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ASC 606 and Its Impact  
on the Franchise Industry

David A. Lee, Daniel W. Sage & Kathryn B. Shipe*

I. Introduction

Revenue is a key component of all businesses, including franchisors, and it 
is important that counsel to franchisors have an understanding of the poten-
tial effects that accounting changes relating to revenue recognition can have 
on a franchisor. An important change in the rules related to revenue recog-
nition became effective in 2019 and 2020 due to the adoption of Accounting 
Standards Codification, “Revenue from Contracts with Customers” (Topic 
606)1 (ASC 606) by the Financial Accounting Standards Board2 (FASB) on 
May 28, 2014.3

1. Fin. Acct. Standards Bd., Accounting Standards Update, Revenue from Contracts 
with Customers (Topic 606), No. 2014-09 (2014) [hereinafter ASC 606]. 

2. The FASB is a non-profit organization that determines generally accepted account-
ing principles (GAAP), which are principles followed in financial accounting and reporting 
for public, non-public, and non-profit entities. GAAP comprises a set of accounting stan-
dards and guidance that companies follow when preparing their financial statements and is 
intended to ensure a minimum level of consistency in the preparation of financial statements. 
Fin. Acct. Found., About GAAP, https://www.accountingfoundation.org/jsp/Foundation/Page 
/FAFBridgePage&cid=1176164538898&pf=true (last visited Aug. 12, 2020); Fin. Acct. Found., 
About Us, https://www.accountingfoundation.org/jsp/Foundation/Page/FAFLandingPage&cid 
=1175805317591 (last visited Aug. 12, 2020). 

3. ASC 606 went into effect for public companies for annual reporting periods beginning 
after December 15, 2017 (calendar year 2018) and nonpublic companies and organizations 
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For many businesses, the impact of ASC 606 has been minimal; however, 
for the franchising industry, the impact of the new rules is sweeping. Before 
ASC 606, franchisors were generally allowed to recognize initial franchise 
fees as revenue when a franchise opened for business under ASC 952-605.4 
In contrast, ASC 606 results in the allocation of the initial franchise fee on a 
straight-line basis over the term of the franchise agreement unless the fran-
chisor demonstrates that certain pre-opening services comprise a “distinct” 
deliverable.5 For most franchisors, the new standard causes some portion of 
the initial franchise fee to appear as a contract liability (deferred revenue) on 
the balance sheet, as opposed to revenue on the income statement. 

ASC 606 has largely been met with confusion and concern by the fran-
chise industry. In particular, the franchise industry has raised concerns about 
the varying interpretations of timing of revenue recognition under ASC 
606 for initial franchise fees, and the costs of implementing ASC 606.6 In 
addition, although the underlying cash flows and operations of a business 
are unchanged, ASC 606 could negatively impact financials and may have a 
considerable effect on key valuation inputs, such as earnings before interest, 
taxes, depreciation, and amortization (EBITDA). The deferred recognition 
of initial franchise fee revenue could ultimately hinder growth in the fran-
chise segment and potentially result in business closures and job losses.7 

On April 8, 2020, in response to these concerns and citing the coronavirus 
pandemic, the Financial Accounting Standards Board (FASB) announced the 
delayed implementation of ASC 606 for franchisors that are not public enti-
ties.8 On July 22, 2020, the FASB stated that it intends to add a project to its 
technical agenda to provide franchisors with a practical expedient for the rec-
ognition of initial franchise fees that is designed to reduce the implementation 
costs related to applying ASC 606 to initial franchise fees, and it will accept 
public comment on an alternative standard for private sector franchisors.9 

(including nonprofits), for annual reporting periods beginning after December 15, 2018 (cal-
endar year 2019). Fin. Acct. Standards Bd., Acct. Standards Update, Revenue from Con-
tracts with Customers (Topic 606), No. 2015-14 (2015); see also ASC 606, supra note 1, at 
9−10. 

4. Acct. Standards Codification, Franchisors Revenue Recognition, ASC 952-605 
(superseded 2014) [hereinafter ASC 952-605]. 

5. ASC 606, supra note 1, ¶ 606-10-25-19.
6. See Letter from Int’l Franchise Ass’n FASB Task Force, to Susan M. Cosper, Tech. Dir., 

Fin. Acct. Standards Bd. (Oct. 22, 2018), www.franchise.org/sites/default/fi les/2020-02/IFA 
_letter_to_Sue_Cosper_re_ASC_606_-_10-22-18.pdf. 

