current or new) and
if the price is not dependent on any other purchases. FinREC believes that in
cases in which the promotional pricing is for all goods and services promised
in one arrangement and the promotional pricing is consistent across the entire
term of the contract, the promotional pricing may be considered the SSP of the
plan. If an entity is using promotional pricing for only specific performance obli-
gations in an overall bundled arrangement, the promotional pricing may not be
reflective of the SSP of the plan. As such, other methods to determine the SSP
may need to be considered, in addition, it should be determined whether the
discount provided as part of promotional pricing should be allocated to one or
more specific performance obligations within a bundled arrangement, in accor-
dance with paragraphs 36–38 of FASB ASC 606-10-32.

13.4.12 FinREC believes that for the purposes of establishing SSP,
telecommunication entities may determine that stratifying customers into sep-
arate classes, for example by sales channel, pre-defined customer size or class,
or geographic region, and establishing different SSPs for the same performance
obligations in each class best achieves the allocation objective in FASB ASC
606-10-32-28. In other instances (for example large business customers that
negotiate highly customized services), in which a telecommunications company
contracts with a business to provide a highly customized service that it does
not regularly sell separately, the SSP of the customized service may be the
contract's transaction price; however, it should not be presumed to be. Other
analysis, including the adjusted market assessment approach or the expected
cost plus a margin approach described in FASB ASC 606-10-32-34 should be
performed to assess the SSP. Note, this area will be subjective and require man-
agement judgement.

13.4.13 Allocating a discount to one or more (but not all) performance obli-
gations in a contract. In accordance with FASB ASC 606-10-32-36, except when
an entity has observable evidence that the entire discount relates to only one
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or more, but not all, performance obligations in the contract, the entity should
allocate a discount proportionately to all performance obligations in a contract.
A contract contains a discount when the sum of the SSPs exceeds the promised
consideration in the contract. FASB ASC 606-10-32-37 provides three criteria
to meet to allocate a discount in other than a proportional fashion.

13.4.14 The language in paragraph FASB ASC 606-10-32-37 results in
a relatively high hurdle to allocate a discount specifically to one performance
obligation in a contract. In order to do so, the second and third criteria (items
b and c of FASB ASC 606-10-32-37 require observable evidence of a substan-
tially similar discount being provided for the performance obligation in a sepa-
rate bundled arrangement. Significant judgment will be required to determine
whether directly observable evidence exists in order to show the discount re-
lates entirely to one or more, but not all, performance obligations in a contract
with a customer.

Other Related Topics

Portfolio Accounting
This Accounting Implementation Issue Is Relevant to the Application of the Port-
folio Approach in FASB ASC 606.

Introduction
13.7.01 Per FASB ASC 606-10-10-4, the portfolio approach is a practical

expedient that an entity may choose in accounting for a group of contracts col-
lectively as opposed to individually if the entity reasonably expects the impact
would not differ materially. This approach was suggested as an alternative for
entities that have a large volume of similar contracts with similar classes of
customers (based on BC488(a) of ASU No. 2014-09) to reduce the complexity
and cost of applying the new standard.

13.7.02 The following paragraphs discuss various factors to consider when
determining the appropriate composition of a portfolio as it relates specifically
to the telecommunications industry.

13.7.03 There are a number of application issues that can arise when ap-
plying the portfolio method of accounting for telecommunication companies.
Initial identification of portfolios, allocation of transaction prices to perfor-
mance obligations, contract modifications, the effects of time value of money,
contract asset impairments, and unique reporting and disclosure requirements
are addressed in this section. In the end, for portfolios of revenue, given the
large volume of contract types and performance obligations, significant pro-
motions, and the number of contract modifications that occur for telecommu-
nication contracts, companies should consider the various challenges in meet-
ing the requirements set forth for applying a portfolio approach. In particular,
companies should consider those challenges resulting from the nature of the
telecommunications plans and pricing conventions in the United States, in-
cluding, but not limited to, single service plans, multiple services plans, group
or family plans, and frequent contract modifications. For other companies, and
for portfolios of costs, the challenges may not be as significant. In all cases,
the application of the portfolio approach requires the determination of whether
the accounting results of a portfolio differ materially from applying the guid-
ance to the individual contracts within that portfolio. There are no specific
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criteria provided in FASB ASC 606 to assist financial statement preparers with
making that conclusion, so judgment will be required to evaluate whether the
challenges associated with the portfolio approach outweigh the benefits. Given
these complexities, practical examples that address the comprehensive appli-
cation of the portfolio approach are beyond the scope of this publication.

Definitions and Scoping
13.7.04 A portfolio approach may be applied to contracts within the scope

of FASB ASC 606. The effects on the financial statements of applying FASB
ASC 606 to a portfolio of contracts should not differ materially from applying
that guidance to individual contracts.

13.7.05 The guidance allows the entity to exercise judgment when cre-
ating the portfolios. BC69 of ASU No. 2014-09 discusses the need for "similar
characteristics" among the contracts (or performance obligations) to be grouped
together, but permits the application of a "reasonable approach to determine the
portfolios that would be appropriate for these types of contracts."

13.7.06 FASB ASC 606-10-10-4 permits a company to create portfolios of
either performance obligations or contracts as long as they have similar charac-
teristics and the expected outcome of the accounting for the portfolio is not ma-
terially different from the individual contract approach. For example, assume
an entity sells bundled services including equipment (for instance, a wireless
handset, a wireline phone, a cable set-top box, and so on) and network services.
The entity may wish to apply the portfolio approach at the contract level. This
approach could, for instance, provide a practical expedient in allocating transac-
tion prices to dissimilar performance obligations (such as providing a handset
versus service) within similar contract portfolios (for instance, bundled wire-
less contracts for 24-month terms entered into in the month of January) or in
determining variable consideration (see paragraphs 13.7.22–13.7.36). Alterna-
tively, an entity is permitted to create separate portfolios composed of the per-
formance obligations, for example, a portfolio group of sold wireless handsets
and another portfolio group composed of separate wireless services for similar
contracts that contain both performance obligations. In the case of portfolios of
performance obligations, the entity would first have to determine and allocate
the transaction price to each of the performance obligations in the contract,
either at the individual contract level or at the portfolio contract level.

13.7.07 FinREC believes that the portfolio approach may be applied to
some, but not all, of a company's revenue streams. For example, a company
could apply a portfolio approach to its residential customer contracts and ap-
ply an individual contract approach to its business customers. FASB and the
IASB (the boards) did not provide specific guidance for the criteria to be used in
the creation of the portfolios. There is no requirement that a single accounting
policy decision be made. For example, a company may have one revenue stream
that involves complex installation and sales of components that are uniquely
designed to meet the various customers' needs and another revenue stream
that comprises homogenous equipment and services. In this case, it would be
acceptable to create a portfolio for homogenous equipment and service contracts
and account for the unique customer contracts at the individual contract level.
FASB ASC 606-10-10-3 does state that an entity must apply the new guid-
ance, along with any practical expedients, "consistently to contracts with sim-
ilar characteristics and in similar circumstances." A company must adhere to
this principle when developing their portfolios to ensure consistent treatment
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across similar revenue streams. In all cases, the results of the practical expe-
dient must not materially differ from applying the guidance to the individual
contracts (FASB ASC 606-10-10-4).

13.7.08 FinREC believes that the portfolio approach may be applied to
only certain aspects of accounting for a contract with a customer (that is a "par-
tial" versus "full" portfolio approach). This view is supported by example 22 of
FASB ASC 606 (paragraphs 202–207 of FASB ASC 606-10-55) that provides an
illustration of a partial use of the portfolio approach. In this example, a portfo-
lio approach is followed for estimating the rate of returns (that is, measuring
the transaction price and variable consideration). However, other aspects of the
revenue guidance, such as timing of recognition, are applied at an individual
contract level in this example.

13.7.09 Because the portfolio method was designed as a practical expe-
dient, an entity should use its own discretion and judgment in applying it to
some or all of the requirements of FASB ASC 606. For example, some telecom-
munication entities may want to use a portfolio approach to measure only the
transaction price, estimate variable consideration, or allocate the transaction
price to performance obligations in a contract, while still assessing contract
existence and recognition criteria at an individual contract basis. Some imple-
mentation issues of applying a "full" versus "partial" portfolio approach are
further discussed in paragraphs 13.7.22–13.7.36.

13.7.10 The guidance in FASB ASC 606-10-10-4 does not specifically ap-
ply to the cost elements of a contract. Further, the portfolio approach is not
specifically mentioned in FASB ASC 340-40, Other Assets and Deferred Costs—
Contracts with Customers. However, the boards developed the guidance on con-
tract revenue and costs as part of a unique project with an overall objective. As
a result, International Financial Reporting Standard (IFRS) 15, Revenue from
Contracts with Customers, includes the revenue and cost guidance in one place,
and the boards have not discussed or noted the scope of the portfolio practical
expedient to be a difference between IFRS and U.S. GAAP. FASB ASC 606-10-
10-4 states, "an entity may apply this guidance to a portfolio of contracts." FASB
ASC, inclusive of the guidance set forth in FASB ASC 340, changed existing
practice with respect to contract acquisition and fulfillment costs. Therefore,
FinREC believes that the portfolio approach can be applied to the guidance for
contract costs in FASB ASC 340-40 as well as revenue recognition in FASB
ASC 606, assuming the result of applying the portfolio method would not differ
materially from applying the guidance to the individual contracts within that
portfolio.

13.7.11 FinREC also believes that the portfolio approach can be applied
to only the cost elements of a contract while the revenues are accounted for
on a contract-by-contract basis. There is no requirement to apply the portfo-
lio method to all elements of a contract. For example, assume a company sold
multiple types of three-year maintenance agreements related to the purchase of
varying types of phone systems. The contract types may include significant con-
tract acquisition and fulfillment costs due to complex installation or provision-
ing, and the allocation and attribution of the overall transaction price may vary
given the allocation requirements under the relative selling price approach of
the standard. Accordingly, the company may choose to account for the contract
acquisition and fulfillment costs in a single portfolio and separately account for
the attribution of the contract's revenue on an individual contract basis. Such
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an approach may, however, result in the loss of the ability to accurately track
and monitor each contract's margins.

13.7.12 Based on the views set forth in paragraphs 13.7.10–13.7.11, Fin-
REC also believes that an entity could account for the costs to obtain and fulfill
a contract using different methods (for instance, the portfolio approach for one
and the individual contract approach for the other). For example, a company
might apply this approach in a situation where the contract acquisition costs
have a determined life commensurate with the stated contract life (a sales com-
mission is paid for the original acquisition of a contract and a separate commis-
sion is paid for a renewal of that contract), but the fulfillment costs have a life
longer than the contract life, due to expected renewals. In another example, a
company may include the costs to fulfill a contract (direct labor, direct materi-
als, and so on) as a part of its internal overall margin analysis of the contract,
so contract-level accounting for contract-specific costs is necessary. However, if
the costs of obtaining a contract (such as sales commissions) on an individual
contract basis are less important for internally evaluating contract profitabil-
ity, a portfolio approach for accounting for those costs would be acceptable and
may be consistent with the company's internal reporting needs. In this situa-
tion, a company could choose to create a portfolio for the contract acquisition
costs while individually accounting for the costs to fulfill a contract. Although
the guidance permits such an approach when the accounting for items at the
contract level would not materially differ from a portfolio approach, a company
does need to apply that approach consistently to all contracts with "similar
characteristics."

Evaluating the Concept of "Similar Characteristics"
13.7.13 The phrase "similar characteristics" as used in FASB ASC 606-10-

10-4 is not explicitly defined. The boards explained their rationale for including
FASB ASC 606-10-10-4 in BC69–BC70 of ASU No. 2014-09, noting they did not
believe that it was their place to specify how an entity applied the guidance to
their contracts but that, based on feedback from constituents, they decided to
include the practical expedient to acknowledge that a portfolio approach would
be a practical way to apply the guidance. The boards specifically stated that
an entity's judgment would be required in selecting the size and composition of
the portfolio such that the entity would not expect the portfolio results to differ
materially from the application of the standard to each specific contract.

13.7.14 Determining whether a portfolio of contracts or performance obli-
gations have similar characteristics requires judgment. FinREC recommends
that telecommunications companies consider the following when determining
whether certain contracts have similar characteristics:

a. Customer contracts comprise performance obligations with a simi-
lar pattern of recognition, for example,

i. a portfolio of contracts comprising only performance obli-
gations satisfied over time or

ii. a portfolio of "bundled" contracts (that is, contracts includ-
ing a performance obligation satisfied over time and a per-
formance obligation satisfied at a point in time such as a
sale of a wireless phone combined with a wireless service
agreement).
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b. Customer contracts comprise similar goods or services within each
contract. Characteristics to consider for a wireless company's ser-
vice plans may include, for example,

i. only single-line plans;

ii. only multi-line or family plans;

iii. only voice plans;

iv. only data plans; and

v. for contracts with hardware sales, plans for simple or econ-
omy handsets versus plans for smart phones.

There may be a series of combinations of the preceding that may be
similar based on a company's specific facts.

c. Customer contract terms show similarities, such as same contract
duration (a portfolio of one-year contracts), same payment terms,
same termination features, and so on.

d. Customer contracts are within one reportable segment, for exam-
ple, the same geographic location or same product grouping (for in-
stance, consumer, business, or wholesale; wireless or wireline).

e. Customer contracts are procured through the same sales channels
(all direct or indirect sales, for example) or have the same credit
profiles (for example, all prime or subprime sales).

f. Customer contracts offer similar upfront discounts or other cus-
tomer promotions.

g. Customer contracts generally are not modified or, when modified,
result in prospective accounting.

h. Customer contracts are entered into at or near the same time (for
example, the same month and possibly the same quarter).

i. For customer contracts with more than one performance obliga-
tion, ratios of the relative selling prices to the transaction prices
are within the same range.

j. Customer contracts are managed on the same business system (for
example, the billing system), which may indicate that they have
similar characteristics.

k. When considering portfolios for accounting for contract costs, the
expected amortization periods and churn rates are close.

13.7.15 FASB ASC 280, Segment Reporting, contains guidance on the ag-
gregation of two or more operating segments into one reportable segment if
the segments have "similar economic characteristics" and meet additional re-
quirements. The phrase "similar economic characteristics" has been stringently
applied in the aggregation of segments. FASB ASC 606 does not explicitly refer-
ence FASB ASC 280's criteria and therefore it is not required to be considered.
However, FinREC believes that considering FASB ASC 280 may be helpful in
evaluating whether a portfolio has "similar characteristics."

13.7.16 A portfolio of contracts (or performance obligations) may include
contracts (or performance obligations) that are reported in different reportable
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segments. This question may, for instance, arise when the company reports on a
geographical basis. However, if portfolios cross segments, FinREC recommends
carefully considering whether the principles set forth for determining whether
contracts have similar characteristics are met. Further, such a conclusion may
impact the required disclosures and other allocations required in applying the
segment guidance.

13.7.17 Some contracts with customers may be partially in the scope of
FASB ASC 606 (for example, contracts that contain a lease element), such as
managed services agreements that include a lease of equipment as well as
telecommunications services. FinREC believes that an entity may apply the
portfolio method to those contracts, for the elements of the contract that are in
the scope of FASB ASC 606. The company would follow the guidance in FASB
ASC 840, Leases, to distinguish between lease and non-lease components and
allocate the contract consideration according to the FASB ASC 840 require-
ments. The portfolio guidance then would explicitly apply to the non-lease com-
ponents required to be accounted for under FASB ASC 606.

13.7.18 FinREC believes that a portfolio may consist of contracts with
performance obligations that are delivered at a point in time and performance
obligations that are delivered over time, as long as the portfolio consists of con-
tracts that have similar multiple product or service offerings. For instance, a
portfolio could consist of cellular phone service contracts that include both the
sale of a handset and the provision of voice and data services over a period of
time. The transaction price would still need to be allocated to each performance
obligation in the contract.

13.7.19 FinREC believes that contracts that contain performance obliga-
tions with dissimilar patterns of revenue recognition would not typically be ex-
pected to meet the "similar characteristics" concept. For example, a 24-month
contract with both a handset and voice and data services typically would not
be grouped with a month-to-month contract that has only voice and data ser-
vices. Alternatively, when a contract includes several performance obligations
(for example, a handset and voice and data services), similar types of perfor-
mance obligations could be grouped into a portfolio.

What Does "Not Differ Materially" Mean and When Should
It Be Assessed?

13.7.20 In BC69 and BC287–BC293 of ASU No. 2014-09, the boards ac-
knowledged that an entity would need to apply judgment in selecting the size
and composition of the portfolio in such a way that the entity reasonably expects
that the application of the revenue recognition model to the portfolio would not
differ materially from the application of the model to individual contracts or
performance obligations. The boards indicated that they did not intend for an
entity to quantitatively evaluate each outcome and, instead, the entity should
be able to take a reasonable approach to determine the portfolios that would be
appropriate for its types of contracts.

13.7.21 Companies are required to assess whether their financial state-
ments are materially correct with respect to both interim and annual finan-
cial statements. That requirement exists regardless of whether the portfolio
method is applied. Therefore, FinREC believes that the difference between ap-
plying the portfolio method and accounting for individual contracts may have
to be evaluated at contract inception and on an ongoing basis. The amount of
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effort required to make a conclusion on an interim or annual basis will de-
pend on a company's specific facts. For example, simple portfolios may require
little effort and evaluation to support the conclusion that the portfolio method
does not differ materially from the individual contract approach, whereas more
complex portfolios may require a more rigorous evaluation to support a similar
conclusion. FASB ASC 606-10-10-4 and BC69 of ASU No. 2014-09 indicate that
a quantitative analysis is not required every period. However, FinREC believes
that management must have a basis to conclude that the difference between the
portfolio method and individual contract method have not materially changed
over time.

Implementation Issues to Consider When Applying
Portfolio Accounting

13.7.22 Although conceptually simple, application of the portfolio ap-
proach raises questions that may be challenging for financial statement pre-
parers. In the telecommunications industry, there are a handful of significant
implementation questions that arise. The following are a number of items that
an entity should consider: (1) determining how to evaluate whether the portfolio
approach results in a material difference from the individual contract approach,
including the determination of materiality itself (as previously discussed in
paragraphs 13.7.13–13.7.21); (2) the overall approach to allocating the trans-
action price to multiple performance obligations, including the impact of vari-
able consideration on the transaction price; (3) the approach to applying the
contract modification guidance to a portfolio; (4) the application of the portfolio
approach to deferred contract costs, including contract asset impairment; and
(5) application of the significant financing component guidance.

Using a Portfolio Approach to Allocate the Transaction Price to Multiple
Performance Obligations

13.7.23 This item is important because performance obligations that may
otherwise be identical may be allocated varying amounts of the transaction
price. An example might be the sale of a wireless handset and a service for
which there are two performance obligations. Contract 1 comprises a wireless
handset sold at a discounted price of $500 with a stand-alone sales price of
$600 and a 24-month contract with a monthly service fee of $45 (a fee that is
the stand-alone sales price for such a plan). Contract 2 comprises the same type
of wireless handset (again, sold at a discounted price of $500 with a stand-alone
sales price of $600) and a 24-month contract with a monthly service fee of $75
(a fee that is the stand-alone sales price for such a plan). In these examples,
the amount allocated to identical wireless handsets varies under a simple ap-
plication of the relative selling price approach. FinREC believes that although
a portfolio approach used in the initial allocation of the transaction price may
be one of many ways to apply the practical expedient, the prevalence of modifi-
cations in some businesses could make maintaining those portfolios challeng-
ing. Example 13-7-1 illustrates the use of a portfolio approach for the initial
allocation.

13.7.24 There are many ways a company may choose to apply the portfolio
approach to allocating transaction prices to a portfolio of contracts. However,
in all cases, a company must adhere to the principles in paragraphs 28–41 of
FASB ASC 606-10-32 and ensure that any approach is carefully evaluated such
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that it is possible to reach the conclusion that there is no material difference
between the individual contract approach and the portfolio approach.

13.7.25 The following example is meant to be illustrative; the actual ac-
counting should be based on the facts and circumstances of an entity's specific
situation.

Example 13-7-1

This example illustrates the use of a portfolio allocation factor to allocate rev-
enue to the various performance obligations in a bundled arrangement (for in-
stance, a wireless contract with a subsidized handset). One practical method
would be to determine a single overall portfolio allocation factor, which is ap-
plied to the SSP of each of the performance obligations in the portfolio in order
to determine their respective allocated transaction price. This approach sim-
plifies the application of the contract-by-contract approach in that one overall
allocation factor is used for each performance obligation for every contract in
the portfolio, as compared to performing separate allocation calculations for
every performance obligation in every contract.

A contract's individual allocation factor is the ratio between the transaction
price (TP) of the contract and the sum of the SSPs of contract elements (this
is the relative selling price approach as it would be applied in a contract-by-
contract approach). Assume a contract includes both hardware (HW) and ser-
vice elements (SVC), the calculation would be as follows:

The formula for the overall allocation factor of the entire portfolio (PF), then,
is the following:

The portfolio allocation factor sums the SSPs for the service and hardware el-
ements within the portfolio. The SSP of the service component represents the
price for the service without hardware. The SSP of the hardware is the price
when individually sold on a stand-alone basis.

In developing an appropriate allocation factor, an entity must consider the sim-
ilarity in each of the contracts and the overall volume of each of the contracts, as
further indicated later. Judgment will be required in determining how often the
allocation factor will need to be calculated and applied (for example, where con-
tracts and promotional offers change more rapidly, a monthly determination of
the allocation factor may be appropriate, whereas if contracts and promotions
are not changing, then an annual determination may be appropriate — in all
cases, judgment is required).

Once the allocation factor is determined, it is then applied to the SSP of each
performance obligation in a contract for that given portfolio. Revenue is then
recognized in accordance with the attribution requirements of the overall rev-
enue standard.

To illustrate, assume a portfolio comprises 300 contracts that are split into
three contract types, all containing a mobile phone and a service element. These
contract types are by definition different but have sufficient similarities to be
grouped within the same portfolio. Further assume that each type of contract is
evenly represented in the portfolio (100 contracts fall in the Contract 1 category,
for example).
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Contract 1
Transaction

Price SSP

Relative SSP by
Means of the

Allocation Factor

Mobile phone 360 500 470

Service 720 648 610

Total 1,080 1,148 1,080

Individual allocation factor (TP of 1,080/SSP of 1,148 = 0.940767

Contract 2
Transaction

Price SSP

Relative SSP by
Means of the

Allocation Factor

Mobile phone 300 490 428

Service 600 540 472

Total 900 1,030 900

Individual allocation factor (TP of 900/SSP of 1,030 = 0.873786

Contract 3
Transaction

Price SSP

Relative SSP by
Means of the

Allocation Factor

Mobile phone 400 700 592

Service 800 720 608

Total 1,200 1,420 1,200

Individual allocation factor (TP of 1,200/SSP of 1,420 = 0.84507

Portfolio:

Portfolio

Trans-
action
Price

Sum
of

SSP

Relative
SSP

Using an
Overall

Portfolio
Factor

Relative
SSP Using
Individual
Contract
Factors Spread

Spread
Percen-

tage

Mobile
phone

1,060 1,690 1,494 1,490 4 0.24%

Service 2,120 1,908 1,686 1,690 − 4 − 0.21%

Total 3,180 3,598 3,180 3,180 0 0.03%

Portfolio allocation factor (TP of 3,180/SSP of 3.598) = 0.883824

In this case, the overall portfolio allocation factor of 0.883824 is applied, for
example, to the sum of the SSPs for the mobile phones ($1,690) to arrive at
the SSP of $1,494. The same result occurs when you determine the portfolio's
mobile phone SSPs as a percentage of the total SSPs ($1,690/$3,598 or 46.97
percent) then apply it to the total transaction price of $3,180 ($3,180 × 46.97
percent = $1,494).
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Note that in the preceding example, if one contract type is proportionately more
representative than the other two contract types in the portfolio (for instance,
the Contract 1 category comprises 200 contracts and the Contract 2 and 3 cate-
gories comprise 50 contracts each), a weighted approach would be appropriate.

In the preceding example, when the allocation factor is applied on a portfolio ba-
sis, minimal differences arise as compared to the contract-by-contract approach
(as demonstrated previously in the "Spread" column). Accordingly, the require-
ment that no material differences exist when applying the portfolio method
would be met.

The difference (allocation difference) is minimized because the contracts within
a portfolio are more homogeneous (meaning, the specific ratios of the relative
selling prices to the transaction prices are close). As these differences increase,
FinREC recommends that companies use appropriate judgment in defining
portfolios to ensure the differences do not become material.

13.7.26 A telecommunications company may use an overall portfolio ap-
proach to account for more than just the allocation of the transaction price or
estimate the impact of variable consideration. However, FinREC recommends
that the entity consider all of the implications of applying such an approach, in-
cluding the allocation of the transaction price and related discounts to separate
performance obligations and any related effect of contract assets and liabilities
that may exist over the term of each contract, significant financing elements,
contract modifications, and the like. Evaluating whether that approach materi-
ally differs from the individual contract method may prove challenging. It also
raises further questions about the overall acceptability of that approach, par-
ticularly if the underlying billing system cannot be reconciled to the amounts
ultimately reported in the financial statements.

Applying the Contract Modification Guidance to a Portfolio
of Contracts

13.7.27 Portfolios of contracts may comprise thousands of contracts that
may be modified numerous times prior to their contract expirations.

13.7.28 The accounting for contract modifications under the portfolio ap-
proach will depend greatly on how a telecommunications company applies the
portfolio approach. If the portfolio approach is used solely to allocate the con-
tract's initial transaction price (meaning once the transaction price has been al-
located to the contract's performance obligations, other accounting procedures
are performed on an individual-contract basis), then there would be no impact
because each modification would then be accounted for at the individual con-
tract level.

13.7.29 If, however, the portfolios are used for the attribution of all perfor-
mance obligations in the contracts, significant estimates and judgments may
be necessary to address the accounting results of numerous contract modifi-
cations. Some contract modifications will be accounted for as the addition of a
new contract, whereas others will be accounted for as the termination of the
existing contract with an adjustment to the contract asset or liability through
earnings (and in many cases, revenue). The nature and volume of those mod-
ifications will have a significant impact on how the portfolios are accounted
for, and companies will need to ensure that the application of any reasonable
approach meets the guidance in FASB ASC 606-10-10-4 to conclude the port-
folio approach does "not differ materially" from applying the guidance to the
individual contracts.
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Applying the Contract Costs Guidance to a Portfolio of Contracts
13.7.30 This item is important because, absent a portfolio approach,

customer acquisition and fulfillment costs will require specific tracking by
customer contract to identify the specific amount of capitalizable costs, the
amortization period (for example, through a contract expiration date), or any
impairment (for example, early cancelation).

13.7.31 FinREC believes that an organization's portfolios of contracts may
be defined differently for purposes of recognizing revenue and recognizing de-
ferred costs. Considerations for developing deferred costs portfolios should in-
clude assessments of the impact of modifications to any deferred costs and re-
lated effects such as impairment. In practice, portfolio composition could vary,
depending on the purpose of the portfolio approach, because the key factors to
ensure consistency within contracts may vary. For instance, when determining
portfolios for the sake of accounting for contract costs, the amortization period
for those costs would be a key factor to consider, although it may be less rel-
evant in the context of creating portfolios for accounting for the revenue side.
This is because anticipated contracts (and renewals) should be considered in
the amortization period for deferred costs but are ignored for revenue recog-
nition purposes (refer to the "Accounting for Contract Costs" section in para-
graphs 13.7.79–13.7.105 for guidance on accounting for contract costs).

13.7.32 As described in FASB ASC 340-40-35-1, an asset recognized for de-
ferred contract costs is amortized on a systematic basis that is consistent with
the transfer of the goods or services to which the asset relates. On a contract-by-
contract basis, if a customer terminates, the remaining asset would be written
off to expense at that time. However, for a portfolio of telecommunication service
contracts, FinREC believes that an alternative approach may be to determine
the average amortization period for those that make up a portfolio and amor-
tize the asset over such period. In deriving the period, an entity would consider
churn rates, thereby allowing the entity to set up the amortization of the asset
at the outset of the arrangement and only revise it if initial estimates for the
pool change over the period.

13.7.33 Group methods of depreciation are already being used in practice
for the accounting of large numbers of homogeneous tangible assets. FinREC
believes that such an approach, by analogy to this practice, may be acceptable in
the accounting for portfolios of deferred costs. Under this method, homogeneous
tangible assets are aggregated and depreciated by applying a rate to the group
based on the average expected useful life of the assets in the group. By analogy
to the preceding practice, FinREC recommends that the entity evaluate several
factors to determine whether a portfolio approach is appropriate for the purpose
of amortizing contract costs:

a. Dispersion of actual useful lives around the expected life should be
limited and periodically monitored.

b. Statistical data generally should be used to support the parame-
ters of the method, such as expected useful life, actual lives, and
dispersion around the expected life.

c. The statistical data generally should be supported by regular, peri-
odic studies.

d. Expected useful lives and depreciation calculations should be as-
sessed and adjusted periodically as appropriate.
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e. Activity within the asset groups should be monitored for any un-

usual early contract termination or other significant variances from
expectations.

f. The method should be applied consistently from period to period.

13.7.34 Generally, if contracts are terminated normally (meaning within a
reasonable range of the expected useful life) no gain or loss would be recognized
under the composite approach because those terminations would be an input
factored into the application of the portfolio approach. FinREC believes that an
entity with significant, unusual, or early contract termination or other situa-
tions (such as unexpected uncollectibility), representing significant variations
from expectations, should evaluate them and determine whether an impair-
ment loss or write-off is appropriate. Impairment losses and write-offs should
be accounted for as a charge to earnings and disclosed appropriately.

Applying the Financing Component Guidance to a Portfolio
13.7.35 This item is important because the application of financing com-

ponents requires consideration of a significant financing at the individual con-
tract level only. If a financing is significant at the contract level, it must be
separately accounted for. However, as further discussed in paragraph 13.7.36,
a portfolio of contracts each with insignificant financing elements should not
be aggregated together for the purpose of determining whether individually
insignificant financing elements could be material when grouped together.

13.7.36 BC234 of ASU No. 2014-09 explains that, for many contracts, an
entity will not need to adjust the promised amount of customer consideration
because the effects of the financing component will not materially change the
amount of revenue that should be recognized in relation to a contract with a cus-
tomer. In other words, for those contracts, the financing component will not be
significant. The boards have clarified, however, that an entity should only con-
sider the significance of a financing component at a contract level rather than
considering whether the financing is material at a portfolio level. The boards
decided that it would have been unduly burdensome to require an entity to ac-
count for a financing component if the effects of the financing component were
not material to the individual contract but the combined effects for a portfolio
of similar contracts were material to the entity as a whole.

Presentation and Disclosures Considerations
13.7.37 FASB ASC 606-10-45-1 requires contract balances to be presented

either as a net asset or a net liability. In applying a portfolio approach, there is a
risk that the net contract asset of one contract is netted with the contract liabil-
ity of another, which is not permitted under the standard. Accordingly, FinREC
recommends that, when analyzing contracts, telecommunications companies
consider the balance sheet presentation results of applying the portfolio method
to ensure the result is not materially different from applying the guidance to
the individual contracts within that portfolio.

13.7.38 FASB ASC 606-10-50-1 requires an entity to disclose qualitative
and quantitative information to enable users of financial statements to under-
stand the nature, amount, timing and uncertainty of revenue and cash flows
arising from contracts with customers. The boards did not specifically address
how to satisfy the disclosure requirements for those companies that apply port-
folio accounting, and so, no specific relief from those disclosure requirements is
provided.
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Disclosure on the Disaggregation of Revenue
13.7.39 Paragraphs 5–6 of FASB ASC 606-10-50 require disclosure on the

disaggregation of revenue and the relationship between disaggregated revenue
and revenue information disclosed within segment reporting. FinREC believes
that this information may prove more challenging to produce for telecommuni-
cations companies that have portfolios across more than one revenue category
or sector, for example, if a portfolio of similar contracts across various regions
is applied. These challenges may result because additional allocation decisions
related to revenues, costs, and assets may need to be applied to arrive at each
separate segment's required reporting.

13.7.40 FASB ASC 606-10-50-22 requires disclosures on the practical ex-
pedients used by an entity, but it does not specifically require an entity to dis-
close its use of the portfolio practical expedient. FASB ASC 606-10-50-17, how-
ever, requires an entity to disclose its judgments and changes to its judgments
that affect measurement, allocation, and recognition of revenue. FinREC rec-
ommends that telecommunications companies that use the portfolio approach
should consider disclosing any significant judgments they have exercised on
the portfolios.

Disclosure and Transition
This Accounting Implementation Issue Clarifies Disclosure and Transition Un-
der FASB ASC 606 and FASB ASC 340-40.

13.7.41 FASB ASC 606 requires a number of disclosures intended to en-
able users of financial statements to understand the nature, amount, timing,
and uncertainty of revenue and the related cash flows. The disclosures include
qualitative and quantitative information about contracts with customers, sig-
nificant judgments made in applying the revenue guidance, and assets recog-
nized from the costs to obtain or fulfill a contract.

13.7.42 The disclosures are required for each period a statement of com-
prehensive income is presented and as of each period a statement of financial
position is presented. Under FASB ASC 606-10-50 and FASB ASC 340-40, non-
public entities are exempt from certain of the disclosure requirements.

13.7.43 As explained in FASB ASC 606-10-50-3, disclosures are included
for each period for which a statement of comprehensive income is presented
and as of each reporting period for which a statement of financial position is
presented.

13.7.44 Materiality judgments could affect whether certain disclosures
are necessary or the extent of the information provided in the disclosure. As
explained in FASB ASC 606-10-50-3, entities need not repeat disclosures if the
information is already presented as required by other accounting standards.

13.7.45 The disclosure requirements for the annual and interim financial
statements are extensive under GAAP. Systems, processes, and internal con-
trols to capture information for financial reporting purposes will evolve as the
telecommunications industry continues to change. FASB ASC 606 includes sev-
eral examples that illustrate specific aspects of the disclosure requirements.
However, entities should tailor the sample disclosures for their specific facts
and circumstances.
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Qualitative and Quantitative Disclosures

Disaggregation of Revenue
13.7.46 FASB ASC 606-10-50-5 requires that entities disclose disaggre-

gated revenue information in categories (such as type of good or service, geog-
raphy, market, type of contract, and so on) that depict how the nature, amount,
timing, and uncertainty of revenue and cash flows are affected by economic
factors. FASB ASC 606-10-55-89 explains that the extent to which an entity's
revenue is disaggregated depends on the facts and circumstances that pertain
to the entity's contracts with customers and explains that some entities may
need to use more than one type of category to meet the objective for disaggre-
gating revenue. It is important that the disclosures enable a user to understand
the relationship between the disaggregated information and the revenue infor-
mation disclosed for each reportable segment.

13.7.47 Telecommunications entities provide a wide range of services to
their broad customer base. Entities should consider the needs of investors and
other users of the financial statements when deciding what information is most
relevant and at what level of disaggregation. Refer to the "Level of Disaggre-
gation for Disclosure Purposes" section later in this chapter for additional in-
formation on the disaggregation of revenue.

Reconciliation of Contract Balances
13.7.48 As noted in FASB ASC 606-10-50-8, an entity should disclose all

of the following:

a. Opening and closing balances of contract assets and liabilities and
a qualitative and quantitative description of significant changes in
these amounts

b. The amount of revenue recognized that was included in the contract
liability balance at the beginning of the period

c. The amount of revenue recognized in the current period relating
to performance obligations satisfied in a prior period (such as from
contracts with variable consideration)

FASB ASC 606-10-50-9 requires an entity to explain how the timing of the
satisfaction of a performance obligation relates to the typical timing of payment
and the effect that those factors have on the contract asset and contract liability
balances. Additionally, FASB ASC 606-10-50-10 requires an entity to provide
an explanation of the significant changes in the contract asset and the contract
liability balances during the reporting period, which should include qualitative
and quantitative information.

13.7.49 Telecommunications entities will most likely have material con-
tract balances because the business models within the industry lend them-
selves to such balances (for instance, installation charges billed up front that
are not considered a separate performance obligation, equipment sold on a
subsidized basis, and bill cycles that are not complete at month end). Enti-
ties should provide information regarding contracts that typically generate a
contract asset (such as when an entity sells a highly discounted phone with a
two-year service agreement). Additionally, if contract liabilities are significant,
entities should include a description of the types of contracts that generate a
liability (for example, when a customer prepays its promised consideration).

©2019, AICPA AAG-REV 13.7.49



720 Revenue Recognition

13.7.50 Entities sometimes receive consideration from their customers in
advance of satisfaction of some performance obligations of the contract, and
other performance obligations are performed in advance of receiving consid-
eration. Paragraph 12 of TRG Agenda Ref. No. 11, October 2014 Meeting —
Summary of Issues Discussed and Next Steps, states:

TRG members generally agreed that:
(a) A contract is presented as either a contract asset or a contract lia-
bility (but not both) depending on the relationship between the entity's
performance and the customer's payment. That is, the contract asset or
liability is determined at the contract level and not at the performance
obligation level.
(b) When two or more contracts are combined and accounted for as a
single contract, the presentation guidance is applied to the combined
contract. Accordingly, the combined contract is presented as either a
contract asset or a contract liability.
(c) Entities should refer to other GAAP or IFRS when determining
whether to offset other assets or liabilities against the contract as-
set or contract liability (for example, IAS 1, Presentation of Financial
Statements, IAS 32, Financial Instruments: Presentation, and FASB
Accounting Standards Codification® Subtopic 210-20, Balance Sheet—
Offsetting).

Performance Obligations
13.7.51 As noted in FASB ASC 606-10-50-12, an entity should disclose

information about its performance obligations in contracts with customers, in-
cluding a description of all of the following:

a. When performance obligations are typically satisfied
b. Significant payment terms
c. Nature of the goods or services promised to be transferred
d. Obligations for returns, refunds, or other similar obligations
e. Types of warranties and related obligations

13.7.52 Telecommunications entities often provide multiple services to an
individual customer, which may be accounted for as separate performance obli-
gations. Entities will need to provide information regarding their performance
obligations to meet the disclosure requirements of the standard. However, en-
tities will need to consider whether the information could be disclosed on a
summarized basis because telecommunications entities have a large volume
of similar types of arrangements. Telecommunications entities should consider
disclosures regarding the considerations given to certain items and whether or
not they represent separate performance obligations (for instance, upfront fees
such as activation or installation activities, equipment such as set top boxes).
(Refer to the "Material Renewal Rights in Telecommunications Contracts" sec-
tion in paragraphs 13.7.179–13.7.193).

Remaining Performance Obligations
13.7.53 In accordance with FASB ASC 606-10-50-13, an entity should dis-

close the following information about its remaining performance obligations:

a. The aggregate amount of the transaction price allocated to the per-
formance obligations that are unsatisfied as of the end of the re-
porting period
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b. An explanation of when the entity expects to recognize revenue as-

sociated with the transaction price allocated to the remaining per-
formance obligations (can be qualitative or on a quantitative basis
using the time bands that would be most appropriate for the dura-
tion of the remaining performance obligations)

As required in FASB ASC 606-10-50-15, an entity should qualitatively describe
any significant contract renewal and variable consideration not included within
the transaction price.

13.7.54 Telecommunications entities could have significant amounts of
remaining performance obligations at the end of each reporting period. This
is due to the cyclical and recurring nature of the business model applicable to
the broad customer base, as well as the fact that it is not uncommon for cus-
tomers to have long-term contracts or for customers to prepay for services. The
predictable and recurring nature of the telecommunications industry's broad
customer base should provide sufficient information to comply with the disclo-
sure requirements, but entities could find it challenging to track and report on
the relevant data if systems are not designed appropriately. However, it is ex-
pected that there will be situations where telecommunications entities may not
need to disclose such information because the unrecognized transaction price
will be related to consideration that is subject to the variable consideration
constraint (and excluded from disclosure under FASB ASC 606-10-50-15) or
because of practical expedients related to disclosure of remaining performance
obligations (see paragraph 13.7.26).

Costs to Obtain or Fulfill Contracts
13.7.55 In accordance with FASB ASC 340-40-50-3, an entity should dis-

close the closing balances of assets recognized from costs incurred to obtain or
fulfill a contract with a customer, by main category of asset, and the amount of
amortization and any impairment losses recognized in the period.

13.7.56 FASB ASC 340-40-50-2 requires that an entity describe the judg-
ments made to determine the amount of costs incurred and the method of amor-
tization for each reporting period.

13.7.57 These costs could be significant for the telecommunications in-
dustry and entities. Often, telecommunications entities will have internal cost
allocation systems that may be useful in developing the cost data that will
be needed for deferral and disclosure requirements, but entities may need to
consider enhancing them in order to meet the disclosure requirements. There
are a variety of ways to present the costs by main category. For example, enti-
ties could consider presenting the costs by major product group, such as video,
broadband, and traditional telephone service, or entities could categorize the
costs by the nature of the costs, such as center installation, field installation,
and order processing. The appropriate categories are a matter of specific enti-
ties' judgment about which may be more informative and useful to the users of
their financial statements.

Presentation of Sales and Other Similar Taxes
13.7.58 Entities will need to present revenue in consideration of certain

types of taxes collected from a customer, including sales, use, value-added, and
some excise taxes, as well as disclose their policies (see paragraphs 13.7.106–
13.7.133).
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Other Qualitative Disclosures
13.7.59 Telecommunications entities should disclose other qualitative dis-

closures in accordance with FASB ASC 606-10-50 including the following:

a. Significant judgments and changes in judgments that affect the
amount and timing of revenue, including (FASB ASC 606-10-50-
17):

i. Timing of satisfaction of performance obligations

ii. Transaction price and amount allocated to performance
obligations

b. For performance obligations satisfied over time (FASB ASC 606-10-
50-18):

i. Methods used to recognize revenue (output or input
method used and how they are applied)

ii. Why the method used faithfully depicts transfer of goods
or services

c. For performance obligations satisfied at a point in time, significant
judgments made in evaluating when the customer obtains control
(FASB ASC 606-10-50-19)

d. Information about the inputs, methods, and assumptions used to
determine the transaction price, assess whether variable consider-
ation is constrained, allocate transaction price, and determine the
SSP for the various types of contracts (FASB ASC 606-10-50-20)

e. How management determines the minimum amount of revenue not
subject to the variable consideration constraint (FASB ASC 606-10-
50-21)

f. Significant assumptions associated with equipment financing ar-
rangements, establishing SSP for the various types of contracts,
and estimates of variable consideration — minimum annual rev-
enue commitments and breakage estimates (loyalty programs, gift
cards, and so on) (FASB ASC 606-10-50-21)

g. The practical expedients, including those for transition, used in an
entity's revenue accounting policies (FASB ASC 606-10-50-22)

Level of Disaggregation for Disclosure Purposes
13.7.60 The disaggregation of revenue disclosure in paragraphs 5–7 of

FASB ASC 606-10-50 aims to show how economic factors affect the nature,
timing, amount, and uncertainty of revenue and cash flows. Although exam-
ple categories are provided in the implementation guidance, the new standard
does not prescribe the disaggregation categories needed to meet this objective.
Therefore, management will need to use judgment. The number of categories
required to meet the objective will depend on the nature of the entity's busi-
ness and its contracts. An entity may need to disaggregate revenue by more
than one type of category to meet the disclosure objective. Entities should also
give consideration to information already included in the financial statement
footnotes and avoid duplicative disclosures.

13.7.61 When selecting the type of category (or categories) to use to disag-
gregate revenue, an entity should consider how information about the entity's
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revenue has been presented for other purposes (for instance, segment report-
ing). Examples of categories that might be appropriate include, but are not lim-
ited to, the following:

a. Type of good or service
b. Geographical region
c. Market or type of customer
d. Type of contract
e. Contract duration
f. Timing of transfer of goods or services
g. Type of customer
h. Sales channels

13.7.62 Considering the current industry dynamics, telecommunications
entities may consider disaggregation of revenues based on the following, or
some combination thereof, to be most relevant:

a. Type of good or service (for instance, equipment versus service)
b. Type of customer (for instance, prepaid versus postpaid, wireline

versus wireless, consumer versus business)
c. Type of contract (for instance, month-to-month versus contractual,

individual versus family plan)
d. Sales channels (for instance, agent versus non-agent)
e. Geography (for instance, domestic versus international)

Often, telecommunications entities may look to existing management's discus-
sion and analysis and investor relations disclosures as a potential guide to the
types of disclosures their financial statement users have found useful. However,
as previously noted, management will need to exercise judgment in order to
determine what should be disclosed. Entities should also consider the interre-
lationship between customer groups (similar customers under similar circum-
stances) used for SSP and consider showing disaggregated revenue information
at this level. Entities should also consider the disaggregation of revenue-related
information that is provided in internal management reports, as well as exter-
nally available sources, such as quarterly earnings discussions, supplemental
information, and press releases.

13.7.63 The revenue standard also requires entities to explain the rela-
tionship between the disaggregated revenue required by the revenue standard
and the information required by FASB ASC 280. Entities should not assume the
two disclosures will be disaggregated at the same level, because more disaggre-
gation may be needed due to the revenue disclosure requirements as compared
to the existing segment disclosure requirements. However, entities may wish to
consider combining the revenue disaggregation and segment disclosures in the
same footnote by showing the required revenue disaggregation by segment. If
this approach is taken, entities should also consider whether there needs to be
a reconciliation of the revenue amounts disclosed in the segment disclosures to
the requirements of the revenue standard.

Practical Expedients
13.7.64 Certain practical expedients are permissible in accordance with

the guidance. Disclosure is required when these practical expedients are used
by entities. To the extent possible, entities should also disclose a qualitative
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assessment of the estimated effect of applying the expedient. Examples of such
practical expedients that would need to be disclosed include

a. which transition approach is utilized;
b. whether a significant financing component exists (for instance,

amounts are insignificant to the contract as a whole, or payments
occur within one year of completion of the performance obligation);
and

c. expensing of certain costs to obtain or fulfill a contract (for instance,
if the deferral period — including expected renewals — is less than
one year).

Disclosure of Remaining Performance Obligations
13.7.65 As allowed by the practical expedient in FASB ASC 606-10-50-14,

entities may omit disclosure of remaining performance obligations (as required
by FASB ASC 606-10-50-13) when

a. the related contract has an original expected duration of one year
or less or

b. the entity recognizes revenue equal to what it has the right to in-
voice when that amount corresponds directly with the value to the
customer of the entity's performance to date.

13.7.66 An entity that omits the disclosures should explain that it is us-
ing the practical expedient and must also disclose whether any amounts have
been excluded from the transaction price, such as variable consideration that
has been constrained. For further consideration regarding potential implemen-
tation issues related to commission arrangements, entities are encouraged to
refer to the TRG agenda item from the July 13, 2015, meeting.4

Disclosures by Nonpublic Entities
13.7.67 FASB provided certain relief for nonpublic entities through dis-

closure practical expedients. To be considered a nonpublic entity and use the
practical expedients, an entity cannot be any of the following: (a) a public busi-
ness entity; (b) a not-for-profit entity that has issued, or is a conduit bond obligor
for, securities that are traded, listed, or quoted on an exchange or an over-the-
counter market; or (c) an employee benefit plan that files or furnishes financial
statements with or to the SEC.

13.7.68 According to FASB ASC 606, a nonpublic entity may elect not to
provide certain disclosures, including

a. the disaggregation of revenue quantitative disclosure, but if elected
certain minimum disclosures are required related to the timing of
transfer of goods or services (for instance, point in time versus over
time) and qualitative information about how economic factors affect
the nature, amount, timing, and uncertainty of revenue and cash
flows (FASB ASC 606-10-50-7).

b. disclosures about contract assets and liabilities (including changes
in those balances) (FASB ASC 606-10-50-11).

4 Refer to TRG Agenda Ref. No. 40, Practical Expedient for Measuring Progress toward Complete
Satisfaction of a Performance Obligation, for additional information on the topic. The TRG discussion
focused broadly on the high-level principles for applying the guidance.
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c. disclosures about the transaction price allocated to the remaining

performance obligations (FASB ASC 606-10-55-16).

d. disclosures about the entity's accounting for costs to obtain or fulfill
a contract (FASB ASC 340-40-50-6).

e. certain disclosures about judgments, as well as changes in those
judgments, that significantly impact the amount and timing of rev-
enue from the entity's contracts with customers (FASB ASC 606-
10-50-21).

f. disclosures required of public entities on an interim basis (FASB
ASC 606-10-65-1).

13.7.69 Additionally, a nonpublic entity generally must provide disclo-
sures on the description of the significant judgments, and changes in those judg-
ments, that affect the amount and timing of revenue recognition, but may elect
not to provide any or all of the following disclosures (FASB ASC 606-10-50-21):

a. For performance obligations satisfied over time, an explanation of
why the methods used to recognize revenue provide a faithful de-
piction of the transfer of goods or services to the customer

b. For performance obligations satisfied at a point in time, the signifi-
cant judgments used in evaluating when a customer obtains control

c. The methods, inputs, and assumptions used to determine the trans-
action price (However, an entity must disclose the methods, inputs,
and assumptions used to assess whether an estimate of variable
consideration is constrained.)

Interim Disclosure Considerations
13.7.70 During interim periods, in accordance with FASB ASC 606-10-50-

3, entities are required to disclose the same qualitative disclosures in their in-
terim financial statements as those in their annual financial statements. There-
fore, the following are required in accordance with FASB ASC 270, Interim Re-
porting:

a. Disaggregation of revenue disclosure

b. Contract balances disclosures

c. Revenue recognized in the reporting period that was included in
the contract liability balance at the beginning of the period

d. Remaining performance obligation disclosures

e. Information about the entity's remaining performance obligations
as of the end of the reporting period

13.7.71 Additionally, consistent with FASB ASC 270, entities will need
to consider disclosing information about significant changes in their financial
position and performance since the end of the last annual reporting period.

Transitional Considerations for Entities
13.7.72 FASB ASC 606-10-65-1 notes that an entity may elect to apply the

revenue standard retrospectively to each prior reporting period presented (full
retrospective method) or retrospectively with the cumulative effect of initially
applying the standard recognized at the date of initial application in retained
earnings (modified retrospective method, also known as the cumulative catch-
up method).
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13.7.73 As explained in FASB ASC 606-10-65-1f, an entity that elects to
apply the standard using the full retrospective method can apply certain prac-
tical expedients:

a. For completed contracts, an entity need not restate contracts that
begin and end within the same annual reporting period.

b. For completed contracts that have variable consideration, an en-
tity can use hindsight and use the transaction price at the date the
contract was completed.

c. For all reporting periods presented before the date of initial appli-
cation (for example, January 1, 2017, for an entity with a Decem-
ber 31 year-end), an entity is not required to disclose the amount
of transaction price allocated to the remaining performance obliga-
tions and an explanation of when the entity expects to recognize
that amount as revenue.

13.7.74 An entity that elects to use the modified retrospective method
must disclose this fact in its financial statements. An entity using this method
will apply the revenue standard only to contracts that are not completed as of
the date of initial application. Entities are also effectively required to maintain
the initial transition year results under previous accounting standards in order
to disclose the amount by which each financial statement line item is affected
by the adoption in the year of initial application.

Contract Modifications at Transition
13.7.75 FASB ASU No. 2016-12, Revenue from Contracts With

Customers—Narrow-Scope Improvements and Practical Expedients, pro-
vides a practical expedient in FASB ASC 606-10-65-1f4 that permits an
entity to reflect the aggregate effect of all modifications that occur before
the beginning of the earliest period presented in accordance with FASB ASC
606 when identifying the satisfied and unsatisfied performance obligations,
determining the transaction price, and allocating the transaction price to the
satisfied and unsatisfied performance obligations. Thus, an entity would not
be required to separately evaluate the effects of each contract modification. An
entity that chooses to apply the practical expedient would apply the expedient
consistently to similar types of contracts.

Completed Contracts at Transition
13.7.76 ASU No. 2016-12 clarified in FASB ASC 606-10-65-1c2 that a com-

pleted contract for purposes of transition is a contract for which all (or substan-
tially all) of the revenue was recognized under legacy GAAP before the date of
initial application. Accounting for elements of a contract that do not affect rev-
enue under legacy GAAP would be irrelevant to the assessment of whether a
contract is complete. In addition, the amendments permit an entity to apply
the modified retrospective transition approach either to all contracts or only to
contracts that are not completed contracts.

13.7.77 Any of the expedients used must be applied consistently to all
contracts in all reporting periods presented. Entities that choose to use any
practical expedient must disclose that they have used the expedient and pro-
vide a qualitative assessment of the estimated effect of applying the expedient
to the extent reasonably possible.
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13.7.78 The following example disclosures are meant to be illustrative; the

actual disclosures should be based on the facts and circumstances of an entity's
specific situation.

Example 13-7-2

An entity reports the following segments in accordance with authoritative guid-
ance: wireless and wireline. When the entity prepares its investor presenta-
tions, it disaggregates revenue by (a) customer type and (b) product or service
type.

The entity determines that the categories used in the investor presentations
can be used to meet the objective of the disaggregation disclosure require-
ments of the standard, which is to disaggregate revenue from contracts with
customers into categories that depict how the nature, amount, timing, and un-
certainty of revenue and cash flows are affected by economic factors. The com-
pany may present this information in narrative or tabular form, whichever it
believes better provides the information to its financial statement users. The
following chart illustrates a tabular format disaggregating disclosure by (a)
customer type and (b) product or service type and includes a reconciliation of
the disaggregated revenue to the wireless and wireline segments, in accordance
with FASB ASC 606-10-50-6.

Wireless Wireline Total

Consumer XXX XXX XXX

Business XXX XXX XXX

Total by customer type $100 $100 $200

Prepaid service XXX XXX

Postpaid service XXX XXX

Equipment XXX XXX XXX

Video XXX XXX

Broadband XXX XXX

Voice XXX XXX

Other XXX XXX XXX

Total by product or service type* $100 $100 $200
* Note that there could be various categories and models to consider; there-

fore, disclosures could be diverse and vary widely. Entities should consider
disclosing specific attributes about each category. Entities should consider
the disclosure requirements of other standards (such as leases).

Example 13-7-3

For contracts that involve more than one product or service (or performance
obligation), the transaction price is allocated to the performance obligations
based on their relative stand-alone selling price. Stand-alone selling price is our
market price, which, in the case of shared service plans, is the price available
to a customer who does not purchase a device when the service is established.
When fees are collected in advance of delivery of goods or services, a contract
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liability is recorded. A contract asset is recorded when revenue is recognized
in advance of our right to receive consideration (such as when we must per-
form additional services in order to receive additional consideration). Amounts
are recorded as receivables when our right to consideration is unconditional.
The transaction price can include service activation fees and set-up fees, which
are allocated to the identifiable performance obligations. Cash incentives given
to customers are treated as a reduction of the total transaction price. Discre-
tionary billings to customers for various regulatory fees imposed by govern-
mental authorities are included in the total transaction price allocated to per-
formance obligations, with the exception of pass-through-type billings (such as
sales tax).

Receivables and contract balances from contracts with customers for the years
ended 2014 and 2013 were as follows:

Receivables Contract Asset Contact Liability

2014 2013 2014 2013 2014 2013

At January 1: XXX XXX XXX XXX XXX XXX

At December 31: XXX XXX XXX XXX XXX XXX

Revenue for the periods ending 2014, 2013, and 2012 include the following:

2014 2013 2012

Amounts included in beginning of period
contract liability balance XXX XXX XXX

Amounts associated with performance
obligations satisfied in previous periods: XXX XXX XXX

We offer various purchase options to our customers for wireless devices that
result in different revenue recognition patterns for the delivery of similar prod-
ucts and services. We offer highly discounted devices when a customer enters
into a minimum service agreement term, generally 24 months. For these con-
tracts, we recognize equipment revenue at the point of sale net of imputed in-
terest based on the stand-alone selling price allocation, and a contract asset is
recorded for the difference between the amount recognized and the amount re-
ceived. The contract asset is reduced over the 24-month period, as the Company
provides the service and bills the customer.

We also offer certain services to customers that require the purchase or use of
certain equipment in order for the customer to receive the service, such as cable
service. If the equipment does not meet the criteria to be a distinct performance
obligation, we allocate the total transaction price to service only and recognize
revenue as the service is performed, which could give rise to a contract liability
if the customer pays for the equipment up front.

Example 13-7-4

Our contracts allow customers to frequently modify their contracts, without
incurring penalties in many cases. Each time a contract is modified, we must
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evaluate the change in scope or price of the contract to determine if the modifi-
cation should be treated as a separate contract, if there is a termination of the
existing contract and creation of a new contract, or if the modification should
be considered a change associated with the existing contract. When a customer
adds a distinct service to an existing contract for the stand-alone selling price
of that service, the new service is treated as a separate contract. Adding ad-
ditional lines to an existing shared data service arrangement is recognized as
a termination of the existing contract and the creation of a new contract. We
typically do not have significant impacts from contract modifications that are
considered a change associated with an existing contract.

Example 13-7-5

As of December 31, 2014, the aggregate amount of the transaction price allo-
cated to the remaining performance obligations was $XXX. We will recognize
this revenue as service is provided, which will occur over the next XX months.

Example 13-7-6

We incur certain incremental costs to obtain a contract that we expect to re-
cover, such as sales commissions. We also incur fulfillment costs that we ex-
pect to recover from our customers. These costs, such as direct labor or direct
materials, generate or enhance resources used in satisfying performance obli-
gations that directly relate to contracts. We record an asset when these costs
to obtain or fulfill a contract are incurred and amortize them over the average
customer life. Deferred cost balances for the years ended 2014 and 2013 were as
follows:

At December 31: 2014 2013

External commissions XXX XXX

Internal commissions XXX XXX

Total costs to obtain contracts* XXX XXX

Center installation XXX XXX

Filed installation XXX XXX

Order processing XXX XXX

Total fulfillment costs* XXX XXX
* Note that there could be various categories and models to

consider; therefore, disclosures could be diverse and vary widely.
Entities should consider disclosing specific attributes about each
category. Entities should consider the disclosure requirements of
other standards.

Amortization of deferred costs was $XXX, $XXX, and $XXX for the years ended
2014, 2013, and 2012.

Accounting for Contract Costs
This Accounting Implementation Issue Is Relevant to Accounting for Contract
Costs Under FASB ASC 340-40.
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Costs to Obtain and Costs to Fulfill a Contract That Are
Eligible for Deferral

Incremental Costs of Obtaining a Contract
13.7.79 Under FASB ASC 606, entities should identify incremental costs

for all activities associated with contract acquisition that fall under FASB ASC
340-40 to assess whether they need to be deferred. Historically, some entities
deferred such costs only up to the amount of any activation fees charged to
customers. Under this historical approach, both the revenue and any deferred
direct and incremental contract acquisition activities were recognized over a
period not to exceed the expected customer relationship period.

13.7.80 Under FASB ASC 606, for contract acquisition costs to be deferred
they must be incremental (for example, costs that would not have been incurred
had it not been for acquiring a specific contract) and recoverable. The following
paragraphs include examples of costs to consider for new contracts, contract
renewals and contract modifications in accordance with the guidance of para-
graphs 1–4 of FASB ASC 340-40-25.

13.7.81 Commissions (and bonuses) to internal sales agents and third-
party dealers. Commissions paid for connecting new customers can vary de-
pending on the length of the service contract and the type of service plan, in-
cluding any enhanced services sold. Generally, the longer the service contract
and the greater the monthly proceeds (for example, service plans with relatively
high or unlimited minutes of use), the greater the commission paid. Commis-
sions must be incremental costs to acquiring contracts in order to be deferred;
therefore, fixed salary amounts would not be deferred as contract acquisition
costs because such costs will be incurred whether or not contracts are acquired.
In instances in which there are commissions paid over the term of a customer
contract (for example, commissions, or retention costs, payable after the cus-
tomer has maintained service for six months), entities should consider whether
such costs qualify for deferral as acquisition costs in accordance with FASB
ASC 340-40-25. If the entity determines such a commission should be accrued
at the inception of the customer relationship (in accordance with FASB ASC
450, Contingencies), then the entity should apply the guidance in FASB ASC
340-40 to determine whether the amount should be capitalized or expensed.
There could also be instances where an entity incurs incremental costs related
to the modification of a contract and the entity will need to assess whether the
costs meet the criteria for deferral under FASB ASC 340-40 at that time, which
could depend on if the retention costs relate to past or future performance of
the entity.

13.7.82 FinREC believes that all commission costs incurred that are incre-
mental because of a new contract generally should be deferred as commission
costs. The standard defines incremental costs as those that an entity incurs in
its efforts to obtain a contract and those that would not have been incurred if the
contract had not been obtained. The standard does not make a differentiation
based on the function or title of the employee that receives the commission. It is
the entity that decides which employees are entitled to a commission directly as
a result of entering into a contract. Although it may be appropriate to consider
managers' commissions for deferral, it would not be appropriate to defer vari-
able compensation (for example, annual bonus awards) that are associated with
general management compensation structures that often have multiple com-
ponents, many of which are not directly attributable to identifiable contracts.
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However, if such manager compensation structures (or individual components
thereof) are identifiable as being directly attributable to customer contracts, an
entity would need to defer such costs if they meet the other criteria in FASB
ASC 340-40-25.

13.7.83 If entities sell devices to their third-party dealers, entities should
ascertain whether any payments to their dealers represent device subsidies as
opposed to commissions. Consideration paid to a customer (for example, third
party dealers) is further discussed in the "Wireless Transactions Within the
Indirect Channel" section in paragraphs 13.7.134–13.7.178.

13.7.84 Entities should also consider the impact of commission claw-
back provisions (for sales agents and third-party dealers), as well as whether
amounts paid are to cover efforts beyond contract acquisition activities, and
should assess the facts and circumstances to apply the guidance of FASB ASC
340-40-25. Tiered commission structures (for example, amounts earned based
on quantitative metrics over a period) should also be analyzed, as judgment
may be required to identify the amount that is incremental to obtaining each
underlying contract, for deferral purposes. There could be accounting ramifica-
tions related to these concepts that entities will need to consider.

13.7.85 Bonuses and other compensation based on quantitative or quali-
tative metrics other than the expected consideration (total transaction price),
for example, profitability, earnings per share (EPS), and performance evalua-
tions, may not meet the criteria for deferral under FASB ASC 340-40-25 as they
likely are not related directly to a specific contract's acquisition.

13.7.86 For further consideration regarding potential implementation is-
sues related to commission arrangements, entities are encouraged to refer to
the TRG Agenda Item from the January 26, 2015, and November 7, 2016,
meetings.5

13.7.87 Handset subsidies. Some wireless entities provide free or heav-
ily discounted handsets to attract customers to sign a service contract. The
discount is not considered a cost of the contract, but instead affects the total
amount of contract consideration. The associated cost of the handset is also
not a deferrable cost under the guidance of FASB ASC 340-40-25, as hand-
sets generally are treated as inventory under FASB ASC 330, Inventory, and
are accounted for as separate performance obligations and recorded as cost of
goods sold when control transfers to the customer. This is discussed further in
the "Wireless Transactions Within the Indirect Channel" section in paragraphs
13.7.134–13.7.178.

13.7.88 Gift cards and debit cards. Debit cards are generally considered
consideration paid to the customer and accounted for as a reduction of revenue.
Gift cards generally constitute a separate performance obligation given to a
customer (for example, generally third-party retail gift cards). Therefore, gift
card costs would not be considered contract acquisition costs. Also refer to the
implementation issue related to identification of performance obligations.

5 Refer to paragraphs 13–15 of TRG Agenda Ref. No. 25, January 2015 Meeting — Summary of
Issues Discussed and Next Steps. The TRG discussed the recognition of incremental costs of obtain-
ing a contract (for example, sales commissions) and determining the amortization period. The TRG
discussion focused broadly on the high-level principles for applying the guidance. Also refer to TRG
Agenda Ref. No. 57, Capitalization and Amortization of Incremental Costs of Obtaining a Contract.
The TRG discussed various aspects of the guidance and provided specific examples for consideration.
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13.7.89 General and administrative costs. As discussed in FASB ASC 340-
40-25-8a, general and administrative costs are expensed as incurred unless
they are explicitly charged to the contract in which case the entity would apply
FASB ASC 340-40-25-7.

Costs to Fulfill a Contract
13.7.90 Costs to fulfill contracts may be recorded as an asset under the

scope of other standards (for example, inventory, fixed assets, or intangible as-
sets) or if they meet specific requirements under FASB ASC 340-40-25. Enti-
ties must first determine whether the accounting for costs is addressed by other
standards and if so, apply that guidance. Costs that are required to be expensed
in accordance with other standards (for example, inventory shrinkage) cannot
be recognized as an asset under FASB ASC 340-40-25. Fulfillment costs not
addressed by other standards qualify for deferral if certain criteria are met.
Entities should consider their existing cost deferral policies to understand the
potential effect upon implementation of these changes, as well as determine
their procedures for ongoing assessment of the guidance in evaluating which
related costs are expensed or deferred.

13.7.91 Services provided by internal employees and third-party subcon-
tractors for connecting new customers to their networks. Services provided to
connect a customer to the network are often considered by telecommunications
entities to be directly related to the fulfillment of a contract and would, there-
fore, qualify for deferral (assuming the costs are not within the scope of FASB
ASC 360, Property, Plant, and Equipment, or other accounting literature). Fin-
REC believes costs for both internal employees and third-party subcontractors
would generally result in the same conclusion as it relates to deferral for ful-
fillment because the nature of the work is the same whether sourced internally
or externally.

13.7.92 Internal employees who provide fulfillment services can be hourly
or salaried employees. When costs meet the criteria of FASB ASC 340-40-25,
entities will need to determine an appropriate allocation of direct costs for pur-
poses of deferral (for example, time studies). Many telecommunications entities
historically have performed time studies for a limited number of the applicable
activities, but such entities may need to consider expanding those studies to in-
clude activities in other areas or segments of the business where costs to fulfill
a contract should be evaluated. When third party contractors are utilized and
details of services provided are not available, entities may need to ascertain
what proportion of amounts paid to these third parties represents deferrable
fulfillment activities versus other services. Entities may need to allocate such
costs when amounts are paid for a combination of both acquisition and fulfill-
ment costs.

Amortization Period of Deferred Contract Costs
13.7.93 Subsequent measurement — amortization. The costs that have

been deferred in accordance with FASB ASC 340-40-25 should be amortized
consistent with the pattern of when goods or services to which the asset re-
lates are transferred to the customer. Entities should use judgment to deter-
mine the amortization period as FASB ASC 606 requires entities to consider
periods beyond the initial contract period such as renewal periods or periods
related to anticipated contracts, as well as how month-to-month service ar-
rangements impact the determination of the amortization period. The guidance
also provides a practical expedient that allows contract acquisition costs to be
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recognized immediately if the deferral period (including expected renewals) is
less than one year. Additionally, based on specific facts and circumstances, enti-
ties may be able to adopt an approach to track and amortize deferred costs using
a portfolio approach instead of specific asset identification. Both approaches ap-
pear to be acceptable under the guidance, as it states that entities can elect, as
a practical expedient, to apply a portfolio approach to assessing contracts (or
performance obligations) with similar characteristics if the entity reasonably
expects that the effects on the financial statements of applying the guidance to
the portfolio would not differ materially from applying the guidance to the indi-
vidual contracts (or performance obligations) within that portfolio. As indicated
in FASB ASC 606-10-10-4, when accounting for a portfolio an entity shall use
estimates and assumptions that reflect the size and composition of the portfolio.
Accounting for a portfolio is further discussed in paragraphs 13.7.01–13.7.40.

13.7.94 In determining the amortization period, entities should consider
all factors that might reasonably affect the period of benefit, including the con-
tractual life, customer life, class of customer, and customer turnover (or churn)
rates. Further, entities should consider whether they are evaluating acquisition
costs or fulfillment costs as the amortizable lives may not always be the same.

13.7.95 The amortization period could be longer than the contract term
in some circumstances. For example, a contract may include a renewal option
that is anticipated to be exercised. In such situations, the asset recognized for
contract costs might relate to the transfer of goods or services under both the
initial contract and renewal periods, and therefore should be amortized over
both the initial and expected renewal periods. Entities should also consider if
the amortization period should be limited to the initial contract term if the en-
tity also pays a commensurate cost for contract renewals. In that situation, the
costs incurred to acquire the initial contract may not relate to the subsequent
contract renewal. In typical commission structures for telecommunications en-
tities, commissions for contract renewals are commensurate because the two
commissions are reasonably proportional to the respective contract value.

13.7.96 FASB ASC 340-40-35-1 requires that the amortization pattern
should be consistent with the pattern of revenue recognition. Therefore,
straight line amortization may not always be appropriate. Entities should ex-
ercise judgment when selecting an alternative systematic basis of amortiza-
tion in line with the pattern of revenue recognition, for instance in situations
where revenue is front loaded (for example, bundled service plans). Addition-
ally, entities should consider whether there could be a different approach to the
amortization of acquisition versus fulfillment costs.

13.7.97 FASB ASC 340-40-35-2 requires that "an entity should update the
amortization of a deferred cost asset if there is a significant change in the ex-
pected pattern of transfer of the goods or services to which the asset relates."
FASB ASC 250-10 requires such a change to be accounted for as a change in ac-
counting estimate. Such change could be indicative of impairment of the related
assets, and entities should evaluate the facts and circumstances to determine
the appropriate conclusions.

Evaluation of Impairment for Deferred Costs
13.7.98 Subsequent measurement — impairment. An impairment loss is

recognized to the extent that the carrying amount of an asset exceeds (a) the
amount of consideration to which an entity expects to be entitled in exchange
for the goods or services to which the asset relates less (b) the remaining costs
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that relate directly to providing those goods or services. Under U.S. GAAP, en-
tities are not permitted to reverse impairment charges.

13.7.99 Based on specific facts and circumstances, entities may adopt an
approach to track and assess deferred costs for impairment by specifically iden-
tifying assets or utilizing a portfolio approach. As discussed previously, both
approaches are acceptable under the guidance.

13.7.100 Entities may develop a systematic approach to recognize an as-
set for contract acquisition and fulfillment costs and test such assets for im-
pairment. FASB ASC 606-10-10-4 allows for a practical expedient to apply the
guidance to a portfolio of contracts (or performance obligations) with similar
characteristics if the entity reasonably expects that the effects on the financial
statements of applying to the portfolio would not differ materially from apply-
ing to the individual contracts (or performance obligations). Judgment will be
needed to determine whether the practical expedient in FASB ASC 606-10-10-4
could be applied when testing for impairment. The use of a portfolio approach
is further discussed in paragraphs 13.7.01–13.7.40, "Portfolio Accounting."

13.7.101 FASB ASC 340-40-35-3 explains that an impairment would ex-
ist when the carrying amount of the deferred cost asset exceeds the remaining
amount of consideration that the entity expects to receive in exchange for the
goods or services to which the asset relates, less the costs that relate directly
to providing those goods or services and that have not been recognized as ex-
penses. However, before an entity recognizes an impairment loss for an asset
recognized in accordance with the guidance, the entity shall recognize any im-
pairment loss for assets related to the contract that are recognized in accor-
dance with other applicable guidance (for example, inventory; costs of software
to be sold, leased, or otherwise marketed; property, plant, and equipment; and
goodwill and other intangibles).

13.7.102 As entities may use customer turnover (or churn) rates in their
continual assessment of deferred costs to acquire or fulfill a customer contract,
FinREC believes they should also consider if variances in such rates may be
indicative of potential impairment of the related deferred costs.

13.7.103 Entities should also consider whether there are different ap-
proaches to apply to different classes of customer (for example, post-pay under
contract, month to month post-pay, prepay, and so on), as well as acquisition
versus fulfillment costs when evaluating impairment of deferred costs. Enti-
ties may determine that different characteristics of contracts or the related
deferred costs are indicative of different amounts or timing of cash flows to be
considered for impairment assessment.

13.7.104 Any asset recorded by an entity is subject to an assessment of
impairment at the end of each reporting period. This is because deferred costs
that give rise to an asset must continue to be recoverable throughout the ar-
rangement. Such assets should also be assessed upon circumstances that give
rise to a triggering event indicative of impairment.

13.7.105 The following examples are meant to be illustrative, and the de-
termination of the accounting treatment should be based on the facts and cir-
cumstances of an entity's specific situation.
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Example 13-7-7 — Contract Acquisition Costs, Identifying Incremental
Costs

Telecom sells wireless mobile phone and other telecom service plans from its
corporate retail store. Sales agents employed at the store signed 120 customers
to two-year service contracts in a particular month. Telecom pays its sales
agents' commissions for the sale of service contracts in addition to their salaries.
Salaries paid to sales agents during the month were $12,000, and commissions
paid were $2,400 ($20 per contract). The retail store also incurred $2,000 in
advertising costs during the month. How should Telecom account for the costs?

The telecom entity determined that only commissions paid to the sales agents
qualify as incremental costs of obtaining a contract under FASB ASC 340-40-25.
The commissions are costs to obtain a contract that Telecom would not have in-
curred if it had not obtained the contracts. Telecom should record an asset only
for those costs, assuming they are recoverable. The sales agents' salaries and
the advertising expenses are expenses Telecom would have incurred whether or
not it obtained the customer contracts and are therefore expensed as incurred.
The entity may elect to record 120 individual assets of $20 per contract or could
use a portfolio approach and record one asset for $2,400 that will be monitored
at the portfolio level.

Example 13-7-8 — Contract Acquisition Costs

A telecommunications entity enters into a contract with a customer to provide
telecom services. The entity pays a third-party dealer a commission to connect
customers to its network. The customer signs an enforceable contract to receive
telecom services for one year. Analyses performed demonstrate that customers
usually renew their contracts and stay committed for 18 months on average.
Dealers are not paid an additional commission upon customer renewal. How
should the telecommunications entity account for the third-party dealer com-
mission?

The entity will identify incremental contract acquisition costs eligible for de-
ferral under FASB ASC 340-40-25 and defer those costs that are recoverable.
The entity determines the amortization period is 18 months in this case af-
ter considering expected renewals. The telecommunications entity cannot use
the practical expedient and expense these costs when incurred. Also refer to
the "Wireless Transactions Within the Indirect Channel" section in paragraphs
13.7.134–13.7.178 for additional considerations.

Example 13-7-9 — Contract Acquisition Costs, Amortization Period for
Prepaid Services

A telecommunications entity sells wireless services to a customer under a pre-
paid, unlimited monthly plan. The telecommunications entity pays commis-
sions to sales agents when they activate customers on prepaid wireless service
plans. Though the stated contract term is one month, the telecommunications
entity expects the customer, based on the customer's demographics (for exam-
ple, geography, type of plan, and age), to renew for six additional months. What
period should the telecommunications entity use to amortize the contract ac-
quisition costs (that is, the commission costs)?

The entity could use the practical expedient to expense the costs as incurred
because the period over which the costs would have otherwise been amortized
is less than one year. If the entity chooses to defer the costs, it will use judgment
to determine an amortization period that represents the period during which
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the entity transfers the telecom services. In this example, the entity determines
an amortization period of seven months based on anticipated renewals.

If the fact pattern included an expected renewal period of 16 additional months,
the entity would not be able to use the practical expedient and would amortize
the asset over that period. Consideration would also need to be given to the
pattern of consumption to select the most appropriate amortization method.

Example 13-7-10 — Change to the Amortization Period

Entity A enters into a three-year contract with a customer for telecommunica-
tion services. To fulfil the contract, Entity A incurred set-up costs of $60,000,
which it deferred and will amortize over the term of the contract as renewals
were not expected. At the beginning of the third year, the customer renews the
contract for an additional two years. How will the amortization period be af-
fected?

Entity A will benefit from the set-up costs during the additional two-year pe-
riod. Therefore, it changes the remaining amortization period from one to three
years and adjusts the amortization expense recognized prospectively in accor-
dance with the guidance for changes in accounting estimates. However, if Entity
A had anticipated the contract renewal at contract inception, Entity A would
have amortized the entire set-up cost over the anticipated term of the contract
including the expected renewal (for example, five years).

Example 13-7-11 — Impairment of Contract Cost Assets

Telco enters into a two-year contract with a customer to manage telecommuni-
cations services in exchange for consideration of $1,000,000. Telco incurs incre-
mental costs to obtain the contract and costs to fulfill the contract that are rec-
ognized as assets and amortized over the expected period of benefit. The econ-
omy subsequently deteriorates and the parties agree to renegotiate the pricing
in the contract, resulting in a modification of the contract terms. The remaining
amount of consideration to which Telco expects to be entitled is $650,000. The
carrying value of the assets recognized for contract costs is $600,000. There is
also an expected cost of $150,000 that would be required in relation to the con-
tract. How should Telco account for the assets after the contract modification?

Telco should recognize an impairment loss of $100,000. The carrying amount
of the asset recognized for contract asset ($600,000) exceeds the remaining
amount of consideration to which the entity expects to be entitled less the
costs that relate directly to providing the services in the contract ($650,000
less $150,000). Therefore, an impairment loss of that amount is recognized.
This conclusion assumes that the entity previously recognized any necessary
impairment loss for inventory or other assets related to the contract prior to
recognizing an impairment loss under FASB ASC 606. Impairment of other as-
sets could impact the remaining costs required to complete the services in the
contract.

Miscellaneous Fees
This Accounting Implementation Issue Addresses Whether Miscellaneous
Telecommunications Fees Are Within the Scope of FASB ASC 606.

13.7.106 This section addresses whether miscellaneous telecommunica-
tions fees are within the scope of FASB ASC 606 and is set out as follows:

a. Types of miscellaneous telecommunications fees
b. Definition of a customer
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c. Considerations for evaluating whether miscellaneous telecommu-

nications fees are within the scope of FASB ASC 606

d. When miscellaneous fees are not within the scope of FASB ASC 606

Types of Miscellaneous Telecommunications Fees
13.7.107 Miscellaneous telecommunications fees can generally be catego-

rized into the following five categories:

a. Government support funding

b. Miscellaneous customer-related fees

c. Network and construction-related fees

d. Other telecommunications fees

e. Ancillary fees

13.7.108 Government support funding includes payments from federal or
state governmental authorities to provide network access, either voice or data,
to underserved communities (for example, funding received under the Univer-
sal Service Fund [USF] and Connect America Fund [CAF] programs). This
category also includes customer-specific reimbursements from governmental
authorities to entities providing discounted telecommunications services to
qualified individuals (for example, Lifeline services).

13.7.109 Miscellaneous customer-related fees include charges an entity
bills to a customer for infrastructure costs necessary to provide telecommuni-
cations services (for example, special construction projects) as a result of ne-
gotiations between the entity and customer or charges governed by regulators.
The customer does not receive title to or an interest in the constructed facilities
in exchange for the funds.

13.7.110 Network and construction-related fees include arrangements
with property developers for network construction fees. Typically, the telecom-
munications provider receives cash from property developers in these arrange-
ments to defray the costs of building out network equipment on or near the site
of the property. These arrangements may also include marketing arrangements
(for example, door hanger marketing) between the provider and the developer
after the property is developed and either sold or leased to third parties. Some
arrangements may include refund provisions for the upfront fee to the devel-
oper based upon the success of the marketing agreements. Under these agree-
ments, the telecommunications provider retains ownership of the network, and
no rights to the network assets are transferred to the developer. This category
also includes fees charged to governmental entities or other parties for the re-
location of network facilities due to road construction and expansion. Damage
claims are often the result of accidental causes, such as car accidents, acci-
dental cut in fiber lines during construction by others, or, in certain instances,
intentionally, such as the result of copper cable theft. The party responsible for
the damages is, at times, also held responsible for reimbursing the provider
for monetary damages incurred. The reimbursements can include both the cost
associated with repairing the damage and, in certain cases, additional mone-
tary awards for lost revenue, damaged reputation, or other punitive damages.
The damages may be paid directly by the responsible party or by the insurance
carrier for the responsible party. The category excludes surcharges billed to cus-
tomers in order to recover network-related relocation costs and recoveries from
the telecommunications provider's own insurance carrier.
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13.7.111 Other telecommunications fees include fees charged to utility
companies or other telecommunications providers for the use of an entity's
owned poles and conduit (for example, pole and conduit rental fees), fees
charged to customers for the indefeasible right to use (IRU) specified strands of
fiber (for example, dark fiber IRU) for data routing, exchange transactions (for
example, dark fiber IRU swap arrangements), and fees charged for the use of
cellular towers to mount or deploy mobile telecommunication antennas belong-
ing to more than one wireless service provider within a location (for example,
tower co-location fees).

13.7.112 Ancillary fees are broadly defined as fees derived from a telecom-
munications entity's other goods and service offerings as a secondary source of
income. This category includes printing directory fees and related advertising
fees as well as billing and collection service fees for charges billed on behalf
of other telecommunications providers to customers. Also included within this
category are fees related to the sale of telephone number databases (for ex-
ample, database services), fees charged to application companies for customer
usage of pre-loaded applications, and fees charged for providing calling data
information or access to authorized organizations.

Definition of a Customer
13.7.113 FASB ASC 606-10-05-1 specifies the accounting for revenue from

contracts with customers. To determine whether miscellaneous fees are within
the scope of FASB ASC 606, a telecommunications provider should evaluate
whether the contract is with a customer.

13.7.114 The FASB master glossary defines a customer as "a party that
has contracted with an entity to obtain goods or services that are an output of
the entity's ordinary activities in exchange for consideration." The boards did
not provide further guidance on what is meant by "ordinary activities." How-
ever, per BC53 of ASU No. 2014-09, the terms were derived from the definition
of revenue in the respective conceptual frameworks that were not reconsidered
as part of the deliberations on FASB ASC 606. FASB Concepts Statement No. 6,
Elements of Financial Statements—a replacement of FASB Concepts Statement
No. 3 (incorporating an amendment of FASB Concepts Statement No. 2), refers
to ordinary activities as an entity's "ongoing major or central operations." For
a telecommunications provider, ordinary activities would generally include the
provision of telecommunications services.

13.7.115 Further, per BC54 of ASU No. 2014-09, the boards noted that
an entity would need to consider all relevant facts and circumstances, such
as the purpose of the activities undertaken by the counterparty, to determine
whether the counterparty is a customer. Additionally, BC187 of ASU No. 2014-
09 indicates that the party submitting payments to the telecommunications
provider need not be the customer.

Considerations for Evaluating Whether Miscellaneous
Telecommunications Fees Are Within the Scope of FASB ASC 606

Government Support Funding
13.7.116 Governmental authorities may provide payments to telecommu-

nications providers to support access to telecommunications services in under-
served areas of the country. These programs include funds such as USF and
CAF. Prior to the adoption of FASB ASC 606, there was diversity in practice
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regarding the classification of support payments (in the forms of subsidies or
grants) within the telecommunications industry, typically as revenue, miscel-
laneous income, or cost reimbursement.

13.7.117 Programs also exist to help subsidize the purchase of discounted
communications services by low income consumers; one of which is a pro-
gram called Lifeline. Under this program, qualified individuals purchase dis-
counted communication services directly from a provider, and a governmental
authority administrating the program makes support payments directly to the
telecommunications provider based upon the customer to whom the services are
provided.

13.7.118 These arrangements with the various governmental authorities
are not specifically excluded from the scope of FASB ASC 606-10-15-2. However,
in order to be in the scope of FASB ASC 606, the telecommunications provider
would have to conclude that the governmental authority meets the definition
of a customer and that the arrangement between the governmental authority
and the provider meets the definition of a contract in accordance with FASB
ASC 606-10-25-2 or that the governmental authority is making a payment to
the telecommunications provider on behalf of a specific customer, in accordance
with BC187 of ASU No. 2014-09.

13.7.119 FinREC believes certain government programs are more clearly
associated with and provided to specific customers, such as Lifeline-type ser-
vices, which are further discussed in paragraph 13.7.117, whereas other gov-
ernment programs are less clear if they are directly associated with an end
customer, such as USF, CAF I, CAF II, and so on. FinREC believes arrange-
ments under government programs such as USF, CAF I, and CAF II do not
meet the definition of a contract with a customer and, therefore, are not within
the scope of FASB ASC 606. However, FinREC believes telecommunications
providers may analogize to the revenue recognition model in FASB ASC 606
when accounting for these arrangements. Further, FinREC believes telecom-
munications providers are not precluded from classifying the support payments
associated with these programs as other revenues outside of the scope of FASB
ASC 606.

13.7.120 Based on the summary set forth in paragraph 13.7.108, Lifeline-
type services relate to customer-specific reimbursements from governmental
authorities to entities providing discounted telecommunications services to
qualified individuals. For these services, the telecommunications provider will
have to similarly assess whether it has a contract with a customer, which, in
this case, is the individual who is purchasing the services from the provider.
The provider would have to ensure that the procedures necessary to obtain the
subsidy for the transaction were followed. Assuming that both of the conditions
were met, FinREC believes the transaction price for the agreement would in-
clude the amounts due from the customer as well as the subsidy amount earned
as a result of the agreement.

13.7.121 FinREC believes Lifeline-type services are within the scope of
FASB ASC 606. Per BC187 of ASU No. 2014-09, the amounts to which the en-
tity has rights under the present contract can be paid by any party, includ-
ing amounts paid by the government. Although the example used was for the
health care industry, there is no substantive difference between the Lifeline-
type transactions and governmental payments provided to service providers in
the health care industry.
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Miscellaneous Customer-Related Fees
13.7.122 Within the telecommunications industry, charges for special

construction projects are often assessed to counterparties in relation to the
provider's goods and service offerings. Similar to the views set forth in para-
graphs 13.7.118–13.7.121 a telecommunications provider would need to con-
clude that the counterparty meets the definition of a customer and that the
arrangement between the counterparty and the provider meets the definition
of a contract for these charges to be considered within the scope of FASB ASC
606. The counterparty to these arrangements is often an end user, which may
include governmental entities.

13.7.123 Based on the views set forth in paragraphs 13.7.114–13.7.115,
FinREC believes that the provider would conclude that its services are an out-
put of the entity's ordinary activities. The customer-related fees category is typ-
ically directly related to the primary goods and services offered by a telecom-
munications provider. Special construction contracts are generally related to
network infrastructure costs needed to provide telecommunications services,
which are ultimately being contracted by the customer. As a result, FinREC
believes these arrangements generally meet the definition of a contract with a
customer.

Network and Construction-Related Fees
13.7.124 Telecommunications providers enter into arrangements with

property developers and other parties for the build-out of their network and
relocation of network equipment due to construction activities, respectively.
Based on the views set forth in paragraphs 13.7.114–13.7.115, FinREC believes
that the provider would conclude that the arrangement between the counter-
party and the provider meets the definition of a contract with a customer to be
accounted for under FASB ASC 606.

13.7.125 Telecommunications providers should consider whether the ac-
tivities related to these arrangements are an output of the entity's ordinary
activities. For arrangements with property developers, providers should con-
sider if goods and services are being transferred as part of the arrangement. If
telecommunications providers conclude that the developer meets the definition
of a customer and if the arrangement also meets the definition of a contract, it
may be accounted for under FASB ASC 606.

13.7.126 If a telecommunication provider concludes that activities relat-
ing to facility relocations are not outputs of the telecommunications provider's
ordinary activities of providing telecommunications services, the activities
would not be considered a contract with a customer within the scope of FASB
ASC 606. However, FinREC believes telecommunications providers may con-
sider whether the payments associated with these activities can be classified
as other revenues outside of the scope of FASB ASC 606.

Other Telecommunications Fees
13.7.127 Telecommunications providers routinely charge fees to utility

companies or other telecommunications providers for pole and conduit rental
fees. Providers also charge fees to both end users and other telecommunica-
tion providers for IRU specified strands of fiber for data routing and charge
tower co-location fees to other telecommunications providers and governmen-
tal authorities. Telecommunications providers will need to determine whether
these arrangements are or contain a lease under FASB ASC 840, Leases. Per
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BC64–BC66 of ASU No. 2014-09, the boards acknowledge that there could be
contracts with customers that are partially within the scope of FASB ASC 606
and partially within the scope of other topics. Per FASB ASC 606-10-15-4, if
other topics specify how to separate or initially measure parts of a contract,
or both, a provider should apply that standard to a portion of the contract or
arrangement if that standard provides specific guidance for that portion of the
contract or arrangement.

13.7.128 If providers conclude the arrangements within this category are
leases, they should review the contracts to determine if they include non-lease
components (for example, an agreement to purchase or sell other goods or ser-
vices) that are within the scope of FASB ASC 606. If providers conclude the
arrangement is not a lease, these services may be considered the output of the
entity's ordinary activities and may meet the definition of a contract with a
customer. Pole, conduit, IRU, and tower co-location arrangements are directly
related to telecommunication infrastructure and the provisioning of telecom-
munications services (that is, they are a part of a telecommunication provider's
ongoing business). Pole and conduit arrangements provide for the optimization
of underground telecommunications services. IRU arrangements facilitate the
transmission of data, dependent on the specific strand(s) purchased. Similarly,
co-location arrangements optimize a provider's wireless services within a loca-
tion where it may not be cost-effective to construct cell phone towers.

13.7.129 If telecommunications providers enter into exchange transac-
tions (for example, dark fiber IRU swap arrangements), they will need to an-
alyze whether there are monetary and nonmonetary considerations included
within the arrangement. Per FASB ASC 606-10-15-2, nonmonetary exchanges
between entities in the same line of business to facilitate sales to customers or
potential customers are excluded from the scope of FASB ASC 606 and, instead,
are accounted for under FASB ASC 845, Nonmonetary Transactions. However,
if the exchange transaction contains significant monetary (cash) consideration
(as defined by FASB ASC 845), then it could be within the scope of FASB ASC
606.

Ancillary Fees
13.7.130 The subcomponents of this category include printing and direc-

tory fees, billing and collection fees paid by other telecom providers, database
service fees, and calling data information or access fees. Based on the views set
forth in paragraphs 13.7.114–13.7.115, FinREC believes the provider would
conclude that the arrangement between the counterparty and the provider
meets the definition of a contract with a customer to be accounted for under
FASB ASC 606. Telecommunications providers should evaluate whether the
ancillary fees are related to customer relationship services or recurring busi-
ness streams regularly sold to third parties using data generated or acquired
through the provision of telecommunication services, which may be considered
by the provider as part of their ongoing major or central operations.

When Miscellaneous Fees Are Not Within the Scope of FASB ASC 606
13.7.131 If the telecommunications provider concludes that the arrange-

ment is not a contract with a customer, then the miscellaneous fees should
not be accounted for under FASB ASC 606. The provider should account for
the amounts under other applicable U.S. GAAP. If no other U.S. GAAP is ap-
plicable, FinREC believes telecommunications providers may analogize to the
revenue recognition model in FASB ASC 606. In accordance with FASB ASC
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606-10-50-4, FinREC believes telecommunications providers are not precluded
from classifying the amounts as other revenues outside the scope of FASB ASC
606.

13.7.132 FASB ASC 606 requires revenues that are not within the scope
of FASB ASC 606 to be presented separately from revenues that are within
the scope of FASB ASC 606. This may be done on the face of the statement
of comprehensive income or in the notes to the financial statements, either in
narrative or tabular form, whichever better provides the information to its fi-
nancial statement users.

13.7.133 The following example illustrates a tabular format footnote dis-
closure for the classification of revenues, which should reconcile to the total
revenue amount disclosed per the statement of comprehensive income. The fol-
lowing example disclosure is meant to be illustrative, and the actual disclosure
should be based on the facts and circumstances of an entity's specific situation.

For example:

2018 2017 2016

Revenue accounted for under FASB ASC 606 $XXX XXX XXX

Revenue not accounted for under FASB
ASC 606*

XXX XXX XXX

Total Revenue X,XXX X,XXX X,XXX
* Revenue not accounted for under FASB ASC 606 includes support payments

from government programs such as the Universal Service Fund and Connect
America Fund II for approximately $XX million in 2018, $XX million in 2017
and $XX million in 2016.

Wireless Transactions Within the Indirect Channel
This Accounting Implementation Issue Addresses Accounting for Wireless
Transactions Within the Indirect Channel.

General Background
13.7.134 This section of the guide intends to set out aspects of considera-

tion for the following topics:

a. Principal and agent indications for various transactions in the in-
direct sales channel

b. Potential impacts of certain offers provided as part of the indirect
sales channel, such as installment equipment loans or equipment
leases

c. Characterizing payments made to dealers that could be identified
either as commissions (that is, contract costs eligible for deferral)
or as consideration payable to a customer (that is, a reduction of
revenue)

13.7.135 A telecommunications company (company) may sell products
such as wireless devices in company-owned and -operated stores or they may
sell products to third parties, who often resell these goods in a bundle with
wireless service to the company's customer (the "end consumer"). These third
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parties may be large national retailers or may be independent dealers (collec-
tively referred to as "indirect dealers" or "dealers"). The scope of this section
does not address mobile virtual network operators or entities that contract with
telecommunications companies to sell wireless service under the resellers' own
brand.

13.7.136 The dealer may source the device inventory sold to the end con-
sumer directly from the telecommunications company, or the dealer may ac-
quire the products directly from the original equipment manufacturer (OEM).
When the dealer purchases the inventory from the telecommunications com-
pany, the terms of such payments may differ between contracts or orders un-
der a contract and may include differences in the timing of payments or terms
of such payments, including discounts for early payment, price protections, or
rights of returns.

13.7.137 In return for facilitating the sale of a wireless service contract
to an end consumer, the indirect dealer earns a commission from the company.
In addition to the commission, other consideration may be owed to the indirect
dealer, and in certain cases, owed to the end consumer through the dealer. The
substance of payments between companies and indirect dealers may vary by
each relationship or by individual contract terms and contingencies and can
affect the accounting for such payments. For instance, the substance may pro-
vide that the payment would be treated as a commission (that is, a deferred
cost) or as consideration payable to a customer (that is, a reduction of revenue).

13.7.138 In the indirect channel, there is generally a timing difference in
the physical transfer of goods from the company to the dealer and their resale by
the dealer to the end consumer. In addition, the company may retain some form
of involvement in the goods after physical transfer of the goods to the dealer,
such as providing a subsidy reimbursement or providing the end consumer fi-
nancing for the devices the end consumer purchases. Accordingly, companies
need to analyze all the facts and circumstances of each indirect channel ar-
rangement under the guidance of FASB ASC 606 to determine the appropriate
classification, timing, and amount of revenue to be recognized.

Principal Versus Agent Considerations
13.7.139 In accordance with FASB ASC 606-10-55-36, when other parties

are involved in providing goods or services to a company's customer, the com-
pany should determine whether its performance obligation is to provide the
good or services itself or is to arrange for another party to provide the good or
service. Said another way, the company must determine who is the customer
for contracts in the indirect sales channel, which can be either the dealer or
the end consumer. This determination requires the company to evaluate if con-
trol of the specified goods or services was transferred to the dealer prior to the
transaction with the end consumer or if the dealer is acting as its agent in the
transaction with the end consumer (that is, the dealer does not obtain control
of the specified good or service). The guidance in paragraphs 36–40 of FASB
ASC 606-10-55 can help determine whether the dealer obtained control of the
good or service. This analysis also requires each entity to analyze the nature
of its promise and identify the specified goods or services to be provided to the
customer and whether it controls each of those goods or services before the good
is transferred to a customer.

13.7.140 In some arrangements, the determination of whether the indi-
rect dealer obtains control of the goods or services and is the principal in the
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transaction with the end customer may be clear. In situations in which it is not
clear, the telecommunication company should consider all relevant facts and
circumstances. FASB ASC 606-10-55-39 provides the following as some indica-
tors to consider when determining if the dealer controls the specified good or
service before it is transferred to the customer (and is therefore a principal):

a. Is the dealer primarily responsible for fulfilling the promise to pro-
vide specified goods or services (such as mobile devices)?

b. Does the dealer have inventory risk before the specified goods or
services are transferred to the customer or after that transfer?

c. Does the dealer have latitude or discretion in establishing prices
for the specified goods or services?

