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Part A: Four Potential Accounting Issues

Right of Return (90-day return period)
KTSB must evaluate the return provision because Ramesses II has the right to return unsold Model E computers within 90 days. Under ASC 606-10-32-5 and ASC 606-10-55-22 through 55-29, a right of return creates variable consideration because the amount of consideration KTSB will ultimately be entitled to receive depends on the number of computers returned. KTSB must estimate expected returns and recognize revenue only for the amount it expects to be entitled to keep. KTSB should record a refund liability for expected customer refunds and recognize an asset for the right to recover returned products, adjusted for expected recovery costs and decreases in value. Therefore, the right of return affects both the amount and timing of revenue recognized from the sale of the computers (Western Governors University, n.d., p. 1).
Manufacturer Coupon ($100 Rebate)
KTSB's $100 manufacturer coupon creates a potential reduction to the transaction price because KTSB is responsible for reimbursing Ramesses II for coupons redeemed by its customers. Under ASC 606, consideration payable to a customer can include coupons or vouchers and is generally accounted for as a reduction of the transaction price and, therefore, revenue, unless the payment is in exchange for a distinct good or service provided by the customer. Because KTSB will reimburse Ramesses II for coupons redeemed by customers purchasing Model E computers, KTSB must consider the expected coupon redemptions when determining the amount of revenue it expects to recognize. The coupon therefore could reduce the transaction price and the amount of revenue recognized from the computer sales. (ASC 606-10-32-25 through 32-27). (Western Governors University, n.d., p. 1).
Gift Card Commission (3%)
The gift card arrangement requires KTSB to evaluate the 3% commission paid to Ramesses II under ASC 606-10-32-25 through 32-27. KTSB must determine whether the commission represents consideration payable to a customer or payment for a distinct good or service provided by Ramesses II. ASC 606 generally requires consideration payable to a customer to be accounted for as a reduction of the transaction price and, therefore, revenue, unless the payment is in exchange for a distinct good or service. Because the agreement states that KTSB will pay Ramesses II a 3% commission, and the industry-standard commission is 2.5%, KTSB must evaluate whether the commission constitutes payment for a distinct service and whether the amount paid is appropriate for that service. This determination could affect the transaction price and the amount of revenue KTSB recognizes from the arrangement (Western Governors University, n.d., p. 1).
Warranty, Refund, and Exchange Program
The agreement requires Ramesses II to accept warranty claims for the computers during the first year. It gives customers the option of receiving a refund or exchanging the computer for a new Model E. Ramesses II will return the products to KTSB, and KTSB will reimburse Ramesses II for the refund or exchange amount and shipping costs. This creates a warranty and refund/exchange issue that KTSB must evaluate under ASC 606. ASC 606 distinguishes between warranties that assure that a product complies with agreed-upon specifications and warranties that provide a service in addition to that assurance. In addition, an obligation to provide a refund for a defective product should not simply be treated as a warranty if the customer has a right to receive a refund. KTSB therefore must determine the nature of these obligations and whether they affect the amount or timing of revenue recognized. If the obligation is an assurance-type warranty, KTSB would generally account for the warranty obligation separately from revenue recognition. If the arrangement provides a separate service, a portion of the transaction price may need to be allocated to that performance obligation. The refund and exchange provisions could also affect the amount of consideration KTSB expects to retain from the computer sale. (ASC 606-10-55-29 through 55-35). (Western Governors University, n.d., p. 1).
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KTSB Manufacturing and Distribution Company agreed with Ramesses II to sell 300 Model E computers. Ramesses II placed the purchase order on July 16, with shipment scheduled for August 23 under net 90 payment terms. Legal title transfers to Ramesses II upon delivery of the computers. The agreement allows Ramesses II to return any unsold computers within 90 days of purchase, which requires KTSB to estimate expected returns before recognizing revenue.
In addition, KTSB issued a $100 manufacturer's coupon that customers may redeem through either KTSB’s website or Ramesses II stores. Because KTSB reimburses Ramesses II for redeemed coupons, the coupon arrangement reduces the transaction price. Ramesses II also sells KTSB gift cards at its kiosks and receives a 3% commission, which exceeds the industry standard commission rate of 2.5%. Finally, Ramesses II handles customer warranty claims during the first year after sale and provides customers with refund or exchange options for defective Model E computers. KTSB reimburses Ramesses II for refunds, replacement products, and shipping costs. These provisions require evaluation under ASC 606, Revenue from Contracts with Customers.