7. See Letter from Nydia M. Velazquez, Chairwoman U.S. House of Representatives Com-
mittee on Small Business, to William D. Duhnke III, Chairman Public Company Accounting 
Oversight Board (Feb. 11, 2020), https://www.franchise.org/letter-to-chairman-duhnke-iii-re 
-requesting-information-re-enforcement-of-accounting-standards.

8. See Ken Tysiac, FASB Effective Date Delay Proposals to Include Private Company Lease 
Accounting, J. Acct. (July 9, 2020), https://www.journalofaccountancy.com/news/2020/apr/fasb 
-proposes-effective-date-delays-revenue-recognition-lease-accounting-for-certain-entities 
-coronavirus-pandemic.html.

9. Fin. Acct. Standards Bd., Tentative Board Decisions: Wednesday July 22, 2020 FASB 
Board Meeting, https://www.fasb.org/cs/ContentServer?c=FASBContent_C&cid=1176174930217 
&d=&pagename=FASB%2FFASBContent_C%2FActionAlertPage (last visited Aug. 12, 2020). 
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Part II of this article provides a detailed explanation of revenue recogni-
tion rules for three major types of revenue streams for franchisors, includ-
ing initial franchise fees, royalties, and advertising fund contributions, both 
before and after the implementation of ASC 606. Specific examples illus-
trating the impact of ASC 606 on a franchisor’s balance sheet, income state-
ment, and cash flows statement and common valuations are provided in Part 
III. In addition, Part IV provides an overview of the impact of ASC 606 on 
the franchising industry, including a discussion of the benefits and disadvan-
tages associated with ASC 606 according to CPAs, CFOs and other franchi-
sor executives. Finally, Part V discusses additional changes to the revenue 
guidance for franchisors that are likely on the horizon. 

II. Revenue Recognition Rules for Franchisors 
Before and After the Adoption of ASC 606

A. Before ASC 606
1. General Revenue Recognition Rules Under ASC 605

The FASB’s former rules associated with revenue recognition are included 
within Revenue Recognition (Topic 605) (ASC 605).10 ASC 605 provided 
that, to recognize revenue, revenue must be both “realized” (or “realizable”) 
and “earned.”

(a) Realized/Realizable Revenue. Revenue is “realized” when products 
(goods or services), merchandise, or other assets are exchanged for cash (or 
a claim to cash). Revenue is “realizable” when related assets received or held 
are readily convertible to known amounts of cash (or a claim to cash).11 

(b) Earned Revenue. Revenue is “earned” when the entity has substantially 
accomplished what it must do (i.e., the entity’s “revenue-generating activi-
ties”) to be entitled to the benefits represented by the revenues. An entity’s 
“revenue-earning activities” include delivering or producing goods, render-
ing services, or other activities that constitute its ongoing major or central 
operations.12

2. Franchisor-Specific Guidance Under ASC 952-605 
In addition to ASC 605, the FASB provided industry-specific guidance 

for certain types of franchisor-specific revenue under ASC 952-605. Among 
other areas, ASC 952-605 specifically addressed revenue recognition associ-
ated with initial franchise fees, royalties, and advertising fees.13 

(a) Initial franchise fees. ASC 952-605-25 permitted the recognition of ini-
tial franchise fees when all material services or conditions relating to the 

10. Fin. Acct. Standards Bd., Fin. Acct. Standards Update, Revenue Recognition 
(Topic 605), No. 2009-13 (2009) [hereinafter ASC 605]. 

11. Fin. Acct. Standards Bd. Recognition and Measurement in Fin. Statements of Bus. 
Enters., Statement of Financial Accounting Concepts No. 5, ¶ 83(a) (1984). 

12. Id. ¶ 83(b).
13. ASC 952-605, supra note 4.
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sale were “substantially performed.”14 Substantial performance by a franchi-
sor was deemed to have occurred when the franchisor had no remaining 
obligation or intent—by agreement, trade practice, or law—to refund any 
cash received or forgive any unpaid notes or receivables, and substantially all 
of the initial services of the franchisor required by the franchise agreement 
had been performed. ASC 952-605-25-2 added that the commencement of 
operations by the franchisee was presumed to be the earliest point at which 
substantial performance has occurred, unless it was demonstrated that sub-
stantial performance of all obligations, including services rendered volun-
tarily, had occurred before that time.15 

In short, once a franchisee “opened its doors” or otherwise began oper-
ations, the franchisor had met substantial performance requirements and 
could, therefore, recognize initial franchise fees as revenue.16 The guidance 
under 952-605 provided a simple and clear method to determine revenue 
recognition related to initial franchise fees.