13.7.141 Although many of the indicators of control in FASB ASC 606 are
similar to those used to assess which party is the principal in a sales transac-
tion under FASB ASC 605, Revenue Recognition, FASB ASC 606 uses a control
model to determine when revenue should be recognized and to assess principal
versus agent. Therefore, a company's conclusion on the timing of revenue recog-
nition, and determination of principal versus agent, for specific agreements
based on an analysis of rights and obligations under FASB ASC 605 may differ
from the conclusions a company may draw after analyzing whether control of
a good has transferred under FASB ASC 606.

13.7.142 As explained in FASB ASC 606-10-55-39A, the indicators listed
in FASB ASC 606-10-55-39 may be more or less relevant to the assessment of
control depending on the nature of the specified good or service and the terms
and conditions of the contract, and different indicators may provide more per-
suasive evidence in different contracts.

13.7.143 For the telecommunications industry, latitude in establishing
prices may be less relevant in determining whether the dealer controls the in-
ventory because many OEMs may restrict the prices at which their devices can
be sold or the market itself may effectively limit an entity's ability to adjust
the prices. Inventory risk may be considered more persuasive in determining
who controls the device. Companies will need to evaluate the terms of their
arrangements, including written terms or terms implied through customary
business practices, relating to price protection, acceptance of excess inventory
as returns, compensation for unsold or lost inventory, responsibility to accept
end consumer returns, etc. in order to determine if the dealer obtains control of
the device prior to the end consumer device transaction.

13.7.144 When a contract with a customer involves multiple goods or ser-
vices, an entity needs to evaluate whether it controls each specified good or
service promised to the customer at the time of the transaction and would,
therefore, be considered the principal in the transaction with the end customer.
FASB ASC 606-10-55-36 states "if a contract with a customer includes more
than one specified good or service, an entity could be a principal for some spec-
ified goods or services and an agent for others."

13.7.145 Some wireless contracts involve both a mobile device and wire-
less service. In addition to selling a device to the end consumer, an indirect
dealer will often sign the customer up for a service contract and may even col-
lect an activation fee. As it relates to the promise of wireless service, FinREC
believes the dealer is only an agent as the dealer does not control the speci-
fied wireless service that will be provided to the customer. Indicators that the
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dealer does not obtain control of the service or the right to the service prior to
the transaction with the end consumer include (see FASB ASC 606-10-55-39):

a. The wireless service contract is between the telecommunication
company and the end consumer

b. The dealer is not responsible for providing the monthly service or
ensuring that the provision of services meets the service specifica-
tions

c. The dealer has no discretion in determining the price for monthly
service

d. The dealer does not typically assume any inventory risk

13.7.146 However, the assessment as to whether the dealer is the princi-
pal as it relates to the promise to transfer the mobile device to the end consumer
may require additional assessment.

13.7.147 As noted in paragraphs 13.7.134–13.7.138, in certain situations
the dealer may purchase the mobile devices from the telecommunication com-
pany or may directly acquire the devices from an OEM or other distributor. The
analysis of whether the telecommunication company transfers control of the
mobile device to the dealer prior to the sale of the device to the end consumer
is only relevant when the dealer purchases the devices from the telecommuni-
cation company.

13.7.148 The determination of who is the principal in the transaction with
the end consumer will require the identification of the specified goods and ser-
vices under each contract and an assessment of whether control of those spec-
ified goods or services transfers from the telecommunication company to the
indirect dealer. As stated earlier, the company will generally be considered the
principal as it relates to the sale of wireless service to the end consumer and
the dealer is merely acting as an agent of the telecommunication company, ar-
ranging for the company to provide service to the customer.

13.7.149 If the indirect dealer does not obtain control prior to the trans-
action with the customer and is merely the agent of the telecommunication
company in accordance with FASB ASC 606-10-55-37B, revenue should not be
recognized by the company when devices are delivered to the dealer. Instead
revenue would be recognized by the company when the dealer completes the
transaction with the end consumer (referred to as "sell-through").

13.7.150 If the dealer is considered the principal in the transaction with
the end consumer, then the company would consider the dealer its customer as
it relates to the sale of a mobile device, and in accordance with the guidance on
performance obligations satisfied at a point in time in FASB ASC 606-10-25-30,
the company would recognize revenue on a gross basis when the dealer takes
control of the device (referred to as "sell-in"). In this latter case, the sale of the
device by the company to the dealer and the sale of the device by the dealer
to the end consumer are two distinct transactions, where the dealer obtained
control of the device from the company prior to selling the device to the end
consumer.

13.7.151 In either situation, the telecommunication company will need to
consider other guidance within FASB ASC 606 in determining the total trans-
action price and what amounts of revenue should be recognized.
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13.7.152 The following examples are meant to be illustrative and do not
provide a comprehensive list of all facts and circumstances that might be con-
sidered. The actual determination of whether a company obtains control of a
specified good or service or is acting as an agent (guidance in paragraphs 36–
40 of FASB ASC 606-10-55) should be based on the facts and circumstances of
an entity's specific situation.

Example 13-7-12

An indirect dealer operates a retail location that enables end consumers to buy
mobile devices that operate on the network of a specific company. Once the
dealer obtains control of the mobile device from the company as evidenced by
indicators such as an obligation to pay for the device, holding legal title to the
device (that is, there is a legal contract between the telecommunications com-
pany and dealer), and having physical possession of the device, amongst others,
general inventory risk lies with the dealer because the dealer does not have a
right to return unsold devices and does not receive any other compensation for
unsold devices, among other factors. The dealer has discretion in establishing
the selling price of the device with the end consumer, and the profit earned
by the dealer is the difference between the selling price and the amount paid
to the company for the mobile device. The dealer is entitled to a commission
if an end consumer elects to purchase services from the company. The devices
are delivered directly to the end consumers by the dealer. The contract for the
sale of the device is between the dealer and the end consumer, and the dealer is
responsible for fulfilling the promise to provide the specified good (the mobile
device) to the end consumer. The end consumer must look to the dealer for ful-
fillment under the device transaction (that is, providing an acceptable mobile
device to the customer), and should the customer return the device, the device
is returned to the dealer. The end consumer elects to pay cash for the device at
the time of sale.

In determining whether the dealer obtains control of the mobile devices before
control transfers to the end consumer, companies should consider the guidance
on control in paragraphs 23–26 of FASB ASC 606-10-25 as well as indicators
of transfer of control, which include, but are not limited to, those in FASB ASC
606-10-25-30:

a. The entity has a present right to payment for the asset.

b. The customer (dealer) has legal title to the asset.

c. The entity has transferred physical possession of the asset.

d. The customer has the significant risks and rewards of ownership of
the asset.

e. The customer (dealer) has accepted the asset.

Additionally, a company should consider the following indicators of control
(from FASB ASC 606-10-55-39):

a. The dealer is primarily responsible for fulfilling the promise to de-
liver the mobile device directly to the end consumer.

b. The dealer has inventory risk before the goods are transferred to
the end consumer. The risk of obsolescence and excess inventory
would be borne by the dealer.

c. The dealer has discretion in establishing the selling price.
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On the basis of the control assessment in FASB ASC 606-10-25-25 and FASB
ASC 606-10-55-80 and the indicators in FASB ASC 606-10-55-39, FinREC be-
lieves that the indirect dealer obtains control of the mobile device before it is
transferred to the end consumer and that the dealer is, therefore, not the agent
of the telecommunications company in mobile device transactions with the end
customer. In these circumstances, the dealer is the customer of the company
and the company recognizes revenue once control of the mobile device trans-
fers to the dealer and the performance obligation in the contract between the
company and the dealer is satisfied.

Example 13-7-13

Assume the same facts as in example 13-7-12, except the company and indirect
dealer have determined that the dealer can only sell the goods for $100 above
the price that the dealer paid for the goods. Additionally, the dealer must return
any inventory not sold to end consumers back to the company for a full refund
(regardless of age or condition). In determining whether the telecommunica-
tions company has relinquished control of the device to the dealer, companies
should determine whether the dealer has obtained control of the goods by con-
sidering whether the dealer can direct the use of and obtain substantially all of
the benefits from the asset, which may be demonstrated by the dealer's present
obligation to pay, the dealer having legal title of the goods, the dealer physi-
cally possessing the goods, the dealer having the significant risks and rewards
of ownership, and accepting the asset. Additionally, the following factors should
be considered:

a. The dealer is primarily responsible for fulfilling the promise to de-
liver the mobile device to the customer.

b. The dealer does not have inventory risk before the goods have been
transferred to the end consumer because the risk of obsolescence
and excess inventory are borne by the company.

c. The dealer does not have discretion in establishing the selling price
because the dealer may only sell the device for $100 above the pur-
chase price.

The preceding arrangement includes indicators that the dealer may be a princi-
pal or an agent in the device sale transaction with the end consumer; therefore,
the company must determine which indicators are most relevant and which is
the most persuasive evidence in the analysis. Based on an analysis of the pre-
ceding factors, the control assessment in FASB ASC 606-10-25-25 and FASB
ASC 606-10-55-80, and the indicators in FASB ASC 606-10-55-39, FinREC be-
lieves that in this example, control of the good was not relinquished to the dealer
prior to the sale to the end consumer and that the dealer is acting as the com-
pany's agent in the device transaction with the end consumer. In these circum-
stances, the company recognizes revenue once control of the device transfers
to the end consumer. In determining the amount of revenue that should be
recorded, the telecommunications company will need to consider the relevant
sections of FASB ASC 606.

13.7.153 The following sections on installment plan considerations and
leases are primarily focused on scenarios in which the telecommunications com-
pany has sold a device to the dealer. Many of the consideration points in the
following sections are not relevant if the dealer has sourced the device from a
third party, such as a distributor or the OEM.
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Installment Plan Considerations
13.7.154 Many telecommunication companies allow indirect dealers to of-

fer their equipment financing plans in the indirect sales channel. Dealers are
not required to offer these plans and have the ability to offer or accept other
financing alternatives either independently or through other third parties. If
they provide customers the option to use the telecommunications company's
financing, the plans are typically the exact same plans as those offered in a
company-owned retail store. For example, a typical offering in both company-
owned stores and the indirect channel is a 24-month interest-free installment
plan.

13.7.155 When equipment is sold by a dealer to end consumers with
an equipment financing plan, there are typically two types of arrangements
whereby the company may either (1) immediately purchase the equipment from
the dealer and originate the equipment loans or (2) honor the dealer's or third-
party bank's assignment of equipment loans to the company at a price equal to
the face amount of the loan. In both of these scenarios, the dealer will gener-
ally receive the same amount of consideration as a cash sale because the dealer
typically receives an amount equal to the current retail price for the equipment
or the face value of the loan.

13.7.156 End consumers may have the option or be required to remit an
upfront cash payment for the device in order to finance the remaining balance.
The underwriting standards of the company or the third-party bank may re-
quire such payments. In these situations, the loan amount does not equal the
retail price for the equipment; however, the dealer will still receive the same
amount of consideration in total as they would in a cash sale even though a
portion is received in cash from the customer and the remainder is financed by
the customer.

13.7.157 When the company sells the equipment to the indirect dealer (as
opposed to the dealer independently acquiring the equipment from an OEM)
while also having a business practice of agreeing to subsequently repurchase
the equipment to facilitate the financing transaction with the end consumer, the
company will need to consider the repurchase rights guidance in paragraphs
66–78 of FASB ASC 606-10-55.

13.7.158 Typically, such agreements between a company and an indirect
dealer do not provide the dealer with rights that would indicate a sale between
the telecommunications company and the dealer had not occurred, such as uni-
lateral rights to physically return any goods to the company or otherwise put
the device back to the company. Additionally, the company will never re-obtain
physical possession of the goods and has no right to recover the equipment (for
example, by exercising a call option), and the dealer has risk of loss before and
after the sale to the end consumer because the financing would not relieve the
dealer of obligations to accept returned equipment. In addition to these factors,
in order to conclude that the repurchase right does not restrict the dealer's
ability to direct the use of the equipment, the dealer should be a substantive
and independent entity that would otherwise transact with the end customer;
failure by the end consumer to enter into an installment agreement would not
allow the dealer to return the equipment to the telecommunications company;
the telecommunications company is not legally bound by virtue of the initial
sale to the dealer to repurchase the phone and provide the financing to the
end consumer; and the end consumer is allowed to select from other financing
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alternatives to acquire the equipment (such as financing offered by third-party
lenders or from the indirect dealer). In the typical arrangement, these condi-
tions exist and the subsequent repurchase decision (the company "purchasing"
the goods back from the dealer) can only be triggered when the end consumer
opts for a financing plan with the company and the company agrees to repur-
chase the phone and provide the financing. In substance, the repurchase in
these arrangements is merely a mechanism for the company to originate the
loan to the end consumers. Consequently, FinREC believes that the company
would generally determine that the repurchase agreement does not provide the
dealer with a right of return as it relates to the original sale of equipment to the
dealer, and, therefore, the company would not account for the transaction with
the dealer as a sale of a product with a right of return under paragraphs 72–76
of FASB ASC 606-10-55, reflecting the views expressed in paragraph BC423 of
ASU No. 2014-09. The initial sale of goods to the dealer and the transaction to
provide financing to an end consumer would be considered two separate trans-
actions with two different parties and should be accounted for in accordance
with the applicable guidance.

13.7.159 In addition to considering whether such agreements represent
sales with rights of returns, companies should evaluate the specific facts and
circumstances pertaining to their commitments or other contractual require-
ments to repurchase specific goods or accept assignment of notes and whether
such terms represent separate performance obligations under their initial sales
transaction with the indirect dealer or whether the company must recognize a
liability under other literature.

13.7.160 In the second scenario, when the company accepts the assign-
ment of installment loans, the dealers and banks are offering installment loans
per the company's underwriting standards and, if completed in good faith ac-
cording to those standards, the company will commit to honoring the assign-
ment of those loans. The company assumes credit risk as it relates to the install-
ment note without assuming further obligations as it relates to the equipment
sale. Therefore, the company would generally be considered the originator of
the installment loan with the customer. The dealer or bank is facilitating the
origination of the installment loan and has no further obligation as it relates
to the loan once the loan is originated and passed to the company at face value.
However, if the dealer was determined to be the principal in the equipment
sale to the end consumer, the dealer continues to be obligated to the customer
as it relates to the equipment sold, such as to accept returns. In such situations,
there are two separate transactions occurring from the perspective of the com-
pany: (1) the sale of equipment from the telecommunications company to the
dealer and (2) financing of an installment loan provided to the end consumer
by the telecommunications company.

13.7.161 The financing arrangement between the company and the end
consumer does not affect the transaction price of the equipment sale from the
company to the dealer. For example, the company sells equipment for $550 to
the dealer. The dealer agrees to accept $600 for the phone it provides in each
consumer financing transaction. Absent any other facts and circumstances pre-
cluding revenue recognition or affecting the transaction price, the company
would record revenue on the sale of the equipment to the dealer of $550.

13.7.162 In either scenario, FinREC believes the dealer's right to receive
cash for the device sale and the dealer's or third-party bank's part in facilitat-
ing the origination of loans would not change the conclusion regarding whether
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the dealer is a principal or agent when selling the equipment to the end con-
sumer because the dealer obtains control of the specified equipment prior to the
sale to the end consumer. As such, under the sell-in model, the conclusion that
the dealer obtains control of the equipment from the company or the OEM is
not influenced by the installment payment offers that are extended to the end
consumer to finance the purchase of the device from the dealer. The purpose
of the financing offered to the customer is not to facilitate the dealer's sale of
the handset in the indirect channel. Rather, the financing facilitates the sales of
wireless service contracts. Refer to paragraphs 13.7.139–13.7.152 for indicators
of when the dealer has obtained control of the device.

13.7.163 The preceding analysis would lead to a consistent outcome when
the dealer has sourced the equipment from the company or directly from the
OEM. When the dealer sources directly from the OEM, the company is not part
of the dealer's purchase of the equipment. The financing offered to the end con-
sumer could not be associated with a previous transaction between the dealer
and the company and instead is associated with the sale of a wireless service
contract. However, companies will need to evaluate the specific facts and cir-
cumstances pertaining to agreements with their dealers and the terms of the
financing programs offered through the indirect channel because differences in
facts and circumstances may lead to different accounting outcomes.

Leases
13.7.164 In addition to installment plans, companies may also have ar-

rangements with indirect dealers to facilitate leasing plans with end con-
sumers. In these situations, the company will generally purchase the equip-
ment from the dealer at the current retail price and initiate a lease with the
end consumer. End consumers will sign a lease for the equipment along with a
service plan with the company, both of which may be for a fixed term or may be
month-to-month.

13.7.165 Consistent with the treatment for installment plans (see preced-
ing section), FinREC believes that the typical arrangements whereby the com-
pany sells the equipment to the dealer and subsequently agrees to repurchase
the equipment in order to lease the equipment to end consumers would not in-
clude a repurchase agreement that should be accounted for as a right of return
per paragraphs 66–78 of FASB ASC 606-10-55 as long as certain conditions are
met, which may include the following:

a. The dealer obtains control of the equipment prior to the consumma-
tion of the lease agreement (that is, the agreement does not change
the dealer's ability to direct use of the equipment).

b. The telecommunications company may not call the equipment and
any repurchase would be predicated on the end consumer's choice
and the telecommunications company's agreement to do so.

c. The telecommunications company is not bound solely as a result of
its sale of the equipment to the dealer to repurchase the equipment
or to provide the lease arrangement to the end consumer.

d. The dealer does not have unilateral ability to return or put the de-
vice back to the telecommunications company, including in situa-
tions in which the end consumer fails to enter into a lease.

e. The dealer is a substantive and independent entity that has other
transactions with customers.
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f. The telecommunications company does not restrict the dealer to

only offering leases to the customer. The customer may choose from
alternatives offered by parties that are independent of the telecom-
munications entity.

13.7.166 If the transaction does not include a repurchase agreement that
should be accounted for as a right of return, then the sale of equipment to the
dealer and its repurchase and subsequent lease with the end consumer repre-
sent separate transactions with two different customers and, therefore, would
be accounted for separately. The lease between the company and the end con-
sumer would be accounted for in accordance with the applicable leases standard
(FASB ASC 840 or ASC 842). Lease accounting considerations are beyond the
scope of this guide (which is limited to revenue considerations only).

Consideration Paid by the Company in the Indirect Channel
13.7.167 Consideration can be paid by the company to either the dealer

or the end consumer in the indirect channel for a variety of reasons. Some rea-
sons are similar to those in the direct channel, such as adjusting the price of
goods or services through marketing incentives (for example, credits, rebates, or
cash payments). Other reasons are unique to the channel, such as cooperative
advertising, product placement, or payment for custom fixtures at the dealer's
premise. Although this is not an exhaustive list of the consideration that could
be paid by a company in the indirect channel, the new revenue standard pro-
vides a helpful framework that can be applied in different situations.

13.7.168 FASB ASC 606 contains a perspective that consideration payable
to a customer should generally be accounted for as a reduction of the trans-
action price and therefore revenue. However, if the consideration paid is in
exchange for a distinct good or service, which is similar to the concept of "identi-
fiable benefit" applied under previous U.S. GAAP, then the company should ac-
count for the consideration the same way it would account for other purchases
from suppliers per FASB ASC 606-10-32-26. Payments to a customer when no
distinct good or service will be received or payments in excess of the fair value
of the goods or services received should result in a reduction of the transac-
tion price with the customer per FASB ASC 606-10-32-25. Those requirements
apply to (1) an entity's customer and (2) other parties that purchase the com-
pany's goods or service (commonly referred to as other parties "in the distribu-
tion chain," such as resellers or dealers). The reduction of the transaction price
is presented as a reduction of revenue in accordance with FASB ASC 606-10-32-
27. If the consideration payable includes a variable amount, the company will
estimate its effect on transaction price in accordance with paragraphs 5–13 of
FASB ASC 606-10-32.

13.7.169 FASB ASC 606 does not explicitly have a rebuttable presumption
that such payments reduce revenue unless this presumption is overcome by es-
tablishing an identifiable benefit (as provided in previous U.S. GAAP). Evalu-
ating consideration paid in the indirect channel has always required a level of
judgment and an evaluation of the specific contract terms.

13.7.170 When applying the guidance in paragraphs 25–27 of FASB ASC
606-10-32 on consideration payable to a customer, the company is required to
determine if the consideration payable is in exchange for a distinct good or
service and follow the applicable accounting:
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a. If consideration payable to a customer is not for a distinct good or
service, the consideration payable should be recognized as a reduc-
tion of the transaction price at the later of

i. when the company recognizes revenue for the goods or ser-
vices it has agreed to deliver or

ii. the company pays (or promises to pay) the consideration.
b. If the consideration payable to a customer is in exchange for a dis-

tinct good or service, then the company should consider if the fair
value of the good or service can be reasonably estimated.

c. To the extent that consideration payable exceeds a distinct good
or service's fair value, the excess is presented as a reduction of
revenue.

Adjustments to Device Pricing With the Dealer
13.7.171 The company may determine that a dealer is the customer for

the sale of device inventory (that is, the dealer obtained control of the device
inventory from the telecommunications company). If so, the company may have
the ability to adjust the price of the device to the dealer through credits, rebates,
or cash payments.

13.7.172 The following example is meant to be illustrative and does not
provide a comprehensive list of all facts and circumstances that might be con-
sidered. The actual determination should be based on the facts and circum-
stances of an entity's specific situation.

Example 13-7-14

A dealer (determined to be the principal in the resale of devices) places an or-
der with a telecommunications entity, Company A, for 200 feature phones under
the terms of a previously executed master purchase agreement. After complet-
ing this transaction and shipping the phones, Company A is entitled to receive
$130,000 for the devices from the dealer. Additionally, the dealer is provided a
credit of $30,000 for early payment, which it may net against the amount it owes
for the devices and, at its discretion, may pass along to end consumers. There
are no distinct goods or services received from the dealer associated with the
$30,000 payment. As such, the transaction price (revenue) is either $130,000
or $100,000 if the discount is taken. The amount of consideration to which the
company is entitled, therefore, is variable.

Upon review of the terms of the master purchase agreement and this particu-
lar sale, Company A has determined that the transaction price for this equip-
ment sale is $100,000 because the $30,000 represents variable consideration
(a payment to a customer) and, based on an analysis of FASB ASC 606-10-32-8
(expected value versus most likely value) and the factors in FASB ASC 606-10-
32-12, Company A concluded that all of the variable consideration should be
excluded from the transaction price.

In some situations, companies may require that credits or rebates on devices
be passed on to the dealer's customer as a condition of the device sale to the
dealer. These situations can occur when the company is required to pass on
credits or rebates from the device's OEM or when the company wants to in-
centivize service sales in the indirect channel. Although the end consumer is
not the company's customer for the device sale (see separate principal versus
agent analysis) and the dealer is not receiving the consideration, the credits or
rebates could be reported as a reduction of either the device or service sale's
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transaction price, or both. Companies will have to use judgment to apply the
discounts against the appropriate transaction price depending on the facts and
circumstances of the discount. For instance, rebates could be associated with
the sale of the device to the dealer, even if the dealer activated the device with
another company's wireless service, because the dealer would still be required
to pass on an OEM discount. Consideration payable to customers can include
amounts given to other parties that purchase the company's goods from its cus-
tomers. See example 13-7-15 that illustrates a scenario in which payment of the
consideration is contingent upon the end consumer obtaining wireless service
from the company.

Adjustments to Service Pricing With the End Consumer
Through the Dealer

13.7.173 The dealer typically has price discretion in the sale of devices to
the end consumer within the confines of reasonableness in the retail market;
however, companies may provide discounts, credits, rebates, or other forms of
consideration to end consumers, which are paid to the dealer on the end con-
sumer's behalf. If payment of the consideration is solely contingent on the end
consumer entering into a wireless service contract with the company, this may
be informative about whether the consideration is a reduction of the service
contract's transaction price.

13.7.174 The following example is meant to be illustrative and does not
provide a comprehensive list of all facts and circumstances that might be con-
sidered. The actual determination should be based on the facts and circum-
stances of an entity's specific situation.

Example 13-7-15

Company B is currently providing an offer to wireless service end consumers in
the company's indirect channel. The dealer does not source devices from Com-
pany B.End consumers will receive a $400 credit toward the purchase of a de-
vice from the dealer if they meet certain eligibility criteria, which includes a
requirement that end consumers sign up for the company's wireless service.
If an eligible end consumer takes the offer, the dealer facilitates providing
the credit to the end consumer and the dealer receives payment of $400 from
Company B.

Even though Company B is making the $400 payment to the dealer, it is doing
so on behalf of its wireless service end consumer. Company B is not receiving
any distinct good or service from the end consumer, and therefore Company
B reduces its wireless service transaction price by $400 and allocates the net
transaction price over the contract period. Judgment is required when assess-
ing such an arrangement and subtle differences in facts and circumstances may
result in reducing equipment revenue rather than service revenue, or recording
the payment as a commission expense.

Commissions
13.7.175 FinREC believes payments for distinct sales services provided

by a dealer acting as an agent in a transaction in the indirect channel, when
priced at fair value, should be considered costs to obtain a customer. Although
a single payment to a dealer can combine consideration for sales services and
consideration for discounts on goods or services sold, the new revenue stan-
dard provides that any amounts paid in excess of the fair value of the distinct
services should reduce the transaction price of the appropriate contract.
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13.7.176 The following example is meant to be illustrative and does not
provide a comprehensive list of all facts and circumstances that might be con-
sidered. The actual determination should be based on the facts and circum-
stances of an entity's specific situation.

Example 13-7-16

Company C makes a $20,000 payment to the dealer, which was contingent upon
the dealer facilitating Company C in obtaining 200 wireless service contracts
at a $100 per contract rate.

When evaluating the contingency placed on the dealer's ability to receive the
$20,000, Company C identifies a link between the payment and receipt of sales
services from the dealer. Company C observes that the dealer is not entitled
to the $20,000 at the time of the device sale and the payment would only be
remitted when the dealer has satisfied its obligation (that is, obtaining wire-
less service contracts). Because the payment would have been the same even if
the devices were sourced by the dealer from a third party, the sales services re-
ceived are considered distinct from any device sales Company C may have made
to the dealer. Because there is a distinct good or service, the Company would
then determine the fair value of the services and compare the fair value to the
amount remitted. If Company C determines that the amount paid is equal to
the estimated fair value of the sales services, the entire $20,000 would be con-
sidered a commission cost and would be treated like Company C's other costs to
obtain contracts with customers. Amounts remitted in excess of the fair value
would be recorded as a reduction of revenue.

Other contingencies may be placed on amounts owed to dealers for sales ser-
vices including clawback provisions for service cancellations or commission
sales tiers. In these situations, companies should continue to use judgment in
applying FASB ASC 606 or FASB ASC 340-40 (including the consideration of
other applicable literature related to when to accrue for such amounts).

Payments for Cooperative Advertising and Other Payments to Dealers
13.7.177 As mentioned in paragraphs 13.7.167–13.7.176, payments to

dealers can be for various reasons, including for cooperative advertising, prod-
uct placement, or other reimbursement-like payments (for example, for store
build-out costs). With each payment type, companies should evaluate whether
a distinct good or service will be received from the dealer under the guidance
of FASB ASC 606. Similar to the identification of separate performance obli-
gations, distinct goods and services have to be capable of being distinct and
separately identifiable in the context of the contract; otherwise the considera-
tion paid reduces the company's revenue. Additionally, revenue would also be
reduced by the amount by which consideration paid exceeds the fair value of the
good or service received or when the fair value cannot be reasonably estimated.

13.7.178 The following example is meant to be illustrative and does not
provide a comprehensive list of all facts and circumstances that might be con-
sidered. The actual determination should be based on the facts and circum-
stances of an entity's specific situation.

Example 13-7-17

Company D reimburses dealers up to an annual limit for spending on adver-
tisements that locally promote Company D's wireless service and the devices
available to connect to its network, irrespective of how they are sourced. The
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payment is contingent upon the dealer providing evidence of spending on eligi-
ble expenses under Company D's reimbursement plan. Additionally, the dealer
may be subject to an audit of those expenses by Company D. Company D also
pays its dealers commissions and sometimes consideration on behalf of its end
consumers. Although it is anticipated that certain dealers who participate in
the reimbursement plan will purchase devices from Company D, payments are
not contingent on those device purchases.

When evaluating these payment types, Company D observes that the advertis-
ing services received are capable of being distinct because it can benefit from
the advertising services on its own and the advertising services are separately
identifiable from other promises in the contracts between Company D and the
dealer. That is, the advertising services for Company D's service offerings are of-
ten sold separately by other entities. Additionally, Company D determined that
the promise for advertising services in this arrangement would not be combined
with other transactions or other promises made with the dealer because the ad-
vertising services do not significantly modify or customize other transactions
or promises with the dealer. Because dealers must show evidence of the actual
spending on eligible expenses (such as by providing copies of invoices, contracts,
and marketing materials) and Company D has appropriate processes to check
the dealer's records, the appropriate information is available to determine if
the amount paid is the fair value of the services received. Therefore, Company
D reports the payment as advertising expenses when incurred.

Material Renewal Rights in Telecommunications Contracts
This Accounting Implementation Issue Addresses Accounting for Material Re-
newal Rights in Telecommunications Contracts.

Nature of Upfront Fees in the Telecommunications Industry
13.7.179 In connection with entering into service contracts with resi-

dential customers, mobile, fixed-line, and cable providers (collectively, "tele-
com providers") often charge nominal nonrefundable upfront fees to their cus-
tomers. These fees are typically referred to as activation or installation fees
(collectively, "upfront fees"). Upfront fees are generally nominal and are in-
tended to offset or partially offset the costs associated with the initial activ-
ities to set up or install a customer onto the network, systems, and processes
of the telecom provider. These upfront fees are charged irrespective of the na-
ture of the ongoing service relationship. In other words, the same upfront fee
is charged whether a customer enters into a one-month service contract or a
longer-term service contract (for example, one-year and two-year contracts) be-
cause the nature of the setup activities is the same regardless of the length
of the service contract entered into. The upfront fee is charged regardless of
the type of arrangement. It is charged in bundled service arrangements, stand-
alone services arrangements, and service arrangements that include upfront
performance obligations (such as a mobile device). The fees are typically not
charged when a customer solely purchases equipment (such as a mobile device
or other accessories).

13.7.180 The upfront fees may be waived for various reasons, such as
when a customer asks to have the fee waived or the telecom provider makes
the determination that waiving the fee will increase net customer additions.
Certain telecom providers may have a long-standing practice of not charging
upfront fees, and other entities will have promotional periods during which
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upfront fees are not charged. Even if the upfront fee is not charged, the setup
activities must be performed, and the nature of the products and services of-
fered to the customer is unaffected. Because the setup activities themselves
do not result in the discrete transfer of a promised good or service to the cus-
tomer, the activation or installation activities in this context are not separate
performance obligations under FASB ASC 606.

13.7.181 The ongoing service contract covers the rights and obligations
associated with the mobile, fixed telephony, internet, or video services (collec-
tively, "telecom services") provided to the customer. Customers generally have
term choices with respect to their plans. For example, customers may choose
a month-to-month, one-year, or two-year service plan. The pricing of each plan
will be published and applied consistently.

13.7.182 At the end of the contractual period, services typically renew
automatically on a monthly basis until the customer provides a notice of termi-
nation.

Guidance Considered
13.7.183 As indicated by paragraphs 50–53 of FASB ASC 606-10-55, and

as illustrated in example 53 of FASB ASC 606, the accounting treatment for
an upfront fee depends on whether the customer's ability to not pay the fee
upon subsequent renewals represents a material right to the customer that it
would not receive without entering into that contract. Based on this guidance,
the upfront fee should be recognized when or as the future goods or services
are provided. However, the recognition of the fee may extend beyond the initial
contractual period if the entity grants the customer the option to renew the
contract and that option provides the customer a material right.

13.7.184 An option provides a material right if the customer would not
receive it without entering into that contract (for example, a discount that is
incremental to the range of discounts typically given for those goods or services
to that class of customer in that geographical area or market). A customer op-
tion to acquire additional goods or services at a price reflective of SSP does not
provide the customer with a material right. Per FASB ASC 606-10-32-32, SSP
is the price at which an entity would sell a promised good or service separately
to a customer.

13.7.185 Several TRG papers address the topic of a material right and
were discussed at the October 2014 and March 2015 TRG meetings (TRG
Agenda Ref. No. 6, Customer Options for Additional Goods and Services and
Nonrefundable Upfront Fees, TRG Agenda Ref. No. 32, and TRG Agenda Ref.
No. 34). In TRG Agenda Ref. No. 6, the evaluation of whether a material right
exists indicates that companies should consider relevant transactions with the
customer (that is, current, past, and future transactions) and should consider
both quantitative and qualitative factors. TRG Agenda Ref. No. 32 clarified that
a nonrefundable upfront fee deemed to be a material right should be recognized
over the period in which the customer is expected to benefit from not having to
pay the upfront fee upon renewal.

13.7.186 As discussed in paragraph 28 of TRG Agenda Ref. No. 32, an
entity should compare an existing customer's contract renewal price (in that
example $100) with the price that a new customer would pay for the same
service (in that example $100 plus a $50 activation fee) and assess whether
the entity provides a material right to the existing customer. TRG Agenda
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Ref. No. 32 also states that the average customer life may be a qualitative in-
dicator of a material right. Paragraph 28 of TRG Agenda Ref. No. 32 states the
following:

Entity's average customer life might be an indication of whether the
activation fee provides a material right. That is, an average cus-
tomer life that extends well beyond the one month contractual period
might be an indication that the activation fee incentivizes Entity's cus-
tomers to continue services because those customers would not incur
an activation fee that they may otherwise incur if they switch service
providers.

Finally, paragraph 28 of TRG Agenda Ref. No. 32 also reinforces that both quan-
titative and qualitative factors should be considered in evaluating whether the
option to acquire additional goods and services provides a material right.

Assessing Whether an Upfront Fee Conveys a Material Right and
Affects the Determination of SSP

13.7.187 FinREC believes that upfront fees would generally be considered
both quantitatively and qualitatively insignificant in longer-term telecom ser-
vice agreements and, therefore, would not convey a material right (consistent
with example 53 in FASB ASC 606 in which a nominal nonrefundable upfront
fee under a one-year contract did not result in a material right provided to the
customer). As such, the following discussion is primarily focused on month-to-
month contracts.

13.7.188 FASB ASC 606-10-55-43 explains that the ability to acquire ad-
ditional services upon renewal at a price reflective of the service's SSP does not
provide the customer with a material right. Based on TRG discussions, the re-
newal price should be compared to the price paid by new customers in assessing
whether the renewal price is at SSP and, thus, whether a quantitatively ma-
terial renewal right may exist. As indicated in the background, upon renewal,
the price paid is typically the then-monthly published price (that is, exclusive
of the upfront fee). In most cases, the existence of an upfront fee has no im-
pact on the published service rate that customers pay when they commence a
contract or pay upon renewal.

13.7.189 An upfront fee may affect the determination of the SSP of the
goods or services promised in the arrangement. For example, if a telecom
provider regularly requires a customer to pay an upfront fee with a service
plan, then this fee likely would be considered when determining the SSP for
that service plan. However, if the telecom provider regularly waives upfront
fees or does not charge an upfront fee for periods of time for a significant por-
tion of its customers, then it might not be included in the SSP of the ongoing
service. If the renewal option is determined to not exist independent of the ini-
tial service contract, a telecom provider would then compare the renewal price
to the price paid by new customers and consider quantitative and qualitative
factors to determine if the difference in price represents a material right for
future renewals.

13.7.190 In determining whether a material right exists, telecom
providers should consider both quantitative and qualitative factors. A telecom
provider may determine that an upfront fee is a material right based on the
quantitative analysis. Examples of qualitative factors that a telecom provider
may consider in assessing whether an upfront fee is a material right include
the following:
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a. The customer's motivations for entering into a month-to-month
contract, not limited to his or her preference to not be committed to
a longer service term in a competitive environment

b. Whether or not there is a substantial impact on average customer
lives due to the inclusion or exclusion of nonrefundable upfront fees,
as supported by historical data

c. Data indicating that other factors, apart from the avoidance of the
upfront fee, are significant to a customer's decision to renew a con-
tract, including the following:

i. The quality of the service offering
ii. Pricing and contractual flexibility

iii. Overall customer service and satisfaction with respect to
other customer-facing activities (for example, promptness
of installation, responsiveness to service outages and other
trouble calls, accuracy of bills)

iv. Retention efforts by the entity for customers threatening
to disconnect

v. Brand loyalty and market reputation
vi. The inconvenience of changing to a new service provider

vii. Promotional offers by competitors (which may include cer-
tain enticements including the waiver of upfront fees; dis-
counted or free service periods; free goods or credits for
new customers, such as a tablet; and so on)

d. Whether upfront fees are waived or discontinued for periods of time
both by the entity and competing telecom providers

e. Whether the telecom provider has the ability to change the rate
for the underlying service and make certain other changes to the
service after the initial contractual period

The Period Over Which an Upfront Fee Deemed to Be a Material Right
Should Be Recognized

13.7.191 Based on an assessment of quantitative and qualitative factors,
if a material right is considered to exist, the upfront fee would be recognized
over the period of time the customer benefits from not having to pay the upfront
fee in future periods.

13.7.192 FASB ASC 606 is clear that the revenue recognition period of an
upfront fee should extend beyond the initial contractual period if the customer
has the option to renew the contract and that option provides the customer
with a material right. The TRG indicated in TRG Agenda Ref. No. 32 that an
upfront fee that provides a material right should be recognized "over the ser-
vice period during which the customer is expected to benefit from not having
to pay an activation fee upon renewal of the service." A telecom provider will
need to apply judgment to determine the appropriate service period. For exam-
ple, a telecom provider may conclude that the expected customer relationship
period may be an appropriate period over which to recognize the upfront fee.
A telecom provider may also determine that the term contract period for the
same or similar service where the upfront fee is not deemed a material right is
the appropriate period over which to recognize the upfront fee. Additionally, the
telecom provider may conclude that the expected period of benefit may be less
than the expected customer relationship period because as each month passes,
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any impact the upfront fee has on the customer's renewal behavior decreases
(both quantitatively and qualitatively), and, therefore, the material right even-
tually will become immaterial to the customer's decision to renew.

13.7.193 The following examples covering the existence and amortization
of potential material rights are meant to be illustrative and do not provide a
comprehensive list of all facts and circumstances that might be considered.

Example 13-7-18

In January, Telecom Provider A signs up a new customer to its telecom ser-
vices. Customer A pays an activation fee of $50 and enters into a two-year term
contract for telecom services under Plan A at $60 per month. The contract au-
tomatically renews at the end of the two-year term at the then-monthly SSP,
until such time as the customer terminates the contract. Based on attrition
data, Customer A has an expected life of four years. For Customer A, Telecom
Provider A determines the upfront fee is not considered to provide a material
right because the activation fee is a quantitatively immaterial amount of the
total transaction price (3 percent or $50/$1,490) and there are no qualitative
factors that affect the customer's renewal behavior. As such, the upfront fee
is included in the transaction price and recognized over the two-year contract
period for which the future telecom services are provided.

Example 13-7-19

Telecom Provider A also signs up Customer B in January. Customer B pays an
activation fee of $40 and enters into a month-to-month contract for telecom ser-
vices under Plan B at $75 per month. The contract automatically renews at the
end of each month at the then-monthly SSP, until such time as the customer
terminates the contract. Based on attrition data, Customer B has an expected
life of four years. After also considering the qualitative factors of the activa-
tion fee for Customer B, Telecom Provider A determines that the upfront fee
is considered to provide a material right because the discount a renewing cus-
tomer receives (35% = $40/$115) is greater than what a new customer receives
(zero discount) and the 35 percent discount is quantitatively material. Tele-
com Provider A determines that the service period during which Customer B
is expected to benefit from not having to pay an activation fee upon renewal of
the service is 12 months. Although there are no bright lines in the determina-
tion of the period over which a customer is expected to benefit from a material
renewal right, Telecom Provider A makes this determination considering qual-
itative factors identified in paragraph 13.7.190 and the point in time at which
the quantitative amount of the activation fee is considered immaterial to the
total consideration paid. In this case, the amortization period for Customer B
is 12 months based on Telecom Provider A's assessment that the upfront fee
of $40 is no longer material to the total consideration paid after 12 monthly
payments. Therefore, Telecom Provider A recognizes the upfront fee over 12
months.

Contract Modifications
This Accounting Implementation Issue Addresses the Accounting for Contract
Modification under FASB ASC 606.

General
13.7.194 In accordance with FASB ASC 606-10-25-10, a contract modifi-

cation occurs when parties to a contract approve a change in either the scope
or price (or both) of a contract. Thus, contract modifications occur after the

©2019, AICPA AAG-REV 13.7.194



760 Revenue Recognition

performance obligations have been identified at contract inception. Refer to
the "Identification of Separate Performance Obligations" section in paragraphs
13.2.01–13.2.35 for further discussion about accounting considerations at con-
tract inception. Furthermore, in accordance with FASB ASC 606-10-25-14, per-
formance obligations are either a good or service that is distinct or a series of
services that are substantially the same and have the same pattern of transfer
to the customer.

13.7.195 When evaluating a contract modification, an entity should first
consider FASB ASC 606-10-25-12, which states that an entity shall account for
a contract modification as a separate contract if both of the following conditions
are present:

a. The scope of the contract increases because of the addition of
promised goods or services that are distinct.

b. The price of the contract increases by an amount of consideration
that reflects the entity's standalone selling prices of the additional
promised goods or services and any appropriate adjustments to that
price to reflect the circumstances of the particular contract.6

13.7.196 In the telecommunications industry, evaluating whether the in-
cremental goods or services arising from a contract modification are distinct
will often be highly judgmental and depend on the specific facts and circum-
stances. This is because telecommunications services come in a variety of pack-
ages and configurations with a variety of relationships among the promised
goods and services.

13.7.197 If an entity concludes that the contract modification should not
be accounted for as a separate contract in accordance with FASB ASC 606-10-
25-12, it will next need to consider the guidance in FASB ASC 606-10-25-13.
That paragraph provides the following ways to account for a contract modifica-
tion not deemed a separate contract:

Modification Type Accounting Treatment

a) The goods and services not yet
provided to the customer are
distinct from the goods and services
provided to the customer before the
change.

A termination of the existing
contract and creation of a new
contract. The new contract
incorporates both outstanding
performance obligations from the
original contract as well as those in
the modification.

b) The remaining goods and services
are not distinct from the goods and
services provided to the customer
before the change.

A continuation of the original
contract with an adjustment to
revenue on a cumulative catch-up
basis.

c) Some remaining goods and services
not yet provided to the customer are
distinct from the goods and services
provided before the change, and
others are not.

A mix of a) and b). Performance
obligations are grouped based on
whether they are unsatisfied or
partially satisfied at the point of
modification.

6 References to standalone selling price (SSP) throughout this issue should be understood in the
context that SSP may be adjusted for particular circumstances. An entity should consider its own
facts and circumstances when making this evaluation.

AAG-REV 13.7.195 ©2019, AICPA



Telecommunications Entities 761
13.7.198 When evaluating a contract modification under FASB ASC 606-

10-25-13, an entity should consider whether the nature of the entity's promise is
to provide a series of distinct goods or services. If the modification is accounted
for under FASB ASC 606-10-25-13 and the promised goods or services in the ex-
isting contract (that is, before the modification) form a series, the modification
will be accounted for as a termination of an existing contract and the creation
of a new contract under FASB ASC 606-10-25-13a because there are distinct
goods or services in a single performance obligation accounted for as a series.
As discussed in TRG Agenda Ref. No. 39, Application of the Series Provision and
Allocation of Variable Consideration, if the nature of the entity's promise is the
delivery of a specified quantity of a service, then the evaluation of whether the
promise is a series should consider whether each promised good or service is
distinct and substantially the same. If the nature of the entity's promise is the
act of standing ready or providing a single service for a period of time (that is,
because there is an unspecified quantity to be delivered), the evaluation would
likely focus on whether each time increment, rather than the underlying activi-
ties, are distinct and substantially the same. Additionally, when considering the
nature of the entity's promise and the applicability of the series guidance, the
criteria in FASB ASC 606-10-25-15 on whether each good or service would (a)
meet the criteria to be considered a performance obligation satisfied over time
and (b) have the same method to measure progress should also be considered.

13.7.199 Contract modifications either create new or change existing en-
forceable rights and obligations for the parties. When a contract is modified
through a change in either scope or price (but not both), the contract will not
meet the requirements to create a separate contract in FASB ASC 606-10-25-
12. However, an increase in both scope and price can create a separate contract
from the existing contract, if the additional goods or services are distinct from
the existing goods and services and priced at standalone selling prices. Con-
tract modifications that do not create separate contracts should be treated in
accordance with FASB ASC 606-10-25-13.

13.7.200 Specific to the telecommunications industry, contract modifica-
tions, in many cases, are not individually negotiated with the customer. Rather,
the terms and conditions in the original contract specify the types of modifi-
cations that are permissible. Even though a formal negotiation process for the
modification does not take place, a change in the price or scope of the contract
selected by the customer and within the parameters specified by the telecom
provider in the original contract is determined to qualify as a contract modifi-
cation under the new revenue standard.

13.7.201 TRG Agenda Ref. No. 32 concludes that the exercise of a material
right may be evaluated either as a continuation of the contract or a contract
modification. The following paragraphs discuss how the contract modification
guidance is applied to the exercise of a customer option (regardless of whether
it is a material right).

Modifications Providing Additional Goods or Services
13.7.202 According to FASB ASC 606-10-25-12, additional goods or ser-

vices that were not previously promised in an existing contract can result in
a contract modification treated as a separate contract. The first requirement
for determining whether a separate contract has been created is to identify
whether the additional goods or services are distinct from the promised goods
or services in the existing contract. FASB ASC 606-10-25-19 describes goods
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and services as being distinct if they are (a) capable of being distinct and (b)
separately identifiable in the context of the contract. Whether goods and ser-
vices are distinct must be assessed when identifying performance obligations in
a contract. The "Identification of Separate Performance Obligations" section in
paragraphs 13.2.01–13.2.35, provides insight into determining when common
telecommunication goods and services are considered distinct.

13.7.203 Additional goods or services added as a result of a contract mod-
ification may not be considered distinct if they are not separately identifiable.

13.7.204 The following example is meant to be illustrative, and the de-
termination of whether a contract modification should be accounted for under
FASB ASC 606-10-25-12 or FASB ASC 606-10-25-13 should be based on the
facts and circumstances of an entity's specific situation.

Example 13-7-20 — New Line Added to a Wireless Multi-Line Plan

The customer adds a new line to an existing multi-line account, which shares
minutes, text messages, and data among multiple devices. The additional line
modifies the existing promised services in the multi-line contract. The evalua-
tion of this fact pattern will depend on how the entity evaluates the nature of
the promises and whether additional services have been promised to the cus-
tomer as a consequence of the modification (for example, additional minutes
or additional level of service) or if the price of the contract has changed. If a
wireless service provider concludes that there are additional promised goods
or services to evaluate, it would first consider whether the incremental goods
or services are distinct from the other promises in the contract and priced at
their SSP to determine whether the modification should be accounted for as a
new contract under FASB ASC 606-10-25-12. If the criteria in that paragraph
are not met, the wireless service provider would then consider the criteria in
FASB ASC 606-10-25-13. FinREC generally believes a contract modification
that adds a new line to an existing multi-line account with shared minutes,
text messages, and data that is determined not to be distinct under FASB ASC
606-10-25-12 would be accounted for in accordance with FASB ASC 606-10-
25-13a when the promised wireless services are considered to be a series of
services that are substantially the same and have the same pattern of transfer
to the customer. See further discussion on multi-line accounts in paragraphs
13.7.215–13.7.219.

13.7.205 The following example is meant to be illustrative, and the de-
termination of whether a contract modification should be accounted for under
FASB ASC 606-10-25-12 or FASB ASC 606-10-25-13 should be based on the
facts and circumstances of an entity's specific situation.

Example 13-7-21 — Cable Service Addition

A customer signs up for a triple-play arrangement, including basic television,
internet, and phone services. The customer enters into a 3-year contract at a
monthly price of $95. As part of the basic television services, the customer is
able to access and purchase pay-per-view channels. In month 10 of the con-
tract, the customer adds a premium pay channel for an additional $5 per month
and in another separate transaction purchases a pay-per-view movie for $1.99.
The premium pay channel and the pay-per-view movie are separately available,
do not modify the existing promised services, and there is no interdependency
with the television, internet, or phone services, thus, the additional services
are considered distinct under paragraphs 19 and 21 of FASB ASC 606-10-25.
If these distinct promises for premium pay channels and pay-per-view services
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are at their respective SSPs, these modifications would be treated as separate
contracts, and the company would recognize an additional $5 of revenue per
month for the premium pay channel and $1.99 of revenue in month 10 for the
pay-per-view movie.

13.7.206 If it is determined that the scope increases because of additional
distinct goods or services that are sold at a price not reflective of their SSP, then
the contract modification would not create a separate contract and, instead, the
contract modification should be accounted for in accordance with FASB ASC
606-10-25-13a when the promised cable services are considered to be a series of
services that are substantially the same and have the same pattern of transfer
to the customer. That is, the modification should be treated as a termination of
the existing contract and creation of a new contract.

13.7.207 The following example is meant to be illustrative, and the de-
termination of whether a contract modification should be accounted for under
FASB ASC 606-10-25-12 or FASB ASC 606-10-25-13 should be based on the
facts and circumstances of an entity's specific situation.

Example 13-7-22 — Additional Wireless Service Provided at a Discount

After month 3 of an existing 2-year wireless service contract, the customer
takes advantage of a special new promotion to add an international calling
plan for an incremental $10 per month for certain rate plans for existing cus-
tomers only. The customer's existing wireless plan did not have international
calling services, and the $10 per month price is not reflective of the company's
SSP for this service. Although the international calling plan is distinct from the
services already provided, because it is not provided at its SSP, the additional
service would not be treated as a separate contract in accordance with FASB
ASC 606-10-25-12 and would be accounted for in accordance with FASB ASC
606-10-25-13a.

13.7.208 Although paragraphs 13.7.202–13.7.207 discuss contract modifi-
cations that provide additional goods and services, it is common that the scope
of the existing contract can be reduced in a term contract, or certain optional
telecommunication services can be removed by the customer upon request with-
out penalty. The accounting for such reductions in the scope of service depends
on how the entity determined the transaction price in the "Determining the
Transaction Price" section in paragraphs 13.3.20–13.3.55. When the contract
is accounted for based on the contracted amount, the reduction of service should
be assessed under the contract modification guidance. When the contract is ac-
counted for based on the minimum amount, services beyond the minimum are
accounted for as optional services. An entity applying alternative A in exam-
ple 13-3-4, in the "Determining the Transaction Price" section in paragraphs
13.3.20-13.3.55, to determine the transaction price should account for a reduc-
tion in the scope of service under the contract modification guidance. Refer to
example 13-3-4 for further discussion. An entity applying alternative B in ex-
ample 13-3-4 to determine the transaction price should not account for such
reductions in the scope of service as contract modifications because those ser-
vices that the customer may remove without penalty are considered contract
options that are exercised by the customer on a period-to-period basis. When
applying alternative B, it is not appropriate to anticipate the duration of these
optional services in these situations, according to the section, "Impact of En-
forceable Rights and Obligations." It is also not appropriate to include these
optional services in the determination of the transaction price, beyond the ini-
tial enforceable periods, according to the "Determining the Transaction Price"
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section in paragraphs 13.3.20-13.3.55. Therefore, if a customer elects to reduce
the scope of service, that reduction would not be a modification. However, if a
customer continues to purchase optional services beyond the initial enforceable
periods and those contract options were not deemed to be a material right at
inception, a contract modification would arise upon each service extension. If
these optional services are provided at SSP (and, therefore, the option does not
reflect a material right), such modifications would meet the criteria in FASB
ASC 606-10-25-12 and would be accounted for as separate contracts when ex-
ercised. However, if that option is deemed to be a material right, the exercise of
the option may be evaluated as either a continuation of the contract or a con-
tract modification. Additionally, the recognition period of any existing material
rights previously determined would need to be re-evaluated if the option to ex-
tend certain services is not exercised. Refer to the "Material Renewal Rights
in Telecommunications Contracts" section in paragraphs 13.7.179–13.7.193 for
further discussion on recognition period of a material right.

Modifications From Service Level or Rate Plan Changes
13.7.209 The ability and ease for customers to change the level of ser-

vices promised in an existing contract is common in telecommunication con-
tracts. When customers change the scope of their existing promised services,
as opposed to adding new services discussed in paragraphs 13.7.202–13.7.208,
these modifications are commonly referred to as service level changes (or some-
times rate plan changes for wireless contracts). For wireless contracts, rate plan
changes can often include upgrades or downgrades to existing voice, data, or
messaging services. For wired contracts, service level changes can occur when
customers upgrade or downgrade the speed of their existing broadband services
or change their existing television content packages.

13.7.210 Contract modifications that result in an increased service level
when compared to the existing promised services should be evaluated to de-
termine if the services are both distinct and sold at SSP to determine if the
modification should be treated as a separate contract in accordance with FASB
ASC 606-10-25-12. Increasing a service level for existing telecommunications
services does not create a distinct service, if it is determined that the incremen-
tal service is not separately identifiable in the context of the contract from the
existing service. However, this determination is highly dependent on the facts
and circumstances of the individual contract and may be subject to significant
judgment. Refer to the "Identification of Separate Performance Obligations"
section in paragraphs 13.2.01–13.2.35 for further discussion.

13.7.211 When service level changes do not result in the creation of sepa-
rate contracts, the promised services yet to be provided at the point of modifi-
cation should be evaluated under FASB ASC 606-10-25-13 to see if they should
be accounted for as (a) a termination of the existing contract and the creation
of a new contract, (b) part of the existing contract, or (c) as a combination of
the two prior accounting results. The key to this classification is whether the
promised services yet to be provided are distinct from the services transferred
on or before the date of the contract modification.

13.7.212 The following example is meant to be illustrative, and the de-
termination of whether a contract modification should be accounted for under
FASB ASC 606-10-25-12 or FASB ASC 606-10-25-13 should be based on the
facts and circumstances of an entity's specific situation.
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Example 13-7-23 — Incremental Rate Plan Change

A customer changes their data rate plan from 2GB per month to 3GB. Based on
the facts and circumstances of the contract, an entity might conclude the incre-
mental service (in this case, the 1GB) is not distinct from the existing service
(the 2GB), if it is determined that the nature of the promise is to provide a series
of services for a period of time, and the additional data is not separately identi-
fiable from the existing data promised under the original contract. Based on the
facts and circumstances of the contract, an entity might alternatively conclude
that the incremental service (in this case, the 1GB) is distinct from the existing
service (the 2GB), if it is determined that the nature of the promise is to pro-
vide a specified quantity of a service. This determination is highly dependent
on the facts and circumstances of the individual contract and may be subject
to significant judgment. Refer to the "Identification of Separate Performance
Obligations" section in paragraphs 13.2.01–13.2.35 for further discussion. If
the incremental 1GB of data is considered distinct, an entity should consider
whether the incremental data is priced at its SSP under FASB ASC 606-10-
25-12b. If the entity concludes that the incremental 1GB of data is not distinct
or is distinct but not priced at its SSP, the modification does not meet the con-
ditions in FASB ASC 606-10-25-12 to be accounted for as a separate contract.
If the conditions in FASB ASC 606-10-25-12 are not met, FinREC believes the
modification generally should be accounted for in accordance with FASB ASC
606-10-25-13a, because, as discussed in the text that follows, the nature of the
promise to the customer is to provide a series of services, and the services not
yet provided to the customer are distinct from the goods or services provided to
the customer before the rate plan change.

13.7.213 Although it appears that the customer is receiving the same type
of telecommunications service before and after the service level change (albeit
at an adjusted service level), most services can be disaggregated into distinct
parts over time (for example, monthly service) or distinct increments of service
(for example, each GB). That is, the service satisfied before the service level
change can be separated from the promised future service at the updated ser-
vice level. Because the remaining promised services after a service level change
are distinct from the services already transferred to the customer, FinREC be-
lieves that service level changes that are not accounted for as separate contracts
under FASB ASC 606-10-25-12 generally will be treated as a termination of the
existing contract and the creation of a new contract in accordance with FASB
ASC 606-10-25-13a.

13.7.214 The following example is meant to be illustrative, and the de-
termination of whether a contract modification should be accounted for under
FASB ASC 606-10-25-12 or FASB ASC 606-10-25-13 should be based on the
facts and circumstances of an entity's specific situation.

Example 13-7-24 — Upgrade in Service

A wireless customer enters into a 2-year service contract that includes 1,000
minutes per month at a monthly rate of $85. After month 3, the customer up-
grades the service level to 1,500 minutes per month for $90 per month for the
remaining 21 months. Based on the facts and circumstances of the contract,
an entity might conclude that the additional 500 minutes per month acquired
by the customer are not distinct from the 1,000 minutes per month previously
ordered, if it is determined that the nature of the promise to the customer is to
provide a series of services for a period of time, and the additional 500 minutes
per month are not separately identifiable from the existing 1,000 minutes per
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month in the contract. Based on the facts and circumstances of the contract, an
entity might alternatively conclude that the additional 500 minutes per month
acquired by the customer are distinct from the 1,000 minutes per month previ-
ously ordered, if it is determined that the nature of the promise is to provide a
specified quantity of a service. This determination is highly dependent on the
facts and circumstances of the individual contract and may be subject to sig-
nificant judgment. Refer to the "Identification of Separate Performance Obli-
gations" section in paragraphs 13.2.01–13.2.35 for further discussion. If the
incremental 500 minutes per month are considered distinct, an entity should
consider whether the incremental minutes are priced at their SSP under FASB
ASC 606-10-25-12b. If the incremental minutes are not considered distinct, or
if the incremental minutes are distinct but not priced at their SSP, the modifi-
cation does not meet the conditions in FASB ASC 606-10-25-12 to be accounted
for as a separate contract. If the conditions in FASB ASC 606-10-25-12 are not
met, FinREC believes the contract modification generally should be accounted
for in accordance with FASB ASC 606-10-25-13a as the services provided before
the upgrade (that is, the 1,000 minutes for 3 months) can be considered distinct
from the services yet to be provided in months 4–24 (that is, the 1,500 minutes
a month). Under FASB ASC 606-10-25-13a, the wireless company would mea-
sure the amount of consideration included in the transaction price not recog-
nized as revenue ($85 × 21 months = $1,785, plus the additional consideration
promised as part of the modification [$5 × 21 months = $105]), and recognize
$85 per month in months 1–3 for the basic wireless services and $90 per month
in months 4–24.

Modifications Specific to Multi-Line Plans
13.7.215 Many wireless service providers offer customers the option of en-

rolling in multi-line plans, whereby several lines of service are included under
a single account. Changes to multi-line plans, such as the addition of devices
and related access, result in contract modifications, which need to be evaluated
individually to determine the appropriate accounting.

13.7.216 Multi-line plans typically allow existing customers the ability
to add lines of service for newly acquired devices under the same established
account. Wireless service providers will need to exercise judgment when deter-
mining if the new line of service creates a separate contract or the termination
of the existing contract and creation of a new contract. The different outcomes
will be based on various factors such as whether additional minutes, text mes-
sages, or data are included in the modification; whether the price of the plan
changes; what the nature of the promise to the customer is determined to be;
and whether the new line and additional minutes, text messages, or data are
distinct from the other lines in the account and if the pricing of the additional
lines, minutes, text messages, or data is at SSP. When assessing whether the
new lines, minutes, text messages, or data are distinct, companies should con-
sider the interdependency between the lines; the sharing of services between
the lines, such as data, texts, or minutes; and any other service features be-
ing offered. The guidance in paragraphs 18–22 of FASB ASC 606-10-25 should
be considered to make this determination. The evaluation of whether individ-
ual lines in multi-line plans represent separate performance obligations are
explored further in the "Identification of Separate Performance Obligations"
section in paragraphs 13.2.01–13.2.35.

13.7.217 The following example is meant to be illustrative, and the de-
termination of whether a contract modification should be accounted for under
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FASB ASC 606-10-25-12 or FASB ASC 606-10-25-13 should be based on the
facts and circumstances of an entity's specific situation.

Example 13-7-25 — Enrollment in a Multi-Line Account

A customer purchases a device for $200 and enters into a 2 year contract for
unlimited voice and text with 2GB of data per month for $65 per month. The
service performance obligation in this contract is determined to be a series of
services that include unlimited voice and text and 2GB of data per month to
be delivered over the 2-year period. In month 6, the customer determines that
he would like to add an additional device and line of service to his plan. The
additional device will cost $200, and the line will also include unlimited voice
and text with 2GB of data per month (separate from the voice, text, and data on
the first line). Consistent with the first line, the service performance obligation
in the second line is also a series of services that includes the unlimited voice
and text and the separate 2GB data per month plan. Data will not be shared
between the lines. As such, the services related to each line (voice, text, and
data) are considered to be separate performance obligations from each other.
The total monthly price for voice, text, and data for both lines is $130, which
is representative of the SSP of the service. The price for the device of $200 is
also representative of its SSP. The additional device and related service repre-
sent a contract modification as they increase the overall scope and price of the
contract. This fact pattern would result in the new device and line being con-
sidered a separate contract in accordance with FASB ASB 606-10-25-12 with
an allocation of revenue between only the new $200 device and $65 per month
line services. In practice, FinREC notes there could be other complicating fac-
tors, which could call into question whether the services related to the new line
are distinct or sold at their SSP because typically there are value differences
or volume discounts to the customer between single-line and multi-line plans.

13.7.218 If the modification is not treated as a separate contract because
the services associated with the new line are either not considered distinct from
the services associated with the existing line or not sold at a price representa-
tive of SSP, or both, the modification should be treated as a termination of the
existing contract and creation of a new contract in accordance with FASB ASC
606-10-25-13a when the promised services are considered to be a series of ser-
vices that are substantially the same and have the same pattern of transfer
to the customer. The additional consideration together with any unrecognized
consideration from the original contract would be allocated to the remaining
performance obligations.

13.7.219 The following example is meant to be illustrative, and the de-
termination of whether a contract modification should be accounted for under
FASB ASC 606-10-25-12 or FASB ASC 606-10-25-13 should be based on the
facts and circumstances of an entity's specific situation.

Example 13-7-26 — Additions to a Multi-Line Shared Data Account

A customer signs up for a 2-year service contract for 2 lines and purchases 2 de-
vices for $200 each. The monthly service includes unlimited voice and text with
10GB of shared data per month at a cost of $130 a month. In month 2, the cus-
tomer adds a third line to the plan and pays $200 for a third device. The third
line will also have unlimited voice and text and will share the 10GB of data per
month with the other lines (that is, there is no incremental data promised). The
total monthly recurring service charge for the three lines is $165. The change
represents a contract modification because the scope and price of the contract
have increased. Although the additional device is considered distinct, the entity
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will need to determine if the incremental service for the third line is distinct
from the service to be provided for the first 2 lines. Generally, when there are
shared services at the account level, such as the data in this example, the ser-
vice for each line may not be distinct, when it is determined that the services
are inputs to the combined output for which the customer contracted to re-
ceive from the entity (that is, to provide an integrated service data plan). How-
ever, this determination is highly dependent on the facts and circumstances of
the individual contract and may be subject to significant judgment. Refer to
the "Identification of Separate Performance Obligations" section in paragraphs
13.2.01–13.2.35 for further discussion. Under the view that the incremental
service for each line is not distinct, FinREC believes those services generally
should be accounted for in accordance with FASB ASC 606-10-25-13a when the
promised services are considered to be a series of services that are substantially
the same and have the same pattern of transfer to the customer. Therefore, the
services not yet provided to the customer are distinct from the goods and ser-
vices provided to the customer before the rate plan change. As a result, the
additional consideration promised as part of the modification, together with
any unrecognized consideration from the existing contract, would be allocated
to the remaining performance obligations, which are the third device and the
promised service for 3 lines.

Equipment Upgrades
13.7.220 In addition to modifying service plans, customers in the telecom-

munications industry are often able to upgrade their related equipment at, or
prior to, the end of their original contract upon negotiation. Such upgrades
would include handsets for wireless customers or customer premise equipment
(CPE) for cable or wired customers.

13.7.221 If a customer in a service contract negotiates an upgrade of his or
her CPE or handset prior to the end of the existing contract, the upgrade would
need to be assessed to determine if it should be accounted for under FASB ASC
606-10-25-12 or FASB ASC 606-10-25-13. Such determination should be based
on the facts and circumstances of an entity's specific situation. Considerations
include whether the additional services are determined to be distinct and if the
new device and service bundle is priced at SSP.

Changes to Service Pricing
13.7.222 Changes to service pricing for existing contracts can be normal

occurrences in the telecommunications industry. If pricing changes occur on
performance obligations that give rise to variable consideration that was es-
timated at the inception of a contract, such changes in pricing would not be
considered a contract modification in accordance with FASB ASC 606-10-32-
14 and paragraphs 42–45 of ASC 606-10-32. If service pricing changes are not
anticipated at the onset of a contract according to the variable consideration
guidance in paragraphs 5–10 of FASB ASC 606-10-32, pricing changes should
be accounted for as a contract modification in accordance with paragraphs 12–
13 of FASB ASC 606-10-25.

Contract Assets and Liabilities at Modification
13.7.223 When a contract modification occurs that is accounted for under

FASB ASC 606-10-25-13a, the company will need to allocate to the remaining
performance obligations the additional consideration promised as part of the
contract modification, together with any unrecognized consideration from the
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existing arrangement. As such, the company will need to consider the impact
to existing contract assets and liabilities associated with the existing contract
at the date of the modification.

13.7.224 As concluded in TRG Agenda Ref. No. 51, Contract Asset Treat-
ment in Contract Modifications, and TRG Agenda Ref. No. 55, April 2016 Meet-
ing — Summary of Issues Discussed and Next Steps, existing contract assets
should be carried forward to the new contract created as part of a modification
accounted for under FASB ASC 606-10-25-13a. Doing so is consistent with the
objective of accounting for a modification in accordance with that paragraph,
which is to account for the contract on a prospective basis.

13.7.225 FinREC believes an existing contract asset will remain on the
balance sheet at the point of a modification, subject to impairment testing under
FASB ASC 310, Receivables. When performing impairment testing, the future
cash flows associated with new contracts resulting from a FASB ASC 606-10-
25-13a modification help support the value of the existing contract asset. As
long as these expected future cash flows continue to support the stated contract
asset, the asset will not be impaired.

13.7.226 If the existing contract actually had been terminated, as opposed
to theoretically terminated in accordance with the contract modification guid-
ance, then there would be no future cash flows associated with the contract
asset, and in such cases, the contract asset would be impaired.

13.7.227 The following example illustrates only one methodology that a
company may employ to account for contract assets at the time of the modifi-
cation. Although it was included herefor illustrative purposes, other methods
may be appropriate based on the facts and circumstances of an entity's specific
situation.

Example 13-7-27 — Existing Contract Asset With a Multi-Line
Account Modification

A customer signs a 24-month wireless service contract with shareable data and
purchases a subsidized device. For purposes of this example, assume that there
is no significant financing component. The customer's upfront device charge is
$100, and the SSP of the device is $400. The monthly wireless service charge is
$100, consisting of $40 for access and $60 for data. The wireless service provider
considers access and data one performance obligation, and the amount billed
represents the SSP of the service.

Original Allocation

Transaction
Price SSP Ratio Allocation

1st Device $100 $400 14% $357.14

Service Month 1–24 $2,400 $2,400 86% $2,142.86*

$2,500 $2,800 100% $2,500.00

* The monthly allocated revenue amount is $89.29.

The following illustrates the journal entry to record the sale of the device. The
difference between the device revenue and cash received creates a contract
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asset, which represents the timing difference between consideration earned
and the amount billed:

Dr. Device Receivable (or Cash) $100.00

Dr. Contract Asset ($357.14 allocated less $100 cash
collected) $257.14

Cr. Device Revenue $357.14

During months 1–6, the following entry will be made each month to record
service revenue and adjust the contract asset for the amount to be reclassified
as receivables:

Dr. Service Receivable $100.00

Cr. Contract Asset ($257.14 divided by 24 months) $10.71

Cr. Service Revenue $89.29

At the end of 6 months, the customer purchases another subsidized device un-
der the same account and shares the data between the 2 devices without in-
creasing the data plan in total. Assume for the purposes of this example that
the company concludes the incremental services for the second line are not dis-
tinct from the services for the first line. The contract is extended 6 months
because the customer is required to have service for 24 months after the addi-
tion of the second device. The resulting wireless service charge will be $140 per
month in months 7–24, and $100 per month in months 25–30 becauseonly the
second device will be on the account during those months.

As a result of the modification, the company prepares a new revenue allocation
based on the updated contract terms. Service provided in months 7–24 for a
2-line shared data plan is a separate series of services and, thus, a separate
performance obligation, from services provided in months 25–30, when it is a
single-line data plan. This is reflective of the fact that the company is providing
a greater level of wireless services when there are 2 devices on the account
versus when there is only 1 device on the account; thus, the services are not
substantially the same between the 2 periods when they are provided.

The new contract will require the wireless service provider to calculate a trans-
action price and an allocation at the modification point:

$2,500.00 Original transaction price

(892.88) Less revenue previously recorded: (Device Revenue
$357.14) + (Service Revenue $89.29 × 6 months)

100.00 Incremental device fee for the second device sale

960.00 Incremental access fees of $40 per month × 24 months

360.00 Incremental data fees of $60 per month × 6 months for
months 25–30

$3,027.12 Transaction price post-modification (see use below)
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Modification Allocation

Transaction
Price SSP Ratio Allocation

2nd Device $400.00 11% $343.99

Months 7–24 $2,520.00* 72% $2,167.14

Months 25–30 $600.00** 17% $515.99

$3,027.12 $3,520.00 100% $3,027.12

* ($60 data fees + $40 access fee on 1st device + $40 access fee on 2nd
device) × 18 months
** ($60 data fees + $40 access fee on 2nd device) × 6 months

The company records the following entry for the device sale and to increase the
contract asset for the incremental revenue earned but not yet billed:

Dr. Cash $100.00

Dr. Contract Asset ($343.99 allocated less $100 cash
collected) $243.99

Cr. Device Revenue $343.99

Immediately after the contract modification, the value of the contract asset is
as follows:

Initial contract asset $257.14

Amounts reclassified as
receivables from months 1–6 (64.29)

Amounts earned but not yet billed
from 2nd device 243.99

$436.85

During months 7–24, the company is entitled to collect $140 from the customer
and makes the following entry to record service revenue and adjust the contract
asset for amounts reclassified as receivables:

Dr. Receivable $140.00

Cr. Contract Asset $19.60

Cr. Service Revenue ($2,167.14
divided by 18 months) $120.40

The balance of the contract asset after the satisfaction of the service
obligation relating to months 7–24 is rolled forward is as follows:

Contract asset after modification $436.85

Amounts reclassified as receivables from months 7–24 (352.84)

$84.01
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During months 25–30, the company is entitled to collect $100 from the
customer and records the following entry to recognize service revenue
and adjust the contract asset for amounts reclassified as receivables:

Dr. Receivable $100.00

Cr. Contract Asset $14.00

Cr. Service Revenue ($515.99 divided
by 6 months) $86.00

The balance of the contract asset after the satisfaction of the service
obligation relating to months 25–30 is rolled forward as follows:

Contract asset, after satisfying months 7–24 $84.01

Amounts reclassified as receivables from
months 25–30 (84.01)
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Chapter 14

Insurance Entities

Notice to Readers
This chapter presents accounting implementation issues developed to as-
sist insurance entities in applying FASB Accounting Standards Codification
(ASC) 606, Revenue from Contracts with Customers, and related interpreta-
tions from the FASB/IASB Joint Transition Resource Group.

The AICPA Insurance Entity Revenue Recognition Task Force identified and
developed these accounting implementation issues, and the AICPA Revenue
Recognition Working Group and AICPA Financial Reporting Executive Com-
mittee (FinREC) approved them. They are a source of nonauthoritative ac-
counting guidance for nongovernmental entities.

The accounting implementation issues are organized within this chapter as
follows:

� In relation to the five-step model of FASB ASC 606, when appli-
cable

— Step 1: "Identify the contract with a customer"

— Step 2: "Identify the performance obligations in the con-
tract"

— Step 3: "Determine the transaction price"

— Step 4: "Allocate the transaction price to the perfor-
mance obligations in the contract"

— Step 5: "Recognize revenue when (or as) the entity sat-
isfies a performance obligation"

� By revenue stream
� As other related topics, starting at paragraph 14.7.01

The following table outlines the accounting implementation issues discussed
in this chapter:

Issue Description
Paragraph
Reference

Considerations for applying the scope exception in FASB
ASC 606-10-15-2 and 606-10-15-4 to contracts within the
scope of FASB ASC 944
Other related topics

14.7.01–14.7.16
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Other Related Topics

Considerations for Applying the Scope Exception in FASB ASC
606-10-15-2 and 606-10-15-4 to Contracts Within the Scope
of FASB ASC 944

14.7.01 FASB ASC 606-10-15-2 states the following:

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

...
b. Contracts within the scope of Topic 944, Financial

Services—Insurance.

14.7.02 BC13 of FASB Accounting Standards Update (ASU) No. 2016-20,
Technical Corrections and Improvements to Topic 606, Revenue from Contracts
with Customers, states the following:

The amendment to paragraph 606-10-15-2(b) clarifies that all con-
tracts (that is, not only insurance contracts) within the scope of Topic
944, Financial Services—Insurance, are excluded from the scope of
Topic 606. This exclusion applies to contracts within the scope of Topic
944 such as life and health insurance, property and liability insurance,
title insurance, and mortgage guarantee insurance. Topic 944 provides
guidance on accounting and financial reporting for those contracts, in-
cluding guidance that is applied to both insurance and investment con-
tracts to determine the revenue recognition for fees. Investment con-
tracts (defined in the Master Glossary as long-duration contracts that
do not subject the insurance entity to risks arising from policyholder
mortality or morbidity) are included within the scope of Topic 944. For
example, Subtopic 944-825 provides guidance on the accounting for
and the financial reporting of financial instruments, including guid-
ance on investment contracts. Those contracts are accounted for under
a deposit accounting model, similar to financial instrument contracts
issued by entities other than insurance entities. As noted in paragraph
606-10-15-2(c), financial instruments issued by entities other than in-
surance entities also are excluded from the scope of Topic 606, and,
therefore, this technical correction is consistent with the existing scope
exceptions for insurance and financial instrument contracts.

14.7.03 As explained in BC13 of FASB ASU No. 2016-20, the intent of the
amendment to FASB ASC 606-10-15-2b is to clarify that all contracts within
the scope of FASB ASC 944, such as investment contracts, life and health insur-
ance, property and liability insurance, title insurance, and mortgage guarantee
insurance, are excluded from the scope of FASB ASC 606.

Contracts Provided by Insurance Entities
14.7.04 Insurance contracts typically have components, that consist of

various types and varying degrees of activities (enrollment, claim adjudication,
administration and payment, and customer service) embodied in them in or-
der for the insurer to fulfill its insurance obligations. In some instances, espe-
cially in commercial lines of business such as general liability, contracts may
have high deductibles, but the insurance entity adjudicates all claims, includ-
ing those below the deductible level. In some cases, an insurance entity may
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provide high deductible coverage, and the policyholder will obtain claims adju-
dication and settlement services from a third party unrelated to the insurer.

14.7.05 Insurance entities can also provide services, such as claims adju-
dication and settlement, to customers without providing insurance coverage.

Applying Scope Exemption
14.7.06 BC14 of FASB ASU No. 2016-20 states the following:

Contracts within the scope of Topic 944 are excluded from the scope of
Topic 606. That scope exception applies to contracts within the scope
of Topic 944 and does not apply to all contracts of insurance entities.
An insurance entity might need to consider whether a contract with a
customer is for goods or services that are not within the scope of Topic
944. For example, the Board understands that a contract for admin-
istrative services (such as claims processing) without any insurance
element is at present accounted for as a revenue arrangement within
the scope of Topic 605. The Board expects that those types of service
arrangements would be accounted for under Topic 606.

14.7.07 BC15 of FASB ASU No. 2016-20 states the following:

The Board received questions about the interaction of the guidance
in paragraph 606-10-15-2 and the guidance in paragraph 606-10-15-
4. Some stakeholders questioned whether the guidance in paragraph
606-10-15-4 requires an insurance entity to bifurcate contracts (within
the scope of Topic 944) into elements within the scope of Topic 944 and
elements within the scope of Topic 606. The guidance in paragraph
606-10-15-4 is applied after applying the guidance in paragraph 606-
10-15-2. For example, if an entity reaches an appropriate conclusion
that it has a contract entirely within the scope of Topic 944, then the
entity would not apply the guidance in paragraph 606-10-15-4. This is
because there are no elements of the contract within the scope of Topic
606 based on the entity's conclusion that the entire contract is included
within the scope of Topic 944. This assessment is similar to how an in-
surance entity determines whether elements of contracts are within
the scope of Topic 944 or Topic 605 currently. There could be other ac-
tivities in the contract, such as insurance risk mitigation or cost con-
tainment activities that relate to costs to fulfill the contract within the
scope of Topic 944. Those fulfillment activities would not be within the
scope of Topic 606 and, instead, similar to current practice, would be
considered part of the contract within the scope of Topic 944. This as-
sessment is similar to how an insurance entity determines whether
elements of a contract are within the scope of Topic 944 or Topic 605
today.

14.7.08 In accordance with BC15 of FASB ASU No. 2016-20, for contracts
that are within the scope of FASB ASC 944, the insurance entity should deter-
mine if elements of the contract should be accounted for within FASB ASC 944
or FASB ASC 606. If it is determined that a contract is not entirely within the
scope of FASB ASC 944 due to elements of the contract being within the scope
of FASB ASC 606, the insurance entity should apply the guidance in FASB ASC
606-10-15-4.

14.7.09 Also as explained in BC15 of FASB ASU No. 2016-20, there could
be activities included in the contract, such as insurance risk mitigation or
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cost containment activities, that should be considered fulfillment activities, not
within the scope of FASB ASC 606 but, similar to current practice, considered
part of the contract within the scope of FASB ASC 944.

14.7.10 The following are examples of activities performed by an insur-
ance entity, included in contracts within the scope of FASB ASC 944, that Fin-
REC believes generally should be considered fulfillment activities (that either
mitigate risks to the insurer or contain costs related to services to fulfill the in-
surer's obligation) that are not within the scope of FASB ASC 606, but should
be considered part of the contract within the scope of FASB ASC 944:

a. Claims adjudication and processing: These activities can be in-
cluded with commercial property casualty insurance contracts, (for
example, general liability, property, automobile, workers' compen-
sation) offered as a high deductible policy, such that the policy-
holder is "self-insuring" numerous claims below the deductible, that
specifies that the adjudication/processing of claims both above and
below the deductible amount will be performed by the insurer.
These claim adjudication and processing activities are performed
even if the high deductible is ultimately not reached. Compensa-
tion for claims adjudication and processing below and above the
deductible is either (1) an explicit or implicit component of the pol-
icy premium or (2) separately billed to the policyholder based on a
percentage of paid or incurred losses, or as a flat charge per claim
and referred to as a claims servicing charge.
For those claim activities below the deductible, although the activ-
ities are partially provided as a service to the customer, they also
mitigate the insurer's risk of loss above the deductible. Generally
from the insurer's perspective, a holistic view is taken in managing
claims from the ground up (from below the deductible through the
insurer's limit), whether the insurer performs the claims adjudica-
tion or if it is outsourced to a third party. The insurer is integral
in developing the strategy and approach for settling a claim below
or above the deductible, along with the insured or the third party
administrator if one is involved (that is, whether a loss event is ul-
timately covered within the insurance protection provided or not).

b. Health insurance contracts within the scope of FASB ASC 944 (for
example, medical including high deductible health plans [HDHPs],
dental, vision): Additional activities related to the fulfillment of
the insurance contract may include enrollment (for group plans),
provider network access, routine physicals and screenings, immu-
nizations, preventative care and wellness benefits, transportation
to facilities for treatment, and access to durable medical equipment
(for example, wheelchairs and crutches), and wellness benefits that
include biometric screening, tobacco cessation, personal health as-
sessments and records, health coaching, and disease management
provided with health insurance contracts within the scope of FASB
ASC 944.

c. Safety inspections: These activities are sometimes provided with a
property and liability insurance contract and such activities can be
viewed as mitigating the insurer's risk.

d. Roadside assistance provided with an automobile insurance policy:
Examples of activities provided are towing cars from an accident
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location or changing a flat tire, which both help mitigate the risk of
a further accident or damage to the car.

e. Cybersecurity activities: These activities are sometimes provided
with a general liability insurance contract and such activities can
be viewed as mitigating the insurer's risk.

f. A title search provided with a title insurance policy: This activity is
part of fulfilling the insurance contract and mitigating the insurer's
risk.

14.7.11 In some situations involving claim adjudication and processing
activities, these activities may not be part of the fulfillment activities of an in-
surance contract. For example, structures may be offered in the marketplace in
which a commercial customer will purchase a high-deductible property casu-
alty insurance contract. Under this policy, insurance coverage may be provided
only for claims above a specified deductible amount, and the customer may
obtain claims adjudication and processing services from a third party admin-
istrator (oftentimes a subsidiary of another insurance group) unrelated to the
insurer providing the insurance coverage. That third party would be subject to
FASB ASC 606 for its provision of claims processing services. In these cases
the claims adjudication and processing services are not offered in conjunction
with an insurance contract. As explained in BC14 of FASB ASU No. 2016-20,
contracts offered by an insurance entity that are not within the scope of FASB
ASC 944, such as administrative services only contracts without any insurance
element, should be accounted for under FASB ASC 606.

Administrative Services Only Contracts Offered With Stop Loss
Insurance Contracts

14.7.12 An insurance entity, such as a health insurer, may enter into an
administrative services only contract and an insurance contract at the same
time with the same party. If either contract's price was discounted from the
insurance entity's normal pricing practices for either contract, this may suggest
a pricing interdependency under which these contracts may need to be treated
as one arrangement. That is, although the combination of contracts guidance
in FASB ASC 606-10-25-9 is not applicable to contracts outside the scope of
FASB ASC 606 (for example, a contract in the scope of FASB ASC 944), FinREC
believes that insurance entities should consider the economics and nature of the
arrangements (including pricing interdependencies), when assessing whether
contracts with the same customer (or related parties of the customer) should
be combined for accounting purposes.

14.7.13 If an insurer determines that the contracts should be combined
for accounting purposes, FinREC believes that the entity should look to BC15
of FASB ASU No. 2016-20, to determine whether the activities in the com-
bined contract, other than providing insurance coverage, are predominantly
performed as part of fulfilling the insurance obligation or mitigating the in-
surer's insurance risk.

14.7.14 If an insurer determines that the activities are predominantly
performed as part of fulfilling the insurance obligation or mitigating the in-
surer's insurance risk, FinREC believes that the combined contracts should be
accounted for as one contract under FASB ASC 944.

14.7.15 If an insurer determines that certain of the activities of the
combined contract are not predominantly performed as part of fulfilling the
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insurance obligation or mitigating the insurer's insurance risk, FinREC be-
lieves that the guidance in FASB ASC 606 should be applied to determine
the allocation of the combined consideration between (a) those noninsurance
performance obligations to be accounted for under FASB ASC 606 and (b) in-
surance coverage (assuming that it meets the criteria to be classified as an
insurance contract under FASB ASC 944) to be accounted for under FASB
ASC 944.

Revenue Recognition for Fees
14.7.16 BC13 of FASB ASU No. 2016-20 also clarifies that FASB ASC 944

includes guidance that is applied to both insurance and investment contracts to
determine the revenue recognition for fees. In accordance with BC13 of FASB
ASU No. 2016-20, the revenue recognition guidance in FASB ASC 944 should
be applied to fees associated with insurance and investment contracts.
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Chapter 15

Power and Utility Entities

Notice to Readers
This chapter presents accounting implementation issues developed to assist
power and utility entities in applying FASB Accounting Standards Codifica-
tion (ASC) 606, Revenue from Contracts with Customers, and related inter-
pretations from the FASB/IASB Joint Transition Resource Group (TRG).

The AICPA Power and Utility Entities Revenue Recognition Task Force iden-
tified and developed these accounting implementation issues, and the AICPA
Revenue Recognition Working Group and AICPA Financial Reporting Exec-
utive Committee (FinREC) approved them. They are a source of nonauthori-
tative accounting guidance for nongovernmental entities.

The accounting implementation issues have been organized within this chap-
ter as follows:

� In relation to the five-step model of FASB ASC 606, when appli-
cable

— Step 1: "Identify the contract with a customer"

— Step 2: "Identify the performance obligations in the con-
tract"

— Step 3: "Determine the transaction price"

— Step 4: "Allocate the transaction price to the perfor-
mance obligations in the contract," starting at para-
graph 15.4.01

— Step 5: "Recognize revenue when (or as) the entity sat-
isfies a performance obligation," starting at paragraph
15.5.01

� By revenue stream, starting at paragraph 15.6.01
� As other related topics, starting at paragraph 15.7.01

The following table outlines the accounting implementation issues discussed
in this chapter:

Issue Description
Paragraph
Reference

Determining the stand-alone selling price for commodities
Step 4: Allocate the transaction price to the performance
obligations in the contract

15.4.01–15.4.06

(continued)
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Issue Description
Paragraph
Reference

Timing of revenue recognition from sales of electricity
and capacity
Step 5: Recognize revenue when (or as) the entity
satisfies a performance obligation

15.5.01–15.5.12

Timing of revenue recognition from sales of
self-generated renewable energy credits (RECs)
Step 5: Recognize revenue when (or as) the entity
satisfies a performance obligation

15.5.13–15.5.26

Accounting for tariff sales to regulated customers
Revenue streams

15.6.01–15.6.15

Requirements and similar contracts with variable
volumes
Revenue streams

15.6.16–15.6.24

Fixed price contracts — consideration of different pricing
conventions
Revenue streams

15.6.25–15.6.49

Accounting for blend-and-extend contract modifications
Other related topics

15.7.01–15.7.07

Partial terminations
Other related topics

15.7.08–15.7.12

Treatment of contributions in aid of construction (CIAC)
Other related topics

15.7.13–15.7.20

Income statement presentation of alternative revenue
programs
Other related topics

15.7.21–15.7.28

Application of the Five-Step Model of FASB ASC 606

Step 4: Allocate the Transaction Price to the Performance
Obligations in the Contract

Determining the Stand-Alone Selling Price for Commodities
This Accounting Implementation Issue Is Relevant to Determining the Stand-
Alone Selling Price for Commodities Under Step 4: "Allocate the Transaction
Price to the Performance Obligations in the Contract," of FASB ASC 606.

Background
15.4.01 Power and utility entities enter into contracts for the forward sale

of commodities with various counterparties. These contracts are often priced
based on some reference to forward commodity price curves which are often
available for the key components of energy contracts (power, gas, capacity, and
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so on). Although the forward commodity curves may be a component of the
contract price, there are a number of other pricing components that should be
considered when determining the amount of consideration the seller expects to
receive. For example, counterparty credit, delivery location, and other entity-
specific factors may materially affect the price at which the seller agrees to sell
the goods and services.

15.4.02 Power and utility entities will often not be able to conclude that
a performance obligation is satisfied over time for storable commodities (for
example, oil, natural gas contracts not based on requirements, Renewable En-
ergy Certificates) because the customer may be able to store the commodity
for future use. Therefore, the criteria in FASB ASC 606-10-25-27a (customer
simultaneously receives and consumes the benefits) may not be met.1 As a con-
sequence, because the performance obligation is not satisfied over time, the
company would not be able to consider the sale of storable commodities as a
series of distinct goods or services as described in FASB ASC 606-10-25-15.

15.4.03 In such cases, the question arises as to how power and utility com-
panies would determine the stand-alone selling price to allocate the transaction
price to performance obligations associated with delivery of storable commodi-
ties under FASB ASC 606-10-32-29, which states that "an entity shall allocate
the transaction price to each performance obligation identified in the contract
on a relative stand-alone selling price basis."

Stand-Alone Selling Price
15.4.04 FinREC believes that FASB ASC 606 does not require power and

utility companies to use forward curves as the stand-alone selling price simply
because there are observable commodity price curves.

15.4.05 FinREC believes that there is no single method for determining
stand-alone selling price and that a seller must take into account the individual
facts and circumstances surrounding each contract when allocating the trans-
action price to the individual performance obligations.

15.4.06 In absence of a significant financing element or other factor (for
example, to achieve a specific accounting result) in the determination of the con-
tractual selling price, FinREC believes it may be reasonable to use the invoice
price as the stand-alone selling price when allocating the transaction price to
the performance obligations associated with delivery of storable commodities.
This will be a facts and circumstances analysis, and the guidance in paragraphs
32–33 of FASB ASC 606-10-32 should be considered. It states the following:

The stand-alone selling price is the price at which an entity would sell
a promised good or service separately to a customer. The best evidence
of a stand-alone selling price is the observable price of a good or ser-
vice when the entity sells that good or service separately in similar
circumstances and to similar customers. A contractually stated price
or a list price for a good or service may be (but shall not be presumed
to be) the stand-alone selling price of that good or service.

1 As discussed in FASB/IASB Joint Transition Resource Group (TRG) Agenda Ref. No. 43, De-
termining When Control of a Commodity Transfers, all relevant facts and circumstances should be
considered when making this assessment. This includes, but would not be limited to, the inherent
characteristics of the commodity, the contract terms, and information about infrastructure or other
delivery mechanisms.
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If a stand-alone selling price is not directly observable, an entity shall
estimate the stand-alone selling price at an amount that would result
in the allocation of the transaction price meeting the allocation objec-
tive in paragraph 606-10-32-28. When estimating a stand-alone selling
price, an entity shall consider all information (including market con-
ditions, entity-specific factors, and information about the customer or
class of customer) that is reasonably available to the entity. In doing
so, an entity shall maximize the use of observable inputs and apply
estimation methods consistently in similar circumstances.

Step 5: Recognize Revenue When (or as) the Entity Satisfies a
Performance Obligation

Timing of Revenue Recognition From Sales of Electricity and Capacity
This Accounting Implementation Issue Is Relevant to Step 5: "Recognize Revenue
When (or as) the Entity Satisfied a Performance Obligation," of FASB ASC 606.

Background
15.5.01 Energy companies frequently enter into bundled sale arrange-

ments, which feature a mix of goods and services sold each month over a
multiyear term. The most common promised goods or services are electricity,
capacity, and renewable energy credits (RECs). The "Timing of Revenue Recog-
nition From Sales of Self-Generated Renewable Energy Credits" section, in
paragraphs 15.5.13–15.5.26, addresses the timing of revenue recognition for
self-generated RECs sold in a bundled sale of "green" power. This section ad-
dresses the timing of revenue recognition for electricity and capacity. The con-
clusions reached herein will generally apply to sales of electricity and capacity,
whether sold together in a bundled sale arrangement or sold separately. En-
ergy companies that enter into such bundled arrangements should first con-
sider whether the arrangement contains a lease in the scope of FASB ASC 840,
Leases, (or ASC 842 after adoption of that Topic), a derivative in the scope of
FASB ASC 815, Derivatives and Hedging, or both. The analysis that follows as-
sumes that a generator's agreement to sell or deliver electricity or capacity is
neither a lease nor a derivative. The guidance provided in, "Requirements and
Similar Contracts With Variable Volumes," in paragraphs 15.6.16–15.6.24, may
be relevant for the transactions discussed herein to the extent that the contract
provides the customer with optionality regarding the quantity of goods or ser-
vices to be delivered. To the extent that the contract contains fixed volumes (or
a minimum consumption requirement) and fixed or predetermined pricing, the
guidance in the "Fixed Price Contracts — Consideration of Different Pricing
Conventions" section, in paragraphs 15.6.25–15.6.49, may also be relevant.

15.5.02 Electricity is the primary product sold by owners of electric gen-
erating facilities. Capacity represents the reservation of an electric generating
facility and conveys the ability to call on that plant to produce electricity when
needed by the customer. In addition to entitling a customer to call on the facil-
ity's electrical output, capacity is commonly required to be procured by utility
providers in order to demonstrate their ability to serve their anticipated cus-
tomer demand.

Distinct Performance Obligations
15.5.03 To the extent that capacity is bundled with electricity in a sin-

gle sale arrangement, FinREC generally believes that the electricity and the
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capacity will often each be distinct performance obligations in accordance with
FASB ASC 606-10-25-19. Relevant considerations in making this determina-
tion may include (1) whether capacity and electricity are transacted separately
in the marketplace, (2) whether the pricing of one is dependent on the pric-
ing of the other, and (3) whether the customer can benefit from the capacity
on its own (for example, as would generally be the case for a load-serving en-
tity that is required to demonstrate access to capacity to its regulator). FinREC
acknowledges that it may be appropriate in certain circumstances to conclude
that the electricity and the capacity are not deemed to be distinct in the context
of the contract (that is, they would be viewed as together comprising one perfor-
mance obligation). This section does not consider the timing of revenue recogni-
tion for electricity and capacity when viewed together as a single performance
obligation.

Performance Obligations Satisfied Over Time
15.5.04 FinREC believes that electricity sales will generally be eligible

to be accounted for as a series under FASB ASC 606, and progress towards
satisfaction of the single performance obligation will generally be measured
using an output method. In some circumstances, FinREC believes it may also
be appropriate to use input methods for measuring progress toward complete
satisfaction of the single performance obligation.

15.5.05 FinREC believes that the measure of progress that most accu-
rately depicts the generator's performance of delivering electricity is an output
measure of progress based on units produced and delivered (unlike other com-
modities, production and delivery of electricity are contemporaneous). Accord-
ingly, revenue from electricity sales should generally be recognized as units are
produced and delivered to the customer within the production month.

15.5.06 Power and utility entities may elect to apply the Invoice Practical
Expedient to sales of electricity when the condition in FASB ASC 606-10-55-18
is met.

15.5.07 FinREC believes that the nature of a generator's promise in an
agreement to deliver capacity is that of a stand-ready obligation. That is, the
generator stands ready over a period of time (generally monthly) to deliver
power to the customer. However, the customer is not obligated to take the as-
sociated power; capacity does not reflect a firm commitment to buy electricity.
As such, the generator's performance obligation is a service to stand ready to
deliver power. FinREC believes this view is consistent with FASB ASC 606-
10-25-18e and TRG Agenda Ref. No. 16, Stand-Ready Performance Obligations,
which specifically lists a stand-ready obligation as a type of promise in a con-
tract, as follows:

Providing a service of standing ready to provide goods or services (for
example, unspecified updates to software that are provided on a when-
and-if-available basis) or of making goods or services available for a
customer to use as and when the customer decides...

15.5.08 Generally, each stand-ready obligation in a forward sale of ca-
pacity is a monthly obligation. That is, the capacity is expressed in monthly
volumes and prices, even if the total tenor of the agreement may be for one
year or more. Therefore, the customer both receives and consumes benefit from
each monthly stand-ready obligation in the assurance that a scarce resource
(for example, electricity) is available to it when and if needed or called upon
throughout that month.
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15.5.09 In assessing whether a customer simultaneously receives and con-
sumes the benefits of a stand-ready obligation to deliver electricity, it is impor-
tant to note that the nature of the generator's promise is not to deliver elec-
tricity. The assessment is not performed on the units of electricity. Rather, the
assessment is performed on the seller's service of making its generating facility
available to produce and deliver electricity if needed.

