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Statements

and Evidence of Fair Value

Basis for Discussion: Two memorandums dated May 27, 2004

Periods of Discussion: 10:30 a.m. to 12:00 p.m. and 1:00 to 2:45 p.m.

Attendance:

Board members present: FASB: Herz, Batavick, Crooch, Schieneman,

Schipper, Seidman, Trott
IASB: Leisenring

Board members absent: None

Staff

in charge of topic: Figgie, Sletten

Other staff at Board table: Bielstein, T. Johnson, Quiring

Outside participants: None

Summary of Decisions Reached:

The Board

considered two issues related to the initial measurement of

performance obligations at fair value. First, the Board discussed the reliability

threshold for fair value estimates affecting profits through revenues. The Board

agreed that

the reliability threshold for those fair value estimates should be the



same as for other estimates affecting profits. The Board also affirmed its
previous decision that revenues can arise as a result of (a) a reporting entity’s
selling activities (“selling revenues”) and (b) the extinguishment of the entity’s

performance obligations to its customers.

Second, the Board considered several examples of direct and indirect measures
of fair value of performance obligations that might be obtained or developed in
practice. Board members discussed whether those measures may be sufficiently
reliable to merit inclusion in financial statements. That discussion was exploratory
in nature. The Board’s tentative decisions, which are described below, form the
foundation for future meetings that will be dedicated to developing standards-

level measurement guidance.
The Board tentatively concluded that:

e Certain Level 3 estimates of fair value might be sufficiently reliable for
purposes of measuring performance obligations whose extinguishment
gives rise to revenues.

e In certain instances, selling revenues arising at contract inception might
be capable of being measured directly by reference to observable prices
that marketplace participants, including the reporting entity, pay for
identical contracts. (That may not be possible if those contracts
incorporate an “other than insignificant” customer relationship component
or contract management obligation.)

Objective of Meeting:

The objective of the meeting was to begin discussing measurement guidance
that is needed in the revenue recognition standard for applying the concepts

developed to date.

Matters Discussed and Decisions Reached:

Ms. Sletten opened the discussion and noted that the meeting would be the first
in a series of discussions on measurement guidance that is needed in the
revenue recognition standard.

Memorandum 1: The Reliability of Estimates in Present-Day Financial
Statements

Ms. Figgie stated that the first memorandum addresses three issues relating to

the reliability of measures:



e What does reliability mean?
e How reliable are estimates in present-day financial statements?

e Should the reliability threshold for fair value estimates affecting profits
through revenues be the same as for other estimates affecting profits?

Ms. Figgie noted that at their joint meeting in October 2003, the FASB and IASB
Boards agreed that the reliability of a fair value estimate should be assessed in
the context of FASB Concepts Statement No. 2, Qualitative Characteristics of
Accounting Information. That Concepts Statement identifies the principal
components of reliability as representational faithfulness and verifiability.

Ms. Figgie noted that current accounting guidance either permits or requires the
use of Level 3 fair value estimates. Similarly, financial statements include other
(non fair value) estimates that would be comparable to Level 3 fair value
estimates in terms of reliability. She provided examples of some of the estimates
used in present-day financial statements. Ms. Figgie noted that the staff
recommends that estimates affecting profits through revenues, gains, losses, and

expenses should be equally reliable.

The Board agreed that the reliability threshold for fair value estimates affecting
profits through revenues should be the same as for other estimates affecting
profits. (Five Board members agreed: EWT, KAS, LFS, GJB, GMC; two Board
members disagreed: RHH, GSS.)

Mr. Trott stated that he agrees with the staff's recommendation and could not
justify a higher reliability threshold for fair value estimates affecting revenues, but
noted that some fair value estimates will not be reliable enough to merit inclusion
in the financial statements. In those cases, an alternative measure will need to
be developed. He also noted that a calculation or allocation measurement may
be representationally faithful if that measure is purporting to represent a

calculation or allocation and not purporting to represent fair value.