(b) Continuing franchise fees. The Accounting Standards Codification 
defines “continuing franchise fees” as “[c]onsideration for the continuing 
rights granted by the franchise agreement and for general or specific services 
during its life.”17 The FASB provided that continuing franchise fees must be 
reported as revenue as the fees were earned and became receivable from the 
franchisee under ASC 952-605-25-12.18 It is generally accepted that royalties 
and advertising fees meet the definition of “continuing franchise fees.” 

Under this guidance, some franchisors recognized these royalties on a 
“lag basis.” This option means they recognized royalties as revenue in the 
period subsequent to when the sales occur at the franchisee level. The rea-
son for this delay is due to the lack of available information at the end of the 
reporting period. Other franchisors recognize the revenue associated with 
the royalties in the month in which the sales occur at the franchisee level.

ASC 952-605-25-13 provided an important caveat for fees required to be 
segregated and used for a specified purpose that often applied to determine 
revenue recognition for advertising fund contributions. The recognition of 
advertising fund contributions largely turned on whether the franchisor was 
merely arranging the activities to occur (i.e., the franchisor was acting as 
an “agent” with respect to the fund) or was itself conducting the activities 
(i.e., the franchisor was acting as a “principal” with respect to the fund). 
Under this guidance, if the franchisor was acting as an agent, advertising 

14. Id. ¶ 952-605-25-1.
15. If the franchise agreement did not require the franchisor to perform initial services, but a 

practice of voluntarily rendering initial services existed or was likely to exist because of business 
or regulatory circumstances, substantial performance could not be assumed until either the ini-
tial services had been substantially performed or reasonable assurance existed that the services 
will not be performed. Further, no material conditions or obligations related to the determina-
tion of substantial performance could exist. Id. ¶ 952-605-25-3. 

16. Id.
17. Id. § 952-605-20 (glossary). 
18. Id. ¶ 952-605-25-12.
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fund contributions were recorded as a liability against which the specified 
costs were charged. If there was a surplus of fees collected for purposes of 
an advertising fund, then the franchisor was required to carry that surplus 
as a liability on its balance sheet. In addition, if expenditures from the fund 
were in excess of advertising fund contributions collected, this amount was 
reflected as advertising expense in the income statement of the franchisor. If, 
however, the franchisor was acting as a principal and itself conducting the 
advertising activities, revenues were recognized once the funds were earned 
and receivable, similar to royalties.19

B. Revenue Recognition After ASC 606
1. General

ASC 606 broadly impacts all businesses that enter into contracts with 
customers to transfer goods or services and replaces hundreds of industry- 
specific revenue recognition rules with a single comprehensive “principle- 
based” framework.20 ASC 606 was the result of a joint project of the FASB 
and the International Accounting Standards Board to clarify principles of 
revenue recognition and develop a common revenue standard, and it arose 
from a concern that the industry-specific U.S. rules resulted in varying rec-
ognition for economically similar transactions making comparisons across 
industries (and internationally) difficult.21 The goal in developing new reve-
nue recognition rules was to establish a principle-based revenue-recognition 
model that would apply across different industries that would improve con-
sistency in financial reporting.22 

The FASB stated that the new guidance:
•	 Removes inconsistencies and weaknesses in existing revenue 

requirements.
•	 Provides a more robust framework for addressing revenue issues.
•	 Improves comparability of revenue recognition practices across entities, 

industries, jurisdictions, and capital markets.
•	 Provides more useful information to users of financial statements 

through improved disclosure requirements.
•	 Simplifies the preparation of financial statements by reducing the num-

ber of requirements to which an organization must refer.23

19. Id. ¶ 952-605-25-13. 
20. ASC 606, supra note 1, at 1. 
21. Id.
22. Id. The FASB noted the problems associated with inconsistencies between U.S. revenue- 

recognition standards and the International Financial Reporting Standards. The FASB stated 
that “U.S. GAAP comprised broad revenue recognition concepts together with numerous reve-
nue requirements for particular industries or transactions, which sometimes resulted in different 
accounting for economically similar transactions. In contrast, IFRS provided limited guidance 
and, consequently . . . could be difficult to apply to complex transactions.” Id.

23. Id.
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ASC 606-10-65-1d provides transition requirements that allow either 
full retrospective application of all periods presented in the financial state-
ments or a modified retrospective application where, on the date of imple-
mentation, a cumulative effect of implementation is reflected in the financial 
statements.24

The underlying premise of ASC 606 is to “recognize revenue to depict 
the transfer of promised goods or services to customers in an amount that 
reflects the consideration to which the entity expects to be entitled in 
exchange for those goods or services.”25 ASC 606-10-05-4 provides a five-
step process for applying this principle to revenue received under customer 
contracts:

Step 1: Identify the contract(s) with a customer

A contract is an agreement between two or more parties that creates enforceable 
rights and obligations. The guidance in [ASC 606] applies to each contract that 
has been agreed upon with a customer and meets specified criteria. In some cases, 
[ASC 606] requires an entity to combine contracts and account for them as one 
contract. [ASC 606] also provides requirements for the accounting for contract 
modifications. 