15.5.10 FinREC believes that capacity will generally be eligible to be ac-
counted for as a series under FASB ASC 606 and progress toward satisfaction
of the single performance obligation measured using an output method.

15.5.11 TRG Agenda Ref. No. 16 and Agenda Ref. No. 25, January 2015
Meeting Summary, discuss that judgment is needed to determine the method to
measure progress toward the complete satisfaction of a stand-ready obligation.
FinREC believes that the measure of progress that most accurately depicts the
generator's performance of each consecutive service of standing ready to deliver
electricity is an output measure of progress based on time elapsed.2 Accordingly,
revenue from capacity sales will generally be recognized each month as the
plant stands ready to deliver electricity to the customer (regardless of whether
the plant is actually called to produce power). The use of an output measure of
progress based on time elapsed is premised upon FinREC's understanding that
the customer will receive and consume the benefit from the entity's promise
to stand ready equally throughout the contract period. To the extent that the
customer's consumption of benefits is expected to be uneven throughout the
contract period, another method of measuring progress toward completion may
be more appropriate (for example, one based on the seller's expected efforts to
fulfill its stand-ready obligation).

15.5.12 Power and utility entities may elect to apply the Invoice Practical
Expedient to sales of capacity when the condition in FASB ASC 606-10-55-18
is met.

Timing of Revenue Recognition From Sales of Self-Generated
Renewable Energy Credits (RECs)
This Accounting Implementation Issue Is Relevant to Step 5: "Recognize Revenue
When (or as) the Entity Satisfied a Performance Obligation," of FASB ASC 606.

Background
15.5.13 Owners of renewable generation assets, such as wind and solar

farms, receive RECs3 for producing "green" electricity. A REC is used by util-
ities to demonstrate compliance with renewable portfolio standards (RPS) es-
tablished by states in order to curb the environmental effects of power genera-
tion (that is, to encourage the production and use of clean energy). A generator
is entitled to one REC for every 1,000 kWh of electricity produced. The genera-
tor can keep the RECs for their own account or they can sell the RECs to others.
Although RECs can be sold on an unbundled basis, it is common for the gener-
ator to sell both the electricity produced and the associated RECs on a bundled
basis to a utility buyer. The utility buyer uses the electricity to meet customer

2 This statement assumes that the volume of capacity made available to the customer is constant
throughout the contract term. To the extent that available capacity changes over the contract term,
AICPA Financial Reporting Executive Committee believes that the measurement of progress should
be adjusted to appropriately reflect the seller's proportional performance to date.

3 Other names commonly used for renewable energy credits (RECs) include green tags and trade-
able renewable certificates (TRCs).
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demand and uses the RECs to comply with RPS rules within their particular
jurisdiction (generally, by state). RECs cannot be used for RPS purposes until
certified (see paragraph 15.5.14). Energy companies that enter into such bun-
dled arrangements should first consider whether the arrangement contains a
lease in the scope of FASB ASC 840 (or ASC 842 after adoption of that topic),
a derivative in the scope of FASB ASC 815, or both. The analysis that follows
assumes that a generator's agreement to sell or deliver electricity or RECs is
neither a lease nor a derivative.

15.5.14 Due to certification requirements associated with the RECs, there
is often a delay between the time that the electricity is produced and delivered
to the buyer and the time that the RECs are transferred to the buyer's track-
ing account.4 The certification/verification process consists largely of confirm-
ing the output levels of the related generating facility and ensuring that the
facility is still eligible to receive RECs (facilities are commonly pre-certified
and it would be unusual for continued eligibility to be called into question).
For example, in a given state with an RPS, it may be customary for the certi-
fication/verification process to delay the recording of the REC in the customer
(or seller) tracking account by up to 60 days (referred to as certification lag).
Given the emphasis in FASB ASC 606 on the transfer of control of the good or
service to the customer (which is assessed from the customer's perspective), a
question arises as to when to recognize revenue for RECs that are subject to a
certification lag.

15.5.15 Despite the certification lag, the customer is generally billed the
bundled rate (which includes payment for the REC) at the time the electricity
is delivered, and payment of the bundled rate is due in full, generally within 30
days of delivery of the electricity (that is, the seller has a present right to pay-
ment for the full bundle of products despite the certification lag, which affects
the timing of receipt of the REC). Legal title aspects of REC sales may differ
based on contract terms as well as the jurisdiction in which the transaction oc-
curs. Specifically, some jurisdictions may recognize legal title to the REC prior
to being certified, while others may not.

15.5.16 If a REC were to be rejected by the certification body, the seller
would be responsible for making the buyer whole. However, there is virtually
no risk that a pre-certified facility would be rejected, assuming the metered vol-
umes are validated. Pertinent risks associated with RECs would include fluctu-
ations in their market value and their acceptance under various RPS programs,
both of which are assumed by the customer.

Distinct Performance Obligations
15.5.17 FinREC believes that RECs are distinct performance obligations

because (1) the buyer/customer can benefit from the good or service on its own
and (2) the seller has made a promise to transfer RECs to the customer that
is separately identifiable from other promises (electricity) in the contract, as
described in FASB ASC 606-10-25-19. The buyer can resell RECs in a secondary
market or may use RECs to satisfy renewable portfolio standards within their
particular jurisdiction. In contracts containing the sale of renewable energy
(electricity and RECs), RECs are generally separately delineated from the sale
of electricity, though pricing may be bundled.

4 Because RECs are intangible, their transfer is documented by recording in the electronic ac-
counts specific to each party. Regional tracking systems are in place across the United States to facil-
itate ownership, sale, and use of RECs.
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Performance Obligations Satisfied at a Point in Time
15.5.18 FASB ASC 606 10-25-30 states that

[i]f a performance obligation is not satisfied over time in accordance
with paragraph 606-10-25-27 through 25-29, an entity satisfies the
performance obligation at a point in time" and provides indicators of
the transfer of control, as follows:

a. The entity has a present right to payment for the asset [...]

b. The customer has legal title to the asset [...]

c. The entity has transferred physical possession of the asset
[...]

d. The customer has the significant risks and rewards of own-
ership of the asset [...]

e. The customer has accepted the asset [...]

15.5.19 FinREC believes that a forward sale of RECs does not meet any of
the criteria in FASB ASC 606-10-25-27 to qualify as a performance obligation
satisfied over time and, therefore, control over each individual REC transfers
at a point in time.

15.5.20 FinREC believes that it would generally be acceptable for a gen-
erator to recognize revenue from the sale of a self-generated REC upon pro-
duction or delivery of the associated electricity, but based on the facts and cir-
cumstances of the arrangement and the manner in which the seller evaluates
transfer of control of the self-generated REC, a generator may also conclude
that revenue from the sale of a self-generated REC should be recognized upon
delivery of the REC to the customer (that is, once certified).

15.5.21 FinREC believes that the certification of a REC is a record-keeping
function and does not believe that revenue must be postponed simply because
an oversight body needs to validate the REC before it is delivered to the cus-
tomer. When a generator is selling from a pre-certified facility (which is typ-
ically the case), it knows what electricity volumes it has produced based on
its metering data and can determine formulaically how many RECs have been
generated for sale to the customer. The fact that an oversight body needs to
confirm this information and certify the REC, causing a slight delay in the de-
livery of the REC to the customer, should not preclude revenue recognition at
the generation date because it is the power generation event that represents
the seller's revenue generating activity.

15.5.22 FASB ASC 606-10-25-25 governs the determination of when a cus-
tomer obtains control, and FASB ASC 606-10-25-30 provides indicators of con-
trol when the promised goods or services transfer at a point in time.

15.5.23 FASB ASC 606-10-25-25 provides that control of an asset refers
to the ability to direct the use, and obtain substantially, all of the remaining
benefits from the asset. The ability to prevent other entities from directing the
use of and obtaining the benefits from an asset can be evidence of control. Fin-
REC believes it would be reasonable to conclude that: the customer controls the
REC at point of generation because the seller cannot direct the REC to another
buyer; the seller has a right to payment for the REC, even though it has not yet
been delivered to the customer's tracking account; and the customer has the
pertinent risks and rewards associated with the REC, including the ability to
sell it or pledge its right to receive the REC once the electricity is generated,
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thereby obtaining future cash flows associated with the REC (see additional
analyses under FASB ASC 606-10-25-30 in paragraph 15.6.24).

15.5.24 FinREC believes that it is also helpful to assess the indicators in
FASB ASC 606-10-25-30 in determining when control of the RECs transfers.
FASB ASC 606-10-25-30, as discussed subsequently, may provide support for
the view that control transfers upon the production or delivery of the associated
electricity. FinREC believes that the impact of indicator c. in FASB ASC 606-
10-25-30 is less clear in the context of a REC sale, given the intangible nature
and the ability of the customer to benefit from a REC before it is received by
selling or pledging its right to receive the REC once the electricity is generated.
The impact of indicator b. in FASB ASC 606-10-25-30 will likely depend on facts
and circumstances, including the jurisdiction in which the transaction occurs
and contractual provisions around title transfer.

a. FinREC believes that the indicator in FASB ASC 606-10-25-30a is
applicable — the entity has a present right to payment for the as-
set (REC). The customer is generally billed the bundled rate (which
includes payment for the REC) at the time the electricity is deliv-
ered, and the customer cannot cancel its REC purchase during the
certification period. Payment of the bundled rate is due in full, gen-
erally within 30 days of delivery (that is, before the certification lag
is resolved). The seller has clawback exposure to the extent that the
RECs are not certified and delivered to the customer's (or seller's)
tracking account. However, this is expected to be an extremely rare
occurrence, generally only in the context of metering errors, which
would also have implications for the electricity revenue.

b. FinREC believes that the indicator in FASB ASC 606-10-25-30b
may or may not be applicable, depending on the jurisdiction in
which the transaction occurs. Specifically, some jurisdictions may
recognize legal title to the REC prior to being certified, while others
may not. If a jurisdiction does recognize legal title for pre-certified
RECs, the contractual provisions governing title transfer should be
considered in the analysis.

c. FinREC believes that indicator in FASB ASC 606-10-25-30c may
or may not be deemed applicable depending on a company's judg-
ment around the intangible nature of the REC. In considering this
indicator, it may be relevant to consider whether the customer can
benefit from the REC before it is received (by selling or pledging
its right to receive the REC) and whether the customer can restrict
the access of other entities to the benefits of the REC.

d. FinREC believes that indicator in FASB ASC 606-10-25-30d is ap-
plicable — the customer has the significant risks and rewards of
ownership of the REC. As there is virtually no certification risk
related to a pre-certified generating facility, relevant risks include
market price risk and the risk of nonacceptance under various RPS
programs. The seller could reasonably be viewed as having trans-
ferred those risks away to the customer at the time the electricity
is delivered.

e. FinREC believes that indicator in FASB ASC 606-10-25-30e is ap-
plicable — based on the nature of RECs, customer acceptance of
the REC inherently occurs when the customer receives the asso-
ciated electricity and pays the full bundled rate. FinREC believes
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that the third-party certification process can be viewed as a form
of acceptance mechanism and therefore analogized to customer ac-
ceptance. Similar to customer acceptance clauses, if the selling en-
tity can objectively determine that it (1) has transferred control of
a good or service, and (2) has a current right to payment, revenue
recognition would be appropriate. FinREC believes that given the
pre-certification of the facilities coupled with the formulaic deter-
mination of RECs per kWh produced, the seller can objectively de-
termine at the time the electricity is delivered that the RECs have
been transferred to the customer within the agreed-upon specifica-
tions in the contract, and it would be reasonable to conclude that
the certification process should not delay revenue recognition.

15.5.25 FinREC believes that also relevant is the fact that the seller has
no significant obligations to fulfill in order to transfer the RECs to the customer.
The seller submits the kWhs generated to the certification body at the gener-
ation date and an independent oversight mechanism commences. Completion
of that independent validation process does not involve further performance
by the seller and, thus, it would be reasonable to conclude that certification
lag should not delay the seller's accounting for its revenue-producing activities.
Under this view, given the pre-certification of the facility as REC-eligible, cer-
tification of the RECs is largely a formality and should not affect the entity's
determination that the customer has obtained control of the good in accordance
with FASB ASC 606-10-55-86.

15.5.26 Based on the preceding analysis, FinREC believes that the tim-
ing of revenue recognition from both electricity and RECs in a bundled sale
arrangement may be the same to the extent that a seller concludes that rev-
enue from REC sales should be recognized upon generation of the associated
electricity. Although electricity would reflect a performance obligation satisfied
over time while each REC would be a performance obligation satisfied at a point
in time, the 'trigger' for the transfer of control to the customer and recognition
for both would be the delivery of the associated electricity. On the other hand, a
seller that concludes that REC revenue should be recognized only once the REC
is certified and delivered to the customer will likely see a delay in the recog-
nition of the REC revenue and therefore may need to perform an allocation of
contract consideration between the electricity and the associated RECs.

Revenue Streams

Accounting for Tariff Sales to Regulated Customers
This Accounting Implementation Issue Is Relevant to Accounting for Tariff Sales
to Regulated Customers Under FASB ASC 606.

Background
15.6.01 Utilities that have regulated operations (as defined by FASB ASC

980, Regulated Operations) provide products and services to their regulated
customers under rates, charges, terms and conditions of service, and prices de-
termined by the regulator. Collectively, these rates, charges, terms and condi-
tions are included in a "tariff," which governs all aspects of the provision of reg-
ulated services by utilities. Per FASB ASC 980-10-15-2a, tariffs are permitted
to be changed only through a rate-setting process involving "an independent,
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third-party regulator or by its own governing board empowered by statute or
contract to establish rates that bind customers." Thus, all regulated sales by a
utility are conducted subject to the regulator-approved tariff.

15.6.02 Tariff sales most commonly involve the current provision of com-
modity service (for example, electricity, natural gas, water) to customers for
a price that often has a fixed component and a usage-based component. The
commodity is sold or delivered to (or both) and generally consumed by the cus-
tomer simultaneously, and the provisions of the relevant tariff determine the
charges the utility may bill the customer, payment due date, and other pertinent
rights and obligations of both parties. Often such sales do not involve a written
contract.

15.6.03 Some tariffs authorize the regulated utility to increase or decrease
its bills to customers in the future for amounts other than compensation for the
current provision of utility service. The tariff provisions that authorize such
billings are often referred to as alternative revenue programs. The terms and
conditions of alternative revenue programs are part of the same overall tariff
(legal document) as the terms and conditions for all other aspects of sales of
utility service by a utility to its customers.

15.6.04 Although the terms and conditions for alternative revenue pro-
grams are included within the same overall tariff that governs sales by the
regulated utility, alternative revenue programs generally relate to the accom-
plishment of different regulatory objectives, such as reducing the effects of ex-
treme weather on monthly bills, compensating the utility for sales lost due to
conservation programs, providing the utility a return on investments in such
conservation programs, and for other reasons.

15.6.05 The following list addresses these aspects of the application of
FASB ASC 606 to revenues that arise from regulated utility tariffs (other than
amounts from alternative revenue programs), hereafter referred to as revenue
from sales of utility service:

a. Whether the contract is with the utility's customers

b. Whether revenues from sales of utility service subject to regulated
utility tariffs are revenues from a contract

c. Whether such revenue is within the scope of FASB ASC 606

Identifying the Customer
15.6.06 The FASB ASC Master Glossary defines a customer as "[a] party

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

15.6.07 FinREC believes that the individuals, businesses, and other en-
tities receiving utility service meet the definition of a customer, as defined in
FASB ASC 606, because they obtain goods or services that are the output of
the utility's ordinary activities in exchange for consideration. The individual or
entity requests, and the utility provides, some or all of its regulated products
and services to the customer, including these:

a. A service to stand ready to deliver the commodity

b. The delivery of the commodity

c. In many cases, the sale of the commodity itself
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Identifying the Contract
15.6.08 FASB ASC 606-10-25-1 contains the following criteria that must

be met in order for an entity to account for a contract with a customer within
the scope of FASB ASC 606:

a. The parties to the contract have approved the contract and are com-
mitted to perform their respective obligations.

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

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

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

e. It is probable that the entity will collect the consideration to which
it will be entitled. In evaluating whether collectability of an amount
of consideration is probable, an entity shall consider only the cus-
tomer's ability and intention to pay that amount of consideration
when it is due. The amount of consideration to which the entity will
be entitled may be less than the price stated in the contract if the
consideration is variable because the entity may offer the customer
a price concession (see paragraph 606-10-32-7).

15.6.09 In accordance with FASB ASC 606-10-25-1, FinREC believes that
an arrangement between a utility to provide service to customer under a tariff
should be accounted for as a contract with a customer that is within the scope
of FASB ASC 606 if it possesses the following characteristics:

a. There is an agreement between the utility and the customer. The
agreement may be a formal written contract, or in many cases may
take the form of a written application that constitutes affirmation
of the contract when the utility delivers service. Under ordinary
business practice, this generally occurs when a customer requests
utility service orally and implicitly accepts the provisions of the tar-
iff when it takes delivery.

b. The utility is obligated to provide service to all qualified customers
under the terms of the tariff, and when it has done so, the customer
is obligated to pay for that service as provided in the tariff. The
terms of the tariff are subdivided such that those provisions ap-
plicable to each specific utility service, as well as those related to
alternative revenue programs, are readily identifiable.

c. The tariff provides the customer with the standard terms and con-
ditions (rights), including pricing terms, of the contract. It is filed
by the utility pursuant to an order by the utility's regulator and
is publicly available. It governs the provision of utility service to
customers.

d. The contract between the utility and individuals, businesses, and
other entities that receive utility services, which incorporates rele-
vant terms and conditions of the tariff, has commercial substance.

e. The utility is entitled to consideration in exchange for delivering
or standing ready to deliver the commodity to the customer class
subject to its provisions. The utility determines collectibility of
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consideration on a customer by customer basis or by groups of cus-
tomers similarly to nonregulated entities.

FinREC believes that judgement will be required in determining if it is probable
that the entity will collect substantially all of the consideration to which it will
be entitled in exchange for tariff sales.

15.6.10 If any of the criteria FASB ASC 606-10-25-1 are not met, the ar-
rangement would not meet the definition of a contract with a customer within
the scope of FASB ASC 606, and should accounted for in accordance with the
guidance in paragraphs 6–8 of FASB ASC 606-10-25.

15.6.11 FinREC understands that the tariff provisions for sales of utility
service (provisions other than those governing alternative revenue programs)
represent terms and conditions incorporated by reference into the contract for
utility service with the underlying customer. Although the request for utility
service is often oral or written only to the extent of submitting an application
for service, when service is provided, it results in a contract that is governed by
the relevant tariff provisions. For nonregulated entities, such terms and condi-
tions are generally set by the supplier and are limited by competition, typical
business practices, and relevant laws and regulations. The terms and conditions
for regulated sales differ only in that more aspects of the transaction price, pay-
ment provisions, and other aspects of the goods and services to be provided are
specified by a third party regulator because the utility is a regulated entity.

Scope
15.6.12 FASB Accounting Standards Update (ASU) No. 2014-09, Revenue

from Contracts with Customers (Topic 606), specifically excludes alternative
revenue programs from the scope of FASB ASC 606 (and also requires such
revenues to be presented separately as addressed in the "Income Statement
Presentation of Alternative Revenue Programs" section in paragraphs 15.7.21–
15.7.28). BC28 of ASU No. 2014-09 states:

Revenue from transactions or events that does not arise from a con-
tract with a customer is not within the scope of FASB ASC 606, and,
therefore, those transactions or events will continue to be recognized
in accordance with other topics, for example:

a. Dividends received (although these requirements existed
in previous revenue standards in IFRS, the IASB has
moved them unchanged, and without changing their effect,
into IFRS 9, Financial Instruments).

b. Nonexchange transactions (for example, donations or con-
tributions received).

c. For U.S. GAAP, changes in regulatory assets and liabili-
ties arising from alternative revenue programs for rate-
regulated entities in the scope of FASB ASC 980 on regu-
lated operations. (FASB decided that the revenue arising
from those assets or liabilities should be presented sepa-
rately from revenue arising from contracts with customers.
Therefore, FASB made amendments to FASB ASC 980-
605, Regulated Operations—Revenue Recognition).

15.6.13 FinREC believes that revenue from sales of utility service to
customers under a tariff is separately identifiable and distinguishable from

©2019, AICPA AAG-REV 15.6.13



792 Revenue Recognition

revenue under alternative revenue programs (even if governed by separate pro-
visions of the same tariff), due to the following:

a. Tariff provisions governing revenues from the delivery of utility ser-
vice to customers represent "terms and conditions" incorporated by
reference into the contract between the utility and the customer,
whereas tariff provisions related to alternative revenue programs
represent an agreement between the regulator and the utility spec-
ifying criteria which, if met, authorize the utility to bill incremental
increases or decreases in those amounts in the future.

b. As indicated in FASB ASC 980-605-25-3, alternative revenue pro-
grams have a common characteristic in which they allow the utility
to adjust rates (prices) in the future in response to past activities
or completed events. Thus, the revenues for these programs do not
represent amounts due to the utility for satisfaction of a current
provision of service, but relate to factors in the past for which the
regulator has determined that future billings to recipients of util-
ity service must be adjusted. This is evidenced in the description of
alternative revenue program revenue as revenue that arises from
the creation of, or changes in, regulatory assets/liabilities (not from
the provision of utility service).

15.6.14 FinREC believes that tariff-based revenue from the provision of
regulated utility service to a utility's customers (utility service) is within the
scope of FASB ASC 606 due to the following:

a. The recipients of utility service meet the definition of a customer.

b. Revenue from sales of utility service is provided under an arrange-
ment that meets the definition of a contract.

c. Revenue from sales of utility service to customers under a tariff
is distinguishable from alternative revenue programs because the
tariff contains separate, distinct provisions that govern the specific
terms and conditions for each component of a utility's billings to its
customers.

15.6.15 After determining that the contract meets the criteria for contract
existence in FASB ASC 606-10-25-1, the entity would apply the other require-
ments of FASB ASC 606 for such arrangements. Because customers typically
have the right to discontinue receiving service at will (for example, by moving
to a different utility jurisdiction), FinREC believes that the term of the contract
between the utility and the customer for tariff based services will generally be
limited to the services requested and received to date for such arrangements.

Requirements and Similar Contracts With Variable Volumes
This Accounting Implementation Issue Is Relevant to Accounting for Require-
ments and Similar Contracts With Variable Volumes Under FASB ASC 606.

15.6.16 Power and utilities entities often utilize "requirements contracts"
for purposes of buying and selling electricity or gas. Such contracts provide
for delivery of as much electricity or gas as the customer needs. These types
of contracts are necessary and typical for various reasons, including to secure
a source of supply sufficient to cover anticipated needs; due to limited stor-
age ability or capacity; or because consumption in many cases occurs imme-
diately upon delivery. As a result of these business characteristics, customers
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may wish to contract for a supply source to meet their expected needs by using
such variable-quantity contracts.

15.6.17 Such contracts are for discrete deliveries of individual units and,
when requested, those future deliveries often represent a performance obliga-
tion satisfied over time. The pricing for such contracts is generally known at
the time the contract is executed and reflects the stand-alone selling price. Al-
though such contracts may take different forms, including a single price for all
deliveries or different but specified prices depending upon the time of day or
season of year, the primary unknown at the time of contract execution is the
ultimate quantity to be delivered.

15.6.18 Power and utility entities that enter into requirements and simi-
lar contracts with variable volumes should first consider whether the arrange-
ment contains a lease in the scope of FASB ASC 840 (or FASB ASC 842 after
adoption of that Topic), a derivative in the scope of FASB ASC 815, or both.
The analysis that follows assumes that the arrangement contains neither a
lease nor a derivative, or if the arrangement does contain a derivative, that
the derivative qualifies for, and the reporting entity elects to apply, the "normal
purchases, normal sales" scope exception.

15.6.19 FinREC believes that variable quantities in a requirements con-
tract that result from either a material right or a marketing offer do not repre-
sent variable consideration. Paragraph 11 of TRG Agenda Ref. No. 48, Customer
Options for Additional Goods and Services, states that "because a customer op-
tion to purchase additional goods or services is either a material right that is
paid for by the customer as part of the existing contract or a marketing offer
that is not part of the contract, the additional consideration that would result
from the customer exercising its option would not be included in the transaction
price."

15.6.20 FinREC believes that variable quantities in requirements con-
tracts are options for additional goods and services, as discussed in paragraph
19 of TRG Agenda Ref. No. 48, because the customer has a current contractual
right to choose the amount of additional distinct goods. Prior to the exercise of
that right, the vendor is not presently obligated to provide any goods and does
not have a contractual right to consideration.

15.6.21 FinREC believes that such options for additional goods and ser-
vices often may be considered a marketing offer5 for optional purchases. Para-
graphs 20–21 of TRG Agenda Ref. No. 48 note that an option that is a market-
ing offer is not part of the contract and is only accounted for when the customer
exercises the option, resulting in the addition of goods and services that are dis-
tinct. The customer has no present legally enforceable rights beyond the right
to purchase additional goods, and the supplier has no obligation to deliver any
goods until and unless the customer requests them. As explained in paragraph
27 of TRG Agenda Ref. No. 48, "[T]he customer's action in an optional purchase
results in a new obligation for the vendor to transfer additional distinct goods
or services."

5 Paragraphs 42–43 of FASB Accounting Standards Codification 606-10-55 state that a mar-
keting offer exists when an option does not provide the customer a material right that it would not
obtain without entering into the contract. The option to acquire goods at the stand-alone selling price
does not convey a material right, even if that option can only be exercised by entering into a previous
contract.
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15.6.22 FinREC believes that the Supply Agreement example in para-
graphs 30 and 38–41 of TRG Agenda Ref. No. 48 may be applied by analogy to
requirements contracts in the power and utilities industry. The nature of the
promise under a customer option is the delivery of goods, rather than (or in
addition to) a service of standing ready, and the contract provides a right to
choose the quantity of additional distinct goods. That is, customer purchases
under a master supply agreement are not part of the stand-ready performance
obligation but rather represent the customer contracting for a specific number
of distinct goods in which each order creates a new performance obligation.

15.6.23 FinREC believes that the services examples in paragraphs 29 and
31–37 of TRG Agenda Ref. No. 48 are not applicable to the accounting for re-
quirements contracts because the fact patterns in those examples include only
a single performance obligation; the variability in each contract results from
factors that change the payment but do not affect the amount of services to be
provided. This is the case even when the variability is created by the actions of
the customer's customer (as discussed in paragraphs 35–37 of TRG Agenda Ref.
No. 48) because those actions do not change the vendor's performance obligation
and existing right to receive payment or create a new performance obligation.

15.6.24 FinREC believes that paragraphs 27, 39, and 41 of TRG Agenda
Ref. No. 48 include principles that reflect the same fact pattern as requirements
contracts.6 FinREC believes that the services examples in TRG Agenda Ref.
No. 48 illustrating variable consideration differ from the fact pattern for re-
quirements contracts because the vendor's performance obligation and right
to payment are established in those cases at the outset of the contract; subse-
quent events (whether actions by the customer or the customer's customers)
only change the amount of consideration to which the vendor is entitled for
the existing performance obligation and do not create additional performance
obligations.

Fixed Price Contracts — Consideration of Different
Pricing Conventions
This Accounting Implementation Issue Is Relevant to Accounting for Fixed Price
Contracts Under FASB ASC 606.

Background
15.6.25 Power and utility entities enter into long-term contracts for the

delivery of electricity and other commodities to a customer. P&U entities may
determine that some of these arrangements should be treated as performance
obligations satisfied over time, depending largely on their assessment of FASB
ASC 606-10-25-27.7

6 Paragraphs 27 and 39 state, in part, that "the customer's action in an optional purchase re-
sults in a new obligation for the vendor to transfer additional distinct goods or services" because it
"provides the right to choose the quantity of additional distinct goods..." Paragraph 41 summarizes
the distinctive characteristic of a requirements contract: "When a customer submits a purchase order,
it is contracting for a specified number of distinct goods and creates new performance obligations for
the supplier."

7 As discussed in TRG Agenda Ref. No. 43, Determining When Control of a Commodity Transfers,
all relevant facts and circumstances should be considered when making this assessment. This in-
cludes, but would not be limited to, the inherent characteristics of the commodity, the contract terms,
and information about infrastructure or other delivery mechanisms.
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15.6.26 Some types of sales contracts are not affected by price or volume

variability but do have different fixed pricing conventions that warrant consid-
eration under FASB ASC 606. Examples of these types of contracts include the
following:

a. Constant fixed price (that is the price per unit is identical for all
units) for a fixed quantity (typically referred to a strip contract).

b. Stated, but changing, prices per unit for a fixed quantity. For exam-
ple, the price per unit may step up over time for a variety of reasons,
such as to reflect expected costs to produce or an expectation of in-
creased market pricing over time. Alternatively, the prices may be
different to reflect seasonal or time-of-day pricing (peak versus off-
peak).

Identifying Performance Obligations
15.6.27 FinREC believes that long-term power sale contracts that do not

include additional goods or services other than electricity will generally be eli-
gible to be accounted for as a single performance obligation satisfied over time,8
as the criteria in FASB ASC 606-10-25-14b and ASC 606-10-25-15 to be consid-
ered a series of distinct goods that have the same pattern of transfer to the
customer would be met. For example, the delivery of units of power that are
simultaneously received and consumed by the customer would satisfy the cri-
teria in FASB ASC 606-10-25-27a to be accounted for as a performance obliga-
tion satisfied over time, and the same method would be used to measure the
entity's progress toward complete satisfaction of the performance obligation to
transfer each distinct unit of power in the series to the customer.

Determining the Transaction Price
15.6.28 Paragraphs 2–3 of FASB ASC 606-10-32 state that

[a]n entity shall consider the terms of the contract and its customary
business practices to determine the transaction price. The transaction
price is the amount of consideration to which an entity expects to be
entitled in exchange for transferring promised goods or services to a
customer, excluding amounts collected on behalf of third parties (for
example, some sales taxes). The consideration promised in a contract
with a customer may include fixed amounts, variable amounts, or both.

The nature, timing, and amount of consideration promised by a cus-
tomer affect the estimate of the transaction price. When determining
the transaction price, an entity shall consider the effects of all of the
following:

a. Variable consideration

b. Constraining estimates of variable consideration

c. The existence of a significant financing component

d. Noncash consideration

e. Consideration payable to a customer

8 This general presumption assumes that no other performance obligations (for example, the
obligation to deliver renewable energy credits) are included as part of the contract. The task force is
addressing bundled sale arrangements in a separate implementation section.
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Constant Fixed Price (Strip Price) for a Fixed Quantity
15.6.29 In a fixed (constant) price, fixed quantity contract, the total con-

tract price is known and determined based on the total fixed power volume
to be delivered over the contract period and the price per unit delivered. In
these situations, FinREC believes a P&U entity may determine that an output
method (for example, kWh delivered) would appropriately depict the entity's
progress toward complete satisfaction of the performance obligation for a con-
stant fixed price contract, which would generally result in a recognition pattern
that reflects proportional performance of the seller at the fixed price per unit.
For example, assuming power is delivered ratably (equal volumes each report-
ing period) over the term of the contract, this would result in a ratable revenue
recognition pattern.

15.6.30 FASB ASC 606-10-55-18 states that

[a]s a practical expedient, if an entity has a right to consideration from
a customer in an amount that corresponds directly with the value to
the customer of the entity's performance completed to date (for ex-
ample, a service contract in which an entity bills a fixed amount for
each hour of service provided), the entity may recognize revenue in
the amount to which the entity has a right to invoice.

15.6.31 Power and utility entities may also consider whether the practical
expedient in FASB ASC 606-10-55-18 would be applicable for their sales con-
tracts by assessing whether their right to consideration corresponds directly
with the value to the customer of the entity's performance completed to date.

Stated but Changing Prices for a Fixed Quantity
15.6.32 Additional considerations are likely needed when pricing is pre-

determined at contract inception but the price per unit varies over the contract
term. This could be the case where pricing changes each period based on a
predetermined rate or formula, as would be the case in step price contracts,
or where other price escalation provisions are present. This could also be the
case where the price differs by time of day (peak versus off-peak) or season of
delivery.

15.6.33 FinREC believes a contract with stated but changing prices for
a fixed quantity delivered does not contain variable consideration because the
transaction price for the contract is known at inception and does not change.9 If
the contract meets the series guidance in paragraphs 14b and 15 of FASB ASC
606-10-25, FinREC believes the total transaction price should be recognized as
revenue over time by measuring progress toward complete satisfaction of the
performance obligation. Accordingly, similar to a constant price contract, Fin-
REC believes a P&U entity may determine that an output method (for example,
kWh delivered) would appropriately depict the entity's progress toward com-
plete satisfaction of the performance obligation for a contract with stated but
changing prices for a fixed quantity delivered, which would result in a recogni-
tion pattern that reflects proportional performance of the seller at the average
fixed price per unit. For example, assuming power is delivered ratably (equal

9 This section is addressing contracts where the quantities subject to different prices are prede-
fined. If total quantity is established but the timing of the deliveries is uncertain and could be subject
to different prices depending on the delivery dates, the contract would contain elements of variable
consideration.
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volumes each reporting period) over the term of the contract, this would result
in a ratable revenue recognition pattern.

15.6.34 Additionally, in some circumstances FinREC believes it may also
be appropriate to use input methods for measuring progress toward complete
satisfaction of a performance obligation for a contract with stated but changing
prices for a fixed quantity delivered.

15.6.35 It is important for the power and utility entity to understand what
is giving rise to the pricing convention. For example, the escalations may be
intended to reflect the expected market price of power that a customer would
expect to pay in future periods, in which case the P&U entity could consider
whether the practical expedient in FASB ASC 606-10-55-18 can be applied.

15.6.36 The practical expedient in FASB ASC 606-10-55-18 may be ap-
plied when the entity's right to consideration corresponds directly to the value
provided to the customer and may be applicable depending on the price con-
vention (for example, may be applicable to a step price arrangement under a
presumption that the value delivered increases as the expected market price
of the commodity increases). There must be a reasonable basis to assert that
the entity's right to consideration corresponds directly to the value provided
to the customer. For example, in many such arrangements, the step pricing is
correlated to the slope of the forward curve applicable to the delivery period
and therefore will generally be viewed as pricing that corresponds to the value
provided to the customer.

15.6.37 FinREC believes that power and utility entities should consider
whether the practical expedient in FASB ASC 606-10-55-18 would be applicable
for a contract with stated but changing prices for a fixed quantity delivered.
If the practical expedient is met, it would be appropriate for a seller to elect
to recognize revenue at the contract rate applicable to each discrete delivery
within the contract. FinREC believes it is appropriate that this could lead to
different revenue patterns for two contracts that require similar performance
on the part of the seller (delivery of the same products and services in equal
volumes over the same time frame) depending on the entity's election. Refer
to paragraph 15.6.39 for consistency considerations regarding methods used to
measure progress toward completion of performance obligations.

15.6.38 If the power and utility entity determines that the price escala-
tions are caused by known or anticipated changes in the cost of delivering the
commodity, the P&U entity may determine it is more appropriate to use an in-
put method (for example, costs incurred to date relative to total costs expected
to be incurred to satisfy the performance obligation) to determine its progress
toward complete satisfaction of the performance obligation. The P&U entity
would need to carefully consider whether such measurement of progress is con-
sistent with the objective of measuring progress toward completion in FASB
ASC 606-10-25-31, which is to depict an entity's performance in transferring
control of goods or services promised to a customer (that is, the satisfaction of
an entity's performance obligation).

15.6.39 The power and utility entity should also consider the requirement
in FASB ASC 606-10-25-32 to apply the selected method for measuring progress
consistently for a particular performance obligation and also across contracts
that have performance obligations with similar characteristics.
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Applying the Practical Expedient in FASB ASC 606-10-55-18
15.6.40 As discussed at the July 13, 2015 TRG meeting,10 paragraphs 39

and 40 of TRG Agenda Ref. No. 44, July 2015 Meeting — Summary of Issues
Discussed and Next Steps, further explain application of the practical expedient
in FASB ASC 606-10-55-18, as follows:

TRG members agreed with the staff 's analysis on both issues. On Is-
sue 1, TRG members thought the staff 's clarification that paragraph
BC163 should not be used to interpret paragraph 606-10-25-18 [B16]
provided clarification. While those two paragraphs both use the phrase
value to the customer, the phrase is used in different contexts. The
phrase in paragraph 606-10-55-18 [B16] is about determining whether
or not the practical expedient can be applied. The phrase in paragraph
BC163 is about measuring progress toward satisfying the performance
obligation and thus has to do with how much or what proportion of the
goods or services (quantities) have been delivered (but not the price).
TRG members also agreed that an entity is not precluded from apply-
ing the practical expedient in situations in which the price per unit
changes during the duration of the contract. The staff and TRG mem-
bers noted that application of the practical expedient in those situ-
ations involves an analysis of the facts and circumstances of the ar-
rangement. The objective of the analysis is to determine whether the
amount invoiced for goods or services reasonably represents the value
to the customer of the entity's performance completed to date. For ex-
ample, a contract to purchase electricity at prices that change each
year based on the forward market price of electricity would qualify for
the practical expedient if the rates per unit reflect the value of the pro-
vision of those units to the customer. The TRG memo included some
other illustrative examples.

15.6.41 FinREC believes that market prices or stand-alone selling prices
might reflect value to the customer and may be, but are not required to be,
assessed in order to demonstrate that the amount invoiced reflects value to the
customer. Rather, the phrase "value to the customer" is intended to indicate
that judgment is required to assess whether the practical expedient can be
applied. Market or stand-alone selling prices, or another means, could be used
to demonstrate that the amount invoiced to the customer corresponds directly
to the value to the customer of the entity's performance to date.11

15.6.42 Power and utility entities should consider the guidance in FASB
ASC 606-10-10-3, which requires consistent application, including the use of
any practical expedients, to contracts with similar characteristics and in sim-
ilar circumstances. Consistent with FASB ASC 606-10-50-18, if material an
entity should disclose, the method it is using to recognize revenue for these con-
tracts, which could include output methods, input methods, or the as-invoiced
practical expedient.

Significant Financing Component — Price Changes
15.6.43 In accordance with FASB ASC 606-10-32-15, power and utility

entities should consider whether price changes are indicative of a significant

10 See TRG Agenda Ref. No. 40, Practical Expedient for Measuring Progress Toward Complete
Satisfaction of a Performance Obligation.

11 See paragraph 17 of TRG Agenda Ref. No. 40.
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financing component. The financing component may be explicitly identified in
the contract or may be implied by the contractual payment terms of the con-
tract.

15.6.44 FASB ASC 606-10-32-15 states that

[i]n determining the transaction price, an entity shall adjust the
promised amount of consideration for the effects of the time value of
money if the timing of payments agreed to by the parties to the con-
tract (either explicitly or implicitly) provides the customer or the entity
with a significant benefit of financing the transfer of goods or services
to the customer. In those circumstances, the contract contains a sig-
nificant financing component. A significant financing component may
exist regardless of whether the promise of financing is explicitly stated
in the contract or implied by the payment terms agreed to by the par-
ties of the contract.

15.6.45 In instances in which price changes are not directly attributable
to changes in value of the commodity (or otherwise directly correlated to the
power and utility entity's satisfaction of the performance obligation), the P&U
entity should determine the economic, commercial, or customer-specific factors
that gave rise to the pricing convention. In some instances, the power and util-
ity entity may determine that the pricing convention gives rise to a financing
component. This could be the case in situations in which the pricing conven-
tion is due to a customer accommodation resulting in payment terms that are
structured to match customer cash flow requirements (where such cash flow is
affected by factors other than the value of the commodity to the customer). For
example, consider an arrangement that features pricing that steps down over
time despite the fact that the forward curve for the underlying product is up-
ward sloping over the term of the contract. In such situations, a financing may
be present.

15.6.46 An entity should also determine at what level significance is re-
quired to be assessed. BC234 of FASB ASU No. 2014-09 states the following:

The Boards clarified that an entity should only consider the signifi-
cance of a financing component at a contract level rather than consider
whether the financing is material at a portfolio level. The Boards de-
cided that it would have been unduly burdensome to require an entity
to account for a financing component if the effects of the financing com-
ponent were not material to the individual contract, but the combined
effects for a portfolio of similar contracts were material to the entity
as a whole.

15.6.47 Based on FASB ASC 606-10-32-15 and BC234 of FASB ASU No.
2014-09, the assessment of whether the financing component is significant
would be made at the contract level and does not need to be made at the busi-
ness level, portfolio level, segment level, or entity level, nor would any assess-
ment be required at the performance obligation level. Only in situations where
the financing component is significant in relation to the contract would the
transaction price be adjusted.

15.6.48 The assessment of what constitutes significant requires judgment.
BC234 of FASB ASU No. 2014-09 states that "for many contracts an entity will
not need to adjust the promised amount of customer consideration because the
effects of the financing component will not materially change the amount of
revenue that should be recognized in relation to a contract with a customer."
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15.6.49 The assessment of what constitutes significant will be based upon
individual facts and circumstances for each entity. If an entity concludes the
financing component is not significant, the entity does not need to apply the
provisions of paragraphs 15–20 of FASB ASC 606-10-32 and adjust the consid-
eration promised in determining the transaction price.

Other Related Topics

Accounting for Blend-and-Extend Contract Modifications
This Accounting Implementation Issue Is Relevant to the Accounting for Blend-
and-Extend Contract Modifications Under FASB ASC 606.

Background
15.7.01 Power and utility entities often enter into contract modifications

with their customers whereby the contract term is extended and a new blended
rate per unit is established ("blend-and-extend" contract modifications).

15.7.02 For example, assume Seller has a fixed price 5-year forward power
sale at $50 per megawatt-hour (MWh) (the original contract) to the customer.
The contract calls for a fixed volume12 of electricity to be delivered daily to the
customer. Assume that years 1–3 of the contract term have passed and both
parties have met all their performance and payment obligations during that
period. At the beginning of year 4, assume that customer approaches seller
and asks for a 2-year contract extension at the same daily volume (which will
stretch the remaining term to years). Prices have gone down since the original
agreement was executed and customer would like to negotiate a lower rate now
while agreeing to extend the term of the original deal. Typically, this is achieved
by blending the price for the remaining contractual term (2 years remaining on
the original deal) with a market price for the extension period (2 more years
added on the backend). Assume that a strip (that is, fixed) price for the 2-year
extension period is $40/MWh based on price curves that exist on the modifi-
cation date. The $50/MWh from the original contract with 2 years remaining
would be blended with the $40/MWh for the 2-year extension period resulting
in a blended rate for the 4 remaining delivery years of $45/MWh. The result-
ing blended price is lower than the original contract price for years 4–5 but is
higher than the cash selling price for deliveries in years 6–7. This allows the
customer to begin receiving a lower rate today but also preserves the contract
value that has accrued to the seller due to market price changes (declines) since
inception (that is, the contract value before and after the modification will be
equal).

15.7.03 Power and utility entities have identified two possible approaches
for accounting for such transactions:

Approach A: A blend-and-extend contract modification should be ac-
counted for as if the extension period were a separate contract. In ap-
plying the guidance in FASB ASC 606-10-25-12a, one could conclude

12 For simplicity, the example contract contains fixed volumes. In practice, blend-and-extend
modifications may relate to contracts with fixed volumes or variable volumes (for example, a full
requirements contract whereby a large industrial customer agrees to purchase 100 percent of its elec-
tricity needs from the seller over a defined time frame).
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that the modification results in the addition of goods or services that
are distinct because the additional deliveries are discrete and separate
from the deliveries called for under the original contract. In applying
the guidance in FASB ASC 606-10-25-12b, the seller could conclude
that the price of the contract increases by an amount of consideration
that reflects the entity's stand-alone selling price for the additional
deliveries. As such, the seller would continue to recognize revenue at
the pre-modification contract rate during the remainder of the original
term and would record the difference between the new contract rate
and the original rate as a contract asset. The contract asset would un-
wind during the extension period as the recorded revenue would ex-
ceed the billed amounts.

Approach B: A blend-and-extend contract modification should be ac-
counted for as if it were the termination of the existing contract and
the creation of a new contract. This view focuses on example 7 of FASB
ASU No. 2014-09 and in FASB ASC 606-10-55-127, which considers
remaining consideration and remaining services to be provided (in-
clusive of any partially or fully unsatisfied performance obligations
from the original contract). Under this view, the seller would conclude
that the additional deliveries are distinct but that the remaining con-
sideration for the goods yet to be provided (the blended price) is not
consistent with the then-current stand-alone selling price of those re-
maining deliveries (because market prices have moved since inception,
the remaining deliveries under the original contract are off-market).
The seller would therefore follow FASB ASC 606-10-25-13a and ac-
count for the modification as if it were the termination of the existing
contract, and the creation of a new 4-year contract with a strip price
of $45/MWh. The new contract would be accounted for as a single per-
formance obligation satisfied over time (a series of distinct goods or
services) and revenue would be recognized at the contract rate.13 This
view is deemed to be consistent with the core principle of the standard
because recognizing revenue at the modified price for each delivery af-
ter the modification reflects the amount of consideration to which the
selling party is entitled for each distinct delivery after the modifica-
tion.

15.7.04 The question being addressed in this section is whether a blend-
and-extend contract modification should be accounted for under FASB ASC 606
as a separate contract (approach A) or as if it were the termination of the ex-
isting contract and the creation of a new contract (approach B). FinREC un-
derstands that blend-and-extend modifications occur when market prices have
declined since contract inception, thus leading to a blended rate that is lower
than the original contract rate. FinREC did not consider the accounting require-
ments for a modification that results in a blended rate in excess of the original
rate.

13 This example contemplates the sale of electricity, which will generally be viewed as a single
performance obligation satisfied over time. To the extent that the contract is not eligible to be viewed
as a single performance obligation, approach B would result in the remaining contract consideration
being allocated to the remaining performance obligations based on stand-alone selling price, which
may or may not be the new (blended) contract rate.
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Contract Modification Framework
15.7.05 FinREC believes that either approach A or approach B, as de-

scribed in paragraph 15.7.03, for accounting for a blend-and-extend contract
modification is a reasonable interpretation of FASB ASC 606.

15.7.06 FinREC believes that individual companies should establish an
approach based on the facts and circumstances of their modifications and apply
that approach consistently to similar fact patterns. Power and utility entities
should consider disclosing their approach, if material.

15.7.07 FinREC believes that there is no presumption that such contract
modifications contain an inherent financing element as defined in the standard
(that is, the mere act of blending the rate in connection with a contract exten-
sion does not create a financing) that would be required to be accounted for
separately. Rather, each contract's facts and circumstances would have to be
evaluated as a matter of judgment in accordance with FASB ASC 606-10-32-15
to determine whether the transaction price should be adjusted for the effects
of the time value of money if the payments agreed to by the parties in the con-
tract provide the customer or the entity with a significant benefit of financing
the transfer of goods or services to the customer.

Partial Terminations
This Accounting Implementation Issue Is Relevant to the Accounting for Partial
Terminations Under FASB ASC 606.

Background
15.7.08 A power and utilities entity may enter into a contract with a cus-

tomer to deliver goods or services over time and later agree with the customer
to terminate only a distinct unsatisfied portion of that contract. This section
addresses how to account for settlement payments associated with such par-
tial contract terminations. The guidance in this section could relate to a single
performance obligation satisfied over time or a contract containing multiple
performance obligations; the key in either case being that the remaining goods
or services are distinct from the goods or services transferred on or before the
date of the partial termination.

15.7.09 The following example illustrates the question addressed in this
section:

Assume that Seller has entered into an enforceable contract to deliver
100 MWh of electricity every year to Customer for 5 years at the follow-
ing fixed prices, which are derived from the electricity forward curve
at contract inception:

Contract
Year Fixed Price

Contract
Consideration

1 $45/MWh $4,500
2 $47/MWh $4,700
3 $49/MWh $4,900
4 $51/MWh $5,100
5 $53/MWh $5,300

Total $24,500
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At the end of year 1 (that is, year 1 has05 passed and both parties have
met all of their performance and payment obligations during that pe-
riod), the market price for electricity has declined and the Customer's
need for electricity has changed. The Customer and Seller agree to ter-
minate years 4–5 of the contract. Despite the termination of years 4–
5, Seller will continue to provide electricity to Customer, as originally
agreed and originally priced, during years 2–3. The forward prices of
electricity for years 4 and 5 are $45/MWh and $46/MWh, respectively,
at the date of the contact modification (that is, the date the parties
agree to terminate years 4–5 of the contract).
Because Seller agreed to terminate two years of an enforceable con-
tract whereby Seller would have been entitled to provide electricity in
exchange for consideration that exceeded the then-current stand-alone
selling price (as represented by the forward curve at the modification
date), Seller required the Customer to pay $1,300 to compensate Seller
for its lost value from year 4 deliveries of $600 and year 5 of $700. The
lost value per year is calculated as follows:

Contract
Year

Fixed
Contract

Rate

Forward Rate
at Date of

Modification Difference

Lost
Value to

Seller

4 $51/MWh $45/MWh $6/MWh $600

5 $53/MWh $46/MWh $7/MWh $700

Total $1,300

It should be noted that the preceding example could be modified to
reflect different partial termination scenarios. For example, the Cus-
tomer's energy needs could change such that the Customer requires
25 percent less energy in all remaining years (years 2–5). That is, the
partial termination could represent a "vertical" (cancelling discrete de-
livery periods in full) or "horizontal" (percent of quantities across all
delivery periods) termination, or some combination of the two.

Contract Modification Framework
15.7.10 FinREC believes that such transactions are modifications of the

existing agreements and should be assessed in the context of the contract mod-
ifications framework. Although FASB ASC 606-10-25-12 is not applicable in
the case of a partial termination because the scope of the contract does not
increase, FASB ASC 606-10-25-13a would apply, because the remaining goods
and services are distinct from those transferred previously.

15.7.11 FinREC believes that payments made or received in conjunction
with contract modifications described in paragraphs 15.7.08–15.7.09 are part
of the transaction price and should be allocated to the remaining performance
obligations under the contract. In other words, if the last 2 years of a 5-year con-
tract were terminated after year 1, the settlement payment would be reflected
as revenue over years 2 and 3 of the contract, because the seller still has perfor-
mance obligations to the customer for those periods. The settlement payment
is added to/subtracted from the overall transaction price upon modification and
is required to be allocated to the remaining performance obligations.
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15.7.12 FinREC believes that payments received or paid in conjunc-
tion with both vertical and horizontal partial terminations should be added
to/subtracted from the transaction price and recognized over the remaining
term of the contract as the remaining performance obligations are satisfied.

Treatment of Contributions in Aid of Construction (CIAC)
This Accounting Implementation Issue Is Relevant to Determining if Contribu-
tions in Aid of Construction Are Within the Scope of FASB ASC 606.

Background
15.7.13 Contributions in aid of construction (CIAC) represents an amount

of money or other property contributed to a regulated utility in order to ensure
that the appropriate parties are paying for the costs of utility infrastructure
and that the price of utility service is economical and fair for all customers,
including those that are not parties to the requested additional infrastructure.
Specifically, CIAC is contributed by a customer that requests an uneconomic
connection based on projected consumption and regulator-established utility
rates. The CIAC, which is computed using a methodology set by the regulator,
is paid up-front and covers the uneconomic portion of the utility's investment
on a dollar-for-dollar basis (no margin for the utility). The amount of the CIAC
payment is not subject to negotiation between the utility and the customer;
rather, the amount is prescribed by regulation. The utility maintains owner-
ship, has full control over and is responsible for operating and maintaining the
connection along with the larger distribution network.

15.7.14 Utilities are required to serve all customers at regulator-approved
prices that cover the cost of providing utility service. However, some customers
cannot be served economically (for example, it costs more to connect a cabin in
the woods than an apartment in the city) at the regulator-approved price for
customers in the same class (such as residential, small commercial). The regu-
lator prohibits the utility from charging other customers for such uneconomic
investments and requires the requesting party to contribute the uneconomic
portion of the investment so that there is no cross-subsidy between customers.

15.7.15 The utility uses an economic feasibility model to determine the al-
lowable investment (the maximum amount of infrastructure investment that
can be supported by the cash flows expected to be generated from the connec-
tion from all future customers that may occupy the property). To the extent that
actual cost to connect exceeds the allowable investment, which takes into con-
sideration both the cost of the infrastructure investment and an allowed return,
a CIAC will be required for the excess, which represents the uneconomic por-
tion of the infrastructure investment that the regulator requires the customer
to pay.

15.7.16 The collection of a CIAC payment (or absence thereof) does not
affect the price the utility charges the customer for ongoing service. Although
there is a price interdependency between the required CIAC payment and the
price for future service in the sense that the CIAC amount is derived from a
formula that includes the applicable tariff rate, the utility has no discretion to
charge more or less up-front than the CIAC, which is computed using a method-
ology set by the regulator. Furthermore, the CIAC is for a single purpose — to
pay for the uneconomic portion of the required infrastructure investment —
and the rate charged for the ongoing service is the same price paid by all
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customers in that class for ongoing service (regardless of whether or not they
were required to make an infrastructure contribution, which does not benefit
only this customer, but also any future customers at that location).

15.7.17 Generally, there is no associated contract for ongoing service with
the customer, although there may be in some cases. However, in all cases there
is an expectation of service, whether contractually committed or not. Further,
in all cases, the revenues from future service are only sufficient to recover the
economic portion of the infrastructure investment — there is no provision in
future revenues to provide recovery of or return on the uneconomic portion cov-
ered by the CIAC payment. The regulator prohibits the utility from including
any portion of the uneconomic investment in determining the price to charge
for utility service in the future.

15.7.18 FinREC believes that the accounting for CIAC is subject to inter-
pretation and will require the application of judgment. FinREC understands
that prior to adoption of FASB ASC 606, many utilities have viewed CIAC as a
cost reimbursement (a nonrevenue arrangement). For those entities, FinREC
believes that CIAC, as described in this section, can continue to reasonably be
viewed as a cost reimbursement from a customer that is not within the scope
of FASB ASC 606, based upon the following considerations:

a. FinREC believes that FASB ASC 606 was not intended to address
accounting for costs and cost reimbursements on a comprehensive
basis. CIAC fundamentally represents a reimbursement of utility
infrastructure costs (as evidenced by the fact that CIAC does not
provide a margin to the utility). CIAC does not relate to the trans-
fer of a deliverable to the customer (the utility retains title to and
operational control over the infrastructure, which is never trans-
ferred to the customer). There is no performance obligation associ-
ated with the construction of utility infrastructure, and it does not
relate to any delivery of power or other utility services.

b. FinREC believes that it would be reasonable to conclude that build-
ing out a utility's delivery infrastructure is not a revenue-producing
activity and would not constitute "ongoing major or central oper-
ations" of the utility. Regulated utilities are generally not in the
business of constructing transmission and distribution assets for
sale to others. Rather, such construction generally is a cost activ-
ity as evidenced by the utility's continued ownership of the infras-
tructure and continued responsibility for all related operating and
maintenance costs. This is true for all of the utility's infrastructure,
regardless of the amount of the CIAC payment, if any.

c. FinREC believes that separating revenue and nonrevenue aspects
of a contract is consistent with FASB ASC 606-10-15-4. It is qual-
itatively significant that the amount of the CIAC payment is not
subject to negotiation between the utility and the customer; rather,
the amount is prescribed by regulation and is a function of the eco-
nomic feasibility calculation described in paragraph 15.7.15. Ac-
cordingly, there is no ability to shift payments between up-front
reimbursements of uneconomic investments (nonrevenue) and on-
going consideration for delivery of utility service (revenue).
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15.7.19 FinREC believes that this analysis requires the exercise of judg-
ment and that others may reach different conclusions based on the facts and
circumstances of their arrangements.14

15.7.20 FinREC believes that entities that have historically viewed CIAC
as a component of a revenue-generating transaction prior to adoption of FASB
ASC 606 would likely evaluate the CIAC transaction under FASB ASC 606 as
well, to determine whether CIAC is a separate performance obligation or an
advance payment from a customer.

Income Statement Presentation of Alternative Revenue Programs
This Accounting Implementation Issue Is Relevant to Determining the Income
Statement Presentation of Alternative Revenue Programs Under FASB ASC 980
and FASB ASC 606.

Background
15.7.21 FASB ASC 980-605-25 addresses recognition of revenue and reg-

ulatory assets/liabilities from alternative revenue programs (ARPs). ARPs en-
able the utility to adjust future rates in response to past activities or completed
events if certain criteria are met, even for programs that do not qualify for
recognition of "traditional" regulatory assets and liabilities.

15.7.22 FASB ASU No. 2014-09 amended FASB ASC 980-605 to exclude
guidance on ARPs from FASB ASC 606 because such programs represent con-
tracts between the utility and its regulators, not customers. Therefore, the ini-
tial recognition of revenue under alternative revenue programs is not within
the scope of FASB ASC 606.

15.7.23 Prior to these amendments, ARP revenues generally were not re-
ported separately from operating revenue. However, FASB ASU No. 2014-09
also amended FASB ASC 980-605-45-1 to require ARP revenues to be presented
separately from revenue arising from contracts with customers in the state-
ment of comprehensive income.

15.7.24 When previously recognized ARP revenues are billed to cus-
tomers, they are included in the overall price of utility service in a period subse-
quent to when they are initially recognized. Because the overall price of utility
service for deliveries reflects amounts charged to and paid by customers as
part of the company's ongoing central activities of delivering power, the ques-
tion arises as to the treatment of those portions of that price that were initially
recognized in the income statement in prior periods as ARP revenue.

15.7.25 This section addresses two methods of how revenue from subse-
quent billing of ARPs to customers as part of tariff rates should be presented in
the income statement. The only difference between the two methods is whether
revenue from ARPs is, in essence, "reclassified" as revenue from contracts with
customers (with an equal and offsetting amount recorded to ARP revenue)

14 It may be helpful to refer to a speech given by a member of the SEC Staff before the 2017
AICPA Conference on Current SEC and PCAOB Developments, related to exercising judgment in
determining the appropriate accounting for pre-production arrangements, and to note that the staff
encourages consultation with the Office of the Chief Accountant for any changes to the historical
timing or presentation of payments received from the counterparty in the income statement.

The speech is available at: https://www.sec.gov/news/speech/epstein-aicpa-2017-conference-sec-
pcaob-developments
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when such amounts are included in the tariff price of utility service charged
to customers. Total revenue recorded in each period is the same under both
methods.

Presentation of Alternative Revenue Programs
15.7.26 FinREC believes that either of the following approaches would be

a reasonable interpretation of FASB ASC 980 and FASB ASC 606 for presen-
tation of revenues from alternative revenue programs when such amounts are
included in the price for utility service (total revenue recorded in each period
is the same in under both methods):

Method A: Revenue from contracts with customers should be recorded
based upon the total tariff price at the time utility service is rendered,
including amounts representing the billing of previously recognized
ARP revenues. The ARP revenue amount in a given period should
include both: (a) the recognition of "originating" ARP revenues (that
is, when the regulator-specified conditions for recognition have been
met), and (b) reversal of the previously recognized ARP revenue that
is recorded in revenue from contracts with customers in this period be-
cause it is being recovered through incorporation in the price of utility
service.
Method B: Revenue from contracts with customers should exclude
the portion of the ARP revenues that had been initially recorded
in prior periods. The ARP revenue amount should reflect only the
initial recognition of "originating" ARP revenues (that is, when the
regulator-specified conditions for recognition have been met). When
those amounts are subsequently included in the price of utility service
and billed to customers, such amounts should be recorded as a recovery
of the associated regulatory asset or liability.

15.7.27 FinREC believes that both methods discussed in paragraph
15.7.26 are supportable, and the requirement of FASB ASC 980-605-45-1 to
present such revenues separately from revenues arising from contracts with
customers does not provide any guidance regarding how to fulfill that presen-
tation requirement when dealing with the subsequent billing.

15.7.28 FinREC believes that the method used to comply with this re-
quirement is an accounting policy election that should be adopted and applied
on a consistent basis and disclosed if material.
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Chapter 16

Time-Share Entities

Notice to Readers
This chapter presents accounting implementation issues developed to as-
sist time-share entities in applying FASB Accounting Standards Codification
(ASC) 606, Revenue from Contracts with Customers, and related interpre-
tations from the FASB/IASB Joint Transition Resource Group for Revenue
Recognition (TRG).
The AICPA Time-Share Entities Revenue Recognition Task Force identified
and developed these accounting implementation issues, and the AICPA Rev-
enue Recognition Working Group and AICPA Financial Reporting Executive
Committee (FinREC) approved them. They are a source of nonauthoritative
accounting guidance for nongovernmental entities. The accounting imple-
mentation issues have been organized within this chapter as follows:

� In relation to the five-step model of FASB ASC 606, when appli-
cable,

— Step 1: "Identify the contract with a customer," starting
at paragraph 16.1.01

— Step 2: "Identify the performance obligations in the con-
tract," starting at paragraph 16.2.01

— Step 3: "Determine the transaction price"
— Step 4: "Allocate the transaction price to the perfor-

mance obligations in the contract," starting at para-
graph 16.4.01

— Step 5: "Recognize revenue when (or as) the entity sat-
isfies a performance obligation," starting at paragraph
16.5.01

� By revenue stream, starting at paragraph 16.6.01
� As other related topics, starting at paragraph 16.7.01

The following table outlines the accounting implementation issues discussed
in this chapter:

Issue Description
Paragraph
Reference

Collectibility of sales of time-sharing interests
Step 1: Identify the contract with a customer

16.1.01–16.1.37

Identifying performance obligations in time-share
interval sales contracts
Step 2: Identify the performance obligations in the
contract

16.2.01–16.2.39

(continued)
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Issue Description
Paragraph
Reference

Allocating the transaction price to performance
obligations
Step 4: Allocate the transaction price to the
performance obligations in the contract

16.4.01

Satisfaction of performance obligations
Step 5: Recognize revenue when (or as) the entity
satisfies a performance obligation

16.5.01–16.5.17

Management fees
Revenue streams

16.6.01–16.6.39

Principal versus agent considerations for time-share
interval sales
Other related topics

16.7.01–16.7.19

Contract costs
Other related topics

16.7.20–16.7.36

Application of the Five-Step Model of FASB ASC 606

Step 1: Identify the Contract With a Customer

Collectibility of Sales of Time-Sharing Interests
This Accounting Implementation Issue Is Relevant to Step 1: "Identify the Con-
tract with a Customer," of FASB ASC 606.

Background
16.1.01 Time-sharing transactions are characterized by a number of at-

tributes that distinguish them from other revenue transactions in other indus-
tries and present unique revenue recognition considerations. Such character-
istics have led to the need for specific accounting guidance in FASB ASC 978,
Real Estate Time-sharing Transactions.

16.1.02 Time-sharing transactions are typically characterized by the fol-
lowing:

a. Volume-based, homogeneous sales
b. Seller financing
c. Relatively high selling and marketing costs
d. Upon default, recovery of the time-sharing interval by the seller

and forfeiture of principal by the buyer

16.1.03 Most sales of time-sharing interests1 are to retail consumers,
who often choose to use seller-provided financing. Although certain financial

1 Also denoted time-sharing interval or time-share in certain arrangements. Under FASB Ac-
counting Standards Codification (ASC) 978-10-20, interval is defined as "the specific period (generally,
a specific week) during the year that a time-sharing unit is specified by agreement to be available for
occupancy by a particular customer." Time-sharing interest incorporates other time-sharing arrange-
ments which include floating time, undivided interests, and points programs.
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institutions will participate in the securitization or hypothecation of portfolios
of time-sharing receivables, financial institutions typically will not finance the
purchase of individual time-sharing interests. Therefore, a majority of the sales
price is often financed by the time-sharing interval seller through a promis-
sory note (generally, with a term of five to ten years) signed by the buyer. The
promissory note is typically a recourse note secured by the time-sharing in-
terval. Delinquency and default rates on promissory notes vary widely among
individual time-sharing entities. Selling and marketing costs are significant in
relation to sales revenue, and sales incentives and inducements are common.
Underwriting requirements, in determining customer's eligibility for seller fi-
nancing, vary among time-sharing entities.

16.1.04 Furthermore, under typical time-share arrangements:

a. It is the common business practice of most time-share entities to re-
possess time-share intervals once the buyer defaults. Once a time-
share seller forecloses on a time-share interval, the seller typically
stops pursuing the buyer for collection of the unpaid note, even if
the note balance exceeds the fair value less costs to sell of the in-
terval to the seller. This is because it is not cost-effective for a time-
share seller to pursue the buyer and because the seller can re-sell
the interval at a similar or even higher price than to the original
buyer. Under this arrangement, buyers are not entitled to any of
the re-sale proceeds in excess of the loan balance if the seller repos-
sesses the interval and resells it.

b. Repossessed intervals are essentially "good as new." Time-share en-
tities refer to the repossessed interval as "good as new" because the
interval can be resold at substantially the same price as an interval
that never was sold and is often in the same or similar condition as
it was originally sold in.

16.1.05 A time-sharing entity typically assesses collectibility of the trans-
action price based on pools of receivables, because it holds large numbers of
homogenous notes receivable. Prior to the adoption of FASB ASC 606, time-
sharing entities typically estimate default activity based on historical activity
for similar time-share notes receivable using a technique referred to as a static
pool analysis (static pool), which tracks defaults for each year's sales over the
entire life of those notes.

16.1.06 FASB ASC 978 specifically addressed the accounting for uncol-
lectibility and the accounting for relieving inventory and recognizing cost of
sales in time-sharing transactions. Under the accounting guidance in FASB
ASC 978-330, a time-sharing entity accounts for costs of sales and the reduc-
tion of inventory using the relative sales value method and time-sharing rev-
enue used in the relative sales value method is calculated as total revenue ad-
justed for uncollectibles (whether that estimate is included in revenue or as bad
debt expense as amended after the adoption of FASB ASC 606). Under FASB
ASC 978-330-35-2, the recording of an adjustment for expected uncollectibles
is accompanied by a corresponding adjustment to cost of sales and inventory
that is effected through the application of the cost-of-sales percentage in the
relative sales value calculation. However, under the time-share relative sales
value method in FASB ASC 978-330, there is no accounting effect on inventory
if a time-sharing interval is repossessed upon default as inventory includes an
estimate for those intervals the entity expects to take back and re-sell upon
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default. The accounting for time-share inventory and cost of sales under FASB
ASC 978-330 will remain after the adoption of FASB ASC 606.

16.1.07 Although time-sharing entities sell intervals through various le-
gal structures and standard legal agreements and contracts may vary across
entities, the majority of time-sharing entities utilize standardized written sales
and financing contracts in executing such transactions.

Determining Whether Collection of the Transaction Price Is Probable at
Contract Inception

16.1.08 FASB ASC 606-10-25-1 explains that certain criteria must be met
in order to account for a contract as a contract with a customer under FASB
ASC 606. Though an entity should evaluate whether each of the criteria has
been met, FinREC believes that a signed, written contract that is customary
for the time-sharing industry will generally result in a straightforward assess-
ment of the requirements outlined in items a–d of FASB ASC 606-10-25-1. Also
included in the criteria is the requirement in FASB ASC 606-10-25-1e that it
must be "probable that the entity will collect substantially all of the consider-
ation to which it will be entitled in exchange for the goods or services that will
be transferred to the customer."

16.1.09 BC43 of FASB Accounting Standards Update (ASU) No. 2014-09,
Revenue from Contracts with Customers, states the following:

The Boards decided that a collectibility threshold is an extension of the
other guidance in paragraph 606-10-25-1 on identifying the contract.
In essence, the other criteria in paragraph 606-10-25-1 require an en-
tity to assess whether the contract is valid and represents a genuine
transaction. The collectibility threshold is related to that assessment
because a key part of assessing whether a transaction is valid is de-
termining the extent to which the customer has the ability and the
intention to pay the promised consideration. In addition, entities gen-
erally only enter into contracts in which it is probable that the entity
will collect the amount to which it will be entitled.

16.1.10 BC265 of FASB ASU No. 2014-09 further notes the following:
However, the Boards were also concerned that for some transactions
in which there is significant credit risk at contract inception, an entity
might recognize revenue for the transfer of goods or services and, at
the same time, recognize a significant bad-debt expense. The Boards
decided that in those cases, "grossing up" revenue and recognizing a
significant impairment loss would not faithfully represent the trans-
action and would not provide useful information. Consequently, the
Boards included the criterion in paragraph 606-10-25-1e.

16.1.11 Significant judgment will be necessary by time-sharing entities
to apply the collectibility criterion included in FASB ASC 606-10-25-1e. This
represents a change for entities that previously applied the prescriptive rules-
based guidance in FASB ASC 360-20. The criteria in FASB ASC 360-20 for
evaluating the sufficiency of the buyer's initial and continuing investment, as
well as the nature of any continuing involvement by the seller, are not included
in FASB ASC 606.

16.1.12 As described in FASB ASC 606-10-25-1(e), an entity should assess
whether it is probable that it will collect substantially all of the consideration
to which it will be entitled in exchange for the goods or services that will be
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transferred to the customer. If the transaction price includes an estimate of
variable consideration (for example a right of return or price concession), the
transaction price may be less than the stated price in the contract. Therefore,
entities should first determine if there is any variable consideration included in
transaction price before evaluating the collectibility of that transaction price.

16.1.13 When seller financing is provided, entities will need to consider a
variety of factors when evaluating collectibility of substantially all the consid-
eration to which it will be entitled or the estimated transaction price. Those fac-
tors may include analysis of commercially available lending terms for similar
transactions, down payment sufficiency, borrower creditworthiness, and histor-
ical experience of the seller in similar transactions with similar customers. As
described in FASB ASC 606-10-55-3C, an entity should not consider whether it
can repossess an asset it transferred to a customer in this assessment.

16.1.14 It is the practice of most entities in the time-share industry to
evaluate buyer credit worthiness and require minimum down payments to sup-
port the customer's ability and intent to pay for the purchased time-sharing
interval and to mitigate credit risk. Most time-sharing entities also have sig-
nificant sales and loan performance history that is used to estimate collectibil-
ity based on historical activity for similar time-share notes receivable because
they typically hold large numbers of homogeneous time-share notes receivable.
Entities should use this history, as well as consideration of business practices
and knowledge of customers with similar characteristics, as a basis for deter-
mining whether it is probable that the entity will collect substantially all the
consideration to which it will be entitled in exchange for the goods or services
that the entity expects to transfer to the customer.

16.1.15 Time-sharing entities should use their evaluations of buyer credit
worthiness and historical collections experience to assess whether collection of
substantially all the consideration is probable and a valid contract exists, if
all other criteria in FASB ASC 606-10-25-1 are met. The assessment of the
collectibility of a portfolio of contracts with similar characteristics as the indi-
vidual contract may then be used to support that collection is probable for an
individual contract. For example, if an entity has history to support that collec-
tion of substantially all the transaction price is probable once a customer with
certain credit quality has provided a 10 percent down payment, that history (in-
cluding collection history with a specific buyer from previous transactions with
such buyer) may support that there is not significant credit risk at contract
inception for similar contracts. Alternatively, if an entity initiated sales with
zero down payments and had no history to support that such contracts did not
present a significant credit risk at inception, the entity may be unable to sup-
port that a valid contract with a customer exists, in the context of FASB ASC
606. If a valid contract with a customer does not exist, consideration received
would not be accounted for as revenue until collection is probable, under the
requirements of FASB ASC 606-10-25-1, or one of the requirements of FASB
ASC 606-10-25-7 is met.

Identification of and Accounting for Variable Consideration, Including
an Implicit Right of Return

16.1.16 Before determining whether a contract with a customer exists in
FASB ASC 606-10-25-1, FASB ASC 606 requires an entity to first estimate the
transaction price so the appropriate values can be assessed for collectibility. If
an entity determined that it is not probable that it will collect substantially all
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the consideration to which it will be entitled, which is the estimated transaction
price from the customer, it cannot account for the arrangement as a revenue
contract with a customer. In such circumstances, an entity should account for
the consideration received from the customer in accordance with paragraphs
7–8 of FASB ASC 606-10-25.

16.1.17 As described in FASB ASC 606-10-32-2, an entity should consider
the terms of the contract and its customary business practices to determine
the transaction price. When determining the transaction price, entities should
consider the effects of "variable consideration" (among other factors, including
constraining estimates of variable consideration as outlined in paragraphs 11–
13 of FASB ASC 606-10-32). As indicated in FASB ASC 606-10-32-6, variable
consideration is defined broadly and may occur in many forms. Included as
forms of variable consideration under FASB ASC 606 are products sold with a
right of return, price concessions, which may be present if an entity believes it
will be entitled to receive an amount of consideration that is less than the price
stated in the contract, and other similar items.

16.1.18 To determine if it is probable that the time-sharing entity will col-
lect substantially all the consideration to which it will be entitled as required
under FASB ASC 606-10-25-1e, a time-sharing entity will need to determine
the transaction price as described in FASB ASC 606-10-32-2. FASB ASC 606-
10-32-7 indicates that variable consideration may be explicitly stated in a con-
tract. However, an entity should also look to its customary business practices
or other facts and circumstances that could indicate that the contract includes
variable consideration in the form of either (or both) an implicit right of return
(that is, the ability to, in effect, return the time-share interval in exchange for
the time-share entity ceasing to pursue the customer for the remaining finan-
cial obligation) or an anticipated price concession (either implicit or explicit).
Judgment is required in determining whether an expectation of receiving less
than the stated consideration in the contract is the result of that consideration
including a variable component or whether the entity has chosen to accept the
risk of default by the customer (credit risk). Variable consideration identified,
whether implicit or explicit, should be evaluated in determining the estimated
transaction price, resulting in revenue (transaction price) which will be less
than the contractually-stated price in the contract with the customer.

16.1.19 BC194 of FASB ASU No. 2014-09 states the following:

The Boards observed that in some cases it may be difficult to determine
whether the entity has implicitly offered a price concession or whether
the entity has chosen to accept the risk of default by the customer of
the contractually agreed-upon consideration (that is, customer credit
risk). The Boards noted that an entity should use judgment and con-
sider all relevant facts and circumstances in making that determina-
tion. The Boards observed that this judgment was being applied under
previous revenue recognition guidance. Consequently, the Boards de-
cided not to develop detailed guidance for differentiating between a
price concession and impairment losses.

16.1.20 In accordance with FASB ASC 606-10-55-23, to account for the
transfer of products with a right of return, an entity should recognize revenue
for the transferred product in the amount of consideration to which the entity
expects to be entitled (therefore, revenue would not be recognized for the prod-
ucts expected to be returned).
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16.1.21 At the onset of the contract and at the end of each reporting pe-

riod, time-sharing entities should consider all relevant facts and circumstances
when analyzing the nature of collectibility issues to determine whether an im-
plicit sales return exists in the arrangement which would be considered vari-
able consideration. Further, an entity should assess whether the estimate of
variable consideration is considered constrained, in accordance with FASB ASC
606-10-32-14.

16.1.22 In its assessment of time-sharing arrangements, FinREC believes
that the amount of consideration that is not probable of collection from financed
time-sharing transactions due to defaulted amounts are akin to an implicit
right of return which should be accounted for as variable consideration in de-
termining the transaction price. Such conclusions are based on the following:

a. Industry participants typically view time-share defaults as having
an element of a right of return (though buyers typically do not have
an explicit "right of return" beyond the rescission period), because,
typically, it is not cost-effective for a time-sharing entity to pursue
buyers for collection after a certain point. Once a time-sharing en-
tity forecloses on an interval, the entity typically stops pursuing
the buyer for collection of the unpaid note, even if the note balance
exceeds the fair value less cost to sell of the interval to the seller.
Another similarity with a right of return is that the repossessed in-
terval is essentially as "good as new" and can be resold at substan-
tially the same price as an interval that never was sold. In contrast
to the uncollectible that results from most trade receivables, the
sold item (that is, the time-sharing interval) is repossessed in the
time-sharing arrangement. As a result, the foreclosure and release
of the associated loan from the buyer is akin to a sales return that
reduces revenue. Accordingly, FinREC believes that time-share ar-
rangements should be accounted for as a sale of a product with a
right of return. However, given that no portion of the cash purchase
price is returned to the customer in a time-share transaction, there
is no refund liability, just an allowance against the loan receivable.

b. Furthermore, if defaulted amounts related to repossessed units are
recorded as bad debt expense, the seller records revenue for more
than 100 percent of the available interests, because foreclosed in-
terests are resold. In fact, the worse the collection experience, the
greater the number of interests that are repossessed and resold,
leading to higher reported revenue.

c. A time-sharing entity accounts for costs of sales and the reduction
of inventory using the relative sales value method under FASB ASC
978-330. Under FASB ASC 978-330, time-sharing revenue used in
the relative sales value method is calculated as total revenue ad-
justed for uncollectibles (whether that estimate is included in rev-
enue or as bad debt expense as amended after the adoption of FASB
ASC 606). Under the time-share relative sales value method in
FASB ASC 978-330, there is no accounting effect on inventory if
a time-sharing interval is repossessed upon default as inventory
includes an estimate for those intervals the entity expects to take
back upon default (accounted for as a return). The accounting guid-
ance in FASB ASC 978-330 does not change upon the adoption of
FASB ASC 606. FinREC believes that time-share entities should
account for estimates of defaults as returns that would reduce the
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transaction price (reduction of revenue). Such treatment would bet-
ter align the revenue and cost model for time-sharing transactions.

d. Industry participants have concluded that defaults are typically
more the result of buyer's remorse (and thus more representative of
a sales return granted in exchange for return of the property) than
the inability to pay (credit risk).

16.1.23 TRG Agenda Ref. No. 35, Accounting for Restocking Fees and Re-
lated Costs, addresses how an entity should account for restocking fees related
to goods that are expected to be returned and for which the entity retains a fee
for restocking such goods. Paragraph 54 of TRG Agenda Ref. No. 44, July 2015
Meeting — Summary of Issues Discussed and Next Steps, states the following:

TRG members generally agreed that restocking fees for goods expected
to be returned by the customer should be included as part of the trans-
action price when control of the product transfers to the customer. That
is, the accounting for estimated product returns should, in determining
the transaction price for the contract, consider the portion of the trans-
action price that will not be refunded to the customer as a restocking
fee. The TRG paper explained that the staff view is significantly in-
fluenced by the staff 's view that restocking fees are not substantively
different from the entity granting a partial refund on returned prod-
ucts. TRG members also agreed with the staff view that an entity's
expected costs of restocking should be recognized as a reduction of the
carrying amount of the asset expected to be recovered at the point in
time control of the product transfers to the customer.

16.1.24 Generally, contracts in the time-share industry do not provide the
time-share holder an explicit right of return; however, an implicit return right
may exist because the timeshare entity will always repossess the property for
resale in the event of a customer default with a penalty to the customer (that
is, the amount of principal paid up to the time of default). In effect, the cus-
tomer can elect to "return" the property by choosing to no longer make the
required payments because, at that point, the timeshare entity's only substan-
tive recourse is to repossess the time-share interval and retain the customer
payments made up to that point. The partial refund right illustrated in TRG
Agenda Ref. No. 35 for restocking fees further supports time-share financed
sales and defaults accounted for as variable consideration because upon cus-
tomer default, the time-share seller will repossess the time-share interval and
the remaining portion of the loan receivable not yet paid is derecognized, but
some money (that is, cash paid by the buyer to date) is retained by the seller
even though the buyer no longer retains the asset. FinREC believes that pay-
ments made by the customer before the customer defaults should be included
in transaction price in the same manner as restocking fees for goods to be re-
turned are considered a partial refund right and included in the transaction
price. However, given that no portion of the cash purchase price is returned to
the customer in a time-share transaction, there is no refund liability. FinREC
believes that customer payments retained by the entity (which the time-share
entity expects to be entitled to) and defaulted amounts from implicit return
rights should be accounted for under the variable consideration guidance. Ad-
ditionally, the repossessed time-share interval may be sold to a new customer
for substantially the same value as the original sale (thus, the asset typically
has not depreciated in value at the time of repossession).
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16.1.25 As described previously, estimates of defaulted amounts in a fi-

nanced time-sharing transaction represent implicit sales returns which should
be accounted for as variable consideration. When a time-sharing entity deter-
mines consideration is variable, the entity would only include in the transaction
price an estimate of the variable consideration to the extent that it is proba-
ble that a significant reversal in the amount of cumulative revenue recognized
will not occur when the uncertainty associated with the variable consideration
is subsequently resolved in accordance with paragraphs 11–12 of FASB ASC
606-10-32.

16.1.26 As described in FASB ASC 606-10-55-3C, the ability to repossess
an asset should not be considered in determining whether an entity has the
ability to mitigate its exposure to credit risk. However, FinREC believes the
ability of an entity to repossess the previously sold interval could be considered
in determining whether the entity has given an implicit right of return.

16.1.27 FinREC believes it is not appropriate to consider time-share de-
faults as analogous to an arrangement in which the entity would not receive
anything in the event of a customer default but allow the customer to retain
the goods or services (that is, bad debt expense). In a time-share entity fact
pattern, upon customer default, the timeshare entity will repossess the time-
share interval, which can be sold to a different customer (typically at the same
or higher sale price as the original sale). Therefore, the repossession activities
are more akin to a sales return and thus, revenue should be recorded net of
a sales return allowance. The typical time-share arrangement has a specific
fact pattern that other industries would not be able to analogize to. For ex-
ample, though other industries might repossess an asset upon failure to pay
the receivable (for example, automobiles), those assets would typically not be
resold or placed back into inventory without a change in value or depreciation,
or both. Foreclosures of other real estate transactions (for example, condomini-
ums or homes) also have different fact patterns as the resales are dependent on
market conditions and buyers would typically be entitled to proceeds in excess
of the loan balance. As noted previously, under typical time-share fact patterns,
the repossessed unit is resold at substantially the same price as if it had never
been sold and the buyer is not entitled to any of the proceeds in excess of the
loan balance once the time-share interval is resold. Finally, in other industries,
the lender and the seller may be different parties but in most time-sharing
transactions, the time-share seller is also the lender (the same party that sells
the unit also forecloses and resells it). These characteristics further substanti-
ate the time-share industry view that time-share defaults should be treated as
implicit right of returns.

Application of the Portfolio Approach as a Practical Expedient
16.1.28 FASB ASC 606 specifies the accounting for an individual contract

with a customer, but FASB ASC 606-10-10-4 allows an entity, as a practical
expedient, to apply the guidance to a portfolio of contracts with similar charac-
teristics if the entity reasonably expects that the effects on the financial state-
ments of applying this guidance to the portfolio would not differ materially from
applying the guidance to the individual contracts within that portfolio.

16.1.29 In accordance with FASB ASC 606-10-32-9, time-sharing enti-
ties should consider all information (historical, current, and forecast) that is
reasonably available to the entity to estimate variable consideration when
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determining the transaction price, whether the guidance in FASB ASC 606 is
applied on a portfolio basis or contract-by-contract basis.

16.1.30 At the July 2015 TRG meeting, the TRG discussed whether an
entity is applying the portfolio practical expedient when it considers evidence
from other, similar contracts to develop an estimate using the expected value
method. The following is noted in paragraph 25 of TRG Agenda Ref. No. 44:

In some circumstances, an entity will develop estimates using a port-
folio of data to account for a specific contract with a customer. For ex-
ample, to account for a specific contract with a customer, an entity
might consider historical experience with similar contracts to make
estimates and judgments about variable consideration and the con-
straint on variable consideration for that specific contract. On ques-
tion 1, TRG members agreed with the staff 's view that the use of a
portfolio of data is not the same as applying the portfolio practical
expedient.

16.1.31 Thus, in accordance with the discussion at the July 2015 TRG
meeting on the portfolio practical expedient, an entity is not required to apply
the portfolio practical expedient when considering evidence from other, simi-
lar contracts to develop an estimate of variable consideration. An entity could
choose to apply the portfolio practical expedient, but it is not required to do
so. At each reporting period, in accordance with FASB ASC 606-10-32-14, a
time-share entity should compare the characteristics of the contracts included
in the historical experience to the characteristics of the portfolio or individual
contract that the historical evidence is being applied to. The entity's considera-
tions of the applicable historical experience to apply to a contract (or portfolio)
may be similar to its determination of which portfolios it may use as discussed
previously.

16.1.32 BC70 of FASB ASU No. 2014-09 states the following:

The Boards observed that because it is a practical way to apply Topic
606, the portfolio approach may be particularly useful in some indus-
tries in which an entity has a large number of similar contracts and
applying the model separately for each contract may be impractical.

16.1.33 Time-sharing transactions are characterized by the industry as
volume-based, homogeneous sales. A majority of the sales price is often financed
by the time-sharing seller through a mortgage note (generally, with a term of
5–10 years) signed by the buyer. The mortgage note is typically a recourse note
secured by the time-sharing interval. Most time-sharing entities have signif-
icant sales and loan performance history to estimate the amount that is col-
lectible based on historical activity for similar time-share sales or notes receiv-
able. Time-sharing entities typically use a static pool, which tracks defaults for
each year's sales over the entire life of the related mortgage notes. Entities typ-
ically pool contracts through the use of a static pool (or multiple static pools)
based on similar risk characteristics to establish default rates in estimating
uncollectible amounts at contract inception. Delinquency and default rates in
the industry are strongly correlated with the underlying risk characteristics of
the buyers, including the percentage down payment made, overall term of the
financing arrangement and creditworthiness of the buyer.

16.1.34 Prior to the adoption of FASB ASC 606, the industry practice
of pooling a portfolio of contracts with similar characteristics supported the
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industry's view that it reasonably expected that the effects on the financial
statements of applying this guidance to the portfolio to estimate variable
consideration would not differ materially from applying the guidance to the
individual contracts within the portfolio. Subsequent to the adoption of FASB
ASC 606, in accordance with FASB ASC 606-10-10-4, when accounting for a
portfolio, an entity shall use estimates and assumptions that reflect the size
and composition of the portfolio.

16.1.35 Time-sharing entities may use the portfolio practical expedient in
estimating variable consideration. FinREC believes that the static pool method
may be used to estimate expected defaults on a portfolio of time-share contracts
to estimate the consideration to which the time-sharing entity will be entitled.
This approach is consistent with the expected value method in estimating vari-
able consideration as described in FASB ASC 606-10-32-8. This approach is also
consistent with example 22, "Right of Return," in paragraphs 202–207 of FASB
ASC 606-10-55, whereby the entity applies historical experience to a portfolio
of contracts to estimate products that will be returned and therefore does not
recognize revenue for those products.

Reassessment of Variable Consideration in Subsequent
Reporting Periods

16.1.36 As described in FASB ASC 606-10-32-14, during each subsequent
reporting period, an entity should update its estimate of variable consideration
(including updating its assessment of whether an estimate of variable consid-
eration is constrained). An entity may apply the same static pool method in
updating such estimate. FinREC believes that subsequent changes to the esti-
mate for defaults (variable consideration for an implicit right of return) should
generally be accounted for as increases or decreases in the transaction price
(as adjustments to time-share revenue) in accordance with paragraphs 42–45
of FASB ASC 606-10-32. Because the assessment of variable consideration from
financed transactions inherently considers the amount the entity expects to col-
lect from the customer (or pool of customers), FinREC believes the changes in
the entity's expectation of the amount it will receive from the customer (or pool
of customers) will be recorded in revenue unless there is a customer-specific
event that is known to the entity that suggests that the customer (or pool of
customers) no longer has the ability and intent to pay the amount due and
therefore the changes in its estimate of variable consideration better repre-
sents an impairment (bad debt).

16.1.37 The following example is meant to be illustrative, and the actual
accounting under FASB ASC 606 should be based on the facts and circum-
stances of an entity's specific situation.

Example 16-1-1

A time-sharing entity enters into contracts for the sale of time-sharing intervals
with 100 customers. Each contract includes the sale of an interval for $10,000.
The entity also agrees to provide financing to such customers through a re-
course promissory note, collecting 10 percent of the contract price as a nonre-
fundable deposit and financing the remaining sales price. The time-share entity
performs credit scoring and only sells to customers with a certain credit score.
The entity has business practices and history (through use of a static pool) to
support that collection is probable for this customer class. The customer does
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not have an explicit right to return the product beyond the rescission period
described in the contract; however, it is the time-sharing entity's customary
business practice to repossess such intervals from its customers upon the event
of default given that it can resell such intervals at a price that is equal to or
greater than the original sales price. Total inventory cost of the 100 units is
$250,000 (25 percent cost-of-product percentage as calculated using the rela-
tive sales value). Further, the entity has concluded that all other requirements
for recognizing revenue, as described in FASB ASC 606-10-25-1, have been met
and control of the time-sharing interval has been transferred to the customer.

The entity applies the guidance in FASB ASC 606 to the portfolio of 100 fi-
nanced contracts because it reasonably expects that, in accordance with FASB
ASC 606-10-10-4, the effects on the financial statements of applying this guid-
ance to the portfolio would not differ materially from applying the guidance to
the individual contracts within the portfolio.

Because the time-share entity's customary business practices result in the en-
tity repossessing time-share products upon default and reselling the product
"good as new," the entity would account for the arrangement as if it were the
sale of a product with a partial right of return and the consideration received
from the financing customer includes a variable amount. To estimate the con-
sideration to which the entity will be entitled, the entity decides to use the
expected value method because it is the method that the entity expects to bet-
ter predict the amount of consideration to which it will be entitled consistent
with FASB ASC 606-10-32-8a. Using the expected value method from its static
pool, the entity estimates that 90 percent of its financed sales will not default
and 10 percent of the financed sold intervals will not be collected due to defaults
and the product will be returned. The entity calculates variable consideration
as $810,000 (100 contracts × $9,000 financed amount × 90%) to be included in
transaction price plus $100,000 of nonrefundable deposit for a total of $910,000
time-share revenue.

The entity also considers the guidance in paragraphs 11–13 of FASB ASC 606-
10-32 on constraining estimates of variable consideration to determine whether
the estimated amount of variable consideration ($810,000) can be included in
the transaction price. The time-sharing entity concludes that, based on its sig-
nificant experience in estimating defaults and returns for this customer class
and its underwriting financing practices, its process for applying the expected
value method (using a portfolio approach) in estimating variable consideration
would already incorporate the principles in evaluating constraining estimates
of variable consideration. Thus, the entity concludes that it is probable that it
will collect 90 percent of the financed sales and that a significant reversal in
the cumulative amount of revenue recognized will not occur.

The entity estimates that the costs of recovering the intervals will be immate-
rial and expects that the returned intervals can be resold at a profit and there-
fore no liability has been established for such costs.

Given that the entity has concluded that all other requirements to recognize
revenue have been met, upon transfer of control of the time-share intervals the
entity does not recognize revenue for the estimated defaulted amounts from
repossessed units. Consequently, in accordance with FASB ASC 606-10-32-10
and 606-10-55-23, the entity recognizes the following:
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Cash $100,000 (100 × $1,000 nonrefundable deposit)

Notes receivable,2 net $810,000 (100 × $9,000 – 900,000 × 10%)

Revenue $910,000 (900,000 × 90% plus $100,000)

Cost of sales $225,000

Inventory $225,000

The entity applies its cost-of-sales percentage calculated using the relative
sales value method to time-sharing revenue in accordance with FASB ASC 978.
FASB ASC 978-330-35-2 requires the following:

The recording of an adjustment for expected uncollectibles is accom-
panied by a corresponding adjustment to cost of sales and inventory
that is effected through the application of the cost-of-sales percentage.
However, under the relative sales value method, there is no accounting
effect on inventory if a time-sharing interval is repossessed or other-
wise reacquired unless the repossession causes a change in expected
uncollectibles.

Because the value of the returned inventory is already estimated for and in-
cluded in inventory under the time-share cost guidance in FASB ASC 978-
330 and the cost guidance does not change under FASB ASC 606, there is no
accounting for the value of the returned asset in a time-sharing transaction.
There is also no refund liability to account for in a time-sharing transaction.

Assume the same facts in this example except that for 10 of its customers, the
time-share entity institutes a new program in which it sells to customers with
low FICO scores and does not require any down payment (finances the full
$10,000 purchase price). For these customers, the time-share entity concludes
that it does not have the history with this class of customer to meet the re-
quirement in FASB ASC 606-10-25-1(e). For these contracts (or this portfolio of
customers), the time-share entity would not recognize as revenue consideration
received unless it is probable that the entity will collect substantially all of the
consideration to which is it entitled (as required by FASB ASC 606-10-25-1e),
or one of the requirements of FASB ASC 606-10-25-7 is met. The remaining 90
contracts are accounted for in accordance with the preceding paragraphs.

Step 2: Identify the Performance Obligations in the Contract

Identifying Performance Obligations in Time-Share Interval
Sales Contracts
This Accounting Implementation Issue Is Relevant to Step 2: "Identify the Per-
formance Obligations in the Contract," of FASB ASC 606.

Industry Overview
16.2.01 The time-share industry is a sub-set of the hospitality and real es-

tate industry that enables customers to share ownership of fully-furnished va-
cation accommodations. Typically, a purchaser acquires an interest (known as a

2 Be aware that upon adoption of FASB Accounting Standards Update No. 2016-13, Financial
Instruments—Credit Losses, Measurement of Credit Losses on Financial Instruments, the guidance
should be applied to the note receivable.
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"time-share interval") that is either a real estate ownership interest (known as
a "time-share estate") or a contractual right-to-use interest in a single resort
or a collection of resort properties. Time-share ownership provides a mecha-
nism for consumers to purchase a share, or piece of a resort that provides for
occupancy at regular intervals. Time-share intervals can be compared to con-
dominium ownership, in which a building is divided into units and sold to in-
dividuals. Time-sharing takes condominium shared ownership a step further,
by dividing units into fractional time periods (fractions) which are then sold to
individual consumers.

16.2.02 In the United States, most time-share intervals are sold as time-
share estates, which can be structured in a variety of ways including, but not
limited to, a deeded interest in a specified accommodation unit, an undivided
interest in a building or an entire resort, or a beneficial interest in a trust that
owns one or more resort properties. For many purchasers, time-share owner-
ship provides an attractive alternative to traditional lodging accommodations
(such as hotels, resorts, and condominium rentals). In addition to avoiding the
volatility in room rates to which traditional lodging customers are subject,
time-share interval purchasers also enjoy accommodations that are, on aver-
age, more than twice the size of traditional hotel rooms and typically have more
features, such as kitchens and separate living areas. Purchasers who might oth-
erwise buy a second home find time-share a preferable alternative because it
is more affordable and reduces maintenance and upkeep concerns.

16.2.03 Typically, time-share sellers sell time-share intervals for a fixed
purchase price that is paid in full at closing or financed with a loan. The ma-
jority of time-share entities provide financing to their customers at the time of
sale. Time-share resorts are often managed by nonprofit property owners' as-
sociations (owners' association or OA) of which owners of time-share intervals
are members. Most owners' associations are governed by a board of directors
that includes owners and may include representatives of the developer. Some
time-share resorts are held through a trust structure in which a trustee holds
title and manages the property. The board of the owners' association, or trustee,
as applicable, typically delegates much of the responsibility for managing the
resort to a management company, which is often affiliated with the time-share
seller.

16.2.04 After the initial purchase, most time-share plans require the
owner of the time-share interval to pay an annual maintenance fee to the own-
ers' association. This fee represents the owner's allocable share of the costs
and expenses of operating and maintaining the time-share property and pro-
viding program services. This fee typically covers expenses such as housekeep-
ing, landscaping, taxes, insurance, and resort labor; a property management fee
payable to the management company for providing management services; and
an assessment to fund a capital asset reserve account used to renovate, refur-
bish, and replace furnishings, common areas, and other assets (such as parking
lots or roofs) as needed over time. Time-share interval owners typically reserve
their usage of vacation accommodations in advance through a reservation sys-
tem (often provided by the management company or an affiliated entity), unless
a time-share interval specifies fixed usage dates and a particular unit every
year.

