KPMG SOFTWARE REVENUE RECOGNITION GUIDE

KPMG SorFTwARE 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 SoFTw ARE 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: T HIS 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 ofF Focus IN THE KPMG SoFTwARE REVENUE RECOGNITION
GUIDE

THe KPMG SorFTwARE 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 SOFTW ARE 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 SOFTW ARE 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
FRAMEW ORK FOR RECOGNIZING REVENUE FROM THESE SERVICES, ADVISING COMPANIES TO:

- ASSESS WHETHER THE SERVICES ARE DISTINCT FROM THE SOFT\W ARE.
- 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 SorFTwARE 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 V ALUE

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 GuUIDE

To EFFECTIVELY IMPLEMENT THE KPMG SOFTWARE REVENUE RECOGNITION GUIDEI COMPANIES SHOULD CONSIDER THE
FOLLOWING BEST PRACTICES:

* 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.

o INTERNAL CONTROLS: ESTABLISH ROBUST INTERNAL CONTROLS TO MONITOR COMPLIANCE WITH REVENUE RECOGNITION
POLICIES, ENSURING ACCURACY IN FINANCIAL REPORTING.

* DOCUMENTATION: MAINTAIN COMPREHENSIVE DOCUMENTATION OF CONTRACTS, PERFORMANCE OBLIGATIONS, AND
REVENUE RECOGNITION PROCESSES TO PROVIDE CLARITY AND SUPPORT FOR FINANCIAL STATEMENTS.

* 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 SorFTwWARE 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 poes THE KPMG GUIDE ADDRESS MULTI-ELEMENT ARRANGEMENTS?

THE KPMG GUIDE OUTLINES HOW TO IDENTIFY AND SEPARATE PERFORMANCE OBLIGATIONS IN MULTI-ELEMENT ARRANGEMENTS,
PROVIDING A FRAMEW ORK FOR ALLOCATING TRANSACTION PRICES TO DIFFERENT ELEMENTS SUCH AS SOFTW ARE LICENSES,
SERVICES, AND MAINTENANCE BASED ON THEIR STANDALONE SELLING PRICES.

\W/HAT ARE THE KEY CHALLENGES ADDRESSED IN THE KPMG SorFTWwWARE 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 ofFTeN Is THE KPMG SofFTwARE REVENUE RECOGNITION GUIDE UPDATED?

THe KPMG SorFTwARE 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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