Step 2: Identify the performance obligations in the contract

A contract includes promises to transfer goods or services to a customer. If those 
goods or services are distinct, the promises are performance obligations and are 
accounted for separately. A good or service is distinct if the customer can benefit 
from the good or service on its own or together with other resources that are 
readily available to the customer and if the entity’s promise to transfer the good 
or service to the customer is separately identifiable from other promises in the 
contract. 

Step 3: Determine the transaction price

The transaction price is the amount of consideration in a contract to which an 
entity expects to be entitled in exchange for transferring promised goods or ser-
vices to a customer. The transaction price can be a fixed amount of customer 
consideration, but it may sometimes include variable consideration or consid-
eration in a form other than cash. The transaction price also is adjusted for the 
effects of the time value of money if the contract includes a significant financing 
component and for any consideration payable to the customer. If the consid-
eration is variable, an entity estimates the amount of consideration to which it 
will be entitled in exchange for the promised goods or services. The estimated 
amount of variable consideration will be included in the transaction price only to 
the extent that it is probable that a significant reversal in the amount of cumula-
tive revenue recognized will not occur when the uncertainty associated with the 
variable consideration is subsequently resolved. 

24. Id. ¶ 606-10-65-1d.
25. Id. at 2.
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Step 4: Allocate the transaction price to the performance obligations in the 
contract

An entity typically allocates the transaction price to each performance obligation 
on the basis of the relative stand-alone selling prices of each distinct good or 
service promised in the contract. If a stand-alone selling price is not observable, 
an entity estimates it. Sometimes, the transaction price includes a discount or a 
variable amount of consideration that relates entirely to a part of the contract. 
The requirements specify when an entity allocates the discount or variable con-
sideration to one or more, but not all, performance obligations (or distinct goods 
or services) in the contract. 

Step 5: Recognize revenue when (or as) the entity satisfies a performance 
obligation

An entity recognizes revenue when (or as) it satisfies a performance obligation 
by transferring a promised good or service to a customer (which is when the 
customer obtains control of that good or service). The amount of revenue rec-
ognized is the amount allocated to the satisfied performance obligation. A per-
formance obligation may be satisfied at a specific point in time (typically for 
promises to transfer goods to a customer) or over time (typically for promises to 
transfer services to a customer). For performance obligations satisfied over time, 
an entity recognizes revenue over time by selecting an appropriate method for 
measuring the entity’s progress toward complete satisfaction of that performance 
obligation.26 

2. ASC 606’s Application to Franchisor Revenue
First, and foremost, ASC 606 requires that a franchisor identify its major 

revenue streams. These revenue streams are identified based on review of the 
franchise agreement, which is the contract governing business between the 
franchisor and franchisee. Although this list is not all-inclusive and revenue 
streams will vary among franchisors, the most common significant revenue 
streams for franchisors are initial franchise fees, royalties, and advertising 
fees. The application of ASC 606 for each of these franchisor-specific reve-
nue streams is described below. 

(a)  Initial franchise fee revenue. For revenues associated  
with initial franchise fees:

Step 1—Identifying the Contract: The contract utilized in assessing the 
revenue recognition process will be the franchise agreement. The franchise 
agreement provides the background information about the responsibilities 
of the franchisor and franchisee that is necessary to move forward with Steps 
2 through 5.

Step 2—Identifying the performance obligations in the contract: Step 2 
requires significant analysis, and it is best practice to conduct interviews with 
executives involved with management and other department heads within 

26. Id. ¶ 606-10-05-4.
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the franchisor to properly identify the goods and services that are delivered 
to the franchisee under the franchise agreement. Generally speaking, how-
ever, the performance obligation in a franchise agreement is primarily the 
franchise right that transfers over time, and, therefore, revenue from the ini-
tial franchise fee must be recognized over the life of the contract. But if any 
of the initial services that it provides to the franchisee are sufficiently “dis-
tinct” from the franchise right, they may be deemed separate performance 
obligations under ASC 606. If so, then a franchisor may be able to recognize 
a portion of the initial fee attributable to those services when those services 
are performed for or, in the case of goods, when those goods are provided to 
the franchisee. 