16.2.05 Although time-share developers often perform continuing services
after the sale of the time-share interval (such as management and exchange
services), the additional services provided are readily available and routinely
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provided by alternative third parties. Furthermore, time-share entities have in-
creasingly started operating under the fee-for-service (FFS) model, whereby a
third-party developer initially owns and constructs the property, and the time-
share entity enters into various arrangements with the third-party developer
that allows the time-share entity to generate fees from (a) the sale and mar-
keting of the time-share interval, (b) providing external exchange services (see
paragraph 16.2.21), and (c) providing other services such as accounting, loan
servicing, and hotel and time-share management, without having to bear the
risks associated with construction or ownership of the property. When time-
share entities sell their own proprietary inventory of time-share intervals un-
der non-FFS models, based on the nature of their business, there is often an
incentive for the time-share entity to provide other ongoing services, such as
management services, in addition to the sale of the time-share interval. This
is because those additional services represent a significant opportunity to gen-
erate additional revenues into the future. However, under the FFS model, the
third-party developer's business objective is generally to generate profits solely
through consummating sales of the individual time-share intervals. As such,
the third-party developer generally prefers to limit its involvement to the sale
of the time-share intervals.

Time-Share Interval Products
16.2.06 There are two types of time-share ownership — deeded and non-

deeded. Deeded time-share ownership provides the consumer with a deeded
interest in real property. Non-deeded time-share ownership does not provide
direct ownership of real property; however, risks and rewards akin to owner-
ship are transferred to the buyer. Alternative vacation products are sold that
provide members with the right to use properties but do not transfer risks and
rewards akin to ownership to the buyer (risk of loss and residual interest is re-
tained by seller). These vacation products, which do not transfer the risks and
rewards akin to ownership to the buyer, are not deemed time-share intervals
and accounting for these products is not addressed in this chapter.

16.2.07 Although time-sharing entities sell intervals through various le-
gal structures and standard legal agreements may vary across entities, most
time-sharing entities use standard sales and financing agreements for each of
their different product offerings in executing such transactions. A signed, writ-
ten, contract, outlining the property subject to the arrangement, is customary
for time-share arrangements. Because many time-share transactions consti-
tute sales of real estate, a written contract is required for compliance with legal
requirements in varying jurisdictions.

16.2.08 Over time, the time-sharing industry has introduced a variety of
transaction structures. Time-sharing transactions include the following:

� The sale of fixed time, floating time, points (which may be re-
deemed so that a buyer may occupy a specific property), vacation
clubs, and fractional interests

� The use of time-sharing special-purpose entities
� The right to use property for a specified period.

Regardless of the structure, time-share ownership entitles the owner to reserve,
use, and occupy specific property in accordance with the relevant time-share
plan. Once a time-share seller has sold the interval, the time-share developer
does not have access to or the rights to use the interval unless the purchaser
explicitly allows it.

©2019, AICPA AAG-REV 16.2.08



824 Revenue Recognition

16.2.09 To respond to the provision of exchange services (as described in
paragraph 16.2.21) by third parties and to provide ease of usage and conve-
nience for customers, sellers with multiple resorts or hotel affiliations (or both)
have established systems that enable time-share interval owners to use resorts
across their managed resort portfolio and their affiliated hotel networks. Re-
gardless of the specific product form, these structures provide similar utility
to time-share interval owners. These "club structures" to date have taken var-
ious forms, including those described in the following table as well as hybrids
of these:

Club Structures Description

Trust based club/multi-site
time-share plan

Transfers ownership of time-share interval,
which holds multiple properties and provides
for floating usage and unit type.

Club overlay Transfers ownership of a time-share interval
with a club "overlay" which allows for the
exchange of the occupancy granted through
time-share interval ownership with a
developer affiliated exchange service.

Sale of Time-Share Intervals
16.2.10 Most sales of time-share intervals are to retail customers, who

often choose to use developer-provided financing. Although certain financial in-
stitutions will participate in the securitization or hypothecation of portfolios
of time-sharing receivables, financial institutions typically will not directly fi-
nance the purchase of time-sharing intervals. Therefore, a majority of the sales
price is often financed by the time-share developer through a promissory note
(generally, with a term of 5–10 years) signed by the buyer. The promissory note
is typically a recourse note secured by the time-sharing interval. Delinquency
and default rates on promissory notes vary widely among individual time-share
companies and tend to fluctuate in line with the general state of the economy.

16.2.11 Time-share sellers frequently offer a variety of incentives to buy-
ers to entice them to purchase (for example, payment of assessments fees,
amusement park or airline tickets). The incentive given to a particular cus-
tomer is based on which one the seller believes will incent the customer to close
a sale. Incentives are typically included within the time-share contract. In the
time-share industry, marketing and sales costs are a significant component of
the expense incurred by developers, and on average, equal approximately 41.5
percent of gross sales of time-share interval.3

Time-Share Usage
16.2.12 Owners typically reserve their usage of vacation accommodations

in advance through a reservation system (often provided by the management
company or an affiliated entity) unless a time-share interval specifies fixed us-
age dates and a particular unit every year. In addition, owners can gain ac-
cess to alternative uses (for example, hotel stays, tours, cruises, alternative
time-share locations) by way of a nonmonetary exchange transaction with an

3 Financial Performance 2016: A Survey of Timeshare & Vacation Ownership Companies pro-
duced by Deloitte & Touche LLP on behalf of the ARDA International Foundation.
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exchange service. Typically, time-share interval owners make an annual elec-
tion to exchange their usage for an alternative accommodation using exchange
services, which are often referred to as "club memberships."4 Today, exchange
services typically take one of the following two forms:

a. Seller Exchange Services. Sellers and affiliates of the seller facili-
tate exchange by time-share interval owners of annual occupancy
for alternative uses. Sellers typically charge a fee for providing this
service (annual fee, transaction based fee).

b. External Exchange Services. In addition to seller exchange services,
sellers of all sizes typically also affiliate with vacation ownership
exchange providers in order to give customers the ability to ex-
change their rights to use their time-share intervals into a broader
network of resorts. These external exchange services charge fees
for providing this service (annual fee, transaction based fee).

Significant Change to Historical Accounting Model
16.2.13 Under FASB ASC 606, time-share entities are required to eval-

uate what the buyer is buying versus what the seller is selling in evaluating
contracts with customers. This represents a significant shift for the time-share
industry from accounting guidance that has been applied preadoption of FASB
ASC 606.

Identifying Performance Obligations
16.2.14 Under FASB ASC 606, after identifying the contract, an entity

should evaluate the contract terms and its customary business practices to
identify the promised goods and services within the contract with the customer,
and determine which of those goods and services are performance obligations
(that is, the unit of accounting for purposes of applying the standard).

16.2.15 FASB ASC 606-10-25-19 states the following:

A good or service that is promised to a customer is distinct if both of
the following criteria are met:

a. The customer can benefit from the good or service either on
its own or together with other resources that are readily
available to the customer (that is, the good or service is
capable of being distinct).

b. The entity's promise to transfer the good or service to the
customer is separately identifiable from other promises in
the contract (that is, the promise to transfer the good or
service is distinct within the context of the contract).

16.2.16 The following considerations relate to the non-FFS model. For con-
siderations related to the FFS model, see the subsequent section, "Fee for Ser-
vice Considerations."

Identifying Promised Goods or Services
16.2.17 In determining promised goods or services to be assessed, FASB

ASC 606-10-25-16 provides the criteria for identifying both explicit and implicit

4 Note that the terms "club membership" and "exchange services" are used interchangeably
throughout this chapter.
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promises to a customer. A signed, written, contract, outlining the property sub-
ject to the arrangement, is customary for time-share arrangements. Promised
goods and services in a typical time-share arrangement are generally explicitly
stated in the written contract with the customer. As many time-share transac-
tions constitute sales of real estate, a written contract is required for compliance
with legal requirements in varying jurisdictions.

16.2.18 The sale of a time-share interval generally involves the transfer
of real estate to a customer in the form of a partial ownership in a property or
a group of properties. There are typically two types of time-share ownership —
deeded and non-deeded. Deeded time-share ownership provides the customer
with a deeded interest in real property (legal determination). Non-deeded time-
share ownership does not provide direct ownership of real property (legally
time-share interval does not constitute real estate); however, risks and rewards
akin to real estate ownership are transferred to the buyer.5 Alternative vaca-
tion products are sold which provide members with the right to use properties
but do not transfer risks and rewards akin to real estate ownership to the buyer
(that is, risk of loss and residual interest is retained by seller). These vacation
products, which do not transfer the risks and rewards akin to real estate own-
ership to the buyer, are not deemed time-share intervals.

16.2.19 In the United States, time-share interval sales are subject to sub-
stantial regulation and are required to be registered in the states in which
they are sold. These regulations typically require a public offering statement
to be provided to customers which details significant matters to be considered
prior to purchasing a time-share interval and disclosures of each party's rights
and obligations under the time-share interval sales arrangement. Various in-
ternational jurisdictions have comparable disclosure requirements. Judgment
will be required in assessing whether any implicit promises exist based upon
reasonable customer expectations (for example, material customer rights to ac-
quire future products at discounts that exceed the range of discounts typically
given for those goods or services, general business practices result in implied
promises to the customer).

16.2.20 The following promises may be included in a typical time-share
interval sale contract:6

a. Delivery of time-share interval
b. Delivery of noncash sales incentives7

c. Club membership (promise to provide exchange services)

16.2.21 Exchange services allow time-share interval owners the ability to
exchange their right to use the time-share accommodations they own for alter-
native occupancy, goods, or services owned by third parties. Entities should con-
sider their club membership arrangements to determine if ongoing exchange
services are part of the initial time-share interval sales contract or an option
thereunder. If the exchange services are an option, in accordance with FASB
ASC 606-10-55-42, entities should consider whether the option gives rise to a

5 This chapter does not address non-deeded time-share ownership.
6 Over the past several decades, time-share products have evolved significantly in response to

changing customer preferences and demands. It is expected that time-sharing products will continue
to evolve in the future, and entities will need to consider the facts and circumstances pertaining to the
specific promises in the then current time-share interval contract to ensure appropriate evaluation.

7 A product or service that the seller of a time-sharing interval provides to the buyer at the point
of sale in connection with their purchase of a time-share interval.
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performance obligation if that option provides a material right to the customer
that it would not receive without entering into that contract. External exchange
company fee information is publicly available, which may assist entities in as-
sessing whether annual fees paid for developer provided exchange services are
at market rates and as such whether a material right exists.

16.2.22 Certain club memberships may provide for varying incidental ben-
efits, such as complimentary bottled water, newspapers, or discounts on prod-
ucts and services. These additional promises should be assessed to determine
if they are immaterial in the context of the contract (as described in FASB
ASC 606-10-25-16A) or provide customers with a material right (as described
in FASB ASC 606-10-25-16B).

16.2.23 FinREC believes that if the following promises related to the time-
share interval sales arrangement have been made to a party (that is, owners'
association) other than the customer to the time-share interval contract, the
promises should not be evaluated as part of the time-share interval sales con-
tract.

a. Mechanism for usage (reservation system at time of purchase and
operations of resort are promised services under a separate contract
[management agreement] with an owners' association), for which a
separate fee is paid to the OA by the time-share interval purchaser.

b. Promised amenities8

Determining Whether Goods or Services Are Capable of Being Distinct
16.2.24 FASB ASC 606-10-25-20 explains that

A customer can benefit from a good or service in accordance with para-
graph 606-10-25-19(a) if the good or services could be used, consumed,
sold for an amount that is greater than scrap value, or otherwise held
in a way that generates economic benefit.

16.2.25 BC97 of FASB ASU No. 2014-09 states (in part) the following:

The Boards decided that a good or service must possess some specified
minimum characteristics to be accounted for separately. Specifically,
the good or service must be capable of being distinct—that is, the good
or service is capable of providing a benefit to the customer either on
its own or together with other resources that are readily available to
the customer.

16.2.26 BC99 of FASB ASU No. 2014-09 further notes (in part) the follow-
ing:

The Boards noted that, conceptually, any good or service that is reg-
ularly sold separately should be able to be used on its own or with
other resources. Otherwise, there would be no market for an entity to
provide that good or service on a standalone basis.

16.2.27 BC100 of FASB ASU No. 2014-09 states the following:

The Boards observed that the assessment of whether the "customer
can benefit from the goods or services on its own" should be based

8 Examples of amenities include golf courses, clubhouses, tennis courts, recreational facilities,
and parking facilities. In typical time-share resorts, the ownership of amenities is transferred to the
OA or retained by the time-share entity.
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on the characteristics of the goods or services themselves instead
of the way in which the customer may use the goods or services.
Consequently, an entity would disregard any contractual limitations
that might preclude the customer from obtaining readily available re-
sources from a source other than the entity.

16.2.28 FinREC believes a time-share entity should consider the following
in evaluating whether the typical promises within a time-share sales arrange-
ment are capable of being distinct in accordance with FASB ASC 606-10-25-
19A:

a. Delivery of time-share interval
i. Time-share intervals are readily available from a multi-

tude of sources, including time-share developers and the
time-share resale market, with or without club member-
ships. This is further evidenced in the FFS model, as a
third-party developer engaged in a FFS model generally
limits its involvement strictly to consummating sales of
the individual time-share intervals (as opposed to being
involved in the provision of ongoing services such as club
membership). In this case, the time-share entity is not sell-
ing the time-share interval, but rather is selling the club
membership and providing noncash incentives (if applica-
ble), which demonstrates that these services are sold sep-
arately.

ii. A number of time-share entities sell time-share intervals
separately from club membership (club membership is op-
tional).

iii. The time-share intervals are routinely delivered sepa-
rately from other goods and services and remain functional
without the club membership or sales incentives.

b. Delivery of sales incentive
i. Noncash incentives are provided to a customer that the

customer could elect to purchase separately. Historical
noncash sales incentives have represented items that are
readily available from other sources (for example, theme
park tickets, credit toward future occupancy).

ii. Cash incentives can be either cash or an incentive provided
to a customer that the buyer would otherwise be required
to pay for example, closing costs or first year maintenance
fees). Pursuant to the guidance in FASB ASC 606-10-32-
25, FinREC believes that cash sales incentives should be
accounted for as consideration payable to a customer and
a reduction of the transaction price (in circumstances in
which the customer has not provided a distinct good or ser-
vice to the entity for the consideration) rather than as a
performance obligation or an expense.

c. Club membership (to the extent that the club membership is deter-
mined to be a promise in the contract as opposed to an administra-
tive task or an option)

i. External exchange programs provide services akin to club
membership. Further, internal exchange programs have
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been established by a number of time-share entities which
allow for owners with differing product forms to enroll.

ii. Time-share entities engaged in an FFS model regularly
provide club membership services to the purchasers of the
time-share intervals because, under an FFS model, a time-
sharing entity is providing marketing and selling services
to the third-party developer, who is the party selling the
time-share interval to the purchaser.

Determining Whether Goods or Services Are Separately Identifiable
(Distinct Within the Context of the Contract)

16.2.29 FASB ASC 606-10-25-21 states the following:

In assessing whether an entity's promises to transfer goods or services
to the customer are separately identifiable in accordance with para-
graph 606-10-25-19(b), the objective is to determine whether the na-
ture of the promise, within the context of the contract, is to transfer
each of those goods or services individually, or instead, to transfer a
combined item or items to which the promised goods or services are
inputs. Factors that indicate that two or more promises to transfer
goods or services to a customer are not separately identifiable include,
but are not limited to, the following:

a. The entity provides a significant service of integrating the
goods or services with other goods or services promised in
the contract into a bundle of goods or services that rep-
resent the combined output or outputs for which the cus-
tomer has contracted. In other words, the entity is using
the goods or services as inputs to produce or deliver the
combined output or outputs specified by the customer. A
combined output or outputs might include more than one
phase, element or unit.

b. One or more of the goods or services significantly modifies
or customizes, or is significantly modified or customized by,
one or more of the other goods or services promised in the
contract.

c. The goods or services are highly interdependent or highly
interrelated. In other words, each of the goods or services
is significantly affected by one or more of the other goods
or services in the contract. For example, in some cases,
two or more goods or services are significantly affected by
each other because the entity would not be able to fulfill
its promise by transferring each of the goods or services
independently.

16.2.30 BC29 of FASB ASU No. 2016-10, Revenue From Contracts With
Customers (Topic 606): Identifying Performance Obligations and Licensing,
states (in part) that

entities should evaluate whether the multiple promised goods or ser-
vices in the contract are outputs or, instead, are inputs to a combined
item (or items). The inputs to a combined item (or items) concept
might be further explained, in many cases, as those in which an en-
tity's promise to transfer the promised goods or services results in a
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combined item (or items) that is greater than (or substantively differ-
ent from) the sum of those promised (component) goods and services.

16.2.31 BC30 of FASB ASU No. 2016-10 states the following:
As an alternative approach, the Board considered whether the prin-
ciple should be based on the concept of separable risks. Under this
alternative, individual goods or services in a bundle would not have
been distinct if the risk that an entity assumes to fulfill its obligation
to transfer one of those promised goods or services to the customer was
inseparable from the risk relating to the transfer of the other promised
goods or services in that bundle. The explanation in paragraph BC103
of Update 2014-09 highlights that when evaluating whether an en-
tity's promise to transfer a good or service is separately identifiable
from other promises in the contract, one should consider the relation-
ship between the various goods or services within the contract in the
context of the process of fulfilling the contract. The Board decided to ex-
clude the terminology in Topic 606 because the Board understood from
previous outreach efforts throughout the course of the development of
Topic 606 that the concept was not well understood by stakeholders.
However, the Board acknowledges that the notion of separable risk
continues to influence the separately identifiable concept.

16.2.32 BC32 of FASB ASU No. 2016-10 states (in part) the following:
The Board decided to reframe the existing factors in paragraph 606-
10-25-21 to more clearly align those factors with the re-articulated
separately identifiable principle ... ... That is, the separately identifi-
able principle is intended to evaluate when an entity's performance in
transferring a bundle of goods or services in a contract is, in substance,
fulfilling a single promise to the customer. Therefore, the entity should
evaluate whether two or more promised goods or services (for exam-
ple, a delivered item and an undelivered item) each significantly affect
the other (and, therefore, are highly interrelated or highly interdepen-
dent) in the contract. The entity should not merely evaluate whether
one item, by its nature, depends on the other (for example, an unde-
livered item that would never be obtained by a customer absent the
presence of the delivered item in the contract or the customer having
obtained that item in a different contract). Furthermore, the Board
concluded that it may be clearer to structure those factors to identify
when the promises in a bundle of promised goods or services are not
separately identifiable and, therefore, constitute a single performance
obligation.

16.2.33 BC33 of FASB ASU No. 2016-10 states (in part) the following:
The Boards observed that the evaluation of whether two or more
promises in a contract are separately identifiable also considers the
utility of the promised goods or services (that is, the ability of each
good or service to provide benefit or value). This is because an entity
may be able to fulfill its promise to transfer each good or service in
a contract independently of the other, but each good or service may
significantly affect the other's utility to the customer. The "capable of
being distinct" criterion also considers the utility of the promised good
or service, but merely establishes the baseline level of economic sub-
stance a good or service must have to be "capable of being distinct."
Therefore, utility also is relevant in evaluating whether two or more
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promises in a contract are separately identifiable because even if two
or more goods or services are capable of being distinct because the cus-
tomer can derive some economic benefit from each one, the customer's
ability to derive its intended benefit from the contract may depend on
the entity transferring each of those goods or services.

16.2.34 FinREC believes a time-share entity should consider the following
in evaluating whether the promised goods or services identified in a typical
time-share interval sales arrangement are separately identifiable:

a. Do the time-share interval, noncash sales incentive, and club mem-
bership (the three promises in aggregate) represent a combined out-
put for which the customer has contracted?

i. The noncash sales incentive is separately identifiable from
both the time-share interval and the club membership if it
does not need to be used in conjunction with the time-share
interval or the club membership.

ii. For most noncash sales incentives consisting of credits for
future occupancy, FinREC believes that the sales incentive
is separately identifiable as similar services are offered by
a variety of hospitality companies.

b. Is the time-share interval and club membership a combined item?
Does the club membership significantly affect the customer's ability
to use the time-share interval?

i. Time-share entities are not typically providing a signifi-
cant service of integrating the time-share interval and the
club membership into a combined output. Time-share en-
tities generally promise to deliver the time-share interval
and then provide exchange services based upon availabil-
ity at a future date. The time share interval is not changed
or modified in anyway by the exchange services such that
the services are fundamentally "additive" to the customer
rather than something that creates a changed, combined
item.

ii. Time-share intervals and club memberships are not highly
interrelated or highly interdependent if the customer's
ability to use and benefit from the time-share interval is
not significantly affected by the club membership. That is,
if the entity can fulfill its promise to transfer the time-
share interval independent from its promise to provide
club membership, this provides evidence that the deliver-
ables are not interdependent and that each does not signif-
icantly affect the other. That is, the benefits, features, and
usage of the time-share interval are independent of those
of the club membership.

1. If time-share interval owners have the legal abil-
ity and right to use their time-share interval re-
gardless of the presence of the club membership
this should be indicative that the time-share in-
terval and the club membership are not a com-
bined output.

iii. A club membership does not significantly affect the cus-
tomer's ability to use the time-share interval if the club
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membership is not a unique service and can be readily ob-
tained from alternative providers. Neither the club mem-
bership nor the sale of the time-share interval significantly
affect the other, if, the time-share entity can transfer each
independently of its promise to transfer the other. That is,
the time-share interval is not changed by the club mem-
bership (the time-share interval with or without the club
membership still represents, for example, a right to use a
specified unit in a particular location). Entities will need to
determine whether the promises to provide the club mem-
bership services and the sale of the time-share interval
result in a combined item that is greater than (or substan-
tively different from) the sum of those two items individu-
ally. Typically, club membership services are not substan-
tively different when provided in connection with the sale
of a time-share interval as compared to without the sale
of a time-share interval. That is, the club membership and
time-share interval are not functionally interdependent.
Entities should consider, based upon individual facts and
circumstances, whether the developer provided exchange
services are required to maintain utility of the time-share
interval.

iv. Services provided in connection with a club membership
are routinely provided for by third-party exchange compa-
nies.

v. Contracts for the legal transfer of time-share intervals are
often subject to time-share specific regulations and regis-
tration requirements in varying jurisdictions (that is, indi-
vidual states within the United States have varying time-
share registration requirements). This may indicate that
the time-share interval and other promises within the con-
tract are not interrelated as the other promises generally
are not subject to these regulations and registration re-
quirements.

c. Are the risks associated with fulfilling the promise to transfer the
time-share interval separable from the risks associated with fulfill-
ing the promise to provide club membership?

i. Typically, the risks associated with providing the time-
share interval are attributed to construction and delivery
of the time-share resort property.

ii. Typically, the risks associated with providing ongoing club
membership services include identifying and negotiating
exchange alternatives.

d. Following are some facts and circumstances regarding continued
provision of club membership and exchange services.

i. Time-share sales disclosure documents typically require
signed acknowledgement that a buyer has read the con-
tent. Those disclosure documents typically describe that
any ancillary benefits (club membership) may be sub-
ject to change and, availability and complete elimination
at the discretion of the seller exchange provider. Often,
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club memberships are renewed on an annual basis or
owner opt-out provisions exist. When time-share interval
arrangements provide for termination by the seller of club
membership and exchange services or the time-share in-
terval owner (or both), at any time and without penalty,
FinREC believes that this could indicate that the promises
of the time-share interval and club membership and ex-
change services are not interdependent and the underly-
ing risk of transferring the time-share interval is separa-
ble from the ongoing club membership. Specifically, if the
entity could cease to offer club membership and exchange
services to the customer at any time, there would be no risk
to the satisfaction of delivery of the time-share interval to
the customer.

ii. Additionally, to the extent additional promised goods or
services are identified entities will need to determine if
they are separately identifiable or constitute a single per-
formance obligation as part of the club membership.

16.2.35 The implementation example outlined in paragraphs 150E and
150F in FASB ASC 606-10-55 (Case D — Promises are Separately Identi-
fiable — Contractual Restrictions), explains that a contractual restriction re-
quiring a customer to use the entity's services does not change the characteris-
tics of the goods or services themselves, nor does it change the entity's promises
to the customer. In the example in FASB ASC 606-10-55-150E, the inclusion of
contractual restrictions requiring a customer to use the entity's service did not
change the evaluation of whether the promised goods and services are distinct.

16.2.36 Entities should consider the example included in paragraphs
150E and 150F of FASB ASC 606-10-55 when evaluating whether contractual
restrictions require a customer to obtain exchange services from the seller; how-
ever, FinREC does not believe contractual restrictions would change the eval-
uation of whether the time-share interval and club membership are distinct
promised goods or services.

Fee for Service Considerations
16.2.37 Under the FFS model, a third-party developer owns the time-

share intervals being sold, and the time-share entity is involved in other on-
going activities such as the management of the property. Accordingly, FinREC
believes that the sale of the time-share interval would not be a performance
obligation of the time-share entity to the time-share interval purchaser, but
rather a performance obligation of the third-party developer.

16.2.38 Though the time-share entity may have marketing and sales obli-
gations to the developer under separate arrangements,9 these would not be
considered promised goods or services to the time-share owner. Notwithstand-
ing the fact that the sale of the time-share interval may not be a performance
obligation to the customer under the FFS model, FinREC believes that the con-
siderations noted in the preceding accounting analysis would also be applicable
under the FFS model. That is, FinREC believes that an entity may reach similar

9 Time-share entities in the fee-for-service model should separately evaluate the appropriate
accounting under FASB ASC 606, Revenue from Contracts with Customers, for arrangements entered
into with third-party developers.
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conclusions on the identification of performance obligations to the extent that
the facts and circumstances noted previously are consistent with FFS arrange-
ments. That is, an entity may determine that it has two performance obligations
to an owner of (a) club membership and (b) noncash incentives (depending on
whether these are provided by the time-share entity or the third-party devel-
oper).

16.2.39 The following examples of various time-share arrangements with
exchange rights are meant to be illustrative. The actual determination of iden-
tifying performance obligations in time-share arrangements with exchange
rights should be based on the facts and circumstances of an entity's specific
situation.

Example 16-2-1 — Time-Share Interval Only

This example has the following assumptions:

a. The arrangement between the time-share entity and the customer
transfers a real estate interest in the form of partial ownership in
a single property or group of properties.

b. The customer's ownership rights include the right to stay in any of
the properties within the group of properties in which they have an
ownership interest in.

c. There are no exchange rights available to the customer as part of
the transaction.

d. Management services, inclusive of providing a mechanism for us-
age (a reservation system), are a promised service under a separate
contract with the OA.

e. Ownership of promised amenities will be transferred to the OA, not
the individual time-share customers.

Based on the specifics of the example, FinREC believes that the management
services and the completion and transfer of amenities are promises made to a
party other than the customer to the time-share interval sales contract, and as
such, do not constitute performance obligations of the time-share interval sales
contract.

FinREC also believes that any requirement to set up the customer account
within the reservation system is an administrative task that does not trans-
fer a good or service to the customer, and as such, in accordance with FASB
ASC 606-10-25-17 would not be considered a performance obligation.

The time-share entity has determined that the delivery of the time-share inter-
val is the only performance obligation within the contract with the customer.

The time-share entity should apply paragraphs 23–30 of FASB ASC 606-10-25
to determine whether the performance obligation is satisfied at a point in time
or over time.

Example 16-2-2 — Time-Share Interval Plus Ability to Opt Into Ex-
change Services

The promised goods and services are the same as in example 16-2-1, except that
the time-share customer can elect to opt into exchange services that allow the
customer to exchange the right to use the owned time-share accommodations
for alternative occupancy, goods, or services owned by a third party.

In this example, FinREC believes that the promised goods and services are
capable of being distinct in accordance with FASB ASC 606-10-25-19a because
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similar time-share intervals are sold by competitors and exchange services are
provided by third parties. That is, the customer can benefit from the goods or
services either on their own or together with other readily available resources.

Based on assessment of the factors in FASB ASC 606-10-25-21, FinREC be-
lieves that, in this example, the promise to transfer each good or service to the
customer is separately identifiable from other promises in the contract in ac-
cordance with FASB ASC 606-10-25-19b. As the exchange services are optional,
and the customer could elect to only purchase the time-share interval, the time-
share interval and the exchange services are clearly separable. As such, if a
customer opts into the exchange services at the time of purchase of the time-
share interval, delivery of the time-share interval and delivery of the exchange
services will constitute separate performance obligations.

In the case in which the customer did not opt into the exchange services at the
time of purchase of the time-share interval, the time-share entity will need to
assess whether a customer option to opt into the exchange services at a later
date constitutes a material right under FASB ASC 606-10-55-42.

The time-share entity should apply paragraphs 23–30 of FASB ASC 606-10-25
to determine whether each performance obligation is satisfied at a point in time
or over time.

Example 16-2-3 — Time-Share Interval Plus Exchange Services

The promised goods and services are the same as in example 16-2-2, except that
the arrangement includes exchange services (not optional), to the extent that
future exchange services are provided.

In this example FinREC believes that the promised goods and services are ca-
pable of being distinct in accordance with FASB ASC 606-10-25-19a because
similar time-share intervals are sold by competitors and exchange services are
provided by third parties.

Based on assessment of the factors in FASB ASC 606-10-25-21 and the specific
facts and circumstances in the following list, FinREC believes that the promise
to transfer each good or service to the customer is separately identifiable from
other promises in the contract in accordance with FASB ASC 606-10-25-19b.

a. The time-share entity is not using the time-share interval and the
exchange services as inputs to produce a combined output. The
time-share entity is not providing a significant service of integrat-
ing the time-share interval and the exchange services into a bun-
dled product for which the customer has contracted as discussed in
FASB ASC 606-10-25-21a. The time-share entity determines that
the arrangement with the customer is to deliver the time-share in-
terval separately from the exchange services, as opposed to a com-
bined item that is comprised of the time-share interval and the ex-
change services. This is evidenced by the fulfillment of the separate
promises to provide the time-share interval at closing and the ex-
change services in the future, subject to the payment of ongoing
fees.

b. The time-share entity determines that exchange services will not
significantly customize or modify the time-share interval as de-
scribed in FASB ASC 606-10-25-21b but will solely act to facil-
itate an exchange of the occupancy provided by the time-share
interval with another willing party. Additionally, the time-share
interval does not significantly customize or modify the exchange
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services. Although the time-share interval may affect the number
of points or perks awarded in connection with the exchange services
and club membership (additional points for the sale of a time-share
interval with a higher value), the nature of exchange services is not
modified or customized. The exchange services represent an addi-
tional service rather than a modification or customization of the
time-share interval. Though the exchange services may provide ad-
ditional ease-of-use and benefits to the customer in relation to use
of the time-share interval, the exchange services do not transform,
change, or result in a combination with the time-share interval.

c. The time-share interval and the exchange services are not highly
interdependent or highly interrelated as described in FASB ASC
606-10-25-21c. Though the exchange services, by default, are depen-
dent upon the closing of the time-share interval (customer cannot
use exchange services without the time-share interval), those ser-
vices do not significantly affect the customer's ability to derive bene-
fit from the time-share interval on its own. The customer can benefit
from the time-share interval without the existence of the exchange
service (use the property underlying their time-share interval), or
with other readily available resources (for example, exchange ser-
vices available from alternative providers). If the exchange rights
were cancelled, the customer would continue to have the rights as-
sociated with the time-share interval and the utility of the time-
share interval itself would not be diminished.

d. The risks associated with providing the time-share interval are sep-
arable from the risks associated with providing ongoing exchange
services as discussed in BC30 of FASB ASU No. 2016-10. The risks
associated with providing the time-share interval are typical for
construction and delivery of real estate (for example, materials, la-
bor, legal and regulatory approvals, and weather.) The risks associ-
ated with providing ongoing exchange services include identifying
alternative occupancy, goods or services and potentially monetizing
any occupancy rights exchanged by the time-share interval owner.

If, based on different facts and circumstances, the time-share entity determines
that the sale of the time-share interval and exchange services are not sepa-
rately identifiable, FASB ASC 606-10-25-22 would require that the promise to
provide the time-share interval and the exchange services be combined into a
single performance obligation. If the nature of the promise to the customer is
to transfer a combined unit to which the promised goods or services are inputs
and the utility of the time-share interval depends on the customer's ability to
exercise the exchange rights, FinREC believes that the assessment of the fac-
tors in FASB ASC 606-10-25-21 would indicate that the goods and services are
highly interrelated and not separately identifiable.

The time-share entity should apply paragraphs 23–30 of FASB ASC 606-10-25
to determine whether each performance obligation is satisfied at a point in time
or over time.

Example 16-2-4 — Time-Share Interval Plus Exchange Services Plus
Sales Incentives

The promised goods and services are the same as in example 16-2-3, except as
follows:

a. The time-share interval contract also includes two sales incentives:
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i. Credits for future occupancy (noncash) and

ii. Payment of the current year's exchange dues (cash).

In addition, pro-rated maintenance fees (to reimburse the developer
for those previously funded) and various closing costs (for example,
title insurance, mortgage stamp docs) will also be required to be
funded by the customer at closing.

b. The cash sales incentive (current year exchange dues) is deemed
consideration payable to a customer that is not in exchange for
a distinct good or service from the customer and as such will be
treated as a reduction of the transaction price.

The entity has determined that the following promises exist within the contract
with the customer:

a. Delivery of time-share interval.

b. Delivery of noncash sales incentive.

c. Club membership. The terms of the contract with the customer pro-
vide for provision of exchange services for one year, subject to au-
tomatic annual renewals, and as such the club membership consti-
tutes a promise.

In this example, FinREC believes that the noncash sales incentive for credits
for future occupancy is capable of being distinct because similar services are
offered by a variety of hospitality companies as discussed in FASB ASC 606-
10-25-19a. FinREC also believes that the noncash sales incentive for credits for
future occupancy is distinct in the context of the contract as it does not need
to be used in combination with the time-share interval or exchange services as
discussed in FASB ASC 606-10-25-19b.

In addition, the time-share entity will need to assess whether the option to re-
new the club membership for additional annual periods constitutes a material
right under FASB ASC 606-10-55-42.

The time-share entity should apply paragraphs 23–30 of FASB ASC 606-10-25
to determine whether each performance obligation is satisfied at a point in time
or over time.

Step 4: Allocate the Transaction Price to the Performance
Obligations in the Contract

Allocating the Transaction Price to Performance Obligations
This Accounting Implementation Issue Is Relevant to Step 4: "Allocate the Trans-
action Price to the Performance Obligations in the Contract," of FASB ASC 606.

16.4.01 For contracts with more than one performance obligation or that
contain a single performance obligation comprising a series of distinct goods or
services, the transaction price should be allocated to each performance obliga-
tion or, if certain conditions are met, to each distinct good or service in the series
(for example, to each daily provision of service). In accordance with FASB ASC
606-10-32-29, the transaction price should be allocated to each performance
obligation identified on a relative standalone selling price basis (determined
as of contract inception), except as specified for allocating discounts in para-
graphs 36–38 of FASB ASC 606-10-32 and for allocating variable consideration
in paragraphs 39–41 of FASB ASC 606-10-32.
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Step 5: Recognize Revenue When (or as) the Entity Satisfies a
Performance Obligation

Satisfaction of Performance Obligations
This Accounting Implementation Issue Is Relevant to Step 5: "Recognize Revenue
When (or as) the Entity Satisfies a Performance Obligation," of FASB ASC 606.

16.5.01 FASB ASC 606-10-25-23 explains that revenue should be recog-
nized when (or as) an entity satisfies a performance obligation by transferring
control of a good or service to a customer. Time-share entities should consider
the specific terms of the contract with a customer when evaluating when the
time-share entity satisfies its performance obligation to deliver the time-share
interest.

16.5.02 FASB ASC 606-10-25-24 provides that for each performance obli-
gation identified in a contract with a customer, an entity shall determine at
contract inception whether it satisfies the performance obligation over time or
at a point in time. If an entity does not satisfy a performance obligation over
time, the performance obligation is satisfied at a point in time.

16.5.03 When evaluating whether a customer obtains control of a time-
share interest, a time-share entity should consider any agreement to repur-
chase the asset in accordance with paragraphs 66–78 of FASB ASC 606-
10-55, based upon the specific facts and circumstances of its contracts with
customers.

16.5.04 For example, time-share interest contracts often include terms
that give the time-share entity an option to repurchase the time-share inter-
est being sold to a customer if the customer subsequently plans to accept a
bona fide offer from a third party to purchase the time-share interest. If the
time-share entity exercises its right of first refusal, the repurchase transaction
would be subject to terms and conditions that are similar to those in the bona
fide offer the customer received from the third party. FinREC believes that the
time-share entity's right of first refusal would not, on its own, prevent the cus-
tomer from obtaining control of the asset as defined in FASB ASC 606-10-25-
25. A time-share entity's right of first refusal generally allows the time-share
entity to influence the determination of the party to whom its customer subse-
quently sells the asset but not whether, when, or for how much the subsequent
sale is made. Further, the right of first refusal is only activated if the customer
has already made the decision to sell the asset (the customer could continue
to choose to use the asset indefinitely and is not constrained in doing so by
the right of first refusal). Consequently, the time-share entity's right of first
refusal typically does not limit the customer's ability to direct the use of the
asset or to obtain substantially all the remaining benefits from the asset. Also,
typically there are no commitments to repurchase the asset nor put provisions
that would allow the customer to require the time-share entity to repurchase
the asset. As such, the time-share entity would conclude that there are no re-
purchase provisions in the contract with the customer that would affect the
revenue accounting under paragraphs 66–78 of FASB ASC 606-10-55.

16.5.05 This section provides considerations in the assessment that a
time-share entity should perform, once it has concluded that control of the
timeshare interest transfers at a point in time, to determine the point in
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time at which it satisfies its performance obligation to deliver a time-share
interest.10

Performance Obligations Satisfied at a Point in Time
16.5.06 To determine the point in time at which a customer obtains control

of a time-share interest, the time-share entity should consider the terms of its
contract and the guidance on control in paragraphs 23–26 of FASB ASC 606-
10-25 and the indicators of transfer of control in FASB ASC 606-10-25-30.

16.5.07 FASB ASC 606-10-25-25 states (in part) the following:

Control of an asset refers to the ability to direct the use of, and obtain
substantially all of the remaining benefits from, the asset. Control in-
cludes the ability to prevent other entities from directing the use of,
and obtaining the benefits from, an asset. The benefits of an asset are
the potential cash flows (inflows or savings in outflows) that can be
obtained directly or indirectly in many ways, such as:

a. Using the asset to produce goods or provide services (in-
cluding public services)

b. Using the asset to enhance the value of other assets
c. Using the asset to settle liabilities or reduce expenses
d. Selling or exchanging the asset
e. Pledging the asset to secure a loan
f. Holding the asset

16.5.08 FASB ASC 606-10-25-30 states the following:

If a performance obligation is not satisfied over time in accordance
with paragraphs 606-10-25-27 through 25-29, an entity satisfies the
performance obligation at a point in time. To determine the point in
time at which a customer obtains control of a promised asset and the
entity satisfies a performance obligation, the entity shall consider the
guidance on control in paragraphs 606-10-25-23 through 25-26. In ad-
dition, an entity shall consider indicators of the transfer of control,
which include, but are not limited to, the following:

a. The entity has a present right to payment for the
asset — If a customer presently is obliged to pay for an as-
set, then that may indicate that the customer has obtained
the ability to direct the use of, and obtain substantially all
of the remaining benefits from, the asset in exchange.

b. The customer has legal title to the asset — Legal title may
indicate which party to a contract has the ability to direct
the use of, and obtain substantially all of the remaining
benefits from, an asset or to restrict the access of other en-
tities to those benefits. Therefore, the transfer of legal title
of an asset may indicate that the customer has obtained
control of the asset. If an entity retains legal title solely
as protection against the customer's failure to pay, those

10 Refer to the section "Identifying Performance Obligations in Time-Share Interval Sales Con-
tracts," in paragraphs 16.2.01–16.2.39 of this chapter, for identification of performance obligations in
a time-share sales arrangement.
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rights of the entity would not preclude the customer from
obtaining control of an asset.

c. The entity has transferred physical possession of the asset
— The customer's physical possession of an asset may in-
dicate that the customer has the ability to direct the use of,
and obtain substantially all of the remaining benefits from,
the asset or to restrict the access of other entities to those
benefits. However, physical possession may not coincide
with control of an asset. For example, in some repurchase
agreements and in some consignment arrangements, a
customer or consignee may have physical possession of an
asset that the entity controls. Conversely, in some bill-and-
hold arrangements, the entity may have physical posses-
sion of an asset that the customer controls. Paragraphs
606-10-55-66 through 555-78, 606-10-55-79 through 55-
80, and 606-10-55-81 through 55-84 provide guidance on
accounting for repurchase agreements, consignment ar-
rangements, and bill-and-hold arrangements, respectively.

d. The customer has the significant risks and rewards of own-
ership of the asset — The transfer of the significant risks
and rewards of ownership of an asset to the customer may
indicate that the customer has obtained the ability to di-
rect the use of, and obtain substantially all of the remain-
ing benefits from, the asset. However, when evaluating the
risks and rewards of ownership of a promised asset, an en-
tity shall exclude any risks that give rise to a separate per-
formance obligation in addition to the performance obliga-
tion to transfer the asset. For example, an entity may have
transferred control of an asset to a customer but not yet
satisfied an additional performance obligation to provide
maintenance services related to the transferred asset.

e. The customer has accepted the asset — The customer's ac-
ceptance of an asset may indicate that it has obtained the
ability to direct the use of, and obtain substantially all of
the remaining benefits from, the asset. To evaluate the ef-
fect of a contractual customer acceptance clause on when
control of an asset is transferred, an entity shall consider
the guidance in paragraphs 606-10-55-85 through 55-88.

16.5.09 Present right to payment for the asset. Time-share interest sales
are unique in that the Contract for Purchase (contract) and seller-provided fi-
nancing agreement (that is, note and mortgage) are executed at the point of
sale.11 Typically, at the point of sale, customers make a deposit and sign a fi-
nancing agreement for the remainder or pay the entire purchase amount. In
some instances, the remaining funds or the execution of a financing agreement
occur at a later date.

16.5.10 Typically, following the execution of the contract, customers have
a contractual or statutory period of time in which they can void the contract
without cause and with no penalty (consumer is refunded entirely if contract is

11 Entities should consider the guidance in paragraphs 15–19 of FASB ASC 606-10-32 in deter-
mining the transaction price when a significant financing component exists.
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cancelled during rescission period). For time-share contracts that have passed
the rescission period, time-share entities should consider any contract provi-
sions and business practices to determine whether they have the right to pay-
ment for the time-share interest.

16.5.11 Legal title. Legal title of the time-share interest may or may not be
indicative of transfer of control. Although there may be relevant jurisdictional
requirements for the transfer of title to a customer, time-share entities should
consider the impact of title transfer on the customer's ability to direct the use
of, and obtain substantially all the remaining benefits from, the time-share in-
terest. Although transfer of legal title by the seller occurs in many time-sharing
arrangements, the timing of the transfer may vary depending on the company's
business practices and legal requirements in a particular jurisdiction. Typically,
in transactions in which title does transfer, the customer completes all the doc-
uments to transfer title at or near the time the contract is entered into; however,
the actual legal transfer may take place at a later date. Contract-for-deed ar-
rangements are defined as "a purchase contract by which the seller agrees at
some future point, when the purchaser has paid a specified portion of the price
of the time-sharing interval, to convey title to the purchaser. The transfer of
title may not be dependent on other factors or contingencies." As indicated in
FASB ASC 606-10-25-30b, legal title is an indicator to consider in determin-
ing which party to a contract has the ability to direct the use of, and obtain
substantially all the remaining benefits from, an asset or to restrict the access
of other entities to those benefits. In many time-sharing arrangements, the ac-
tual transfer of title is viewed as more administrative in nature and may not be
substantive from the customer's perspective. Under these circumstances, title
transfer may not be an indicator of which party has the ability to direct the use
of, and obtain substantially all the remaining benefits from, the time-sharing
interest. Depending on the facts and circumstances of time-sharing arrange-
ments, time-share entities will need to evaluate the relevant impact of legal
title as an indicator of transfer of control.

16.5.12 Risks and rewards of ownership. When evaluating risks and re-
wards of ownership, FinREC believes a time-share entity should consider the
following when determining the point in time at which control is transferred:

a. Rights to appreciation in value of the time-share interest

i. The time-share entity should consider the provisions of the
contract with the customer to determine at what point in
time the customer obtains the right to all appreciation in
value of the time-share interest.

ii. This may include identifying the contractual terms gov-
erning default by the time-share entity.

b. Unrestricted usage of the time-share interest

i. The time-share entity should consider the point in time at
which customers obtain the right to occupy the underlying
property, subject to the governing documents of the time-
share plan (including, but not limited to the reservation
system rules.)

c. Ability to transfer or sell the time-share interest

i. The time-share entity should consider the terms of their
contractual arrangements to determine when customers
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have the unrestricted ability to transfer or sell the time-
share interest.

(1) Requirements for the time-share entity to consent
to any transfer should be considered.

(a) The requirement to satisfy any outstand-
ing financing prior to transfer of the
time-share interest should not affect this
assessment.

d. Ability to grant a security interest in the time-share interest

i. Time-share entities should consider the point in time at
which customers have the ability to grant a security inter-
est in the time-share interest.

e. Absorbing all the declines in market value

i. Time-share entities should consider the point in time at
which customers obtain the risk of any decrease in value
of the time-share interest.

ii. Time-share entities should consider whether customers
absorb only a portion of the decline in market value be-
cause they can limit their loss to the deposit by defaulting
on their contract or seller-provided financing.

f. Incurring losses due to theft or damage of the asset

i. The time-share entity should consider the point in time
at which the customer is responsible for casualty-related
damage.

16.5.13 Customer acceptance. As contracts provide a clear description of
the specific time-share interest to be provided and, typically, there is no further
customer inspection or acceptance required after the point of sale, FinREC be-
lieves that customer acceptance would not affect the entity's determination of
whether the customer has obtained control of the time-share interest, consis-
tent with the guidance in FASB ASC 606-10-55-86.

16.5.14 Other. FinREC believes that physical possession will not be a sig-
nificant consideration in determining transfer of control of time-share interests
because time-share interests represent an undivided or shared ownership in-
terest, and customers do not retain physical possession of the subject property.

16.5.15 FinREC believes that the ability to modify the time-share interest
will not be a significant consideration in determining transfer of control because
typically, per the terms of the governing documents, purchasers do not have a
right to modify the time-share interest or make alterations to any of the time-
share property at any time.

16.5.16 None of the indicators in FASB ASC 606-10-25-30 are meant to be
individually determinative. FASB clarified that the indicators are not meant to
be a checklist and not all of them must be present to determine that the other
party has gained control. As explained in BC155 of FASB ASU No. 2014-09, the
indicators are factors that are often present when a buyer has obtained control
of an asset, and the list is meant to help entities apply the principle of control
in FASB ASC 606-10-25-25. An entity should consider all relevant facts and
circumstances to determine whether control has transferred.
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16.5.17 The considerations in paragraphs 16.5.10–16.5.15 that a time-

share entity should consider when determining when it has transferred control
of the time-share interest in a time-share sales arrangement with a customer
are meant to be illustrative and supplement the time-share entity's assessment
of FASB ASC 606-10-25-25. Different conclusions may be reached by time-share
entities based on specific facts and circumstances of their contracts with cus-
tomers.

Revenue Streams

Management Fees
This Accounting Implementation Issue Is Relevant to Accounting for Manage-
ment Fees Under FASB ASC 606.

General Considerations and Background
16.6.01 A time-share developer or seller typically forms an owners associ-

ation (OA), which is subject to significant rules and regulations based on where
the OA is organized, to manage the day-to-day operations (including mainte-
nance, reservation services, and overall operations) of a time-share resort. The
activities of an OA are governed by its declaration, bylaws, and a board of direc-
tors that includes time-share interval owners and representatives of the time-
share developer or seller for as long as the time-share developer or seller owns
interests in the units. Because the time-share developer or seller owns a ma-
jority of units at the beginning of the selling period of a project, it typically will
appoint members of the OA's board of directors. Generally, the time-share de-
veloper or seller will control the makeup of the OA's board of directors until
the point at which statutory requirements compel turnover or upon sell out of
a time-share resort.

16.6.02 Typically, the OA will hire a manager to handle the day-to-day op-
erations of the time-share resort, which is often an affiliate of the original time-
share developer. The manager of the time-share resort is entitled, per the time-
share management agreement, to a management fee. Further, in most states
within the United States, statutory regulations provide the OA with the legal
right to hire or terminate the manager.

16.6.03 Time-share resorts typically incur significant operating costs,
such as costs of property taxes, repairs and maintenance, and reservation sys-
tems. Time-share interval owners are responsible for paying for the costs of
owning their intervals. Because there are many time-share interval owners for
a given time-share resort and they own the underlying real estate in common,
a centralized mechanism (that is, an annual maintenance fee) is generally used
to collect each time-share interval owner's share of those costs of ownership and
to pay for operating costs. After the initial purchase of the time-share interval,
most time-share resorts require the owner of the time-share interval to pay an
annual maintenance fee to the OA. This fee represents the time-share interval
owner's allocable share of the costs and expenses of operating and maintaining
the time-share resort underlying the time-share interval they own, including
management fees and expenses, taxes, insurance, program services (such as
reservation services), and other related costs.

16.6.04 For example, time-share interval owner A purchases a time-share
interval at resort X. Time-share interval owner A's annual maintenance fee
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will consist of their proportionate share of costs and expenses of operating and
maintaining solely resort X. Time-share interval owner B purchases a time-
share interval in a multi-site time-share plan (resorts Y and Z). Time-share
interval owner B's annual maintenance fee will consist of their proportionate
share of the costs and expenses of operating and maintaining both resorts Y
and Z.

16.6.05 Although time-share sellers often perform continuing services for
the OA after the sale of the time-share interval (that is, management, exchange
services, and so on), the additional services provided are readily available and
routinely provided by alternative third parties.

16.6.06 Although the terms of a specific time-share management agree-
ment may vary, the following is a noncomprehensive list of some of the activities
that may be included in a typical time-share management agreement (collec-
tively, "time-share management services"):

a. Provision of property management services to the OA (for exam-
ple, maintenance, room access and security, housekeeping, food and
beverage, in-room entertainment, employment of resort employees,
association of the property with the brand, and so on)

b. Provision of time-share plan management services to the OA (for
example, reservation services)

c. OA administration, including attending OA and board of director
meetings and preparing minutes

d. OA financial services, such as billing, collections, cash management,
and accounting. These services primarily relate to the collection of
the annual OA assessments from the time-share interval owners

16.6.07 Overall, the terms of the time-share management agreement, in-
cluding services contracted for and the fee structure, are approved by the board
of directors of the OA. The OA is charged with approving the annual operat-
ing budget for the property. Further, in most states within the United States,
statutory regulations provide the OA with the legal right to hire or terminate
the manager. Given these considerations, the OA would generally be considered
the customer in time-share management arrangements.

Contract Combination
16.6.08 In some cases, elements of an overall time-share management re-

lationship may be memorialized in separate legal documents. Because these
separate arrangements are generally negotiated at or near the same time with
the same counterparty (that is, the OA), an entity should consider whether the
contracts should be combined for accounting purposes in accordance with FASB
ASC 606-10-25-9. FASB ASC 606-10-25-9 explains that if any of the following
three criteria are met, the contracts should be combined:

a. The contracts are negotiated as a package with a single commercial
objective.

b. The amount of consideration to be paid in one contract depends on
the price or performance of the other contract.

c. The goods or services promised in the contracts (or some goods or
services promised in each of the contracts) are a single performance
obligation in accordance with paragraphs 606-10-25-14 through 25-
22.
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16.6.09 Although the specific facts and circumstances of each arrange-

ment entered into at or near the same time with the OA must be analyzed
separately considering the preceding guidance, FinREC believes that ancillary
agreements executed in conjunction with a time-share management agreement
(that is, for administration services, accounting services, and so on) generally
meet the preceding criteria and should be combined for the purposes of ap-
plying the guidance in FASB ASC 606. The combined contract would represent
the contract to which the remainder of the revenue model should be applied (for
example, performance obligations will be determined based upon the combined
contract(s)).

Identifying Separate Performance Obligations
16.6.10 Under FASB ASC 606, after identifying the contract, an entity

must evaluate the contract terms and its customary business practices to iden-
tify the promised goods and services within the contract with the customer (that
is, the OA) and determine which of these goods and services are performance
obligations (that is, the unit of accounting for purposes of applying the stan-
dard). In accordance with FASB ASC 606-10-25-14, a performance obligation is
defined as a promise in a contract with a customer to transfer either (a) a good
or service (or bundle of goods or services) that is distinct, or (b) a series of dis-
tinct services that are substantially the same and that have the same pattern
of transfer to the customer.

16.6.11 Activities included in a typical time-share management agree-
ment include property maintenance, room access and security, housekeeping,
food and beverage, employment of resort employees, association of the property
with the brand, reservation services, OA administration and financial services,
and so on. However, given the time-share entity's promise to the customer (that
is, the OA) is to collectively provide time-share management services, those
tasks are activities to fulfill the time-share management services and are not
separate performance obligations. This conclusion is consistent with example
12A in paragraphs 157b–c of FASB ASC 606-10-55.

16.6.12 However, each increment of the promised time-share management
service (that is, each day) is distinct in accordance with FASB ASC 606-10-25-19
because the OA can benefit from each day of service on its own (that is, each day
is capable of being distinct), and each day of service is separately identifiable
because no day of service significantly modifies or customizes another. Also, no
day of service significantly affects the time-share entity's ability to provide or
the OA's ability to benefit from another day of service.

Series of Distinct Services
16.6.13 Under paragraphs 14–15 of FASB ASC 606-10-25, a series of dis-

tinct goods or services that are substantially the same and that have the same
pattern of transfer to the customer is considered a single performance obliga-
tion if both of the following are met:

a. Each distinct good or service in the series is a performance obliga-
tion satisfied over time.

b. The same method would be used to measure progress towards sat-
isfaction of each distinct good or service in the series.

16.6.14 Under FASB ASC 606-10-25-27, a performance obligation is sat-
isfied over time if one of the following is met:
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a. The customer simultaneously receives and consumes the benefits
provided by the entity's performance as the entity performs.

b. The entity's performance creates or enhances an asset that the cus-
tomer controls as the asset is created or enhanced.

c. The entity's performance does not create an asset with an alter-
native use to the entity, and the entity has an enforceable right to
payment for performance completed to date.

16.6.15 As manager of the time-share resort, the time-share entity's obli-
gation is to provide time-share management services to the OA over the dura-
tion of the time-share management agreement. The time-share management
services meet the criteria in paragraphs 14–15 of FASB ASC 606-10-25 to be
considered a series of distinct goods or services that should be considered a
single performance obligation because of the following:

a. The time-share management services are substantially the same
each day and such services are performed as the nature of the un-
derlying promise is the same (that is, to provide time-share man-
agement services) even though the underlying tasks or activities
may vary from day to day. Therefore, the time-share management
services have the same pattern of transfer as both the criteria in
FASB ASC 606-10-55-15 are met.

b. Because the OA simultaneously receives and consumes the ben-
efits provided by the time-share entity's performance of the time-
share management services as the time-share entity performs on
each day, each day is considered a performance obligation satisfied
over time in accordance with FASB ASC 606-10-25-27a.

c. The same measure of progress would be used to measure the time-
share entity's progress towards satisfying its obligation to provide
the time-share management service each day (that is, a time-based
output method).

16.6.16 Based on the preceding criteria and the facts and circumstances
documented within, FinREC believes the time-share management services rep-
resent a series of distinct goods or services (for example, days of time-share
management services) that should be accounted for as a single performance
obligation. Thus, the time-share management services are a series of distinct
services in which each day is distinct. Refer to the section "Performance Obliga-
tions Satisfied Over Time or at a Point in Time," in paragraphs 16.6.17–16.6.21,
for additional details surrounding such conclusion.

Performance Obligations Satisfied Over Time or at a Point in Time
16.6.17 According to paragraphs 23–24 of FASB ASC 606-10-25

An entity shall recognize revenue when (or as) the entity satisfies
a performance obligation by transferring a promised good or service
(that is, an asset) to a customer ...
For each performance obligation identified in accordance with 606-10-
25-4 through 25-22, an entity shall determine at contract inception
whether it satisfies the performance obligation over time (in accor-
dance with paragraphs 606-10-25-27 through 25-29) or at a point in
time (in accordance with paragraph 606-10-25-30). If an entity does
not satisfy a performance obligation over time, the performance obli-
gation is satisfied at a point in time.

AAG-REV 16.6.15 ©2019, AICPA



Time-Share Entities 847
16.6.18 FinREC believes that, generally, the time-share management ser-

vices revenue (that is, management fee and cost reimbursements) would be
recognized over time, given that the customer simultaneously receives and con-
sumes the benefits provided (or services) by the time-share entity as they are
performed over the term of the time-share management agreement (consistent
with FASB ASC 606-10-25-27a).

16.6.19 Although paragraph 16.6.18 concludes that a time-share entity
typically transfers the time-share management services performance obliga-
tion in a typical time-share management agreement over time, in accordance
with FASB ASC 606-10-25-27a, the time-share entity should determine the
appropriate measure of progress for the time-share management performance
obligation.

16.6.20 In accordance with paragraphs 16–21 of FASB ASC 606-10-55,
methods that can be used to measure an entity's progress toward complete
satisfaction of a performance obligation satisfied over time include (i) output
methods and (ii) input methods. Input methods recognize revenue on the basis
of the entity's efforts or inputs to the satisfaction of a performance obligation
(for example, resources consumed, labor hours expended, costs incurred, time
elapsed, or machine hours used) relative to the total expected inputs to the
satisfaction of that performance obligation.

16.6.21 In the case of the time-share management services, the OA si-
multaneously receives and consumes the benefits from the time-share man-
agement services as the time-share entity performs by making such services
continuously available to the OA over the time-share management agreement.
Additionally, the management fees and cost reimbursements received relate
directly to the time-share entity's efforts expended in each given day (or pe-
riod). Therefore, FinREC believes that most time-share entities should conclude
that they transfer such time-share management services over time and will use
time elapsed as the measure of progress for the time-share management per-
formance obligation. The time-share entity would then recognize revenue allo-
cated to each distinct day (or month) on the day or month in which the service
relates.

Principal Versus Agent Considerations
16.6.22 Per the terms of the time-share management agreement, a time-

share entity may be reimbursed for its costs to provide time-share management
services. These costs may include reimbursement of payroll and related bene-
fits for employees of the time-share entity, costs incurred for services which
are subcontracted, and so on. As such, the time-share entity should evaluate
whether it is the principal or agent in the provision of the time-share manage-
ment services in accordance with paragraphs 36–39 of FASB ASC 606-10-55.
Given that the principal agent analysis is to be performed on the specified good
or service (that is, at the performance obligation level), such analysis would be
performed on the time-share management services performance obligation.

16.6.23 FASB ASC 606-10-55-37 explains that an entity is a principal if it
controls the specified good or service before that good or service is transferred
to a customer. FASB ASC 606-10-55-37 also explains that an entity that is a
principal in a contract may satisfy its performance obligation to provide the
specified good or service itself, or it may engage another party (for example,
a subcontractor) to satisfy some or all of a performance obligation on its be-
half. Given these considerations, a key factor in the determination of whether a
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time-share entity is considered a principal or an agent in the performance
of the time-share management services is whether the time-share entity con-
trols the time-share management services prior to the transfer to the OA, both
per the terms of the time-share management agreement and in practice.

16.6.24 FinREC believes that a time-share entity that has concluded its
obligation to the customer is the provision of time-share management services
would also conclude that it is the principal in providing the time-share man-
agement services to the OA, given that it controls the time-share management
services. This is true even if the time-share entity subcontracts with third-party
vendors for a portion of the time-share management services because the time-
share entity controls and determines the goods or services to be provided by
third parties to the OA.

16.6.25 FASB ASC 606-10-55-39 provides factors that a time-share entity
should consider in determining whether it is acting as a principal or agent for
the provision of time-share management services:

a. Responsibility for fulfillment (FASB ASC 606-10-55-39a). The time-
share entity is primarily responsible for the fulfillment of the time-
share management services, which includes any and all outsourced
services and cost reimbursements. If such services are outsourced
to a third party, the time-share entity would typically still be re-
sponsible for the subcontractor or vendor's performance, as the
time-share entity would have responsibility for the acceptability of
the services.

b. Inventory risk (FASB ASC 606-10-55-39b). Time-share entities
should consider the nature of their arrangements to determine
whether inventory risk is applicable. Time-share entities typically
do not acquire inventory, which is then transferred to an OA.
Rather, time-share entities assist an OA in procuring inventory on
an as needed basis, after obtaining a contract to provide time-share
management services.

c. Discretion in establishing prices (FASB ASC 606-10-55-39c). Be-
cause most time-share entities work directly with the OA (or board
of directors) to determine an annual budget, which typically set the
amount of fees the OA will reimburse for the provision of time-
share management services and the costs that are reimbursable,
the time-share entity has discretion in setting the price it charges
the OA for the specific time-share management services.

16.6.26 Based on the analysis in paragraph 16.6.25, and consistent with
the principles in FASB ASC 606-10-55-39A, the fact that the time-share entity
is responsible for fulfillment of the time-share management services is the most
relevant factor in the principal versus agent assessment. FinREC believes that
when this is the case, the time-share entity is the principal in the provision of
time-share management services and, therefore, would recognize revenue for
time-share management services (including cost reimbursements) on a gross
basis.

Determining the Transaction Price
16.6.27 As noted in paragraphs 2–3 of FASB ASC 606-10-32, an entity

should consider the terms of the contract and its customary business practices
to determine the transaction price. The transaction price is the amount of con-
sideration to which an entity expects to be entitled in exchange for transferring
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promised goods or services to a customer, excluding amounts collected on behalf
of third parties (for example, some sales taxes). The consideration promised in
a contract with a customer may include fixed amounts, variable amounts, or
both.

16.6.28 The nature, timing, and amount of consideration promised by a
customer affect the estimate of the transaction price. When determining the
transaction price, an entity should consider the effects of the following:

a. Contract term. The contract term represents the period over which
an entity is required to estimate variable consideration. In the case
in which a time-share management agreement is noncancellable
(that is, cannot be terminated without cause), the contract term is
equal to the stated term of the contract, and the time-share entity
would be required to estimate the transaction price over the stated
contract term.

b. Estimating and allocating variable consideration. Variable consid-
eration may be allocated entirely to a single performance obligation
or to a distinct service that forms part of a series of distinct services
that makes up a single performance obligation, if the variable pay-
ment terms relate to the specific performance of a service and the
allocation of the variable consideration entirely to the single per-
formance obligation is consistent with the allocation objective.

c. Constraining estimates of variable consideration. An entity must
estimate the amount of variable consideration to which it expects
to be entitled, considering the risk of significant revenue reversal.

d. The existence of a significant financing component. Per FASB ASC
606-10-32-17, a contract with a customer would not have a signif-
icant financing component if a substantial amount of the consid-
eration promised by the customer is variable. Typical time-share
management contracts do not provide for significant upfront pay-
ments or significantly in arrears. As such, there would most likely
be no significant financing component.

e. Noncash consideration. Entities will have to determine whether the
terms of their time-share management agreements promise any
consideration in a form other than cash. However, most time-share
management agreements do not promise any consideration to the
time-share entity in a form other than cash. As such, this would not
typically be applicable to the time-share management agreement.

f. Consideration payable to a customer. An entity must determine
whether consideration payable to a customer represents a reduc-
tion of the transaction price, a payment for a distinct good or ser-
vice, or a combination of the two. Further discussion follows.

16.6.29 The time-share entity is entitled to a management fee and cost
reimbursements for services it provides. The compensation for the time-share
entity's services is primarily funded by the time-share interval owners through
periodic OA assessments. Although, the time-share entity may bill or collect
the assessments, or both, from time-share interval owners on behalf of the OA,
these amounts are not deemed consideration payable to a customer nor are they
part of the transaction price for the time-share management services because
the time-share entity is acting in the capacity of an agent for the OA.
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16.6.30 Although the payments made by the OA to the time-share entity
for its time-share management services may vary, typically, fee structures are
a combination of the following:

a. Management fee equal to a specified percentage of assessments
or the annual OA budget (for example, 10 percent of assessment
amounts billed to time-share interval owners or 10 percent of the
annual OA budget) (referred to herein after as management fee)

b. Reimbursement of reasonable costs incurred in providing time-
share management services under the time-share management
agreement (referred to herein after as cost reimbursements)

16.6.31 The fee structures in most time-share management agreements
would be considered variable because the fees are based on the total amount of
assessments or the projected OA budget, or both. The time-share entity would
consider such fees to be variable consideration in estimating the transaction
price in accordance with paragraphs 5–13 of FASB ASC 606-10-32. In addi-
tion, the time-share entity must also evaluate for consideration payable to a
customer, as in certain cases, the time-share entity may pay the OA for cer-
tain management fees and cost reimbursements related to intervals for which
it retains ownership.

Consideration Payable to a Customer
16.6.32 As each time-share interval owner is responsible for their portion

of the annual assessments, the time-share entity would typically be responsible
for paying the OA for the assessments for all time-share intervals it owns.

16.6.33 The payments made by the time-share entity to the OA for assess-
ments related to any time-share intervals owned by the time-share entity are
deemed consideration payable to a customer because cash payments are made
directly to the OA, which is a customer of the time-share entity. The assess-
ments are, in part, for distinct goods or services provided by the OA (cleaning,
security, and so on). However, to the extent that the portion of the assessments
that the time-share entity pays the OA is for services that the time-share en-
tity will ultimately perform and be compensated for by the OA, along with any
profit margin, the time-share entity is paying itself (through the OA) for man-
agement services. Thus, the time-share entity must reduce revenue based on
the proportion of the assessments it pays.

Allocation of the Transaction Price
16.6.34 According to paragraphs 28–29 of FASB ASC 606-10-32, the objec-

tive when allocating the transaction price is for an entity to allocate the transac-
tion price to each performance obligation (or distinct good or service in a series)
in an amount that depicts the amount of consideration to which the entity ex-
pects to be entitled in exchange for transferring the promised goods or services
to the customer. To meet the allocation objective, an entity should allocate the
transaction price to each performance obligation identified in the contract on
a relative stand-alone selling price basis in accordance with paragraphs 31–
35 of FASB ASC 606-10-32, except as specified in paragraphs 36–38 of FASB
ASC 606-10-32 (for allocating discounts) and paragraphs 39–41 of FASB ASC
606-10-32 (for allocating consideration that includes variable amounts).

16.6.35 In consideration of the allocation objective, FASB ASC 606-10-
32-40 allows a company to allocate a variable amount entirely to a single per-
formance obligation or to a distinct good or service that forms a part of a single
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performance obligation under the series guidance if both of the following are
true:

a. The terms of the variable payment relate specifically to the entity's
efforts to satisfy the performance obligation or transfer the distinct
good or service (or to a specific outcome from satisfying the perfor-
mance obligation or transferring the distinct good or service).

b. It meets the allocation objective.

16.6.36 Additionally, BC285 of FASB ASU No. 2014-09 states (in part) the
following:

Consider the example of a contract to provide hotel management ser-
vices for one year (that is, a single performance obligation in accor-
dance with paragraph 606-10-25-14(b)) in which the consideration is
variable and determined based on two percent of occupancy rates. The
entity provides a daily service of management that is distinct, and the
uncertainty related to the consideration also is resolved on a daily ba-
sis when the occupancy occurs. In those circumstances, the Boards did
not intend for an entity to allocate the variable consideration deter-
mined on a daily basis to the entire performance obligation (that is,
the promise to provide management services over a one-year period).
Instead, the variable consideration should be allocated to the distinct
service to which the variable consideration related, which is the daily
management service.

16.6.37 The fees in a time-share management agreement are structured
to be specifically related to the time-share entity's efforts to transfer the time-
share management services performance obligation. As previously noted, time-
share management services are a series of daily services for which the uncer-
tainty regarding the consideration is resolved (a) on an annual basis as the
assessments and number of time-share intervals are known prior to the com-
mencement of the given year and (b) on a daily (or periodic) basis as cost reim-
bursements are earned. Under FASB ASC 606-10-32-29, to meet the allocation
objective, variable consideration must be allocated on the basis of stand-alone
selling price to the services under the arrangement, except when allocating con-
sideration that includes variable amounts (as addressed in paragraphs 39–41
of FASB ASC 606-10-32). This issue is addressed in TRG Agenda Ref. No. 39,
Application of the Series Provision and Allocation of Variable Consideration,
which provides four examples in which other methods of allocation would be
acceptable:

a. The fee is consistent over the duration of the contract.
b. The fee declines in a manner commensurate with the decline in the

entity's cost to deliver the goods or services.
c. The fee is commensurate with the entity's standard pricing prac-

tices with similar customers.
d. The fee is commensurate with the value of the goods or services

delivered to the customer.

16.6.38 When allocating the variable consideration to each of the distinct
services within the series, a time-share entity should evaluate whether the fee
specifically relates to its efforts to satisfy the promises under the contract and
the outcome of providing the distinct service (or the provision of time-share
management services). FinREC believes that given that the terms of the vari-
able consideration relate specifically to a time-share entity's efforts to transfer
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each distinct good or service daily, the allocation of the fees (including man-
agement fees and cost reimbursements) to the daily services provided during
the period in which they are billable (subject to constraint) meet the allocation
objective consistent with item (d) in preceding TRG Agenda Ref. No. 39. This
conclusion is also consistent with example 12A in paragraphs 157B–E of FASB
ASC 606-10-55 and BC285 in FASB ASU No. 2014-09.

16.6.39 The following example is meant to be illustrative, and the actual
accounting under FASB ASC 606 should be based on the facts and circum-
stances of an entity's specific situation.

Example 16-6-1

A time-share entity designs and builds a time-share resort to sell time-share
intervals. After constructing the resort, the time-share entity enters into a time-
share management agreement with the OA for a 10-year term. The terms of the
time-share management agreement state that the time-share entity will act as
manager of the time-share resort and provide OA with the following services:

a. Property management services, which includes maintaining the
property, housekeeping, food and beverage services, employment of
the resort employees, and so on

b. Time-share plan management services (that is, reservation ser-
vices)

c. OA administration, billing, and collection services
In exchange for the services provided, the OA will pay the time-share entity
10 percent of all annual assessments billed by the OA and reimburse the time-
share entity for certain expenses incurred for the time-share management ser-
vices provided. Because each time-share interval owner is required to pay their
share of the annual assessments, the time-share entity is also required to remit
to the OA annual assessments for each time-share interval it owns.

The time-share entity determines that the activities in the time-share manage-
ment agreement all assist with the time-share entity's ability to provide time-
share management services and, therefore, are not separate promises within
the contract. Each day of the time-share management service would be distinct
in accordance with FASB ASC 606-10-25-19 as follows: (a) The OA benefits
from each day of the time-share management services on its own and, thus,
each day of time-share management service is capable of being distinct, and (b)
each day is separately identifiable because the time-share management ser-
vices performed on one day do not significantly modify or customize the time-
share management services performed on another day.

The time-share entity evaluates whether the time-share management services
represent a series of distinct services in accordance with paragraphs 14–15
of FASB ASC 606-10-25. The time-share entity determines that the time-
share management services are substantially the same each day. Although the
amount of each specific time-share management activity may vary, such ac-
tivities all relate to the promise to provide time-share management services.
Additionally, because the OA simultaneously receives and consumes the bene-
fits the time-share entity performs, the time-share entity determines that the
time-share management services are satisfied over time, and each day would
be used as the time-share entity's measure of progress to satisfy its promise
to provide the time-share management service each day. Therefore, the time-
share management services represent a series of distinct services in accordance
with paragraphs 14–15 of FASB ASC 606-10-25.
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After determining that the time-share management performance obligation is a
series of distinct daily time-share management services satisfied over the time-
share management agreement, the time-share entity evaluates whether it is a
principal or an agent in providing the time-share management services in or-
der to determine whether revenues should be recognized on a gross (principal)
or net (agent) basis. This determination of whether an entity is acting as a prin-
cipal or agent is performed for each performance obligation identified and, as
such, the time-share entity determines that because it controls the time-share
management services provided to the OA, it is the principal in the provision
of time-share management services. The time-share entity will recognize the
entire transaction price, inclusive of cost reimbursements, on a gross basis.

Next, the time-share entity determines the transaction price, all of which is
deemed variable consideration because consideration is based on a percentage
of the total assessment amount and cost reimbursements. However, the time-
share entity must reduce the transaction price by the proportion of assessments
paid by the time-share entity to the OA because it may not recognize revenue
on services it is paying for itself (through the OA).

The time-share entity considers whether the variable consideration may be al-
located to one or more, but not all, of the distinct days of service in the series
in accordance with FASB ASC 606-10-32-39b. The entity evaluates the crite-
ria in FASB ASC 606-10-32-40 and determines that the terms of the variable
consideration relate specifically to the entity's efforts to transfer each distinct
daily service and that allocation of the variable consideration earned based
on the activities performed by the entity each day to the distinct day in which
those activities are performed is consistent with the overall allocation objective.
Therefore, as each distinct daily service is completed, the variable considera-
tion allocated to that period may be recognized, subject to the constraint on
variable consideration.

At the end of the first month, 80 percent of the time-share intervals have been
sold. The OA has collected $1,200,000 from time-share interval owners for the
12-month term of the management agreement. The time-share entity is en-
titled to $120,000 (that is, 10 percent of annual assessments) plus cost reim-
bursements as compensation for time-share management services for the given
term of the management agreement. During the first month of the management
agreement term, the time-share entity has incurred $4,000 of costs that are el-
igible for reimbursement by the OA. However, because the time-share entity
owns 20 percent of the intervals (that is, the unsold time-share intervals), a
reduction to the transaction price is made for the consideration paid to the OA
by the time-share entity. The time-share entity determines that the transac-
tion price for the first month of the time-share management services is $11,200
(that is, (1/12 of [80% × $120,000]) + [80% × $4,000]).

The time-share entity then considers whether the variable consideration may
be allocated to one or more, but not all, of the distinct days of the time-share
management services in the series in accordance with FASB ASC 606-10-32-
39b. The time-share entity determines that the variable consideration provided
each day relates specifically to the time-share entity's efforts to transfer the
daily time-share management service in the first month and, thus, meets the
allocation objective to allocate the fees to the first month in which such fees
relate.

As the time-share management performance obligation represents a series of
distinct services performed over time, the time-share entity decides to use time
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as its measure of progress. At the end of the first month, the time-share en-
tity recognizes revenue related to the current period time-share management
services provided in the first month by recording the following journal entry:

Debit Credit Debit Credit

Receivable from OA $10,000

Management fee revenue $10,000

To record monthly management fee (1/12th of $120,000 annual).

Management fee revenue $2,000

Maintenance fee expense $2,000

To eliminate management fee revenue for time-share entity owned intervals
(20%).

Cost reimbursement
expense

$4,000

Cost reimbursement
revenue

$4,000

To record cost reimbursements as principal for those costs incurred during the
month.

Cost reimbursement
revenue

$800

Cost reimbursement
expense

$800

To eliminate a portion of cost reimbursements for time-share entity owned
intervals (20%).

The time-share entity would continue to recognize revenue over the time-share
management agreement term for the time-share management fees (that is, the
management fee and cost reimbursements) in the month in which such fees
relate because it represents the time-share entity's satisfaction of the time-
share management performance obligation in the given month.

Other Related Topics

Principal Versus Agent Considerations for Time-Share
Interval Sales
This Accounting Implementation Issue Provides Principal Versus Agent Con-
siderations for Time-Share Interval Sales in Accordance With FASB ASC 606.

Background
16.7.01 Typically, under a traditional time-share arrangement, a pur-

chaser (customer) acquires an interest (known as a time-share interval) that
is either a real estate ownership interest or a contractual right-to-use inter-
est in a single resort or a collection of resort properties, often through a con-
tract entered into between the time-share entity and customer. To incentivize
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the purchase of a time-share interval, sales incentives are typically provided
to a customer at the point of sale at no charge to the customer. As noted in
the section "Identifying Performance Obligations in Time-Share Interval Sales
Contracts" in paragraphs 16.2.01–16.2.39, a contract between the time-share
entity and customer may contain the following promises in the arrangement:

a. Delivery of a time-share interval
b. Delivery of a sales incentive (cash12 or noncash, or both)
c. Club membership

16.7.02 Time-share entities may also operate under the FFS model, in
which a third-party developer initially owns and constructs the property, and
the time-share entity enters into various arrangements with the third-party
developer that allows the time-share entity to generate fees from (i) the sale
and marketing of the time-share interval, (ii) providing external exchange ser-
vices, and (iii) providing other services such as accounting, loan servicing, and
time-share management, without having to invest the capital associated with
construction or ownership of the property.

16.7.03 The purpose of this section is to discuss principal versus agent
considerations in accordance with FASB ASC 606, for (i) arrangements between
time-share entities and customers for the provision of noncash incentives un-
der the traditional time-share model and (ii) arrangements between time-share
entities and developers under the FFS model for the sale of the time-share in-
terval. Principal versus agent considerations that may exist in club member-
ship arrangements are not addressed in this section, as club memberships may
vary significantly depending on the arrangement and should be accounted for
based on the facts and circumstances of the individual entity, consistent with
the principal versus agent guidance in FASB ASC 606 and as illustrated herein.

16.7.04 According to FASB ASC 606-10-55-36, when other parties are in-
volved in providing goods or services to the entity's customer, the entity must
determine whether the nature of its promise is a performance obligation to pro-
vide the specified good or services itself, or to arrange for the goods or services to
be provided by another party. This evaluation is performed by identifying each
specified good or service promised to the customer in the contract and evaluat-
ing whether the entity obtains control of the specified good or service before it
is transferred to the customer.

Identification of Specified Goods or Services
16.7.05 In order to determine whether an entity is acting as principal or

agent when another party is involved in providing goods or services to a cus-
tomer, an entity must first identify each specified good or service to be trans-
ferred to the customer to evaluate whether it is the principal or agent for each
good or service provided in the arrangement. A specified good or service is de-
fined in FASB ASC 606-10-55-36 as each "distinct good or service (or distinct
bundle of goods or services) to be provided to the customer." Although this defi-
nition is similar to that of a performance obligation, FASB noted in paragraph
BC10 of FASB ASU No. 2016-08, Revenue From Contracts With Customers
(Topic 606): Principal Versus Agent Considerations (Reporting Revenue Gross

12 Refer to discussion of treatment of cash sales incentives as a reduction of revenue in the section
"Identifying Performance Obligations in Time-Share Interval Sales Contracts" in paragraphs 16.2.01–
16.2.39.
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Versus Net), that it created this new term because using "performance obli-
gation" would have been confusing in agency relationships. That is, because an
agent's performance obligation is to arrange for goods or services to be provided
by another party, providing the specified goods or services to the end customer
is not the agent's performance obligation.

Principal Versus Agent Determination
16.7.06 After identifying the specified good or service in arrangements

that involve a third-party, the second step in determining the nature of the
time-share entity's promise (that is, whether it is to provide the specified goods
or services or to arrange for those goods or services to be provided by another
party) is for the time-share entity to determine whether the entity controls
the specified good or service before it is transferred to the customer. An entity
cannot provide the specified good or service to a customer (and therefore be a
principal) unless it controls that good or service prior to its transfer. In assess-
ing whether an entity controls the specified good or service prior to transfer to
the customer, FASB ASC 606-10-55-36A(b) requires the entity to consider the
definition of control included in Step 5 of the model under FASB ASC 606-10-
25-25. If, after evaluating the guidance in FASB ASC 606-10-25-25, an entity
concludes that it controls the specified good or service before transfer to the cus-
tomer, the entity is a principal in the transaction. If the entity does not control
that good or service before transfer to the customer, it is an agent.

16.7.07 Because it still may not be clear whether an entity controls the
specified good or service after considering the guidance discussed in the preced-
ing, FASB ASC 606-10-55-39 provides the following three indicators of when an
entity controls the specified good or service and is therefore a principal:

a. The entity is primarily responsible for fulfilling the promise to pro-
vide the specified good or service.

b. The entity has inventory risk before the specified good or service
has been transferred to a customer or after transfer of control to
the customer (for example, if the customer has a right of return).

c. The entity has discretion in establishing the price for the specified
good or service.

16.7.08 The preceding indicators are meant to support an entity's assess-
ment of control, not to replace it. As emphasized in paragraph BC16 of FASB
ASU No. 2016-08, the indicators do not override the assessment of control,
should not be viewed in isolation, do not constitute a separate or additional
evaluation, and should not be considered a checklist of criteria to be met in all
scenarios. FASB ASC 606-10-55-39A highlights that considering one or more
of the indicators often will be helpful, and, depending on the facts and circum-
stances, individual indicators will be more or less relevant or persuasive to the
assessment of control.

Noncash Incentives Under the Traditional Time-Share Model
16.7.09 Noncash incentives are provided to a customer at the point of a

time-share sale to incentivize the purchase of a time-share interval. Given the
foregoing, time-share entities typically do not charge a separate fee for the pro-
vision of noncash incentives. Noncash incentives might consist of credits toward
future occupancy through varying mechanisms, additional points to use within
the same exchange program or club membership, or items that are readily avail-
able from third-party sources (that is, theme park tickets, museum passes, and
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so on). Noncash incentives provided to customers should be analyzed to deter-
mine whether the time-share seller is the principal or agent for the provision of
these goods or services. After identifying the specified good or service, a time-
share seller must assess whether it controls a noncash incentive prior to the
transfer of the noncash incentive to the customer in order to determine whether
it is acting as principal or agent. As the analysis will vary based on the noncash
incentive provided, considerations for the following noncash incentives are dis-
cussed as follows: (i) noncash incentives purchased by the time-share entity
from a third-party, (ii) noncash incentives via points or credits in a third-party
customer loyalty program, and (iii) noncash incentives via one-time use points
or credits in a time-share seller's internal exchange program.

16.7.10 The following examples are meant to be illustrative, and the ac-
tual application of the principal versus agent guidance in paragraphs 36–40
of FASB ASC 606-10-55 should be based on the facts and circumstances of an
entity's specific situation. The examples are meant to represent noncash incen-
tives common in time-share arrangements but may not capture all examples of
noncash incentives.

Example 16-7-1 — Noncash Incentives Purchased by the Time-Share
Entity From a Third-Party (Entity Is a Principal)

This example has the following assumptions:

a. A time-share entity provides the customer with a noncash incentive
in the form of theme park tickets.

b. The time-share entity has purchased a specific number of tickets
from a theme park operator and has paid for those tickets with no
right of return to the theme park operator.

c. The time-share entity determines which customers will receive the
theme park tickets as a noncash incentive and at what point in
time.

d. The theme park operator is responsible for fulfilling obligations as-
sociated with the theme park tickets.

Based upon the specifics of the example and a review of FASB ASC 606-10-25-
25, the time-share entity concludes that with each theme park ticket it pur-
chases from the theme park operator, it obtains control of a right to entry into
the respective theme park (in the form of a ticket) that the time-share entity
then transfers to one of its customers. Consequently, the time-share entity de-
termines that the specified good or service to be provided to its customer is that
right (to entry into the theme park) that the entity controls.

The time-share entity controls the ticket into the theme park before its trans-
fers that specific right to one of its customers because the entity has the ability
to direct the use of that right by deciding whether to use the ticket to fulfill a
contract with a customer and, if so, which contract it will fulfill. The time-share
entity also has the ability to obtain the remaining benefits from that right ei-
ther by reselling the ticket and obtaining all of the proceeds from the sale or,
alternatively, using the ticket itself.

If, after evaluating the guidance in FASB ASC 606-10-25-25, it is still not clear
whether the time-share entity controls the specified good or service, FASB ASC
606-10-55-39 provides three indicators of when an entity controls the specified
good or service and is therefore a principal in the transaction. The indicators
in items b–c of FASB ASC 606-10-55-39 also provide relevant evidence that the
time-share entity controls each specified right (ticket) before it is transferred
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to the customer. The time-share entity has inventory risk with respect to the
ticket because the time-share entity obtained the theme park tickets before
obtaining a contract with a customer for the time-share interval and related
noncash incentive (the theme park ticket). This is because the time-share entity
was obligated to pay the theme park operator, regardless of whether it is able
to obtain a customer to whom to resell the ticket or whether it can obtain a
favorable price for the ticket.

Based upon the specifics of the example, FinREC believes that the time-share
entity would conclude that it is the principal with respect to the noncash in-
centives that are pre-purchased from third-party providers and would recog-
nize revenue on a gross basis at the time the ticket is provided to the customer.
FinREC believes this is consistent with example 47 in paragraphs 325–329 of
FASB ASC 606-10-55, whereby an entity negotiates with an airline to purchase
tickets that it can resell to customers.

FinREC believes that an entity may reach a different conclusion if (1) the time-
share entity does not pre-purchase the theme park tickets, or (2) the time-share
entity pre-purchases the theme park tickets from the theme park operator in
advance but maintains a right of return for any unsold tickets, among oth-
ers. It is possible that these fact patterns could lead to the conclusion that the
time-share entity is an agent with respect to the noncash incentive given to the
customer. See example 16-7-2 for an illustration.

Furthermore, an entity may reach a conclusion that the tickets are immaterial
in the context of the contract based on an analysis of the individual entity's
facts and circumstances as described in FASB ASC 606-10-25-16A.

Example 16-7-2 — Noncash Incentives Purchased by the Time-Share
Entity From a Third-Party (Entity Is an Agent)

This example has the same assumptions as example 16-7-1, except that the
time-share entity purchases and prints theme park tickets from a point of sale
system simultaneously with the issuance to the customer. Purchased tickets
are nonrefundable.

The indicator in FASB ASC 606-10-55-39b provides the most relevant evidence
that the time-share entity does not control each specified right (ticket) before it
is transferred to the customer. The time-share entity does not control the ticket
into the theme park before its transfers that specific right to one of its customers
because the ticket is created through a point-of-sale system momentarily before
transferring the ticket to its customer, as described in FASB ASC 606-10-55-37.

Based upon the specifics of the example, FinREC believes that the time-share
entity would conclude that it is an agent with respect to the noncash incentives
that are purchased from third-party providers simultaneous with the issuance
to the customer and would recognize revenue on a net basis at the time the
ticket is provided to the customer. FinREC believes this is consistent with ex-
ample 48 in FASB ASC 606-10-55-330 to 334, whereby an entity does not have
inventory risk for vouchers because they are not purchased before being sold
to customers and the tickets are nonrefundable.

Example 16-7-3 — Noncash Incentives Via Points or Credits in a Third-
Party Customer Loyalty Program (Entity Is an Agent)

This example has the following assumptions:

a. The time-share entity provides the customer with a noncash in-
centive (customer loyalty points in a third-party customer loyalty
program).
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b. The time-share entity has discretion over how many points are is-

sued and which customers are issued points.

c. The time-share entity is not obligated to purchase any of the third-
party customer loyalty points prior to issuance to customers.

d. The third-party loyalty points may be exchanged for credits at the
time-share entity's managed resorts or for goods or services of the
third-party; however, the program is managed by the third-party.
If a customer elects to use third-party loyalty points for goods or
services that the time-share entity would provide, the time-share
entity will be compensated by the third-party customer loyalty
program.

e. The third-party customer loyalty program operator is responsible
for making any reparations if the service is found to be unaccept-
able.

The time-share entity determines that the specified goods or services provided
to the customer are the third-party loyalty points.

Based upon the specifics of the example and a review of the guidance in FASB
ASC 606-10-25-25, the time-share entity concludes that it does not control the
third-party customer loyalty points before they are provided to the customer
because they are not held by the time-share entity at any point. Furthermore,
the points are created at the time that they are transferred to the customers
and, thus, do not exist before that transfer. Therefore, the time-share entity does
not at any time have the ability to direct the use of the third-party customer
loyalty points or obtain substantially all of the remaining benefits from the
third-party customer loyalty points before they are transferred to customers.

The time-share entity neither purchases nor commits itself to purchase the
third-party customer loyalty points before they are sold to customers. There-
fore, the entity does not have inventory risk with respect to the third-party
customer loyalty points, as described in the indicator in FASB ASC 606-10-55-
39b.

The third party manages its customer loyalty program and, thus, manages
the fulfillment options available in the program. Therefore, after providing the
third-party customer loyalty points to the customer, the time-share entity has
no future obligation for such points, but rather the third party is responsible for
the fulfillment of such future goods or services. The time-share entity is not re-
sponsible for providing the fulfillment of goods or services unless the customer
elects to use the third-party customer loyalty points for goods or services that
the time-share entity may provide.

Based upon the specifics of the example, FinREC believes that the time-share
entity would conclude that it is an agent with respect to the noncash incen-
tive in the transaction. Thus, a time-share seller would recognize revenue on a
net basis at the time the points are transferred to the customer in accordance
with paragraphs 36–39 of FASB ASC 606-10-55. In this example, the amount
of revenue in the transaction would be determined based on the amount of rev-
enue allocated to the noncash incentive in accordance with paragraphs 28–29
of FASB ASC 606-10-32. The entity previously concluded that it had (1) a per-
formance obligation with respect to the time-share interval, and (2) promised a
specified good in the form of points in which it is arranging for another party to
provide the points to the customer. The amount of cost in the transaction would
be based on the amount paid by the time-share seller to the third party for the
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points. The time-share seller would then net the cost against the allocated rev-
enue. For example, the time-share seller determines that the transaction price
is $10,000 and it promises the time-share interval and points to a third-party
loyalty point program. Based upon the allocation guidance in FASB ASC 606,
the time-share seller allocates $9,000 to the time-share interval and $1,000 to
the points (based upon a relative standalone selling price basis). The time-share
seller also pays $900 to the third-party provider for the points. The time-share
seller recognizes revenue in the net amount of consideration to which the entity
will be entitled in exchange for arranging for the third party to provide points
to the customer; in this example, $100.

Example 16-7-4 — Noncash Incentives Via One-Time Use Points or
Credits in a Time-Share Seller's Internal Exchange Program

In some cases, the time-share seller provides the customer with loyalty points
in its own internal exchange program at no additional charge. Generally, the
points in the time-share seller's internal exchange program can be redeemed
at the time-share seller's resort or exchanged for other third-party goods or
services (for example, third-party hotel stays). The time-share seller has dis-
cretion over how many points are issued and to which customers points are
issued. Additionally, these points often contain certain restrictions established
by the time-share seller and often have an expiration date.

This example has the following assumptions:

a. The time-share entity provides the customer with a noncash incen-
tive (customer loyalty points in its own internal exchange program).

b. Generally, the points in the time-share seller's internal exchange
program can be redeemed at the time-share entity's managed re-
sorts or exchanged for other third-party services (for example,
third-party hotel stays).

c. The time-share entity has discretion over how many points are is-
sued and to which customers points are issued.

d. The time-share entity is not obligated to pre-purchase any of the
third-party services and will only make a purchase for the customer
upon the redemption of customer loyalty points.

e. Any third-party service providers are responsible for making any
reparations if the service is found to be unacceptable. However, the
time-share entity would be responsible for making any reparations
if goods or services provided on its own are found to be unaccept-
able.

FASB ASC 606-10-55-36A provides that the assessment of principal versus
agent criteria is based on an assessment of who controls "each specified good or
service before that good or service is transferred to the customer." This assess-
ment cannot be made at the time the customer loyalty points are issued, but
would be made when the customer makes its choice upon redemption. It is at
the time of redemption, when the selected service is known, that the time-share
entity evaluates whether it acts as a principal or agent in regard to the selected
services. Therefore, any consideration allocated to the points at initiation of the
time-share sale should be deferred until such points are redeemed (when the
goods and services are provided).

Redemptions for Goods or Services Provided by the Time-Share Entity

When customer loyalty points are redeemed for services provided by the time-
share entity, a principal versus agent analysis is not required, as there is no

AAG-REV 16.7.10 ©2019, AICPA



Time-Share Entities 861
third party involved in providing the goods or services to the customer. Revenue
allocated to the points would be recognized upon redemption of the points.

Redemptions for Third-Party Goods or Services

At the time of redemption, if the customer chooses a third-party service, the
time-share entity will arrange for that service on the customer's behalf. The
time-share entity then pays the third-party service provider for the services.
The time-share entity is not obligated to pre-purchase any of the third-party
services and will only make a purchase for the customer upon the redemption
of customer loyalty points.

Under this scenario, FinREC believes that the time-share seller would gener-
ally act as an agent because the good or service is never controlled or invento-
ried by the time-share seller prior to it being provided to or redeemed by the
customer. As such, the nature of the promise is to arrange for another party to
provide the underlying good or service to the customer, thus indicating an agent
relationship. However, if the time-share entity obtains control of the goods or
services in advance, it should record revenue and cost on a gross basis.

If, after evaluating the guidance in FASB ASC 606-10-25-25, it is still not clear
whether the time-share entity controls the specified good or service, FASB ASC
606-10-55-39 provides three indicators of when an entity controls the specified
good or service and is therefore a principal in the transaction. When considering
the indicators in FASB ASC 606-10-55-39, the time-share entity considers that
the third party is responsible for fulfilling the promise to provide the specified
service. The time-share entity does not have inventory risk, as it does not ob-
tain the services prior to the election by the customer. However, the time-share
entity may have latitude in establishing redemption value (that is, the number
of points required for redemption) of the goods and services.

Although the criteria in FASB ASC 606-10-55-39 may be mixed with respect to
whether the time-share entity is the principal or the agent with respect to the
redemptions for the third-party services, the criteria carrying the most weight
in the evaluation of the transaction is that the third-party is primarily respon-
sible for fulfilling the promise to provide services. Accordingly, FinREC believes
that the time-share entity would conclude that it is an agent with respect to the
noncash incentive in the transaction. Therefore, the time-share seller would
recognize revenue on a net basis at the time the points are redeemed by the
customer (or transferred to the customer, in the cases in which the customer re-
deems the points for third-party loyalty points) in accordance with paragraphs
36–39 of FASB ASC 606-10-55.

Sale of Time-Share Interval Under the FFS Model
16.7.11 Under the FFS model, a third-party developer initially owns

and constructs the property, and the time-share entity enters into various ar-
rangements with the third-party developer that allows the time-share entity
to generate fees from (i) the sale and marketing of the time-share interval,
(ii) providing external exchange services, and (iii) providing other services such
as accounting, loan servicing, and time-share management, without having to
invest the capital associated with construction or ownership of the property.
Because the developer is the property owner in the FFS model, the contract for
sale of the time-share interval is between the customer and the developer (that
is, the time-share entity is not party to this agreement). Rather, the time-share
entity provides sales and marketing services on behalf of the developer and may
enter into a separate agreement with the time-share customer to provide the
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time-share customer with (i) club membership or (ii) cash or noncash incentives
to help facilitate the sale of the time-share interval, or both (i) and (ii). This
section only addresses the delivery of the time-share interval in FFS arrange-
ments and not club memberships or incentives provided in FFS arrangements.
Entities would need to apply the concepts in FASB ASC 606 when evaluating
club memberships or incentives provided in FFS arrangements.

16.7.12 Although the specific terms may vary, a time-share entity perform-
ing sales and marketing on behalf of the developer typically receives compen-
sation for the sales and marketing services in the form of a commission, which
may be based on a percentage of the ultimate time-share interval sale and may
or may not include an incentive (such as a bonus) or performance-based com-
ponent. The time-share entity, as a sales agent, may have some discretion in
establishing the pricing for the sale of the time-share interval from the devel-
oper to the time-share purchaser; however, such discretion is typically subject
to approval by the developer and subject to established guidelines and param-
eters between the time-share entity and the developer.

