kpmg software revenue recognition guide

KPMG Software Revenue Recognition Guide is an essential resource for businesses navigating
the complexities of revenue recognition in the software industry. With the rapid evolution of
technology and the growing complexity of software business models, understanding the nuances of
revenue recognition has never been more critical. This article delves into the key aspects of the
KPMG Software Revenue Recognition Guide, offering insights into its principles, implications, and
practical applications.

Understanding Revenue Recognition

Revenue recognition is a critical accounting principle that determines when revenue should be
recognized in the financial statements. Traditionally, software companies faced challenges due to
varying business models, including perpetual licenses, subscription services, and software-as-a-
service (SaaS). The KPMG guide provides a comprehensive framework to assist organizations in
aligning their revenue recognition practices with the relevant accounting standards, primarily the
Financial Accounting Standards Board (FASB) ASC 606 and the International Financial Reporting
Standards (IFRS) 15.

The Core Principles of ASC 606

The ASC 606 framework outlines a five-step model for revenue recognition:

1. Identify the contract with a customer: This step involves determining whether a valid
contract exists and ensuring that it is legally enforceable.

2. Identify the performance obligations: Performance obligations are the distinct goods or
services promised to the customer. Understanding these is crucial for recognizing revenue
accurately.

3. Determine the transaction price: This involves establishing the amount of consideration the
company expects to receive in exchange for transferring the promised goods or services.

4. Allocate the transaction price: If a contract has multiple performance obligations, the
transaction price must be allocated to each obligation based on their relative standalone
selling prices.

5. Recognize revenue when the entity satisfies a performance obligation: Revenue is
recognized when a customer gains control of the promised good or service.



Key Areas of Focus in the KPMG Software Revenue
Recognition Guide

The KPMG Software Revenue Recognition Guide emphasizes several critical areas that software
companies must address to ensure compliance with ASC 606.

1. Software Licensing Arrangements

Software licensing arrangements can vary significantly, and the guide provides detailed advice on
how to account for different types of licenses:

- Perpetual licenses: These licenses grant the customer the right to use the software indefinitely.
Revenue is typically recognized at the point of delivery.

- Term licenses: These licenses allow the customer to use the software for a specified period.
Revenue should be recognized over the term of the license.

- SaaS and subscription models: In these models, revenue is recognized over the subscription period,
reflecting the continuous transfer of control to the customer.

2. Multiple Element Arrangements

Many software companies offer combinations of products and services, such as software licenses,
maintenance, and support. The KPMG guide elaborates on how to handle multiple-element
arrangements by highlighting the importance of:

- Identifying distinct performance obligations.

- Allocating the transaction price to each obligation based on standalone selling prices.
- Recognizing revenue separately for each obligation as they are fulfilled.

3. Implementation and Customization Services

Implementation and customization services are often integral to software contracts. The guide
provides a framework for recognizing revenue from these services, advising companies to:

- Assess whether the services are distinct from the software.
- Determine the timing of revenue recognition based on the nature of the services provided.

4. Changes to Contracts

Contract modifications can significantly impact revenue recognition. The KPMG guide outlines the
procedures for handling such changes, including:

- Evaluating whether the modification creates new performance obligations.



- Adjusting the transaction price and recognizing revenue accordingly.

Impact of Revenue Recognition on Financial
Statements

The application of the KPMG Software Revenue Recognition Guide and the underlying ASC 606
principles can have a profound impact on a company's financial statements.

1. Revenue Timing and Patterns

The timing of revenue recognition can affect reported financial performance. For example,
transitioning from recognizing revenue at the point of sale to recognizing it over time can result in
fluctuations in reported revenue and earnings.

2. Financial Ratios and Metrics

The shift in revenue recognition practices may also influence key financial ratios and metrics, such
as:

- Gross margin: Changes in revenue recognition can impact reported revenues and expenses,
affecting gross margin calculations.

- Earnings Before Interest, Taxes, Depreciation, and Amortization (EBITDA): Revenue recognition
changes can influence EBITDA, an important measure of operational performance.

3. Investor Perception and Market Value

Investors closely monitor revenue recognition practices, as they can significantly influence a
company'’s valuation. Companies that provide clear, transparent revenue recognition policies aligned
with the KPMG guide are likely to foster investor confidence and attract interest.

Best Practices for Implementing the KPMG Guide

To effectively implement the KPMG Software Revenue Recognition Guide, companies should
consider the following best practices:

e Training and Education: Ensure that finance and accounting teams are well-versed in the
principles outlined in the guide, including ASC 606 and its implications.

¢ Internal Controls: Establish robust internal controls to monitor compliance with revenue



recognition policies, ensuring accuracy in financial reporting.

e Documentation: Maintain comprehensive documentation of contracts, performance
obligations, and revenue recognition processes to provide clarity and support for financial
statements.

e Regular Reviews: Conduct regular reviews of revenue recognition practices to identify areas
for improvement and ensure compliance with evolving standards.

Conclusion

The KPMG Software Revenue Recognition Guide serves as a vital tool for software companies
navigating the complexities of revenue recognition. By adhering to the principles outlined in the
guide and the ASC 606 framework, organizations can ensure accurate financial reporting, enhance
investor confidence, and ultimately drive business success. As the software industry continues to
evolve, staying informed and compliant with revenue recognition standards will be critical for
sustained growth and innovation.

Frequently Asked Questions

What is the purpose of the KPMG Software Revenue
Recognition Guide?

The KPMG Software Revenue Recognition Guide provides comprehensive guidance on how to
recognize revenue from software transactions in accordance with accounting standards such as ASC
606 and IFRS 15, helping companies ensure compliance and accuracy in their financial reporting.

How does the KPMG guide address multi-element
arrangements?

The KPMG guide outlines how to identify and separate performance obligations in multi-element
arrangements, providing a framework for allocating transaction prices to different elements such as
software licenses, services, and maintenance based on their standalone selling prices.

What are the key challenges addressed in the KPMG Software
Revenue Recognition Guide?

Key challenges addressed include determining when control of software is transferred, handling
subscription versus perpetual licenses, and navigating the complexities of variable consideration and
contract modifications.



Does the KPMG guide offer examples for practical application?

Yes, the KPMG Software Revenue Recognition Guide includes various case studies and examples
that illustrate the application of revenue recognition principles in real-world scenarios, helping
practitioners understand complex situations.

How often is the KPMG Software Revenue Recognition Guide
updated?

The KPMG Software Revenue Recognition Guide is updated regularly to reflect changes in
accounting standards, regulatory developments, and industry practices, ensuring that users have
access to the most current information and guidance.
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