Under ASC 606-10-25-19, a good or service that is promised to a cus-
tomer is “distinct” if both of the following criteria are met: 

(1) The customer can benefit from the good or service either on its own or 
together with other resources that are readily available to the customer (that is, 
the good or service is capable of being distinct); and

(2) The entity’s promise to transfer the good or service to the customer is sepa-
rately identifiable from other promises in the contract (i.e., the promise to trans-
fer the good or service is distinct within the context of the contract).27

As noted above, typically the primary obligation under a franchise agree-
ment is the grant of the license to use the franchisor’s intellectual property. 
Other common performance obligations include training, market research 
and site selection, and the sale of equipment. Each of these performance 
obligations are analyzed below.

• Training. A franchisor must determine whether specific portions of 
the training are distinct from the franchise right, and from which the 
franchisee can benefit from in a general business context. Franchisors 
typically provide business training on operational and administra-
tive matters, in addition to training on proprietary and brand-specific 
aspects of the system. Generalized training on topics such as account-
ing, recordkeeping, banking, payroll, and purchasing procedures may 
be performance obligations that can be considered separate from the 
franchise. Training on brand standards and franchisor-specific oper-
ating processes are unlikely to be considered a distinct performance 
obligation. Training on customized computer technology and food- 
preparation methods, for example, are probably not distinct, and, there-
fore, the value of the training (under Step 3) would be combined with 
the value of the intellectual property license granted to the franchisee 
for the purpose of recognizing revenue under ASC 606.

• Market Research and Site Selection. Site selection services might include 
market analysis and the review and assistance in the negotiation of a 
lease. These services are valuable services to many business owners, and 

27. Id. ¶ 606-10-25-19.
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a franchisor may conclude that these services are not specific to the 
brand. If so, under ASC 606, the transaction price (under Step 3) can be 
recognized when the site selection services are completed.

• Equipment. The franchisor’s promise to provide start-up equipment is 
a performance obligation that is identifiable from other promises in 
the contract. If the equipment is able to be used in other businesses, 
a franchisor may reasonably conclude that the equipment is another 
performance obligation that is distinct from the franchise right. If 
the nature of the equipment is specific to the franchisor (e.g., sig-
nage, menu boards, or other branded or proprietary items) such that 
the franchisee cannot benefit from the equipment on its own, then the 
equipment value would be combined with the value of the intellectual 
property license granted to the franchisee for the purpose of recogniz-
ing revenue. 

Step 3—Determining the transaction price: Transaction price will vary 
based on the pricing structure of the franchise. In many cases, it is a flat fee; 
in others, it will vary based on territory in which the franchisee will ser-
vice its customers. Transaction price will be specifically identified within the 
franchise agreement.

Step 4—Allocate the transaction price: Management is responsible for 
assigning values associated with the performance obligations of the franchi-
sor based on the relative fair values of those performance obligations. In 
many cases, this assignment involves a complicated analysis depending upon 
the sophistication of the franchisor and market data that is available to the 
franchisor. Determining some values will be more straight-forward than 
others. To determine values for the performance obligations noted above, a 
franchisor might take the following steps: 

• Training—If the franchisor charges a standard rate for subsequent train-
ing of franchisees within their franchise agreement, it will use that same 
rate to determine the value of the training provided. If there is no pre-
determined value, then the franchisor may need to do market research 
to assess the value associated with the training. Some franchisors look 
at the costs charged by local colleges for educating students to deter-
mine an average hourly value for training costs. Others may look at the 
cost of specialized seminars covering similar topics.

• Market Research and Site Selection—A good resource for this informa-
tion might be local consultants that perform similar services to deter-
mine hourly rates, fees, etc. This research will help the franchisor in 
determining the price associated with performing the service for the 
franchisee. 

• Equipment costs—The value of the equipment would be the cost of the 
equipment to the franchisor, plus a reasonable mark-up.
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Step 5—Recognize revenue when (or as) the entity satisfies a perfor-
mance obligation: Following the allocation of the transaction price, the 
franchisor will recognize the revenue as it fulfills its obligations. If the values 
assigned to the distinct performance obligations included within the initial 
franchise fee exceeds the value of the initial franchise fee itself, then the 
franchisor will recognize 100% of that initial franchise fee upon fulfilling 
the performance obligations. If the values assigned to the distinct perfor-
mance obligations included within the initial franchise fees are less than the 
value of the initial franchise fee, the remaining amount of revenues is recog-
nized ratably over the life of the franchise agreement. 

For the performance obligations identified above, let’s consider the two 
scenarios:

In Scenario A, the franchisor is in a situation where the value of the per-
formance obligations equals the value of the initial franchise fee charged. 
Accordingly, there is no fee to recognize over the life of the franchise 
agreement. 