16.7.13 FinREC believes that the specified good to be transferred to the
customer in the sale of the time-share interval under the FFS model is the time-
share interval itself, as it is capable of being both distinct and distinct within
the context of the contract in applying the guidance in paragraphs 19–22 of
FASB ASC 606-10-25. However, a time-share entity in a FFS arrangement must
determine whether the nature of its performance obligation to the developer is
to provide the time-share interval itself (that is, it is principal) or to arrange
for the time-share interval to be provided to the customer (that is, it is agent).

16.7.14 As noted previously, under the FFS model, the time-share entity
has an arrangement with the developer to provide the time-share interval to
the customer on behalf of the developer. Therefore, the nature of the service
for the time-share entity in the sale of the time-share interval under the FFS
model is to arrange for the time-share interval to be provided to the customer
by the developer, rather than provide the time-share interval itself. Per FASB
ASC 606-10-55-37, this would suggest that the time-share entity is not acting
as a principal in the sale of the time-share interval under the FFS model, as
the time-share entity does not obtain control of the time-share interval before
it is transferred to the customer. Therefore, the time-share entity would be an
agent in the sale of the time-share interval under the FFS model.

16.7.15 In determining whether the time-share entity controls the time-
share interval prior to the sale of such interval to the customer, the time-share
entity may also consider the indicators of when a customer obtains control of a
promised asset under FASB ASC 606-10-25-30. For example, if the time-share
entity does not take legal title to or physical possession of the time-share in-
terval or assume the significant risks and rewards of ownership of the time-
share interval (which are all indicators of whether control has transferred un-
der FASB ASC 606-10-25-30), this may indicate that the time-share entity is
acting as an agent on behalf of the developer for the sale of the time-share
interval to the customer.

16.7.16 The time-share entity also considers the following indicators un-
der FASB ASC 606-10-55-39 to further support that the time-share entity is
acting as an agent in the sale of the time-share interval:

a. The third-party developer has responsibility for fulfillment, as it
has the primary responsibility for providing the time-share interval
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to the customer, which is evidenced by the purchase agreement exe-
cuted between the customer and the third-party developer. Further,
it is common in the industry for time-share entities to include lan-
guage in their sales and marketing agreement with the developer
that specifies that the time-share entity is only acting as the devel-
oper's agent and the developer is the seller of the time-share inter-
val in contractual agreements related to such sales, including the
purchase agreement and financing agreement with the customer.
This would indicate that the time-share entity is an agent.

b. The time-share entity does not have inventory risk under the FFS
model because it does not take possession of the time-share inter-
val prior to the sale to the customer. Additionally, the time-share
entity generally would not be responsible for any unsold interests,
damages, or other loss to the property at any point in time. This
would indicate that the time-share entity is an agent.

16.7.17 Some time-share entities may have some discretion in establish-
ing the price for the time-share interval sale to the customer as the time-
share entity may be able to determine the prices in accordance with their own
pricing guidelines; however, such discretion in pricing is typically subject to
approval by the developer and subject to established guidelines parameters be-
tween the time-share seller and the developer. However, FASB ASC 606-10-55-
39c acknowledges that an agent may have flexibility in establishing prices in
order to generate additional revenue from its service of arranging for the goods
or services to be provided by other parties to customers. As such, even though
the time-share entity may have some discretion in establishing the price of
the time-share interval in the FFS model, FinREC believes that this indica-
tor would not be determinative in concluding that the time-share entity is not
an agent and that the criteria carrying the most weight in the evaluation of
the transaction is that the third-party developer is primarily responsible for
fulfilling the promise to provide the time-share interval.

16.7.18 Based on the preceding analysis, FinREC believes that time-share
entities with similar fact patterns will determine that they are acting as an
agent in the sale of the time-share interval under the FFS model and will there-
fore recognize revenue on a net basis in the amount of any fees or commissions
to which they are entitled, per the terms of the arrangement with the developer
and in accordance with paragraphs 36–39 of FASB ASC 606-10-55. Time-share
entities with different fact patterns may come to a different conclusion. Any
club memberships or cash or noncash incentives provided by the time-share
entity will need to be evaluated separately.

16.7.19 Furthermore, the analysis herein relates specifically to the FFS
fact pattern presented in the preceding and is not intended to cover all potential
scenarios. For example, some time-share entities may acquire inventory from a
developer prior to sale to the ultimate customer, transferring inventory risk to
the time-share entity. In these scenarios, FinREC believes a time-share entity
may arrive at a principal conclusion, as the entity would likely control the real
estate prior to the transfer to the customer.

Contract Costs
This Accounting Implementation Issue Is Applicable to Accounting for Contract
Costs Under FASB ASC 340-40.
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16.7.20 FASB ASC 340-40 provides guidance on contract costs that are
not within the scope of other authoritative literature. If another accounting
standard precludes the recognition of an asset for a particular cost, then FASB
ASC 340-40 would also not permit the recognition of an asset.

16.7.21 Development costs (or pre-contract costs) represent costs incurred
by a time-sharing entity to develop the resort to be subsequently sold as time-
share interests. Development costs incurred by a time-sharing entity should
first be evaluated to determine if they are included in the scope of other au-
thoritative literature, such as FASB ASC 330, Inventory, FASB ASC 360, Prop-
erty, Plant and Equipment, or FASB ASC 970-340-25, Real Estate Project Costs.
FinREC believes that most costs incurred to develop a property for sale as time-
share interests should be accounted for in accordance with FASB ASC 970-340
and, therefore, would not be subject to the provisions of FASB ASC 340-40. If
development or other pre-contract costs are incurred by a time-sharing entity,
which are not included in the scope of other authoritative literature and are
incurred for a specific anticipated revenue contract, the costs would be recog-
nized as an asset only if they meet all the criteria in paragraphs 5–8 of FASB
ASC 340-40-25.

16.7.22 As discussed in FASB ASC 340-40-25-5, only costs incurred for
resources that directly relate to a contract (or anticipated contract) that will be
used to satisfy future performance obligations and are expected to be recovered
are eligible for capitalization. In addition, pursuant to FASB ASC 340-40-25-1,
costs of obtaining a contract should be recognized as an asset if the costs are
incremental and expected to be recovered.

16.7.23 In consummating the sale of time-share interests, a time-sharing
entity often incurs significant marketing and selling costs. The types of mar-
keting and selling costs incurred by time-sharing entities vary across industry
participants; however, these costs generally consist of costs incurred to generate
tours at the time-sharing entity's sales centers (for example, marketing incen-
tives such as free tickets), which are referred to as inducements in FASB ASC
978, or salary and overhead related to telemarketing centers, salaries, and over-
head for marketing and sales executives, sales commissions related directly to
the sale of time-share interests, and sales commissions related to the overall
performance against pre-defined targets established by the time-sharing entity.

16.7.24 Commissions paid to sales executives (internal and external) can
vary depending on the commission structure of the time-sharing entity. Gen-
erally, sales commissions are based on a percentage of the sales value of the
time-share interest. However, certain commission plans and other compensa-
tion arrangements also include bonus provisions if certain pre-defined target
thresholds are met.

Incremental Costs of Obtaining a Contract
16.7.25 Paragraphs 1–3 of FASB ASC 340-40-25 explain that the costs

of obtaining a contract should be recognized as an asset if the costs are incre-
mental and expected to be recovered. Incremental costs of obtaining a specific
contract are those costs that the entity would not have incurred if the contract
had not been obtained. For example, for an entity that has not elected the prac-
tical expedient, sales commissions incurred by a time-sharing entity solely as a
result of consummating the sale of a time-share interest would be capitalized as
long as they are expected to be recovered. Costs that would have been incurred
regardless of whether the contract was obtained, such as salaries related to
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sales personnel, are costs that would not be incremental (the costs would be
incurred even if the contract was not obtained).

16.7.26 As a practical expedient, FASB ASC 340-40-25-4 states that "an
entity may recognize the incremental costs of obtaining a contract as an ex-
pense when incurred if the amortization period of the asset that the entity oth-
erwise would have recognized is one year or less."

16.7.27 FinREC believes that most sales commissions or other
performance-based compensation arrangements (excluding base salary or
other compensation that would not meet the condition for deferral under FASB
ASC 340-40) directly related to the sale of time-share interests would meet the
requirement for deferral under paragraphs 1–3 of FASB ASC 340-40-25. Enti-
ties will have to evaluate the different types of commission programs in place to
determine whether the commissions are incremental costs and, if so, the point
in time when the costs should be capitalized. Unlike most sales commissions,
some incentive payments, such as bonuses and other compensation that are
based on quantitative and qualitative metrics not directly related to contracts
obtained (for example, profitability, earnings per share, other performance eval-
uations), likely would not meet the criteria for capitalization because they are
not incremental costs of obtaining a contract.

16.7.28 FinREC believes that examples of costs that do not meet the cri-
teria for deferral and that should be charged to expense as incurred include
all costs incurred to induce potential buyers to take sales tours (for example,
the costs of telemarketing call centers); all costs incurred for unsuccessful sales
transactions; and all sales overhead such as sales office rent, utilities, mainte-
nance, and telephone expenses.

16.7.29 Entities should also consider the impact of clawback provisions,
as well as whether amounts incurred are to cover efforts beyond the sale of the
time-share interest, and assess the facts and circumstances in order to apply
the guidance in paragraphs 1–3 of FASB ASC 340-40-25. Tiered commission
structures (for example, amounts earned based on quantitative metrics over
a period of time) should also be analyzed because judgment may be required
to identify the amount that is incremental to obtaining each underlying con-
tract for deferral purposes. In addition, other compensation arrangements and
bonuses based on quantitative or qualitative metrics not directly attributed to
a specific contract's acquisition (for example, achievement of predefined cost
metrics for a sales location) may not meet the criteria for deferral under FASB
ASC 340-40.

16.7.30 For further consideration regarding potential implementation is-
sues related to compensation arrangements, time-sharing entities are encour-
aged to refer to the TRG Agenda Items from the January 26, 2015 meeting
(TRG Agenda Ref. No. 25, Summary of Issues and Next Steps, and TRG Agenda
Ref. No. 23, Incremental Costs of Obtaining a Contract). TRG Agenda Ref. No.
23 observed that incremental costs of obtaining a contract are not limited to ini-
tial incremental costs. TRG Agenda Ref. No. 25 discusses incremental costs of
obtaining a contract in commission arrangements. As discussed in paragraphs
15–16 of TRG Agenda Ref. No. 25, in many cases, existing guidance outside of
FASB ASC 606 will be relevant in determining whether a liability should be
recognized for the costs of obtaining a contract and how that liability should be
measured. After that determination is made, an entity should evaluate whether
the cost should be recognized as an asset in accordance with FASB ASC 340-40.
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Costs to Fulfill a Contract
16.7.31 Costs to fulfill a contract that are incurred prior to when the cus-

tomer obtains control (as contemplated in paragraphs 23–26 of FASB ASC 606-
10-25) of the good or service are first assessed to determine if they are within
the scope of other standards (such as FASB ASC 310, Receivables, FASB ASC
330, FASB ASC 360, or FASB ASC 970-340), in which case the time-sharing
entity should account for such costs in accordance with those standards (either
capitalize or expense) as explained in FASB ASC 340-40-15-3.

16.7.32 FinREC believes that most costs incurred by a time-sharing entity
in fulfilling its obligations to its customers with respect to the sale of time-
share interests would be accounted for under other authoritative guidance (as
outlined previously). However, if costs are identified that are not considered to
be accounted for under the scope of other guidance, a time-sharing entity should
evaluate such costs, as outlined previously, to determine if capitalization of such
costs is warranted (or if such costs should be expensed as incurred).

Amortization and Impairment
16.7.33 Costs capitalized under paragraphs 1–3 of FASB ASC 340-40-25

(for example, costs to obtain a contract with a customer) and costs incurred
by time-sharing entities for which capitalization is required under FASB ASC
340-40-25-5 (costs to fulfill a contract with a customer) should be amortized
to expense in accordance with paragraphs 1–3 of FASB ASC 340-40-35, which
requires the costs to be amortized as an entity transfers the related goods or
services to the customer.

16.7.34 FASB ASC 340-40-35-1 states that the asset recognized should
be amortized on a systematic basis "that is consistent with the transfer to the
customer of the goods or services to which the asset relates." FinREC believes
an entity may meet this objective by allocating the capitalized costs to perfor-
mance obligations on a relative basis or by allocating specific capitalized costs to
individual performance obligations when the costs relate specifically to certain
goods or services. As discussed in the section "Identifying Performance Obliga-
tions in Time-Share Interval Sales Contracts" in paragraphs 16.2.01–16.2.39
of this chapter, typical time-share contracts may have multiple performance
obligations, including the delivery of the time-share interval, delivery of sales
incentives, and club membership. FinREC believes, in most cases, capitalized
costs incurred (for example, the sales commission and compensation costs) are
directly attributable to the sale of the time-share interval and should be ex-
pensed upon the satisfaction of the underlying performance obligation (concur-
rent with recognition of the sale of the time-share interval). In most time-share
arrangements, the same commission amount will be paid regardless of whether
the time-share entity provides incentives or club membership and, as such,
FinREC believes the entire commission relates to the sale of the time-share
interval. As a result, such costs are not affected by whether additional per-
formance obligations are provided for as part of such contract (and, therefore,
should not be allocated to the additional performance obligations identified in
the contract). However, a time-sharing entity should evaluate its compensation
arrangements, and the nature of the costs incurred (and to which performance
obligation they specifically relate), in concluding the appropriate approach to
use to amortize costs.

16.7.35 A time-sharing entity should also evaluate the assets established
with respect to such capitalized costs for impairment. FASB ASC 340-40-35-5
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provides that an entity should first evaluate if the asset is subject to the evalu-
ation for impairment under other accounting standards (for example, an asset
recorded under FASB ASC 330 should be evaluated for impairment under the
inventory impairment guidance).

16.7.36 In accordance with FASB ASC 340-40-35-3, an impairment exists
if the carrying amount of any asset(s) exceeds the amount of consideration the
entity has received that has not been recognized as revenue and consideration
it expects to receive in exchange for providing those goods and services, less the
remaining costs that relate directly to providing those goods and services. In as-
sessing assets for impairment, an entity should expense any unamortized costs
related to cancelled contracts upon their cancellation because a time-sharing
entity would conclude that such contract assets were impaired because the re-
maining amount of consideration the time-sharing entity anticipates receiving
is less than the costs incurred (and, therefore, such costs are not recoverable).
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Chapter 17

Hospitality Entities

Notice to Readers
This chapter presents accounting implementation issues developed to as-
sist hospitality entities in applying FASB Accounting Standards Codification
(ASC) 606, Revenue from Contracts with Customers, and related interpre-
tations from the FASB/IASB Joint Transition Resource Group for Revenue
Recognition (TRG).

The AICPA Hospitality Entities Revenue Recognition Task Force identified
and developed these accounting implementation issues, and the AICPA Rev-
enue Recognition Working Group and AICPA Financial Reporting Executive
Committee (FinREC) approved them. They are a source of nonauthoritative
accounting guidance for nongovernmental entities. The accounting imple-
mentation issues have been organized within this chapter as follows:

� In relation to the five-step model of FASB ASC 606, when appli-
cable:

— Step 1: "Identify the contract with a customer"

— Step 2: "Identify the performance obligations in the con-
tract," starting at paragraph 17.2.01

— Step 3: "Determine the transaction price," starting at
paragraph 17.3.01

— Step 4: "Allocate the transaction price to the perfor-
mance obligations in the contract"

— Step 5: "Recognize revenue when (or as) the entity sat-
isfies a performance obligation"

� By revenue stream, starting at paragraph 17.6.01
� As other related topics

The following table outlines the accounting implementation issues discussed
in this chapter:

Issue Description
Paragraph
Reference

Assessment of whether "tier status" in an affinity program
conveys a material right to goods and services and, therefore,
gives rise to a separate performance obligation
Step 2: Identify the performance obligations in the contract

17.2.01–17.2.18

Consideration to customer (key money)
Step 3: Determine the transaction price

17.3.01–17.3.17

(continued)
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Issue Description
Paragraph
Reference

Franchise fees
Revenue streams

17.6.01–17.6.52

Hotel management service arrangement
Revenue streams

17.6.53–17.6.105

Owned and leased property revenue
Revenue streams

17.6.106–17.6.152

Application of the Five-Step Model of FASB ASC 606

Step 2: Identify the Performance Obligations in the Contract

Assessment of Whether "Tier Status" in an Affinity Program Conveys a
Material Right to Goods and Services and Therefore Gives Rise to a
Separate Performance Obligation
This Accounting Implementation Issue Is Relevant to Step 2: "Identify the Per-
formance Obligations in the Contract," of FASB ASC 606.

Background
17.2.01 Many entities have incentive affinity programs that enable cus-

tomers to achieve a tier status based on their loyalty or repeat purchases of
goods and services in the ordinary course of business. Such tier status may
also be provided to a customer on a trial basis based on the expectation of the
customer achieving the status at some defined point in the future. The tier sta-
tus then entitles the customer to access specific goods and services at a discount
in the future. In other cases, although the tier status does not entitle the cus-
tomer to specific discounted goods and services, the entity may have created
a reasonable expectation that the customer will receive discounted goods or
services. In many cases, the objective of tier status programs is to incentivize
high-spending customers through the offer of discounts on future purchases
commensurate with each customer's spending level. Affinity programs with tier
status require careful evaluation because some programs may have elements
similar to point loyalty programs, which are generally considered to reflect ma-
terial rights that would be separate performance obligations. In other circum-
stances, such programs are designed to provide marketing incentives on future
revenue transactions, which may not be separate performance obligations.

17.2.02 For purposes of this section, the following assumptions and defi-
nitions are used:

a. Tier status is defined as a level (or sub-level) within an affinity
program sponsored by an entity that generally accumulates or
vests as a result of the customer attaining a defined level predomi-
nantly from past revenue transactions (for instance, the number or
amount of prior purchases).

b. Status benefits are an option to obtain future goods and services at
a discount or at no additional cost provided to a customer that has
been designated as having "tier status."
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c. Affinity programs are structured to promote customer loyalty and

concentration of spending; status benefits are generally provided
along with the purchase of a future product or service from the
entity.

d. Material benefits provided by affinity programs for which the mem-
ber is not required to make a future purchase would generally fol-
low basic affinity program accounting.

e. Appropriate past qualifying transactions are transactions under
the affinity program that earn tier status based on the number of
transactions, amounts of the transactions, or other similar types of
measurements.

17.2.03 The issue is how an entity sponsoring a tier status program should
apply the guidance in FASB ASC 606 to assess whether the status benefits give
rise to a separate performance obligation (a material right) or whether they
represent a marketing incentive related to future purchases.

FASB ASC 606 Guidance
17.2.04 When evaluating whether tier status gives rise to a separate per-

formance obligation, sponsoring entities would need to consider the guidance
in FASB ASC 606. Specifically, paragraphs 42–43 of FASB ASC 606-10-55 state
the following:

55-42 If, in a contract, an entity grants a customer the option to ac-
quire additional goods or services, that option gives rise to a perfor-
mance obligation in the contract only if the option provides a material
right to the customer that it would not receive without entering into
that contract (for example, a discount that is incremental to the range
of discounts typically given for those goods or services to that class of
customer in that geographical area or market). If the option provides
a material right to the customer, the customer in effect pays the entity
in advance for future goods or services, and the entity recognizes rev-
enue when those future goods or services are transferred or when the
option expires.
55-43 If a customer has the option to acquire an additional good or
service at a price that would reflect the standalone selling price for
that good or service, that option does not provide the customer with
a material right even if the option can be exercised only by entering
into a previous contract. In those cases, the entity has made a market-
ing offer that it should account for in accordance with the guidance in
this Topic only when the customer exercises the option to purchase the
additional goods or services.

17.2.05 Paragraph 11 of TRG Agenda Ref. No. 54, Considering Class of
Customer When Evaluating Whether a Customer Option Gives Rise to a Mate-
rial Right, notes that paragraph BC 386 of FASB Accounting Standards Up-
date (ASU) No. 2014-09, Revenue from Contracts with Customers (Topic 606),1
explains that the purpose of the guidance in paragraphs 42–43 of FASB ASC
606-10-55 is to distinguish between

1 Paragraph BC 386 and other paragraphs from the "Background Information and Basis for
Conclusions" section of FASB Accounting Standards Update No. 2014-09, Revenue from Contracts
with Customers (Topic 606), were not codified in FASB Accounting Standards Codification; however,
the Financial Reporting Executive Committee believes paragraph BC 386 provides helpful guidance
and, therefore, decided to incorporate it in this guide.
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a. an option that the customer pays for as part of an existing contract
(that is, a customer pays in advance for future goods or services),
and

b. a marketing or promotional offer that the customer did not pay for
and, although made at the time of entering into a contract, is not
part of the contract (that is, an effort by an entity to obtain future
contracts with a customer).

17.2.06 Paragraph 12 of TRG Agenda Ref. No. 54 also explains, "Stated dif-
ferently, the guidance in paragraphs 606-10-55-42 through 55-43 is intended to
make clear that customer options that would exist independently of an exist-
ing contract with a customer do not constitute performance obligations in that
existing contract."

17.2.07 If an entity determines that status benefits provide a customer
with a material right that is accounted for as a performance obligation, an en-
tity is required to allocate the transaction price to each performance obligation
identified in the contract on a relative stand-alone selling price basis in ac-
cordance with the guidance in paragraphs 28–41 of FASB ASC 606-10-32. This
would include allocating a portion of the transaction price of each accumulating
purchase (such as an airline ticket or hotel stay) to the option.

17.2.08 The guidance in FASB ASC 606 specifies the accounting for an
individual contract with a customer. Entities may use a portfolio approach as a
practical expedient to account for contracts with customers as a group, rather
than individually if, as required in FASB ASC 606-10-10-4, the financial state-
ment effects are not expected to materially differ from an individual contract
approach.

Evaluation of Status Benefits
17.2.09 A sponsoring entity would view status benefits as an option that

gives rise to a separate performance obligation if, as described in FASB ASC
606-10-55-42, that option (or benefits similar to status benefits) provides a ma-
terial right to the customer that is not available to customers who have not
achieved tier status through a defined level of past qualifying revenue trans-
actions with the sponsoring entity. If that option (or benefits similar to status
benefits) is made available only to customers who have achieved tier status
through appropriate past qualifying revenue transactions with the sponsor-
ing entity, this would be evidence that status benefits are solely related to the
contracts for past revenue transactions and, therefore, should be assessed to
determine whether they represent a material right.

17.2.10 A sponsoring entity would view the status benefits conveyed by
tier status as a marketing incentive if those status benefits are conveyed by
other means (that is, not exclusively related to the level of prior revenue trans-
actions with the sponsoring entity) as a part of its customary business practices,
such that the discounts provided through status benefits are typically available
to the class of customer, independent of an individual customer's past revenue
transactions with the sponsoring entity. A sponsoring entity will provide such
benefits to attract new customers and incentivize future sales, similar to other
marketing incentives. For example, many entities give away tier status desig-
nation based on an expectation that the customer will spend in the future at
tier status levels and, as such, will eventually justify the discounts provided. In
these situations, the tier status is awarded for a period of time with little or no
history of spending at the sponsoring entity, based on an expectation that the
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customer will spend at the specified tier status level in the future. This is some-
times done to identify and attract customers who have historically spent at high
levels with other entities or other high value potential customers who might,
for example, be identified based on job title, profession, or employer. In sub-
stance, the sponsoring entity may view its granting of tier status as a means of
customer recruitment or retention to entice high-spending customers to spend
and become or remain loyal customers of that entity. Entities view the class of
customer as customers willing to spend at certain levels, regardless of whether
the customer is currently a customer of the entity.

17.2.11 Because tier status is generally achieved through an accumula-
tion of the customer's past revenue transactions over a period of time, Fin-
REC believes the assessment of whether tier status represents a material right
should be performed by evaluating the aggregate transactions of the customer
over a specified period of time versus on an individual transaction basis, such
as the purchase of an individual airline ticket, hotel room, or other transaction.
Any assessment would be based on specific facts and circumstances and would
require significant judgment.

17.2.12 The content in this paragraph and through paragraph 17.2.17
assumes that any status benefits being assessed are material (based on both
qualitative and quantitative factors) and that tier status and associated status
benefits are not obtained through a nominal level of past revenue transactions.

17.2.13 In order to determine whether tier status is a material right (as
discussed in paragraph 17.2.09) or a marketing incentive (as discussed in para-
graph 17.2.10), it is necessary to analyze the substance of the arrangement.
FinREC believes that indicators that discounts on goods and services conveyed
as a result of attaining tier status are available to a class of customer irrespec-
tive of their past qualifying revenue transactions with the sponsoring entity
(and that, therefore, the tier status would not give rise to a separate perfor-
mance obligation and would be considered a marketing incentive) include the
following:

a. The entity has a business practice of providing tier status (or sim-
ilar status benefits) to customers who have not entered into the
appropriate level of past qualifying revenue transactions with the
entity.

b. Tier status is provided for a period of time based only on the antici-
pation by the entity that the customer being provided status bene-
fits will enter into future revenue transactions with the sponsoring
entity commensurate with that of an individual earning tier status
through past qualifying revenue transactions, and the entity has
a business practice of providing tier status or equivalent benefits
on a temporary basis as a result of the expectation that a customer
will achieve a certain future spending level.

c. Tier status can be earned or accrued by activity with unrelated com-
panies that have a marketing affiliation agreement with the en-
tity sponsoring the affinity program (marketing partners), which
results in limited or no consideration to the sponsor as compared to
actual qualifying revenue transactions with the sponsor.

17.2.14 FinREC believes the existence of one or more of the following fac-
tors in such a program could indicate that the tier status or certain of the ben-
efits received by tier status customers are a separate performance obligation:
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a. The program sponsor sells (directly or indirectly through market-
ing partner arrangements) tier status for cash (excluding immate-
rial "top-off" payments made by customers to retain their previous
status when they fall just short of the defined target).

b. Customers who receive matched status must achieve a higher level
of qualifying activity in the specified period than customers who
earned equivalent status.

c. The discount provided on future goods and services combined with
the anticipated future purchases by a customer results in a loss on
that customer's anticipated future revenue transactions.

d. The option is transferable by the customer to unaffiliated members,
effectively preventing the program sponsor from determining the
class of customer being marketed to.

17.2.15 The factors in paragraphs 17.2.13 and 17.2.14 provide entities ad-
ditional guidance in determining whether the principles in paragraphs 17.2.09
and 17.2.10 have been met and do not override the principles in paragraphs
17.2.09 and 17.2.10. These factors are provided to assist in the analysis of
whether such goods or services are made available to customers or classes of
customers at a similar discount independent of the contracts for past revenue
transactions. These factors should not be viewed in isolation, do not constitute
a separate or additional evaluation, and should not be considered a checklist of
criteria to be met in all scenarios. Considering one or more of the indicators will
often be helpful in determining whether the entity typically makes such goods
or services available to customers or classes of customers at a similar discount
independent of the contracts for past revenue transactions. Depending on the
facts and circumstances, the indicators may be more or less relevant to the as-
sessment of whether the entity typically makes such goods or services available
to customers or classes of customers at a similar discount independent of the
contracts for past revenue transactions. Additionally, one or more of the indica-
tors may be more persuasive to the assessment than the other indicators. These
indicators are intended to provide guidance to assist the sponsoring entity in
evaluating whether the substance of the arrangement is that of a reward for
past purchases, or a marketing incentive provided to a class of customer that
is expected to spend at future levels that would enable the customer to attain
tier status through such past qualifying transactions.

17.2.16 FinREC believes that an entity's assessment of tier status should
generally be performed at each tier level. The benefits available at each tier
level are usually different, and sponsoring entities may match demonstrated
tier status earned with a competitor or partner at certain levels but not at
others. For example, a sponsoring entity may match tier status that a cus-
tomer has with a competitor at all levels except the very highest level, in which
case, the sponsoring entity may grant the second highest tier status, rather
than the top tier. Because each affinity program is unique, it may be necessary
for the sponsoring entity to make its assessment at each individual tier level
if the criteria described in paragraphs 17.2.13 and 17.2.14 are not applicable
to all tier levels.

17.2.17 As a result of an assessment of the preceding principles and in-
dicators, an entity may determine that discounted goods or services available
to an individual with tier status are typically made available to a particular
class of customer. Such an assessment will necessarily require judgment based
on facts and circumstances. If the entity reaches the conclusion that it makes
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status benefits (or the underlying discounted goods or services) available to cus-
tomers or classes of customers who have not earned such benefits as a result of
past qualifying revenue transactions with the sponsoring entity, then FinREC
believes tier status would not give rise to a separate performance obligation.

17.2.18 See example 6-2-1 in chapter 6, "Gaming Entities," for an illus-
trative example of the evaluation of a gaming affinity program and example
10-2-1 in chapter 10, "Airlines."

Step 3: Determine the Transaction Price

Consideration to Customer (Key Money)
This Accounting Implementation Issue Is Relevant to Accounting for Consider-
ations to Customers (Key Money) Under FASB ASC 606.

Introduction
17.3.01 Hospitality entities may make cash payments to customers (for

example, hotel owners) in connection with obtaining a franchise or manage-
ment agreement, or both. In some cases, hospitality entities may provide to the
hotel owner other financing aids such as below-market financing or guarantees
of other third-party financing. These payments or incentives are commonly re-
ferred to in the hospitality industry as key money payments.

17.3.02 Key money payments are generally used by hotel owners to fi-
nance new hotel developments or major property renovations. Key money pay-
ments are generally refundable to the franchisor or manager if the franchise
or management contract is terminated. Franchise or management contracts
are not generally terminable upon a sale of the hotel property to a new owner.
When the hotel property is sold, the existing franchise or management contract
is generally assigned to the new owner.

17.3.03 Payments of key money are not viewed by hospitality entities or
hotel owners as a means to fund the future payment of franchise or manage-
ment fees by the hotel owner. Hospitality entities are generally seeking to en-
sure the adequate capitalization of the hotel owner's project, long-term opera-
tional viability of the hotel property, and a means to meet and maintain brand
standards, or if necessary, the completion of property improvement plans.

17.3.04 FASB ASC 606-10-25-9 states the following:

An entity shall combine two or more contracts entered into at or near
the same time with the same customer (or related parties of the cus-
tomer) and account for the contracts as a single contract if one or more
of the following criteria are met:

a. The contracts are negotiated as a package with a single
commercial objective.

b. The amount of consideration to be paid in one contract de-
pends on the price of performance of the other contract.

c. The goods or services promised in the contracts (or some
goods or services promised in each of the contracts) are
a single performance obligation in accordance with para-
graphs 606-10-25-14 through 25-22.
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Determining Whether Key Money Payments Are Consideration Payable
to a Customer in the Scope of FASB ASC 606

17.3.05 FASB ASC 606-10-32-25, in part, states the following:

Consideration payable to a customer includes cash amounts that an
entity pays, or expects to pay, to the customer (or to other parties that
purchase the entity's goods or services from the customer). Consider-
ation payable to a customer also includes credit or other items (for
example, a coupon or voucher) that can be applied against amounts
owed to the entity (or to other parties that purchase the entity's goods
or services from the customer).

FinREC believes that the key money payments are consideration payable to
a customer because the payments consist of cash or other incentive payments
that are made directly to a customer.

Determining Whether the Key Money Payments Are a Reduction
s16 of Revenue

17.3.06 FASB ASC 606-10-32-25 states, "[a]n entity shall account for con-
sideration payable to a customer as a reduction of the transaction price and,
therefore, of revenue unless the payment to the customer is in exchange for a
distinct good or service (as described in paragraphs 606-10-25-18 through 25-
22) that the customer transfers to the entity." FASB ASC 606-10-32-26 states,
"[i]f consideration payable to a customer is a payment for a distinct good or ser-
vice from the customer, then an entity shall account for the purchase of the good
or service in the same way that it accounts for other purchases from suppliers."

17.3.07 Therefore, based on the guidance in paragraphs 25–26 of FASB
ASC 606-10-32, hospitality entities that provide key money payments to hotel
owners (including below-market financing or guarantees of third-party financ-
ing) should evaluate whether these payments (or incentives) are provided in
exchange for a distinct good or service from the hotel owner.

17.3.08 Hospitality entities may receive intangible or indirect benefits
(other than franchise or management fees) from providing key money payments
and obtaining a contract with a hotel owner. For example, key money payments
may be used by the hotel owner to enhance the guest experience, thus, increas-
ing the likelihood that the guest will select another of the hospitality entity's
branded properties in the future. Further, the addition of branded properties in
key geographies or specific locations may enhance the brand's status and make
loyalty program participation more desirable to potential customers.

17.3.09 Although these intangible or indirect benefits provide value to the
hospitality entity, FinREC believes they generally will not meet the criteria in
paragraphs 18–22 of FASB ASC 606-10-25 to be distinct goods or services. The
hotel owner generally is not performing a service, producing a good, or grant-
ing any rights as contemplated by FASB ASC 606-10-25-18 that will be used by
the hospitality entity in exchange for providing the key money payments. Fur-
ther, any action performed by the hotel owner (for example, using key money
payments to complete the development of a new hotel property or to facilitate
property improvements) generally would not meet the criteria in paragraphs
19–22 of FASB ASC 606-10-25 to be considered distinct from the other per-
formance obligations in the contract. Therefore, FinREC believes that the key
money payments will generally be recognized as a reduction in the transaction
price and, therefore, of revenue pursuant to FASB ASC 606-10-32-25.
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Determining the Appropriate Amortization Pattern to Record the Key
Money Payment as a Reduction of Revenue

17.3.10 FASB ASC 606-10-32-27 states the following:

Accordingly, if consideration payable to a customer is accounted for
as a reduction of the transaction price, an entity shall recognize the
reduction of revenue when (or as) the later of either of the following
events occurs:

a. The entity recognizes revenue for the transfer of the re-
lated goods or services to the customer.

b. The entity pays or promises to pay the consideration (even
if the payment is conditional on a future event). That
promise might be implied by the entity's customary busi-
ness practices.

17.3.11 Key money payments are generally made to the customer at or
near the inception of a long-term management or franchise agreement (for ex-
ample, 10-year non-cancellable management or franchise agreement). Hospi-
tality entities will generally capitalize key money payments and recognize a
reduction of revenue from payments as the franchise rights or management
services are transferred, subject to an assessment of the recoverability of the
asset. Because the fees hospitality entities will receive for performing under the
respective management or franchise contracts are generally subject to the al-
location of variable consideration exception in paragraphs 39–41 of FASB ASC
606-10-32 or the sales-based or usage-based royalty exception in paragraphs
65–65B of FASB ASC 606-10-55, hospitality entities will not be required to es-
timate the fees they will receive for satisfying their performance obligations
for measurement, recognition, or disclosure purposes (see the "Franchise Fees"
section in paragraphs 17.6.01–17-6.52, and the "Hotel Management Service Ar-
rangement" section in paragraphs 17.6.53–17.6.105 for conclusions related to
the accounting for franchise and management agreements). Therefore, FinREC
believes in a typical arrangement, and hospitality entities should recognize the
key money payments over the non-cancellable term of the contracts, unless an-
other amortization period is more clearly discernable, as discussed in the fol-
lowing paragraphs.

17.3.12 Hospitality entities may enter into contracts that permit the en-
tity or the customer, or both, to terminate the contract prior to the end of the
term of the contract. For example, a hospitality entity may enter into a man-
agement or franchise agreement with a customer that has a 10-year term, can-
cellable by the customer at the end of each annual year or by the entity at
the end of year 5. In such instances, hospitality entities will need to assess
whether the key money payment should be amortized over the 10-year contrac-
tual term or a shorter period due to the termination clauses in the contract(s)
or longer due to renewal features. In performing the assessment, hospitality
entities should assess whether the termination clauses affect the enforceable
term of the contract (determining the enforceable term of the contract is not
the subject of this section). If the termination clauses do not affect the enforce-
able term of the contract, the key money payments should be amortized over
the contractual term of the agreement, consistent with paragraph 17.3.11.

17.3.13 If the termination clauses affect the enforceable term of the agree-
ment because, for example, a hospitality entity enters into a management or
franchise agreement with a customer that has a 20-year term but the customer
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has a unilateral right to cancel the contract at the end of 5 years without incur-
ring a substantive penalty (see Issue 2 of TRG Agenda Ref. No. 48, Customer
Options for Additional Goods and Services), the hospitality entity should de-
termine the appropriate period to amortize the payments. The TRG addressed
similar issues in TRG Agenda Ref. No. 59, Payments to Customers. TRG Agenda
Ref. No. 59 specifically addressed the following two scenarios:

a. An entity makes an upfront payment to a customer (or a potential
customer) and does not have a revenue contract (that is, there is not
yet a contract to be accounted for under Topic 606). An entity might
make an upfront payment in anticipation of future purchases from
the customer.

b. An entity makes an upfront payment to a customer, and there is
a revenue contract. However, the upfront payment relates to the
current contract as well as anticipated future revenue contracts.

17.3.14 The TRG evaluated two views about the timing of when the re-
duction in revenue for an upfront payment should be recorded, as described in
paragraph 24 of TRG Agenda Ref. No. 60, November 2016 Meeting — Summary
of Issues Discussed and Next Steps:

View A: Payments to customers should be recognized as a reduction
of revenue as the related goods or services (that is, the expected to-
tal purchases resulting from the upfront payment) are transferred to
the customer. The payment might be recorded in the income statement
over a period that is longer than the current legally enforceable con-
tract. Identification of the related goods or services will require judg-
ment on the basis of the facts and circumstances. The asset would be
periodically assessed for recoverability.
View B: Payments to customers should be recognized as a reduction of
revenue from the existing contract (that is, existing enforceable rights
and obligations). If no revenue contract exists, then the entire payment
would be immediately recognized in the income statement.

17.3.15 Paragraph 25 of TRG Agenda Ref. No. 60 summarizes the consen-
sus reached by the TRG on this issue:

TRG members observed that View A would be appropriate in many
cases. TRG members agreed with the staff view that if an asset is
recorded it should meet the definition of an asset in FASB Statement
of Financial Accounting Concepts No. 6, Elements of Financial State-
ments, and an entity should assess whether the asset is impaired in
subsequent reporting periods. However, TRG members agreed with
the staff view that View B could be appropriate in some cases. TRG
members agreed with the staff view that the accounting is not a pol-
icy election and agreed that an entity should understand the reasons
for the payment, the rights and obligations resulting from the pay-
ment (if any), the nature of the promise(s) in the contract (if any), and
other relevant facts and circumstances for each arrangement when de-
termining the appropriate accounting. TRG members also agreed with
the staff that the assessment will require significant judgment in some
cases and appropriate disclosures in the financial statements might be
important.

17.3.16 In determining whether the key money payment should be recog-
nized over the contractual term or a shorter period when the contract includes
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termination clauses that affect the enforceable term of the contract, hospitality
entities should assess the period of benefit for the asset, which would include an
assessment of the likelihood the contract will be terminated before the end of
the contractual term. The objective is to determine the period of benefit for the
asset, including an assessment about whether the asset is impaired. In making
this assessment, hospitality entities should consider the following:

a. The reason the termination provisions have been included in the
contracts.

b. The entity's history with similar termination provisions made to
similar classes of customers.

17.3.17 As noted in paragraph 17.3.02, management and franchise con-
tracts generally cannot be terminated in the event the hotel(s) related to such
contracts are sold to a new owner. In the event that a hotel is sold that is en-
cumbered by a management or franchise contract, hospitality entities should
reassess the recoverability of the key money asset capitalized at the sale date
as the counterparty that will be obligated to pay the fees under the contracts
(which are the cash flows that are used to assess recoverability) has changed.
However, FinREC does not believe that a change in owner would require an
immediate write-off of the key money payment as the hospitality entity will
continue to generate cash flows to assess the recoverability of the asset. Addi-
tionally, in instances when a management contract is modified to a franchise
contract, or vice versa, judgment will be required to re-assess if this represents
a contract modification under paragraphs 10–13 of FASB ASC 606-10-25.

Revenue Streams

Franchise Fees
This Accounting Implementation Issue Is Relevant to Accounting for Franchise
Fees Under FASB ASC 606.

Introduction
17.6.01 This section will address the accounting for franchise fees in-

cluded in hotel franchise trademark and license agreements (the agreement)
under FASB ASC 606.

17.6.02 In a standard agreement, the franchisor provides the franchisee
a license to the entity's hotel intellectual property. The intellectual property is
considered the comprehensive system for providing guest hotel facility services
under the trademarks, service marks, logos, commercial symbols, and so on.
The franchisor also performs various upfront, pre-Opening services as well as
ongoing marketing and reservation activities.

17.6.03 The franchisee is responsible for paying the franchisor various
fees over the course of the agreement. Upon execution of the agreement, the
franchisor performs certain activities to facilitate the pre-opening and opening
of the property, which are considered to be included in the one-time upfront
fee, generally referred to as the initial fee." The recurring fees generally consist
of a royalty fee and marketing and reservation fee, which may or may not be
combined into a system assessment fee, and are generally payable each month
of the term.
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17.6.04 Although the fees discussed subsequently are limited to royalty
fees, initial fees, and system assessment fees, other fees in the agreement not
specifically addressed in this section, including application fees, termination
fees, audit fees, training fees, and so on, should also be considered. The guid-
ance in paragraphs 14–22 of FASB ASC 606-10-25 should also be considered
when assessing if these promised services represent separate performance obli-
gations.

Step 1: Identify the Contract With a Customer
17.6.05 Under FASB ASC 606, the entity is required to determine if a

contract exists and if that contract is with a customer. FASB ASC 606-10-25-
1 explains that an entity shall account for a contract with a customer that is
within the scope of this topic only if all certain criteria are met.

17.6.06 Each franchise agreement should be assessed in order to deter-
mine whether all the criteria in FASB ASC 606-10-25-1 are met, however Fin-
REC believes, generally, the agreement is a contract with a customer that meets
the criteria in FASB ASC 606-10-25-1, and the franchisor's customer is the fran-
chisee:

a. The parties to the contract have approved the contract (in writing,
orally, or in accordance with other customary business practices)
and are committed to perform their respective obligations.
This is typically evidenced by formal approval of agreements in
writing. When agreements are not formally approved in writing,
entities should consider if the criterion is still met (for example,
evidenced by oral approval or other accepted business practices).

b. The entity can identify each party's rights regarding the goods or
services to be transferred.
The franchisor provides the franchisee a license to its intellectual
property over the life of the agreement. The franchisor and fran-
chisee rights and obligations are typically documented in writing
throughout the agreement.

c. The entity can identify the payment terms for the goods or services
to be transferred.
The payment terms are typically documented in writing within the
agreement or adjoining appendixes and annexes.

d. The contract has commercial substance (that is, the risk, timing, or
amount of the entity's future cash flows is expected to change as a
result of the contract).
Franchise agreements are negotiated at arm's length between a
franchisor and franchisee. As such, the terms of a negotiated fran-
chise agreement have a direct impact on the risk, timing, and mag-
nitude of cash flows and, therefore, are deemed to have commercial
substance.

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

During contract negotiation, the franchisor typically works closely with the
franchisee to negotiate contract terms and has made the determination that
the customer has the intention and ability to pay. As part of the application pro-
cess, it is standard to analyze the customer's ability to pay by performing due
diligence and checks of customer credit, net worth, and liquidity. In accordance
with FASB ASC 606-10-25-2, if the customer's ability to pay the consideration
significantly deteriorates, the franchisor should reassess whether it is probable
that the entity will collect the consideration to which the entity will be entitled
in exchange for the remaining goods or services that will be transferred to the
customer. As such, the accounts receivable balances for each customer should
be closely monitored to ensure that collectibility is probable. This criterion will
need to be assessed on a contract-by-contract basis.

The implications of any price concessions on collectability should also be con-
sidered.

17.6.07 FASB ASC 606-10-25-9 states the following:

An entity shall combine two or more contracts entered into at or near
the same time with the same customer (or related parties of the cus-
tomer) and account for the contracts as a single contract if one or more
of the following criteria are met:

a. The contracts are negotiated as a package with a single
commercial objective.

b. The amount of consideration to be paid in one contract de-
pends on the price of performance of the other contract.

c. The goods or services promised in the contracts (or some
goods or services promised in each of the contracts) are
a single performance obligation in accordance with para-
graphs 606-10-25-14 through 25-22.

17.6.08 FinREC believes that the promises in the franchise agreement,
which are also disclosed in franchise disclosure documents (FDDs) should be
combined and accounted for as a single contract as the franchise agreement
typically references the FDD for additional details.

17.6.09 The guidance on contract modifications in paragraphs 10–13 of
FASB ASC 606-10-25 should be considered when accounting for agreement
amendments.

Step 2: Identify the Performance Obligations in the Contract2

17.6.10 As noted in FASB ASC 606-10-25-14, at contract inception, the
franchisor should assess the goods or services promised in a contract with a
customer to identify if the goods or services are distinct performance obliga-
tions.

2 In November 2018, FASB Staff released a memo that provides educational examples of rev-
enue recognition implementation for private company franchisors. The FASB staff paper primar-
ily targets questions related to the use of judgment in identifying performance obligations. The
memo can be found on the FASB web page: https://www.fasb.org/cs/Satellite?c=Document_C&cid=
1176171580176&pagename=FASB%2FDocument_C%2FDocumentPage.
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17.6.11 A standard agreement contains the following promised goods or
services:

a. License to the Franchisor's intellectual property ("the License")
Through the Agreement, the good or service that is being trans-
ferred is the license to the Franchisor's intellectual property. Upon
entering into an Agreement with a Franchisee, the Franchisor has
the exclusive right to franchise the distinctive brand to the Fran-
chisee for providing transient guest hotel services. The agreement
also provides the franchisee an area of protection in which the Fran-
chisor is precluded from owning, operating or licensing a specific
brand hotel within a pre-defined territory. This allows the Fran-
chisee to operate the Hotel under a Trademark until the end of
the term. The Trademark is considered a license that establishes
the Franchisee's right to the intellectual property of the Franchisor.
The franchise agreement is effective on the hotel opening date and
ends on the earlier of the term's expiration or termination.

b. System Assessment Services
The Franchisor engages in marketing and reservation activities
funded by the System Assessment Fee. The Franchisor is contrac-
tually obligated to spend the amounts collected in their entirety on
marketing and reservation activities.

c. Pre-Opening Services
i. In a standard Agreement, the Franchisor is responsible for

performing upfront, Pre-Opening Services which may in-
clude, but are not limited to:

1. Property inspection, testing, and other quality
control programs

2. Assistance in obtaining facilities, including fi-
nancing

3. Architectural and design services
4. Installation of reservation systems
5. Assistance in the selection of a site
6. Training the Franchisee's personnel to operate

the hotel as the brand under the license
7. Other services during the pre-opening phase

License to the Franchisor’s Intellectual Property
17.6.12 FASB ASC 606-10-55-54c explains that licenses of intellectual

property may include licenses of franchises. FASB ASC 606-10-55-55 further
explains that, as with other types of contracts, when a contract with a cus-
tomer includes a promise to grant a license (or licenses) in addition to other
promised goods or services, an entity should apply paragraphs 14–22 of FASB
ASC 606-10-25 to identify each of the performance obligations in the contract.

17.6.13 FASB ASC 606-10-25-19 states that

[a] good or service that is promised to a customer is distinct if both of
the following criteria are met:

a. The customer can benefit from the good or service either on
its own or together with other resources that are readily
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available to the customer (that is, the good or service is
capable of being distinct).

b. The entity's promise to transfer the good or service to the
customer is separately identifiable from other promises in
the contract (that is, the promise to transfer the good or
service is distinct within the context of the contract).

17.6.14 FinREC believes that the license is capable of being distinct be-
cause the franchisee can benefit from the license either on its own or together
with other resources that are readily available to the franchisee. However, be-
cause most contracts will include other promised goods or services that are
highly interdependent on or highly interrelated to the license, the license would
not be considered separately identifiable from the other promised goods or ser-
vices. As a result, the license will be combined with other promised goods or
services as a single performance obligation as further explained in paragraph
17.6.21 that follows.

17.6.15 In accordance with FASB ASC 606-10-55-59, when determining
whether the franchisor's promise to grant a license provides the customer with
a right to access or use the franchisor's intellectual property, the franchisor
should consider the nature of the intellectual property to which the customer
will have rights. As explained in FASB ASC 606-10-55-59, intellectual property
is either functional or symbolic.

17.6.16 FinREC believes the intellectual property subject to the franchise
license is symbolic intellectual property because it does not have significant
stand-alone functionality, and substantially all the utility is derived from its
association with the entity's past or ongoing activities. Consequently, the nature
of the entity's promise in granting the license is to provide the customer with
access to its symbolic intellectual property over the term of the license.

17.6.17 As noted in FASB ASC 606-10-55-60 and further explained in
FASB ASC 606-10-55-380

A customer's ability to derive benefit from a license to symbolic in-
tellectual property depends on the entity continuing to support or
maintain the intellectual property. Therefore, a license to symbolic
intellectual property grants the customer a right to access the en-
tity's intellectual property, which is satisfied over time (see paragraphs
606-10-55-58A and 55-58C) as the entity fulfills its promise to both:

a. Grant the customer rights to use and benefit from the en-
tity's intellectual property.

b. Support or maintain the intellectual property. An en-
tity generally supports or maintains symbolic intellec-
tual property by continuing to undertake those activities
from which the utility of the intellectual property is de-
rived and/or refraining from activities or other actions that
would significantly degrade the utility of the intellectual
property.

17.6.18 FASB ASC 606-10-55-58A explains that an entity should apply
paragraphs 31–37 of FASB ASC 606-10-25 to select an appropriate method to
measure its progress toward complete satisfaction of that performance obliga-
tion to provide access to its intellectual property.
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System Assessment Services
17.6.19 The promised goods and services are to engage in marketing and

reservation activities funded by the system assessment fee. Marketing activ-
ities include various forms of advertising, including promotion through the
media, online, sponsorships, market research, training, and public relations.
Reservation activities include providing, maintaining, and developing a com-
puterized reservation system directly or indirectly through another party. Mar-
keting and advertising activities are performed at the brand level and, there-
fore, although the customer will benefit from the marketing activities, the
benefit may not be received directly or proportionately on an individual hotel
basis. The system assessment fee is treated as a fund that the franchisor admin-
isters and spends on both marketing and reservation activities at its discretion.

17.6.20 FinREC believes the promise of marketing and reservation ac-
tivities associated with the system assessment services is not distinct because
the criteria in FASB ASC 606-10-25-19b is not met because the marketing and
reservation activities do not relate to the individual hotel (franchisee):

a. The customer can benefit from the promised service either on its
own or together with the other goods and services that are readily
available (resources the franchisee has already obtained from the
franchisor through the license agreement). The franchisor benefits
from marketing and reservation activities because these activities
are undertaken to support the overall brand. Marketing and reser-
vation dollars are not spent at the individual hotel level, but as
the franchisee licenses the brand, they will benefit from the brand
marketing activities as the marketing dollars are spent. The mar-
keting and reservation promises support the overall brand network
and maximize the general public recognition, acceptance, and use
of the brand, hence, driving value to the franchisees.

b. The promise to perform marketing and reservation activities
and administer funds are not separately identifiable from other
promises in the individual franchisee contract. The marketing and
reservation activities are highly dependent on and highly interre-
lated with the license. As a result, the marketing and reservation
activities alone do not have distinct value to a franchisee.

17.6.21 In accordance with FASB ASC 606-10-25-22, because the system
assessment services are not distinct, the system assessment services should
be combined and bundled with other services until the entity identifies a bun-
dle of services that is distinct. FinREC believes the promise to perform system
assessment services is highly dependent on and highly interrelated with the
license because these activities only transfer a good or service to the franchisee
by enhancing the value of the intellectual property. Therefore, FinREC believes
system assessment services should be combined with the promise to provide the
license to create a single performance obligation in accordance with FASB ASC
606-10-25-22.

Series of Distinct Goods or Services
17.6.22 As noted in FASB ASC 606-10-25-14, a performance obligation is

"either

a. a good or service (or a bundle of goods or services) that is distinct;
or
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b. a series of distinct goods or services that are substantially the same

and that have the same pattern of transfer to the customer."

17.6.23 Therefore, the franchisor should determine whether the promise
to provide the license in combination with any other non-distinct goods or ser-
vices represents a separate performance obligation.

17.6.24 Paragraph 14 of TRG Agenda Ref. No. 39, Application of the Series
Provision and Allocation of Variable Consideration, discusses Topic 1: In order
to apply the series provision, how should entities consider whether the perfor-
mance obligation consists of distinct goods or services that are substantially the
same?, and states that in order to be considered a series, there must be more
than one good or service that is distinct, and each distinct good or service must
also be substantially the same. As noted in paragraph 33 of TRG Agenda Ref.
No. 44, July 2015 Meeting — Summary of Issues Discussed and Next Steps:

TRG members agreed with the staff view that the first step is to de-
termine the nature of the entity's promise in providing the services to
the customer. For example, in some cases, an entity might need to de-
termine whether the nature of the promise is the actual delivery of a
specified quantity of goods or services or the act of standing ready to
perform. If the nature of the promise is the delivery of a specified quan-
tity of a service, then the evaluation should consider whether each ser-
vice is distinct and substantially the same. If the nature of the entity's
promise is the act of standing ready or providing a single service for a
period of time (that is, because there is an unspecified quantity of vari-
ous activities to be performed to fulfil the service), the evaluation likely
would focus on whether each time increment, rather than the underly-
ing activities, are distinct and substantially the same. This evaluation
will require judgment.

17.6.25 FinREC believes the promise to provide the license represents
a series of distinct services, which is the franchisor's promise to provide daily
access to the license over a period of time, and not a specified amount of services
or access. Although the franchisor's underlying activities associated with the
license will vary both within a day and day-to-day, FinREC believes that the
license is accessed over time and that the customer simultaneously receives
and consumes the benefit from the franchisor's performance of providing access
(including other related activities). Furthermore, each day of access is deemed
distinct and substantially the same based on the following factors:

a. The franchisee is able to benefit from each day's right to access.
b. There is no significant integration service provided between the

days of access provided.
c. No single day of access modifies or customizes another.
d. The individual days of access are not highly interdependent or in-

terrelated because the franchisor can fulfill its promise to grant one
day of access independent from its promise to grant another day of
access.

17.6.26 In accordance with paragraphs 14–15 of FASB ASC 606-10-25, a
series of distinct services should be accounted for as a single performance obli-
gation if they have the same pattern of transfer to the customer. To determine
the number of performance obligations within a series, the franchisor should
determine if the distinct goods or services have the same pattern of transfer to
the customer.
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17.6.27 As noted in FASB ASC 606-10-25-15

[a] series of distinct goods or services has the same pattern of transfer
to the customer if both of the following criteria are met:

a. Each distinct good or service in the series that the entity
promises to transfer to the customer would meet the crite-
ria in paragraph 606-10-25-27 to be a performance obliga-
tion satisfied over time.

b. In accordance with paragraphs 606-10-25-31 through 25-
32, the same method would be used to measure the entity's
progress toward complete satisfaction of the performance
obligation to transfer each distinct good or service in the
series to the customer.

17.6.28 As noted in FASB ASC 606-10-25-27

[a]n entity transfers control of a good or service over time and, there-
fore, satisfies a performance obligation and recognizes revenue over
time, if one of the following criteria is met:

a. The customer simultaneously receives and consumes the
benefits provided by the entity's performance as the entity
performs (see paragraphs ASC 606-10-55-5 through 55-6).

b. The entity's performance creates or enhances an asset (for
example, work in process) that the customer controls as
the asset is created or enhanced (see paragraph 606-10-
55-7).

c. The entity's performance does not create an asset with an
alternative use to the entity (see paragraph 606-10-25-28),
and the entity has an enforceable right to payment for per-
formance completed to date (see paragraph 606-10-25-29).

17.6.29 FinREC believes that the promise to provide the license is a series
of distinct services that represents a single performance obligation:

a. In accordance with FASB ASC 606-10-55-381, the franchisor con-
cludes that the promise to transfer the license is a performance
obligation satisfied over time because the license provides a right
to access. Therefore, FinREC believes the license meets the crite-
rion of FASB ASC 606-10-25-15a.

b. The same measure of progress (a daily time-based increment)
would be used to measure the franchisor's progress toward com-
plete satisfaction of the performance obligation to provide the daily
right to access the license. Therefore, FinREC believes the license
meets the criterion of FASB ASC 606-10-25-15b.

Pre-Opening Services3

17.6.30 In accordance with FASB ASC 606-10-25-14, the franchisor should
determine whether the pre-opening services promise a service to the customer
that is distinct from the license. The determination will require judgment and
may vary based on the individual contract needs and the franchisor's customary
business practices.

3 Refer to footnote 2.
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17.6.31 FinREC believes that in some instances the promise of pre-

opening services is not distinct because both criteria in FASB ASC 606-10-25-19
are not met:

a. In certain instances, the upfront, pre-opening services are initial
fulfillment activities that the franchisor must undertake to ful-
fill the contract and do not provide a benefit to the franchisee as
the tasks are performed without the License. In this situation, the
franchisee generally only benefits from the pre-opening services to-
gether with the license that is made available through the agree-
ment, thus, the customer cannot benefit from the pre-opening ser-
vice on its own and, therefore, it would not represent a separate
performance obligation. Nonetheless, franchisors will need to in-
dividually assess whether an initial activity transfers a promised
good or service to a customer or if it represents a fulfillment activity.

b. Based on FASB ASC 606-10-55-51, because these activities on their
own do not result in a transfer of a promised good or service to
the franchisee, the upfront fee is deemed an advance payment for
services and becomes a portion of the overall transaction price.

17.6.32 The pre-opening services are primarily related to operating a ho-
tel, and the benefits begin being realized once the hotel is open and operating
under the license. Such pre-opening services are not distinct goods or services
when they do not transfer a benefit to the franchisee directly without use of
the license. For example, signage with the hotel brand name and logo would
not benefit a franchisee without the use of the license. Another example is the
property inspection, which differs based on the hotel brand based on quality
control and brand-specific features and, therefore, does not transfer a benefit
to the customer without the use of the license and is also performed for the
benefit of the franchisor. In these instances, as explained in paragraph 28, the
pre-opening services are not distinct, and in accordance with FASB ASC 606-
10-25-22, need to be bundled with the license in order to form a distinct perfor-
mance obligation.

17.6.33 However, if there are pre-opening services that do transfer a ben-
efit to the franchisee directly without use of the license (for example, architec-
tural and design services, hotel management training, or a property improve-
ment plan), the entity should review the criteria in FASB ASC 606-10-25-19
to determine if the services are distinct. If both of the criteria in FASB ASC
606-10-25-19 are met, the allocated amount of total transaction fees based on
relative stand-alone selling prices for the related pre-opening service is recog-
nized as revenue when the performance obligation is satisfied.

17.6.34 FinREC believes the promised goods or services in a typical fran-
chise agreement (the license, the system assessment services, and the non-
distinct pre-opening services) should generally be combined together as a single
performance obligation, that are a series of distinct goods or services in accor-
dance with FASB ASC 606-10-25-14; however, if it is concluded that certain
pre-opening services are distinct, then they would be accounted for separately
following the model in FASB ASC 606.

Step 3: Determine the Transaction Price
17.6.35 In accordance with FASB ASC 606-10-32-2, the transaction price

is the amount of consideration to which an entity expects to be entitled in
exchange for transferring promised goods or services to the customer. The
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contractual transaction price in a standard agreement consists of royalty fees,
system assessment fees, and the initial fee.

17.6.36 The royalty fees and system assessment fees are typically calcu-
lated as a percentage of the accrual of the hotel's gross room revenues (GRR)
during a calendar month and from the hotel opening date until the end of the
term. The royalty fees and system assessment fees are variable because the
fees are contingent on the occurrence of a future event, which is the amount of
GRR. In accordance with FASB ASC 606-10-32-17b, FinREC does not believe
there is a significant financing component because the consideration promised
by the franchisee is variable, determined monthly based on the GRR, which is
substantially outside the control of the franchisor and franchisee.

17.6.37 As discussed in paragraph 17.6.45, the license to the franchisor's
intellectual property is the predominant deliverable in the combined perfor-
mance obligation. The royalty fees and system assessment fees are deter-
minable at the end of each reporting period (that is, month end) as and when
the underlying sales (GRR) occur in accordance with FASB ASC 606-10-55-65.
Such guidance clarifies that a franchisor should recognize revenue for a sales-
based or usage-based royalty promised in exchange for a license of intellectual
property only when (or as) the later of the following events occurs: (a) the sub-
sequent sale or usage occurs or (b) the performance obligation to which some
or all of the sales-based or usage-based royalty has been allocated has been
satisfied (or partially satisfied). Therefore, FinREC believes the franchisor is
precluded from recognizing an estimate of the associated transaction price for
future periods.

17.6.38 The initial fee typically comprises a nonrefundable fixed fee of
cash consideration due to the franchisor upon signing of the agreement. Al-
though the initial fee is typically due in advance of services rendered, in ac-
cordance with FASB ASC 606-10-32-17C, FinREC does not believe there is a
significant financing component because the timing of the payment does not
arise for the reason of provision of finance to the entity. The difference arises
to protect the entity from the franchisee in the event the franchisee fails to
complete its obligations under the contract (for example, the franchised hotel
does not open, but initial services and an area of protection were provided up
through that point).

17.6.39 Although not typical, if the contract includes refund liabilities,
variable consideration, or other noncash consideration, the relevant guidance
in paragraphs 5–27 of FASB ASC 606-10-32 should be evaluated in order to
determine the impact on the transaction price.

Step 4: Allocate the Transaction Price to the Performance Obligations
in the Contract

17.6.40 FASB ASC 606-10-32-28 states

[t]he objective when allocating the transaction price is for an entity to
allocate the transaction price to each performance obligation (or dis-
tinct good or service) in an amount that depicts the amount of con-
sideration to which an entity expects to be entitled in exchange for
transferring the promised goods or services to the customer.
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Allocation of the Fixed Fees to Separate Performance Obligations
17.6.41 In accordance with paragraphs 28–29 of FASB ASC 606-10-32, if,

based on the specific facts and circumstances, there is more than one distinct
performance obligation identified, the fixed fee component of the transaction
price should be allocated to the performance obligations to which they pertain
on a relative stand-alone selling price (SSP) basis. Per paragraphs 32–33 of
FASB ASC 606-10-32, the SSP may be directly observable or may need to be
estimated. In situations in which observable prices for certain services are not
available on a stand-alone basis, FinREC believes the adjusted market assess-
ment approach, which is a suitable method for estimating SSP per FASB ASC
606-10-32-34, should be used to estimate the SSP by evaluating what a fran-
chisee would be willing to pay for similar services. In a standard agreement,
the initial fee is a fixed fee, which is typically the SSP for pre-opening services.
In addition, based on the guidance set forth in FASB ASC 606-10-55-58C, Fin-
REC believes that a franchisee would be able to use and benefit from its right
to access the symbolic intellectual property provided by the license only after
the hotel opening.

Allocation of Variable Fees Within the Agreement to the Separate
Performance Obligations or to the Distinct Good(s) or Services That
Form Part of a Single Performance Obligation

17.6.42 As noted in FASB ASC 606-10-32-40, a franchisor should allocate
variable fees entirely to a performance obligation or a distinct good or service
that forms part of a single performance obligation if both of the following crite-
ria are met:

a. The terms of the variable payment relate specifically to the entity's
efforts to satisfy the performance obligation or transfer the distinct
good or service (or to a specific outcome from satisfying the perfor-
mance obligation or transferring the distinct good or service); and

b. The allocation of the variable amount to the performance obligation
or the distinct good or services is consistent with the allocation ob-
jective when considering all the performance obligations and pay-
ment terms in the contract.

17.6.43 The structure of the agreements typically separates the fees so
that the compensation aligns with the related services being provided. For ex-
ample, the license royalty and system assessment fees are typically related to
a specific outcome from satisfying the license obligation for the period. If the
franchisor has concluded that the performance obligation is a series of daily
services for which the uncertainty regarding the consideration is resolved on a
daily basis, then FinREC believes the allocation of the monthly variable royalty
and system assessment fees to the daily services provided during the month are
billable. This would meet the allocation objective in FASB ASC 606-10-32-28 for
each month. In addition, as noted in FASB ASC 606-10-55-18, as a practical ex-
pedient, if an entity has a right to consideration from a customer in an amount
that corresponds directly with the value to the customer of the entity's perfor-
mance completed to date, the entity may recognize revenue in the amount to
which the entity has a right to invoice. As a result, the franchisor will recognize
revenues as and when the underlying sales (that is, GRRs) occur. This issue was
also addressed in TRG Agenda Ref. No. 39.
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Step 5: Recognize Revenue When (or as) the Entity Satisfies a
Performance Obligation

17.6.44 As concluded previously, the promises to perform system assess-
ment services and non-distinct pre-opening services should be bundled with the
license to form a single performance obligation. Under FASB ASC 606-10-55-65,
the revenues related to the license performance obligation will be recognized
when the later of the following events occurs:

a. The subsequent sales or usage occurs.
b. The performance obligation to which some or all of the sales-based

or usage-based royalty has been allocated has been satisfied (or par-
tially satisfied).

17.6.45 Because the performance obligation represents a series of distinct
services, FinREC believes the franchisor will identify the predominant deliver-
able of the combined performance obligation and assess the best measure of
progress for satisfying its performance obligation and will recognize the rev-
enues allocated to the distinct services provided to the franchisee on that basis.
FinREC believes that providing access to the license is the predominant de-
liverable and when franchisors use time as its measure of progress, they will
recognize the revenues allocated to the distinct services provided to the fran-
chisee through the end of the period. Therefore, the monthly variable royalty
and system assessment fees will be recognized as revenue in the month the fees
are billable as discussed previously.

17.6.46 The franchisor should evaluate the remaining ad hoc services in
the agreement (if applicable) to determine the appropriate revenue recognition
for these services.

17.6.47 The following example is meant to be illustrative, and the actual
application of the guidance in FASB ASC 606 should be based on the facts and
circumstances of an entity's specific situation.

Example 17-6-1

A franchisor enters into a hotel franchise trademark and license agreement on
January 1, 20x1, with a new franchisee for one of the franchisor's brands. The
term of the agreement expires 10 years from the opening date of the hotel. On
the agreement signing date, the franchisee is in the process of building a new
construction hotel, which the franchisee plans to open under the hotel franchise
trademark after construction completion. The franchisor promises to provide
pre-opening services, which include signage and installation of the franchise
reservation system. The franchisor promises not to own, operate, lease, manage,
or license any party but the franchisee to operate a chain hotel within a pre-
defined territory while the agreement is in effect. The franchisor charges the
franchisee a nonrefundable upfront fee of $12,600 for signing the agreement
and performing the pre-opening services.

Assume the hotel opening date is January 1, 20x2. Upon opening, the franchisee
agrees to pay the franchisor recurring fees, which consist of the following:

a. A fixed royalty fee of 5 percent of hotel GRR over the entire term of
the contract and accruing during the calendar month

b. A system assessment fee, which comprises a fixed marketing fee
and a fixed reservation fee of 2.5 percent and 1.3 percent of hotel
GRR, respectively, over the entire term of the contract and accruing
during the calendar month
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Step 1 — Identify the contract(s) with a customer

The contract is the hotel franchise trademark and license agreement, and the
customer is the franchisee.

Step 2 — Identify the performance obligations in the contract

There is a series of distinct services that shall be accounted for as a single
distinct performance obligation in the contract as follows:

A bundle of the three promises (bundled services):

i. Provide the hotel franchise trademark License

ii. Perform marketing and reservation activities funded by
the marketing fee and reservation fee

iii. Provide pre-opening services consisting of the temporary
signage and installation of the franchise reservation sys-
tem

Step 3 — Determine the transaction price

The transaction price includes fixed consideration of $12,600 and variable con-
sideration of 8.8 percent of GRR (5% + 2.5% + 1.3%).

Step 4 — Allocate the transaction price to the performance obligations in the
contract

The transaction price is allocated to the performance obligation as follows:

� Promise to provide the Hotel Franchise Trademark License —
Variable consideration of 8.8% GRR and fixed consideration of
$12,600 in an amount that depicts the amount of consideration
to which the entity expects to be entitled in exchange for transfer-
ring the promised goods and services.

� Promise to provide Pre-Opening Services — Since combined with
the Promise to provide the Hotel Franchise Trademark License as
a single performance obligation any consideration received will be
allocated to the combined performance obligation.

Step 5 — Recognize revenue when (or as) the entity satisfies a performance
obligation

The revenue for the performance obligations will be recognized as follows:

� Bundled Services

— Promise to provide the hotel franchise trademark license
at the end of Month 1. The franchisor will recognize $985
as revenue. Beginning at hotel opening through the end
of the term, the franchisor will calculate the revenue
based on the variable and fixed consideration and record
monthly.

Revenue $985 = (8.8% × $10,000 GRR) + ($12,600 / 10 years / 12 months)

� Promise to provide pre-opening services will be combined with the
promise to provide the hotel franchise trademark license as a sin-
gle performance obligation, and as a result, any consideration re-
ceived for pre-opening services will be allocated to the combined
performance obligation.
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The journal entries through the first two months of the agreement would ap-
pear as follows:

1/1/20X1
Receipt of initial fee payment

DR cash $12,600
CR deferred revenue $12,600

1/1/20X2
Hotel opening
No entry required

1/31/20X2
Recognize deferred revenue for initial fee as the right to access the license is
provided

DR deferred revenue $105*
CR revenue $105

* $12,600 /120 months = $105

Recognize revenue for the promise to provide the license

DR accounts receivable/ Cash $880**
CR revenue $880

** $10,000 GRR × 8.8% Royalty rate

Please note that if the royalty or system assessment fee percentages varied at
any point over the term of the contract, further analysis of transaction price
allocation may be required.

Presentation — Principal Versus Agent Considerations
17.6.48 In accordance with FASB ASC 606-10-55-36, for each specified

good or service promised to the customer, the franchisor should determine
whether the nature of its promise is a performance obligation to provide the
specified good or service itself as a principal or to arrange for those goods or
services to be provided by the other party as an agent.

17.6.49 FASB ASC 606-10-55-37 notes the following:

An entity is a principal if it controls the specified good or service before
that good or service is transferred to a customer. However, an entity
does not necessarily control a specified good if the entity obtains legal
title to that good only momentarily before legal title is transferred to a
customer. An entity that is principal may satisfy its performance obli-
gations to provide the specified good or service itself or it may engage
another party (for example, a subcontractor) to satisfy some or all of
the performance obligations on its behalf.

17.6.50 FASB ASC 606-10-55-37B notes that when (or as) an entity that is
a principal satisfies a performance obligation, the entity recognizes revenue in
the gross amount of consideration to which it expects to be entitled in exchange
for the specified good or service transferred.

17.6.51 FASB ASC 606-10-55-37 notes that an entity is a principal if it
controls the specified good or service before it is transferred to a customer. This
may even be the case if the entity does not fulfill the promise itself but directs
a third party to fulfill the obligation on its behalf. In order to assess whether
it is acting as a principal, a franchisor should consider the indicators in FASB
ASC 606-10-55-39 as follows:
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a. The franchisor is primarily responsible for fulfilling the promise to

provide the specified service because it is responsible for licensing
the brand intellectual property to the franchisee, performing pre-
opening services, and performing the system assessment services.

b. There is no general inventory risk associated with the license, pre-
opening services, or system assessment services.

c. The franchisor is responsible for determining all prices established
in the contract.

17.6.52 Based on assessment of the indicators in FASB ASC 606-10-55-39,
FinREC believes the franchisor is the principal of the combined performance
obligation that includes the license to its intellectual property in the franchise
agreement and, therefore, should recognize revenue on a gross basis.

Hotel Management Service Arrangement
This Accounting Implementation Issue Is Relevant to Accounting for Fees in a
Hotel Management Service Arrangement Under FASB ASC 606.

Introduction
17.6.53 A hotel management and franchising company (manager) may

sell hotel management services without a hotel system IP license (for example,
to an independent hotel or a third-party branded hotel [Owner]) and charge
the owner base and incentive management fees for those services and is reim-
bursed for certain costs incurred (for example, employee payroll). Alternatively,
the manager may also bundle the hotel system IP license, as well as hotel man-
agement services, and charge the owner all fees previously outlined, as well as
royalty fees, for both the management services and license of IP. Based on the
specific facts and circumstances, the fees charged by the manager (for example,
license royalty, base, and incentive fees) may be calculated on different revenue
bases (for example, GRRs, total revenues, or gross operating profit).

Step 1: Identify the Contract

Contract Combinations
17.6.54 A hotel management arrangement may include several agree-

ments that are generally negotiated at the same time with the same counter-
party. Historically, these contracts have typically been combined. FASB ASC
606-10-25-9 explains that

[a]n entity should combine two or more contracts entered into, at, or
near the same time with the same customer (or related parties of the
customer) and account for the contract as a single contract if one of
more of the following criteria are met:

a. The contracts are negotiated as a package with a single
commercial objective.

b. The amount of consideration to be paid in one contract de-
pends on the price or performance of the other contract.

c. The goods or services promised in the contracts (or some
goods or services promised in each of the contracts) are
a single performance obligation in accordance with para-
graphs 606-10-25-14 through 25-22.
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17.6.55 Although the specific facts and circumstances of a given trans-
action should be considered, FinREC believes that the ancillary agreements
executed with a hotel management agreement (for example, pre-opening or
centralized services, license agreement) will meet the criteria in FASB ASC
606-10-25-9 and should be combined and accounted for as a single contract.
The combined contract should then be reviewed to identify if there are sepa-
rate performance obligations under FASB ASC 606-10-25-14.

Scope Considerations
17.6.56 In customary hotel management agreements, the manager

promises to provide hotel services to guests (for example, room access, food and
beverage services, housekeeping services, security, and so on) and earns fees
from the hotel owner for the services it provides. Prior to evaluating the con-
tract in the context of FASB ASC 606, the manager should evaluate the man-
agement agreement in order to determine whether the agreement represents
a lease and, therefore, would be accounted for in accordance with FASB ASC
840, Leases (or FASB ASC 842, Leases, once adopted) or whether the manage-
ment agreement with the hotel owner legal entity results in the manager being
the primary beneficiary of a variable interest entity (VIE) based on the guid-
ance within FASB ASC 810, Consolidation. If the manager determines that the
management agreement is not a lease and the management agreement does
not result in the manager being the primary beneficiary of a VIE, then the
manager should evaluate the accounting for the agreement in accordance with
FASB ASC 606.

Principal Versus Agent Analysis
17.6.57 Under FASB ASC 606, the manager should consider whether it is

acting as a principal or agent when providing goods and services to hotel guests
in order to determine whether its customer is the owner (manager is agent)
or the hotel guest (manager is principal). A key factor in the determination of
whether the manager is a principal or an agent is whether the manager controls
the specified goods or services prior to the transfer to the hotel customer both
per the terms of the management agreement and in practice.

17.6.58 FASB ASC 606-10-55-37 states, "An entity is a principal if it con-
trols the specified good or service before that good or service is transferred to a
customer." FASB ASC 606-10-55-37 also states that "[a]n entity that is a prin-
cipal may satisfy its performance obligation to provide the specified good or
service itself or it may engage another party (for example, a subcontractor) to
satisfy some or all of a performance obligation on its behalf."

17.6.59 The following example is meant to be illustrative, and the actual
determination of the application of FASB ASC 606 should be based on the facts
and circumstances of an entity's specific situation. The following example fact
pattern is used throughout this section.

Example 17-6-2

Company Background:

The hotel management and franchising company (the company) licenses its
brand and related hotel system intellectual property (IP) to franchisees without
management services and charges the licensee a royalty fee. The company also
sells the hotel management services without a hotel system IP license (that is,
to an independent hotel or a third-party branded hotel) and charges the Owners
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base and incentive management fees for those services and is reimbursed for
certain costs incurred (for example, employee payroll).

Further, the company also bundles the hotel system IP license as well as ho-
tel management services and charges the hotels all fees previously outlined
for both the license of IP and management services. On occasion, the company
discounts or waives the royalty fee when the license is bundled with a manage-
ment agreement.

Contract Details:

The company enters into a 20-year management agreement to operate a newly
built hotel for the owner under one of the company's brand names. The hotel is
located in a market with both seasonality and significant local competition. The
company executed the contract on January 1, 20x0, prior to the hotel's construc-
tion, and the hotel opened on January 1, 20x2. The manager did not perform
any services prior to opening. Key elements of the management arrangement
include the following:

a. The owner has selected the brand name under which the hotel will
be operated.

b. The manager executes all contracts in the name of and on behalf of
the owner.

c. The owner provides the pre-opening funds and all working capital.
d. The owner has budget approval rights over the operating and cap-

ital budget rights.
e. The manager's fees are not directly affected by credit losses.

Additionally, the promises made to the owner via the hotel management agree-
ment include the following:

� Promise: Provide a license to use the company's hotel brand name
and related marks and access the company's proprietary hotel
system intellectual property (collectively referred to as the ho-
tel system IP), which includes the reservation system, mobile ap-
plications, and property management software over the agree-
ment term. (Refer to the "Franchise Fees" section in paragraphs
17.6.01–17.6.52 for further discussion of associated promises.)

� Charging Mechanism: License royalty fee based on sales. (Refer
to the "Franchise Fees" section for further discussion of other fees
that may be charged.)

� Promise: Manage the hotel operations on behalf of the owner
based on the terms of the management agreement.

� Charging Mechanism: Base and incentive fee based on hotel per-
formance.

� Promise: Provide hotel employees and centralized accounting ser-
vices.

� Charging Mechanism: Reimbursement of costs incurred.

Principal versus agent analysis:

In order to determine the principal in the transaction with the hotel guest, in
accordance with FASB ASC 606-10-55-37, the manager should consider which
entity controls the specified good or service before it is transferred to the cus-
tomer. FASB ASC 606-10-55-39 provides the following indicators that an entity
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controls the good or service before it is transferred to the customer and, there-
fore, is a principal:

a. The entity is primarily responsible for fulfilling the promise to pro-
vide the specified good or service.

In this example, the owner is primarily responsible for fulfilling the
contract to the hotel guest and directs the manager to provide the
services. The manager executes contracts in the name and on be-
half of the owner in order to provide the services to the guests. The
owner is responsible for ensuring that the hotel has the appropri-
ate level of working capital and budget approval over operating and
capital expenditures to ensure that the manager can adequately
provide the services and rooms to the guests. As such, the owner
would generally be deemed to be primarily responsible for fulfill-
ing the contract with the hotel guest (for example, the reservation).
Therefore, this fact pattern indicates an agency relationship.

b. The entity has inventory risk before the specified good or service
has been transferred to a customer.

In this example, the owner holds "inventory" risk. Although the fees
it earns will be lower, the manager does not have a risk of loss if the
rooms are unoccupied or the building is damaged. Therefore, this
fact pattern indicates an agency relationship.

c. The entity has discretion in establishing the price for the specified
good or service.

In this example, the manager provides revenue management ser-
vices as part of the hotel management services, but the prices are
constricted to a limited range determined by the decisions con-
trolled by the owner. The owner initially controls the range of prices
that can be charged to the hotel customer through its selection of a
hotel brand and location. Further, through the approval of the oper-
ating and capital budgets, the owner controls the physical condition
of the hotel and the level and quality of services provided to hotel
guests, which will further influence the range of prices the hotel can
charge. Although the manager may ultimately select the exact dol-
lar amount of the prices charged through its revenue management
services, the manager's selection of the prices would be constrained
by the factors controlled by the owner, as outlined previously. There-
fore, this fact pattern indicates an agency relationship.

In this example, FinREC believes the management agreement and other an-
cillary agreements represent a single contract in accordance with FASB ASC
606-10-25-9. In the consideration of the services provided to the hotel guests,
FinREC believes that the manager does not control these services and, there-
fore, the manager's promise is to arrange for goods or services to be provided
to the hotel guests on behalf of the owner as the owner's agent. The manager's
customer is the owner.

Step 2: Identify the Performance Obligations
17.6.60 Within the context of a typical management agreement and in ac-

cordance with FASB ASC 606-10-25-14, there are several promises made to the
owner that should be analyzed to determine if they are distinct and, therefore,
separate performance obligations within each management agreement. The
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following is a noncomprehensive list of some of the promised services that may
be included in a hotel management agreement:

a. Promises related to arranging for the provision of services to hotel
guests (for example, room access and security, housekeeping, food
and beverage, in room entertainment, and so on) on behalf of the
owner. Examples include the following:

i. Provision of hotel employees for hotel operations (manage-
ment, housekeeping, front desk, food and beverage, on-site
accounting, and so on)

ii. Centralized accounting or other shared services
b. Granting the right to use the manager's hotel system intellectual

property (hotel system IP) over the term of the agreement. The ho-
tel system IP may include the brand name and related trademark,
reservation system, and property management software. (Refer to
the "Franchise Fees" section in paragraphs 17.6.01–17.6.52.)

c. Providing consultation services over the hotel pre-opening period
(pre-opening services or brand oversight, or both).

d. Other ad hoc services (for example purchasing services).

17.6.61 Based on the specific facts and circumstances, the manager should
determine if any of the promises included within the management agreement
are more indicative of a fulfillment activity of another promise versus a sepa-
rate promise.

Identify the Distinct Goods or Services Promised Within the Contract
17.6.62 The manager should determine if the promises are distinct and

should be accounted for as separate performance obligations. FASB ASC 606-
10-25-19 states that the following two criteria need to be met in order for a good
or service to be "distinct:"

a. The customer can benefit from the good or service either on its own
or together with other resources that are readily available to the
customer (that is, the good or service is capable of being distinct).

b. The entity's promise to transfer the good or service to the customer
is separately identifiable from other promises in the contract (that
is, the promise to transfer the good or service is distinct within the
context of the contract).

17.6.63 In order to identify the distinct goods or services promised within
the context of a typical management agreement, the manager should first iden-
tify the promises that are capable of being distinct. For each of the promises
identified, the manager should then consider if the promise is separately iden-
tifiable within the context of the contract being evaluated.

Identify the Promised Goods or Services That Are Capable of
Being Distinct

17.6.64 In a typical management agreement, there are several promises
provided to the owner that should be analyzed to determine if they are capable
of being distinct. For an illustration, refer to example 17-6-2.

17.6.65 The items promised to an owner through a hotel management
agreement may vary based on the needs of the owner, the local market, brand of
hotel, and so on. Likewise, the fee structure of a hotel management agreement
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will vary, as well. Because services and fee structures vary from arrangement
to arrangement, a careful review is needed in order to understand whether the
services or bundle of services would likely be capable of being distinct.

17.6.66 If the manager or its industry peers routinely sells any of the
goods and services specifically outlined within the management agreement sep-
arately to other owners, the promised goods and services are generally capable
of being distinct in accordance with FASB ASC 606-10-25-19(a), as long as the
owner can both benefit from the goods and services either on their own or to-
gether with other readily available resources and generate economic benefit
from the individual goods and services by using or consuming those goods or
services on their own. This may be further corroborated if the manager, or its
industry peers, regularly charges a separate fee for each of these goods and
services or bundle of goods and services.

17.6.67 FinREC believes that the goods or services (or bundle of goods and
services) that the manager or its peers separately sell to owners (noted in the
preceding items) are generally capable of being distinct and, therefore, meet
the criteria in FASB ASC 606-10-25-19a.

Identify Whether Promises to Transfer Goods or Services That Are
Capable of Being Distinct Are Separately Identifiable From Other
Promises in the Contract

17.6.68 In order to determine the distinct services within a typical man-
agement agreement as defined in FASB ASC 606-10-25-19, the manager should
also consider whether the service(s) identified as capable of being distinct are
also separately identifiable from other promises in the contract (that is, dis-
tinct within the context of the contract). This means that the manager should
consider whether the nature of its promise is to transfer each of the goods or
services or whether the promise is to transfer a combined item (or items) to
which the promised goods or services, or both, are inputs.

17.6.69 In order to aid companies in performing its assessment of whether
the promised goods or services within an arrangement are not separately iden-
tifiable, FASB ASC 606-10-25-21 provides the following factors that indicate
that two or more promises to transfer goods or services are not separately
identifiable and notes that the following is not all inclusive:

a. The entity provides a significant service of integrating the goods or
services with other goods or services promised in the contract into
a bundle of goods or services that represent the combined output
or outputs for which the customer has contracted. In other words,
the entity is using the goods or services as inputs to produce or
deliver the combined output or outputs specified by the customer.
A combined output or outputs might include more than one phase,
element, or unit.

b. One or more of the goods or services significantly modifies or cus-
tomizes, or are significantly modified or customized, by one or more
of the other goods or services promised in the contract.

c. The goods or services are highly interdependent or highly interre-
lated. In other words, each of the goods or services is significantly
affected by one or more of the other goods or services in the con-
tract. For example, in some cases, two or more goods or services are
significantly affected by each other because the entity would not
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be able to fulfill its promise by transferring each of the goods or
services independently.

17.6.70 The following describes key considerations when applying the
guidance in FASB ASC 606-10-25-21 to the example:

a. Hotel management services promise: In a typical hotel manage-
ment agreement, the overall nature of the promise is to arrange
for the provision of services to hotel guests on behalf of the owner
(for example, rooms, housekeeping, food and beverage, in room en-
tertainment, and so on) over the agreement term. Often, the negoti-
ated contractual promises include discrete hotel management and
operational functions such as the employment of hotel employees,
revenue management, centralized accounting services, and other.
Depending on the management contract, these services may not be
considered separately identifiable if the manager provides a signif-
icant service of integrating the services (the inputs) into the over-
all hotel management service (the combined output) for which the
owner has contracted.
Additionally, example 12A in paragraphs 157C–157D of FASB ASC
606-10-55 clarifies that although the manager's underlying activ-
ities will vary both within a day and day-to-day, the manager is
providing a daily management service that is distinct and substan-
tially the same.

b. Hotel system IP license promise: A hotel system IP license may be
embedded or executed separately (but simultaneously) with a ho-
tel management agreement. As discussed in the "Franchise Fees"
section in paragraphs 17.6.01–17.6.52, the bundle of promises asso-
ciated with a franchise license represents a single distinct promise.
The manager must further consider whether the license is distinct
from the hotel management services. Considerations that indicate
the hotel system IP license and the hotel management services are
separately identifiable and, therefore, "distinct" would typically in-
clude the following:

i. The hotel management services and the hotel system IP
license do not each significantly modify or customize the
other.

ii. The manager can satisfy each of the promises in the con-
tract independently of the other.

iii. The owner can readily obtain either the hotel management
services or hotel system IP, or both, from other entities.

iv. There is a promise to provide hotel management services
that do not significantly affect the customer's ability to de-
rive benefit from the hotel system IP license.

c. Pre-opening services promise: In instances in which the manager
collects a fee in advance of a hotel opening, judgment will be needed
to evaluate whether the manager's activities prior to the hotel open-
ing transfer a service to the customer that is distinct from the hotel
management promises. This may vary based on the individual con-
tract needs and the manager's customary business practices. Con-
siderations that would indicate that the activities do not transfer
a service to the owner during the pre-opening period might include
the following:
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i. The services do not create or enhance an asset (that is, the
hotel) that the owner controls as it is created or enhanced.

ii. The owner does not simultaneously receive and consume
the benefits as the manager performs.

iii. The manager's performance does not create an asset with-
out an alternative use for the manager, and the manager
does not have an enforceable right to payment.

If the manager determines its pre-opening services transfer a ser-
vice to the owner, it should then consider whether that service is
separately identifiable from the overall hotel management promise.
A key consideration in that assessment is whether the pre-opening
services and hotel management services each affect the other and
whether the manager could fulfill its promise for one independently
of the other.
If the manager concludes the activities do not transfer a service
to the owner; the manager would typically disregard the activities
for the purposes of identifying the performance obligations. If the
manager concludes the activities do transfer a service to the owner
but the service is not separately identifiable from either the ho-
tel management or hotel system IP promise, the manager would
typically bundle the services with that promise for the purpose of
identifying and accounting for the performance obligation. Finally,
if the manager concludes that the activities do transfer a service to
the owner, and this service is separately identifiable and, therefore,
distinct, the manager would typically account for the service as a
separate performance obligation.

d. Ad hoc services promise: Other discrete goods or services promised
by the manager may be separable from the hotel management ser-
vices or hotel system IP. These discrete goods or services may be
performance obligations specifically included in the management
services contract, optional goods or services listed in the contract, or
may be negotiated at a later time as a contract modification. Based
on the specific facts and circumstances, ad hoc service promises may
be separately identifiable when evaluated based on the principle
and the factors in FASB ASC 606-10-25-21. Considerations that
would indicate the promises are separately identifiable may typ-
ically include the following:

i. The ad hoc service promise does not significantly modify
or customize another promise.

ii. The manager is not providing a significant service of inte-
grating the service promise and the other promises into a
combined output.

iii. The ad hoc promises are not highly interrelated or highly
interdependent if the owner's ability to use and benefit
from the ad hoc promise is not significantly affected by any
of the other promises and if the manager can fulfill its con-
tractual obligation to provide the ad hoc service promise
independent from its other promises.

iv. The ad hoc service promise would not significantly affect
the owner's ability to use and benefit from the remaining
promises because it is not complex and can be obtained
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from alternative providers to the extent the owner cannot
perform the service itself.

17.6.71 The services or bundle of services for which the owner is charged
a separate fee are generally capable of being distinct and may be separately
identifiable when combined with other items within the criteria in FASB ASC
606-10-25-19b. Within a typical branded hotel management agreement, Fin-
REC believes that the manager will identify two series of distinct services or
bundle of services related to arranging for the provision of services to hotel
guests on behalf of the owner as well as the license that provides a right to
access the hotel system IP. Based on the evaluation of the remaining promises
of the contract, the manager may conclude there are additional ad hoc perfor-
mance obligations, as well.

Identify Which of the Distinct Promises Represent Separate
Performance Obligations

17.6.72 Once the manager has identified the distinct promises or bundle
of promises provided within a management agreement, the manager should
then identify the associated performance obligation. In accordance with FASB
ASC 606-10-25-14, a performance obligation is either

a. a good or service (or a bundle of goods or services) that is distinct,
or

b. a series of distinct goods or services that are substantially the same
and that have the same pattern of transfer to the customer.

17.6.73 FASB ASC 606-10-25-15 further states the following:

A series of distinct goods or services has the same pattern of transfer
to the customer if both of the following criteria are met:

a. Each distinct good or service in the series that the entity
promises to transfer to the customer would meet the crite-
ria in paragraph 606-10-25-27 to be a performance obliga-
tion satisfied over time.

b. In accordance with paragraphs 606-10-25-31 through 25-
32, the same method would be used to measure the entity's
progress toward complete satisfaction of the performance
obligation to transfer each distinct good or service in the
series to the customer.

17.6.74 As explained in paragraph 17.6.29 of the "Franchise Fees," sec-
tion, FinREC believes the promise to provide the license (license to the fran-
chisor's intellectual property) is a series of distinct services that represents
a single performance obligation. Further, as described in example 12A, para-
graphs 157C–157D of FASB ASC 606-10-55, the series of hotel management
services would represent a separate performance obligation that is made up of
a series of distinct services performed over time.

17.6.75 The manager should then analyze the remaining ad hoc distinct
services included within the contract to determine the associated performance
obligation.

17.6.76 The following example is meant to be illustrative, and the actual
determination of the application of FASB ASC 606 should be based on the facts
and circumstances of an entity's specific situation. The following example fact
pattern is used throughout this section (see example 17-6-2).
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Example 17-6-3

Step 2: Analysis

The manager first evaluates each of the promises previously described in the
contract details and determines that they are each capable of being distinct
because the owner can benefit from the services either on their own or together
with other resources that are readily available (that is, it can obtain a franchise
license or hotel management services from another company).

The manager then reviews each of the promises to determine the associated
performance obligation.

Promise:

Provide a license to use the company's hotel brand name and related marks and
access the company's proprietary hotel system intellectual property, which in-
cludes the reservation system, mobile applications, and property management
software over the agreement term. (Refer to the "Franchise Fees," section in
paragraphs 17.6.01–17.6.52, for further discussion of associated promises.)

Performance Obligation: Daily right to access hotel system IP license, (series of
services forms single hotel system IP license performance obligation).

Refer to discussion within paragraph 17.6.74 related to the determination that
this promise is distinct. Refer to the "Franchise Fees" section for further dis-
cussion regarding the identification of the related performance obligation.

Promise:

Manage the hotel operations on behalf of the owner based on the terms of the
management agreement.

Provide the hotel employees and centralized accounting services.

Performance Obligation: Daily hotel management (series of services forms sin-
gle hotel management performance obligation).

Distinct within the context of the contract analysis: Employment and central-
ized accounting services are inputs to produce a combined output (the hotel
management services).

Series distinct services analysis: BC 285 of FASB ASU No. 2014-09 clarifies
that although the manager's underlying activities will vary both within a day
and day-to-day, the manager is providing a daily management service that is
distinct and substantially the same.

Step 3: Determining the Transaction Price

License and Royalty Fees
17.6.77 Refer to the "Franchise Fees" section for discussion regarding the

transaction price related to the hotel system IP license.

Principal Versus Agent (Gross versus Net)
17.6.78 FASB ASC 606-10-32-2 states the following:

An entity shall consider the terms of the contract and its customary
business practices to determine the transaction price. The transaction
price is the amount of consideration to which an entity expects to be
entitled in exchange for transferring promised goods or services to a
customer, excluding amounts collected on behalf of third parties (for
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example, some sales taxes). The consideration promised in a contract
with a customer may include fixed amounts, variable amounts, or both.

17.6.79 The manager receives base and incentive fees for the services pro-
vided to the hotel owner. Additionally, the manager typically charges several
other fees to the owner for costs it incurs in providing those services. The man-
ager should evaluate the specified good or service provided to the hotel owner to
ensure they are associated with the promises to the owner for which the man-
ager is acting as the principal, versus an ad hoc promise for which it is acting
as an agent of the third party, prior to including the fee in the estimate of the
transaction price.

Significant Financing Component
17.6.80 On occasion, the contract may include upfront payments or ex-

tended payment terms for the associated fees (for example, a subordinated man-
agement fee). The manager should evaluate the payments in accordance with
paragraphs 15–20 of FASB ASC 606-10-32 in order to determine if these pay-
ment terms are indicative that the arrangement contains a significant financ-
ing component. If the manager concludes that there is a significant financing
component, in accordance with FASB ASC 606-10-32-15, the manager would
adjust the promised amount of consideration such that the transaction price
reflects the time value of money. The manager should also evaluate the effect
the financing component might have on financial statement presentation.

Fixed Fees
17.6.81 At the inception of the contract, there may be certain fixed fees in

the agreement (for example, a pre-opening services fee) that might be included
in the transaction price. Amounts that are fixed per the contract terms may, in
fact, be variable if the owner has a valid expectation arising from the manager's
customary business practices that it will provide a fee concession or other facts
and circumstances indicate the manager intends to provide a concession. For
example, if the contract contains a fixed pre-opening fee, the manager should
consider whether it has a history of waiving all or a portion of that fee and, if so,
would consider the fee variable for the purposes of estimating the transaction
price. If the manager determines the fee is, in fact, variable, it should consider
the guidance in paragraphs 11–13 of FASB ASC 606-10-32 on constraints on
variable consideration in determining the amount to include within the trans-
action price at contract inception.