Ms. Schipper responded that the relevance criterion dictates that the
measurement attribute should be representationally faithful to the economics of a
transaction. She also noted that the Board previously decided that fair value is

the most relevant measurement attribute in the Revenue Recognition Project.
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Therefore, even if a measure is representationally faithful of the calculated
amount it purports to represent, that measure may be less relevant than a fair

value measure.

Ms. Seidman agreed that the reliability threshold for recognizing revenue should
be the same as for other standards, but she noted that the question of what is

being measured is likely to be an issue.

Mr. Schieneman stated that a higher level of reliability should be required for fair
value estimates affecting revenues. He stated that revenue is very critical to the

financial statements and there should not be subjectivity in its measurement.

Mr. Herz stated that he only would allow Level 1 fair value measures for
estimates affecting revenues. He stated that if Level 1 measures are not
available, he would explore using entity-specific “cost plus profit margin”

measures of performance obligations.

Memorandum 2: Evidence of Fair Value

Before beginning its discussion of the examples in Memorandum 2, the Board
affirmed its previous decision that revenues can arise as a result of (a) a
reporting entity’s selling activities (“selling revenues”) and (b) the extinguishment
of the entity’s performance obligations to its customers. (Four Board members
agreed: RHH, KAS, EWT, GMC; three Board members disagreed: LFS, GJB,
GSS.)

Mr. Trott noted that in a contract with a customer, the customer consideration
amount equals the sum of the entity’s performance obligations, refund
obligations, and obligations to provide “selling access” and “selling convenience.”
He noted that revenue can arise at the inception of a contract because the
reporting entity’s selling effort is completed and delivered at that time. Although
Mr. Trott indicated that he would support recognizing “selling revenues” at the
inception of a contract, he noted that measuring performance obligations could
be challenging. He stated that an alternative could be to measure the remaining
performance obligations at fair value and record the difference between those

obligations and the customer consideration amount as a refund obligation. The



refund obligation would not be recognized as revenue until all of the performance

obligations have been extinguished.

Ms. Seidman expressed her position that selling revenues should not be
recognized at the inception of a contract. She noted her belief that revenue
should not be recognized until the entity has been relieved of its obligation to its
customer (either when the entity is legally released from the obligation or when
the entity performs). She noted that the customer has not released the reporting
entity from any obligation at contract inception. She also noted that a customer
would not pay separately for the selling services performed by the entity. Ms.
Seidman stated that the fair value of a reporting entity’s total obligation at a
contract’s inception is the customer consideration amount. She suggested that
an alternative to recognizing selling revenues could be to allocate the customer
consideration amount to the remaining performance obligations based on their

relative fair values.

Ms. Schipper indicated that the fair value of a reporting entity’s remaining
performance obligations should be measured as the amount of assets the entity
would have to sacrifice to settle those obligations. She stated that the business
model of a going-concern entity is to settle its obligations by delivering a product
or service, not to take and refund cash deposits from customers. She noted that
selling revenues should be recognized because the reporting entity has
performed the selling services and those services have been accepted by the
customer. She noted that measuring performance obligations at fair value
provides financial statement users with measures of an entity’s margin on each
of its performance obligations. Ms. Schipper noted that using a relative fair value
approach in which the selling revenue is allocated to the other obligations would
result in a measurement attribute that is difficult to describe, profit margins that

are not useful, and an approach that is consistent with an earnings process.

Mr. Herz agreed that revenue can arise as a result of a reporting entity’s selling
activities. However, he expressed concern that a revenue recognition model that
records performance obligations at fair value and recognizes selling revenues at
contract inception may capture some elements of a reporting entity’s transaction

with a customer but not other elements (for example, internally generated
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intangible assets). He noted that without reconsidering intangible assets on a
comprehensive basis, the Board may make decisions in the revenue recognition
project that could conflict with decisions in a future comprehensive project on

intangible assets.

Mr. Schieneman stated that he does not support recognizing selling revenues at
contract inception. He noted that he does not consider selling an element in a
transaction with a customer. Mr. Schieneman stated that he favors a model that
allocates the contract consideration amount to an entity’s performance
obligations because the model is easier to use than a model that measures
performance obligations at fair value. Additionally, it provides information on the
overall profit of the contract, which is the most important information to financial
statement users. He stated that recognizing selling revenues is not beneficial for
financial statement users if the margins on the selling activities are not shown in

the financial statements.