In Scenario B, the initial franchise fees are less than the value of the per-
formance obligations of the franchise agreement. In Scenario B, if we were 
to assume that all performance obligations were fulfilled by the franchisor 
on the last day of its fiscal year end, the franchisor would recognize $35,000 
for the training, market research and site selection, and equipment costs, and 
the remaining $65,000 would remain on the balance sheet as a contract lia-
bility (deferred revenue) and recognized ratably over the life of the franchise 
agreement.

As mentioned previously, financial-statement preparers are required to 
apply retrospectively this guidance to all contracts that are in place on the 
date of implementation. Accordingly, financial-statement preparers must 
analyze the cumulative impact of this change with respect contracts that can 
be many years old, depending on how long the franchise system has been 
operating. This retrospective application can result in a significant reduction 

Scenario A

Initial Franchise Fee

Training

Marketing Research and Site Selection

Scenario B

Equipment Costs

Fee to Recognize Over Life of Franchise Agreement

$ 35,000

(10,000)

(20,000)

(5,000)

$ 65,000

(5,000)

$ -

(20,000)

(10,000)

$ 100,000
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in equity to create a contract liability to defer revenues that were previously 
recognized. This delay is another reason that this new revenue recognition 
model creates a new dynamic in financial reporting for franchisors. The 
impact of these changes on franchisors’ financial statements will be later dis-
cussed in greater detail.

(b) Royalties. When analyzing sales-based royalties and applying the five 
steps above, the governing contract is the same as that for the initial fran-
chise fee—the franchise agreement (Step 1). The performance obligation 
associated with the franchise agreement is the license conveyed to operate 
a franchise business (Step 2). To complete Steps 3 to 5 under ASC 606, the 
financial-statement preparer must determine the amount of royalties that 
would be received over the term of the franchise agreement without a sig-
nificant reversal. Although royalty revenue recognition under ASC 606 is 
similar to ASC 605, one of the major changes under ASC 606 is that record-
ing royalty revenues on a lag basis is no longer permitted.28 The variable 
nature of sales-based royalties resulted in in special guidance for sales-based 
royalties under ASC 606. ASC 606-10 states that an entity should recog-
nize revenue for sales-based royalties at the later of (i) the subsequent sale, 
or (ii)  the satisfaction of the performance obligation to which some or all 
of the sales-based royalty has been allocated.29 The new guidelines require 
financial- statement preparers to determine an estimate of royalties earned 
during the accounting period if enough information is not available. 

(c) Advertising fees. Revenues from advertising fund contributions are treated 
very differently under the new revenue recognition rules. In general, under 
ASC 606, advertising fund contributions are recognized following the same 
approach as sales-based royalties.30 

As described above, under ASC 605, advertising fund contributions were 
recorded as a liability against which the specified costs were charged, assum-
ing that the relationship between the franchisor and the advertising fund was 
an agency relationship. Under ASC 606, however, a franchisor must record 
advertising fund contributions as revenue. In addition, under the former 
rule, where an agency relationship existed, the franchisor was required to 
record any surplus from year to year as a deferred revenue. However, under 
ASC 606, any surplus will be recognized as revenue. In this way, the new 
guidance potentially causes the advertising fund to become a source of profit 
for a franchisor despite it being contractually obligated to use the fund for 
the benefit of the franchise system.

28. ASC 606, supra note 1. As noted previously, franchisors were previously allowed to record 
royalty revenues on a lag basis due to lack of information available to record these revenues. See 
supra Section II.A.b.2. 

29. ASC 606, supra note 1, ¶ 606-10-55-65. 
30. Under ASC 606, advertising is typically not considered distinct and, therefore, cannot be 

identified as a separate performance obligation for a specific franchisee. Instead, advertising is 
viewed as an activity that promotes the overall franchise brand. Id.
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3. Capitalization of Certain Costs to Obtain a Contract
In addition to analyzing the revenues associated with contracts with cus-

tomers, another important change related to ASC 606 is the addition of 
subtopic ASC 340-40, which introduces changes relating to capitalization of 
certain costs of obtaining a contract with a customer.31 Under this guidance, 
franchisors can identify costs that can be specifically tied to its contracts and 
capitalize those costs to be amortized over the life of the franchise agree-
ment.32 The analysis provided under ASC 340 may partially offset the impact 
of the revenues that must be deferred under ASC 606. 

As noted within the guidance, sales commissions and broker fees that 
relate directly to the sale of a specific franchise can be capitalized and amor-
tized over the period in which the costs are expected to be recovered.33 For 
franchisors, this means that these costs may be amortized over the term of 
the franchise agreement. 

