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Introduction
On April 15, 2015, the FASB issued ASU 2015-051 (the “ASU”), which clarifies the circumstances under
which a cloud computing customer would account for the arrangement as a license of internal-use
software under ASC 350-40.2 As explained in the ASU, the Board released this new guidance as part of
its simplification initiative3 and in response to feedback from stakeholders that the absence of explicit
guidance on this topic had “resulted in some diversity in practice as well as unnecessary costs and
complexity for some stakeholders.”

Key Provisions of the ASU
The ASU amends ASC 350-40 to provide customers with guidance on determining whether a cloud
computing arrangement contains a software license that should be accounted for as internal-use
software. The ASU cites “software as a service, platform as a service, infrastructure as a service, and other
similar hosting arrangements” as examples of cloud computing arrangements.

Scope of ASC 350-40
The ASU requires a customer to determine whether a cloud computing arrangement contains a software
license. If the arrangement contains a software license, the customer would account for the fees related
to the software license element in a manner consistent with how the acquisition of other software
licenses is accounted for under ASC 350-40; if the arrangement does not contain a software license, the
customer would account for the arrangement as a service contract. The ASU does not prescribe how to
account for cloud computing arrangements deemed to be service contracts.
An arrangement would contain a software license element if both of the following criteria are met:
• “The customer has the contractual right to take possession of the software at any time during
the hosting period without significant penalty” (emphasis added).
• “It is feasible for the customer to either run the software on its own hardware or contract with
another party unrelated to the vendor to host the software.”
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FASB Accounting Standards Update No. 2015-05, Customer’s Accounting for Fees Paid in a Cloud Computing Arrangement.
For titles of FASB Accounting Standards Codification (ASC) references, see Deloitte’s “Titles of Topics and Subtopics in the FASB Accounting
Standards Codification.”
The ASU states that the FASB’s simplification initiative is intended to “identify, evaluate, and improve areas of [U.S. GAAP] for which cost and
complexity can be reduced while maintaining or improving the usefulness of the information provided to users of the financial statements.”

In a manner consistent with ASC 985-605-55-122, the ASU describes “without significant penalty”
as containing two distinct concepts: (1) the “ability to take delivery of the software without incurring
significant cost” and (2) the “ability to use the software separately without a significant diminution in
utility or value.”
The ASU also uses the term “software license element.” Although this term is not defined, the ASU’s
Basis for Conclusions acknowledges that an arrangement may include a software license as well as a
promise to provide services. In such cases, “the customer should allocate the contract consideration
between the license(s) and the service element(s).”
Editor’s Note: Under the ASU, a customer would perform the same assessment that cloud
computing vendors currently perform to determine whether an arrangement includes the sale of a
software license that is subject to the software revenue recognition requirements of ASC 985-605.
The Board acknowledged that these criteria are already applied and understood in current practice;
accordingly, it intentionally aligned the customer’s assessment of whether the arrangement
contains a software license with that performed by the vendor. The ASU’s Basis for Conclusions
further states that the ASU is not intended to change U.S. GAAP for cloud computing vendors.

Applying ASC 350-40 to Arrangements Within Its Scope
In addition to amending the scope of ASC 350-40, the ASU amends the accounting for arrangements
within the subtopic’s scope. Specifically, the ASU supersedes the requirement in ASC 350-40 to
determine the accounting for a software license by analogy to the lease classification test.4 Under this
requirement, the software license would have been accounted for either as a capitalized asset if similar
to a capital lease or as an executory contract if similar to an operating lease. Although the Board had
originally proposed the superseding amendment in its 2013 revised exposure draft on leases, it decided
to include the change in this ASU because “the accounting for software licenses should not be different
from the accounting for other licenses of intangible assets.” As a result, entities with software licenses
within the scope of ASC 350-40 would account for them in a manner consistent with the accounting for
other licenses of intangible assets.
Editor’s Note: In response to the Board’s initial proposal to clarify customers’ accounting for fees
paid in cloud computing arrangements, many stakeholders requested guidance on accounting for
up-front costs, such as costs related to implementation and set-up activities. The Board ultimately
decided not to expand the scope of the cloud computing project to address such fees, concluding
that the accounting for up-front costs related to service contracts is a much broader issue than
could be addressed within the scope of this project. However, the ASU’s Basis for Conclusions
notes that “to the extent a cloud computing arrangement transfers a software license,
[ASC] 350-40 provides guidance on how to account for costs such as those resulting from training,
data capture, and conversion activities.”
Entities that incur up-front costs in cloud computing arrangements accounted for as service
contracts will need to continue to use judgment in accounting for such payments. For example,
entities might look to Concepts Statement 65 when evaluating whether up-front fees and other
costs related to a cloud computing arrangement give rise to an asset.6

Effective Date and Transition
For public business entities, the ASU is effective for annual periods (and interim periods therein)
beginning after December 15, 2015; for all other entities, the ASU is effective for annual periods
beginning after December 15, 2015, and interim periods in annual periods beginning after
December 15, 2016. Early adoption is permitted. Entities may adopt the guidance (1) retrospectively or
(2) prospectively to arrangements entered into, or materially modified, after the effective date.
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ASC 350-40-25-16 currently states, “Though [ASC] 840-10 excludes licensing agreements from its scope, entities shall analogize to that Subtopic
when determining the asset acquired in a software licensing arrangement.”
FASB Concepts Statement No. 6, Elements of Financial Statements.
Concepts Statement 6 defines assets as “probable future economic benefits obtained or controlled by a particular entity as a result of past
transactions or events.”
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Disclosures
Depending on the method of transition elected, public business entities are required to provide the
disclosures indicated in the table below.
Prospective Transition

Retrospective Transition

Public business entities that elect prospective transition are
required to disclose the following information in the first
interim period and annual period after the effective date:

Public business entities that elect retrospective transition are
required to disclose the following information in the first
annual period after the entity’s adoption date and in the
interim periods within the first annual period:

• “The nature of and reason for the change in accounting
principle.”
• “The transition method.”
• “A qualitative description of the financial statement line
items affected by the change.”

• “The nature of and reason for the change in accounting
principle.”
• “The transition method.”
• “A description of the prior-period information that has
been retrospectively adjusted.”
• “The effect of the change on income from continuing
operations, net income (or other appropriate captions
of changes in the applicable net assets or performance
indicator), any other affected financial statement line
item(s), and any affected per-share amounts for the
current period and any prior periods, retrospectively
adjusted.”
• “The cumulative effect of the change on retained
earnings or other components of equity or net assets in
the statement of financial position as of the beginning of
the earliest period presented.”

All other entities are also required to disclose the information above (as applicable to the transition
method elected), except that interim disclosures in the first annual period after the entity’s adoption date
generally do not apply.
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