Allen Co. Wrote A Contract That Involves Two
Performance Obligations. Product A Has A
Stand-alone Selling

Understanding the Contract Between Allen Co. and Its
Performance Obligations

Allen Co. Wrote A Contract That Involves Two Performance Obligations. Product A Has A
Stand-alone Selling Price. This scenario highlights a common situation in revenue recognition
under the accounting standards such as ASC 606 and IFRS 15. When a company enters into a contract
that involves multiple performance obligations, it must carefully identify and allocate transaction
prices to each obligation based on their stand-alone selling prices. This process ensures accurate
revenue recognition and compliance with accounting principles.

In this comprehensive guide, we will explore the key concepts related to contracts involving multiple
performance obligations, focusing on cases where one of the products, such as Product A, has a

stand-alone selling price. We will discuss how to identify performance obligations, determine stand-
alone selling prices, allocate transaction prices, and recognize revenue effectively.

What Are Performance Obligations in a Contract?

Definition and Importance

A performance obligation is a promise within a contract to transfer a distinct good or service to a
customer. These obligations are fundamental in revenue recognition because revenue should be
recognized when control of the promised goods or services is transferred to the customer.
Identifying performance obligations helps companies:

- Accurately recognize revenue over time or at a point in time.

- Allocate the transaction price fairly among different deliverables.
- Comply with accounting standards and provide transparent financial statements.

Scenario with Allen Co.

In Allen Co.’s case, the contract involves two distinct performance obligations:

1. Delivery of Product A, which has a stand-alone selling price.
2. Delivery of another product or service, which may or may not have a stand-alone selling price.



Understanding whether these are distinct obligations depends on whether each product or service is
capable of being sold independently and if they are distinct within the context of the contract.

Identifying Stand-alone Selling Prices

What Is a Stand-alone Selling Price?

The stand-alone selling price is the price at which an entity would sell a specific good or service
separately to a customer. It is a critical component in allocating the transaction price among multiple
performance obligations.

Key factors influencing stand-alone selling prices include:
- Market conditions.
- Customer willingness to pay.

- Pricing strategies.
- Competitor pricing.

Determining the Stand-alone Selling Price for Product A

Since Product A has a stand-alone selling price, Allen Co. can determine it through several methods:

- Adjusting Market Prices: Using observable prices when Product A is sold separately.
- Cost-plus Margin: Adding an appropriate profit margin to the cost of Product A.
- Estimated Selling Price: Based on historical data, competitor prices, or other market research.

Suppose Allen Co. sells Product A separately at $1,000. This amount becomes the basis for allocating
the total transaction price.

Allocating the Transaction Price to Performance
Obligations

The Need for Allocation

Once the total transaction price is established, it must be allocated to each performance obligation
based on their relative standalone selling prices. This ensures revenue is recognized in proportion to
the value delivered to the customer.



Step-by-Step Allocation Process

1. Determine the Stand-alone Selling Prices:

- Product A: $1,000
- Other product/service: Determine its standalone price (e.g., $500).

2. Calculate the Total Stand-alone Selling Price:
- Sum of stand-alone prices: $1,000 + $500 = $1,500.
3. Determine the Allocation Percentages:

- Product A: $1,000/ $1,500 = 66.7%
- Other product/service: $500/ $1,500 = 33.3%

4. Allocate the Transaction Price:

- Suppose the total contract price is $1,200.

- Revenue for Product A: $1,200 x 66.7% = $800.

- Revenue for the other product/service: $1,200 x 33.3% = $400.

This method ensures each obligation is assigned a fair portion of the transaction price based on its
standalone value.

Revenue Recognition for Multiple Performance
Obligations

Recognizing Revenue at a Point in Time or Over Time

The timing of revenue recognition depends on when control of the goods or services transfers to the
customer:

- At a Point in Time: When the customer obtains control, often upon delivery.

- Over Time: When the customer simultaneously receives and consumes the benefits, typically with
continuous transfer of control.

In Allen Co.’s scenario, if Product A is delivered and control is transferred immediately, revenue is

recognized at that point. If the other product involves ongoing services, revenue may be recognized
over the period of performance.

Recognizing Revenue for Product A

Since Product A has a stand-alone selling price and is distinct, revenue related to it can be recognized



when control passes, assuming the delivery occurs at that time.

Recognizing Revenue for the Second Performance Obligation

If the second obligation involves ongoing services or delivery over time, revenue recognition aligns
with the transfer of control over the period.

Accounting Standards and Compliance

ASC 606 and IFRS 15 Overview

Both standards provide a comprehensive framework for revenue recognition, emphasizing the
importance of:

- Identifying performance obligations.
- Determining transaction prices.

- Allocating transaction prices based on stand-alone selling prices.
- Recognizing revenue when control is transferred.

Key Compliance Considerations for Allen Co.

- Properly identifying all performance obligations.