Mr. Schieneman also noted that he contacted 20 User Advisory Council
members to discuss recording performance obligations at fair value and
recognizing selling revenues. He noted that he received responses from 11
individuals. He stated that only three of the respondents believe in the merit of
selling revenues and those individuals do so on the basis of conceptual
soundness. He also noted that only one of the respondents believes that

performance obligations should be measured at fair value.

Mr. Batavick stated that no selling revenue should be recognized until the entity
has been released from its obligations to the customer. He questioned whether
recognizing revenue at the inception of a contract produces better financial
information than deferring that revenue. Mr. Batavick also expressed concern
that selling revenue is computed as a residual amount and cannot be verified

separately.

Mr. Leisenring noted that paragraph 75 of Concepts Statement No. 7, Using
Cash Flow Information and Present Value in Accounting Measurements,
provides two objectives of measuring liabilities at fair value: to estimate the value
of the assets required currently to (1) settle the liability with the holder or (2)



transfer the liability to an entity of comparable credit standing. He questioned

why the Revenue Recognition Project is focusing on the second objective.

At that point, Ms. Sletten introduced the second memorandum and stated that
the staff prepared 15 examples of direct and indirect measures of fair value of
performance obligations that might be obtained or developed in practice. She
noted that for each example, the Board should consider whether those measures
are sufficiently reliable to merit inclusion in the financial statements. The 15

examples have been included in the appendix to these Board meeting minutes.
DIRECTLY VERIFIABLE ESTIMATES OF FAIR VALUE

Fair Value Estimates Based on Prices in Actual Exchange Transactions to
Which the Reporting Entity Is a Participant (Examples 1-4)

The Board tentatively concluded that certain estimates of fair value based on
prices in actual exchange transactions to which the reporting entity is a
participant might be sufficiently reliable for purposes of measuring performance
obligations whose extinguishment gives rise to revenues. (All Board members

agreed.)

Mr. Trott noted that all 15 examples are Level 3 estimates of fair value. He also
noted that the Fair Value Measurement Project pre-ballot draft states that a Level
3 fair value estimate should be determined using more than one method.
Accordingly, he stated that he would seek corroborating evidence for all of the
fair value estimates in the examples to ensure that the estimates are in fact
reliable. He stated that corroborating evidence could include the amount the
entity itself would charge in the marketplace to perform the service. He noted
that if two measures of a performance obligation are of equal reliability, the

measure that is the most advantageous to the reporting entity should be used.

Mr. Herz stated that fair value measures of performance obligations are only
sufficiently reliable if the measures represent a transaction that currently is
available to the reporting entity. He noted that some Level 3 measures of
performance obligations (for example, entity-specific activity-based costing
measures) may be more reliable than Level 2 and higher Level 3 measures. Mr.

Herz stated that measures that require significant adjustment should not be used



to measure performance obligations. Ms. Seidman agreed with Mr. Herz (but
reiterated that she would not attribute any residual to a separate element called

“selling effort”).

Messrs. Batavick and Schieneman questioned how many potential suppliers a
reporting entity must look to for price quotes before determining that the measure
of a performance obligation is sufficiently reliable. Mr. Schieneman also stated
that he would measure an entity’s performance obligations based on how the
entity intended to satisfy the obligation. He noted that fair value measures are
only reliable if there is an actual market that the entity can transact in.

Fair Value Estimates Based on Prices in Proposed Transactions
Example 5

The Board tentatively concluded that if a reporting entity has current access to a
volume discount that is available if the entity outsources all of its performance
obligations, the potential outsourcer’s price (including the volume discount) could
be evidence of fair value even if the reporting entity does not outsource all of its
performance obligations. (Five Board members agreed: EWT, KAS, RHH, LFS,
GJB; two Board members disagreed: GMC, GSS.)