Variable Consideration
17.6.82 The non-license hotel management fees based on a percentage of

the hotel's revenues and profit are variable. Because management agreements
typically do not outline specific activities the manager will perform (for exam-
ple, a specified amount of labor hours at a rate per hour), the reimbursable
fees are also variable because the amount is not known at the beginning of the
contract and the amount that the manager will be entitled to changes based
upon the requirements to fulfill the contractual promises each day. Therefore,
because the majority of fees associated with a typical hotel management agree-
ment are variable consideration, the estimate of the transaction price associ-
ated with these non-royalty license fees (for example base fees, incentive fees,
and reimbursed fees) should be determined in accordance with the guidance on
variable consideration and constraining estimates of variable consideration in
paragraphs 5–13 of FASB ASC 606-10-32.
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17.6.83 FASB ASC 606-10-50-14A provides a practical expedient that al-
lows companies to not disclose the estimate of revenues related to variable fees
that are allocated entirely to a wholly unsatisfied performance obligation or to
a wholly unsatisfied promise to transfer a distinct good or service that forms
part of a single performance obligation in accordance with FASB ASC 606-10-
25-14b, for which the criteria in FASB ASC 606-10-32-40 have been met. As
discussed in paragraphs 17.6.87–17.6.89, the allocation of the transaction price
to services that have been performed is limited to the actual fees earned to date
based on the contract terms. Therefore, any estimate of the transaction price
associated with future services that will be provided under the contract would
be allocated to wholly unperformed services within the series and would meet
this disclosure practical expedient. Therefore, the manager would not need to
include an estimate of variable fees that will be earned in future periods in the
transaction price because these fees would neither be recognized nor disclosed.

Constraining Estimates of Variable Consideration
17.6.84 In accordance with FASB ASC 606-10-32-11, once actual fees have

been earned based on the underlying hotel activity (refer to the example that
follows), a manager should only include amounts of variable consideration in
the transaction price to the extent it is probable that a significant reversal in
the cumulative amount of revenue recognized would not occur when the uncer-
tainty associated with the variable consideration is subsequently resolved. This
constraint would primarily apply to incentive fees, which vary based on hotel
profit over a defined period that may extend past the current period. Typically,
other fees earned by the manager are not refundable based on future hotel per-
formance. However, the manager would also need to consider any anticipated
refunds or concessions it will provide on any fees earned to date.

17.6.85 FinREC believes that the following are factors that could increase
the likelihood or magnitude of a revenue reversal:

a. Management agreements are typically long-term in nature. Al-
though a manager may have experience with similar contracts, the
experience is of little predictive value over the long term.

b. The promised consideration related to the hotel management obli-
gation is highly dependent on the hotel's specific market conditions
and will be influenced by factors outside of both the owner's and
manager's influence, such as economic, social, political, and natu-
ral forces.

c. Further, the promised consideration related to the hotel manage-
ment obligation is highly dependent on the owner's budget and
other decisions, such as their willingness and ability to make capi-
tal improvements to the hotel.

d. The amount the manager will earn has a large number and broad
range of possible outcomes.

Updating the Estimate of Transaction Price at Each Reporting Period
17.6.86 In accordance with FASB ASC 606-10-32-14, at each reporting

date the manager should update its estimate of the transaction price associated
with the base and incentive fees as well as fees for the hotel management and
operational functions in accordance with the example in paragraphs 221–225
of FASB ASC 606-10-55.
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17.6.87 At the end of each period, based on the specific facts and circum-

stance, the manager will include in the transaction price the actual amount
of the base fees for the hotel management and operational functions billable,
unless it anticipates a fee refund or a concession will be provided, because the
uncertainty is resolved, and it is probable that a significant reversal in the cu-
mulative amount of revenue recognized would not occur.

17.6.88 The manager may also conclude that it can include in the trans-
action price the actual amount of the incentive fees due under the contract
terms (even if it does not have an enforceable right to payment at that specific
point in time), as long as it is probable the fees will not reverse in subsequent
periods. For instance, if the property has seasonality in which it earns a signif-
icant profit in the first part of the year that historically gets fully or partially
eliminated by unprofitability in the last six months of the year, the manager
would most likely not include the entire billable incentive fee in the current
period transaction price even if the manager had an enforceable right to bill
and collect incentive fees in the first part of the year. Further, if the manager
has concluded it is probable the owner will terminate the contract within the
incentive fee period, it would most likely constrain the transaction price to the
amount to which it has an enforceable right to payment.

17.6.89 The manager will not include an estimate of the future variable
fees that will be earned under the remaining contract because these amounts
will neither be recognized nor disclosed.

17.6.90 The following example is meant to be illustrative, and the actual
determination of the application of FASB ASC 606 should be based on the facts
and circumstances of an entity's specific situation. The following example fact
pattern is the same used throughout this document.

Example 17-6-4

Contract Execution and Hotel Opening

At contract inception and hotel opening, the manager concludes that the guid-
ance in FASB ASC 606-10-55-65 regarding sales-based and usage-based royal-
ties promised in exchange for a license of intellectual property would be applied
to the hotel system IP license (refer to the "Franchise Fees" section) because
that is when the subsequent sale or usage occurs and when the performance
obligation has been satisfied. Additionally, the manager will not include an esti-
mate of the future variable fees that will be earned under the contract because
these amounts will neither be recognized nor disclosed.

Month 1

During month 1, the manager, for example, would update its estimate of the
transaction price as follows:

TP
Hotel Activity

(Revenues/GOP/ TP

Fee Calculation

Estimate
@ Hotel
Opening

Costs) Earned/
Incurred to

Date (a)
Estimate

@ Month 1 REF

A B C = A * B

License
royalty

2% of Gross Rooms
Revenues $0 $8,000,000 $160,000 (b)

(continued)
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TP
Hotel Activity

(Revenues/GOP/ TP

Fee Calculation

Estimate
@ Hotel
Opening

Costs) Earned/
Incurred to Date

(a)
Estimate

@ Month 1 REF

Base 3% of Total
Revenues $0 $10,000,000 $300,000 (a, c)

Incentive 8% of GOP (a
minimum GOP
threshold of $10
million
[prorated]) $0 $2,000,000 $160,000 (c, d)

Employee
payroll and
benefits

Reimbursement of
costs incurred

$0 $50,000 $50,000 (a)

Total $0 $20,050,000 $670,000

(a) The fees the manager is entitled to under the agreement are driven by the underlying hotel
activity (for example, the base fee is 3 percent of the total hotel revenues). Therefore, for the
purposes of the example and clearly showing how the transaction price is calculated, the
manager is estimating the transaction price by identifying the actual hotel activity, apply-
ing the fee per the contract terms to that hotel activity, and then applying the constraint on
incentive fees discussed in (d).

(b) FASB ASC 606-10-55-65 regarding sales-based and usage-based royalties promised in ex-
change for a license of intellectual property would be applied.

(c) The manager will not include an estimate of the future variable fees that will be earned un-
der the remaining contract because these amounts will neither be recognized nor disclosed.

(d) Based on the hotel's performance in month 1, the amount earned per the contract terms
was $160,000 because the pro-rated hurdle for the month ($10M/12 = $833k) was met. The
manager reviewed the hotel forecast and has concluded it was probable that this amount
would not reverse in subsequent periods and, therefore, the manager has included $160,000
in its estimate of the transaction price. Although the manager uses a forecast of the incen-
tive fee to assess the probability that the transaction price earned to date will not reverse,
the manager has not included the forecasted incentive fee attributable to future periods in
the estimate of the transaction price because this amount will neither be recognized nor
disclosed. (As discussed in preceding paragraph 32, in other situations, the manager may
not be able to conclude that the transaction price is probable to not reverse in subsequent
periods and, as such, would not include the incentive fee in the estimate of the transaction
price until that fee is more likely to be retained. Judgment will be required.)

Step 4: Allocating the Transaction Price

Allocation Objective
17.6.91 FASB ASC 606-10-32-28 states that

[t]he objective when allocating the transaction price is for an entity to
allocate the transaction price to each performance obligation (or dis-
tinct good or service in a series) in an amount that depicts the amount
of consideration to which the entity expects to be entitled in exchange
for transferring the promised goods or services to the customer.

Allocation of the Variable Fees Within the Agreement to the Separate
Performance Obligations or to the Distinct Good(s) or Services That
Form Part of a Single Performance Obligation

17.6.92 In consideration of the allocation objective, FASB ASC 606-10-32-
40 states that

[a]n entity shall allocate a variable amount (and subsequent changes
to that amount) entirely to a single performance obligation or to a
distinct good or service that forms a part of a single performance
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obligation in accordance with paragraph 606-10-25-14(b) if both of the
following criteria are met:

a. The terms of the variable payment relate specifically to
the entity's efforts to satisfy the performance obligation or
transfer the distinct good or service (or to a specific out-
come from satisfying the performance obligation or trans-
ferring the distinct good or service).

b. Allocating the variable amount of consideration entirely to
the performance obligation or the distinct good or service is
consistent with the allocation objective in paragraph 606-
10-32-28 when considering all the performance obligations
and payment terms in the contract.

17.6.93 The structure of the management agreement typically separates
the fees so that the compensation aligns with the related service being provided.
For example, the license royalty and the base and incentive fees are typically
related to a specific outcome from satisfying the hotel system IP and hotel man-
agement services performance obligations, respectively. Therefore, each of the
variable fees charged within the management agreement may be linked to both
a single performance obligation or a distinct service within the series (if appli-
cable), or both, as described in FASB ASC 606-10-32-40.

17.6.94 When allocating the variable fee streams to the separate perfor-
mance obligations, the manager should consider whether the fee specifically
relates to the entity's efforts to satisfy its promises under the contract or the
outcome of providing the distinct service (or bundle of services), or both. Con-
sistent with example 12A in FASB ASC 606-10-55-157E, FinREC believes that
if the terms of the variable consideration relate specifically to the manager's
efforts to transfer each distinct daily service, then the allocation of the monthly
base and incentive fee (or change in the incentive fee) to the daily services pro-
vided during the month they are billable (subject to the constraint) would meet
the allocation objective. Similarly, as the cost reimbursements are commensu-
rate with the entity's efforts to fulfill the promise(s) each day, then the allocation
objective would be met by allocating the fees to the daily services performed as
the manager incurs the associated costs.

17.6.95 TRG Agenda Ref. No. 39, Example C, discusses a hotel manager
that has entered into a 20-year agreement to manage properties on the behalf of
the customer. Specifically, in paragraph 46 of TRG Agenda Ref. No. 39, it is noted
that the staff thinks the base monthly fees could meet the allocation objective
for each month because there is a consistent measure throughout the contract
period that reflects the value to the customer each month (the percentage of
monthly sales). Similarly, if the cost reimbursements are commensurate with
the entity's efforts to fulfil the promise each day, then the allocation objective for
those variable fees could also be met. The TRG paper noted that the allocation
objective could also be met for the incentive fee if it reflects the value delivered
to the customer for the annual period (reflected by the profits earned) and is
reasonable compared to the incentive fees that could be earned in other periods.

Allocation of Discounts Among the Performance Obligations
17.6.96 On occasion, the manager may discount the standard hotel system

IP fee or another fee, or both, in the agreement in order to incentivize the owner
to enter into the management agreement. FASB ASC 606-10-32-37 describes
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how an entity (the manager) should allocate the discount entirely to one or
more, but not all, performance obligations if all the following criteria are met:

a. The manager regularly sells each distinct good or service (or each
bundle of distinct goods or services) in the contract on a standalone
basis.

b. The manager also regularly sells on a standalone basis a bundle (or
bundles) of some of those distinct goods or services at a discount to
the standalone selling prices of the goods or services in each bundle.

c. The discount attributable to each bundle of goods or services de-
scribed in (b) is substantially the same as the discount in the
contract, and an analysis of the goods or services in each bundle
provides observable evidence of the performance obligation (or per-
formance obligations) to which the entire discount in the contract
belongs.

17.6.97 In the case of a management agreement in which the manager
accounts for the hotel system IP and hotel management services as separate
performance obligations and one or more of the fees is discounted from the
standalone selling price, the manager should consider whether it meets the
criteria in FASB ASC 606-10-32-37 to allocate the discount entirely to one or
more performance obligations. If it determines it does not, the manager should
consider whether any portion of the fees typically allocated to one performance
obligation would be allocated to another obligation(s).

Allocation of Fixed Fees
17.6.98 Once the variable consideration has been linked to specific per-

formance obligations, the manager should evaluate any fixed fees to determine
the appropriate allocation of these fees to the separate performance obligations
in accordance with paragraphs 28–38 of FASB ASC 606-10-32. In accordance
with FASB ASC 606-10-32-29, the allocation should be performed based on the
relative stand-alone selling price of the associated services within the contract.
FASB ASC 606-10-32-32 explains that the best evidence of a stand-alone sell-
ing price is the observable price of a good or service when the entity sells that
good or service separately in a similar circumstance to similar customers.

17.6.99 The following example is meant to be illustrative, and the actual
determination of the application of FASB ASC 606 should be based on the facts
and circumstances of an entity's specific situation. The following example fact
pattern is the same used throughout this document.

Example 17-6-5

Contract Inception and Hotel Opening (January 1, 20x0 and January 1, 20x2)

In this example, at contract inception, the manager considers the allocation
of each of the variable fee streams to the hotel system IP license and the hotel
management performance obligations. Each of the variable fee streams are "at-
market" with similar arrangements entered into by the manager. The license
fee is representative of the fee charged under a stand-alone franchise arrange-
ment, and the base, incentive, and employee payroll and benefits charges are
representative of fees charged in stand-alone unbranded management agree-
ments. Therefore, if the manager concludes that the variable fee streams will
be allocated to either the hotel system IP license or the hotel management per-
formance obligations based on which promises make up the respective perfor-
mance obligation, the following table provides an example of how the allocation
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of the fees to the separate performance obligations at both contract inception
and hotel opening would be reflected:

Fee Calculation

TP
Estimate

@ Month 1
See Above

License royalty 2% of gross rooms revenues $0

Total Hotel System IP $0

Base 3% of total revenues $0

Incentive 8% of GOP (a minimum GOP threshold
of $10 million [prorated]) $0

Employee payroll and benefits Reimbursement of costs incurred $0

Total Hotel Management $0

Total $0

Month 1

In Month 1, the manager allocates the change in the estimate for the trans-
action price related to the license, base, incentive, and employee payroll and
benefits to the distinct services provided during the period because this meets
the allocation objective because the change reflects the value of the services
provided to the owner and the entity's efforts to fulfill the promise.

Based on the preceding analysis, the manager allocates the transaction price
in month 1 as follows:

Allocated to

Fee
Calculation
A

TP
Estimate
@ Month 1
See Above

Current
Period
& Prior
Services

Future
Services REF

License royalty 2% of gross rooms
revenues 160,000 160,000 0 (a)

Total Hotel System IP 160,000 160,000 0

Base 3% of total revenues 300,000 300,000 0 (a)

Incentive 8% of GOP (a
minimum GOP
threshold of $10
million [prorated]) 160,000 160,000 0 (a)

Employee
payroll and
benefits

Reimbursement of
costs incurred

50,000 50,000 0 (a)

Total Hotel Management 510,000 510,000 0 (a)

Total 670,000 670,000 0

(a) The total estimate of transaction price relates to the distinct services provided during
the period and is allocated to those services.

©2019, AICPA AAG-REV 17.6.99



910 Revenue Recognition

Step 5: Recognizing Revenues When (or as) the Manager Satisfies
the Performance Obligation

License Royalty Fees
17.6.100 Refer to the "Franchise Fees" section for discussion regarding

the recognition of the revenues related to the hotel system IP license.

Management Fees (Including Cost Reimbursements)
17.6.101 As concluded in paragraph 17.6.71, the series of hotel manage-

ment services are a series of distinct services performed over time. Therefore,
the manager would typically recognize the revenues related to the management
fees (including cost reimbursements) when both of the following factors exist:

a. The fee has been included in the estimate of the transaction price.

b. The distinct services to which the transaction price has been allo-
cated have been provided.

Pre-Opening Services and Other Ad Hoc Performance Obligations
17.6.102 The manager should evaluate the remaining ad hoc services in

the contract (if applicable) to determine the appropriate revenue recognition
for these services. Considerations might include the following:

a. Does control transfer at a point in time or over time as noted in
FASB ASC 606-10-25-27?

b. If the control transfers over time, what is the appropriate measure
of progress towards completion as noted in paragraphs 31–37 of
FASB ASC 606-10-25 and paragraphs 16–21 of FASB ASC 606-10-
55?

Accounts Receivable and Contract Assets
17.6.103 If the manager has an unconditional right to collect the consider-

ation under the contract terms (consideration is billable per the contract terms),
in accordance with FASB ASC 606-10-45-1, the amount should be presented
separately as an account receivable.

17.6.104 If the manager has performed by providing the distinct services
to which it has allocated a portion of the estimate of the transaction price before
the associated amount has been paid or an account receivable has been recog-
nized (see the preceding discussion), in accordance with FASB ASC 606-10-45-
3, the manager should present the associated transaction price as a contract
asset. An example of when this may occur is when the manager has recognized
a portion of the incentive fee but does not have an unconditional right to pay-
ment for this amount until an Owner's minimum return threshold is met for
the annual incentive fee period. FinREC believes that the contract asset would
be recognized ahead of the manager having an enforceable right to payment at
that specific point in time, if the manager has concluded it is not probable the
associated revenues will reverse, as previously described in step 3.

17.6.105 The following example is meant to be illustrative, and the actual
determination of the application of FASB ASC 606 should be based on the facts
and circumstances of an entity's specific situation. The following example fact
pattern is the same used throughout this document.
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Example 17-6-6

Contract Inception to Hotel Opening (January 1, 20x0 and January 1, 20 × 2)

In the example, an estimate of variable fees (including license fees) have nei-
ther been included in the estimate of the transaction price nor allocated to the
services that have been provided and, therefore, the manager did not recognize
any revenues related to these fees upon hotel opening.

Month 1

Because the performance obligation represents a series of distinct services,
the manager has decided to use time as its measure of progress and recog-
nizes the revenues allocated to the distinct services provided to the owner
through the end of the period. At the end of month 1, the manager recognizes
the revenue related to the amounts included in the transaction price and al-
located to the current period services provided in month 1 by recording the
following journal entry:

Debit Credit Debit Credit

Accounts Receivable $510,000

Contract Asset $160,000

Employee payroll expense $50,000

Royalty Fee $160,000

Base Fee $300,000

Incentive Fee $160,000

Employee Payroll Expense
Reimbursement $50,000

Accrued Payroll Liability $50,000

In example 17-6-6, the manager does not yet have an unconditional right to pay-
ment for the portion of the incentive fee that is being recognized because the
owner's minimum return threshold has not yet been met for the annual incen-
tive fee period. However, because the manager has concluded that it is probable
that a significant revenue reversal will not occur (as previously described in ex-
ample 17-6-4, footnote (d) under month 1), as such, it is appropriate to include
the variable fee in the transaction price; therefore, a contract asset would be
recognized.

Owned and Leased Property Revenues
This Accounting Implementation Issue Is Relevant to Accounting for Owned and
Leased Property Revenues Under FASB ASC 606.

Background
17.6.106 Owned and leased properties contain the following revenue

streams:

a. Room revenue

b. Package revenue
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c. Option revenue

d. Other ancillary guest services fees

Room Revenue

Step 1: Identify the Contract With a Customer
17.6.107 Room sales are driven by a fixed fee charged to a hotel guest to

stay at the hotel property for an agreed-upon period. The hotel agrees to provide
a room to the hotel guest for a specified time period for an agreed-upon rate.
The hotel reservation includes the terms of the agreement.

17.6.108 Cancellation policies vary across room reservations. The contrac-
tual terms related to the cancellation policies and the hotel's customary busi-
ness practices are important components in determining the contract and the
enforceable rights and obligations. Some reservations are nonrefundable and
non-cancellable, whereas others allow the customer to cancel the night before
or the day of the hotel stay.

17.6.109 FASB ASC 606-10-25-3 states that "[a]n entity shall apply the
guidance in this Topic to the duration of the contract (that is, the contractual
period) in which the parties to the contract have present enforceable rights and
obligations."

17.6.110 For non-cancellable contracts, FinREC believes that the contract
term would be for the entire length of the reservation. For contracts with night-
before or day-of cancellation policies, FinREC believes the contract term would
be considered a daily contract with optional purchases for each additional night
of the reservation. TRG Agenda Ref. No. 48 includes a discussion on penalties
from terminations of non-cancellable contracts if considered significant for a
particular reservation.

Step 2: Identify the Performance Obligations in the Contract
17.6.111 According to FASB ASC 606-10-25-14, a good or service is a per-

formance obligation if it is considered distinct or if there are a series of distinct
goods or services that are substantially the same and have the same pattern of
transfer to the customer. Further, according to FASB ASC 606-10-25-19, a good
or service is distinct if both the customer can benefit from the good or service
either on its own or together with other resources that are readily available
to the customer, and the entity's promise to transfer the good or service to the
customer is separately identifiable from other promises in the contract.

17.6.112 FinREC believes there is one performance obligation to provide
lodging facilities as the separate components of providing these services (hotel
room, toiletry items, housekeeping, and amenities) are not distinct within the
context of the contract as they are all highly dependent and interrelated as part
of the obligation to provide the lodging facility.

17.6.113 As a result, FinREC believes that there is one performance obli-
gation for non-cancellable reservations. In contrast, FinREC believes there are
separate performance obligations for each day of the stay in cancellable reser-
vations (which may be considered daily contracts), unless the option for the
additional stay is considered a material right in accordance with paragraphs
41–45 of FASB ASC 606-10-55 (discussion of optional purchases is included in
the "Package or Other Ancillary Services Revenue" section).
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Step 3: Determine the Transaction Price
17.6.114 FASB ASC 606-10-32-2 states the following:

An entity shall consider the terms of the contract and its customary
business practices to determine the transaction price. The transac-
tion price is the amount of consideration to which an entity expects
to be entitled in exchange for transferring promised goods or services
to a customer, excluding amounts collected on behalf of third parties.
The consideration promised in a contract with a customer may include
fixed amounts, variable amounts, or both.

17.6.115 FinREC believes the transaction price is the room rate, including
any discounts applicable in accordance with FASB ASC 606-10-32-2. In the
process for reserving a hotel room, the guest and hotel agree upon the room rate
prior to the hotel guest receiving a room key. This fee includes consideration
received for a hotel room, toiletry items, housekeeping services, and various
amenities such as TV, gym and pool access, and so on. Typically, the room rate is
the same for each night of the reservation, but could vary depending on demand.

Step 4: Allocate the Transaction Price to the Performance Obligations
in the Contract

17.6.116 If there is only one performance obligation identified in a con-
tract, then the transaction price would not need to be allocated. If there are
multiple performance obligations, FASB ASC 606-10-32-29 requires that the
hotel owner allocate the transaction price to each performance obligation iden-
tified in the contract on a relative SSP basis. At contract inception, the hotel
owner determines the SSP for each performance obligation. As explained in
paragraphs 32–33 of FASB ASC 606-10-32, the SSP may be directly observable
or may need to be estimated.

Step 5: Recognize Revenue When (or as) the Entity Satisfies a
Performance Obligation

17.6.117 In accordance with FASB ASC 606-10-25-24, the hotel owner is
required to determine whether the performance obligation is satisfied over time
or at a point in time. If the performance obligation is not satisfied over time,
then it is satisfied at a point in time.

17.6.118 For hotel room only reservations, the hotel owner should consider
the guidance in FASB ASC 606-10-25-27 to determine if the room reservation
is satisfied over time. FASB ASC 606-10-25-27 states the following:

An entity transfers control of a good or service over time and, therefore,
satisfies a performance obligation and recognizes revenue over time,
if one of the following criteria is met:

a. The customer simultaneously receives and consumes the
benefits provided by the entity's performance as the entity
performs.

b. The entity's performance creates or enhances an asset that
the customer controls as the asset is created or enhanced.

c. The entity's performance does not create an asset with an
alternative use to the entity, and the entity has the en-
forceable right to payment for performance completed to
date.
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17.6.119 FinREC believes that hotel room only reservations are perfor-
mance obligations satisfied over time as the hotel guest simultaneously receives
and consumes the benefits provided by the hotel.

17.6.120 For performance obligations satisfied over time, FASB ASC 606-
10-25-31 requires the hotel to recognize revenue over time by measuring the
progress toward complete satisfaction of that performance obligation. The ob-
jective when measuring progress is to depict the hotel's performance in trans-
ferring control of the goods or services.

17.6.121 For measuring progress, FASB ASC 606-10-25-33 and FASB ASC
606-10-55-16 explain that appropriate measures of measuring progress include
output and input methods. In accordance with FASB ASC 606-10-25-33, the
owner should consider whether an output method or input method accurately
reflects the transfer of control.

17.6.122 For example, if the value transferred to the hotel guest is the
same each day, then an output method based on time elapsed may be an ap-
propriate method of measuring progress because the hotel provides the same
services throughout the contract. (Note that "value to the customer" refers to an
objective measure of the entity's performance, not market prices or value per-
ceived by the customer.) Revenue would then be recognized on a straight-line
basis over the performance obligation.

17.6.123 For non-cancellable reservation policies with one performance
obligation, FinREC believes the transaction price should be recognized as rev-
enue evenly over the hotel stay. For cancellable contracts (which may be daily
contracts), revenue would be recognized when the performance obligations are
transferred. For example, if there is a five-night reservation with a day-of can-
cellation policy, the hotel may consider that one daily contract (at the point
the contract is no longer cancellable), with an option to purchase the four ad-
ditional nights (discussion of optional purchases is included in the "Package
or Other Ancillary Services Revenue" section). Assuming there is no material
right in the contract, revenue would be recognized when the daily hotel stay is
provided.

Package or Other Ancillary Services Revenue

Step 1: Identify the Contract With a Customer
17.6.124 Ancillary services revenue is generated when a hotel guest

chooses to purchase goods or services separately from the hotel room, such as
food and beverage or room service, dry cleaning services, mini-bar purchases,
spa services, and so on. The goods and services are selected on an individual
basis.

17.6.125 When ancillary guest services are connected with a hotel reser-
vation, the hotel owner should consider the related terms to identify the en-
forceable rights and obligations created under the hotel room reservation.

17.6.126 FASB ASC 606-10-25-9 states the following:

An entity shall combine two or more contracts entered into at or near
the same time with the same customer (or related parties of the cus-
tomer) and account for the contracts as a single contract if one or more
of the following criteria are met:
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a. The contracts are negotiated as a package with a single

commercial objective,
b. The amount of consideration to be paid in one contract de-

pends on the price or performance of the other contract,
or

c. The goods or services promised in the contracts (or some
goods or services promised in each of the contracts) are a
single performance obligation.

17.6.127 If the reservation is for a package of services (hotel room, meals,
spa services, and so on) for a stated price, then the contract may cover all of
those goods and services.

17.6.128 When the ancillary guest services are included with the hotel
reservation in a package arrangement, the hotel owner should consider the
guidance in FASB ASC 606-10-25-9, which requires contracts entered into at
or near the same time with the same customer to be accounted for as a single
contract if certain criteria are met, to determine if the contracts for the ancillary
guest services and reservation should be combined

a. whether the contracts are negotiated together with a single objec-
tive, taking into consideration how and why the guest decides to
purchase the ancillary services.

b. if the contract prices are interdependent, such as whether the hotel
room price changes depending on the purchase of ancillary services,
and vice versa.

c. whether any of the goods and services across the two contracts are
a single performance obligation.

17.6.129 FinREC believes that goods and services purchased by the cus-
tomer on a stand-alone basis separate from the hotel reservation typically are
distinct promised goods and services that should be accounted for as separate
contracts (for example, a beverage from the room mini-bar).

Step 2: Identify the Performance Obligations in the Contract
17.6.130 If the goods and services are sold on a stand-alone basis separate

from the hotel reservation and control is transferred at a point in time, FinREC
believes each ancillary transaction gives rise to a single performance obligation
related to that transaction.

17.6.131 For package hotel reservations, depending on the specific facts
and circumstances of the arrangement, the owner may identify multiple per-
formance obligations, one for the hotel reservation and one for each type of
ancillary service, because the hotel regularly sells these items separately.

17.6.132 FASB ASC 606-10-25-14 explains that a good or service is a per-
formance obligation if it is considered distinct or if there are a series of distinct
goods or services that are substantially the same and have the same pattern of
transfer to the customer. FASB ASC 606-10-25-15 further explains that

[a] series of distinct goods or services has the same pattern of transfer
to the customer if both of the following criteria are met:

a. Each distinct good or service in the series that the entity
promises to transfer to the customer would meet the crite-
ria in paragraph 606-10-25-27 to be a performance obliga-
tion satisfied over time.
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b. In accordance with paragraphs 606-10-25-31 through 25-
32, the same method would be used to measure the entity's
progress toward complete satisfaction of the performance
obligation to transfer each distinct good or service in the
series to the customer.

17.6.133 BC 116 of ASU No. 2014-09 states the following:

The Boards noted that Topic 606 would not need to specify the account-
ing for concurrently delivered distinct goods or services that have the
same pattern of transfer. This is because in those cases, an entity is
not precluded from accounting for the goods or services as if they were
a single performance obligation, if the outcome is the same as account-
ing for the goods and services as individual performance obligations.

17.6.134 If the package, option, or other ancillary services offered meet the
criteria in FASB ASC 606-10-25-15 to be considered a series of distinct goods
or services, then the services should be combined into a single performance
obligation.

17.6.135 In accordance with FASB ASC 606-10-55-42, the option to ac-
quire additional goods or services is a performance obligation if the option pro-
vides a material right that would not be received without entering into the
contract (for example, a discount that is incremental to the range of discounts
typically given for those goods or services to that class of customer in that geo-
graphical area or market).

17.6.136 The hotel owner should consider if the option for the ancillary
items is a material right.

17.6.137 FinREC believes the option to acquire goods or services in ad-
dition to the hotel reservation is a material right if the guest would not have
received it without entering into the hotel stay and receives a discount incre-
mental to the range typically given. However, a coupon for a discount off a meal
at the hotel restaurant that is offered to both non-guests and guests would not
be considered a material right under FASB ASC 606-10-55-42.

17.6.138 As stated previously, cancellable room reservations may contain
optional purchases for additional nights of the reservation. The hotel will need
to determine if those optional purchases represent material rights in accor-
dance with paragraphs 41–45 of FASB ASC 606-10-55. If the price for the addi-
tional nights reflects the stand-alone selling price for the stay, there would not
be a material right in the contract, and each daily reservation would represent a
separate contract and separate performance obligation. If the cancellable room
reservation includes a material right, then both the daily room reservation and
the discount option would be considered separate performance obligations.

Step 3: Determine the Transaction Price
17.6.139 FASB ASC 606-10-32-2 states the following:

An entity shall consider the terms of the contract and its customary
business practices to determine the transaction price. The transac-
tion price is the amount of consideration to which an entity expects
to be entitled in exchange for transferring promised goods or services
to a customer, excluding amounts collected on behalf of third parties.
The consideration promised in a contract with a customer may include
fixed amounts, variable amounts, or both.
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17.6.140 FinREC believes the transaction price for ancillary guest ser-

vices and room reservation packages is similar to the method detailed in the
preceding "Room Revenue" section because goods and services are typically pro-
vided for a fixed rate.

Step 4: Allocate the Transaction Price to the Performance Obligations
in the Contract

17.6.141 If more than one performance obligation has been identified,
FASB ASC 606-10-32-29 requires that the entity allocate the transaction price
to each performance obligation identified in the contract on a relative stand-
alone selling price basis. Allocation is not necessary if the contract contains
only one performance obligation.

17.6.142 If an option for free or discounted ancillary services contains a
material right and is determined to be a separate performance obligation, then
in accordance with FASB ASC 606-10-32-31, the transaction price should be
allocated to each performance obligation, including the material right, on a rel-
ative SSP basis.

17.6.143 It is likely that the SSP for the option will need to be estimated
if there is a material right. FinREC believes the estimate for the option for free
or discounted ancillary services should reflect the discount that the customer
would obtain when exercising the option, adjusted for any discount that could
be received without exercising the option, and the likelihood that the option
will be exercised. In addition, the hotel owner considers the average amount of
additional products purchased with the option.

17.6.144 Example 49 — Option That Provides the Customer With a Mate-
rial Right (Discount Voucher) in FASB ASC 606-10-55-336 will be helpful when
estimating the SSP of the option for free or discounted ancillary services that
contains a material right. FASB ASC 606-10-55-338 depicts the entity calcu-
lating the estimate of the stand-alone selling price of the discount voucher by
applying the formula: average price of additional products × X% of incremental
discount × X% likelihood of exercising the option.

Step 5: Recognize Revenue When (or as) the Entity Satisfies a
Performance Obligation

17.6.145 The performance obligation related to the ancillary guest service
could relate to a number of different goods or services provided on a one-time
and individual basis. For the ancillary guest services, in accordance with FASB
ASC 606-10-25-24, the hotel owner should analyze each type of good or ser-
vice to determine when control transfers and if the performance obligation is
satisfied over time or at a point in time.

17.6.146 FinREC believes that most ancillary goods or services typically
do not meet the criteria in FASB ASC 606-10-25-27 to be considered perfor-
mance obligations satisfied over time.

17.6.147 As explained in FASB ASC 606-10-25-30, if a performance obli-
gation is not satisfied over time, then it is satisfied at a point in time.

17.6.148 FASB ASC 606-10-25-30 includes indicators that should be con-
sidered when determining at what point the hotel guest obtains control of the
promised asset:

a. The entity has a present right to payment for the asset.
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b. The customer has legal title to the asset.
c. The entity has transferred physical possession of the asset.
d. The customer has the significant risks and rewards of ownership of

the asset.
e. The customer has accepted the asset.

17.6.149 For some of the ancillary services, the guest obtains control si-
multaneously at the point of sale (mini-bar items), whereas for others, control
may be transferred several hours later (such as dry cleaning).

17.6.150 For package reservations, in accordance with FASB ASC 606-10-
25-24, if more than one performance obligation is identified, the hotel owner is
required to determine the pattern of recognition (over time or at a point in time)
for each performance obligation. The hotel reservation is recognized similar to
the "hotel only reservations" section.

17.6.151 Similarly, if an option for free or discounted ancillary services is
determined to be a separate performance obligation, then the owner determines
when to recognize revenue for the option. In accordance with FASB ASC 606-10-
55-42, the owner should recognize revenue from the option for free or discounted
ancillary services that contains a material right, when those future goods or
services are transferred or when the option expires.
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Chapter 18

Entities With Oil and Gas Producing Activities

Notice to Readers
This chapter presents accounting implementation issues developed to assist
management of entities with oil and gas producing activities in applying
FASB Accounting Standards Codification (ASC) 606, Revenue from Contracts
with Customers, and related interpretations from the FASB/IASB Joint Tran-
sition Resource Group for Revenue Recognition (TRG).

The AICPA Entities with Oil and Gas Producing Activities Revenue Recog-
nition Task Force identified and developed these accounting implementa-
tion issues, and the AICPA Revenue Recognition Working Group and AICPA
Financial Reporting Executive Committee (FinREC) approved them. They
are a source of nonauthoritative accounting guidance for nongovernmental
entities.

The accounting implementation issues have been organized within this chap-
ter as follows:

� In relation to the five-step model of FASB ASC 606, when appli-
cable,

— Step 1: "Identify the contract with a customer"

— Step 2: "Identify the performance obligations in the con-
tract"

— Step 3: "Determine the transaction price"

— Step 4: "Allocate the transaction price to the perfor-
mance obligations in the contract"

— Step 5: "Recognize revenue when (or as) the entity sat-
isfies a performance obligation"

� By revenue stream, starting at paragraph 18.6.01
� As other related topics, starting at paragraph 18.7.01

The following table outlines the accounting implementation issues discussed
in this chapter:

Issue Description
Paragraph
Reference

Revenue recognition of sales of oil and gas
Revenue streams

18.6.01–18.6.13

Derivative commodity contracts
Other related topics

18.7.01

(continued)
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Issue Description
Paragraph
Reference

Inventories
Other related topics

18.7.02–18.7.07

Joint operating agreements
Other related topics

18.7.08–18.7.11

Disclosures
Other related topics

18.7.12–18.7.14

Application of the Five-Step Model of FASB ASC 606
Revenue Streams

Revenue Streams

Revenue Recognition of Sales of Oil and Gas
This Accounting Implementation Issue Is Relevant for the Application of FASB
ASC 606 to Sales of Oil and Gas.

18.6.01 Revenue from sales of oil and gas (that are not accounted for as
derivatives under FASB ASC 815, Derivatives and Hedging) should be recog-
nized when control of the oil and gas transfers to the customer in accordance
with FASB ASC 606-10-05-4e and paragraphs 23–26 of FASB ASC 606-10-25,
assuming the contract meets requirements for recognition under FASB ASC
606. In accordance with FASB ASC 606-10-05-4c and paragraphs 2–4 of FASB
ASC 606-10-32, revenues are recorded at the transaction price, which is the
amount the entity expects to be entitled to and which may be net of amounts
paid for oil and gas sold on behalf of others (including royalties), discounts, and
allowances, as applicable.

18.6.02 In the oil and gas industry, taxes are assessed by various govern-
mental authorities and include sales, use, excise, and value-added taxes. The
characteristics of how these different types of taxes are calculated, remitted to
the governmental authority, and administered are numerous and varied.

18.6.03 As discussed in FASB ASC 606-10-32-2, when a sale to a customer
involves one or more of these taxes, oil and gas companies should consider
whether the amounts are imposed on the oil and gas entity and passed on to
the customer, or imposed on the customer and collected by the oil and gas entity
on behalf of the government. In accordance with FASB ASC 606-10-32-2, if the
former, the tax amount should be included in the transaction price; if the latter,
it should be excluded. Such conclusions would need to be made on a tax-by-tax
and jurisdiction-by-jurisdiction basis. In accordance with FASB ASC 606-10-
32-2A, entities may also elect to exclude such taxes from the transaction price
if certain conditions are met. In addition, for SEC reporting companies, Rule
5-03 of Regulation S-X requires that the amount of excise taxes be shown on
the face of the income statement (parenthetically or otherwise) if such taxes
are included in revenues and are equal to 1 percent or more of the total.

18.6.04 Parties to joint operating agreements (additional information on
accounting for reimbursements under joint operating agreements is available
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in the "Joint Operating Agreements" section in paragraphs 18.7.08–18.7.11)
should evaluate whether they are principal or agent in the sale of commodities
to customers in accordance with the guidance in paragraphs 36–40 of FASB
ASC 606-10-55. The principle governing the analysis is outlined in paragraphs
36–36A of FASB ASC 606-10-55. FASB ASC 606-10-55-36 states that

[w]hen another party is involved in providing goods or services to a cus-
tomer, the entity should determine whether the nature of its promise
is a performance obligation to provide the specified goods or services
itself (that is, the entity is a principal) or to arrange for those goods
and services to be provided by the other party (that is, the entity is an
agent).

FASB ASC 606-10-55-36A states that

[t]o determine the nature of its promise (as described in paragraph
606-10-55-36), the entity should:

� Identify the specified goods or services to be provided to
the customer...

� Assess whether it controls (as described in paragraph 606-
10-25-25) each specified good or service before that good
or service is transferred to the customer.

18.6.05 This analysis should be performed by the operator and other
interest holders (for example, nonoperating working interest owners) for the
commodities sold to the third-party customers. Additionally, preparers should
consider guidance in FASB ASC 932-235-50-24 concerning appropriate presen-
tation for oil and gas sales. FASB ASC 606-10-55-37A indicates that when an-
other party is involved in providing goods or services to a customer, an entity
that is a principal obtains control of any one of the following:

a. A good or another asset from the other party that it transfers to the
customer

b. A right to a service to be performed by the other party, which gives
the entity the ability to direct that party to provide service to the
customer on the entity's behalf

c. A good or service from the other party that it then combines with
other goods or services in providing the specified good or service to
the customer

18.6.06 When determining when control transfers, the standard provides
the following guidance:

a. FASB ASC 606-10-25-25 says that goods and services are assets,
even if only momentarily, when they are received and used (as in
the case of many services). Control of an asset refers to the ability to
direct the use of, and obtain substantially all of the remaining bene-
fits from, the asset. Control includes the ability to prevent other en-
tities from directing the use of, and obtaining the benefits from, an
asset. The benefits of an asset are the potential cash flows (inflows
or savings in outflows) that can be obtained directly or indirectly in
many ways, such as by the following:

� Using the asset to produce goods or provide services (in-
cluding public services)

� Using the asset to enhance the value of other assets
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� Using the asset to settle liabilities or reduce expenses
� Selling or exchanging the asset
� Pledging the asset to secure a loan
� Holding the asset

b. FASB ASC 606-10-55-39 outlines indicators that an entity controls
the specified good or service before it is transferred to the customer
include, but are not limited to, the following:

� The entity is primarily responsible for fulfilling the
promise to provide the specified good or service.

� The entity has inventory risk before the specified good or
service has been transferred to a customer or after trans-
fer of control to the customer (for example, if the customer
has a right of return).

� The entity has discretion in establishing the price for the
specified good or service.

c. FASB ASC 606-10-55-39A goes on to note that the indicators in
paragraph 39 of FASB ASC 606-10-55 may be more or less relevant
to the assessment of control depending on the nature of the spec-
ified good or service and the terms and conditions of the contract.
In addition, different indicators may provide more persuasive evi-
dence in different contracts.

18.6.07 Operators should evaluate the preceding guidance to determine
whether to recognize revenue on a gross or net basis, depending on whether the
operator is acting as a principal or an agent in the marketing (and transporta-
tion) of the production. This evaluation will vary based on the unique facts and
circumstances of each joint operating or lease agreement and related market-
ing contract. In the case of oil and gas interests, in many cases, the entities have
a joint undivided interest, and therefore their product is commingled. Thus, it
is possible that the operator may or may not have taken "control" of all pro-
duced hydrocarbons in a sale to a customer within the meaning of the revenue
standard (refer to paragraph 18.6.06 for guidance regarding control transfer).

18.6.08 FASB ASC 606-10-55-37 clarifies that "an entity does not neces-
sarily control a specified good if the entity obtains legal title of a product only
momentarily before legal title is transferred to a customer," in which case net
revenue presentation may be appropriate. FASB ASC 606-10-55-38 explains:
"An entity is an agent if the entity's performance obligation is to arrange for
the provision of goods or services by another party." Operators will need to eval-
uate all facts and circumstances to determine if and when control transfers, as
follows:

a. If the operator determines that control of another interest holder's
production transfers to the operator before that commodity is sold
to the third-party customer, the other interest holders have effec-
tively sold their production to the operator, and the operator, as
principal, should recognize gross revenues based on the sales price,
and separate charges for transportation and other costs, as appli-
cable, when the production is sold to the end customer.

b. Alternatively, if the operator determines that control of another in-
terest holder's production does not transfer to the operator before
that commodity is sold to the third-party customer, the operator, as
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agent, should recognize net revenues on their proportionate inter-
est based on the sales price.

18.6.09 Similarly, FinREC believes the other interest holders (for exam-
ple, nonoperating working interest holders) would need to evaluate when and
to whom they transferred control of their interest in produced oil and gas (that
is, before or after various taxes were imposed or transportation costs were in-
curred) to determine whether the revenue amount should be recognized on a
gross basis or net of those additional costs. The other interest holders would fol-
low the same guidance outlined previously to determine whether control trans-
ferred, and at what point that transfer occurred in making this determination.

18.6.10 The FASB ASC glossary defines handling costs as costs incurred
to store, move, and prepare the products for shipment. Generally, handling costs
are incurred from the point the product is removed from finished goods inven-
tory to the point the product is provided to the shipper and often include an
allocation of internal overhead.

18.6.11 When an entity has an interest in properties with other produc-
ers, it may not take its proportionate share of the oil and gas as such oil and gas
is produced, resulting in the need to ultimately balance production according
to each owner's interest in the properties. In these cases, revenue from oil and
gas sold by the entity to customers (including product sold that the seller may
not be entitled to, based on the seller's working interest ownership) would be
recognized within the scope of FASB ASC 606. FinREC believes the accounting
treatment for the imbalances between what the producer sells and its propor-
tionate working-interest share falls outside the scope of FASB ASC 606. Enti-
ties with these types of imbalances should follow applicable guidance relating
to the nature of the agreements that gave rise to the imbalance.

18.6.12 Paragraph 15 of TRG Agenda Ref. No. 43, Determining When
Control of a Commodity Transfers, states that "before evaluating the crite-
ria in paragraph 606-10-25-27, an entity must first evaluate all relevant facts
and circumstances to appropriately identify the overall nature of the entity's
promise(s) in a contract." These relevant facts and circumstances may include
the nature of the arrangement, infrastructure, and ultimate use of the commod-
ity by the customer. As such, FinREC believes that the performance obligation
for the sale of oil and gas production that is not simultaneously received and
consumed (for example, crude oil) is not satisfied over time as the criteria in
FASB ASC 606-10-25-27 generally are not met, but rather the performance
obligation generally is satisfied at a point in time (transfer of the goods to the
customer). However, FinREC believes that the performance obligation for the
sale of oil and gas production that is simultaneously received and consumed (for
example, natural gas that is sold to and immediately consumed by a third-party
power plant operator) would meet the criteria in FASB ASC 606-10-25-27a and
be satisfied over time.

18.6.13 It is often necessary to estimate the volumes transferred in order
to prepare financial statements on a timely basis. For the sale of gas produc-
tion, FinREC believes that, if the actual volumes transferred are not known in
time to allow for the timely preparation of financial statements, entities should
record revenue based on an estimate of the volumes delivered at the agreed-
upon price and then adjust revenue in subsequent periods based on the data
received from the purchaser that reflects actual volumes received. This recog-
nition would be subject to the constraint described in FASB ASC 606-10-32-11.
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Generally, proceeds from gas production are received from one to three months
after the actual delivery has occurred, and gas revenue is estimated based on
prior months' production volumes and current lease operating data, such as me-
ter readings. Revenue associated with liquefied natural gas, liquefied petroleum
gas, gas-to-liquids, and products from other emerging technologies should be
analyzed to ensure appropriate recognition policies are in place.

Other Related Topics

Derivative Commodity Contracts
This Accounting Implementation Issue Is Relevant for Determining if Derivative
Commodity Contracts Should be Accounted for Under the Normal Purchase and
Normal Sales Exception or a Normal Sale.

Derivative Commodity Contracts
18.7.01 If it is probable at inception, and throughout the term of the indi-

vidual contract, that the contract will not settle net and will result in physical
delivery, then the contract may be accounted for under the normal purchase
and normal sale exception in paragraphs 40–51 of FASB ASC 815-10-15. Net
settlement of contracts that are designated as normal purchases and normal
sales results in reconsideration of whether similar contracts continue to meet
the normal purchase and normal sale exception. FASB ASC 815-10-15 provides
guidance on derivative contract accounting relating to the application of the
normal purchases and normal sales exception. If an oil and gas entity elects
to treat a physical commodity sale contract as a normal sale, FinREC believes
that such a sale contract typically should be accounted for as a contract with a
customer following the guidance in FASB ASC 606.

Inventories
This Accounting Implementation Issue Is Relevant for Determining the Appro-
priate Accounting for Nonmonetary Exchanges of Inventory for Entities With
Oil and Gas Producing Activities.

Inventory
18.7.02 Inventory generally consists of produced oil and gas, as well as

material and supplies used in the operations. Oil may be stored in tanks at the
production site; however, gas may be stored at facilities closer to the actual end
market or pipeline facilities. Inventory and oil and gas in storage at the end of
the accounting period are recorded at the lesser of cost or net realizable value
in the financial statements.

18.7.03 The "Purchases and Sales of Inventory with the Same Counter-
party" subsection of FASB ASC 845-10-15 provides that a purchase and sale of
inventory with the same counterparty should be combined and viewed as a sin-
gle exchange transaction if the transactions were entered into in contemplation
of one another (and the transaction is not accounted for as a derivative under
FASB ASC 815). FASB ASC 845-10-25-4 provides that the following factors may
indicate that a purchase transaction and a sales transaction were entered into
in contemplation of one another:

a. A specific legal right of offset of obligations exists between counter-
parties involved in inventory purchase and sales transactions.
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b. Inventory purchase and sales transactions with the same counter-

party are entered into simultaneously.

c. Inventory purchase and sales transactions were entered into at
terms that were off-market when the arrangement was agreed to
between counterparties.

d. Relative certainty exists that reciprocal inventory transactions
with the same counterparty will occur.

For example, for an integrated oil and gas entity, its production may not be con-
venient or of suitable quality for efficient processing at its refinery. It may then
swap its production at one location with another producer to receive production
from the counterparty at a location closer to its refinery or a grade of crude oil
more efficiently refined in its facility. Such a transaction should be evaluated
under FASB ASC 845, Nonmonetary Transactions.

18.7.04 FASB ASC 845-10-30-15 notes that

[a] nonmonetary exchange whereby an entity transfers finished goods
inventory in exchange for the receipt of raw materials or work-in-
process inventory within the same line of business is not an exchange
transaction to facilitate sales to customers for the entity transfer-
ring the finished goods, as described in paragraph 845-10-30-3(b), and,
therefore, shall be recognized by that entity at fair value if both of the
following conditions are met:

a. Fair value is determinable within reasonable limits.

b. The transaction has commercial substance (see paragraph
845-10-30-4).

18.7.05 Such a transaction described in paragraph 18.7.04 should be ac-
counted for as a nonmonetary exchange subject to FASB ASC 845 at fair value,
following the guidance in FASB ASC 845-10-30-15, if fair value is determinable
within reasonable limits and the transaction has commercial substance, as dis-
cussed in FASB ASC 845-10-30-4. If such a transaction is with a customer, the
entity should follow the guidance in FASB ASC 606 regarding the transaction,
including measuring the value of noncash consideration in accordance with
paragraphs 21–24 of FASB ASC 606-10-32.

18.7.06 FASB ASC 845-10-30-16 goes on to state that

[a]ll other nonmonetary exchanges of inventory within the same line
of business shall be recognized at the carrying amount of the inventory
transferred. That is, a nonmonetary exchange within the same line of
business involving either of the following shall not be recognized at
fair value:

a. The transfers of raw materials or work-in-process inven-
tory in exchange for the receipt of raw materials, work-in-
process, or finished goods inventory

b. The transfer of finished goods inventory for the receipt of
finished goods inventory.

18.7.07 As noted in FASB ASC 845-10-30-16, this is a nonmonetary ex-
change facilitating a sale to a customer and is therefore outside the scope of
FASB ASC 606 and would not be reflected as revenue.

©2019, AICPA AAG-REV 18.7.07



926 Revenue Recognition

Joint Operating Agreements
This Accounting Implementation Issue Is Relevant for Determining the Appro-
priate Accounting for Reimbursements Under Joint Operating Agreements.

Operating Expenses
18.7.08 Mineral lease operating expenses are charged to expense; exam-

ples include supply vessel costs, helicopter charges, personnel wages, fuel or
electricity for operating equipment, subsurface and surface maintenance, in-
surance, ad valorem taxes, producing-well overhead, salt water disposal, frac-
turing, acidizing, and workovers to maintain production. One exception to this
occurs when a well has multiple productive zones. After the initial completion
zone has been depleted, the well may be recompleted to one of the remaining
behind-pipe zones. The portion of the expenditures allocable to the recomple-
tion should be accounted for as development or exploratory costs.

18.7.09 The operator of the property is periodically reimbursed by the
other working interest owners for certain overhead costs incurred. In the
United States, this reimbursement is often termed a Council of Petroleum Ac-
countants Societies reimbursement. Under the successful efforts method of ac-
counting, these reimbursements are typically recorded as an offset to the same
financial statement account as the related expense, which would generally be
lease operating expense or general and administrative expense. As a joint in-
terest owner, the operator of the property incurs these costs on behalf of other
working interest owners in the jointly held property. Amounts are allocated for
reimbursement according to an agreed upon methodology for the other parties'
share of costs. These represent the shared risks and rewards for their joint,
undivided ownership interest in the property, not a vendor-customer relation-
ship. This is consistent with proportionate consolidation applied to such inter-
ests pursuant to FASB ASC 932-810-45-1 and other related guidance, which
acknowledges the unique relationship between such parties in the oil and gas
industry. Because these activities are partnership arrangements (governed by
joint operating arrangements), the other working interest owners do not meet
the definition of a customer, which the FASB ASC master glossary defines as
"[a] party who has contracted with an entity to obtain goods or services that are
an output of the entity's ordinary activities in exchange for consideration." The
ordinary activities of an upstream oil and gas entity involve the exploration,
development, production, and sale of oil and natural gas, not the operatorship
of joint operating arrangements. As such, FinREC believes, in accordance with
FASB ASC 606-10-15-3, the reimbursements generally are not considered rev-
enue from contracts with customers subject to FASB ASC 606.

18.7.10 In some cases, there may be activities that the operator performs
in a vendor-customer relationship, though this is less common in the standard
U.S. joint operating arrangement. For example, some operators may provide
gathering services for other joint operating interest holders and for other third
parties in the same field. If these services are outputs of the entities' ordinary
activities, they should be evaluated to determine if there are performance obli-
gations for such services that are part of a contract with a customer subject
to FASB ASC 606. Evaluating such activities will require significant judgment
and depend on specific facts and circumstances.

18.7.11 Some entities view these reimbursements to be within the scope
of FASB ASC 606 and record the reimbursement as revenue in the income
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statement. This accounting is often followed by companies who serve as con-
tract operators and are paid to operate properties in which they do not have a
working interest.

Disclosures
This Accounting Implementation Issue Is Relevant to Application of the Disclo-
sures Required by FASB ASC 606-10-50.

FASB ASC 606 Disclosures

Accounting Policy Disclosures
18.7.12 The following list provides a summary of accounting policy disclo-

sures required of oil and gas producing entities that are public business entities
or neither a public business entity nor a not-for-profit entity that has issued,
or is a conduit bond obligor for, securities that are traded, listed, or quoted on
an exchange or an over-the-counter market. Certain of these disclosures would
only be applicable to entities following the successful efforts method of account-
ing. In addition, certain other disclosures required only for entities following the
full cost method of accounting are included in chapter 5, "Full Cost Method of
Accounting for Oil and Gas Activities," of AICPA Audit and Accounting Guide
Entities with Oil and Gas Producing Activities, as follows (this list is not in-
tended to include all possible required policy disclosures):

a. Accounting method followed for costs incurred in oil and gas pro-
ducing activities, which is either the full cost method or successful
efforts method (FASB ASC 932, Extractive Activities—Oil and Gas),
including the policy for capitalization of acquisition, exploration,
and development costs and the policy for capitalization of internal
costs associated with exploration and production activities (Rule
4-10 of Regulation S-X)

b. The manner of disposing of capitalized costs (FASB ASC 932),
which includes accounting for depreciation, depletion, and amor-
tization (DD&A) and accounting for disposition of oil and gas prop-
erties

c. Accounting policy for Asset Retirement and Environmental Obliga-
tions (AROs) (FASB ASC 410-20)

d. Accounting policy for buy and sell transactions (FASB ASC 845)

Annual Disclosures — FASB ASC 606
18.7.13 FASB ASC 606 requires significant annual disclosures, both qual-

itative and quantitative. Refer to FASB ASC 606 for a comprehensive list of
disclosure requirements. The list that follows highlights the more significant
disclosures for oil and gas entities, if material:

a. disclosure of balances from contracts with customers subject to the
standard and from other sources of revenue (for example, leases,
derivatives) — Entities will need to make this disclosure in the
notes to the financial statements, if not presented separately on the
face of the financial statements. This includes separate disclosure
of the following:

i. Revenues — For example, entities will need to separate
amounts from commodity sales contracts accounted for as
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derivatives under FASB ASC 815 from those accounted for
under FASB ASC 606.

ii. Receivables — For example, entities will need to sepa-
rate receivable balances from commodity sales contracts
accounted for as derivatives under FASB ASC 815 from
receivable balances with the same counterparty that were
earned through contracts with customers.

iii. Contract assets and liabilities.
b. Disaggregation of revenue — Entities will need to evaluate whether

separating different types of commodity sales contracts (for exam-
ple, by type of commodity, geographical region, type of contract)
is appropriate to meet the disaggregation objective. Entities must
disclose sufficient information to enable users to understand the
relationship between the amounts from this disclosure and those
reported for segment reporting purposes if they are different (para-
graphs 5–6 of FASB ASC 606-10-50).

c. Revenue recognized in the reporting period from performance obli-
gations satisfied (or partially satisfied) in previous periods — The
entity will have to disclose how much revenue recognized in the
current period is associated with previously fulfilled (or partially
fulfilled) performance obligations. Entities may need to consider
how this applies to adjustments that may be resolved in sub-
sequent periods (for example, quality adjustments, volume true-
ups, changes in variable consideration associated with volume
discounts, changes in estimated breakage) (FASB ASC 606-10-50-
12A).

d. The aggregate amount of the transaction price that is allocated to
performance obligations that are unsatisfied (or partially unsatis-
fied) as of the end of the reporting period — For example, if an en-
tity estimates a total transaction price (subject to the constraint
on any variable consideration included in the transaction price1) of
$24 million and has recognized $18 million to date, it will be re-
quired to disclose that it has measured $6 million of transaction
price that is yet to be recognized, along with other qualitative in-
formation. The standard includes an optional exemption related to
the requirement for entities to disclose the aggregate amount of the
transaction price allocated to performance obligations that are un-
satisfied (or partially unsatisfied) at the end of the reporting period.
Under this exemption, entities can elect not to disclose variable
consideration allocated to performance obligations related to vari-
able consideration allocated entirely to a wholly unsatisfied perfor-
mance obligation or to a wholly unsatisfied promise. This exemption
is permissible for wholly unsatisfied promises to transfer a distinct
good or service that forms part of a single performance obligation
when either (1) the terms of the variable payment relate specifi-
cally to the entity's efforts to satisfy the performance obligation or

1 Variable consideration should be included in the transaction price only to the extent that it
is probable that a significant revenue reversal in the amount of cumulative revenue recognized will
not occur when the uncertainty associated with the variable consideration is subsequently resolved
(FASB Accounting Standards Codification 606-10-32-11). Given the volatility in commodity prices,
companies will need to apply judgment to determine how to apply the constraint to the unique facts
and circumstances of their contracts.

SSG-REV 18.7.13 ©2019, AICPA



Entities With Oil and Gas Producing Activities 929
transfer the distinct good or service, or (2) allocating the variable
amount entirely to the performance obligation or distinct good or
service is consistent with the allocation objectives. This election is
intended to eliminate the need for entities to estimate variable con-
sideration solely for disclosure purposes if they do not need to do so
for recognizing revenue. If this practical expedient is elected, other
qualitative information is required to be disclosed under FASB ASC
606-10-50-15 (paragraphs 13–15 of FASB ASC 606-10-50).

Interim Disclosures
18.7.14 FASB ASC 606 requires that interim financial statements include

significant disclosures relating to revenue. FASB ASC 932 also requires that
interim financial statements include information about a major discovery or
other favorable or adverse event that causes a significant change from the most
recent annual supplemental disclosures concerning oil and gas reserves.
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Appendix A

Overview of Statements on Quality
Control Standards
This appendix is nonauthoritative and is included for informational purposes
only.
This appendix is a partial reproduction of chapter 1 of the AICPA practice aid
Establishing and Maintaining a System of Quality Control for a CPA Firm's
Accounting and Auditing Practice, available at www.aicpa.org/interestareas/
frc/pages/enhancingauditqualitypracticeaid.aspx.
This appendix highlights certain aspects of the quality control standards is-
sued by the AICPA. If appropriate, readers should also refer to the quality con-
trol standards issued by the PCAOB, available at www.pcaobus.org/standards/
qc/pages/default.aspx.

1.01 The objectives of a system of quality control are to provide a CPA
firm with reasonable assurance1 that the firm and its personnel comply with
professional standards and applicable regulatory and legal requirements, and
that the firm or engagement partners issue reports that are appropriate in the
circumstances. QC section 10, A Firm's System of Quality Control (AICPA, Pro-
fessional Standards), addresses a CPA firm's responsibilities for its system of
quality control for its accounting and auditing practice. That section is to be
read in conjunction with the AICPA Code of Professional Conduct and other
relevant ethical requirements.

1.02 A system of quality control consists of policies designed to achieve
the objectives of the system and the procedures necessary to implement and
monitor compliance with those policies. The nature, extent, and formality of
a firm's quality control policies and procedures will depend on various factors
such as the firm's size; the number and operating characteristics of its offices;
the degree of authority allowed to, and the knowledge and experience possessed
by, firm personnel; and the nature and complexity of the firm's practice.

Communication of Quality Control Policies and Procedures
1.03 The firm should communicate its quality control policies and proce-

dures to its personnel. Most firms will find it appropriate to communicate their
policies and procedures in writing and distribute them, or make them available
electronically, to all professional personnel. Effective communication includes
the following:

� A description of quality control policies and procedures and the
objectives they are designed to achieve

� The message that each individual has a personal responsibility
for quality

� A requirement for each individual to be familiar with and to com-
ply with these policies and procedures

1 The term reasonable assurance, which is defined as a high, but not absolute, level of assurance,
is used because absolute assurance cannot be attained. Paragraph .53 of QC section 10, A Firm's
System of Quality Control (AICPA, Professional Standards), states, "Any system of quality control
has inherent limitations that can reduce its effectiveness."
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Effective communication also includes procedures for personnel to communi-
cate their views or concerns on quality control matters to the firm's manage-
ment.

Elements of a System of Quality Control
1.04 A firm must establish and maintain a system of quality control. The

firm's system of quality control should include policies and procedures that ad-
dress each of the following elements of quality control identified in paragraph
.17 of QC section 10:

� Leadership responsibilities for quality within the firm (the "tone
at the top")

� Relevant ethical requirements
� Acceptance and continuance of client relationships and specific en-

gagements
� Human resources
� Engagement performance
� Monitoring

1.05 The elements of quality control are interrelated. For example, a firm
continually assesses client relationships to comply with relevant ethical re-
quirements, including independence, integrity, and objectivity, and policies and
procedures related to the acceptance and continuance of client relationships
and specific engagements. Similarly, the human resources element of quality
control encompasses criteria related to professional development, hiring, ad-
vancement, and assignment of firm personnel to engagements, all of which af-
fect policies and procedures related to engagement performance. In addition,
policies and procedures related to the monitoring element of quality control en-
able a firm to evaluate whether its policies and procedures for each of the other
five elements of quality control are suitably designed and effectively applied.

1.06 Policies and procedures established by the firm related to each ele-
ment are designed to achieve reasonable assurance with respect to the purpose
of that element. Deficiencies in policies and procedures for an element may re-
sult in not achieving reasonable assurance with respect to the purpose of that
element; however, the system of quality control, as a whole, may still be effec-
tive in providing the firm with reasonable assurance that the firm and its per-
sonnel comply with professional standards and applicable regulatory and legal
requirements and that the firm or engagement partners issue reports that are
appropriate in the circumstances.

1.07 If a firm merges, acquires, sells, or otherwise changes a portion of its
practice, the surviving firm evaluates and, as necessary, revises, implements,
and maintains firm-wide quality control policies and procedures that are ap-
propriate for the changed circumstances.

Leadership Responsibilities for Quality Within the Firm
(the "Tone at the Top")

1.08 The purpose of the leadership responsibilities element of a system of
quality control is to promote an internal culture based on the recognition that
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quality is essential in performing engagements. The firm should establish and
maintain the following policies and procedures to achieve this purpose:

� Require the firm's leadership (managing partner, board of manag-
ing partners, CEO, or equivalent) to assume ultimate responsibil-
ity for the firm's system of quality control.

� Provide the firm with reasonable assurance that personnel as-
signed operational responsibility for the firm's quality control
system have sufficient and appropriate experience and ability to
identify and understand quality control issues and develop appro-
priate policies and procedures, as well as the necessary authority
to implement those policies and procedures.

1.09 Establishing and maintaining the following policies and procedures
assists firms in recognizing that the firm's business strategy is subject to the
overarching requirement for the firm to achieve the objectives of the system of
quality control in all the engagements that the firm performs:

� Assign management responsibilities so that commercial consider-
ations do not override the quality of the work performed.

� Design policies and procedures addressing performance evalua-
tion, compensation, and advancement (including incentive sys-
tems) with regard to personnel to demonstrate the firm's overarch-
ing commitment to the objectives of the system of quality control.

� Devote sufficient and appropriate resources for the development,
communication, and support of its quality control policies and pro-
cedures.

Relevant Ethical Requirements
1.10 The purpose of the relevant ethical requirements element of a system

of quality control is to provide the firm with reasonable assurance that the firm
and its personnel comply with relevant ethical requirements when discharging
professional responsibilities. Relevant ethical requirements include indepen-
dence, integrity, and objectivity. Establishing and maintaining policies such as
the following assist the firm in obtaining this assurance:

� Require that personnel adhere to relevant ethical requirements
such as those in regulations, interpretations, and rules of the
AICPA, state CPA societies, state boards of accountancy, state
statutes, the U.S. Government Accountability Office, and any
other applicable regulators.

� Establish procedures to communicate independence requirements
to firm personnel and, where applicable, others subject to them.

� Establish procedures to identify and evaluate possible threats to
independence and objectivity, including the familiarity threat that
may be created by using the same senior personnel on an audit
or attest engagement over a long period of time, and to take ap-
propriate action to eliminate those threats or reduce them to an
acceptable level by applying safeguards.

� Require that the firm withdraw from the engagement if effective
safeguards to reduce threats to independence to an acceptable
level cannot be applied.
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� Require written confirmation, at least annually, of compliance
with the firm's policies and procedures on independence from all
firm personnel required to be independent by relevant require-
ments.

� Establish procedures for confirming the independence of another
firm or firm personnel in associated member firms who perform
part of the engagement. This would apply to national firm person-
nel, foreign firm personnel, and foreign-associated firms.2

� Require the rotation of personnel for audit or attest engagements
where regulatory or other authorities require such rotation after
a specified period.

Acceptance and Continuance of Client Relationships and
Specific Engagements

1.11 The purpose of the quality control element that addresses acceptance
and continuance of client relationships and specific engagements is to establish
criteria for deciding whether to accept or continue a client relationship and
whether to perform a specific engagement for a client. A firm's client accep-
tance and continuance policies represent a key element in mitigating litigation
and business risk. Accordingly, it is important that a firm be aware that the
integrity and reputation of a client's management could reflect the reliability
of the client's accounting records and financial representations and, therefore,
affect the firm's reputation or involvement in litigation. A firm's policies and
procedures related to the acceptance and continuance of client relationships
and specific engagements should provide the firm with reasonable assurance
that it will undertake or continue relationships and engagements only where it

� is competent to perform the engagement and has the capabilities,
including the time and resources, to do so;

� can comply with legal and relevant ethical requirements;
� has considered the client's integrity and does not have information

that would lead it to conclude that the client lacks integrity; and
� has reached an understanding with the client regarding the ser-

vices to be performed.

1.12 This assurance should be obtained before accepting an engagement
with a new client, when deciding whether to continue an existing engagement,
and when considering acceptance of a new engagement with an existing client.
Establishing and maintaining policies such as the following assist the firm in
obtaining this assurance:

� Evaluate factors that have a bearing on management's integrity
and consider the risk associated with providing professional ser-
vices in particular circumstances.3

2 A foreign-associated firm is a firm domiciled outside of the United States and its territories that
is a member of, correspondent with, or similarly associated with an international firm or international
association of firms.

3 Such considerations would include the risk of providing professional services to significant
clients or to other clients for which the practitioner's objectivity or the appearance of independence

(continued)
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� Evaluate whether the engagement can be completed with profes-

sional competence; undertake only those engagements for which
the firm has the capabilities, resources, and professional compe-
tence to complete; and evaluate, at the end of specific periods
or upon occurrence of certain events, whether the relationship
should be continued.

� Obtain an understanding, preferably in writing, with the client
regarding the services to be performed.

� Establish procedures on continuing an engagement and the client
relationship, including procedures for dealing with information
that would have caused the firm to decline an engagement if the
information had been available earlier.

� Require documentation of how issues relating to acceptance or
continuance of client relationships and specific engagements were
resolved.

Human Resources
1.13 The purpose of the human resources element of a system of quality

control is to provide the firm with reasonable assurance that it has sufficient
personnel with the capabilities, competence, and commitment to ethical princi-
ples necessary (a) to perform its engagements in accordance with professional
standards and regulatory and legal requirements, and (b) to enable the firm
to issue reports that are appropriate in the circumstances. Establishing and
maintaining policies such as the following assist the firm in obtaining this as-
surance:

� Recruit and hire personnel of integrity who possess the character-
istics that enable them to perform competently.

� Determine capabilities and competencies required for an engage-
ment, especially for the engagement partner, based on the char-
acteristics of the particular client, industry, and kind of service
being performed. Specific competencies necessary for an engage-
ment partner are discussed in paragraph .A27 of QC section 10.

� Determine the capabilities and competencies possessed by person-
nel.

� Assign the responsibility for each engagement to an engagement
partner.

� Assign personnel based on the knowledge, skills, and abilities re-
quired in the circumstances and the nature and extent of super-
vision needed.

� Have personnel participate in general and industry-specific con-
tinuing professional education and professional development ac-
tivities that enable them to accomplish assigned responsibilities

(footnote continued)

may be impaired. In broad terms, the significance of a client to a member or a firm refers to relation-
ships that could diminish a practitioner's objectivity and independence in performing attest services.
Examples of factors to consider in determining the significance of a client to an engagement partner,
office, or practice unit include (a) the amount of time the partner, office, or practice unit devotes to the
engagement, (b) the effect on the partner's stature within the firm as a result of his or her service to
the client, (c) the manner in which the partner, office, or practice unit is compensated, or (d) the effect
that losing the client would have on the partner, office, or practice unit.
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and satisfy applicable continuing professional education require-
ments of the AICPA, state boards of accountancy, and other regu-
lators.

� Select for advancement only those individuals who have the quali-
fications necessary to fulfill the responsibilities they will be called
on to assume.

Engagement Performance
1.14 The purpose of the engagement performance element of quality con-

trol is to provide the firm with reasonable assurance (a) that engagements are
consistently performed in accordance with applicable professional standards
and regulatory and legal requirements, and (b) that the firm or the engagement
partner issues reports that are appropriate in the circumstances. Policies and
procedures for engagement performance should address all phases of the design
and execution of the engagement, including engagement performance, supervi-
sion responsibilities, and review responsibilities. Policies and procedures also
should require that consultation takes place when appropriate. In addition, a
policy should establish criteria against which all engagements are to be eval-
uated to determine whether an engagement quality control review should be
performed.

1.15 Establishing and maintaining policies such as the following assist
the firm in obtaining the assurance required relating to the engagement per-
formance element of quality control:

� Plan all engagements to meet professional, regulatory, and the
firm's requirements.

� Perform work and issue reports and other communications that
meet professional, regulatory, and the firm's requirements.

� Require that work performed by other team members be reviewed
by qualified engagement team members, which may include the
engagement partner, on a timely basis.

� Require the engagement team to complete the assembly of final
engagement files on a timely basis.

� Establish procedures to maintain the confidentiality, safe custody,
integrity, accessibility, and retrievability of engagement documen-
tation.

� Require the retention of engagement documentation for a period
of time sufficient to meet the needs of the firm, professional stan-
dards, laws, and regulations.

� Require that

— consultation take place when appropriate (for example,
when dealing with complex, unusual, unfamiliar, diffi-
cult, or contentious issues);

— sufficient and appropriate resources be available to en-
able appropriate consultation to take place;

— all the relevant facts known to the engagement team be
provided to those consulted;
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— the nature, scope, and conclusions of such consultations

be documented; and

— the conclusions resulting from such consultations be im-
plemented.

� Require that

— differences of opinion be dealt with and resolved;

— conclusions reached are documented and implemented;
and

— the report not be released until the matter is resolved.

� Require that

— all engagements be evaluated against the criteria for de-
termining whether an engagement quality control review
should be performed;

— an engagement quality control review be performed for
all engagements that meet the criteria; and

— the review be completed before the report is released.

� Establish procedures addressing the nature, timing, extent, and
documentation of the engagement quality control review.

� Establish criteria for the eligibility of engagement quality control
reviewers.

Monitoring
1.16 The purpose of the monitoring element of a system of quality control

is to provide the firm and its engagement partners with reasonable assurance
that the policies and procedures related to the system of quality control are rele-
vant, adequate, operating effectively, and complied with in practice. Monitoring
involves an ongoing consideration and evaluation of the appropriateness of the
design, the effectiveness of the operation of a firm's quality control system, and
a firm's compliance with its quality control policies and procedures. The pur-
pose of monitoring compliance with quality control policies and procedures is
to provide an evaluation of the following:

� Adherence to professional standards and regulatory and legal re-
quirements

� Whether the quality control system has been appropriately de-
signed and effectively implemented

� Whether the firm's quality control policies and procedures have
been operating effectively so that reports issued by the firm are
appropriate in the circumstances

1.17 Establishing and maintaining policies such as the following assist the
firm in obtaining the assurance required relating to the monitoring element of
quality control:

� Assign responsibility for the monitoring process to a partner or
partners or other persons with sufficient and appropriate experi-
ence and authority in the firm to assume that responsibility.
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� Assign performance of the monitoring process to competent indi-
viduals.

� Require the performance of monitoring procedures that are suf-
ficiently comprehensive to enable the firm to assess compliance
with all applicable professional standards and the firm's quality
control policies and procedures. Monitoring procedures consist of
the following:

— Review of selected administrative and personnel records
pertaining to the quality control elements.

— Review of engagement documentation, reports, and
clients' financial statements.

— Summarization of the findings from the monitoring pro-
cedures, at least annually, and consideration of the sys-
temic causes of findings that indicate that improvements
are needed.

— Determination of any corrective actions to be taken or
improvements to be made with respect to the specific en-
gagements reviewed or the firm's quality control policies
and procedures.

— Communication of the identified findings to appropriate
firm management personnel.

— Consideration of findings by appropriate firm manage-
ment personnel who should also determine that any ac-
tions necessary, including necessary modifications to the
quality control system, are taken on a timely basis.

— Assessment of
� the appropriateness of the firm's guidance mate-

rials and any practice aids;
� new developments in professional standards and

regulatory and legal requirements and how they
are reflected in the firm's policies and procedures
where appropriate;

� compliance with policies and procedures on inde-
pendence;

� the effectiveness of continuing professional de-
velopment, including training;

� decisions related to acceptance and continuance
of client relationships and specific engagements;
and

� firm personnel's understanding of the firm's qual-
ity control policies and procedures and imple-
mentation thereof.

� Communicate at least annually, to relevant engagement partners
and other appropriate personnel, deficiencies noted as a result of
the monitoring process and recommendations for appropriate re-
medial action.
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� Communicate the results of the monitoring of its quality control

system process to relevant firm personnel at least annually.
� Establish procedures designed to provide the firm with reasonable

assurance that it deals appropriately with the following:

— Complaints and allegations that the work performed by
the firm fails to comply with professional standards and
regulatory and legal requirements.

— Allegations of noncompliance with the firm's system of
quality control.

— Deficiencies in the design or operation of the firm's qual-
ity control policies and procedures, or noncompliance
with the firm's system of quality control by an individ-
ual or individuals, as identified during the investigations
into complaints and allegations.

This includes establishing clearly defined channels for firm
personnel to raise any concerns in a manner that enables
them to come forward without fear of reprisal and document-
ing complaints and allegations and the responses to them.

� Require appropriate documentation to provide evidence of the op-
eration of each element of its system of quality control. The form
and content of documentation evidencing the operation of each of
the elements of the system of quality control is a matter of judg-
ment and depends on a number of factors, including the following,
for example:

— The size of the firm and the number of offices.

— The nature and complexity of the firm's practice and or-
ganization.

� Require retention of documentation providing evidence of the op-
eration of the system of quality control for a period of time suffi-
cient to permit those performing monitoring procedures and peer
review to evaluate the firm's compliance with its system of quality
control, or for a longer period if required by law or regulation.

1.18 Some of the monitoring procedures discussed in the previous list may
be accomplished through the performance of the following:

� Engagement quality control review
� Review of engagement documentation, reports, and clients' finan-

cial statements for selected engagements after the report release
date

� Inspection4 procedures

4 Inspection is a retrospective evaluation of the adequacy of the firm's quality control policies and
procedures, its personnel's understanding of those policies and procedures, and the extent of the firm's
compliance with them. Although monitoring procedures are meant to be ongoing, they may include
inspection procedures performed at a fixed point in time. Monitoring is a broad concept; inspection is
one specific type of monitoring procedure.
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Documentation of Quality Control Policies and Procedures
1.19 The firm should document each element of its system of quality con-

trol. The extent of the documentation will depend on the size, structure, and
nature of the firm's practice. Documentation may be as simple as a checklist of
the firm's policies and procedures or as extensive as practice manuals.
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460, Guarantees 13.2.34

460-10 13.2.34

470, Debt

470-10 6.7.134, 10.6.74

605, Revenue Recognition 1.01, 2.175, 3.1.54, 10.6.94,
13.7.141

605-20 1.59, 1.79

605-35 3.1.52–.53

605-45 10.7.10

606, Revenue from Contracts with
Customers

1.01–.10, 1.81, 2.01–.06,
2.10, 2.16–.17, 2.25–.26,

2.41–.49, 2.51, 2.54,
2.67–.100, 2.103, 2.110,

2.129, 2.132–.133,
2.135–.139, 2.141,

2.143–.146, 2.160–.176,
2.178–.180, 2.188,

2.195–.196, 2.199, 2.201,
3.1.01–.05.53, 3.7.08,
4.7.21, 4.7.23, 4.7.28,
4.7.46, 4.7.49, 4.7.53,

5.6.05–.06, 5.6.38,
5.6.40–.41, 5.6.61, 5.6.69,
5.6.80–.81, 5.6.86, 5.6.97,
5.6.115–.116, 6.2.03–.04,

6.2.08, 6.2.18, 6.6.03,
6.6.17, 6.6.37, 6.6.48,
6.6.62, 6.6.64, 6.6.97,

6.6.101–.102, 6.7.08, 6.7.25,
6.7.46, 6.7.48, 6.7.51,

6.7.61, 6.7.71, 6.7.126–.128,
6.7.134–.135, 6.7.1377.2.01,

7.5.02, 7.5.08, 7.6.08,
7.6.10–.11, 7.6.20,
7.6.36–.43, 7.6.46,

7.6.69–.72, 7.6.79–.80,
7.6.110–.112, 7.6.116,
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7.6.131, 7.6.136,
7.6.152–.153, 7.6.160–.161,

7.7.01–.02, 7.7.13, 7.7.58,
7.7.67, 7.7.71, 8.6.01,

8.6.10, 8.6.12–.14, 8.6.17,
8.6.36, 8.6.42, 8.6.62,
8.6.65, 8.6.67, 8.6.69,

8.6.75–.76, 8.6.98, 8.7.01,
9.2.13, 9.2.15, 9.3.03,

9.3.089.3.10–.11,
9.3.33–.34, 9.4.15,
9.4.17–.18, 9.4.20,
9.4.27–.29, 9.4.36,

10.2.03–.04, 10.2.08,
10.2.18, 10.4.05, 10.4.07,

10.4.09, 10.4.15,
10.4.26–.27, 10.6.03,
10.6.69, 10.6.74–.75,
10.6.83, 10.6.95–.96,

10.6.102, 10.6.118, 10.7.11,
10.7.19–.20, 10.7.37,

10.7.44, 11.1.07, 11.3.04,
11.7.02, 11.7.05, 11.7.07,

11.7.16–.17, 11.7.21,
11.7.36, 11.7.51, 11.7.54,
12.7.11, 12.7.23, 12.7.27,

12.7.32, 13.2.17–.18,
13.2.27, 13.2.34–.35,

13.3.07, 13.3.14,
13.7.03–.04, 13.7.09–.10,
13.7.15, 13.7.17, 13.7.41,

13.7.45, 13.7.75,
13.7.79–.80, 13.7.93,

13.7.105–.106,
13.7.113–.114, 13.7.116,

13.7.118–.119,
13.7.121–.122,

13.7.124–.133, 13.7.138,
13.7.141, 13.7.151–.152,

13.7.168–.169,
13.7.176–.177, 13.7.180,

13.7.183, 13.7.187,
13.7.192, 14.7.02–.03,

14.7.06–.09, 14.7.12,
14.7.15, 15.4.04, 15.5.04,
15.5.10, 15.5.14, 15.6.05,
15.6.07–.10, 15.6.14–.15,

15.6.26, 15.7.04–.05,
15.7.18, 15.7.20, 15.7.22,
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Title Paragraphs

15.7.26, 16.1.05–.06,
16.1.08, 16.1.11,

16.1.15–.17, 16.1.22,
16.1.28–.29, 16.1.37,

16.2.13–.14, 16.6.09–.10,
16.6.39, 16.7.03, 16.7.10,

16.7.30, 17.2.03–.04,
17.2.08, 17.6.01, 17.6.05,

17.6.47, 17.6.56–.57,
17.6.59, 17.6.76, 17.6.90,

17.6.99, 17.6.105, 18.6.01,
18.6.11, 18.7.01, 18.7.05,

18.7.07, 18.7.09–.11,
18.7.13–.14

606-10 Notice to Readers at 1.01,
1.03, 1.09–.10, 1.16,

1.18–.35, 1.41–.57, 1.60,
1.64, 1.67–.69, 1.73,
1.76–.80, 2.07–.08,

2.10–.13, 2.15, 2.17, 2.23,
2.25–.28, 2.31–.33,

2.36–.40, 2.42–.43, 2.51,
2.55, 2.114, 2.143,

2.169–.170, 2.178, 3.1.06,
3.1.08, 3.1.11–.15, 3.1.25,

3.1.27, 3.1.29, 3.1.32,
3.1.34–.45, 3.1.47, 3.1.55,

3.2.01–.04, 3.2.06–.09,
3.2.12, 3.2.14–.21,

3.3.03–.08, 3.3.10, 3.3.13,
3.3.15, 3.3.18, 3.3.20,

3.3.22–.26, 3.3.28–.29,
3.3.33, 3.3.35, 3.3.39,

3.3.42–.43, 3.3.47–.49,
3.4.01–.03, 3.4.05–.08,
3.4.15–.19, 3.4.21–.23,

3.5.02–.09, 3.5.11,
3.5.13–.20, 3.5.22–.25,

3.5.28, 3.5.36–.37,
3.5.39–.41, 3.5.45–.46,

3.5.50–.53, 3.7.08,
3.7.28–.30, 3.7.32,

3.7.32–.39, 3.7.43–.44,
3.7.46–.48, 3.7.50–.51,

4.1.01, 4.1.12–.13,
4.1.15–.19, 4.6.02–.03,
4.6.07–.09, 4.6.11–.15,
4.6.17–.19, 4.6.22–.25,
4.6.27–.28, 4.6.31–.34,
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Title Paragraphs

4.6.36–.45, 4.6.52–.53,
4.6.55, 4.6.58–.62,

4.6.64–.69, 4.6.71–.80,
4.6.89–.90, 4.6.92–.93,

4.6.97–.107, 4.7.11, 4.7.24,
4.7.29, 4.7.31–.32,

4.7.34–.35, 4.7.38–.41,
4.7.43, 4.7.46–.47,
5.6.03–.06, 5.6.08,
5.6.11–.12, 5.6.15,

5.6.17–.23, 5.6.29–.30,
5.6.42–.43, 5.6.46–.48,

5.6.50, 5.6.52–.55, 5.6.57,
5.6.59, 5.6.61, 5.6.63–.65,
5.6.69, 5.6.71, 5.6.73–.75,

5.6.77, 5.6.80, 5.6.82,
5.6.85–.89, 5.6.93, 5.6.95,

5.6.97–.100, 5.6.104–.110,
5.6.114, 5.6.116,

5.6.118–.120, 5.6.122,
5.6.128–.129, 5.6.134–.138,

5.6.140–.141, 5.7.01,
5.7.16–.21, 5.7.23,

5.7.25–.30, 6.2.04–.05,
6.2.07–.09, 6.2.18, 6.6.02,
6.6.06, 6.6.13–.14, 6.6.16,
6.6.18, 6.6.21–.22, 6.6.24,
6.6.29–.30, 6.6.34, 6.6.46,
6.6.48, 6.6.54–.61, 6.6.62,

6.6.64, 6.6.68–.71,
6.6.74–.83, 6.6.86, 6.6.90,

6.6.93–.96, 6.6.100,
6.6.103–.104, 6.6.106–.108,
6.6.111–.113, 6.6.115–.122,

6.6.126, 6.6.128,
6.6.130–.135, 6.6.137,

6.6.140–.143, 6.6.145–.150,
6.6.152–.154, 6.7.08, 6.7.11,

6.7.14, 6.7.16, 6.7.25,
6.7.32–.37, 6.7.46–.47,
6.7.52–.54, 6.7.56–.58,
6.7.60–.61, 6.7.64–.67,

6.7.71–.72, 6.7.74,
6.7.88–.93, 6.7.96–.97,
6.7.100–.102, 6.7.104,

6.7.107–.108, 6.7.110–.112,
6.7.114, 6.7.118–.125,
6.7.130, 6.7.136–.137,

7.2.01–.07, 7.5.01–.08,
7.6.04–.07, 7.6.10–.16,

©2019, AICPA AAG-REV FAS



948 Revenue Recognition

Title Paragraphs

7.6.18–.21, 7.6.23,
7.6.26–.27, 7.6.29–.30,

7.6.33, 7.6.36–.43,
7.6.49–.56, 7.6.58–.63,

7.6.66, 7.6.68, 7.6.71,
7.6.79, 7.6.81–.83, 7.6.85,

7.6.89–.90, 7.6.93–.96,
7.6.99, 7.6.101, 7.6.104,

7.6.106, 7.6.108, 7.6.112,
7.6.116–.119, 7.6.122–.123,

7.6.125, 7.6.130, 7.6.132,
7.6.141, 7.6.144–.147,
7.6.149–.153, 7.6.158,

7.6.160, 7.7.01–.02, 7.7.04,
7.7.06, 7.7.08, 7.7.10,

7.7.13, 7.7.15, 7.7.17–.19,
7.7.21–.22, 7.7.25–.28,
7.7.30–.34, 7.7.36–.45,
7.7.48–.49, 7.7.51–.54,

7.7.59–.60, 7.7.67,
8.6.01–.03, 8.6.05–.07,
8.6.09–.10, 8.6.12–.13,
8.6.16–.18, 8.6.20–.22,
8.6.24–.25, 8.6.27–.28,
8.6.30–.32, 8.6.34–.35,
8.6.37–.38, 8.6.40–.41,
8.6.43–.45, 8.6.47–.48,
8.6.50–.55, 8.6.57–.62,

8.6.64–.65, 8.6.68, 8.6.72,
8.6.77–.98, 8.7.04–.05,

9.2.02, 9.2.05–.07,
9.2.10–.15, 9.2.20, 9.2.22,
9.2.24, 9.2.28, 9.3.02–.08,
9.3.11, 9.3.15, 9.3.17–.19,

9.3.21–.24, 9.3.26–.27,
9.3.33–.34, 9.4.01, 9.4.03,

9.4.06, 9.4.08, 9.4.10,
9.4.12, 9.4.21–.26, 9.4.28,
9.4.31, 9.4.35–.36, 9.4.39,
9.4.41–.42, 9.4.48, 9.4.50,

9.5.01–.02, 9.5.05–.06,
9.5.10, 9.5.12–.15,

10.2.04–.05, 10.2.07–.09,
10.2.18, 10.4.02,

10.4.04–.06, 10.4.08,
10.4.10, 10.4.15–.16,
10.4.19–.20, 10.4.24,
10.4.26–.29, 10.4.31,

10.4.33, 10.6.01,
10.6.03–.05, 10.6.07,
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Title Paragraphs

10.6.10–.13, 10.6.15,
10.6.17–.19, 10.6.25,
10.6.28–.29, 10.6.34,
10.6.36–.37, 10.6.40,

10.6.43, 10.6.46,
10.6.49–.52, 10.6.55,
10.6.57–.65, 10.6.69,
10.6.71, 10.6.75–.78,

10.6.80–.82, 10.6.85–.86,
10.6.95, 10.6.99–.101,

10.6.102, 10.6.105–.106,
10.6.108, 10.6.110,

10.6.114, 10.6.116–.117,
10.6.119, 10.6.122–.124,
10.6.126, 10.6.131–.133,

10.6.136, 10.6.138,
10.6.141–.147,

10.6.149–.152, 10.7.04,
10.7.07–.09, 10.7.10–.14,

10.7.16, 10.7.18–.20,
10.7.22, 10.7.25,

10.7.27–.28, 10.7.30–.33,
10.7.35–.37, 10.7.39–.44,
11.1.01, 11.1.04, 11.1.09,
11.2.01–.09, 11.2.12–.17,

11.3.02, 11.3.04,
11.3.08–.14, 11.3.16,

11.3.18, 11.3.20,
11.5.01–.03, 11.5.05,
11.5.11–.14, 11.5.16,

11.5.21–.22, 11.5.26–.27,
11.5.30, 11.5.32,

11.5.34–.38, 11.7.01,
11.7.03, 11.7.06,

11.7.08–.10, 11.7.16,
11.7.18–.19, 11.7.23–.24,

11.7.26–.29, 11.7.34,
11.7.36, 11.7.46,

11.7.51–.52, 12.7.01–.02,
12.7.05–.10, 12.7.15–.22,
12.7.31, 13.1.01, 13.1.04,

13.2.01–.03, 13.2.06,
13.2.08–.09, 13.2.12–.13,

13.2.15, 13.2.18–.21,
13.2.23–.24, 13.2.28–.30,
13.2.33–.34, 13.3.01–.07,
13.3.09, 13.3.12, 13.3.14,

13.3.16, 13.3.19,
13.3.21–.24, 13.3.27–.28,

13.3.30, 13.3.33,
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Title Paragraphs

13.3.35–.36, 13.3.38,
13.3.41, 13.3.43, 13.3.46,

13.3.48–.51, 13.3.53,
13.3.55, 13.4.02, 13.4.04,

13.4.06, 13.4.08,
13.4.11–.14, 13.7.01,
13.7.06–.08, 13.7.10,

13.7.13, 13.7.21, 13.7.24,
13.7.29, 13.7.37–.40,
13.7.42–.44, 13.7.46,

13.7.48, 13.7.51,
13.7.53–.54, 13.7.59–.60,

13.7.65, 13.7.68–.70,
13.7.72–.73, 13.7.75–.76,

13.7.78, 13.7.93, 13.7.100,
13.7.113, 13.7.118,
13.7.127, 13.7.129,

13.7.131, 13.7.139–.140,
13.7.142, 13.7.144–.145,
13.7.152, 13.7.157–.158,

13.7.165, 13.7.168,
13.7.170, 13.7.183–.184,
13.7.188, 13.7.194–.195,
13.7.197–.199, 13.7.202,

13.7.204–.208,
13.7.210–.214,
13.7.216–.219,

13.7.221–.225, 14.7.01–.03,
14.7.07–.08, 14.7.12,
15.4.02–.03, 15.4.06,
15.5.03, 15.5.06–.07,
15.5.12, 15.5.17–.19,

15.5.22–.25, 15.6.08–.10,
15.6.13, 15.6.15, 15.6.25,
15.6.27–.28, 15.6.30–.31,

15.6.33, 15.6.35–.40,
15.6.42–.44, 15.6.47,

15.6.49, 15.7.03, 15.7.07,
15.7.10, 15.7.18,

16.1.08–.13, 16.1.15–.18,
16.1.20–.21, 16.1.25–.26,
16.1.28–.29, 16.1.34–.37,

16.2.15, 16.2.17,
16.2.21–.22, 16.2.24,

16.2.28–.29, 16.2.35–.36,
16.2.39, 16.4.01,

16.5.01–.04, 16.5.06–.08,
16.5.11, 16.5.13,

16.5.16–.17, 16.6.08,
16.6.10–.15, 16.6.17–.20,
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Title Paragraphs

16.6.22–.23, 16.6.25–.28,
16.6.31, 16.6.34–.35,

16.6.37–.39, 16.7, 16.7.10,
16.7.13–.18, 16.7.31,

17.2.04–.05, 17.2.07–.09,
17.3.04–.07, 17.3.09–.11,

17.3.17, 17.6.04–.07,
17.6.09–.10, 17.6.12–.13,

17.6.15, 17.6.17–.18,
17.6.20–.22, 17.6.26–.44,
17.6.48–.52, 17.6.54–.55,

17.6.58–.60, 17.6.62,
17.6.66–.74, 17.6.78,
17.6.80–.84, 17.6.86,

17.6.90–.94, 17.6.96–.98,
17.6.102–.104, 17.6.109,
17.6.111, 17.6.113–.118,
17.6.120–.121, 17.6.126,

17.6.128, 17.6.132,
17.6.134–.135,
17.6.137–.139,
17.6.141–.142,
17.6.144–.148,

17.6.150–.151, 18.6.01,
18.6.03–.06, 18.6.08,
18.6.12–.13, 18.7.05,

18.7.09, 18.7.13

606-20 1.59, 1.72

606-32 2.178

606-340 1.01

610, Other Income

610-20 12.7.01–.02, 12.7.11,
12.7.15

610-30 6.7.11

720, Other Expenses

720-15 4.7.67–.68

810, Consolidation 6.6.101, 17.6.56

815, Derivatives and Hedging 5.6.40, 5.6.52, 15.5.01,
15.5.13, 15.6.18, 18.6.01,

18.7.13

815-10 18.7.01

835, Interest

835-30 5.7.03–.04, 10.6.74, 10.6.79
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Title Paragraphs

840, Leases 6.6.101, 6.7.28–.29,
6.7.43–.44, 7.5.08,

7.6.116, 10.6.94–.96,
12.7.21, 13.7.17,

13.7.127, 13.7.166,
15.5.01, 15.5.13, 15.6.18,

17.6.56

840-10 6.7.29–.30, 6.7.44

842, Leases 6.6.101, 6.7.28–.29,
6.7.43–.44, 7.5.08,

7.6.116, 10.6.94–.96,
10.6.102, 12.7.21,
13.2.17, 13.7.166

842-10 10.6.99

842-30 10.6.118

845, Nonmonetary Transactions 5.7.01, 5.7.04, 13.7.129,
18.7.03, 18.7.05, 18.7.12

845-10 18.7.03–.07

850, Related Party Disclosures

850-10 2.105

860, Transfers and Servicing 5.6.42, 5.7.02, 12.7.32

912, Contractors—Government 3.7.40

924, Entertainment—Casinos

924-405 6.7.13, 6.7.22, 6.7.70,
6.7.74

932, Extractive Activities—Oil and Gas 18.7.12, 18.7.14

932-235 18.6.05

932-810 18.7.09

940, Financial Services—Brokers and
Dealers

5.6.42, 5.7.02

940-20 5.6.28, 5.6.62

940-310 5.7.01

940-320 5.7.01

940-340 5.7.31–.32

944, Financial Services—Insurance 1.56, 1.59, 12.7.21,
14.7.06–.11, 14.7.14–.16

944-30 1.82
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Title Paragraphs