Issue 1: Right of Return
Impact on Revenue Recognition
Ramesses II has the right to return unsold Model E computers within 90 days of purchase. Because KTSB may not ultimately be entitled to retain consideration for all 300 computers, it cannot recognize revenue for the full sales amount without accounting for expected returns. Under ASC 606, a right of return creates variable consideration because the amount of consideration KTSB will ultimately retain depends on the number of computers returned.
Authoritative Guidance
ASC 606:
Topic 606, Revenue from Contracts with Customers
Subtopic 606-10, Overall
Section 55, Implementation Guidance and Illustrations
ASC 606-10-55-22 through 55-29, Sales with a Right of Return


Analysis
Under ASC 606-10-55-22 through 55-29, when a customer has the right to return a product, an entity recognizes revenue only for the amount of consideration to which it expects to be entitled after accounting for expected returns. The entity also recognizes a refund liability for expected refunds and an asset for its right to recover products expected to be returned. KTSB should use available information to estimate expected returns and update the estimate as additional information becomes available.
Recommendation
KTSB should:
· Estimate the number and value of computers expected to be returned.
· Recognize revenue only for the amount of consideration KTSB expects to be entitled to retain.
· Record a refund liability for expected customer refunds.
· Record an asset for the right to recover products expected to be returned, adjusted for expected recovery costs and changes in the value of the products.
· Update its estimates during the return period.

Issue 2: Manufacturer Coupon
Impact on Revenue Recognition
KTSB provides customers with a $100 manufacturer coupon that may be redeemed through KTSB or Ramesses II. KTSB reimburses Ramesses II for coupons redeemed by its customers. Because KTSB expects to offer a $100 discount to customers who redeem the coupon, the coupon arrangement may reduce the transaction price and the revenue recognized by KTSB.
Authoritative Guidance
ASC 606:
Topic 606, Revenue from Contracts with Customers
Subtopic 606-10, Overall
Section 32, Determine the Transaction Price
ASC 606-10-32-25 through 32-27, Consideration Payable to a Customer
Analysis
ASC 606-10-32-25 states that consideration payable to a customer includes cash amounts paid or expected to be paid to a customer or to other parties that purchase the entity's goods or services from the customer. The guidance also specifically includes coupons and vouchers. Such consideration is generally accounted for as a reduction of the transaction price and revenue unless the payment is in exchange for a distinct good or service transferred by the customer.
In this arrangement, KTSB reimburses Ramesses II for the $100 coupons redeemed by Ramesses II's customers. The reimbursement is related to the sale of KTSB's Model E computers and does not represent payment for a distinct good or service provided by Ramesses II. Therefore, KTSB should account for the expected coupon reimbursements as a reduction of the transaction price and revenue. (Financial Accounting Standards Board [FASB], 2014).
Recommendation
KTSB should:
· Estimate the amount of coupon redemptions expected to occur.
· Reduce the transaction price by the amount of consideration payable related to expected coupon redemptions.
· Recognize a liability for expected coupon reimbursements when appropriate.
· Update the estimate as actual redemption information becomes available.