Examples 6 and 7

The Board tentatively concluded that the price in a firm offer or bona fide quote
from a potential supplier might be sufficiently reliable for purposes of measuring
performance obligations whose extinguishment gives rise to revenues. (All
Board members agreed.) Board members noted that it may be necessary to

seek corroborating evidence to verify the reliability of the measure.
Example 8

Board members tentatively concluded that a fair value estimate based on a quote
from a potential supplier to which the entity does not have current access is not
sufficiently reliable for purposes of measuring performance obligations whose
extinguishment gives rise to revenues. (Five Board members agreed: GJB,
RHH, LFS, GSS, GMC; Two Board members disagreed: EWT, KAS.)



Several Board members stated that a quote from a potential supplier is not
sufficiently reliable if the reporting entity does not have current access to the

supplier’'s services.

Ms. Schipper noted that Level 3 of the fair value hierarchy deals with hypothetical
exchange transactions to which an entity does not need to have current access.
Mr. Trott stated that if the quote from a potential supplier is reliable and for an

identical service, the most advantageous price should be used.
Example 9

Board members were divided on which estimate in a range of quoted prices
should be used to measure performance obligations. Mr. Trott noted that he
would analogize to the Fair Value Measurement Exposure Draft guidance on bid-
ask spread and use the highest overlapping bid ($650). Messrs. Herz,
Schieneman, and Crooch and Ms. Seidman stated that they would use the
highest price in the ranges given ($660). Ms. Schipper and Mr. Batavick
indicated that they would use a measure of central tendency ($625).

Fair Value Estimates Based on Prices in Transactions of the Reporting
Entity’s Competitor(s) (Example 10)

The Board tentatively concluded that fair value estimates based on prices in
transactions of the reporting entity’s competitors might be sufficiently reliable for
purposes of measuring performance obligations whose extinguishment gives rise
to revenues, given that the transaction price was developed as thoroughly as a
bona fide quote. (Six Board members agreed: EWT, KAS, RHH, GMC, GJB,
GSS; one Board member disagreed: LFS.) Ms. Seidman agreed with the
previous sentence but also would require documentation of the competitor’s

price. Mr. Trott noted that he would seek corroborating support.
ESTIMATES OF FAIR VALUE THAT CANNOT BE VERIFIED DIRECTLY
Fair Value Estimates Based on Valuation Techniques (Examples 11 and 12)

Board members were divided on whether retail price less retail profit margin or
cost plus gross profit margin estimates should be used to measure performance
obligations. Mr. Trott stated that the estimates in Examples 11 and 12 are not

reliable enough measures to merit inclusion in the financial statements because
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the measures rely on only entity-specific inputs. He stated that in these
examples he would move to a fallback method similar to the completed contract
method. He noted that in that situation he would record reliably measurable
performance obligations at fair value and absorb the difference between the
reliably measurable obligations and the customer consideration amount in a
separate measure that would be recognized as revenue after all of the

obligations had been extinguished.

Ms. Schipper noted that although she does not consider the measures in
Examples 11 and 12 to be fair value measures, they could be used as a
surrogate measure of fair value when a fair value estimate is not available. Mr.
Trott and Ms. Schipper both noted that the measures resulting from the valuation
techniques could be used to validate other fair value estimates of performance
obligations.

Mr. Herz noted that he would use a reliable market price for measuring
performance obligations when it is available, but would use these estimation
techniques as a fallback measure when a Level 1 estimate is not available. Mr.
Schieneman stated that he prefers the valuation techniques used in Examples 11
and 12 and believes that they should be the primary method for measuring

performance obligations.

Ms. Seidman agreed with Mr. Schieneman’s observation that Examples 11 and
12 are likely to be common fact patterns in practice. Under the majority position
of the Board (described on page four of these minutes in the first paragraph of
the discussion of Memorandum 2), Ms. Seidman would not consider these

methods reliable enough to recognize revenue related to selling effort.