946, Financial Services—Investment
Companies

5.6.141

946-605 4.7.05

946-720 4.7.04–.07, 4.7.09, 4.7.69,
5.6.141, 5.6.143–.144

954, Health Care Entities

954-280 7.7.58

954-310 7.7.29

954-340 7.7.66

954-430 7.6.161

954-440 7.6.161

954-605 7.6.11, 7.6.161, 7.7.58

954-720 7.6.161

958, Not-for-Profit Entities

958-605 8.6.72, 8.6.74, 8.6.76,
8.7.03, 8.7.05

958-720 8.6.26

970, Real Estate—General

970-340 16.7.21

978, Real Estate Time-Sharing Transactions 16.1.01, 16.1.06, 16.7.23

978-330 16.1.06, 16.1.22, 16.1.37

980, Regulated Operations 15.6.01, 15.6.12, 15.7.26

980-10 15.6.01

980-605 15.6.12, 15.7.21–.23,
15.7.27

985, Software 3.7.07, 11.7.45–.46

985-20 9.2.10–.11, 9.2.15

985-605 9.3.10, 9.4.15–.19, 9.4.27

FASB ASU

No. 2014-04, Receivables—Troubled Dept
Restructuring by Creditors (Subtopic
310-40): Reclassification of Residential Real
Estate Collateralized Mortgage Loans Upon
Foreclosure

12.7.19
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Title Paragraphs

No. 2014-09, Revenue from Contracts with
Customers

1.01, 1.05–.07, 1.15,
1.18–.35, 2.15, 3.1.32,

3.2.12, 3.2.14–.16, 3.3.09,
3.3.12, 3.3.19–.21,
3.3.31–.33, 3.3.36,

3.3.38–.39, 3.3.44–.46,
3.4.18, 3.5.12–.13, 3.5.15,

3.5.17, 3.5.20, 3.5.29,
3.5.42–.43, 3.5.52, 3.7.02,

3.7.15–.16, 3.7.18,
4.7.04–.05, 5.6.143,

5.7.11, 6.2.05, 6.6.60,
6.7.108, 6.7.141, 8.6.11,

8.6.14, 8.6.22, 8.6.39,
8.6.89, 9.2.01–.02, 9.2.09,

9.3.16–.17, 9.3.31–.33,
9.4.13, 9.4.19, 10.2.05,

10.4.14, 10.6.16, 10.6.29,
10.6.86, 10.6.137,

10.7.20, 11.2.07, 11.2.09,
11.2.13, 11.2.15–.16,

11.3.15, 11.3.17, 11.5.06,
11.5.08, 11.5.18–.19,

11.5.34, 11.5.37,
11.7.53–.54, 12.7.14,

13.1.11, 13.1.13, 13.1.16,
13.2.11, 13.2.20, 13.2.22,

13.3.05–.07, 13.3.09,
13.3.12, 13.3.19, 13.7.01,

13.7.05, 13.7.13,
13.7.20–.21, 13.7.36,

13.7.114–.115, 15.6.12,
15.6.46–.48, 15.7.03,

15.7.22–.23, 16.1.09–.10,
16.1.19, 16.1.32,

16.2.25–.27, 16.5.16,
16.6.36, 16.6.38, 17.2.05,

17.6.76, 17.6.133

No. 2015-02, Consolidation (Topic 810):
Amendments to the Consolidation Analysis

4.6.84

No. 2015-14, Revenue from Contracts with
Customers (Topic 606): Deferral of the
Effective Date

1.05

No. 2016-08, Revenue from Contracts with
Customers (Topic 606): Principal Versus
Agent Considerations

1.15, 4.6.103, 10.6.17,
10.6.137, 16.7.05, 16.7.08
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Title Paragraphs

No. 2016-10, Revenue from Contracts with
Customers (Topic 606): Identifying
Performance Obligations and Licensing

1.15, 3.2.02, 3.2.05,
3.2.09–.11, 9.2.11–.14,

11.2.06, 13.2.04–.05,
13.2.25, 16.2.30–.33,

16.2.39

No. 2016-11, Revenue Recognition (Topic
605) and Derivatives and Hedging (Topic
815): Rescission of SEC Guidance Because of
Accounting Standards Updates 2014-09 and
2014-16 Pursuant to Staff Announcements
at the March 3, 2016 EITF Meeting

1.15

No. 2016-12, Revenue from Contracts with
Customers (Topic 606): Narrow-Scope
Improvements and Practical Expedients

1.15, 2.43, 10.7.08–.09,
13.7.75–.76

No. 2016-20, Technical Corrections and
Improvements to Topic 606

1.15, 14.7.02–.03,
14.7.06–.09, 14.7.13,

14.7.16

No. 2017-13, Revenue Recognition (Topic
605), Revenue from Contracts with
Customers (Topic 606), Leases (Topic 840),
and Leases (Topic 842): Amendments to SEC
Paragraphs Pursuant to the Staff
Announcement at the July 20, 2017 EITF
Meeting and Rescission of Prior SEC Staff
Announcements and Observer Comments

1.15

No. 2018-08, Not-for-Profit Entities (Topic
958): Clarifying the Scope and the
Accounting Guidance for Contributions
Received and Contributions Made

8.6.70

No. 2018-18, Collaborative Arrangements
(Topic 808): Clarifying the Interaction
Between Topic 808 and Topic 606

1.15

FASB SFAC No. 6, Elements of Financial
Statements

13.7.118, 13.7.121,
13.7.127, 13.7.158

G

Title Paragraphs

Government Auditing Standards (GAS) 2.202
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I

Title Paragraphs

IAS

No. 11, Construction Contracts 1.01

No. 18, Revenue 1.01

IFRS

9, Financial Instruments 15.6.12

15, Revenue from Contracts with Customers 1.01, 1.08, 2.129,
13.7.10

S

Title Paragraphs

SEC Codification of Staff Accounting Bulletins

Topic 11(L), "Income Statement Presentation
of Casino-Hotels"

6.7.108

SEC Regulation S-X

Rule 4-10 18.7.12

Rule 5-03 18.6.03

T

Title Paragraphs

TRG Agenda Ref

No. 6 13.7.185

No. 11 3.7.41, 5.6.11, 6.7.117,
11.7.30, 13.7.50

No. 16 11.2.16, 15.5.07,
15.5.11

No. 23 16.7.30

No. 25 3.3.10, 4.6.91, 9.5.03,
9.5.05, 10.6.107,
11.2.16, 11.3.16,
15.5.11, 16.7.30

No. 30 9.3.28, 13.3.14

AAG-REV IAS ©2019, AICPA



Index of Pronouncements and Other Technical Guidance 957

Title Paragraphs

No. 32 3.1.48, 8.6.97, 13.3.33,
13.7.185–.186,

13.7.192, 13.7.201

No. 34 5.6.17–.19, 8.7.01,
9.3.29, 13.3.15, 13.3.33,

13.7.185

No. 35 16.1.23–.24

No. 38 13.3.29

No. 39 6.6.144, 6.7.55, 6.7.67,
11.2.16, 13.7.198,

16.6.37–.38, 17.6.24,
17.6.43, 17.6.95

No. 43 18.6.12

No. 44 5.6.100, 10.6.132,
12.7.23–.24, 15.6.40,

16.1.23, 16.1.30,
17.6.24

No. 46 5.6.106

No. 48 3.1.51, 11.1.07, 13.1.05,
13.1.07–.08,

15.6.19–.24, 17.3.13,
17.6.110

No. 49 3.1.18, 3.1.24, 3.1.51,
5.6.09, 11.1.07, 11.1.09,

13.1.05

No. 51 13.7.224

No. 52 12.7.27

No. 54 5.6.13, 6.2.05–.06,
6.6.14, 6.6.50, 10.2.06,

17.2.05–.06

No. 55 4.6.84, 4.6.93, 12.7.26,
12.7.31, 13.7.224

No. 57 6.7.141

No. 59 17.3.13

No. 60 10.6.68–.69,
17.3.14–.15
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Subject Index

A

ACCEPTABLE MEASURES OF PROGRESS,
ENGINEERING AND CONSTRUCTION
CONTRACTORS . . . . . . . . . . . . .11.5.01–.27

ACCOUNTING ESTIMATES. See estimates

ACCOUNTING POLICIES
. Airlines . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10.7.07
. Gaming entities . . . . . . . . . . . . . . . . . . . . .6.7.104,

. . . . . . . . . . . . . . . . . . Example 6-7-3 at 6.7.130

ACCOUNTING PRINCIPLES, CHANGE
IN . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1.12

ACCOUNTS RECEIVABLE
. Casino management arrangements . . .6.6.153
. Hotel management service

arrangements . . . . . . . . . . . . . .17.6.103–.105,
. . . . . . . . . . . . . . . Example 17-6-6 at 17.6.105

ACQUISITION COSTS, INSURANCE
CONTRACTS . . . . . . . . . . . . . . . . . . . . . . . . 1.82

AD-HOC SERVICES . . . . . . . . . . . .6.6.126–.127,
. . . . . . . . . . . . . 6.6.152, 17.6.70, 17.6.102

ADJUSTED MARKET ASSESSMENT
APPROACH . . . 2.33, 3.4.06, 3.4.12–.14,
. . . . . . . . . 10.4.17–.25, 13.4.09, 17.6.41

ADMINISTRATIVE SERVICES-ONLY
INSURANCE CONTRACTS . . .14.7.12–.15

ADVANCE MILE PURCHASES . . . .10.6.72–.87

ADVANCE PAYMENTS
. Aerospace and defense entities . . .3.3.30–.34,

. . . . . . . Examples 3-3-10 to 3-3-11 at 3.3.34
. Hospitality entities . . . . . . . . . . . . . . . . . . . 17.6.31
. Software entities . . . . . . . . . . . . . . . . 9.3.30–.33,

. . . . . . . . . . Examples 9-3-5 to 9-3-7 at 9.3.34

ADVISORY FEES,
BROKER-DEALER . . . . . . . . . . . 5.6.78–.110

AEROSPACE AND DEFENSE
ENTITIES . . . . . . . . . . . . . . . . . 3.1.01–3.7.51

. Allocating transaction price to performance
obligations . . . . . . . . 3.4.01–.23, 3.7.48–.50,
. . . . . . . . . . Examples 3-7-1 to 3-7-3 at 3.7.51

. Contract costs . . . . . . . . . . . . . . . . . . . 3.7.01–.23

. Contract modifications . . . . . . . . . . . 3.1.26–.55,
. . . . . . . . . Examples 3-1-7 to 3-1-15 at 3.1.55

. Determining transaction price . . . . 3.3.01–.49,
. . . . . . . . . . Examples 3-3-7 to 3-3-8 at 3.3.23

. Disclosures . . . . . . . . . . . . . . . . . . . . . . 3.7.36–.51

. Five-step model application to . . . 3.1.01–.5.53

. Foreign contracts with regulatory
contingencies . . . . . . . . . . . . . . . . . . 3.1.01–.16

. Identifying performance
obligations . . . . . . . . . . . . . . . . . . . . .3.2.01–.21,
. . . . . . . . . . Examples 3-2-1 to 3-2-5 at 3.2.21

AEROSPACE AND DEFENSE
ENTITIES — continued

. Identifying the contract with a
customer . . . . . . . . . . . . . . . . . . . . . . 3.1.01–.55,
. . . . . . . . . . Examples 3-1-1 to 3-1-2 at 3.1.16

. Offset obligations . . . . . . . . . . . . . . . . 3.7.24–.35

. Recognizing revenue when (or as) entity
satisfies performance
obligation . . . . . . . . . . . . . . . . . . . . . .3.5.01–.53,
. . . . . . . . . . . . . . . . . . Example 3-5-1 at 3.5.23,
. . . . . . . . . . Examples 3-5-2 to 3-5-3 at 3.5.40

. Significant financing component . . . 3.3.18–.49

. Termination rights and penalties, impact on
contract term . . . . . .3.1.17–.25, 3.1.29–.32,
. . . . . . . . . . . . . . . . . . . . . . . 3.1.40, 3.5.27–.32,
. . . . . . . . . Examples 3-1-3 to 3-1-6 at 3.1.25,
. . . . . . . . . . . . . . . . . . Example 3-1-11 at 3.1.55

AFFINITY PROGRAMS. See incentive affinity
programs

AGENT VERSUS PRINCIPAL CONSIDERATION.
See principal versus agent consideration

AIR TRAFFIC LIABILITY (ATL) . . . . . . . .10.6.02,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10.7.14

AIRLINES . . . . . . . . . . . . . . . . . . . . . .10.2.01–.7.44
. Allocating transaction price to performance

obligations . . . . . .10.4.01–.33, 10.6.57–.60,
. . . . . . . . . . . 10.6.128–.129, 10.6.145–.152,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10.7.28

. Ancillary services and related
fees . . . . . . . . . . . . . . . . . . . . . . . . . . 10.7.29–.37

. Change fees . . . . . . . . . . . . . . . . . . . . 10.7.38–.44

. Co-branded credit card
arrangements . . . . . . . . . . . . . . . . 10.6.45–.87,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . 10.6.139–.152

. Commissions . . .10.6.130–.138, 10.7.01–.05

. Contract costs . . . . 10.4.32–.33, 10.7.01–.05

. Contract modifications . . . . . . . . . . . . . . 10.7.27,
. . . . . . . . . . . . . . . . . 10.7.35–.37, 10.7.41–.43

. Determining transaction price . . . . . . . 10.2.07,
. . . . . . . . . 10.6.76, 10.6.141–.152, 10.7.07

. Estimating stand-alone selling price of mileage
credits in customer loyalty
programs . . . . . . . . . . . . . . . . . . . . . 10.4.01–.33

. Five-step model application
to . . . . . . . . . . . . . . . . . . . . . . . . . . 10.2.01–.4.33

. Identifying performance
obligations . . . . . .10.2.01–.18, 10.6.01–.14,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10.6.94–.129

. Identifying the contract with a
customer . . . . . . . . . . . 10.6.03–.04, 10.6.15,
. . . . . . . . . . . . . . . . 10.6.18, 10.6.49, 10.6.52

. Interline transactions . . . . . . . . . . . . 10.6.01–.44

. Loyalty payments . . . . . . . . . . . . . . . 10.6.26–.44

. Passenger taxes and related
fees . . . . . . . . . . . . . . . . . . . . . . . . . . 10.7.06–.13
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AIRLINES — continued
. Passenger ticket breakage and travel

vouchers . . . . . . . . . . . . . . . . . . . . . .10.7.14–.28
. Principal versus agent

consideration . . . 10.6.15–.25, 10.6.33–.40,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . 10.6.132–.138

. Recognizing revenue when (or as) entity
satisfies performance
obligation . . . . . . .10.6.26–.32, 10.6.41–.71,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . 10.6.133–.138

. Regional contracts . . . . . . . . . . . . .10.6.88–.129

. Significant financing component in advance
mile purchases . . . . . . . . . . . . . . . . 10.6.72–.87

. "Tier status" in affinity program as separate
performance obligation . . . . . . . . 10.2.01–.18

ALLOCATING TRANSACTION PRICE TO
PERFORMANCE OBLIGATIONS (STEP 4).
See also stand-alone selling price

. Aerospace and defense
entities . . . . . . . . . . . .3.4.01–.23, 3.7.48–.50,
. . . . . . . . . . Examples 3-7-1 to 3-7-3 at 3.7.51

. Airlines . . . . . . . . . . .10.4.01–.33, 10.6.57–.60,
. . . 10.6.128–.129, 10.6.145–.152, 10.7.28

. Asset management arrangements . . . . 4.6.17,
. . . 4.6.37–.39, 4.6.71–.74, 4.6.92, 4.7.43

. Auditing considerations . . . . . 2.32–.38, 2.118,
. . . . . . . . . . . . . . . . . . . . . . . . 2.172–.174, 2.178

. Brokers and dealers in
securities . . . . . . . . . 5.6.16–.20, 5.6.55–.56,
. . . . . . . 5.6.74, 5.6.96–.102, 5.6.132–.137

. Gaming entities . . . . . . . . . . 6.6.14, 6.6.18–.19,
. . . . 6.6.22–.50, 6.6.141–.147, 6.7.64–.66,
. . . . . . . . . . . . . . . . . . . Example 6-6-1 at 6.6.08

. Generally . . . . . . . . . . . . . . . . . . . . . . . . . . 1.29–.31

. Health care entities . . . . . 7.6.106, 7.7.38–.44,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7.7.50–.52

. Hospitality entities . . . . . . . . . . . . . .17.6.40–.43,
. . . 17.6.91–.99, 17.6.116, 17.6.141–.144,
. . . . . . . . . . . . . . . . . Example 17-6-5 at 17.6.99

. Not-for-profit entities . . . . . . . . . . . . . 8.6.42–.46,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8.6.90–.92

. Power and utility entities . . . . . . . . .15.4.01–.06

. Software entities . . . . . . . . . . . . . . . . . 9.4.01–.51

. Telecommunications entities . . . . 13.4.01–.14,
. . . .13.7.23–.26, Example 13-7-1 at 13.7.25

. Time-share entities . . . . 16.4.01, 16.6.34–.39,
. . . . . . . . . . . . . . . . . Example 16-6-1 at 16.6.39

ALTERNATIVE REVENUE PROGRAMS
(ARPs) . . . . . . . 15.6.03–.05, 15.6.12–.15,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15.7.21–.28

ALTERNATIVE USE, ASSET WITH OR
WITHOUT . . . . . . . 3.5.11–.17, 3.5.33–.34,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5.6.57

AMORTIZATION AND IMPAIRMENT
. Aerospace and defense entities . . . 3.7.20–.23
. Airlines . . . . . . . . . . . . . . . . . . . . . . . . . 10.7.03–.04
. Asset management

arrangements . . . . . . . . . .4.7.06–.10, 4.7.49,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4.7.73–.76

. Brokers and dealers in securities . . . . . . 5.7.14

AMORTIZATION AND IMPAIRMENT —
continued

. Engineering and construction
contractors . . . . . . . . . . . . . . . . . . . 11.7.59–.61

. Gaming entities . . . . . . . . . . . . . . . .6.7.141–.142

. Health care entities . . .7.6.35–.36, 7.7.70–.73

. Hospitality entity key money
payments . . . . . . . . . . . . . . . . . . . . . 17.3.10–.17

. Impairment to receivables . . . . . . . . . . . . . . . 2.10

. Not-for-profit entities . . . . . . . . . . 8.6.40, 8.6.65

. Telecommunications entities . . . . 13.7.30–.34,
. . . . . . . . . . . . . . . 13.7.55-.56, 13.7.93–.105,
. . . Examples 13-7-7 to 13-7-11 at 13.7.105

. Time-share entities . . . . . . . . . . . . . . 16.7.33–.36

ANALYTICAL PROCEDURES . . . . . . . .2.61–.62,
. . . . . . . . . . . . . . . . . . . . . . 2.155–.158, 2.205

ANCILLARY SERVICES AND RELATED FEES
. Airlines . . . . . . . . . . . . . . . .10.7.25, 10.7.29–.37
. Hospitality entities . . . . . . . . . . . . 17.6.124–.151
. Telecommunications entities . . . . . . . 13.7.112,

. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 13.7.130
. Time-share entities . . . . . . . . . . . . . . . . . . 16.6.09

ANNOUNCEMENT FEE, M&A ADVISORY
SERVICES . . . . . . . . . . . . . . . . . . . . . . . . .5.6.79

ARMS AND EXPORT CONTROL ACT OF
1976 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .3.1.04

ARPs. See alternative revenue programs

ASSERTIONS, AUDITING
CONSIDERATIONS . . . . . . . . . . . . 2.55, 2.64

ASSET ALLOCATOR FEES . . . .4.7.57, 4.7.59,
. . . . . . . . . . . . . . . . . . . . . . . . . . . 4.7.60, 4.7.62

ASSET MANAGEMENT
ARRANGEMENTS . . . . . . . . . . 4.1.01–.7.76

. Allocating transaction price to performance
obligations . . . . . . . . . . . . .4.6.17, 4.6.37–.39,
. . . . . . . . . . . . . . . . 4.6.71–.74, 4.6.92, 4.7.43

. Contingent deferred sales
charges . . . . . . . . . . . . . . . . . . . . . . . . 4.6.01–.18

. Costs of managing investment
companies . . . . . . . . . . . . . . . . . . . . . 4.7.47–.76

. Deferred distribution commission expenses
(back-end load funds) . . . . . . . . . . . 4.7.01–.10

. Determining transaction price . . . . 4.6.11–.16,
. . . . . . . . . . . . . . . . . . . 4.6.62–.70, 4.7.33–.42

. Five-step model application to . . . . .4.1.01–.19

. Gross versus net revenue . . . . . . . 4.6.94–.107

. Identifying performance
obligations . . . . . . . . 4.6.07–.10, 4.6.23–.31,
. . . . . . . . . . . . . . . . . . . 4.6.58–.61, 4.7.31–.32

. Identifying the contract with a
customer . . . . . . . . . .4.1.01–.19, 4.6.04–.06,
. . . . . . . . . . . 4.6.22, 4.6.56–.57, 4.7.21–.30

. Incentive-based capital
allocations . . . . . . . . . . . . . . . . . . . . . 4.6.81–.93

. Incentive or performance fees . . . . 4.6.54–.80

. Management fee revenue, excluding
performance fees . . . . . . . . . . . . . . .4.6.19–.53
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ASSET MANAGEMENT
ARRANGEMENTS — continued

. Management fee waivers and customer
expense reimbursements . . . . . . . 4.7.11–.46

. Recognizing revenue when (or as) entity
satisfies performance obligation . . . . .4.6.18,
. . . . . . 4.6.40–.45, 4.6.75–.80, 4.7.44–.46,
. . . . . . . . . Examples 4-6-3 to 4-6-4 at 4.6.80,
. . . . . . . . . . Examples 4-7-1 to 4-7-6 at 4.7.46

ASSETS. See contract asset or liability

ASSETS UNDER MANAGEMENT
(AUM) . . . . . . . . . . . 4.6.33, 4.6.35, 4.7.16,
. . . . . . . . . . . . . . . . . . . . . . . . . . . 4.7.39, 4.7.41

ATL. See air traffic liability

AUDIT ENGAGEMENTS
. Documentation . . . . . 2.33, 2.64, 2.99, 2.178,

. . . . . . . . . . . . . . . . 2.192, 2.194, 2.200–.206
. Establishing overall audit strategy . . . . . . . 2.72
. Key characteristics . . . . . . . . . . . . . . . . . . . . . 2.72
. Management estimates within five-step

model . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .2.178
. Planning . . . . . . . . . . . . . . . . . . . . . . . . . . . 2.68–.72
. Risks . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2.73–.76

AUDIT EVIDENCE, OBTAINING . . . 2.148–.176
. Allocating transaction price to performance

obligations . . . . . . . . . . . . . . . . . . . . .2.172–.174
. Determining transaction price . . . . 2.169–.171
. Generally . . . . . . . . . . .2.148–.150, 2.160–.162
. Identifying performance

obligations . . . . . . . . . . . . . . . . . . . . .2.164–.168
. Identifying the contract with a

customer . . . . . . . . . . . . . . . . . . . . . . . . . . . .2.163
. Inconsistencies in sources of . . . . . . . . . . .2.204
. Potential issues . . . . . . . . . . . . . . . . . . . . . . . 2.159
. Recognizing revenue when (or as) performance

obligation is satisfied . . . . . . . . . . . 2.175–.176
. Related to five steps of revenue

recognition . . . . . . . . . . . . . . . . . . . . 2.160–.176
. Substantive procedures . . . . . . . . . . 2.151–.158

AUDIT PERSONNEL
. Assignment and evaluation . . . . . . . 2.136–.137
. Assignment and supervision . . . . . . . . 2.70–.71
. Discussion of financial statements’

susceptibility to material
misstatement . . . . . . . . . . . . . . . . . . . . . . . . . 2.91

. Discussion of risks of material misstatement
due to fraud . . . . . . . . . . . . . . . . . . . 2.126–.127

AUDIT PLANNING . . . . . . . . . . . . . . . . . . .2.68–.72

AUDIT RISK . . . . . . . . . . . . . . . . . . . . . . . . . 2.73–.76

AUDITING CONSIDERATIONS . . . . . .2.01–.206
. Adoption and transition to FASB ASC

606 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .2.42–.54
. Allocating transaction price to performance

obligations . . . . . . . . . . . . . . . 2.32–.38, 2.118,
. . . . . . . . . . . . . . . . . . . . . . . . 2.172–.174, 2.178

. Audit documentation . . . . . . . . . . . . . 2.200–.206

. Audit evidence . . . . . . . . . . . . . . . . . . .2.148–.176

. Audit risk . . . . . . . . . . . . . . . . . . . . . . . . . . 2.73–.76

AUDITING CONSIDERATIONS — continued
. Auditing estimates . . . . . . . . . . . . . . . 2.177–.181
. Auditing the five-step model . . . . . . . . . 2.06–.41
. Controls over financial

reporting . . . . . . . . . . . . . . . . . . . . . . 2.130–.147
. Determining transaction price . . . . . . 2.24–.31,

. . . . . . . . . . . . . . . . . . . . . . . . 2.117, 2.169–.171
. Disclosures . . . . . . . . . . . . . . . . . . . . . 2.197–.198
. Fraud consideration as it relates to

revenue . . . . . . . . . . . . . . . . . . . . . . . 2.121–.128
. Generally . . . . . . . . . . . . . . . . . . . . . . . . . . 2.01–.05
. Identifying performance

obligations . . . . . . . . . . . . . . . . . . . . . . . 2.16–.23
. Identifying the contract with a

customer . . . . . . . . . . . . . . . . . . . . . . . . 2.08–.15
. IFRS 15 versus FASB ASC 606 . . . . . . . . . 2.129
. Independence . . . . . . . . . . . . . . . . . . . 2.187–.196
. Internal control. See internal control
. Management representations . . . . .2.182–.186
. Material misstatement, risks of. See material

misstatement, risks of
. Misstatements, evaluating

potential . . . . . . . . . . . . . . . . . . . . . . .2.112–.120
. Obtaining audit evidence . . . . . . . . . 2.148–.176
. Over revenue recognition . . . . . . . . . . . 2.55–.66
. Planning the audit . . . . . . . . . . . . . . . . . . 2.68–.72
. Recognizing revenue when (or as) entity

satisfies performance
obligation . . . . . . . . . . . . . 2.39–.41, 2.55–.66,
. . . . 2.101–.111, 2.119–.120, 2.175–.176,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2.178

. Risk assessment and fraud risk . . . . 2.67–.100

. Smaller entities . . . . . . . . . . . . . . . . . . . . . . . 2.199

. Substantive procedures . . . . . . . . . . 2.151–.158

. Understanding the entity and its environment,
including its internal control . . . . . . . 2.77–.84

AUDITING ESTIMATES . . . . . . . . . . . 2.177–.181
. Considerations within five-step model . . . 2.178
. Generally . . . . . . . . . . . . . . . . . . . . . . . .2.177–.179
. Management bias as potential area of

focus . . . . . . . . . . . . . . . . . . . . . . . . . .2.180–.181

AUDITING THE FIVE-STEP
MODEL . . . . . . . . . . . . . . . . . . . . . . . . . 2.06–.41

. Allocating transaction price to performance
obligations . . . . . . . . . . . . . . . 2.32–.38, 2.118,
. . . . . . . . . . . . . . . . . . . . . . . . 2.172–.174, 2.178

. Considerations related to management
estimates . . . . . . . . . . . . . . . . . . . . . . . . . . . 2.178

. Determining transaction price . . . . . . . 2.24–.31

. Generally . . . . . . . . . . . . . . . . . . . . . . . . . . 2.06–.07

. Identifying performance
obligations . . . . . . . . . . . . . . . . . . . . . . . 2.16–.23

. Identifying the contract with a
customer . . . . . . . . . . . . . . . . . . . . . . . . 2.08–.15

. Revenue recognition . . . . . . . . . . . . . . . .2.39–.41

AUDITORS
. Independence . . . . . . . . . . . . 2.187–.196, 2.199
. Objectives . . . . . . . . . . . . . . . . 2.77, 2.79, 2.121

AUDITOR’S REPORT, EMPHASIS-OF-MATTER
PARAGRAPH . . . . . . . . . . . . . . . . . . . . . . . . 2.54
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AUM. See assets under management

AUTHORITATIVE STATUS AND EFFECTIVE
DATE, FASB ASC 606 . . . . . . . . . . 1.04–.08

AWARD FEES
. Aerospace and defense entities . . .3.3.01–.02,

. . . . . . . . . . . . . . . . . . . 3.3.16–.17, 3.3.42–.49,
. . . . . . . . . Examples 3-3-1 to 3-3-2 at 3.3.07,
. . . . . . . . . Examples 3-3-4 to 3-3-6 at 3.3.16,
. . . . . . . . . . . . . . . . . Example 3-3-13 at 3.3.47,
. . . . . . . . . . . . . . . . . . Example 3-3-14 at 3.3.49

. Engineering and construction
contractors . . . . . . . . . . . . . . . . . . . 11.3.05–.06

B

BACK-END LOAD FUNDS. See deferred
distribution commission expenses

BACKLOG ORDERS, ENGINEERING AND
CONSTRUCTION
CONTRACTORS . . . . . . . . . . . . .11.7.12–.21

BARGAIN PURCHASES, NOT-FOR-PROFIT
ENTITIES . . . . . . . . . . . . . . . . . . . . . . . . . .8.7.02

BASE PROGRESSIVE JACKPOT
AMOUNTS . . . . . . .6.7.17–.23, 6.7.70–.74

BEST EFFORTS BASIS FOR SECURITIES
UNDERWRITING . . . . . . . . . . . . . . . . . . .5.6.34

BIFURCATION OF TRANSACTIONS BETWEEN
CONTRIBUTION AND EXCHANGE
COMPONENTS, NOT-FOR-PROFIT
ENTITIES . . . . . . . . . . . . . . . . . . . . . 8.7.02–.06

BILL-AND-HOLD SALES . . . . . . . . . . . . . . . . . 1.53

BILLING RATE ADJUSTMENTS, AEROSPACE
DEFENSE ENTITIES . . . . . . .3.3.17, 3.3.26

BLEND-AND-EXTEND CONTRACT
MODIFICATIONS . . . . . . . . . . . . 15.7.01–.07

"BOUNTIES" IN CO-BRANDED CREDIT CARD
ARRANGEMENT . . . . . . . . . . . . . 6.6.87–.97,
. . . . . . . . . . . . . . . . Example 6-6-5 at 6.6.97

BRAND IP LICENSE, CASINO MANAGEMENT
AGREEMENTS . . . . . . . . . . . . 6.6.114–.119,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . 6.6.148–.150

BREAKAGE INCOME, CHIPS AND
TOKENS . . . . . . . . . . . . . . . . . . . . . .6.7.14–.15

BROKERS AND DEALERS IN
SECURITIES . . . . . . . . . . . . . . . . 5.6.01–.7.32

. Allocating transaction price to performance
obligations . . . . . . . . 5.6.16–.20, 5.6.55–.56,
. . . . . . . 5.6.74, 5.6.96–.102, 5.6.132–.137

. Asset management arrangements . . . . . 4.7.02

. Commissions . . . . 5.6.01–.32, 5.6.62, 5.6.64,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5.6.68

. Determining transaction price . . . . 5.6.14–.15,
. . . . . . 5.6.53–.54, 5.6.68–.73, 5.6.91–.95,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5.6.124–.131

BROKERS AND DEALERS IN
SECURITIES — continued

. Identifying the contract with a
customer . . . . . . . . . .5.6.01–.05, 5.6.43–.47,
. . . . . . . . . . . . . . . . . 5.6.79–.81, 5.6.114–.116

. Investment banking advisory services
costs . . . . . . . . . . . . . . . . . . . . . . . . . . 5.7.05–.20

. Investment banking M&A advisory
fees . . . . . . . . . . . . . . . . . . . . . . . . . . 5.6.78–.110

. Principal versus agent, underwriting
costs . . . . . . . . . . . . . . . . . . . . . . . . . . 5.7.21–.32

. Recognizing revenue when (or as) entity
satisfies performance
obligation . . . . . . . . . 5.6.21–.32, 5.6.57–.61,
. . . . . . . . . . . . . . . . 5.6.75–.77, 5.6.103–.110,
. . . . 5.6.138–.140, Example 5-6-1 at 5.6.61

. Scope . . . . . . . . . . . . . . . . . . . . . . . . . . . 5.7.01–.04

. Selling and distribution fee
revenue . . . . . . . . . . . . . . . . . . . . . 5.6.111–.144

. Soft dollars . . . . . . . . . . . . . . . . . . . . . . 5.6.62–.77

. Underwriting revenues . . . . . . . . . . . . 5.6.33–.61

C

CANCELLATION OF CONTRACTS . . . . . . . 2.21

CAPACITY PURCHASE AGREEMENTS
(CPAs) . . . . . . . . . . . . . . . . . . . . . 10.6.89–.129

CAPITALIZATION OF COSTS. See also
amortization and impairment

. Aerospace and defense entities . . . 3.7.02–.03

. Airlines . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10.7.04

. Asset management arrangements . . . . 4.7.66,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . 4.7.69, 4.7.72

. Brokers and dealers in
securities . . . . . . . . . . . . . . . . . . . . . . 5.7.10–.13

. Eligibility for . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1.82

. Engineering and construction
contractors . . . . . . . . . . . . . .11.7.38, 11.7.42,
. . . . . . . . . . . . . . . . . 11.7.45–.46, 11.7.58–.59

. Gaming entities . . . . . . .6.7.138–.140, 6.7.142

. Health care entities . . . . . . 7.7.56, 7.7.62–.64,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7.7.66–.69

. Hospitality entities . . . . . . . . . 17.3.03, 17.3.11,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 17.3.17

. Telecommunications entities . . . . . . . . . 13.7.81

. Time-share entities . . . . . . . . 16.7.22, 16.7.25,
. . . . . . . . . . . . . . . . . . . . . 16.7.27, 16.7.32–.35

CARRIED INTEREST. See incentive-based
capital allocations

CASINO MANAGEMENT
AGREEMENTS . . . . . . . . . . . . . 6.6.104–.155

CATEGORY 1 FEE WAIVERS . . . . . . . . . . 4.7.20,
. . . . . . . . . . . . . . . . Example 4-7-2 at 4.7.46

CATEGORY 2 FEE WAIVERS . . . . . . . . . . 4.7.20,
. . . . . 4.7.24–.25, Examples 4-7-1, 4-7-4
. . . . . . . . . . . . . . . . . . . . . and 4-7-5 at 4.7.46

CATEGORY 3 FEE WAIVERS . . . . . . . . . . 4.7.20,
. . . .4.7.26–.27, Example 4-7-6 at 4.7.46

AAG-REV AUM ©2019, AICPA
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CCRCs. See continuing care retirement
communities

CDSC. See contingent deferred sales charge

CHANGE FEES, AIRLINES . . . . . . . 10.7.38–.44

CHANGE ORDERS . . . . . . . 3.1.32, 3.1.38–.40,
. . . . . . . . . . . . 3.3.13, 3.3.17, 11.3.07–.09,
. . . . . . . . . . . . . . . Example 3-1-10 at 3.1.55

CHANNEL STUFFING (TRADE
LOADING) . . . . . . . . . . . . . . . . . . . . . . . . . .2.103

CHIPS AND TOKENS . . . . . . . . . . . . . .6.7.13–.15

CIAC. See contributions in aid of construction

CJR MODEL. See Comprehensive Care for
Joint Replacement (CJR) model

CLAIMS
. Termination . . . . . . . . . . . . . .3.1.29–.32, 3.1.40,

. . . . . . . . . . . . . . . . . . Example 3-1-11 at 3.1.55
. As variable consideration . . . . 3.3.17, 11.3.10

CLIENT ACCEPTANCE, AUDIT EVIDENCE
FOR . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .2.175

CLOUD COMPUTING ARRANGEMENTS,
INTELLECTUAL PROPERTY
IN . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9.2.10–.15

CLUB OVERLAY, TIME-SHARE
STRUCTURES . . . . . . . . . 16.2.09, 16.2.22,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 16.2.28

CN. See congressional notification

CO-BRANDED CREDIT CARD
ARRANGEMENTS . . . . . . . . . . . .6.6.63–.97,
. . .6.6.155, 10.6.45–.87, 10.6.139–.152

CO-PAYMENTS. See self-pay balances

COLLECTIBILITY OF CONSIDERATION
. Aerospace and defense entities . . . . . . . 3.1.06
. Auditing considerations . . . . . . . . . . . . . . . . . 2.10
. Brokers and dealers in securities . . . . . . 5.6.81
. Depository institutions . . . . . . . . . . .12.7.01–.10
. Generally . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .1.21
. Health care entities . . . . . . . . . . . 7.6.17, 7.6.35
. Hospitality entities . . . . . . . . . . . . . . . . . . . 17.6.06
. Not-for-profit entities . . . . . . . . . . . . . 8.6.06–.11,

. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8.6.39–.41
. Power and utility entities . . . . . . . . . . . . . 15.6.09
. Software entities . . . . . . . . . 9.3.01–.03, 9.3.07
. Time-sharing interests . . . . . . . . . . . 16.1.01–.15

COMBINING CONTRACTS
. Asset management

arrangements . . . . . . 4.7.18–.19, 4.7.28–.30
. Auditing considerations . . . . . . . . . . . . . 2.13–.14
. Gaming entities . . . . . . . . . . . . . . . . . 6.6.99–.100
. Generally . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .1.22
. Hospitality entities . . . . .17.3.04, 17.6.07–.09,

. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 17.6.54–.55
. Not-for-profit entities . . . . . . . . . . . . . . . . . . 8.6.12
. Time-share entities . . . . . . . . . . . . . . 16.6.08–.09

COMMERCIAL SUBSTANCE OF
CONTRACTS . . . . . . . . . . . . . . . . . . . . . . . . 2.10

COMMISSIONS. See also contingent deferred
sales charge

. Airlines . . . . . . . . .10.6.130–.138, 10.7.01–.05

. Asset management deferred distribution
expenses . . . . . . . . . . . . . . . . . . . . . . 4.7.01–.10

. Auditing considerations . . . . . . . . . . . . . . . . . 2.82

. Brokers and dealers in
securities . . . . . . 5.6.01–.32, 5.6.62, 5.6.64,
. . . . . . . . . . . . . . . . . . . . . 5.6.68, 5.6.141–.144

. Gaming operations . . . . . . . . . . 6.7.80, 6.7.141

. Sales commissions, investment management
companies . . . . . . . . . . . . .4.7.54–.55, 4.7.58,
. . . . . . . . . . . . . . . . . . . . . . . . 4.7.60–.62, 4.7.69

. Telecommunications
entities . . . . . . . . . . . . . . . . . . . . 13.7.175–.176,
. . . . . . . . . . . . . . Example 13-7-16 at 13.7.176

. Time-share entities . . . . . . . . . . . . . . . . . . 16.7.24

COMMITTEE OF SPONSORING
ORGANIZATIONS OF THE TREADWAY
COMMISSION (COSO), COSO
FRAMEWORK . . . . . . . . . . . . . . . 2.131–.137,
. . . . . . . . . . . . . . . . 2.139–.140, 2.146–.147

COMMODITIES
. Derivative commodity contracts, oil and gas

entities . . . . . . . . . . . . . . . . . . . . . . . . . . . .18.7.01
. Stand-alone selling prices, power and utility

entities . . . . . . . . . . . . . . . . . . . . . . . 15.4.01–.06

COMMUNICATION, CONSULTATIONS WITH
ENTITY, ON IMPLEMENTATION OF FASB
ASC 606 . . . . . . . . . . . . . . . . . . . . .2.189–.191

COMPENSATION, DEPENDENT ON REVENUE
RECOGNITION . . . . . . . . . . . . . . . . . . . . . . 2.82

COMPLIMENTARIES, GAMING
ENTITIES . . . . . . . . . . . . . . . . . . 6.7.126–.129

COMPREHENSIVE CARE FOR JOINT
REPLACEMENT (CJR)
MODEL . . . . . . . . . . . . . .7.6.74–.78, 7.6.91,
. . . . . . . . . . . . . Example 7-6-11 at 7.6.108

CONCESSION SERVICES, SELLING . . . 5.6.37
CONFIRMATIONS . . . . . . . . . . . . . . . . . . . . . . 2.154
CONGRESSIONAL NOTIFICATION

(CN) . . . . . . . . . . . . . . . . . 3.1.04–.05, 3.1.09
CONSIDERATION
. Collectibility of. See collectibility of

consideration
. From non-obligated patients . . . . . . .7.6.39–.41
. Noncash . . . . . . . . . . . 1.28, 2.28, 13.3.46–.47,

. . . . . . . . . . . . . . . . . . . . 16.6.28, 16.7.09–.10,

. . . . . . Examples 16-7-1 to 16-7-4 at 16.7.10
. Nonrefundable . . . . . . . . . . . . . . . . . . . 1.49, 2.12,

. . . . . . . . . . . . . . . . . . . 7.6.128, 7.6.149–.152,

. . . . . . Examples 7-6-12 to 7-6-14 at 7.6.162
. Payable to customer. See consideration

payable to customer
. Payable to managed property, gaming

entities . . . . . . . . . . . . . . . . . . . . . 6.7.136–.137,
. . . . . . . . . Examples 6-7-4 to 6-7-5 at 6.7.137

. Variable. See entries beginning with variable
consideration

©2019, AICPA AAG-REV CON
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CONSIDERATION PAYABLE TO CUSTOMER
. Asset management

arrangements . . . . . . . . . . . . . . . . . . 4.7.34–.37
. Determining transaction price . . . . . 1.28, 2.31
. Hospitality entity key money . . . . . 17.3.01–.17
. Not-for-profit entities . . . . . . . . . . . . . .8.6.24–.31
. Telecommunications

entities . . . . . . 13.3.48–.51, 13.7.167–.178,
. . . . . . . . . . . . . Example 13-7-14 at 13.7.172,
. . . . . . . . . . . . . Example 13-7-15 at 13.7.174,
. . . . . . . . . . . . . Example 13-7-16 at 13.7.176,
. . . . . . . . . . . . . . Example 13-7-17 at 13.7.178

. Time-share entities . . . . .16.6.28, 16.6.32–.33

CONSIGNMENT ARRANGEMENTS . . . . . . .1.52

CONSTRAINING ESTIMATES OF VARIABLE
CONSIDERATION

. Aerospace and defense entities . . . . . . . 3.1.14,
. . . . . . . . . . . . . . . 3.1.39, 3.3.03, 3.3.08–.14,
. . . . . . . . . . . . . . . . . . . Example 3-3-3 at 3.3.14

. Airlines . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10.6.71

. Asset management
arrangements . . . . . 4.6.15–.16, 4.6.67–.70,
. . . . . . . . . . . . . . . . . . . 4.6.88–.93, 4.7.38–.42,
. . . . . . . . . . . . . . . . . . . Example 4-6-5 at 4.6.93

. Brokers and dealers in securities . . . . . . 5.6.93

. In determining transaction price . . . . . . . . . 1.28

. Engineering and construction
contractors . . . . . . . . . . . . . . . . . . 11.3.14–.19,
. . . . . . Examples 11-3-4 to 11-3-5 at 11.3.19

. Gaming entities . . . . . . . . . . . . . . . .6.6.134–.136

. Health care entities . . . . . . 7.6.56–.61, 7.6.89,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7.6.98–.100

. Hospitality entities . . . . . . . . . . . . . . 17.6.84–.85

. Oil and gas entities . . . . . . . . . . . . . . . . . . 18.6.13

. Software entities . . . . . . . . . . . . . . . . . . . . . 9.3.01

. Telecommunications entities . . . . 13.3.30–.34,
. . . . . . . . . . . . . . . . Example 13-3-5 at 13.3.33,
. . . . . . . . . . . . . . . . . Example 13-3-6 at 13.3.34

. Time-share entities . . . . . . . . . . . . . . . . . . 16.6.28

CONSTRUCTION CONTRACTORS. See
engineering and construction
contractors

CONTINGENT DEFERRED SALES CHARGE
(CDSC) . . . . . . . . . . . . . . 4.6.01–.18, 4.7.01,
. . . . . . . . . . . . . . . . . . . . . . . . 5.6.111, 5.6.127

CONTINUING CARE RETIREMENT
COMMUNITIES (CCRCs) . . .7.6.109–.162

CONTRACT(S), GENERALLY
. Assessment of qualification criteria . . . . . . 2.11
. Audit evidence for open contracts . . . . . . 2.160
. Cancellation . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2.21
. Characteristics . . . . . . . . . . . . . . . . . . . 2.21, 2.72
. Combining. See also combining

contracts . . . . . . . . . . . . . . . . . . .1.22, 2.13–.14
. Complex or unusual criteria, management

representations on . . . . . . . . . . . . . . . . . . . 2.185
. Costs to obtain or fulfill. See also contract

costs . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1.36–.40
. Criteria for accounting . . . . . . . . . . . . . . . . . . 1.20

CONTRACT(S), GENERALLY — continued
. Defined . . . . . . . . . . . . . . . . . . . . . . . . . 1.20, 2.114
. Disclosures . . . . . . . . . . . . . . . . . . . . . . . . .1.41-.42
. Evidence of approval . . . . . . . . . . . . . . . . . . . .2.10
. Identifying. See identifying the contract with a

customer
. Long-term . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .2.26
. Modifications to. See also contract

modifications . . . . . 1.22, 2.15, 2.115, 2.178
. Performance obligations in. See performance

obligations
. Presentation with the customer . . . . . . . . . . 1.43
. Principal versus agent considerations. See

principal versus agent consideration
. Principal versus agent . . . . . . . . . . . . . . . . . . 1.46
. Promises with customers . . . . . . . . . . . 2.22–.23
. Reading and understanding . . . . . . . . . . . . . .2.87
. Rights and obligations . . . . . . .1.20, 2.10, 2.55
. Risk of material misstatement . . . . . . . . . . 2.114
. Transaction price. See transaction price

CONTRACT ASSET OR LIABILITY. See also
depository institutions

. Aerospace and defense
entities . . . . 3.5.05, 3.5.08–.17, 3.7.01–.11,
. . . . . . . . . . . 3.7.20–.23, 3.7.40–.43, 3.7.47,
. . . . . . . . . . . . . . . . . . . Example 3-5-1 at 3.5.23

. Amortization. See amortization and impairment

. Capitalization. See capitalization of costs

. Control of. See also control of goods or
services . . . . . . . . . . . . . . . . . . 1.33, 1.35, 2.41

. Gaming entities . . . . . . . 6.6.154–.155, 6.7.12,
. . . . . . . . . . . . . . . . . . Example 6-7-2 at 6.7.130

. Health care entities . . . . . . . . . . 7.6.161, 7.7.56

. Hotel management service
arrangements . . . . . . . . . . . . . .17.6.103–.105,
. . . . . . . . . . . . . . . Example 17-6-6 at 17.6.105

. Impairment. See amortization and impairment

. Telecommunications
entities . . . . . . . . . . . . . . . . . . . . 13.7.223–.227,
. . . . . . . . . . . . . . Example 13-7-27 at 13.7.227

. Transfers . . . . . . . . . . . . . . . . . . . . . . . . .1.32, 2.39

CONTRACT BALANCES, DISCLOSURE AND
RECONCILIATION

. Aerospace and defense entities . . .3.7.40–.47,
. . . . . . . . . . . . . . . . . . . Example 3-7-3 at 3.7.51

. Airlines . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10.6.75

. Engineering and construction
contractors . . . . . . . . . . . . . . . . . . . 11.7.25–.35

. Gaming entities . . . . . . . . . . . . . . . 6.7.116–.121,
. . . . . . . . . . . . . . . . . . Example 6-7-2 at 6.7.130

. Health care entities . . . . . . . . . . . . . . .7.7.26–.34

. Not-for-profit entities . . . . . . . . . . . . . .8.6.62–.63

. Oil and gas entities . . . . . . . . . . . . . . . . . . 18.7.13

. Telecommunications entities . . . . . 13.7.48–.50

CONTRACT COSTS
. Aerospace and defense entities . . . 3.7.01–.23
. Airlines . . . . . . . . . . . 10.4.32–.33, 10.7.01–.05
. Amortization and impairment. See amortization

and impairment
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CONTRACT COSTS — continued
. Brokers and dealers in

securities . . . . . . . 5.6.141–.144, 5.7.05–.20
. Engineering and construction

contractors . . . . . . . . . . . . . . . . . . . 11.7.37–.61
. Fulfilling contracts. See fulfillment costs
. Gaming entities . . . . . . . . . . . . . . . 6.7.131–.142,

. . . . . . . . . Examples 6-7-4 to 6-7-5 at 6.7.137
. Health care entities . . . . . 7.6.161, 7.7.55–.57,

. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7.7.60–.73
. Hospitality entity key money payments as

reductions in revenue . . . . . . . . . . 17.3.06–.17
. Incremental costs. See incremental costs of

obtaining a contract
. Insurance acquisition costs . . . . . . . . . . . . . .1.82
. Telecommunications entities . . . . 13.7.06–.17,

. . . . . . . . . . . . . . . 13.7.55–.57, 13.7.79–.105
. Time-share entities . . . . .16.1.23, 16.7.20–.36

CONTRACT MODIFICATIONS
. Aerospace and defense entities . . .3.1.26–.55,

. . . . . . . . . Examples 3-1-7 to 3-1-15 at 3.1.55
. Airline products and services as . . . . . 10.7.27,

. . . . . . . . . . . . . . . . . 10.7.35–.37, 10.7.41–.43
. Asset management

arrangements . . . . . . . . . . . . . . . . . . 4.7.22–.27
. Brokers and dealers in

securities . . . . . . . . . . . . . . 5.6.17–.18, 5.6.52
. Engineering and construction contractors,

change orders . . . . . . . . . . . . . . . . 11.3.07–.09
. Power and utility entities . . . . . . . . .15.7.01–.12
. Telecommunications entities . . . . 13.7.27–.29,

. . . . . . . . . . . . . . . . . . 13.7.75, 13.7.194–.227,
. . . . . . . . . . . . . Example 13-7-20 at 13.7.204,
. . . . . . . . . . . . . Example 13-7-21 at 13.7.205,
. . . . . . . . . . . . . Example 13-7-22 at 13.7.207,
. . . . . . . . . . . . . Example 13-7-23 at 13.7.212,
. . . . . . . . . . . . . Example 13-7-24 at 13.7.214,
. . . . . . . . . . . . . Example 13-7-25 at 13.7.217,
. . . . . . . . . . . . . . Example 13-7-26 at 13.7.219

CONTRACT PRICES VERSUS TRANSACTION
PRICES . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .2.10

CONTRACT TERM
. Aerospace and defense entities . . . 3.1.17–.25
. Airline operations . . . . . . . . .10.6.98, 10.6.107,

. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10.6.117
. Brokers and dealers . . . . . . . . . 5.6.05, 5.6.108
. Engineering and construction . . . . 11.1.03–.09
. Gaming entities . . . . . . . . . . . . 6.6.133, 6.6.144
. Health care entities . . . . . . . . . . . . . . . . . . 7.6.127
. Long-term contracts . . . . . . . . . . . . . . . . . . . . 2.26
. Power and utility entities . . . . . . . . . . . . 15.6.32,

. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15.7.01–.02
. Time-share entities . . . . . . . . . . . . . . . . . . 16.6.28

CONTRIBUTIONS IN AID OF CONSTRUCTION
(CIAC) . . . . . . . . . . . . . . . . . . . . . . .15.7.13–.20

CONTRIBUTIONS VERSUS EXCHANGE
TRANSACTIONS, NOT-FOR-PROFIT
ENTITIES . . . . . . . . . . . . .8.6.70, 8.7.01–.06

CONTROL. See also internal control
. Control risk . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2.74
. Defined for goods or services . . . . . . . 4.6.103,

. . . . . . . . . . . . . . . . 5.6.23, 5.6.26–.27, 5.6.29
. Indicators of transfer, at point in time . . . . 1.35
. Transfer of control for distinct software

licenses . . . . . . . . . . . . . . . . . . . . . . . . 9.5.11–.16

CONTROL ACTIVITIES
. As component of internal control

framework . . . . . . . . . . . . . . . . . . . . . . . . . . . .2.46
. Definition . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2.142
. Key considerations . . . . . . . . . . . . . . . . . . . . 2.143

CONTROL ENVIRONMENT . . . . . . . 2.132–.137
. Assignment and evaluation of

personnel . . . . . . . . . . . . . . . . . . . . . 2.136–.137
. As component of internal control

framework . . . . . . . . . . . . . . . . . . . . . . . . . . . .2.46
. Generally . . . . . . . . . . . . . . . . . . . . . . . .2.132–.134
. Internal audit considerations . . . . . . . . . . . 2.135
. Risk assessment . . . . . . . . . . . . . . . . 2.138–.141

CONTROL OF GOODS OR SERVICES. See also
principal versus agent consideration

. Aerospace and defense
entities . . . . . . . . . . . . . . . . 3.5.08–.10, 3.5.40,
. . . . . . . . . . . . . . . . . . . . . . . 3.5.44–.45, 3.5.50,
. . . . . . . . . . Examples 3-5-2 to 3-5-3 at 3.5.40

. Asset management
arrangements . . . . . . . . . . . . . . . .4.6.102–.104

. Auditing considerations . . . . . . . . . . . . . . . . . 2.41

. Depository institutions . . . . . . . . . . .12.7.15–.20

. Engineering and construction
contractors . . . . . . . . . . . . . . . . . . . 11.5.33–.38

. Health care entities . . . . . . 7.5.01–.03, 7.5.05,
. . . . . . . . . . . . . . . . . . . . 7.6.39, 7.7.49, 7.7.52

. Hospitality entities . . . . . . . . . .17.6.28, 17.6.49

. Not-for-profit entities . . . . . . . . . .8.6.10, 8.6.48,
. . . . . . . . . . . . . . . . . . . . . . . . 8.6.52, 8.6.93–.95

. Oil and gas entities . . . . 18.6.01, 18.6.04–.09

. Power and utility entities . . . . . . . . .15.5.22–.25

. Recognizing revenue when (or as) entity
satisfies performance
obligation . . . . . . . . . . . . . . . . . . . . . . .1.33, 1.35

. Software entities . . . . . . . . . . . . . . . . . 9.5.11–.14

. Telecommunications entities . . . . . 13.2.17–.18

. Time-share entities . . . . . . . . . . . . . . 16.5.03–.17

COSO. See Committee of Sponsoring
Organizations of the Treadway
Commission

COST REIMBURSEMENTS
. Asset management

arrangements . . . . . . . . . . . . . . . . . .4.7.11–.46,
. . . . . . . . . . . . . . . . . . . Example 4-7-3 at 4.7.46

. Gaming entities . . . . . . . . . . . . . . . .6.6.143–.144

. Hospitality entities . . . . . . . . . . . . . . . . . . . 17.101

. Power and utility entities . . . . . . . . . . . . . 15.7.18

. Time-share entities . . . . . . . . . . . . . . . . 16.30–.31
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COST-TO-COST METHOD, MEASURING
PERFORMANCE OBLIGATION
PROGRESS . . . . . . . . . .3.5.30–.32, 3.5.39,
. . . . . . . . . . 3.7.14, 11.5.07, 11.5.29–.31,
. . . . . . . . . . . . . . . Example 3-3-3 at 3.3.14,
. . . . . . . . . . . . . . . Example 3-3-6 at 3.3.16,
. . . . . . . . . . . . . . . Example 3-3-9 at 3.3.29,
. . . . . . . . . . . . . . . Example 3-3-12 at 3.3.41

COSTS. See also contract costs
. Aerospace and defense

administrative . . . . . . . . . . . . . . . . . . 3.7.10–.11
. Asset allocator fees . . . . . . . . . . 4.7.57, 4.7.59,

. . . . . . . . . . . . . . . . . . . . . . . . . . . . 4.7.60, 4.7.62
. Asset management non-contract . . . . . . .4.7.65
. Capitalization of. See capitalization of costs
. Commissions as. See under commissions
. Cumulative effect method, retrospective

application of new standard . . . . . . . 1.10–.12
. Deferral. See deferral of costs
. Employee compensation, brokers and

dealers . . . . . . . . . . . . . . . . . . . . . . . . 5.7.11–.13
. Expensing when incurred . . . . . . . . . . . . . . . .1.40
. Inventory . . . . . . . . . . . . 3.7.07, 3.7.14, 11.7.51
. Investment company

management . . . . . . . . . . . . . . . . . . . 4.7.47–.76
. Jackpot insurance . . . . . . . . . . . . . . . . 6.7.09–.10
. Not indicative of performance . . . . 3.5.49–.53,

. . . . . . 11.5.25–.27, Example 3-5-4 at 3.5.53
. Pre-contract (pre-launch). See pre-contract

costs
. Racetrack fees . . . . . . . . . . . . . . . . . 6.7.75–.106
. Time-share management . . . . . . . . 16.6.01–.39
. Underwriting, brokers and

dealers . . . . . . . . . . . . . . . . . . . . . . . . 5.7.21–.32
. WAP operator fees for gaming

entities . . . . . . . . . . . . . . . . . . . . . . . . .6.7.45–.68

COSTS-INCURRED METHOD, MEASURING
PERFORMANCE OBLIGATION
PROGRESS . . . . . . . . . . . . . . . . . 11.5.29–.31

CPAs. See capacity purchase agreements

CPE. See customer premise equipment

CREDIT CARD ANNUAL FEES, DEPOSITORY
INSTITUTIONS . . . . . . . . . . . . . . 12.7.23–.24

CREDIT CARD CO-BRANDING
ARRANGEMENTS. See co-branded credit
card arrangements

CUSTODY VERSUS TRADE EXECUTION
SERVICES,
BROKER-DEALERS . . . . . . . . . . 5.6.08–.09,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5.6.14–.16

CUSTOMER ACCEPTANCE, AUDIT EVIDENCE
FOR . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .2.175

CUSTOMER "BOUNTIES" IN CO-BRANDED
CREDIT CARD
ARRANGEMENT . . . . . . . . . . . . . 6.6.87–.97,
. . . . . . . . . . . . . . . . Example 6-6-5 at 6.6.97

CUSTOMER LIST IN CO-BRANDED CREDIT
CARD AGREEMENTS

. Airlines . . . . . . . . . . .10.6.45–.46, 10.6.49–.56,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10.6.60

. Gaming entities . . . . . 6.6.63–.64, 6.6.67–.74,
. . . . . . . . . . . . . . . . . . . . . . . . . . . 6.6.78, 6.6.155

CUSTOMER PREMISE EQUIPMENT
(CPE) . . . . . . . . . . . . . . . . . . . . . . . 13.2.16–.23

CUSTOMERS, IDENTIFYING CONTRACTS
WITH. See identifying the contract with a
customer

CUSTOMIZATION OF ASSETS . . . . . . . . .3.5.13,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3.5.15–.16

CUTOFF TESTS . . . . . . . . . . . . . . . . . . . . . . . . 2.153

D

DCS. See direct commercial sales

DEDUCTIBLES. See self-pay balances

DEEDED VERSUS NON-DEEDED TIME-SHARE
INTERVAL PRODUCTS . . . . . . . . . . . 16.2.06

DEFERRAL OF COSTS. See also amortization
and impairment

. Aerospace and defense entities . . . . . . . 3.7.02

. Asset management
arrangements . . . . . . . . . . . . . . . . . . 4.7.01–.10

. Brokers and dealers in securities . . . . . .5.7.09,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5.7.31

. Gaming entities . . . . . . . . . . . . . . . . . . . . . . .6.7.10

. Telecommunications entities . . . . . 13.7.31–.34

. Time-share entities . . . . . . . . . . . . . . 16.7.27–.29

DEFERRED DISTRIBUTION COMMISSION
EXPENSES . . . . . . . . . . . . . . . . . . . 4.7.01–.10

DEPOSIT-RELATED FEES . . . . . . . . 12.7.25–.27

DEPOSITORY INSTITUTIONS . . . . 12.7.01–.32
. Determining transaction price . . . 12.7.05–.06,

. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12.7.11–.14
. Identifying the contract with a

customer . . . . . . . . . . . . . . . . . . . . . 12.7.02–.10
. Recognizing revenue when (or as) entity

satisfies performance
obligation . . . . . . . . . . . . . . . . . . . . . 12.7.15–.20

. Sale of non-operating assets (other real estate
owned) . . . . . . . . . . . . . . . . . . . . . . . 12.7.01–.20

. Scope . . . . . . . . . . . . . . . . . . . . . . . . . .12.7.21–.32

DERIVATIVE COMMODITY
CONTRACTS . . . . . . . . . . . . . . . . . . . . 18.7.01

DERIVATIVE CONTRACT . . . . . . . . . . . . . . .5.6.40

DESIGN, DEVELOPMENT, AND PRODUCTION
CONTRACTS, AEROSPACE AND
DEFENSE ENTITIES . . . . . . . . . . 3.2.01–.21

DETECTION RISK . . . . . . . . . . . . . . . . . . . . . . . .2.74
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DETERMINING THE TRANSACTION PRICE
(STEP 3). See also significant financing
component in contract; entries
beginning with variable consideration

. Aerospace and defense entities . . .3.3.18–.49,
. . . . . . . . . . Examples 3-3-7 to 3-3-8 at 3.3.23

. Airlines . . . 10.2.07, 10.6.76, 10.6.141–.152,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10.7.07

. Asset management
arrangements . . . . . 4.6.11–.16, 4.6.62–.70,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4.7.33–.42

. Auditing considerations . . . . . 2.24–.31, 2.117,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2.169–.171

. Brokers and dealers in
securities . . . . . . . . . 5.6.14–.15, 5.6.53–.54,
. . . . . 5.6.68–.73, 5.6.91–.95, 5.6.124–.131

. Depository institutions . . . . . . . . . . 12.7.05–.06,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12.7.11–.14

. Engineering and construction
contractors . . . . . . . . . . . . . . . . . . . 11.3.01–.21

. Gaming entities . . . . . 6.6.02–.03, 6.6.16–.17,
. . . . . . . . . . . . . . . . 6.6.128–.140, 6.7.58–.63,
. . . . . . . . . . . . . . . . . . . Example 6-6-1 at 6.6.08

. Generally . . . . . . . . . . . . . . . . . . . . . . . . . . 1.27–.28

. Health care entities . . . . . . . . . . . . . . 7.6.09–.12,
. . . . . 7.6.19–.36, 7.6.49–.67, 7.6.86–.105,
. . . . . . . . . . . . . . . . . 7.6.127–.146, 7.7.50–.52

. Hospitality entities . . . . . . . . . . . . . .17.3.01–.17,
. . . . . . . . . . . . . . . . 17.6.35–.39, 17.6.77–.90,
. . . . . . . . . . . 17.6.114–.115, 17.6.139–.140,
. . . . . . . . . . . . . . . . . Example 17-6-4 at 17.6.90

. Not-for-profit entities . . . . . . . . . . . . . 8.6.20–.41,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8.6.87–.89

. Power and utility entities . . . . . . . . .15.6.28–.39

. Software entities . . . . . . . . . . . . . . . . . 9.3.01–.36

. Telecommunications entities . . . . 13.3.01–.55,
. . . . . . Examples 13-3-3 to 13-3-4 at 13.3.23

. Time-share entities . . . . . . . . . . . . . . 16.6.27–.33

DEVELOPMENT COSTS. See pre-contract
costs

DIRECT COMMERCIAL SALES (DCS),
FOREIGN . . . . . . . . . . . . .3.1.04, 3.1.06–.09

DIRECT EFFECTS OF CHANGE IN
ACCOUNTING PRINCIPLE . . . . . . . . . . .1.12

DISAGGREGATION OF REVENUE FOR
DISCLOSURE

. Aerospace and defense entities . . .3.7.37–.39,
. . . . . . . . . . Examples 3-7-1 to 3-7-2 at 3.7.51

. Engineering and construction
contractors . . . . . . . . . . . . . . . . . . . 11.7.06–.21

. Gaming entities . . . . . . . . . . . . . . . 6.7.108–.111,
. . . . . . . . . . . . . . . . . . Example 6-7-1 at 6.7.130

. Generally . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .1.42

. Health care entities . . . . . . . . . . . . . . .7.7.21–.25

. Oil and gas producing entities . . . . . . . . 18.7.13

. Telecommunications entities . . . . 13.7.39–.40,
. . . . . . . . . . . . . . . . . 13.7.46–.47, 13.7.60–.63

DISCLOSURES
. Aerospace and defense entities . . . 3.7.36–.51
. Auditing considerations . . . . . . . . . . 2.197–.198
. Engineering and construction

contractors . . . . . . . . . . . . . . . . . . . 11.7.01–.36
. Gaming entities . . . . . . . . . . . . . . . .6.7.107–.130
. General accounting

considerations . . . . . . . . . . . . . . . . . . . .1.41–.42
. Health care entities . . . . . . . . . . . . . . .7.7.16–.59
. In management representations . . . . . . . . 2.184
. Modified retrospective approach to FASB ASC

606 adoption . . . . . . . . . . . . . . . . . . . . . . . . . 2.43
. Not-for-profit entities . . . . . . . . . . . . . 8.6.68–.69,

. . . . . . . . . . . . . . . . . . . Example 8-6-1 at 8.6.69
. Oil and gas producing entities . . . 18.7.12–.14
. Revenue recognition . . . . . . . . . . . . . . . . . . . . 2.75
. Telecommunications entities . . . . . 13.7.37–.78

DISCOUNTED MAINTENANCE RENEWAL
OPTIONS, SOFTWARE
ENTITIES . . . . . . .Example 9-4-1 at 9.4.23

DISCOUNTS
. Aerospace and defense entities . . . . . . . 3.1.44,

. . . 3.3.24, 3.3.26–.27, 3.4.02, 3.4.17–.19,
. . . . . . . Examples 3-1-14 to 3-1-15 at 3.1.55,
. . . . . . . . . . . . . . . . . . . Example 3-4-2 at 3.4.19

. Airline incentive affinity
programs . . . . . . . . . . . 10.2.01–.02, 10.2.04,
. . . . . . . 10.2.10, 10.2.13–.15, 10.2.17–.18,
. . . . . . . . . . . . . . . . 10.4.16, 10.4.19, 10.4.24,
. . . . . . . . . . . . . . . . . Example 10-2-1 at 10.2.18

. Allocating transaction price to performance
obligations . . . . . . . . . . . . . . . . . 1.31, 2.34–.36

. Continuing care retirement
communities . . . . . . . . . . . . . . . . . 7.6.145–.146

. Gaming entities . . . . . . . . . . . . . . . .6.6.145–.146

. Hospitality entities . . . . . . . . . . . . . . 17.6.96–.97

. Telecommunications
entities . . . . . . . . . 13.3.36–.37, 13.4.13–.14,
. . . . . . . . . . . . . . Example 13-7-22 at 13.7.207

DISCRETIONARY INCENTIVES, GAMING
ENTITIES . . . . . . . . . . . . . . . . . . . . . 6.6.09–.50

DISCRETIONARY SALES COMMISSIONS,
INVESTMENT MANAGEMENT
COMPANIES . . . . . . . . . . . . . . . . . . . . . . 4.7.55

DISCUSSIONS AMONG AUDIT TEAM . . . .2.91,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2.126–.127

DISTINCTNESS OF GOODS OR SERVICES
. Aerospace and defense entities . . .3.2.02–.04,

. . . . . . . . . . . . . . . . . . . . 3.2.20, 3.4.02, 3.7.32,
. . . . . . . . . . . . . . . . . Example 3-1-11 at 3.1.55,
. . . . . . . . . . . . . . . . . . . Example 3-2-3 at 3.2.21

. Airlines . . . . . . . . . . .10.6.52–.56, 10.6.97–.98,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10.7.30–.37

. Asset management arrangements . . . . 4.6.09,
. . . . 4.6.24, 4.6.27–.28, 4.6.30–.31, 4.6.60

. Auditing considerations . . . . . . 2.15, 2.18–.21,
. . . . . . . . . . . . . . . . . . . . . . . . 2.166–.167, 2.185
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DISTINCTNESS OF GOODS OR SERVICES —
continued

. Brokers and dealers in
securities . . . . . . 5.6.06–.09, 5.6.50, 5.6.65,
. . . . . . . . . . . . . . . . . . . . . . 5.6.85–.88, 5.6.120

. Engineering and construction
contractors . . . . . . . . . . . . . . . . . . . 11.2.03–.15

. Gaming entities . . . . . . . . . . 6.6.13, 6.6.71–.74,
. . . . . . . . . . . . . . . . . . . . 6.6.104–.119, 6.6.151

. Generally . . . . . . . . . . . . . . . . . . . . . . . . . . 1.23–.26

. Health care entities . . . . . . . . . . . . . . .7.2.02–.04

. Hospitality entities . . . . .17.6.13, 17.6.22–.29,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 17.6.62–.71

. Not-for-profit entities . . . . . . . . . . . . . 8.6.15–.19,
. . . . . . . . . . . . . . . . . . . 8.6.25–.27, 8.6.80–.84

. Power and utility entities . . . . 15.5.03, 15.5.17

. Software entities . . . . . . . . . . . . . . . . 9.2.10–.15,
. . . . . . . . . . Examples 9-2-1 to 9-2-3 at 9.2.15

. Telecommunications entities . . . . 13.2.02–.11,
. . . . . . . . . . . . . . 13.2.16–.23, 13.6.194–.227

. Time-share entities . . . . 16.2.15, 16.2.24–.36,
. . . . . . . . . . . . . . . . . . . . . 16.6.13–.16, 16.7.05

DISTRIBUTION AGREEMENT, ASSET
MANAGEMENT
ARRANGEMENTS . . . . . . . . .Example 4-6-7
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . at 4.6.107

DISTRIBUTION AND SELLING FEE REVENUE,
BROKER-DEALERS . . . . . . . . 5.6.111–.144

DISTRIBUTORS, SALES TO . . . . . . . . . . . . . . 2.82

DIVIDED VERSUS UNDIVIDED LIABILITY,
SECURITIES UNDERWRITING . . . . . 5.6.36

DOCUMENTATION
. Audit documentation . . . . . . . . . . . . . 2.200–.206
. Reviewing internal control . . . . . . . . . . .2.89–.90

E

EARLY TERMINATION OF CONTRACT. See
termination of contract

ECONOMIC PRICE ADJUSTMENT,
AEROSPACE DEFENSE
ENTITIES . . . . . . . . . . . . . . . . . . . . . . . . . .3.3.17

EFFECTIVE DATES, FASB ASC
606 . . . . . . . . . . . . . . . . . . . . . . . . . . . . .1.04–.08

EIP. See equipment installment plan

ELECTRICITY AND CAPACITY SALES, TIMING
OF REVENUE
RECOGNITION . . . . . . . . . . . . . . 15.5.01–.12

EMPHASIS-OF-MATTER
PARAGRAPHS . . . . . . . . . . . . . . . . . . . . . . .2.54

EMPLOYEE COMPENSATION COSTS,
BROKER-DEALERS . . . . . . . . . . . 5.7.11–.13

EMPLOYEES AND RELATED SERVICES,
CASINO MANAGEMENT
AGREEMENTS . . . . . . . . . . . . . . . . . . . 6.6.120

ENFORCEABLE RIGHTS AND OBLIGATIONS
. Contract definition and . . . . . . . . . 1.20, 5.6.63,

. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7.6.04
. Contract modification assessment

effect . . . . . . . . 4.7.22, 5.6.57, 11.3.08–.10,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 13.7.199

. Contract term impact . . . . . . . . . . . . 7.2.06–.09,
. . . . 8.6.02–.03, 13.1.01–.18, 17.3.12–.17,
. . . . . . . . . . . . . . . . . . 17.6.88, 17.6.108–.109,
. . . . . . . . . . . . . . . . . Example 13-1-1 at 13.1.17

. Identifying performance obligations . . . . 9.2.18

. To payment for performance completed
to date . . . . . . . . . . . . . . . . 3.5.11, 3.5.18–.23,
. . . . 6.6.154, 16.6.14, 17.6.104, 17.6.118,
. . . . . . . . . . . . . . . . . . . Example 3-5-1 at 3.5.23

ENGAGEMENT PERSONNEL. See audit
personnel

ENGAGEMENTS. See audit engagements

ENGINEERING AND CONSTRUCTION
CONTRACTORS . . . . . . . . . . .11.1.01–.7.61

. Acceptable measures of
progress . . . . . . . . . . . . . . . . . . . . . .11.5.01–.27

. Contract costs . . . . . . . . . . . . . . . . . .11.7.37–.61

. Customer termination rights and penalties,
impact on contract term . . . . . . 11.1.03–.09,
. . . . . . . . . . 11.5.04–.09, Examples 11-1-1 to
. . . . . . . . . . . . . . . . . . . . . . . . . 11-1-3 at 11.1.09

. Determining transaction price . . . .11.3.01–.21

. Five-step model application
to . . . . . . . . . . . . . . . . . . . . . . . . . . 11.1.01–.5.38

. Identifying performance
obligations . . . . . . . . . . . . . . . . . . . 11.2.01–.17,
. . . . . . . . . . . . . . . . . Example 11-2-1 at 11.2.17

. Identifying the contract with a
customer . . . . . . . . . . . . . . . . . . . . 11.1.01–.09,
. . . . . . Examples 11-1-1 to 11-1-3 at 11.1.09

. Presentation and disclosure . . . . . 11.7.01–.36

. Recognizing revenue when (or as) entity
satisfies performance
obligation . . . . . . . . . . . . . . . . . . . . 11.5.01–.38,
. . . . . . Examples 11-5-1 to 11-5-3 at 11.5.16

. Service contracts . . . . . . . . . . . . . . 11.5.10–.16,
. . . . . . Examples 11-5-1 to 11-5-3 at 11.5.16

. Uninstalled materials . . . . . . . . . . . . 11.5.28–.38

. Unit of account, identifying . . . . . .11.1.01–.02,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 11.2.01–.17

ENTRANCE (ADVANCE) FEES,
CCRCs . . . .7.6.128–.130, 7.6.136–.144,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . 7.6.149–.152

EQUIPMENT INSTALLMENT PLAN (EIP),
WIRELESS . . . . . . . .13.1.04–.09, 13.2.32,
. . . . . . . . . . . . . . . . . . . . . . . . . . 13.7.154–.163

EQUIVALENT TICKET VALUE (ETV),
AIRLINES . . . . . . . . . . . . . . . . . . . 10.4.21–.24

ESTIMATES
. Additional information for FASB ASC 606

transition . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2.51
. Areas possibly requiring . . . . . . . . . . . . . . . 2.179
. Auditing estimates . . . . . . . . . . . . . . . 2.177–.181
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ESTIMATES — continued
. Fraud risk from . . . . . . . . . . . . . . . . . .2.55, 2.125
. Hindsight evidence . . . . . . . . . . . . . . . . . 2.51–.52
. Management estimates . . . . . . . . . . . . . . . 2.178,

. . . . . . . . . . . . . . . . . . . . . . . . 2.180–.181, 2.184
. Stand-alone prices. See stand-alone selling

price
. Variable consideration. See variable

consideration, estimating

ETV. See equivalent ticket value

EXCEPTIONS, FASB ASC 606 . . . . . . . . . . . 1.03

EXCHANGE TRANSACTION FOR
NOT-FOR-PROFIT
ENTITIES . . . . . . . . . . . . . . . . .8.6.70, 8.6.98,
. . . . . . Examples 8-6-3 to 8-6-4 at 8.6.98

EXPECTED COST PLUS MARGIN APPROACH,
ALLOCATING TRANSACTION
PRICES . . . . . . . 2.33, 3.4.06, 3.4.09–.11,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10.4.26–.27

EXPECTED VALUE METHOD, ESTIMATING
VARIABLE CONSIDERATION

. Aerospace and defense entities . . . . . . . 3.3.04,
. . . . . . . . . Examples 3-3-1 to 3-3-2 at 3.3.07,
. . . . . . . . . . . . . . . . . . . Example 3-4-3 at 3.4.23

. Asset management arrangements . . . . 4.6.65.

. Engineering and construction
contractors . . . . . . . . . . . . . . . . . . . . . . . .11.3.11

. Generally . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2.178

. Health care entities . . . . . . . . . . . . Example 7-6-8
. . . . . . . . . at 7.6.70, Example 7-6-9 at 7.6.71

. Telecommunications entities . . . . . 13.3.28–.29

. Time-share entities . . . . . . . . . . . . . . . . . .16.1.30,
. . . . . . . . . . . . . . . . . Example 16-1-1 at 16.1.37

EXPENSE CAPS, ASSET MANAGEMENT
ARRANGEMENTS . . . . . . . . . . . . . . . . 4.7.12,
. . . . . . . . . . . . . . . . . 4.7.16–.17, 4.7.41–.42,
. . . . . . Examples 4-7-3 to 4-7-4 at 4.7.46

EXPENSING COSTS RELATED TO A
CONTRACT WHEN INCURRED . . . . . . 1.40

EXPLICIT AND IMPLICIT PROMISES . . . . .1.24

EXTENDED PAYMENT TERMS, SOFTWARE
ENTITIES . . . . . . . . . . . . . . . . . . . . . 9.3.10–.14

EXTENDED SERVICE WARRANTY
CONTRACTS . . . . . . . . . . . . . . . . . . . 1.55–.82

EXTERNAL CONFIRMATIONS . . . . . . . . . . . .2.97

EXTERNAL EXCHANGE SERVICES,
TIME-SHARE ENTITIES . . . . . . . . . . 16.2.12

F

FAIR VALUE, OF NONCASH
CONSIDERATIONS . . . . . . . . . . . . . . . . . . 2.28

FAIRNESS OPINION SERVICE,
BROKER-DEALERS . . . . . . 5.6.79, 5.6.89,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5.6.107

FDDs. See franchise disclosure documents

FEDERAL ACQUISITION REGULATION
(FAR) . . . . 3.1.19, 3.3.40, 3.7.11, 3.7.40

FEDERAL GOVERNMENT. See U.S. federal
government

FEE-FOR-SERVICE (FFS) PROVISION
METHOD . . . . . . . . . . .7.6.76, 16.2.37–.39,
. . . .16.7.02–.03, 16.7.11–.19, Examples
. . . . . . . . . . . . . 16-2-1 to 16-2-4 at 16.2.39

FEE WAIVERS, ASSET MANAGEMENT
ARRANGEMENTS . . . . . . . . . . . . 4.7.11–.46

FEES AS COSTS. See costs

FEES AS REVENUE
. Aerospace and defense entities . . .3.3.42–.49,

. . . . . . . . . . . . . . . . . . Example 3-3-2 at 3.3.07,

. . . . . . . . . . . . . . . . . . Example 3-3-5 at 3.3.16,

. . . . . . . . . . . . . . . . . Example 3-3-13 at 3.3.47,
. . . . . . . . . . . . . . . . . . Example 3-3-14 at 3.3.49

. Airlines . . . . . . . . . . .10.4.32–.33, 10.7.01–.13,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10.7.29–.44

. Ancillary services and related fees . . . 10.7.25,
. . . . . . . . . 10.7.29–.37, 13.7.112, 13.7.130,
. . . . . . . . . . . . . . . . . . 16.6.09, 17.6.124–.151

. Asset management
arrangements . . . . . 4.6.19–.93, 4.7.11–.46,
. . . . . . . . . . . . . . . . 4.7.56, 4.7.58, 4.7.60–.62

. Award fees. See award fees

. Brokers and dealers in
securities . . . . . . . . . . . . . . . . . . . . . 5.6.78–.144

. Casino management agreement . . . . . 6.6.131,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6.6.147

. Continuing care retirement
communities . . . . . . . . . . . . . . . . 7.6.127–.130,
. . . . . . . . . . . . . . 7.6.136–.144, 7.6.147–.152

. Depository institutions . . . . . . . . . . .12.7.23–.27

. Hospitality entities . . . . . . . . . . . . . .17.6.01–.52,
. . . . . . . . . . . . . . . . . . . . 17.6.81, 17.6.98–.99,
. . . . . . . . . . . . . . . . Example 17-6-1 at 17.6.47,
. . . . . . . . . . . . . . . . . Example 17-6-5 at 17.6.99

. Insurance contracts, revenue recognition
guidance . . . . . . . . . . . . . . . . . . . . . . . . . . 14.7.16

. Management fees. See management fees

. Telecommunications
entities . . . . . . . . . . . . . . . . . . . . .13.7.106–.133

. Upfront. See upfront fees

FFS. See fee-for-service (FFS) provision
method

FINANCE COST OF AIRLINE MILEAGE
CREDITS . . . . . . . . . . . . . . . . . . . . 10.4.32–.33

FINANCIAL INSTRUMENT CONTRACTS,
EXCLUSION FROM FASB ASC
606 . . . . . . . . . . . . . . . . . . . . . . . . . . 5.7.01–.04

FINANCIAL STATEMENT PRESENTATION
. Asset management

arrangements . . . . . . . . . . . . . . . 4.6.105–.107,
. . . . . . . . . Examples 4-6-6 to 4-6-8 at 4.6.107

. Brokers and dealers in
securities . . . . . . . . . . . . . . . . . . . . . . 5.7.15–.20

. Contract with a customer . . . . . . . . . . . . . . . 1.43
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FINANCIAL STATEMENT PRESENTATION —
continued

. Engineering and construction
contractors . . . . . . . . . . . . . . . . . . . 11.7.01–.36

. Gaming entities . . . . . . . . . . . . . . . . . . 6.7.30–.68

. Health care entities . . . . . . . . . . . . . . .7.7.16–.59

. Hospitality entities . . . . . . . . . . . . . . 17.6.48–.52

. Not-for-profit entities . . . . . . . . . . . . . 8.6.57–.69,
. . . . . . . . . . Examples 8-6-1 to 8-6-2 at 8.6.69

. Power and utility entities . . . . . . . . .15.7.21–.28

. Restatement from retrospective application of
FASB ASC 606 . . . . . . . . . . . . . . . . . .1.09, 1.12

. Telecommunications entities . . . . . 13.7.37–.45

FINANCING COMPONENTS. See also
significant financing components in
contract . . . . . . . . . . . . . . . . . . . . . . . . . . . . .1.28

FIRM COMMITMENT BASIS FOR SECURITIES
UNDERWRITING . . . . . . . . . . . . . . . . . . .5.6.34

FIVE-STEP MODEL OF FASB ASC 606.
See also auditing the five-step model;
individual steps of the model by name

. Aerospace and defense
entities . . . . . . . . . . . . . . . . . . . . . . .3.1.01–.5.53

. Airlines . . . . . . . . . . . . . . . . . . . . . . . 10.2.01–.4.33

. Asset management
arrangements . . . . . . . . . . . . . . . . . . 4.1.01–.19

. Engineering and construction
contractors . . . . . . . . . . . . . . . . . 11.1.01–.5.38

. Gaming entities . . . . . . . . . . . . . . . . . . 6.2.01–.18

. Health care entities . . . . . . . . . . . . .7.2.01–.5.08

. Hospitality entities . . . . . . . . . . . . 17.2.01–.3.17

. Power and utility entities . . . . . . .15.4.01–.5.26

. Software entities . . . . . . . . . . . . . . . 9.2.01–.5.16

. Telecommunications entities . . . 13.1.01–.4.14

. Time-share entities . . . . . . . . . . . . 16.2.01–.5.17

FIXED FEE WAIVER, ASSET MANAGEMENT
ARRANGEMENTS . . . . . . . . . . . . . . . . . 4.7.38

FIXED FEES
. Casino management agreement . . . . . 6.6.131,

. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6.6.147
. Hospitality entities . . . . . . . . . 17.6.41, 17.6.81,

. . . .17.6.98–.99, Example 17-6-5 at 17.6.99

FIXED-PRICE CONTRACTS, POWER AND
UTILITY ENTITIES . . . . . . . . . . . 15.6.25–.49

"FLAT" FEE WAIVER, ASSET MANAGEMENT
ARRANGEMENTS . . . 4.7.12, 4.7.16–.17,
. . . . . Examples 4-7-1 to 4-7-2 at 4.7.46,
. . . . . . Examples 4-7-4 to 4-7-6 at 4.7.46

FLIGHT PERFORMANCE
OBLIGATIONS . . . . . . . . . . . . 10.6.107–.117

FLIGHT-RELATED CONSIDERATION,
DEFINED . . . . . . . . . . . . . . . . . . . . . . . 10.6.115

FLIGHT SEGMENTS, IDENTIFYING
PERFORMANCE
OBLIGATIONS . . . . . . . . . . . . . . .10.6.03–.05

FMS. See foreign military sales

FOREIGN CONTRACTS WITH REGULATORY
CONTINGENCIES . . . . . . . . . . . . .3.1.01–.16

FOREIGN MILITARY SALES
(FMS) . . . . . . . . . . . . . . . . . . . . . . . . .3.1.02–.03

FRANCHISE AGREEMENTS, HOSPITALITY
ENTITIES . . . . 17.3.01–.17, 17.6.01–.52,
. . . . . . . . . . . . . Example 17-6-1 at 17.6.47

FRANCHISE DISCLOSURE DOCUMENTS
(FDDs) . . . . . . . . . . . . . . . . . . . . . . . . . . . 17.6.08

FRAUD CONSIDERATION . . . . . . . . .2.121–.128
. Analytical procedures . . . . . . . . . . . . . . . . . .2.156
. Audit team discussions . . . . .2.91, 2.126–.127
. Conditions for . . . . . . . . . . . . . . . . . . . . . . . . . 2.123
. Generally . . . . . . . . . . . . . . . . . . . . . . . .2.121–.125
. Management representations on possible

material misstatements . . . . . . . . . . . . . . 2.184
. Material misstatement, risks of . . . 2.60, 2.99,

. . . . . . . . . . . . . . . . . . . . . . . . 2.126–.127, 2.149
. Professional skepticism, importance of

exercising . . . . . . . . . . . . . . . . . . . . . 2.127–.128
. Refunds and . . . . . . . . . . . . . . . . . . . . . . . . . . . .2.30
. Related-party transactions . . . . . . . .2.104–.105
. Revenue recognition as fraud risk . . . . . . . .2.77
. Risk factors . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2.55

FUEL PERFORMANCE OBLIGATION,
REGIONAL AIRLINES . . . . .10.6.121–.124

FULCRUM FEES . . . . Example 4-6-4 at 4.6.80

FULFILLMENT COSTS, CONTRACT
. Aerospace and defense entities . . . 3.7.08–.14
. Asset management

arrangements . . . . . . . . . . . . . . . . . . 4.7.63–.65
. Brokers and dealers in

securities . . . . . . . 5.6.143–.144, 5.7.08–.13
. Engineering and construction

contractors . . . . . . . . . . . . . . . . . . . 11.7.40–.58
. Generally . . . . . . . . . . . . . . . . . . . . . . . . . . 1.38–.40
. Health care entities . . . . . . . . . . . . . . . . . . . 7.7.69
. Telecommunications entities . . . . . 13.7.90–.92
. Time-share entities . . . . . . . . . . . . . . 16.7.31–.32

FULL RETROSPECTIVE APPROACH TO FASB
ASC 606 ADOPTION . . . . . . . . . . . . . . . . 2.42

FUNDS
. Back-end load funds . . . . . . . . . . . . . . 4.7.01–.10
. As customers, question of . . . . . . . 4.1.02–.07,

. . . . . . . . . . . . . . . . . . . . . . . . . . . 4.1.10, 5.6.115
. Registered funds or funds, and fee

waivers . . . . . . . . . . . . . . . . . . . . . . . . . . . . .4.7.13

G

GAMING ENTITIES . . . . . . . . . . . . 6.2.01–.7.142
. Allocating transaction price to performance

obligations . . . . . . . . . . . . .6.6.14, 6.6.18–.19,
. . . . 6.6.22–.50, 6.6.141–.147, 6.7.64–.66,
. . . . . . . . . . . . . . . . . . . . Example 6-6-1 at 6.6.08

. Base progressive and incremental progressive
jackpot amounts . . . . . . . . . . . . . . . .6.7.17–.23

. Chips and tokens . . . . . . . . . . . . . . . . .6.7.13–.15
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GAMING ENTITIES — continued
. Contract costs . . . . . . . . . . . . . . . . 6.7.131–.142
. Determining transaction price . . . . 6.6.02–.03,

. . . . 6.6.16–.17, 6.6.128–.140, 6.7.58–.63,
. . . . . . . . . . . . . . . . . . . Example 6-6-1 at 6.6.08

. Disclosures . . . . . . . . . . . . . . . . . . . 6.7.107–.130

. Five-step model application to . . . . .6.2.01–.18

. Identifying performance
obligations . . . . . . . . 6.2.01–.18, 6.6.13–.15,
. . . . . . . . 6.6.49, 6.6.67–.74, 6.6.104–.127,
. . . . . . . 6.7.49–.57, Example 6-6-1 at 6.6.08

. Identifying the contract with a
customer . . . . . . . . 6.6.99–.103, 6.7.47–.48,
. . . . . . . . . . . . . . . . . . . Example 6-6-1 at 6.6.08

. Jackpot insurance premiums and
recoveries . . . . . . . . . . . . . . . . . . . . . .6.7.01–.12

. Loyalty arrangements . . . . . . . . . . . . 6.6.09–.97

. Management contract revenues including costs
reimbursed by managed
properties . . . . . . . . . . . . . . . . . . . . 6.6.98–.155

. Net gaming revenue . . . . . . . . . . . . . . . . . . 6.7.16

. Participation and similar
agreements . . . . . . . . . . . . . . . . . . . . 6.7.26–.37

. Promotional allowances . . . . . . . . . . .6.7.24–.25

. Racetrack fees . . . . . . . . . . . . . . . . . 6.7.75–.106

. Recognizing revenue when (or as) entity
satisfies performance
obligation . . . . . . . . . . . . . . 6.6.20–.21, 6.6.46,
. . . . . . . 6.6.75–.86, 6.6.122, 6.6.148–.155,
. . . . . . . . . . . . . . . . 6.7.67–.68, 6.7.123–.125,
. . . . . . . . . . . . . . . . . . . Example 6-6-1 at 6.6.08

. "Tier status" in affinity program as separate
performance obligation . . . . . . . . . 6.2.01–.18

. Wide area progressive operators’ fees and
liabilities . . . . . . . . . . . . . . . . . . . . . . . 6.7.38–.74

. Win or gross gaming revenue . . . . 6.6.01–.08,
. . . . . . . . . . Examples 6-6-1 to 6-6-3 at 6.6.08

GOODS OR SERVICES
. Control of. See control of goods or services
. Customer acceptance . . . . . . . . . . . 2.175–.176
. Customer options for additional. See also

options, contract . . . . . . . . . . . . . . . . . . . . . .1.47
. Distinct. See distinctness of goods or services
. Foreign sales restrictions . . . . . . . . . . . . . 3.1.01
. Promised. See promised goods or services

GOVERNMENT CONTRACTS. See U.S. federal
government contracts

GOVERNMENT SUPPORT FUNDING FEES,
TELECOMMUNICATIONS
ENTITIES . . . . . 13.7.108, 13.7.116–.121

GROSS ROOM REVENUES
(GRR) . . . . . . . . . . . . . . . . . . . . . . . 17.6.36–.37

GROSS UNDERWRITING SPREAD . . . . .5.6.37,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5.6.53

GROSS VERSUS NET REVENUE
. Airline mileage credits . . . . . . . . . . .10.6.26–.32
. Asset management

arrangements . . . . . . . . . . . . . . . . . 4.6.94–.107
. As fraud risk . . . . . . . . . . . . . . . . . . . . . . . . . . . 2.55

GROSS VERSUS NET REVENUE — continued
. Hospitality entities . . . . . . . . . . . . . . 17.6.78–.79
. Win or gross gaming revenue . . . . 6.6.01–.08,

. . . . . . . . . . . . . . . . . . . . . . . . . . . 6.7.07, 6.7.113

GROUND SERVICES, AIRLINES . . . . . .10.6.98,
. . . . . . . . . . . . . . . . . . . . . . . . . . 10.6.118–.129

GRR. See gross room revenues

H

HEALTH CARE ENTITIES . . . . . . . . 7.2.01–.7.73
. Allocating transaction price to performance

obligations . . . . . . . . . . . 7.6.106, 7.7.38–.44,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7.7.50–.52

. Continuing care retirement community
contracts . . . . . . . . . . . . . . . . . . . . 7.6.109–.162

. Contract costs . . . . . . . . . 7.6.161, 7.7.55–.57,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7.7.60–.73

. Determining transaction price . . . . 7.6.09–.12,
. . . . . 7.6.19–.36, 7.6.49–.67, 7.6.86–.105,
. . . . . . . . . . . . . . . . . 7.6.127–.146, 7.7.50–.52

. Five-step model application to . . . 7.2.01–.5.08

. Identifying performance
obligations . . . . . . . . 7.2.01–.09, 7.6.82–.85,
. . . . . . . . . . . . . . . . 7.6.117–.126, 7.7.35–.44,
. . . . . . . . . . Examples 7-5-1 to 7-5-3 at 7.2.08

. Identifying the contract with a
customer . . . . . . . . . .7.6.04–.18, 7.6.37–.40,
. . . . 7.6.46–.48, 7.6.79–.81, 7.6.112–.116,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7.7.21–.34

. Portfolio approach . . . . . . . . . . . . . . . 7.7.01–.15

. Presentation and disclosure . . . . . . .7.7.16–.59

. Recognizing revenue when (or as) entity
satisfies performance
obligation . . . . . . .7.5.01–.08, 7.6.107–.108,
. . . . 7.6.147–.160, 7.7.45–.49, 7.7.58–.59,
. . . . . . . . . . . . . . . . Example 7-6-11 at 7.6.108,
. . . . . . . . . . . . . . . . . . Example 7-7-1 at 7.7.59,
. . . . . . . . . . . . . . . . . . . Example 7-7-2 at 7.7.60

. Risk sharing arrangements . . . . . . 7.6.73–.108

. Third-party settlement
estimates . . . . . . . . . . . . . . . . . . . . . . 7.6.44–.72

. Uninsured and insured patients with self-pay
balances . . . . . . . . . . . . . . . . . . . . . . . 7.6.01–.43

HOSPITALITY ENTITIES . . . . . . 17.2.01–.6.152
. Allocating transaction price to performance

obligations . . . . . .17.6.40–.43, 17.6.91–.99,
. . . . . . . . . . . . . . . . 17.6.116, 17.6.141–.144,
. . . . . . . . . . . . . . . . . Example 17-6-5 at 17.6.99

. Consideration payable to customer (key
money) . . . . . . . . . . . . . . . . . . . . . . . 17.3.01–.17

. Determining transaction price . . . 17.3.01–.17,
. . . . . . . . . . . . . . . . 17.6.35–.39, 17.6.77–.90,
. . . . . . . . . . . 17.6.114–.115, 17.6.139–.140,
. . . . . . . . . . . . . . . . . Example 17-6-4 at 17.6.90

. Five-step model application
to . . . . . . . . . . . . . . . . . . . . . . . . . 17.2.01–.6.152

. Franchise fees . . . . . . . . . . . . . . . . . . 17.6.01–.52

. Hotel management service
arrangements . . . . . . . . . . . . . . . .17.6.53–.105
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HOSPITALITY ENTITIES — continued
. Identifying performance

obligations . . . . . . . . . . . . . . . . . . . 17.2.01–.18,
. . . . . . . . . . . . . . . . 17.6.10–.34, 17.6.60–.76,
. . . . . . . . . . . 17.6.111–.113, 17.6.130–.138,
. . . . . . . . . . . . . . . . . Example 17-6-3 at 17.6.76

. Identifying the contract with a
customer . . . . . . . 17.6.05–.09, 17.6.53–.59,
. . . . . . . . . . . 17.6.107–.110, 17.6.124–.129,
. . . . . . . . . . . . . . . . . Example 17-6-2 at 17.6.59

. Owned and leased property
revenue . . . . . . . . . . . . . . . . . . . . 17.6.106–.152

. Recognizing revenue when (or as) entity
satisfies performance
obligation . . . . 17.6.44–.47, 17.6.100–.105,
. . . . . . . . . . . 17.6.117–.123, 17.6.145–.151,
. . . . . . . . . . . . . . . Example 17-6-6 at 17.6.105