- Accurately estimating stand-alone selling prices, especially for bundled offerings.
- Ensuring consistent application of the allocation method.

- Recognizing revenue in accordance with the transfer of control.

Practical Example: Applying the Concepts to Allen Co.'s
Contract

Suppose Allen Co. signs a contract worth $2,000 involving:

- Product A, with a stand-alone price of $1,000.
- A service or additional product, with an estimated stand-alone price of $800.

The total stand-alone prices sum to $1,800. The allocation percentage for Product A is $1,000 / $1,800
=~ 55.6%, and for the other part, 44.4%.

If the total contract price is $2,000:

- Revenue for Product A: $2,000 x 55.6% = $1,112.



- Revenue for the second obligation: $2,000 x 44.4% =~ $888.

Recognizing revenue accurately based on these allocations ensures compliance and reflects the true
economic substance of the transaction.

Conclusion: Best Practices for Managing Multiple
Performance Obligations

- Identify all distinct goods and services: Determine which promises are performance obligations.

- Determine stand-alone selling prices diligently: Use observable market data whenever possible.

- Allocate transaction price proportionally: Use relative stand-alone prices for fair revenue assignment.
- Recognize revenue appropriately: When control transfers based on the nature of the obligation.

- Maintain proper documentation: Record assumptions, valuation methods, and allocation processes
for audit purposes.

By following these best practices, Allen Co. can ensure accurate revenue recognition and compliance
with applicable accounting standards, providing transparent and reliable financial reporting.

Final Thoughts

Contracts involving multiple performance obligations are common in various industries, and proper
identification and allocation are crucial for accurate financial reporting. With Product A having a
stand-alone selling price, Allen Co. can leverage this information to allocate transaction prices
effectively and recognize revenue at appropriate times. This approach not only complies with
regulatory standards but also enhances stakeholder confidence in the company's financial
statements.

For businesses navigating similar scenarios, consulting with accounting professionals and staying
updated on the latest standards can make the process smoother and more compliant.

Frequently Asked Questions

How should Allen Co. recognize revenue when a contract
involves two performance obligations, one of which has a
standalone selling price?

Allen Co. should identify and evaluate each performance obligation separately, allocate the
transaction price based on their standalone selling prices, and recognize revenue when each
obligation is satisfied.



What is the significance of Product A having a standalone
selling price in the context of a contract with multiple
obligations?

The standalone selling price of Product A allows Allen Co. to allocate the transaction price
proportionally, ensuring accurate revenue recognition for each performance obligation based on their
individual values.

How does the presence of multiple performance obligations
impact revenue recognition under ASC 606?

ASC 606 requires entities to identify distinct performance obligations, allocate the transaction price to
each based on standalone selling prices, and recognize revenue as each obligation is satisfied, which
can complicate the revenue recognition process.

What are the key steps Allen Co. should follow to account for
a contract with two obligations and a product with an
observable standalone selling price?

Allen Co. should: 1) identify the performance obligations, 2) determine the standalone selling prices,
3) allocate the transaction price accordingly, and 4) recognize revenue when each obligation is
fulfilled.

If Product A has a standalone selling price, but the total
contract price is less than the sum of the standalone prices,
how should Allen Co. allocate the transaction price?

Allen Co. should allocate the transaction price proportionally based on the standalone selling prices,
ensuring the total allocated amounts do not exceed the transaction price and reflect the relative
standalone values.

Additional Resources

Allen Co. Wrote A Contract That Involves Two Performance Obligations. Product A Has A Stand-Alone
Selling Price. This scenario is a common yet complex situation faced by many businesses when
recognizing revenue under the new revenue recognition standards, particularly ASC 606. When a
contract involves multiple performance obligations, understanding how to properly identify, allocate,
and recognize revenue becomes crucial for compliance and accurate financial reporting. In this
detailed guide, we'll explore the key concepts, steps, and considerations involved when a company
like Allen Co. enters into a contract with multiple performance obligations, with a particular focus on
situations where one of the products—Product A—has a stand-alone selling price.

Understanding the Basics: What Are Performance Obligations?



What Is a Performance Obligation?

A performance obligation is a promise in a contract to transfer a distinct good or service to a
customer. Under ASC 606, revenue is recognized when (or as) the entity satisfies each performance
obligation by transferring control of the promised good or service to the customer.

Why Are Performance Obligations Important?

Identifying performance obligations is fundamental because:

- It determines how and when revenue is recognized.

- It impacts how transaction prices are allocated.

- It influences disclosures and financial statement presentation.

Example Scenario

Suppose Allen Co. enters into a contract to sell:

- Product A: a standalone product with a clear, separate value.

- Product B: a bundled offering that may or may not have a standalone value.

Understanding whether these are separate performance obligations or part of a combined obligation
is key for correct revenue recognition.

Step 1: Analyzing the Contract and Identifying Performance Obligations

Contract Review

Begin with a thorough review of the contract:

- What goods or services are promised?