Fair Value Estimates When Selling Revenues Can Be Measured Directly
(Examples 13-15)

The Board tentatively agreed that in certain instances, selling revenues arising at
contract inception might be capable of being measured directly by reference to
observable prices that marketplace participants, including the reporting entity,
pay for identical contracts. (That may not be possible if those contracts

incorporate an “other than insignificant” customer relationship component.) (Four
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Board members agreed: EWT, GMC, KAS, RHH; three Board members
disagreed: LFS, GJB, GSS.)

Mr. Trott noted that he would use the measures of the selling activity if they were

sufficiently reliable.

Ms. Seidman noted that she does not identify any of the selling activities in the
examples as performance obligations. She stated that she would recognize the
costs as period expenses, but would not recognize any related revenue. Mr.
Batavick stated that no revenue should be recognized since the entity has not
performed. Mr. Schieneman agreed that the revenue, equal to the commission
amount, would be recognized but disagreed that it should be recognized at

contract inception.

Follow-up ltems:

The objective of the meeting was met.

General Announcements:

None.
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APPENDIX

DIRECTLY VERIFIABLE ESTIMATES OF FAIR VALUE

Fair Value Estimates Based on Prices in Actual Exchange Transactions to Which
the Reporting Entity Is a Participant

Example 1
The Entity Outsources All Performance Obligations

Retailer A sells custom-made furniture. On March 1, Customer purchases
a table for delivery in approximately two months. The purchase price of
$1,100 is paid at contract inception. The fee is refundable only if Retailer
A fails to perform under the contract.

Retailer A’s list price for the table is $1,200. Its list price for the delivery
service is $150. The majority of Retailer A’s sales are made at list prices.
Because Customer bought the table on sale, she paid only $1,100 for the
table with “free” delivery.

Retailer A places an order with its regular supplier under a standing
outsourcing agreement. Retailer A’s cost is $600 per table, including
delivery to its warehouse and factory warranty. Retailer A outsources
furniture delivery to customers to an independent contractor under a
standing outsourcing agreement. The contractor charges $80 per table for
delivery.

Retailer A purchases an insurance policy that guarantees performance of
the furniture supplier and the delivery contractor. The insurance company
charges one percent of the sales price ($11) for that performance
guarantee.

In addition, Retailer A has an obligation for managing the activities
associated with contract fulfillment.! Retailer A’s contract fulfillment
activities include procurement (which includes contract negotiations,
supplier relationship management, and processing of supplier invoices)
and order processing, as well as the physical handling and warehousing of
goods. Retailer A estimates the profit margin that marketplace
participants would demand for performing those activities at five percent
of direct costs ($34 [.05($600+$80)]).

! Contract fulfillment refers to all of the activities performed after the customer contract has been obtained.
That is, it refers to the activities after the contract acquisition activities (those associated with selling or
entering into the contract with the customer) are completed.
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Example 2

The Entity Outsources Some of Its Performance Obligations, but Can Outsource All of Its
Obligations

Assume the same facts as in Example 1, except that Retailer A outsources
only 5 percent of its delivery obligations. The contractor stands ready to
assume all of Retailer A’s delivery obligations at the same price ($80).

Example 3

The Entity Outsources Some of Its Performance Obligations, but May Not Be Able to
Outsource the Remainder of Its Obligations

Assume the same facts as in Example 2, except that the delivery contractor
does not have the capacity to perform more than 5 percent of Retailer A’s
deliveries. Retailer A is not aware of any other contractors in the area that
perform deliveries.

Example 4

Assume the same facts as in Example 1, except that Retailer A does not
outsource its delivery obligations. However, Retailer A provides identical
delivery services to its competitors for $80 per table.

Fair Value Estimates Based on Prices in Proposed Transactions
Example 5

The Reporting Entity Could Obtain a Volume Discount if It Outsourced All of Its
Performance Obligations

Assume the same facts as in Example 2, except that the contractor’s price
depends on the volume of deliveries. If Retailer A outsources only five
percent of its volume, the price is $90 per delivery. If it outsources 100
percent of its volume, the price is $80 per delivery.

Retailer A outsources five percent of its delivery volume because it does
not have the capacity to perform all deliveries. At the same time, Retailer
A does not outsource all deliveries because it can realize a higher overall
profit margin using its internal workforce to perform 95 percent of
deliveries.