Issue 3: Gift Card Commission
Impact on Revenue Recognition
Ramesses II sells KTSB gift cards at its kiosks and receives a 3% commission on the value of the gift cards sold. Because Ramesses II is a customer in the computer sales arrangement and receives consideration from KTSB, KTSB must determine whether the 3% commission constitutes payment for a distinct service provided by Ramesses II or whether some or all of the payment should be applied to reduce the transaction price.
Authoritative Guidance
ASC 606:
Topic 606, Revenue from Contracts with Customers
Subtopic 606-10, Overall
Section 32, Determine the Transaction Price
ASC 606-10-32-25 through 32-27, Consideration Payable to a Customer
ASC 606-10-25-18 through 25-22, Distinct Goods or Services
Analysis
ASC 606-10-32-25 requires an entity to account for consideration payable to a customer as a reduction of the transaction price and revenue unless the payment is in exchange for a distinct good or service transferred by the customer. ASC 606-10-32-26 further provides that if the payment is for a distinct good or service, the entity accounts for the purchase of that service in the same manner as other purchases from suppliers. However, if the payment exceeds the fair value of the distinct good or service, the excess is accounted for as a reduction of the transaction price. (FASB, 2014).
Therefore, KTSB should not automatically treat the entire 3% commission as a reduction of revenue or as a normal selling expense. KTSB should determine whether Ramesses II is providing a distinct service by selling KTSB's gift cards and whether the 3% commission represents the fair value of that service. The 2.5% industry-standard commission provides information that may help management evaluate the fair value of the service. Still, management should determine the appropriate fair value based on the facts and circumstances.
Recommendation
KTSB should:
· Determine whether Ramesses II provides a distinct service by selling KTSB gift cards.
· Determine the fair value of the service provided by Ramesses II.
· Account for the portion of the 3% commission that represents the fair value of a distinct service as the cost of that service.
· Account for any amount of the commission that exceeds the fair value of the distinct service as consideration payable to a customer and therefore as a reduction of the transaction price and revenue.
· Document the basis used to determine the fair value of the service and reassess accounting if the facts and circumstances change.

Issue 4: Warranty, Refund, and Exchange Program
Impact on Revenue Recognition
Ramesses II will accept warranty claims for Model E computers during the first year after purchase. Ramesses II will provide customers with the option of a refund or an exchange for a new Model E, and KTSB will reimburse Ramesses II for the refund or exchange amount and shipping costs. This arrangement requires KTSB to determine whether the warranty provides only assurance that the computer complies with agreed-upon specifications or whether it provides an additional service to the customer.
Authoritative Guidance
ASC 606:
Topic 606, Revenue from Contracts with Customers
Subtopic 606-10, Overall
Section 55, Implementation Guidance and Illustrations
ASC 606-10-55-30 through 55-35, Warranties



Analysis
ASC 606-10-55-30 through 55-35 requires an entity to evaluate the nature of a warranty. If a warranty provides only assurance that the product complies with agreed-upon specifications, the warranty is not a separate performance obligation. If the warranty provides a service in addition to that assurance, the entity accounts for the service as a separate performance obligation.
Based on the agreement, Ramesses II handles warranty claims during the first year and provides customers with refunds or exchanges for Model E computers. KTSB reimburses Ramesses II for the related amounts and shipping costs. KTSB should therefore evaluate whether these obligations are limited to correcting defects that existed when control transferred or whether the warranty provides a service beyond that assurance. The fact that Ramesses II provides refunds or exchanges does not by itself establish that the warranty is a separate performance obligation; KTSB must evaluate the specific nature of the warranty coverage.
Recommendation
KTSB should:
· Evaluate the warranty under ASC 606-10-55-30 through 55-35 to determine whether it is an assurance-type warranty or provides an additional service.
· If the warranty is an assurance-type warranty, recognize the related expected warranty costs and liability in accordance with applicable guidance.
· If the warranty provides an additional service, allocate a portion of the transaction price to that performance obligation and recognize the related revenue as the service is provided.
· Account for the expected refunds, exchanges, and related reimbursement obligations based on the nature of the warranty and the applicable ASC 606 requirements.
· Reassess the accounting treatment as additional information about warranty claims and customer returns becomes available.
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