- Are these goods or services distinct?

- Are there any bundling or bundling arrangements?

Criteria for Distinct Goods or Services

Under ASC 606, a good or service is distinct if:

- The customer can benefit from the good or service on its own or together with other resources
readily available.

- The entity's promise to transfer the good or service is separately identifiable from other promises in
the contract.

Applying to Allen Co.'s Contract

Suppose Allen Co. sells:

- Product A: a standalone good that the customer can benefit from independently.

- Product B: a service or product that, when combined with Product A, provides additional value.

If Product A has a stand-alone selling price, it typically indicates that it can be treated as a separate
performance obligation.

Step 2: Determining the Stand-Alone Selling Price of Product A

Importance of Stand-Alone Selling Price
The stand-alone selling price (SSP) is the price at which an entity would sell a good or service
separately to a customer.



Methods to Determine SSP

1. Adjusted Market Assessment Approach: Use market data to estimate the SSP.

2. Expected Cost Plus Margin Approach: Estimate costs and add an appropriate margin.

3. Residual Approach: When SSP is not directly observable, subtract the observable SSPs of other
goods/services from the total contract price.

Practical Application
For Allen Co., if Product A has an observable SSP (e.g., through past sales or market data), this
simplifies revenue allocation. If not, the company may need to estimate using the methods above.

Step 3: Allocation of Transaction Price to Performance Obligations

Why Allocate?
Once performance obligations are identified, the total transaction price must be allocated to each
based on their SSPs.

Allocation Process

1. Determine the total transaction price (including discounts, variable considerations).
2. Estimate SSPs for each performance obligation.

3. Calculate the proportion of the total transaction price attributable to each obligation.

Example Calculation

Suppose:

- Total contract price: $10,000
- Product A SSP: $6,000

- Product B SSP: $4,000

The allocation:
- Revenue for Product A: ($6,000 / $10,000) $10,000 = $6,000
- Revenue for Product B: ($4,000/ $10,000) $10,000 = $4,000

Step 4: Recognizing Revenue as Performance Obligations Are Satisfied

When Is Revenue Recognized?
Revenue is recognized when control of each good or service transfers to the customer, which may
occur over time or at a point in time.

Recognizing Revenue for Product A

Since Product A has a stand-alone selling price, and assuming control transfers at delivery, Allen Co.
would recognize revenue for Product A upon transfer of control, which might be at a specific point in
time.

Recognizing Revenue for Other Performance Obligations

For Product B or bundled services:

- If control transfers over time, recognize revenue over the period.
- If at a point in time, recognize upon transfer.



Additional Considerations and Complexities

Variable Consideration
If the contract includes discounts, rebates, or performance bonuses, variable consideration must be
estimated and constrained to avoid over-recognition.

Contract Modifications
Changes to the contract, such as adding or removing goods/services, require re-evaluation of
performance obligations and transaction price allocations.

Practical Tips

- Document assumptions and methodologies used in SSP estimation.
- Regularly review contract terms and transaction prices.

- Maintain clear records of when control transfers.

Real-World Application: A Step-by-Step Example

Scenario Overview

Allen Co. sells a bundled package:

- Product A (stand-alone SSP: $6,000)

- Product B (SSP: $4,000)

- Total contract price: $9,000 (offering a $1,000 discount)

Step 1: Identify Performance Obligations
- Product A (distinct, has SSP)
- Product B (distinct, possibly bundled with Product A)

Step 2: Allocate the Transaction Price

- Using SSPs:

- Product A: ($6,000 / $10,000) $9,000 = $5,400
- Product B: ($4,000 / $10,000) $9,000 = $3,600

Step 3: Recognize Revenue
- If Product A transfers control at delivery, recognize $5,400 when control passes.
- Similarly, recognize $3,600 for Product B upon transfer.

Step 4: Adjust for the Discount

- The discount is proportionally allocated based on SSPs.

- The remaining $1,000 discount is proportionally split, reducing revenue recognized for each product
accordingly.

Final Thoughts: Best Practices for Managing Contracts with Multiple Performance Obligations

- Careful Contract Review: Always identify all promised goods/services.
- Assess Distinctiveness: Use the criteria to determine if products are separate obligations.



- Estimate SSPs Accurately: Rely on observable data whenever possible.

- Consistent Allocation Methods: Apply a logical and consistent approach.

- Timely Revenue Recognition: Recognize revenue only when control transfers.

- Document Everything: Keep detailed records to support accounting judgments.

Conclusion

When Allen Co. writes a contract involving two performance obligations, especially when Product A
has a stand-alone selling price, the process of proper revenue recognition hinges on clear
identification, accurate estimation of SSPs, and diligent allocation of transaction prices. Mastery of
these steps ensures compliance with ASC 606, transparency for stakeholders, and a true reflection of
the company's financial health. As with any complex accounting subject, close attention to detail,
consistent application of principles, and ongoing review are essential for success.
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