Example 6
The Reporting Entity Obtains a Firm Offer to Sell from a Potential Supplier

Assume the same facts as in Example 1, except that Retailer A does not
outsource the delivery of products to customers. However, Retailer A
obtains a standing firm offer from a reliable third-party service provider
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that is willing to perform delivery activities for $80 per table, regardless of
the volume.

Example 7

The Reporting Entity Obtains a Bona Fide Quote from a Potential Supplier and Has
Current Access to the Supplier’s Services

Assume the same facts as in Example 6, except that Retailer A obtains a
bona fide quote (rather than a firm offer) from a reliable delivery service
provider. Based on all available evidence, Retailer A does not have a
reason to believe that the quoted price ($80 per table) may not be
representative of current prices for similar delivery obligations. Retailer A
can sign a contract and start using the offeror’s services on a short notice
and, thus, has current access to those services.

Example 8

The Reporting Entity Obtains a Bona Fide Quote from a Potential Supplier, but Does Not
Have Current Access to the Supplier’s Services

Assume the same facts as in Example 1, except that Retailer A plans to
replace its current contract manufacturer by a lower cost supplier. Retailer
A has obtained a bona fide quote from a reputable contract manufacturer
that will charge $500 per table instead of $600 that the current contractor
is charging. Retailer A anticipates completing its negotiations and signing
a contract with the new contractor within two months. While the
negotiated price is not firm from the legal standpoint, the counterparties do
not expect the price to change. Retailer A anticipates that all production
will be transferred to the new contract manufacturer within one month of
signing the contract.

(This example assumes that the performance obligations being measured
are identical and both prices are “all-in” prices of those obligations. In
addition, it is assumed that the current outsourcing contract is not an
onerous supply contract. The new contract manufacturer is able to offer
better prices because of its economies of scale and the geographic location
of its plant.)

Example 9

Assume the same facts as in Example 1, except that Retailer A does not
outsource manufacturing activities. In order to measure its performance
obligations at fair value, Retailer A obtains quotes from two reputable
contract manufacturers. Based on industry statistics and entity-specific
data, management believes that the quoted prices provide a reasonable
approximation of current exchange prices for its performance obligations.

Manufacturer X’s proposed price is in the range of $600 to $650.
Manufacturer Y’s proposed price is in the range of $590 to $660. A more

14



precise price may be determined only if Retailer A decides to negotiate a
contract in good faith. Retailer A does not have current access to the
offerors’ services. (That is because the potential suppliers would need time
to retool their manufacturing facilities even if Retailer A chose to
outsource its manufacturing activities.)

Fair Value Estimates Based on Prices in Transactions of the Reporting Entity’s
Competitor(s)

Example 10

Assume the same facts as in Example 1, except that Retailer A does not
outsource it manufacturing activities. However, Retailer B, Retailer A’s
competitor, outsources identical performance obligations to an
independent contract manufacturer. Retailer A has been able to ascertain
that Retailer B outsources its performance obligations for $600 per table.
Retailer A’s management believes that it could negotiate identical prices if
it chose to outsource its performance obligations.

ESTIMATES OF FAIR VALUE THAT CANNOT BE VERIFIED DIRECTLY
Fair Value Estimates Based on Valuation Techniques

Example 11
Retail Price Less Retail Profit Margin

Assume the same facts as in Example 1, except that Retailer A
manufactures, sells, and delivers furniture using its internal workforce.
Retailer A does not have outsourcing agreements or quotes from third-
party suppliers.

Retailer A estimates that its retail profit margin on both the manufacture of
the table and the delivery service is 35 percent.? (That margin estimate is
based on internal margin goals that are believed to be consistent with
market profit margins.) Thus, the fair value of Retailer A’s performance
obligations might be estimated based on the retail list prices of the table
($1,200) and of the delivery service ($150), as adjusted for the retail profit
margin and for the fair value of the performance guarantee ($889 [.65
($1,200 + $150) + $11]).