As previously mentioned, the recognition of the contract asset (deferred 
costs) results in an offsetting impact to the equity of a franchisor once they 
have deferred revenues associated with contracts with customers. However, 
under ASC 340-40, a franchisor can only defer costs incurred on a contract 
to the extent that they have the associated deferred revenues. Thus, a fran-
chisor cannot defer costs that are in excess of the revenues deferred and 
inflate their equity position as a result of applying the guidance under ASC 
340-40.34

III. The Impact of ASC 606 on Franchisor 
Financial Statements and Valuations

A.  Example of ASC 606’s Impact on a Franchisor’s Balance Sheet, Income 
Statement, and Cash Flows Statement
A franchisor’s balance sheet, income statement, and cash flows statement 

are routinely analyzed by financial institutions, investors, state regulators, 
and other readers of financial statements interested in determining the 
financial strength and profitability of a franchisor. Below is an example based 
on the franchisor described in Scenario B above that has been prepared to 
illustrate the impact of ASC 606 on these financial statements.

For this example, we’ll assume the franchisor from Scenario B sold four 
franchises with an initial franchise fee of $100,000 (4 × $100,000 = $400,000) 
during the year, fulfilled all obligations related to training, market research, 
site selection, incurred equipment costs with stand-alone selling prices total-
ing $35,000 (4 × $35,000 = $140,000) by the last day of the franchisor’s fiscal 

31. Id. at 141. 
32. Id. ¶ 340-40-25.
33. Id. ¶ 340-40-55-3.
34. Id. ¶ 340-40-55-9. 
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year, and paid a broker fee on each sale of $5,000 (4 × $5,000 = $20,000). 
Each franchise agreement has a ten-year term, and, for simplicity, perfor-
mance obligations are considered fulfilled on the last day of the entity’s fiscal 
year.

We’ll also assume the entity collects a percentage of franchisees’ sales as 
an advertising fund contribution as required by the franchise agreement. 

Below is the balance sheet and income statement of the franchisor from 
Scenario B, reflecting the impact of the above assumptions both before ASC 
606 and after ASC 606.

As noted above, the effect of adopting ASC 606 resulted in a decrease in 
total net income of $230,000. The driving factors of this change are (1) the 
deferral of a portion of the initial franchise fee that will be recognized over 
the franchise agreement term which decreased revenues by $260,000; (2) the 
required recognition of all advertising fees and expenditures resulting in a 
net increase of $10,000 to net income; and (3) the deferral of commission 
expenses, which will be recognized over the franchise agreement term that 
decreased expenses by $20,000. 

From a balance sheet perspective, total assets have increased by $20,000 
as a direct result of the deferral of commissions expense. Liabilities have 
increased by a net amount of $250,000 due to (1) the recording of deferred 
franchise fees of $260,000, and (2) the elimination of the previously recorded 
advertising fund agency liability of $10,000 as all advertising fund activity is 
now required to be presented as part of normal operations. 

However, ASC 606 can have a significant impact on the results of opera-
tions, assets, and liabilities of an entity; as noted below, this standard has no 
bearing on an entity’s ultimate cash flow, as illustrated in the excerpt from 
the statement of cash flows based on the Scenario B. 

BALANCE SHEET INCOME STATEMENT

Assets:

Before

606

After

Cash
Royalties Recievable
Franchise Fees Recievable
Advertising Fund Fees Recievable

Advertising Fund Liability (2)

Deferred commissions (3)

Deferred commissions (3)

Accounts Payable

Deferred Franchise Fees (1)

Deferred Franchise Fees (1)

Liabilities and Equity:

Total Current Assets

Total Current Liabilites

Total Assets

Total Liabilites

Total Liabilites and Equity

Equity

$ 400,000

$ 585,000 $605,000

80,000

100,000

5,000

585,000 587,000

18,000

-

$ 400,000

606

80,000

100,000

5,000

2,000

-

$ 60,000

$ 585,000

-

10,000

70,000

70,000

-

515,000

$ 60,000

$ 605,000

26,000

-

85,000

320,000

234,000

285,000

Revenues:
Royalties
Franchise Fees (1)
Advertising Fund Fees (2)

Total Revenues

Expenses:

Initial Franchise Costs

Commissions (3)

Advertising Fund (2)

Other Operating Expenses

Total Expenses

Net Income

Before

606

After

$ 500,000

400,000

-

900,000 720,000

$ 500,000

606

140,000

80,000

140,000

20,000

-

660,000 710,000

140,000

-

70,000

500,000 500,000

$ 240,000 $ 10,000
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Based on this example, the negative consequences of ASC 606 are appar-
ent. Under ASC 606, a franchisor’s total net income may decrease while 
liabilities increase. However, here, ASC 606 has no impact on cash flow. 
Therefore, under ASC 606, assessing cash flows from operations becomes 
an even more important benchmark to determining the financial strength 
and profitability of a franchisor, particularly with respect to newer systems. 
Franchise companies with strong growth in cash flow from operations most 
likely have more stable net income, and more opportunities to expand and 
weather downturns in the general economy or their industry. 