. "Tier status" in affinity program as separate
performance obligation . . . . . . . . 17.2.01–.18

HOSTED SOFTWARE . . . . . . . . . .Example 9-2-1
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . at 9.2.15

HOTEL MANAGEMENT SERVICE
ARRANGEMENTS . . . . . . . . . .17.6.53–.105

HOUSING AND TUITION REVENUES,
NOT-FOR-PROFIT
ENTITIES . . . . . . . . . . . . . . . . . . . . . 8.6.01–.69

HYBRID SOFTWARE AND
SAAS . . . . . . . . . . .Example 9-2-3 at 9.2.15

I

IDENTIFYING PERFORMANCE OBLIGATIONS
IN THE CONTRACT (STEP 2)

. Aerospace and defense entities . . .3.2.01–.21,
. . . . . . . . . . Examples 3-2-1 to 3-2-5 at 3.2.21

. Airlines . . . . . . . . . . .10.2.01–.18, 10.6.01–.14,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10.6.94–.129

. Asset management
arrangements . . . . . 4.6.07–.10, 4.6.23–.31,
. . . . . . . . . . . . . . . . . . . 4.6.58–.61, 4.7.31–.32

. Auditing considerations . . . . . . 2.16–.23, 2.55,
. . . . . . . . . . . . . . . . . . . . . . . . 2.116, 2.164–.168

. Brokers and dealers in
securities . . . . . . . . . 5.6.06–.13, 5.6.48–.52,
. . . . . . 5.6.63–.64, 5.6.65–.67, 5.6.82–.90,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5.6.117–.123

. Engineering and construction
contractors . . . . . . . . . . . . . . . . . . 11.2.01–.17,
. . . . . . . . . . . . . . . . . Example 11-2-1 at 11.2.17

. Examples from FASB Staff memo . . . . . . . . 1.17

. Gaming entities . . . . . 6.2.01–.18, 6.6.13–.15,
. . . . . . . . 6.6.49, 6.6.67–.74, 6.6.104–.127,
. . . . . . . 6.7.49–.57, Example 6-6-1 at 6.6.08

. Generally . . . . . . . . . . . . . . . . . . . . . . . . . . 1.23–.26

. Health care entities . . . . . . . . . . . . . . 7.2.01–.09,
. . . . 7.6.82–.85, 7.6.117–.126, 7.7.35–.44,
. . . . . . . . . . Examples 7-5-1 to 7-5-3 at 7.2.08

IDENTIFYING PERFORMANCE OBLIGATIONS
IN THE CONTRACT (STEP 2) — continued

. Hospitality entities . . . . . . . . . . . . . .17.2.01–.18,
. . . . . . . . . . . . . . . . 17.6.10–.34, 17.6.60–.76,
. . . . . . . . . . . 17.6.111–.113, 17.6.130–.138,
. . . . . . . . . . . . . . . . . Example 17-6-3 at 17.6.76

. Not-for-profit entities . . . . . . . . . . . . . 8.6.15–.19,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8.6.80–.86

. Power and utility entities . . . . . . . . . . . . . 15.6.27

. Principal versus agent. See principal versus
agent consideration

. Software entities . . . . . . . . . . . . . . . . . 9.2.01–.29

. Telecommunications entities . . . . . 13.2.01–.35

. Time-share entities . . . . . . . . . . . . . 16.2.01–.39,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 16.6.10–.21

IDENTIFYING THE CONTRACT WITH A
CUSTOMER (STEP 1)

. Aerospace and defense entities . . .3.1.01–.55,
. . . . . . . . . . Examples 3-1-1 to 3-1-2 at 3.1.16

. Airlines . . . . . . 10.6.03–.04, 10.6.15, 10.6.18,
. . . . . . . . . . . . . . . . . . . . . . . . . 10.6.49, 10.6.52

. Asset management
arrangements . . . . . 4.1.01–.19, 4.6.04–.06,
. . . . . . . . . . . 4.6.22, 4.6.56–.57, 4.7.21–.30

. Auditing considerations . . . . . . . . . . . . 2.08–.15,
. . . . . . . . . . . . . . . . . . . . . . . . 2.114–.115, 2.163

. Brokers and dealers in
securities . . . . . . . . . 5.6.01–.05, 5.6.43–.47,
. . . . . . . . . . . . . . . . . 5.6.79–.81, 5.6.114–.116

. Depository institutions . . . . . . . . . . .12.7.02–.10

. Engineering and construction
contractors . . . . . . . . . . . . . . . . . . 11.1.01–.09,
. . . . . . Examples 11-1-1 to 11-1-3 at 11.1.09

. FASB ASC 606 criteria . . . . . . . . . . . . . . . . 3.1.06

. Gaming entities . . . . 6.6.99–.103, 6.7.47–.48,
. . . . . . . . . . . . . . . . . . . Example 6-6-1 at 6.6.08

. Generally . . . . . . . . . . . . . 1.20–.22, 2.114–.115

. Health care entities . . . . . . . . . . . . . . 7.6.04–.18,
. . . . . . 7.6.37–.40, 7.6.46–.48, 7.6.79–.81,
. . . . . . . . . . . . . . . . . 7.6.112–.116, 7.7.21–.34

. Hospitality entities . . . . . . . . . . . . . .17.6.05–.09,
. . . . . . . . . . . . . 17.6.53–.59, 17.6.107–.110,
. . . . . . . . . . . . . . . . . . . . . . . . . . . 17.6.124–.129,
. . . . . . . . . . . . . . . . . Example 17-6-2 at 17.6.59

. Management estimates for . . . . . . . . . . . . .2.178

. Not-for-profit entities . . . . . . . . . . . . . 8.6.01–.14,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8.6.77–.79

. Power and utility entities . . . . . . . . .15.6.06–.11

. Telecommunications entities . . . . . 13.1.01–.18

. Time-share entities . . . . . . . . . . . . . . 16.1.01–.37

IFRS. See International Financial Reporting
Standards

IMA. See investment management
agreement

IMPAIRMENT. See amortization and
impairment

IMPLICIT AND EXPLICIT PROMISES . . . . . 1.24

IMPLICIT CONTRACTS . . . . 2.08, 2.10, 2.154
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IMPLICIT PRICE CONCESSIONS. See price
concessions

IMPLICIT RIGHT OF RETURN, TIME-SHARE
ENTITIES . . . . . . . . . . . . . . . . . . . .16.1.18–.27

IN-FLIGHT SERVICES, AIRLINES . . . . .10.6.98,
. . . . . . . . . . . . . . . . . . . . . . . . . . 10.6.103–.106

INCENTIVE AFFINITY PROGRAMS
. Airlines . . . . . . 10.2.01–.18, 10.4.16, 10.4.19,

. . . . . . . 10.4.24, Example 10-2-1 at 10.2.18
. Gaming entities . . . . . . . . . . . . . . . . . . 6.2.01–.18
. Hospitality entities . . . . . . . . . . . . . . 17.2.01–.18

INCENTIVE-BASED CAPITAL
ALLOCATIONS . . . . . . . . . . . . . . . .4.6.81–.93

INCENTIVE FEE CONTRACTS
. Aerospace and defense entities . . .3.3.42–.49,

. . . . . . . . . . . . . . . . . . Example 3-3-2 at 3.3.07,

. . . . . . . . . . . . . . . . . . Example 3-3-5 at 3.3.16,

. . . . . . . . . . . . . . . . . Example 3-3-13 at 3.3.47,
. . . . . . . . . . . . . . . . . . Example 3-3-14 at 3.3.49

. Excluding incentive-based capital
allocations . . . . . . . . . . . . . . . . . . . . . 4.6.54–.80

INCENTIVES OR PENALTIES. See also loyalty
programs

. Aerospace and defense entities . . . . . . . 3.3.17,
. . . . . . . . . . . . . . . . . . . Example 3-4-3 at 3.4.23

. Engineering and construction
contractors . . . . . . . . . . . . . . . . . . . 11.3.05–.06

. Telecommunications entities . . . . 13.2.24–.31,
. . . . . . Examples 13-2-2 to 13-2-3 at 13.2.29

. Time-share entities . . . . . . . . . . . . . . . . . .16.2.11,
. . . . . . . . . . . . . . . . . . . . 16.2.28, 16.7.09–.10,
. . . . . . Examples 16-7-1 to 16-7-4 at 16.7.10

INCREMENTAL COST METHOD, AIRLINE
LOYALTY PROGRAMS . . . . . . . . . . . 10.4.27

INCREMENTAL COSTS OF OBTAINING A
CONTRACT

. Aerospace and defense entities . . . 3.7.02–.04

. Airlines . . . . . . . . . . . . . . . . . . . . . . . . . 10.7.02–.04

. Asset management
arrangements . . . . . . . . . . . . . . . . . . 4.7.49–.62

. Brokers and dealers in
securities . . . . . . . . . . . . . . . . . . . . . . 5.7.06–.07

. Engineering and construction
contractors . . . . . . . . . . . . . . . . . . . 11.7.38–.39

. Gaming entities . . . . . . . . . . . . . . . .6.7.131–.142

. Generally . . . . . . . . . . . . . . . . 1.36–.37, 1.81–.82

. Health care entities . . . . . . . . . . . . . . .7.7.62–.68

. Telecommunications entities . . . . . 13.7.79–.89

. Time-share entities . . . . . . . . . . . . . . 16.7.25–.30

INCREMENTAL DIRECT COSTS, ASSET
MANAGEMENT
ARRANGEMENTS . . . . . . . . . . . . 4.7.06–.10

INCREMENTAL PROGRESSIVE JACKPOT
AMOUNTS . . . . . . .6.7.17–.23, 6.7.70–.74

INDEPENDENCE, AUDITOR’S . . . . 2.187–.196
. Consultation . . . . . . . . . . . . . . . . . . . . .2.189–.191
. Generally . . . . . . . . . . . . . . . . . . . . . . . .2.187–.188
. Situations where auditors can assist during

transition . . . . . . . . . . . . . . . . . . . . . . 2.192–.196
. Smaller entities . . . . . . . . . . . . . . . . . . . . . . . 2.199

INDIRECT CHANNEL, WIRELESS
TRANSACTIONS
WITHIN . . . . . . . . . . . . . . . . . . .13.7.134–.178

INDIRECT COSTS, ASSET MANAGEMENT
INDUSTRY . . . . . . . . . . . . . . . . . . . . . . . . 4.7.06

INDIRECT EFFECTS OF CHANGE IN
ACCOUNTING PRINCIPLE . . . . . . . . . . .1.12

INDUCEMENTS, TIME-SHARE
ENTITIES . . . . . . . . . . . . . . . . . . . . . . . . 16.7.23

INFORMATION AND COMMUNICATION
. As a component of internal control

framework . . . . . . . . . . . . . . . . . . . . . . . . . . . .2.46
. In controls over financial reporting in revenue

recognition . . . . . . . . . . . . . . . . . . . . 2.144–.145

INHERENT RISK . . . . . . . . . . . . . . . . . . . . . . . . . 2.74

INPUT METHODS, MEASURING
PERFORMANCE OBLIGATION PROGRESS

. Aerospace and defense entities . . . . . . . 3.5.25,
. . . . . . . . . . . 3.5.30–.32, 3.5.39, 3.5.45–.46,
. . . . . . . . . . . . . . . . . . . . 3.5.50, 3.5.52, 3.7.14,
. . . . . . . . . . . . . . . . . . Example 3-3-3 at 3.3.14,
. . . . . . . . . . . . . . . . . . Example 3-3-6 at 3.3.16,
. . . . . . . . . . . . . . . . . . Example 3-3-9 at 3.3.29,
. . . . . . . . . . . . . . . . . Example 3-3-12 at 3.3.41,
. . . . . . . . . . . . . . . . . . . Example 3-5-4 at 3.5.53

. Engineering and construction
contractors . . . . . . . . . . . . . . . . . . 11.5.02–.03,
. . . . . . . 11.5.08–.09, 11.5.14, 11.5.21–.32,
. . . . . . . . . . . . . . . . Example 11-3-4 at 11.3.19,
. . . . . . . . . . . . . . . . . Example 11-5-3 at 11.5.16

. Generally . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .1.73

INQUIRY OF MANAGEMENT
. Generally . . . . . . . . . . . . . . . . . . . . . . . . . . 2.85–.86
. Insufficiency as audit evidence . . . . . . . . .2.161,

. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2.172

INSURANCE ENTITIES . . . . 1.82, 14.7.01–.16

INTELLECTUAL PROPERTY (IP), LICENSING
OF

. Airlines . . . . . . . . . . . . . . . . . . . . . . . . . 10.6.65–.71

. Gaming entities . . . . . . . . . . 6.6.83–.86, 6.6.98,
. . . . . . 6.6.114–.119, 6.6.148–.150, 6.7.27

. Generally . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .1.50

. Hospitality entities . . . . .17.6.11, 17.6.12–.18,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 17.6.70

. Software entities . . . . . . . . . . . Examples 9-2-1 to
. . . . . . . . . . . . . . . . . . . . . . . . . . . . 9-2-3 at 9.2.15

. Software in cloud computing
arrangements . . . . . . . . . . . . . . . . . . 9.2.10–.15

INTERIM PERIODS, DISCLOSURES DURING,
TELECOMMUNICATIONS
ENTITIES . . . . . . . . . . . . . . . . . . . .13.7.70–.71

©2019, AICPA AAG-REV INT



974 Revenue Recognition

INTERLINE AIRLINES . . . . . . . . . . . 10.6.01–.44,
. . . . . . . . . . . . . . . . . . . . . . . . . . 10.6.130–.138

INTERNAL AUDIT CONSIDERATIONS . . .2.135

INTERNAL CONTROL . . . . . . . . . . . . 2.130–.147
. Assignment and evaluation of

personnel . . . . . . . . . . . . . . . . . . . . . 2.136–.137
. Control activities . . . . . . . . . 2.142–.143, 2.143
. Control environment . . . . . . . . . . . . . 2.132–.137
. FASB ASC 606 transition . . . . . . . . . . . . . . 2.141
. Generally . . . . . . . . . . . . . . . . . . . . . . . .2.130–.131
. Impact of FASB ASC 606 on . . . . . . . . . . . 2.139
. Information and communication . . .2.144–.145
. Internal audit considerations . . . . . . . . . . . 2.135
. Management override of . . . . . . . . 2.76, 2.123,

. . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2.127, 2.157
. Monitoring . . . . . . . . . . . . . . . . . . . . . . 2.146–.147
. Oversight by governance function . . . . . . 2.133
. Relevant to significant risks . . . . . . . . . . . . . 2.94
. Revenue recognition process . . . . . . . 2.58–.66
. Revenue risks . . . . . . . . . . . . . . . . . . . . . . 2.58–.59
. Risk assessment . . . . . . . . . . . . . . . . 2.138–.141
. Risks of misstatement from FASB ASC 606

adoption . . . . . . . . . . . . . . . . . . . . . . . . . 2.46–.50
. Tests of . . . . . . . . . . . . . . . . . . . . . .2.61, 2.98–.99

INTERNAL CONTROL MANUALS,
REVIEWING . . . . . . . . . . . . . . . . . . . . .2.89–.90

INTERNATIONAL FINANCIAL REPORTING
STANDARDS (IFRS)

. Convergence with U.S. GAAP . . . . . . . . . . . . 1.02

. Differences from U.S. GAAP . . . . . . . . . . . .2.129

INVENTORY
. Cost of . . . . . . . . . . . . . 3.7.07, 3.7.14, 11.7.51
. Oil and gas producing entities . . . 18.7.02–.07
. As revenue . . . . . . . . . . . . . . . . . . . . . . . . . . . 3.7.18

INVENTORY RISK
. Airlines . . . . . . . . . . . . . . . . . . . 10.6.23, 10.6.123
. Asset management arrangements . . . . 4.6.104
. Brokers and dealers in securities . . . . . . 5.7.29
. Gaming entities . . . . . . . . . . . . . . . . . . . . . 6.7.102
. Telecommunications entities . . . . . . . . 13.7.140
. Time-share entities . . . . . . . . . . . . . . . . . . 16.6.25

INVESTMENT BANKING ADVISORY
SERVICES . . . . . .5.6.78–.110, 5.7.05–.20

INVESTMENT COMPANY ACT OF
1940 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .4.7.13

INVESTMENT COMPANY MANAGEMENT
COSTS . . . . . . . . . . . . . . . . . . . . . . . 4.7.47–.76

INVESTMENT FUNDS. See funds

INVESTMENT MANAGEMENT AGREEMENT
(IMA) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .4.1.11

INVESTORS AS CUSTOMERS, QUESTION
OF . . . . . . . . . . . . . . .4.1.02–.05, 4.1.08–.10

IP. See intellectual property

J

JACKPOT REVENUE . . . . . . . . . . . . . 6.7.01–.12,
. . . . . . . . . . . . . . . . . 6.7.17–.23, 6.7.73–.74

JOINT OPERATING AGREEMENTS, OIL AND
GAS ENTITIES . . . . . . . . . . . . . . 18.7.08–.11

JOINT TRANSITION RESOURCE GROUP (TRG)
FOR REVENUE RECOGNITION

. Actions . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1.15

. Establishment . . . . . . . . . . . . . . . . . . . . . . . . . . 1.13

. Information on . . . . . . Notice to readers at 1.01

. Meetings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1.14

K

KEY MONEY PAYMENTS, HOSPITALITY
ENTITIES . . . . . . . . . . . . . . . . . . . .17.3.01–.17

L

LEAD UNDERWRITER WITH REGARD TO
SERVICES PROVIDED BY PARTICIPATING
MEMBERS . . . . . . . . . . . . . . . . . . . .5.7.23–.26

LEARNING COSTS . . . . . . . . . . . . . . . 3.7.15–.19,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . 11.7.53–.58

LEASES
. Airlines . . . . . . . . . . . . . . . .10.6.89, 10.6.94–.96
. Gaming entity arrangements . . . . . . . . .6.6.101,

. . . . . . . . . . . . . . . . . . . 6.7.28–.30, 6.7.43–.44
. Health care entities . . . . . . . . . . . . . . . . . . 7.6.116
. Hospitality entities . . . . . . . . . . . . . . . . . . . 17.6.56
. Power and utility entities . . . . 15.5.01, 15.6.18
. Telecommunications

entities . . . . . . . . . . . . . . . . . . . . .13.7.164–.166

LEJR. See lower extremity joint replacements

LENDING-ONLY CONTRACT,
TELECOMMUNICATIONS
ENTITIES . . . . . . . . . . . . . . . . . . . . . . . . 13.3.10

LIABILITIES. See contract asset or liability

LICENSING. See also intellectual property;
software entities . . . . . . . . . . . . . .1.50, 2.82

LOAN SERVICING, DEPOSITORY
INSTITUTIONS . . . . . . . . . . . . . . 12.7.28–.30

LONG-TERM CONTRACTS . . . . . . . . . . . . . . .2.26

LOWER EXTREMITY JOINT REPLACEMENTS
(LEJR) . . . . . . . . . . . . . . . . . . . . . . . . 7.6.74–.78

LOYALTY PROGRAMS
. Casino management agreements . . . . .6.6.118
. Co-branded credit card

arrangements . . . . . . . . 6.6.63–.97, 6.6.155,
. . . . . . . . . . . . . . 10.6.45–.87, 10.6.139–.152

. Hospitality entities . . . . . . . . . . . . . . 17.2.01–.18

. Loyalty credits and other discretionary
incentives . . . . . . . . . . . . . . . . . . . . . . 6.6.09–.50

. Loyalty points redeemed with third
parties . . . . . . . . . . . . . . . . . . . . . . . . 6.6.51–.62,
. . . . . . . . . . . . . . . . . . . Example 6-6-4 at 6.6.62
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LOYALTY PROGRAMS — continued
. Mileage programs, airlines . . . . . . 10.4.01–.33,

. . . . . . . . . . . . . . . . 10.6.26–.44, 10.6.72–.87,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . 10.6.139–.152

. "Tier status" in affinity
programs . . . . . . . . 6.2.01–.18, 10.2.01–.18,
. . . . . 17.2.01–.18, Example 6-2-1 at 6.2.18,
. . . . . . . . . . . . . . . . . Example 10-2-1 at 10.2.18

M

M&A ADVISORY FEES. See merger and
acquisition (M&A) advisory fees

MAINTENANCE SERVICES . . . . . . . . . . 10.6.98,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . 11.2.03–.15

MANAGEMENT
. Bias of, handling during audit . . . . . 2.12, 2.20,

. . . . . . . . . . . 2.117–.118, 2.178, 2.180–.181
. Estimates from, within five-step

model . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .2.178
. Inquiry of during audit . . . . . . . . . . . . . . 2.85–.86
. Representations from . . . . . . . . . . . . 2.182–.186

MANAGEMENT CONTRACTS
. Casino management

agreements . . . . . . . . . . . . . . . . . .6.6.104–.155
. Hotel management service

arrangements . . . . . . . . . . . . . . . .17.6.53–.105
. Key money consideration for hospitality

entities . . . . . . . . . . . . . . . . . . . . . . . 17.3.01–.17
. Revenues including costs reimbursed by

managed properties . . . . . . . . . . 6.6.98–.155,
. . . . . . . . . . 6.7.131–.142, Examples 6-7-4 to
. . . . . . . . . . . . . . . . . . . . . . . . . . . 6-7-5 at 6.7.137

MANAGEMENT FEE WAIVERS AND
CUSTOMER EXPENSE
REIMBURSEMENTS . . . . . . . . . .4.7.11–.46,
. . . . . Examples 4-7-1 to 4-7-2 at 4.7.46,
. . . . . . Examples 4-7-4 to 4-7-6 at 4.7.46

MANAGEMENT FEES
. Asset management

arrangements . . . . . . . . . . . . . . . . . .4.6.19–.53,
. . . . . . . . . . . . . . . . . . Example 4-6-1 at 4.6.45,
. . . . . . . . . . . . . . . . . . Example 4-6-2 at 4.6.53,
. . . . . . . . . . . . . . . . . . Example 4-6-6 at 4.6.107

. Hospitality entities . . . . . . . . . . . . . . . . . 17.6.101

. Time-share entities . . . . . . . . . . . . . . 16.6.01–.39

MANAGEMENT UNDERWRITING
SERVICES . . . . . . . . . . . . . . . . . . . . . . . . .5.6.37

MARKETING SERVICES,
BROKER-DEALERS . . . . . . . . . . . . . . 5.6.117

MATERIAL MISSTATEMENT, RISKS OF
. Assessing . . . . . . . . . . . . . 2.60, 2.77, 2.92–.93,

. . . . . . . . . . . . . . . . . . 2.126–.127, 2.151–.158
. Auditing procedures responding

to . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2.148–.158
. Evaluating misstatements to identify . . . 2.112,

. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2.114
. Generally . . . . . . . . . . . . . . . . . . . . . . . . . . 2.74–.76

MATERIAL RIGHT TO GOODS AND SERVICES
. Aerospace and defense entities . . .3.1.47–.51,

. . . . . . . Examples 3-1-14 to 3-1-15 at 3.1.55
. Airline mileage credits as . . . . . . . 10.4.01–.06,

. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10.6.27–.28
. Brokers and dealers in securities . . . . . .5.6.13,

. . . . . . . . . . . . . . . . . . . . . . . . . . . . 5.6.20, 5.6.65
. Continuing care retirement

communities . . . . . . . .7.6.122, 7.6.125–.126
. Generally . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .1.47
. Not-for-profit membership dues and

subscriptions . . . . . . . . . . . . . . . 8.6.86, 8.6.92
. Power and utility entities . . . . . . . . . . . . . 15.6.19
. Software entities . . . . . 9.2.20, 9.2.22, 9.4.21,

. . . . . . . . . . . . . . . . . . Example 9-2-5 at 9.2.28,

. . . . . . . . . . . . . . . . . . Example 9-4-1 at 9.4.23,
. . . . . . . . . . . . . . . . . . . . Example 9-4-3 at 9.4.42

. Status benefits in affinity programs as
conveying . . . . . . . .6.2.01–.18, 10.2.01–.18,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 17.2.07–.17

. Telecommunications
entities . . . . . . 13.2.12–.15, 13.7.179–.193,
. . . Examples 13-7-18 to 13-7-19 at 13.7.193

. Time-share entities . . . . . . . . . . . . . 16.2.21–.22,
. . . . . Examples 16-2-2 and 16-2-4 at 16.2.39

MEMBERSHIP DUES, NOT-FOR-PROFIT
ENTITIES . . . . . . . . . . . . . . . . . . . . 8.6.70–.98,
. . . . . . . . . . . . . . . . . . . . . . Table 8-1 at 8.6.74

MERGER AND ACQUISITION (M&A) ADVISORY
FEES . . . . . . . . . . . . . . . . . . . . . . . .5.6.78–.110

MILEAGE CREDITS, AIRLINES
. Advance mile purchases . . . . . . . . .10.6.72–.87
. Changes to volume . . . . . . . . . . . 10.6.139–.152
. Co-branding minimums . . . . . . . . . . 10.6.67–.68
. Estimating stand-alone price of . . .10.4.01–.33
. Gross versus net revenue

recognition . . . . . . . . . . . . . . . . . . . .10.6.26–.32

MILESTONE (PROGRESS) PAYMENTS
. Aerospace and defense entities . . . . . . . 3.3.13,

. . . . . . 3.3.35–.41, Example 3-3-12 at 3.3.41
. Brokers and dealers in securities . . . . . . 5.6.79
. Engineering and construction

contractors . . . . . . . . . . . . . .11.3.18, 11.5.02,
. . . . . . . . . . . . . . . . . . . . . . . . . 11.7.25, 11.7.32

MISCELLANEOUS CUSTOMER-RELATED
FEES, TELECOMMUNICATIONS
ENTITIES . . . . . 13.7.109, 13.7.122–.123

MISSTATEMENTS, EVALUATING POTENTIAL.
See also material misstatement, risks
of . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2.112–.120

. Allocating transaction price to performance
obligations . . . . . . . . . . . . . . . . . . . . . . . . . . 2.118

. In consideration of fraud . . . . . . . . . . . . . . . 2.122

. Determining transaction price . . . . . . . . . . 2.117

. Generally . . . . . . . . . . . . . . . . . . . . . . . .2.112–.113

. Identifying the contract with a
customer . . . . . . . . . . . . . . . . . . . . . . 2.114–.115

. Immaterial, management representations
on . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2.184
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MISSTATEMENTS, EVALUATING
POTENTIAL — continued

. Impact of uncorrected misstatements on
required disclosures . . . . . . . . . . . . . . . . . 2.198

. Performance obligations in contracts,
identifying . . . . . . . . . . . . . . . . . . . . . . . . . . . 2.116

. Revenue recognition, with performance
obligation satisfaction . . . . . . . . . . 2.119–.120

. In transition to FASB ASC 606 . . . . . . . . . . . 2.45

MODIFIED RETROSPECTIVE APPROACH TO
FASB ASC 606 ADOPTION . . . . . 2.42–.43

MONITORING OF INTERNAL
CONTROL . . . . . . . . . . . . . 2.46, 2.146–.147

MONTHLY FEES, CCRCs . . . . . . . . . . . . 7.6.127,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . 7.6.147–.148

MOST LIKELY AMOUNT METHOD,
ESTIMATING VARIABLE CONSIDERATION

. Aerospace and defense entities . . . . . . . 3.3.04,
. . . . . . . . . . . . . . . . . . Example 3-1-10 at 3.1.55

. Asset management arrangements . . . . . 4.6.65

. Engineering and construction
contractors . . . . . . . . . . . . . . . . . . . . . . . .11.3.11

. Generally . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2.178

. Health care
entities . . . . . . . . . . . Example 7-6-10 at 7.6.72

. Telecommunications entities . . . . . 13.3.28–.29

MULTI-LINE SERVICE PLANS,
TELECOMMUNICATIONS
ENTITIES . . . . . . . . . . . . . . . . . . . 13.2.07–.15,
. . . . . . . . . . . . . . . . . . . . . . . . . . 13.7.215–.219,
. . . . . . . . . . . . . Example 13-2-1 at 13.2.15,
. . . . . . . . . . Example 13-7-20 at 13.7.204,
. . . . . . . . . . Example 13-7-25 at 13.7.217,
. . . . . . . . . . Example 13-7-26 at 13.7.219,
. . . . . . . . . . . Example 13-7-27 at 13.7.227

MULTILOCATION ENTITIES, ADEQUACY OF
SCOPE OF AUDIT PROCEDURES . . . .2.44

MULTIPLE CONTRACTS, COMBINING . . . 1.22

N

NET ASSET VALUE (NAV), SELLING AND
DISTRIBUTION FEE REVENUE . . . 5.6.111

NET GAMING REVENUE . . . . . . . . . . . . . . . 6.7.16

NET VERSUS GROSS REVENUE. See gross
versus net revenue

NETWORK AND CONSTRUCTION-RELATED
FEES . . . . . . . . . .13.7.110, 13.7.124–.126

NON-AIR SERVICES AND PRODUCTS,
REDEMPTIONS . . . .10.6.38–.40, 10.6.43

NON-FIXED FEE WAIVER, ASSET
MANAGEMENT
ARRANGEMENTS . . . . . . . . . . . . . . . . . 4.7.39

NON-INTERLINE AIRLINES,
DEFINED . . . . . . . . . . . . . . . . . . . . . . . . .10.6.06

NON-SAMPLING PROCEDURES . . . . . . . . . 2.59

NONATTEST SERVICES . . . . . . . . 2.187, 2.193

NONCASH CONSIDERATION . . . . . 1.28, 2.28,
. . . . 13.3.46–.47, 16.6.28, 16.7.09–.10,
. . . . . . . . . . . . . . Examples 16-7-1 to 16-7-4
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . at 16.7.10

NONDISCRETIONARY INCENTIVES, GAMING
ENTITIES . . . . . . . . . . . . . . . . . . . . . 6.6.22–.50

NONDISCRETIONARY SALES COMMISSIONS,
INVESTMENT MANAGEMENT
COMPANIES . . . . . . . . . . . . . . . . . . . . . . 4.7.55

NONPUBLIC ENTITY DISCLOSURES,
TELECOMMUNICATIONS
ENTITIES . . . . . . . . . . . . . . . . . . . .13.7.67–.69

NONREFUNDABLE CONSIDERATION. See
upfront fees

"NOT DIFFER MATERIALLY" IN PORTFOLIO
APPROACH . . . . . . . . . . . . . . . . . 13.7.20–.21

NOT-FOR-PROFIT ENTITIES . . . . .8.6.01–.7.06
. Allocating transaction price to performance

obligations . . . . . . . . . 8.6.42–.46, 8.6.90–.92
. Bifurcation of transactions between

contribution and exchange
components . . . . . . . . . . . . . . . . . . . .8.7.02–.06

. Determining transaction price . . . . 8.6.20–.41,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8.6.87–.89

. Identifying performance
obligations . . . . . . . . . 8.6.15–.19, 8.6.80–.86

. Identifying the contract with a
customer . . . . . . . . . . 8.6.01–.14, 8.6.77–.79

. Recognizing revenue when (or as) entity
satisfies performance
obligation . . . . . . . . . 8.6.47–.56, 8.6.93–.98,
. . . . . . . . . . Examples 8-6-3 to 8-6-4 at 8.6.98

. Scope . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8.7.01

. Subscriptions and membership
dues . . . . . . . . . . . . . . . . . . . . . . . . . . . 8.6.70–.98

. Tuition and housing revenues . . . . . .8.6.01–.69

O

OA. See owners association

OAL. See on another airline

OBSERVABLE EVIDENCE CRITERIA,
ALLOCATING DISCOUNT TO
PERFORMANCE OBLIGATIONS . . . . . .2.36

OBSERVABLE INPUTS, MAXIMIZING . . . 2.178

OFF-TRACK ENTITY
. Background . . . . . . . . . . . . . . . . . . . . . .6.7.76–.87
. Determining transaction price . . . .6.7.97–.102
. Identifying performance

obligations . . . . . . . . . . . . . . . . . . . . . 6.7.95–.96
. Pari-mutuel taxes . . . . . . . . . . . . . . 6.7.104–.106
. Revenue splits classification . . . . . . . . . .6.7.103

OFFSET OBLIGATIONS, AEROSPACE AND
DEFENSE ENTITIES . . . . . . . . . . 3.7.24–.35
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OIL AND GAS PRODUCING
ENTITIES . . . . . . . . . . . . . . . . . 18.6.01–.7.14

. Derivative commodity contracts . . . . . . 18.7.01

. Disclosures . . . . . . . . . . . . . . . . . . . . .18.7.12–.14

. Inventories . . . . . . . . . . . . . . . . . . . . . 18.7.02–.07

. Joint operating agreements . . . . . .18.7.08–.11

. Recognizing revenue when (or as) entity
satisfies performance
obligation . . . . . . . . . . . . . . . . . . . . . 18.6.01–.13

. Sales of oil and gas . . . . . . . . . . . . . 18.6.01–.13

ON ANOTHER AIRLINE (OAL) . . . . . . . . 10.6.06

ON-LINE AIRLINES, DEFINED . . . . . . . . 10.6.06

OPEN CONTRACTS . . . . . . . . . . . . . . . . . . . . 2.160

OPERATING CARRIER, AIRLINES . . . .10.6.06,
. . . . . . . . . . . . . . . . . . . . . . . . . . 10.6.136–.138

OPTIONS, CONTRACT. See also material
right to goods and services

. Aerospace and defense entities . . .3.1.41–.55,
. . . . . . . . . . . . . . . . . . . Example 3-1-7 at 3.1.55

. Airlines . . . . . . . . . . . . . . . 10.2.04–.07, 10.2.09,
. . . . . . . . . . . 10.4.01–.03, 10.4.16, 10.6.26,
. . . . . . . . . . . . . . . . . Example 10-2-1 at 10.2.18

. Brokers and dealers in
securities . . . . . . . . . . . . . . . . . . . . . .5.6.10–.20,
. . . . . . . . . . . . . . . . . . . . . . . . 5.6.39–.40, 5.6.52

. Continuing care retirement
communities . . . . . . . .7.6.122–.126, 7.6.147

. Generally . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .1.47

. Not-for-profit membership dues and
subscriptions . . . . . . . . . . . . . . . . . . . 8.6.96–.97

. Power and utility entities, requirement
contracts . . . . . . . . . . . . . . . . . . . . . 15.6.20–.24

. Software entities . . . . . . . . . . . . . . . . 9.2.16–.29,
. . . . . . . . . Examples 9-2-4 to 9-2-7 at 9.2.28,
. . . . . . . . . Examples 9-2-8 to 9-2-9 at 9.2.29,
. . . . . . . . . . . . . . . . . . . Example 9-4-1 at 9.4.23

. Telecommunications
entities . . . . . . . . . . . . . . . . . . . . .13.7.201–.227

. Time-share entities . . . . . . . . . . . . . 16.2.21–.22,
. . . . . Examples 16-2-2 and 16-2-4 at 16.2.39

ORAL ASSERTIONS, OF AUDIT
PERFORMANCE . . . . . . . . . . . . . . . . . . . 2.202

ORAL CONTRACTS, AUDITING
CONSIDERATIONS . . . . 2.08, 2.10, 2.163

ORGANIZATION AND OFFERING COSTS,
INVESTMENT MANAGEMENT
COMPANIES . . . . .4.7.52–.53, 4.7.67–.68

OTHER TELECOMMUNICATIONS
FEES . . . . . . . . . .13.7.111, 13.7.127–.129

OUT-OF-POCKET EXPENSE
AGREEMENT . . . 4.7.70–.71, 5.7.10–.13,
. . . . . . 5.7.18, Example 4-6-8 at 4.6.107

OUTPUT METHODS, MEASURING
PERFORMANCE OBLIGATION PROGRESS

. Aerospace and defense entities . . .3.5.25–.26,
. . . . . . . . . . . 3.5.28–.32, 3.5.30, 3.5.38–.45

. Engineering and construction
contractors . . . . . 11.5.02–.03, 11.5.05–.08,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 11.5.15

. Generally . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .1.73

OVERALLOTMENT OPTION, SECURITIES
TRANSACTIONS . . . . . . . . . 5.6.39, 5.6.52,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5.6.56

OWNED AND LEASED PROPERTY REVENUE,
HOSPITALITY
ENTITIES . . . . . . . . . . . . . . . . .17.6.106–.152

OWNERS ASSOCIATION (OA) . . . .16.6.01–.07

P

PACKAGE REVENUE, HOSPITALITY
ENTITIES . . . . . . . . . . . . . . . . .17.6.124–.151

PARI-MUTUEL BETTING . . . . . . . . . 6.7.75–.106

PARI-MUTUEL TAXES . . . . . . . . . . 6.7.104–.106

PARTICIPATION
AGREEMENTS . . .6.7.26–.44, 7.6.79–.81

PASSENGER TAXES AND RELATED
FEES . . . . . . . . . . . . . . . . . . . . . . . .10.7.06–.13

PASSENGER TICKET
BREAKAGE . . . . . . . . . . . . . . . . . .10.7.14–.25

PAYMENTS. See also costs
. Advance payments. See advance payments
. In arrears, software entities . . . . . . 9.3.35–.36,

. . . . . . . . . . Examples 9-3-8 to 9-3-9 at 9.3.36
. Identification of terms . . . . . . . . . . . . . . . . . . .2.10
. Milestone (progress) payments. See milestone

(progress) payments
. Performance completed to date, enforceable

right to . . . . . . . . 3.5.11, 3.5.18–.23, 3.5.33,
. . . . 6.6.154, 16.6.14, 17.6.104, 17.6.118,
. . . . . . . . . . . . . . . . . . . Example 3-5-1 at 3.5.23

PCS. See postcontract customer support

PERFORMANCE FEES, ASSET MANAGEMENT
ARRANGEMENTS . . . . . . . . . . . .4.6.54–.93,
. . . . . . . . . . . . . . . . Example 4-6-3 at 4.6.80

PERFORMANCE INCENTIVES OR
PENALTIES . . . . . . . . . . 3.3.01–.02, 3.3.06,
. . . . . . . . . . . . . . . . . . . . . 3.3.17, 11.3.05–.06

PERFORMANCE OBLIGATIONS
. Allocating transaction price to. See allocating

transaction price to performance obligations
. Auditing considerations . . . . . . . 2.39–.41, 2.87
. Defined . . . . . . . . . . . . . . . 2.17, 4.6.23, 16.6.10
. Disclosures. See also disclosures . . . . . . . 1.41
. Generally . . . . . . . . . . . . . . . . . . . . . . . . . . 1.34–.35
. Identifying. See identifying performance

obligations in the contract
. Implied . . . . . . . . . . . . . . . . . . 2.116, 2.164–.165
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978 Revenue Recognition

PERFORMANCE OBLIGATIONS — continued
. Revenue recognition. See also recognizing

revenue when (or as) the entity satisfies a
performance obligation . . . . . . . . . . . 1.67–.79

. Side agreements . . . . . . . . . . . . . . . . 2.101–.102

. Third-party extended warranties . . . . . 1.67–.82

PERPETUAL SOFTWARE LICENSES,
DETERMINING STAND-ALONE SELLING
PRICE . . . . . . . . . . . . . . . . . . . . . . . . 9.4.48–.51

PERSONNEL. See audit personnel

PLACEMENT FEES, INVESTMENT
MANAGEMENT COMPANIES . . . . . 4.7.56,
. . . . . . . . . . . . . . . . . . . . . . 4.7.58, 4.7.60–.62

POLICY MANUALS, REVIEWING . . . . 2.89–.90

PORTFOLIO APPROACH
. Airlines . . . . . . .10.2.08, 10.4.05, 10.7.19–.23
. Gaming entities . . . . . . . . . . . . . . . 6.2.08, 6.6.28
. Generally . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .1.80
. Health care entities . . . . . . . . . . . 7.6.153–.154,

. . . . . . . . . 7.7.01–.15, Examples 7-6-3, 7-6-5,

. . . . . . . . . . . . . . . . . . . . . . . . and 7-6-7 at 7.6.43
. Hospitality entities . . . . . . . . . . . . . . . . . . . 17.2.08
. Not-for-profit entities . . . . . . . . . . . . . .8.6.13–.14
. Software entities . . . . . . . . . . . . . . . . . 9.3.08–.09
. Telecommunications entities . . . . 13.7.01–.40,

. . . . . . . . . . . . . . . . . Example 13-7-1 at 13.7.25
. Time-share entities . . . . . . . . . . . . . . 16.1.28–.35

POST-STANDARD ACTIVITY . . . . . . . . .1.13–.17

POSTCONTRACT CUSTOMER SUPPORT
(PCS), SOFTWARE
ENTITIES . . . . . . . . 9.2.01–.09, 9.5.01–.10

POWER AND UTILITY
ENTITIES . . . . . . . . . . . . . . . . . 15.4.01–.7.28

. Allocating transaction price to performance
obligations . . . . . . . . . . . . . . . . . . . . 15.4.01–.06

. Alternative revenue programs, income
statement presentation . . . . . . . . 15.7.21–.28

. Blend-and-extend contract
modifications . . . . . . . . . . . . . . . . . .15.7.01–.07

. Commodity stand-alone selling
price . . . . . . . . . . . . . . . . . . . . . . . . . 15.4.01–.06

. Contributions in aid of
construction . . . . . . . . . . . . . . . . . . 15.7.13–.20

. Determining transaction price . . . .15.6.28–.39

. Electricity and capacity sales, timing of
revenue recognition . . . . . . . . . . . 15.5.01–.12

. Five-step model application
to . . . . . . . . . . . . . . . . . . . . . . . . . . 15.4.01–.5.26

. Fixed price contracts, different pricing
conventions . . . . . . . . . . . . . . . . . . . 15.6.25–.49

. Identifying performance obligations . . .15.6.27

. Identifying the contract with a
customer . . . . . . . . . . . . . . . . . . . . . 15.6.06–.11

. Partial terminations . . . . . . . . . . . . . 15.7.08–.12

. Recognizing revenue when (or as)
entity satisfies performance
obligation . . . . . . . . . . . . 15.5.01–.26, 15.6.25

POWER AND UTILITY ENTITIES — continued
. Self-generated RECs, timing of revenue

recognition . . . . . . . . . . . . . . . . . . . .15.5.13–.26
. Tariff sales to regulated

customers . . . . . . . . . . . . . . . . . . . . 15.6.01–.15
. Variable volume requirements and similar

contracts . . . . . . . . . . . . . . . . . . . . . 15.6.16–.24

PRACTICAL EXPEDIENT, APPLICATION OF.
See also portfolio approach

. Aerospace and defense entities . . .3.3.28–.29,
. . . . . . . 3.5.36–.37, Example 3-3-9 at 3.3.29

. Airlines . . . . . . .10.2.08, 10.4.05, 10.7.04–.05

. For completed contracts with variable
consideration . . . . . . . . . . . . . . . . . . . . . . . . . 2.51

. Disclosure . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2.45

. Engineering and construction
contractors . . . . . . . . . . . . . . . . . . . 11.5.11–.13

. In full retrospective approach to FASB ASC
606 adoption . . . . . . . . . . . . . . . . . . . . . . . . . 2.42

. Gaming entities . . . . . . . . . . . . . . . . . . . . . . .6.2.08

. Generally . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .1.42

. Health care entities . . . . . .7.6.152, 7.7.53–.54

. Hospitality entities . . . . . . . . . .17.2.08, 17.6.83

. Power and utility entities . . . . . . . . .15.6.40–.42

. Software entities . . . . . . . . . . . . . . . . 9.3.26–.27,
. . . . . . 9.4.22–.23, Example 9-3-4 at 9.3.27,
. . . . . . . . . . . . . . . . . . . Example 9-4-1 at 9.4.23

. Telecommunications entities . . . . . . . . .13.3.04,
. . . . . . . . . . . . . . . . . . . . . . . . . 13.3.29, 13.7.01,
. . . . . . . . . . . . . . . . . Example 13-3-5 at 13.3.33

. Time-share entities . . . . . . . . . . . . . . 16.1.28–.35

PRE-CONTRACT COSTS
. Aerospace and defense

entities . . . . . . . . . . . . 3.7.05–.07, 3.7.15–.19
. Engineering and construction

contractors . . . . . .11.7.43–.48, 11.7.53–.58
. Investment management

companies . . . . . . . . . 4.7.52–.53, 4.7.67–.68
. Time-share entities . . . . . . . . . . . . . . 16.7.21–.22

PRE-OPENING SERVICES
. Casino management

agreements . . . . . . . . 6.6.124–.125, 6.6.152
. Hotel franchise or management service

arrangement . . . . . . . . 17.6.11, 17.6.30–.34,
. . . . . . . . . . . . . . . . . . . . . . . . 17.6.70, 17.6.102

PRICE ADJUSTMENT OR REDETERMINATION
CLAUSES . . . . . . . . . . . . . . . . . 3.3.17, 4.7.32

PRICE CONCESSIONS
. Aerospace and defense entities . . . . . . . 3.3.13
. Asset management arrangements . . . . 4.7.37,

. . . . . . . . . . Examples 4-7-5 to 4-7-6 at 4.7.46
. Auditing considerations . . . . . . . . . . . . . . . . . 2.10
. Brokers and dealers in securities . . . . . . 5.6.95
. Depository institutions . . . . . . . . . . . . . . 12.7.05,

. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12.7.13–.14
. Engineering and construction

contractors . . . . . . . . . . . . . . . . . . . . . . . .11.3.18
. Health care entities . . . . . . 7.6.19–.29, 7.6.33,

. . . 7.7.47, Examples 7-6-1 to 7-6-7 at 7.6.43
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PRICE CONCESSIONS — continued
. Hospitality entities . . . . . . . . . . . . . . 17.6.06–.07
. Not-for-profit entities . . . . . . 8.6.07–.08, 8.6.41
. Power and utility entities . . . . . . . . . . . . . 15.6.08
. Software entities . . . . . . . . . . . . . . . . . 9.3.01–.14
. Telecommunications entities . . . . . . . . .13.3.27,

. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 13.3.36
. Time-share entities . . . . . . . . . . . . . . 16.1.17–.19

PRICE STABILIZATION IN SECONDARY
SECURITIES MARKET . . . . . . . . . . . . . 5.6.42

PRINCIPAL VERSUS AGENT CONSIDERATION
. Airlines . . . . . . . . . . . 10.6.15–.25, 10.6.33–.40
. Asset management

arrangements . . .4.6.96–.97, 4.6.101–.107,
. . . . . . . . . . . . . . . . . Example 4-6-7 at 4.6.107,
. . . . . . . . . . . . . . . . . . Example 4-6-8 at 4.6.107

. Auditing considerations . . . . . . . . . . . . . . . . . 2.55

. Brokers and dealers in securities . . . . . .5.6.44,
. . . . . . . . . . . 5.6.53, 5.6.71–.72, 5.7.15–.20,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5.7.21–.32

. Gaming entities . . . 6.6.54–.61, 6.6.102–.103,
. . . . . . 6.7.32–.36, 6.7.88–.94, 6.7.99–.103

. Generally . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .1.46

. Hospitality entities . . . . . . . . . . . . . .17.6.48–.52,
. . . .17.6.57–.59, Example 17-6-2 at 17.6.59

. Oil and gas entities . . . . . . . . . . . . . 18.6.04–.05,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 18.6.07–.08

. Software entities . . . . . . . . . . . . . . . . . . . . . 9.2.24

. Telecommunications
entities . . . . . . . . . . . . . . . . . . . . 13.7.139–.153,
. . Examples 13-7-12 to 13-7-13 at 13.7.152

. Time-share entities . . . . . . . . . . . . . 16.6.22–.26,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 16.7.01–.19

PROBABLE, DEFINED . . . . . . . . . . . . . . . . . . . 2.10

PRODUCTS. See also goods or services
. Customer acceptance . . . . . . . . . . . 2.175–.176
. Returns . . . . . . . . . . . . . . . . . . . . . . . . . 2.29, 2.103

PROFESSIONAL SKEPTICISM . . . . . . . . . . .2.55,
. . . . . . . . . . . . . . . . . . . . . . 2.127–.128, 2.181

PROGRESS (MILESTONE) PAYMENTS. See
milestone (progress) payments

PROMISED GOODS OR SERVICES,
IDENTIFYING. See also distinctness of
goods or services

. Aerospace and defense entities . . .3.2.05–.16,
. . . . 3.4.15, 3.4.17, Example 3-1-9 at 3.1.55

. Airlines . . . . . . . . . . . . . . . 10.6.15, 10.6.49–.51,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10.7.39–.42

. Asset management
arrangements . . . . . 4.6.24–.26, 4.6.28–.29,
. . . . . . . . . . . . . 4.6.47, 4.6.98–.100, 4.6.104

. Brokers and dealers in securities . . . . . .5.6.51,
. . . . . . . . . . . . . . . . . 5.6.83–.88, 5.6.118–.121

. Engineering and construction
contractors . . . . . . . . . 11.1.04, 11.2.01–.02,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 11.7.23

. Gaming entities . . . . . . . . 6.6.70, 6.6.104–.119

. Generally . . . . . . . . . . . . . . . . . . . . . . . . . . 1.60–.66

PROMISED GOODS OR SERVICES,
IDENTIFYING — continued

. Health care entities . . . . . . . . . . . . . . 7.5.07–.08,
. . . . . . . . . . . . . . . . . . . Example 7-5-1 at 7.5.08

. Hospitality entities . . . . . . . . . . . . . . 17.6.10–.11

. Power and utility entities . . . . . . . . . . . . . 15.5.01

. Software entities . . . . . . . . . . . . . . . . . . . . . 9.3.07

. Telecommunications entities . . . . 13.2.03–.04,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . 13.7.195–.196

. Time-share entities . . . . . . . . . . . . . . 16.2.17–.23

PROMISES
. In contracts with customers . . . . . . . . .2.22–.23
. Explicit and implicit . . . . . . . . . . . . . . . . . . . . . 1.24

PROMOTIONAL ALLOWANCES, GAMING
ENTITIES . . . . . 6.7.24–.25, 6.7.126–.129

PROTECTIVE RIGHTS TO ASSET . . . . . . 3.5.17

PUBLIC ENTITIES
. Auditing considerations . . . . . . . . . . . . . . . . 2.196
. Engineering and construction

contractors . . . . . 11.7.04–.06, 11.7.08–.09,
. . . . . . . . . . . . 11.7.14, 11.7.18–.19, 11.7.24

. Health care entities . . . . . . . . . . . . . . . . . . 7.7.20,
. . . . . . . . . . . . . . . . . . . Example 7-7-1 at 7.7.59

PURCHASE ORDERS, AS
CONTRACTS . . . . . . . . . . . . . . . . . . . . . . . . 2.08

Q

QUALIFICATION CRITERIA FOR
CONTRACTS . . . . . . . . . . . . . . . . . . . . . . . . 2.11

QUALITY CONTROL
STANDARDS . . . . . . . . . . . . . . . . . Appendix A

R

RACE BOOK, DEFINED . . . . . . . . . . . . . . . . 6.7.76

RACETRACK FEES . . . . . . . . . . . . . . 6.7.75–.106

REAL ESTATE. See depository institutions;
time-share entities

RECOGNIZING REVENUE WHEN (OR AS) THE
ENTITY SATISFIES A PERFORMANCE
OBLIGATION (STEP 5)

. Aerospace and defense entities . . .3.5.01–.53,
. . . . . . . . . . . . . . . . . . Example 3-5-1 at 3.5.23,
. . . . . . . . . . Examples 3-5-2 to 3-5-3 at 3.5.40

. Airlines . . . . . . . . . . .10.6.26–.32, 10.6.41–.71,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . 10.6.133–.138

. Asset management arrangements . . . . 4.6.18,
. . . . . . 4.6.40–.45, 4.6.75–.80, 4.7.44–.46,
. . . . . . . . . Examples 4-6-3 to 4-6-4 at 4.6.80,
. . . . . . . . . . Examples 4-7-1 to 4-7-6 at 4.7.46

. Auditing considerations . . . . . . . . . . . . 2.39–.41,
. . . . . . . 2.55–.66, 2.101–.111, 2.119–.120,
. . . . . . . . . . . . . . . . . . . . . . . . 2.175–.176, 2.178

. Brokers and dealers in
securities . . . . . . . . . 5.6.21–.32, 5.6.57–.61,
. . . . . . . . . . . . . . . . 5.6.75–.77, 5.6.103–.110,
. . . . 5.6.138–.140, Example 5-6-1 at 5.6.61
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RECOGNIZING REVENUE WHEN (OR AS) THE
ENTITY SATISFIES A PERFORMANCE
OBLIGATION (STEP 5) — continued

. Depository institutions . . . . . . . . . . .12.7.15–.20

. Engineering and construction
contractors . . . . . . . . . . . . . . . . . . 11.5.01–.38,
. . . . . . Examples 11-5-1 to 11-5-3 at 11.5.16

. Gaming entities . . . . . . . . . . 6.6.20–.21, 6.6.46,
. . . . . . . 6.6.75–.86, 6.6.122, 6.6.148–.155,
. . . . . . . . . . . . . . . . 6.7.67–.68, 6.7.123–.125,
. . . . . . . . . . . . . . . . . . . Example 6-6-1 at 6.6.08

. Generally . . . . . . . . . . . . . . . . . . . . . . . . . . 1.32–.35

. Health care entities . . . . . . . . . . . . . . 7.5.01–.08,
. . . . . . . . . . . . . 7.6.107–.108, 7.6.147–.160,
. . . . . . . . . . . . . . . . . . . 7.7.45–.49, 7.7.58–.59,
. . . . . . . . . . . . . . . . Example 7-6-11 at 7.6.108,
. . . . . . . . . . . . . . . . . . Example 7-7-1 at 7.7.59,
. . . . . . . . . . . . . . . . . . . Example 7-7-2 at 7.7.60

. Hospitality entities . . . . . . . . . . . . . .17.6.44–.47,
. . . . . . . . . . . 17.6.100–.105, 17.6.117–.123,
. . . . . . . . . . . . . . . . . . . . . . . . . . . 17.6.145–.151,
. . . . . . . . . . . . . . . Example 17-6-6 at 17.6.105

. Not-for-profit entities . . . . . . . . . . . . . 8.6.47–.56,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8.6.93–.98,
. . . . . . . . . . Examples 8-6-3 to 8-6-4 at 8.6.98

. Oil and gas entities . . . . . . . . . . . . . .18.6.01–.13

. Power and utility entities . . . . . . . . 15.5.01–.26,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15.6.25

. Software entities . . . . . . . . . . . . . . . . . 9.5.01–.16

. Telecommunications entities . . . . 13.7.51–.54,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 13.7.65–.66

. Time-share entities . . . . . . . . . . . . . 16.5.01–.17,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 16.6.17–.21

RECs. See renewable energy credits (RECs)

REFUNDS. See also upfront fees . . . 2.29–.30

REGIONAL CONTRACTS,
AIRLINES . . . . . . . . . . . . . . . . . . 10.6.88–.129

REGISTERED FUNDS OR FUNDS, AND FEE
WAIVERS . . . . . . . . . . . . . . . . . . . . . . . . . .4.7.13

REGULATED OPERATIONS
. Aerospace and defense entities . . . 3.1.01–.16
. Airline maintenance . . . . . . . . . . . . . 10.6.90–.93
. Gaming entities . . . . . . . . . . . . . 6.6.103, 6.7.15,

. . . . 6.7.18–.19, 6.7.21, 6.7.36–.37, 6.7.77
. Health care entities . . . . . . 7.6.44–.45, 7.6.47,

. . . . . . 7.6.70–.72, Example 7-7-1 at 7.7.59,

. . . . . . . . . . . . . . . . . . Examples 7-7-2 at 7.7.60
. Power and utility entities . . . . . . . . .15.6.01–.05

RELATED-PARTY
TRANSACTIONS . . . . .2.104–.108, 2.184,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2.198

RELATIVE STAND-ALONE SELLING PRICE
BASIS . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1.30

RENEWABLE ENERGY CREDITS
(RECs) . . . . . . . . . . . . . . . . . . . . . . 15.5.13–.26

REPURCHASE AGREEMENTS . . . . . . . . . . . .1.51

REQUIREMENTS CONTRACTS, POWER AND
UTILITY ENTITIES . . . . . . . . . . . 15.6.16–.24

RESEARCH PERFORMANCE OBLIGATIONS,
BROKER-DEALERS . . . . . . . . . . . 5.6.66–.77

RESIDUAL APPROACH
. Aerospace and defense entities . . . . . . . 3.4.06,

. . . . . . . 3.4.15–.16, Example 3-4-1 at 3.4.16
. Airlines . . . . . . . . . . . . . . . . . . . . . . . . . 10.4.28–.31
. Auditing considerations . . . . . . . . . . . . . . . . . 2.33
. Gaming entities . . . . . . . . . . . . . . . . . . 6.6.29–.30
. Software entities . . . . . . . . . . . . . . . . . 9.4.01–.20

RESIDUAL METHOD VERSUS RESIDUAL
APPROACH, SOFTWARE
ENTITIES . . . . . . . . . . . . . . . . . . . . . 9.4.19–.20

RESTOCKING FEES, TIME-SHARE
ENTITIES . . . . . . . . . . . . . . . . . . . . . . . . 16.1.23

RETAINER FEE, M&A ADVISORY
SERVICES . . . . . . . . . . . . . . . . . . . . . . . . .5.6.79

RETROSPECTIVE APPLICATION OF FASB
ASC 606

. Engineering and construction
contractors . . . . . . . . . . . . . . . . . . . . . . . .11.7.36

. Generally . . . . . . . . . . . . . . . . . . . . . . . . . . 1.09–.12

. Health care entities . . . . . . . . . . . . . . 7.6.68–.72,
. . . . . . 7.6.90–.91, Example 7-6-8 at 7.6.70,
. . . . . . . . . . . . . . . . . . Example 7-6-9 at 7.6.71,
. . . . . . . . . . . . . . . . . . Example 7-6-10 at 7.6.72

. Telecommunications entities . . . . . 13.7.72–.74

RETROSPECTIVE PERIODS, AUDITING
CONSIDERATIONS . . . . . . . . . . . . 2.51, 2.53

RETROSPECTIVE RATE-SETTING SYSTEM,
HEALTH CARE ENTITIES . . . . . . . . . . 7.6.45

RETURNS
. Return policies . . . . . . . . . . . . . . . . . . . . . . . . 2.170
. Right of return . . . . . . 1.44, 2.29, 2.82, 2.103,

. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 16.1.18–.27
. Variable consideration estimates . . . . . . .2.103,

. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2.178

REVENUE CYCLE, AS RISK . . . . . . . . . . . . . .2.75
REVENUE RECOGNITION, GENERALLY.

See also recognizing revenue when (or
as) the entity satisfies a performance
obligation

. Auditing considerations . . . . . . . . . . . . 2.55–.66,
. . . . . . . . . . . . . . . . . . 2.101–.111, 2.121–.128

. Channel stuffing . . . . . . . . . . . . . . . . . . . . . . . 2.103

. Five-step model . . . . . . . . . . . . . . . . . . . . . . . . .2.07

. Importance . . . . . . . . . . . . . . . . . . . . . . . . . . . . .2.02

. In incorrect period . . . . . . . . . . . . . . . . . . . . .2.119

. Indicators of improper . . . . . . . . . . . 2.113–.120

. Internal controls over financial
reporting . . . . . . . . . . . . . . . . . . . . . . 2.130–.147

. Nature of business and accounting for
revenue . . . . . . . . . . . . . . . . . . . . . . . 2.110–.111

. Question of timing, asset management
industry . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4.1.02

. Related-party transactions . . . . . . . .2.104–.108

. Satisfied over time . . . . . . . . . . . . . . . . . . . . . .2.40

. Side agreements . . . . . . . . . . . . . . . . 2.101–.102

. Significant unusual transactions . . . . . . . . 2.109

. Steps for . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .1.19
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REVENUE REVERSALS, ESTIMATING
LIKELIHOOD OF. See constraining
estimates of variable consideration

RIGHT TO WITHDRAW, NOT-FOR-PROFIT
ENTITIES . . . . . . . . . . . . . . . . . . . . . 8.6.32–.38

RIGHTS
. Customer’s unexercised . . . . . . . . . . . . . . . . .1.48
. Implicit and explicit . . . . . . . . . . . . . . . . . . . . . 2.10
. Of return . . . . . . . . . . . 1.44, 2.29, 2.82, 2.103,

. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 16.1.18–.27

RISK. See also material misstatement,
risks of

. Audit risk . . . . . . . . . . . . . . . . . . . . . . . . . . 2.73–.76

. Collection risks, transaction price and . . . 2.10

. Of misstatements in FASB ASC 606
transition . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2.45

. Significant risks, discovery in
audit . . . . . . . . . . . . . . . . . . . . . . . . . . . .2.94–.100

RISK ASSESSMENT
. Assignment and supervision of

personnel . . . . . . . . . . . . . . . . . . . . . . . . 2.70–.71
. During audit . . . . . . . . . . . 2.77–.83, 2.86, 2.88,

. . . . . . . . . . . . . . . . . . . . . . . . . 2.91, 2.138–.141
. Audit planning . . . . . . . . . . . . . . . . . . . . . .2.68–.69
. Audit risk . . . . . . . . . . . . . . . . . . . . . . . . . . 2.73–.76
. As component of internal control

framework . . . . . . . . . . . . . . . . . . . . . . . . . . . .2.46
. Controls over financial

reporting . . . . . . . . . . . . . . . . . . . . . . 2.138–.141
. Discussion among audit team . . . . . . . . . . . 2.91
. Generally . . . . . . . . . . . . . . . . . . . . . . . . .2.67, 2.72
. Inquiry of management . . . . . . . . . . . . . 2.85–.86
. Internal control manuals, policy manuals, or

similar documentation,
reviewing . . . . . . . . . . . . . . . . . . . . . . . . .2.89–.90

. Material misstatement, risks of . . . 2.60, 2.77,
. . . . . . . . 2.92–.93, 2.126–.127, 2.151–.158

. Process narratives and flow diagrams,
reviewing . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2.88

. Reading and understanding contracts . . . . 2.87

. Significant risks, identifying . . . . . . . . 2.94–.100

. Understanding the entity, its environment and
its internal control . . . . . . . . . . . . . . . . 2.77–.84

RISK SHARING ARRANGEMENTS, HEALTH
CARE ENTITIES . . . . . . . . . . . . . 7.6.73–.108

ROOM REVENUE, HOSPITALITY
ENTITIES . . . . . . . . . . . . . . . . .17.6.107–.123

ROUND-TRIP TICKET WITH NO CONNECTING
FLIGHTS, PERFORMANCE
OBLIGATIONS . . . . . . . . . . . . . . .10.6.07–.10

ROYALTIES
. Co-branded credit card

arrangement . . . . . . 6.6.63–.67, 6.6.80–.85,
. . . . . . . . . . . . . . . . . 10.6.63–.66, 10.6.68–.70

. Software rights . . . . . . .9.2.16, 9.2.25, 9.2.27,
. . . . . . . . . Examples 9-2-4 to 9-2-7 at 9.2.28,
. . . . . . . . . . Examples 9-2-8 to 9-2-9 at 9.2.29

ROYALTY FEES, HOTEL FRANCHISE OR
MANAGEMENT SERVICE
AGREEMENT . . . . . 17.6.36–.37, 17.6.43,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 17.6.100

S

SAAS. See software as a service

SALES
. Bill-and-hold . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1.53
. Contingent deferred sales

charge . . . . . . . . . . . . . . . . 4.6.01–.18, 4.7.01,
. . . . . . . . . . . . . . . . . . . . . . . . . 5.6.111, 5.6.127

. Electricity and capacity by power and utility
entities . . . . . . . . . . . . . . . . . . . . . . . 15.5.01–.12

. Foreign direct commercial sales . . . . . . 3.1.04,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3.1.06–.09

. Foreign military sales . . . . . . . . . . . . . 3.1.02–.03

. Oil and gas . . . . . . . . . . . . . . . . . . . . . 18.6.01–.13

. With right of return . . . . . . . . . . . . . . . . . . . . . .1.44

. Sale of non-operating assets, depository
institutions . . . . . . . . . . . . . . . . . . . . 12.7.01–.20

. Software rights for end users . . . . 9.2.19–.22,
. . . . . . . . . Examples 9-2-4 to 9-2-7 at 9.2.28,
. . . . . . . . . . Examples 9-2-8 to 9-2-9 at 9.2.29

. Software rights for resellers . . . . . . 9.2.23–.27,
. . . . . . . . . Examples 9-2-4 to 9-2-7 at 9.2.28,
. . . . . . . . . . Examples 9-2-8 to 9-2-9 at 9.2.29

. Tariff sales by power and utility
entities . . . . . . . . . . . . . . . . . . . . . . . 15.6.01–.15

. Time-share interval contracts . . . . 16.2.01–.39

. Uncharacteristic patterns . . .2.62, 2.103–.104

SALES-BASED ROYALTY OPTION, SOFTWARE
RIGHTS . . . . . . . . . .9.2.16, 9.2.25, 9.2.27,
. . . . . Examples 9-2-4 to 9-2-7 at 9.2.28,
. . . . . . Examples 9-2-8 to 9-2-9 at 9.2.29

SALES COMMISSIONS
. Asset management

arrangements . . . . . . . . . .4.7.54–.55, 4.7.58,
. . . . . . . . . . . . . . . . . . . . . . . . 4.7.60–.62, 4.7.69

. Auditing considerations . . . . . . . . . . . . . . . . . 2.82

. Broker-dealer payment to third
parties . . . . . . . . . . . . . . . . . . . . . . 5.6.141–.144

SALES POLICIES . . . . . . . . . . . . . . . . . . . . . . . . 2.82

SALES-RELATED PERFORMANCE
OBLIGATION, DEFINED . . . . . . . . . . . 4.6.10

SALES TAXES, TELECOMMUNICATIONS
ENTITIES . . . . . . . . . . . . . . . . . . . . . . . . 13.7.58

SAMPLING PROCEDURES IN AUDIT . . . . . 2.59

SATISFACTION OF PERFORMANCE
OBLIGATIONS. See recognizing revenue
when (or as) the entity satisfies a
performance obligation

SCHEDULE OF CHANGES SINCE PREVIOUS
EDITION . . . . . . . . . . . . . . . . . . . . . .Appendix B
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SCOPE CONSIDERATIONS FOR FASB
ASC 606

. Asset management
arrangements . . . . . . . . . .4.6.84–.85, 4.7.04,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . 4.7.47, 4.7.49

. Brokers and dealers in
securities . . . . . . . . . . 5.6.38–.42, 5.7.01–.04

. Gaming entities . . . . . . . . . . . . . . . . . . . . . 6.6.101

. Hospitality entities . . . . . . . . . . . . . . . . . . . 17.6.56

. Insurance entities, applying scope exception to
FASB 606 . . . . . . . . . . . . . . . . . . . . .14.7.01–.11

. Not-for-profit entities . . . . . . . . . . . . . . . . . . 8.7.01

SEGMENT REPORTING
. Engineering and construction

contractors . . . . . . . . . 11.7.10, 11.7.13–.14,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 11.7.20–.21

. Gaming entities . . . . . . . . . . . . . . . . . . . . . 6.7.108

. Telecommunications entities . . . . 13.7.15–.19,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 13.7.63

SELF-GENERATED RECs, TIMING OF
REVENUE RECOGNITION . . . 15.5.13–.26

SELF-PAY BALANCES, UNINSURED AND
INSURED PATIENTS WITH . . . . 7.6.01–.43

SELLER EXCHANGE SERVICES, TIME-SHARE
ENTITIES . . . . . . . . . . . . . . . . . . . . . . . . 16.2.12

SELLING AND DISTRIBUTION FEE REVENUE,
BROKER-DEALERS . . . . . . . . 5.6.111–.144

SELLING CARRIER, AIRLINES . . . . . . . 10.6.06,
. . . . . . . . . . . . . . . . . . . . . . . . . . 10.6.133–.135

SELLING PRICES. See stand-alone selling
price

SERVICE CREDITS, TELECOMMUNICATIONS
SERVICE INTERRUPTION . . . 13.3.36–.37

SERVICE DATE, AIRLINE TICKET
PURCHASES . . . . . . . . . . . . . . . . . . . . .10.6.02

SERVICES. See goods or services
SERVICING AND SUBSERVICING INCOME,

DEPOSITORY
INSTITUTIONS . . . . . . . . . . . . . . 12.7.28–.32

SHIPPING AND HANDLING
ACTIVITIES . . . . . . . . . . . . . . . . . . . . . . . . . . 1.24

SIDE AGREEMENTS
. Channel stuffing and . . . . . . . . . . . . . . . . . . . 2.103
. Contract confirmations . . . . . . . . . . . . . . . . 2.154
. Estimates of variable considerations

and . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2.178
. Generally . . . . . . . . . . . . . . . . . . . . . . . .2.101–.102
. Identification from contracts . . . . . . . . . . . . .2.87
. Management representations . . . . . . . . . . 2.184

SIGNIFICANT FINANCING COMPONENT
IN CONTRACT

. Aerospace and defense entities . . .3.3.18–.49,
. . . . . . . . . Examples 3-3-7 to 3-3-8 at 3.3.23,
. . . . . . . Examples 3-3-10 to 3-3-11 at 3.3.34,
. . . . . . . . . . . . . . . . . Example 3-3-12 at 3.3.41,
. . . . . . . . . . . . . . . . . Example 3-3-13 at 3.3.47,
. . . . . . . . . . . . . . . . . . Example 3-3-14 at 3.3.49

. Airlines . . . . . . . . . . . . . . . . . . . . . . . . . 10.6.72–.87

SIGNIFICANT FINANCING COMPONENT
IN CONTRACT — continued

. Brokers and dealers in securities . . . . . . 5.6.73

. Depository institutions . . . . . . . . . . . . . . . 12.7.12

. Gaming entities . . . . . . . . . . . . 6.6.130, 6.7.124

. Health care entities . . . . . . . . . . .7.6.41, 7.6.42,
. . . . . . . 7.6.63–.67, 7.6.105, 7.6.131–.146

. Hospitality entities . . . . . . . . . . . . . . . . . . . 17.6.80

. Not-for-profit entities . . . . . . . . . . 8.6.40, 8.6.89

. Power and utility entities . . . . . . . . . . . . 15.4.06,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15.6.43–.49

. Software entities . . . . . . . . . . . . . . . . 9.3.15–.36,
. . . . . . . . . Examples 9-3-1 to 9-3-3 at 9.3.21,
. . . . . . . . . Examples 9-3-5 to 9-3-7 at 9.3.34,
. . . . . . . . . . Examples 9-3-8 to 9-3-9 at 9.3.36

. Telecommunications entities . . . . 13.3.01–.19,
. . . . . . . . . . . . . . . . 13.3.44–.45, 13.7.35–.36,
. . . . . Examples 13-3-1 to 13-3-2 at 13.3.19,
. . . . . . . . . . . . . . . Example 13-3-10 at 13.3.45

. Time-share entities . . . . . . . . . . . . . . . . . . 16.6.28

SIGNIFICANT RISKS
. Assessed risks of material misstatement due

to fraud as . . . . . . . . . . . . . . . . . . . . . . . . . . . 2.99
. Identification of . . . . . . . . . . . . . . . . . . . 2.94–.100
. Revenue recognition as . . . . . . . . . . . . . . . . 2.100

SIGNIFICANT UNUSUAL
TRANSACTIONS . . . . . . . . . . . . . . . . . . . 2.109

"SIMILAR CHARACTERISTICS" IN PORTFOLIO
APPROACH . . . . . . . . . . . . . . . . . 13.7.13–.19

SIMULTANEOUS RECEIPT AND
CONSUMPTION OF BENEFITS OF
ENTITY’S PERFORMANCE . . . . . . . . 3.5.07

SLOT MACHINE
TRANSACTION . . . . . . . . . . . Example 6-6-2
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . at 6.6.08

SMALLER ENTITIES, TRANSITION TO FASB
ASC 606 . . . . . . . . . . . . . . . . . . . . . . . . . . .2.199

SOFT DOLLARS, BROKERS AND DEALERS IN
SECURITIES . . . . . . . . . . . . . . . . . . 5.6.62–.77

SOFTWARE AS A SERVICE (SAAS) . . . .9.5.16,
. . . . . . Examples 9-2-2 to 9-2-3 at 9.2.15

SOFTWARE ENTITIES . . . . . . . . . . .9.2.01–.5.16
. Allocating transaction price to performance

obligations . . . . . . . . . . . . . . . . . . . . . 9.4.01–.51
. Determining customer’s right to acquire

additional users/copies . . . . . . . . . 9.2.16–.29
. Determining software IP’s distinctness in cloud

computing arrangements . . . . . . . 9.2.10–.15,
. . . . . . . . . . Examples 9-2-1 to 9-2-3 at 9.2.15

. Determining transaction price . . . . . 9.3.01–.36

. Estimating stand-alone selling price—residual
approach . . . . . . . . . . . . . . . . . . . . . . .9.4.01–.20

. Five-step model application to . . . 9.2.01–.5.16

. Identifying performance
obligations . . . . . . . . . . . . . . . . . . . . . 9.2.01–.29

. Postcontract customer
support . . . . . . . . . . . . 9.2.01–.09, 9.5.01–.10

. Price concessions . . . . . . . . . . . . . . . .9.3.01–.14
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SOFTWARE ENTITIES — continued
. Recognizing revenue when (or as)

entity satisfies performance
obligation . . . . . . . . . . . . . . . . . . . . . . 9.5.01–.16

. Significant financing
components . . . . . . . . . . . . . . . . . . . .9.3.15–.36

. Transfer of control for distinct software
licenses . . . . . . . . . . . . . . . . . . . . . . . . 9.5.11–.16

SOFTWARE UPDATES, MEASURING
PERFORMANCE OBLIGATION
PROGRESS . . . . . . . . . . . . . . . . . . .9.5.05–.10

SPECIALISTS, AUDITOR’S USE OF . . . . . . .2.71

SPECIFIED SERVICES, ASSET MANAGEMENT
ARRANGEMENTS . . . . . . . . . . . 4.6.98–.104

SPORTS BETTING
TRANSACTIONS . . . . . . . . . .Example 6-6-3
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . at 6.6.08

STABILIZATION SECURITY TRADING
ACTIVITIES . . . . . . . . . . . . . . . . . . . . . . . .5.6.42

STAND-ALONE SELLING PRICE (SSP),
DETERMINING

. Aerospace and defense
contracts . . . . . . . . . .3.4.01–.09, 3.4.15–.17,
. . . . . . . . . . . . . . . . . . Example 3-4-1 at 3.4.16,
. . . . . . . . . . . . . . . . . . . Example 3-4-2 at 3.4.19

. Airline mileage credits . . . . . . . . . . .10.4.07–.33

. Allocating transaction price to performance
obligations . . . . 1.30–.31, 2.32–.38, 5.6.74,
. . . . . . . . . . . . . . . . . . . . . . . . . . . 5.6.98, 5.6.134

. Asset management arrangements . . . . . 4.6.37

. Audit evidence supporting . . . . . . . .2.173–.174

. Auditing considerations . . . . . . . . . . . . . 2.32–.38

. Brokers and dealers in
securities . . . . . . . . . 5.6.11–.12, 5.6.18–.20,
. . . . . 5.6.52, 5.6.74, 5.6.97–.100, 5.6.134

. Distinguished from contractually
stated . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .2.172

. Gaming contracts . . . . . . . .6.6.23–.31, 6.6.36,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6.6.147

. Health care entities . . . . . . . . . . 7.6.152, 7.7.51

. Hospitality entities . . . . . . . .17.6.41, 17.6.116,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . 17.6.142–.144

. Not-for-profit entities . . . . . 8.6.43–.45, 8.6.91,
. . . . . . . . . . Examples 8-6-3 to 8-6-4 at 8.6.98

. Power and utility commodities . . . 15.4.01–.06

. Software contracts . . . . . . . . . . . . . . 9.4.01–.51,
. . . . . . . . . . . . . . . . . . Example 9-4-1 at 9.4.23,
. . . . . . . . . . Examples 9-4-2 to 9-4-4 at 9.4.42

. Telecommunications contracts . . .13.4.01–.14

. Time-share entities . . . . . . . . . 16.6.34, 16.6.37

. Unavailability . . . . . . . . . . . . . . . . . . . . . . . . . . 2.118

STAND-READY OBLIGATIONS . . . . . . 1.61–.66,
. . . . . . . . . . . . . 1.75, 13.1.11, 15.5.07–.11

STANDBY BASIS FOR SECURITIES
UNDERWRITING . . . . . . . . . . . . . . . . . . .5.6.34

START-UP COSTS . . . . . . . . . . . . . . . . 3.7.15–.19,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . 11.7.53–.58

STOP LOSS INSURANCE
CONTRACTS . . . . . . . . . . . . . . . .14.7.12–.15

STRAIGHT-LINE REVENUE
RECOGNITION . . . . . . . . . . . . . . . . . . . .3.5.39,
. . . . . . . . . . . . . . . . Example 3-5-2 at 3.5.40

SUBSCRIPTIONS AND MEMBERSHIP
DUES, NOT-FOR-PROFIT
ENTITIES . . . . . . . . . . . . . . . . . . . . 8.6.70–.98,
. . . . . . Examples 8-6-3 to 8-6-4 at 8.6.98

SUBSTANTIVE AUDITING
PROCEDURES . . . . . . . . . . . . . . . 2.151–.158

. Analytical procedures . . . . . . . . . . . . 2.155–.158

. Confirmations . . . . . . . . . . . . . . . . . . . . . . . . . 2.154

. Generally . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2.151

. To reduce audit risk . . . . . . . . . . 2.61, 2.63–.66

. Requirement for . . . . . . . . . . . . . . . . . . . . . . . . 2.97

. For significant risks . . . . . . . . . . . . . . . . . 2.96-.97

. Tests of details and cutoff tests . . . . . . . . 2.153

. Vouching . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .2.152

SUCCESS FEE, M&A ADVISORY
SERVICES . . . . . . . . . . . . . . . . . . . . . . . . .5.6.79

SYNDICATE GROUP MEMBERS, PRINCIPAL
VERSUS AGENT
CONSIDERATION . . . . . . . . . . . . . 5.7.27–.32

SYSTEM ASSESSMENT FEES, HOTEL
FRANCHISE
AGREEMENTS . . . . 17.6.36–.37, 17.6.43

SYSTEM ASSESSMENT SERVICES,
HOSPITALITY ENTITIES . . . . . . . . . 17.6.11,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . 17.6.19–.21

T

TABLE GAMES
TRANSACTION . . . . . . . . . . . Example 6-6-1
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . at 6.6.08

TARIFF SALES TO REGULATED CUSTOMERS,
POWER AND UTILITY
ENTITIES . . . . . . . . . . . . . . . . . . . .15.6.01–.15

TAXES
. Airline passenger . . . . . . . . . . . . . . . 10.7.06–.13
. Pari-mutuel taxes . . . . . . . . . . . . . . 6.7.104–.106
. Sales taxes, telecommunications

entities . . . . . . . . . . . . . . . . . . . . . . . . . . . .13.7.58

TECHNICAL SUPPORT, MEASURING
PERFORMANCE OBLIGATION PROGRESS
FOR SOFTWARE . . . . . . . . . . . . . .9.5.03–.04

TELECOMMUNICATIONS
ENTITIES . . . . . . . . . . . . . . . . 13.1.01–.7.227

. Allocating transaction price to performance
obligations . . . . . .13.4.01–.14, 13.7.23–.26,
. . . . . . . . . . . . . . . . . Example 13-7-1 at 13.7.25

. Contract costs . . . 13.7.30–.34, 13.7.55–.57,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . 13.7.79–.105

. Contract modifications . . . . . . . .13.7.194–.227

. Determining transaction price . . . 13.3.01–.55,
. . . . . . Examples 13-3-3 to 13-3-4 at 13.3.23
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TELECOMMUNICATIONS
ENTITIES — continued

. Disclosure and transition . . . . . . . . 13.7.41–.78

. Enforceable rights and obligations, impact on
contract term . . . . . . . . . . . . . . . . . 13.1.01–.18

. Five-step model application
to . . . . . . . . . . . . . . . . . . . . . . . . . . 13.1.01–.4.14

. Identifying performance
obligations . . . . . . . . . . . . . . . . . . . . 13.2.01–.35

. Identifying the contract with a
customer . . . . . . . . . . . . . . . . . . . . . 13.1.01–.18

. Material renewal rights . . . . . . . .13.7.179–.193

. Miscellaneous fees . . . . . . . . . . . 13.7.106–.133

. Portfolio accounting . . . . . . . . . . . . .13.7.01–.40

. Recognizing revenue when (or as) entity
satisfies performance
obligation . . . . . . . 13.7.51–.54, 13.7.65–.66

. Time value of money, effect on transaction
price . . . . . . . . . . . . . . . . . . . . . . . . . 13.3.01–.19

. Wireless transactions within indirect
channel . . . . . . . . . . . . . . . . . . . . 13.7.134–.178

TERM OF CONTRACT. See contract term

TERM SOFTWARE LICENSES . . . . . 9.4.48–.51

TERMINATION OF CONTRACT, CUSTOMER
RIGHTS AND PENALTIES

. Aerospace and defense
entities . . . . . . . . . . . .3.1.17–.25, 3.1.29–.32,
. . . . . . . . . . . . . . . . . . . . . . . 3.1.40, 3.5.27–.32,
. . . . . . . . . Examples 3-1-3 to 3-1-6 at 3.1.25,
. . . . . . . . . . . . . . . . . . Example 3-1-11 at 3.1.55

. Airlines . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10.7.42

. Brokers and dealers in securities . . . . . . 5.6.05

. Engineering and construction
contractors . . . . . 11.1.03–.09, 11.5.04–.09,
. . . . . . Examples 11-1-1 to 11-1-3 at 11.1.09

. Health care entities . . . . . . . . . . . . . . . . . . 7.6.127

. Hospitality franchise or management
agreements . . . . . 17.3.12–.13, 17.3.16–.17

. Power and utility entities, partial
terminations . . . . . . . . . . . . . . . . . . 15.7.08–.12

. Telecommunications entities . . . . . . . . . 13.3.35

TESTS OF DETAILS
. Assessing cutoff . . . . . . . . . . . . . . . . . . . . . . 2.153
. Distinguished from analytical

procedures . . . . . . . . . . . . . . . . . . . . . . . . . . 2.155
. Reducing audit risk . . . . . . . . . . . . . . . . . . . . . 2.63
. Significant risks . . . . . . . . . . . . . . . . . . . . . . . . 2.96
. Without tests of control effectiveness . . . . 2.66

THIRD-PARTY SERVICE PROVIDERS
. Airlines . . . . . . . . . . . . . . . .10.6.26, 10.6.38–.44
. Asset management

arrangements . . . . . . . . 4.6.95–.96, 4.6.101,
. . . . . . . . . . . . . . . . 4.7.02–.03, 4.7.05, 4.7.69

. Distributors for broker-dealers . . . . . . . 5.6.113,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5.6.143

. Extended service warranty
contracts . . . . . . . . . . . . . . . . . . . . . . . . 1.55–.82

. Gaming entities . . . . . . . . . 6.6.51–.62, 6.7.108

THIRD-PARTY SERVICE PROVIDERS —
continued

. Gift cards, telecommunications
entities . . . . . . . . . . . . . . . . . . . . . . . 13.2.30–.31

. Settlement estimates, health care
entities . . . . . . . . . . . . . . . . . . . . . . . . .7.6.44–.72

TICKET VALIDITY, AIRLINES . . . . .10.7.15–.16

TICKET WITH CONNECTING FLIGHTS
OPERATED BY MULTIPLE CARRIERS,
PERFORMANCE
OBLIGATIONS . . . . . . . . . . . . . . .10.6.13–.14

TICKET WITH CONNECTING FLIGHTS
OPERATED BY SINGLE CARRIER,
PERFORMANCE
OBLIGATIONS . . . . . . . . . . . . . . .10.6.11–.12

"TIER STATUS" IN AFFINITY PROGRAM AS
SEPARATE PERFORMANCE OBLIGATION

. Airlines . . . . . . . . . . . . . . . . . . . . . . . . 10.2.01–.18,
. . . . . . . . . . . . . . . . . Example 10-2-1 at 10.2.18

. Defined . . . . . . . . . . . . 6.2.02, 10.2.02, 17.2.02

. Gaming entities . . . . . . . . . . . . . . . . . .6.2.01–.18,
. . . . . . . . . . . . . . . . . . . Example 6-2-1 at 6.2.18

. Hospitality entities . . . . . . . . . . . . . . 17.2.01–.18

TIME-SHARE ENTITIES . . . . . . . . 16.1.01–.7.36
. Allocating transaction price to performance

obligations . . . . . . . . . . 16.4.01, 16.6.34–.39,
. . . . . . . . . . . . . . . . . Example 16-6-1 at 16.6.39

. Contract costs . . . . . . . . 16.1.23, 16.7.20–.36

. Five-step model application
to . . . . . . . . . . . . . . . . . . . . . . . . . . 16.2.01–.5.17

. Identifying performance
obligations . . . . . . 16.2.01–.39, 16.6.10–.21

. Identifying the contract with a
customer . . . . . . . . . . . . . . . . . . . . . 16.1.01–.37

. Management fees . . . . . . . . . . . . . . .16.6.01–.39

. Principal versus agent
considerations . . . . . . . . . . . . . . . . 16.7.01–.19

. Recognizing revenue when (or as) entity
satisfies performance
obligation . . . . . . . 16.5.01–.17, 16.6.17–.21

TIME-SHARE INTERVAL SALES
CONTRACTS . . . . . . . . . . . . . . . .16.2.01–.39

TIME VALUE OF MONEY, EFFECT ON
TRANSACTION PRICE . . . . . . .13.3.01–.19

TOTAL TRANSACTION PRICE (TTP) . . .4.6.32,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 13.3.20

TRACK FEES, RACETRACK
BETTING . . . . . . . . . . . . . . . . . . . . 6.7.97–.102

TRADE DATE, BROKER-DEALER REVENUE
RECOGNITION AS OF . . . . . . . .5.6.24–.32,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5.6.60

TRADE EXECUTION SERVICES,
BROKER-DEALERS . . . . . . . . . . 5.6.08–.09,
. . . . . . . . . . . . . . . . . . . . . . 5.6.12, 5.6.14–.15

TRADE-IN RIGHT, TELECOMMUNICATION
EIPs . . . . . . . . . . . . . . . . . . . . . . . . 13.2.32–.35,
. . . . . . . . . . . . . Example 13-2-4 at 13.2.35
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TRADE LOADING (CHANNEL
STUFFING) . . . . . . . . . . . . . . . . . . . . . . . . .2.103

TRANSACTION PRICE. See also stand-alone
selling price; variable consideration

. Allocating to performance obligations.
See allocating transaction price to
performance obligations

. Billing rate adjustment or redetermination
clauses . . . . . . . . . . . . . . . . . . . . . . . . . . . . .3.3.26

. Changes in . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1.31

. Collection risk and . . . . . . . . . . . . . . . . . . . . . . 2.10

. Contract prices, distinguished from . . . . . . 2.10

. Contractually stated versus stand-alone
prices . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .2.172

. Defined . . . . . . 2.24, 4.6.11, 13.3.21, 17.6.35

. Determining. See determining the transaction
price

. Lack of final . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2.15

. Management estimates of expected value and
most likely amount . . . . . . . . . . . . . . . . . . .2.178

. Potential accounting misstatements,
determining . . . . . . . . . . . . . . . . . . . . . . . . . 2.117

. Price concessions. See price concessions

. Pricing policies . . . . . . . . . . . . . . . . . . . . . . . . . 2.82

. Significant financing component. See
significant financing component in contract

. Time value of money, effect on . . .13.3.01–.19

TRANSITIONING TO NEW STANDARD (FASB
ASC 606). See also retrospective
application of FASB ASC 606

. Engineering and construction
contractors . . . . . . . . . . . . . . . . . . . . . . . .11.7.36

. Generally . . . . . . . . . . . . . . . . . . . . . . . . . . 1.09–.12

. Health care entities . . . . . . . . . . . . . . .7.6.68–.72

. Situations where auditors can
assist . . . . . . . . . . . . . . . . . . . . . . . . . 2.192–.196

. Software entities . . . . . . . . . . . . . . . . . 9.4.15–.18

. Telecommunications entities . . . . 13.7.72–.78,
. . . . . . Examples 13-7-2 to 13-7-6 at 13.7.78

TRAVEL VOUCHERS,
AIRLINES . . . . . . . . . . . . . . . . . . . 10.7.26–.28

TRG. See Joint Transition Resource Group
(TRG) for Revenue Recognition

TRUST-BASED CLUB/MULTI-SITE
TIME-SHARE PLAN . . . . . . . . . . . . . . 16.2.09

TUITION AND HOUSING REVENUES,
NOT-FOR-PROFIT
ENTITIES . . . . . . . . . . . . . . . . . . . . 8.6.01–.69,
. . . . . . Examples 8-6-1 to 8-6-2 at 8.6.69

U

UNDERSTANDING THE ENTITY AND ITS
ENVIRONMENT, INCLUDING ITS
INTERNAL CONTROL . . . . . . . . . . .2.77–.84

UNDERWRITING SERVICES, SECURITIES
. Broker-dealer costs . . . . . . . . . . . . . . 5.7.21–.32
. Broker-dealer revenues . . . . . . . . . . . 5.6.33–.61
. Identifying contract with a

customer . . . . . . . . . . . . . . . . . . . . . . 5.6.43–.47
. Identifying performance

obligations . . . . . . . . . . . . . . . . . . . . . 5.6.49–.52

UNDIVIDED VERSUS DIVIDED LIABILITY,
SECURITIES UNDERWRITING . . . . . 5.6.36

UNEXERCISED OPTIONS IN A LOSS
POSITION . . . . . . . . . . . . . . . . . . . . 3.1.52–.55

UNEXERCISED RIGHTS . . . . . . . . . . . . . . . . . . 1.48

UNFUNDED PORTIONS OF U.S. FEDERAL
GOVERNMENT
CONTRACTS . . . . . . . . . . . . . . . . .3.1.10–.16,
. . . . . . Examples 3-1-1 to 3-1-2 at 3.1.16

UNINSTALLED MATERIALS . . . . . 11.5.28–.38,
. . . . . . . . . . . . . . . . Example 3-5-4 at 3.5.53

UNIT OF ACCOUNT,
IDENTIFYING . . . . . . . . . . . . . . . . 3.2.01–.21,
. . . . . . . . . . . . . . . 11.1.01–.02, 11.2.01–.17

UNITARY MANAGEMENT FEE
ARRANGEMENTS . . . . . . . . . . . .4.6.46–.53,
. . . . . . . . . . . . . . . Example 4-6-2 at 4.6.53,
. . . . . . . . . . . . . . . Example 4-6-6 at 4.6.107

UNITS-OF-DELIVERY METHOD, MEASURING
PERFORMANCE OBLIGATION
PROGRESS . . . .3.5.41–.45, 11.5.06–.09,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . 11.5.17–.20

UNITS OF PRODUCTION METHOD,
MEASURING PERFORMANCE
OBLIGATION PROGRESS . . . . 3.5.41–.42,
. . . . . . . . . . . . . . . 11.5.06–.09, 11.5.17–.20

UPFRONT ACTIVITIES, AIRLINES . . . .10.6.98,
. . . . . . . . . . . . . . . . . . . . . . . . . . 10.6.101–.102

UPFRONT FEES, NONREFUNDABLE AND
REFUNDABLE

. CCRC entrance fees . . . . . . . . . . 7.6.128–.130,
. . . . . . . . . . . . . 7.6.136–.144, 7.6.149–.152,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . 7.6.156–.162,
. . . . . . Examples 7-6-12 to 7-6-14 at 7.6.162

. Generally . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .1.49

. Telecommunications
entities . . . . . . . . . . . . . . . . . . . . 13.7.179–.193,
. . Examples 13-7-18 to 13-7-19 at 13.7.193

U.S. COMMERCE DEPARTMENT, DCS SALES
AND . . . . . . . . . . . . . . . . . . . . . . . . . . 3.1.04–.05

U.S. FEDERAL GOVERNMENT CONTRACTS
. Aerospace and defense

entities . . . . 3.1.01–.22, 3.4.04, 3.4.09–.11,
. . . . . . . 3.4.20, 3.5.27–.32, 3.7.37, 3.7.40,
. . . . . . . . . Examples 3-1-1 to 3-1-2 at 3.1.16,
. . . . . . . . . . Examples 3-7-1 to 3-7-3 at 3.7.51

. Engineering and construction
contractors . . . . . . . . . . . . . . . . . . . 11.5.04–.09
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U.S. STATE DEPARTMENT, FOREIGN DIRECT
COMMERCIAL SALES . . . . . . . .3.1.04–.05,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3.1.09

USAGE-BASED ROYALTY OPTION, SOFTWARE
RIGHTS . . . . . . . . . .9.2.16, 9.2.25, 9.2.27,
. . . . . Examples 9-2-4 to 9-2-7 at 9.2.28,
. . . . . . Examples 9-2-8 to 9-2-9 at 9.2.29

USAGE-BASED VARIABLE
CONSIDERATION . . . . . . . . . . .13.3.38–.43,
. . . . . . . . . . . . . . Examples 13-3-7 to 13-3-9
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . at 13.3.43

V

VALUE-ADDED RESELLERS . . . . . . . . . . . . . .2.82

VARIABLE CONSIDERATION, ALLOCATING
. Aerospace and defense entities . . .3.4.20–.23,

. . . . . . . . . . . . . . . . . . . Example 3-4-3 at 3.4.23
. Airlines . . . . . . . . . . . . . . . . . . 10.6.95, 10.6.109,

. . . . . . . . . . . . . . . . 10.6.113–.117, 10.6.129,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . 10.6.145–.152

. Asset management
arrangements . . . . . 4.6.54–.55, 4.6.71–.74,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4.7.36–.39

. Brokers and dealers in
securities . . . . . . 5.6.98–.101, 5.6.134–.135

. Determining customer’s right to acquire
additional users/copies of
software . . . . . . . . . . . . . . . . . . . . . . . 9.2.16–.29

. Gaming entities . . . . . . . . . . 6.6.80, 6.6.90–.96,
. . . . . . . 6.6.135, 6.6.142–.144, 6.7.65–.66

. Health care entities . . . . . . . . . . 7.6.95, 7.6.104

. Hospitality entities . . . . . . . . . . . . . . 17.6.92–.95

. Telecommunications entities . . . . . . . . 13.7.198

. Time-share entities . . . . . . . . . . . . . . . . . . 16.6.28

VARIABLE CONSIDERATION, ESTIMATING
. Aerospace and defense entities . . .3.3.01–.17,

. . . . . . . . . Examples 3-3-1 to 3-3-2 at 3.3.07,
. . . . . . . . . . Examples 3-3-4 to 3-3-6 at 3.3.16

. Airlines . . . . . . . . . 10.6.62, 10.6.71, 10.6.120,
. . . . . . . . . . . . . . . . . . 10.6.143–.144, 10.7.22

. Asset management
arrangements . . . . . . . . . . . . . . . . . .4.6.11–.16,
. . . . . . 4.6.33–.36, 4.6.64–.70, 4.7.34–.35,
. . . . . . . . . . Examples 4-6-3 to 4-6-4 at 4.6.80

. Audit evidence . . . . . . . . . . . . . . . . . . .2.170–.171

. Auditing considerations . . . . . 2.32–.38, 2.117,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2.178, 2.185

. Brokers and dealers in securities . . . . . .5.6.31,
. . . . . . . . . 5.6.54, 5.6.93–.95, 5.6.130–.131

VARIABLE CONSIDERATION, ESTIMATING —
continued

. Constraining. See also constraining estimates
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