2 A retail profit margin is the margin that is realized by a reporting entity as a result of its selling activities.
In this example, a uniform profit margin is assumed for simplicity. The objective of adjusting the business-
to-consumer (retail) price by a reasonable retail profit margin is to estimate the business-to-business price
(the legal layoff amount).
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Example 12
Cost Plus Gross Profit Markup®

Assume the same facts as in Example 11, except that Retailer A measures
its performance obligations based on a cost build-up model. Management
estimates that direct and indirect costs of manufacturing are $600. Direct
and indirect costs of delivery are $65. The gross profit markup for
manufacturing is estimated at 40 percent. The gross profit markup for
delivery is estimated at 35 percent. (The gross profit markup estimate is
based on internal margin goals that are believed to be consistent with
market profit margins.) Thus, the fair value of the obligation for the
manufacture of the table is estimated at $840 [600 x 140%]. The fair value
of the obligation for the delivery of the table is estimated at $88 [$65 x
135%]. The fair value of the performance guarantee would increase those
amounts by a total of $11 to $939 [$840 + $88 + $11].

Fair Value Estimates When Selling Revenues Can Be Measured Directly
Example 13*

Internet Portal A pays a 15 percent agency commission for each
advertising contract that is sold by advertising agencies. Advertising
agencies customarily “own” the customer relationship with the client.
Internet Portal A has no direct contact with the client at any time during
the advertising period. For that reason, Internet Portal A believes that there
is no value for its customer relationships relating to individual advertising
contracts.

On January 1, Internet Portal A signs a $100,000 advertising contract and
collects that amount. The advertising agency’s commission on the contract
is $15,000. Internet Portal A would recognize selling revenues and selling
expenses of equal amount, with zero effect on profit.

Example 14

Lessor A pays a five percent broker’s commission to lease office space.
While a customer relationship is being created, Lessor A believes that the
broker’s commission relates primarily to the initial contract signed by the
lessee. On January 1, Lessor A signs a $1 million prepaid rental agreement
with Lessee. The broker’s commission on the contract is $50,000. Lessor
A would recognize selling revenues and selling expenses of equal amount,
with zero effect on profit.

® The objective of adjusting the costs of performance by a reasonable gross profit markup is to estimate the
business-to-business price (the legal layoff amount).

* Examples 13 through 15 assume that the reporting entity is primarily liable for performance and
recognizes revenues “gross” for its own performance and for the selling activities of its agents/brokers.
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Example 15

Airline X pays a five percent agency commission per ticket sold by a
travel agent. While a customer relationship might be created, Airline X
believes that the agency commission relates primarily to the specific ticket
bought by the customer. That is because the customer relationship would
be linked primarily to the airline’s frequent flier program rather than its
individual ticket sales. On January 1, an agent sells a $1,000 ticket to a
passenger who does not participate in the frequent flier program. The
agent’s commission is $50. Airline X would recognize selling revenues
and selling expenses of equal amount, with zero effect on profit.
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Conservatism in financial reporting should no longer connote
deliberate, consistent understatement of net assets and profits. The Board
emphasizes that point because conservatism has long been identified with
the idea that deliberate understatement is a virtue. That notion became
deeply ingrained and is still in evidence despite efforts over the past 40
years to change it... [paragraph 93]

Furthermore, Concepts Statement 2 states, “...conservatism tends to conflict with
significant qualitative characteristics, such as representational faithfulness, neutrality, and

comparability (including consistency).”

In other words, conservatism or prudence in financial reporting is desirable to ensure that
proper consideration is given to the risks and the uncertainties inherent in business
situations. However, the convention that entities should “anticipate no profits, but
anticipate all losses” is not consistent with the qualitative characteristics of financial

information.

In addition, conservatism or prudence often leads to unintended consequences. That is
because conservatism or prudence in making estimates in one period can have the
opposite effect on one or more subsequent periods. That might occur, for example, if an
excessive estimate that is made in one period is subsequently reversed in part or in full in

another period.

Current accounting guidance already uses uncertain fair value and other (non — fair value)
estimates that cannot be verified directly, but affect revenues (for example, sales
incentives, returns, estimated revenues and costs to complete a construction-type
contract, credit losses, certain guarantees, and so on). Although some have urged that the
reliability threshold for estimates affecting revenue recognition be higher than the
threshold for other estimates, it is not clear whether that requirement would improve
financial reporting if the default is to use a measure that may reduce the reliability of the

resulting information.

Holding assets and liabilities originated by means of revenue-generating activities to a
higher reliability threshold than identical or similar assets and liabilities originated by
other means has the consequence of basing their recognition and measurement on
considerations other than their nature and magnitude. That can adversely affect not only

the reliability of the resulting financial statement information, but also its comparability.



Staff Recommendation

The staff believes that estimates affecting profits through revenues, gains, losses, and
expenses should be equally reliable (representationally faithful and verifiable). If fair
value estimates are rejected due to reliability concerns, another measurement attribute
would have to be selected or developed. That attribute most likely would be an allocated
amount that lacks the same degree of representational faithfulness.

Question for the Board

Should the reliability threshold for fair value estimates affecting revenues be the same as
for other estimates affecting profits? If not, how would a higher threshold improve
financial reporting if the failure to attain that higher threshold resulted in the default to an

estimate that is less representationally faithful (and perhaps not verifiable)?
EVIDENCE OF FAIR VALUE

At today’s meeting, the Board also will consider 15 examples for measuring performance
obligations at fair value that are included in the appendix to this handout. Those examples
discuss direct and indirect measures of performance obligations that are based on prices

in four categories of transactions:

= Category 1—Actual transactions to which the reporting entity is a participant
e Category 2—Actual transactions to which the reporting entity is not a participant
e Category 3—Proposed transactions between economic entities

e Category 4—Hypothetical transactions between economic entities.

In discussing specific examples of evidence of fair value, Board members will be asked
to decide whether fair value estimates described in those examples should be used to
measure performance obligations. If Board members decide that such estimates should

not be used, they will be asked to:

1. Explain why such fair value estimates should not be used.

2. Offer alternative measures that should be used instead and explain why they are
more relevant and reliable than the fair value estimates.

Based on the Board’s decisions, the staff will begin developing a tentative set of
standards-level guidelines for applying the requirement to measure performance

obligations at fair value.



APPENDIX

DIRECTLY VERIFIABLE ESTIMATES OF FAIR VALUE

Fair Value Estimates Based on Prices in Actual Exchange Transactions to Which
the Reporting Entity Is a Participant

Example 1
The Entity Outsources All Performance Obligations

Retailer A sells custom-made furniture. On March 1, Customer purchases
a table for delivery in approximately two months. The purchase price of
$1,100 is paid at contract inception. The fee is refundable only if Retailer
A fails to perform under the contract.

Retailer A’s list price for the table is $1,200. Its list price for the delivery
service is $150. The majority of Retailer A’s sales are made at list prices.
Because Customer bought the table on sale, she paid only $1,100 for the
table with “free” delivery.

Retailer A places an order with its regular supplier under a standing
outsourcing agreement. Retailer A’s cost is $600 per table, including
delivery to its warehouse and factory warranty. Retailer A outsources
furniture delivery to customers to an independent contractor under a
standing outsourcing agreement. The contractor charges $80 per table for
delivery.

Retailer A purchases an insurance policy that guarantees performance of
the furniture supplier and the delivery contractor. The insurance company
charges one percent of the sales price ($11) for that performance
guarantee.

In addition, Retailer A has an obligation for managing the activities
associated with contract fulfillment.® Retailer A’s contract fulfillment
activities include procurement (which includes contract negotiations,
supplier relationship management, and processing of supplier invoices)
and order processing, as well as the physical handling and warehousing of
goods. Retailer A estimates the profit margin that marketplace
participants would demand for performing those activities at five percent
of direct costs ($34 [.05($600+$80)]).

% Contract fulfillment refers to all of the activities performed after the customer contract has been obtained.
That is, it refers to the activities after the contract acquisition activities (those associated with selling or
entering into the contract with the customer) are completed.
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