B. Example of ASC 606’s Impact on Valuations
Common ratios analyzed by readers of financial statements include the 

following, shown before and after the adoption of ASC 606, using the pre-
vious example. 

 (i) Net Worth = Total Assets – Total liabilities 

Before 606 After 606

$515,000 $285,000

 (ii) Working Capital = Total Current Assets – Total Current liabilities 

Before 606 After 606

$515,000 $502,000

(iii) Current Ratio = Total Current Assets ÷ Total Current liabilities 

Before 606 After 606

8.4 6.8

CASH FLOW FROM OPERATIONS

Net Income

Before

606

After

Changes in Assets and Liabilities:
Royalties Recievable
Franchise Fees Recievable
Advertising Fund Fees Recievable

Advertising Fund Liability (2)
Deferred Franchise Fees (1)

Deferred commissions (3)
Accounts Payable

$ 240,000

$ 125,000 $125,000

(80,000)

(100,000)

(5,000)

60,000 60,000

260,000

-

-

$ 10,000

606

(80,000)

(100,000)

(5,000)

(20,000)

-

10,000
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(iv) Return on Equity = Net Income ÷ Equity 

Before 606 After 606

47% 4%

As the most substantial impact of ASC 606 is the deferral of a portion of 
initial fees over the franchise term creating a long-term liability, there were 
no drastic changes to the example entity’s current assets or current liabilities 
as noted with minimal deviations in the entity’s working capital and current 
ratios. However, the deferral of the initial franchise fees and related commis-
sions resulted in a decrease in net income of approximately 96% percent and 
increased total liabilities of approximately 357%, thus significantly reducing 
total net worth and overall return on equity. 

Another calculation commonly used by state regulators looks at ensuring 
that the total cash and cash equivalents exceed the sum of:

•	 Current liabilities
•	 Cost to establish a franchisee times the number of projected opening 

during the coming fiscal year
•	 Cost to establish a franchisee times the number of franchisees signed 

but not yet open as of fiscal year end
For purposes of calculating this measure, readers of the financial state-

ments must remove the current portion of deferred revenues calculated 
under ASC 606 from current liabilities. Conceptually, deferred reve-
nues are not a liability that requires a cash outflow, as much as it is the 
obligation to perform services to a franchisee. This obligation is already 
considered, in part, with the calculation above of the cost to establish a 
franchisee times the number of franchisees signed but not yet open as of 
fiscal year end.

The example above illustrates the impact to a franchisor that is relatively 
new. In the event that the franchisor has revenues that have been recognized 
in previous years that are required to be deferred due to retrospective appli-
cation of ASC 606, this delay could further reduce net worth and current 
ratio for the franchisor and impact the amount of the deferred revenue lia-
bility on the balance sheet.

Unfortunately, financial institutions, investors, state regulators, and 
other readers of financial statements may not currently have a thorough 
understanding of how ASC 606 impacts valuation. As noted, the change in 
accounting standards has no impact on an entity’s cash flow from operations 
which represents an entity’s ability to generate cash from its core business 
activities and is an indicator of operational efficiency. The expression “cash is 
king” becomes especially true when evaluating a franchisor’s financial posi-
tion under ASC 606. Regulators and other readers of financial statements 
should place more importance on liquidity-based ratios and measures, with 
consideration for how ASC 606 has impacted the inputs. 
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IV. The Practical Impact of ASC 606 on the Franchising Industry

As noted previously, the FASB delayed the required implementation of 
ASU 606 for private company franchisors in April 2020. Because a majority 
of franchisors had already completed their audited financials for 2019, we 
had the opportunity to interview several individuals including CPAs, CFOs, 
and executives of franchise companies regarding the benefits and disadvan-
tages of ASC 606, and we have gained insights into obstacles encountered by 
franchisors in implementing the new standard.

Most of the franchise executives with whom we spoke did not find that 
ASC 606 had a significant impact on their companies’ financial results, 
although in systems having a significant number of new franchise sales, there 
was some impact.35 Some executives expressed concern that the application 
of ASC 606 could have serious negative consequences for new franchisors 
that have not reached royalty self-sufficiency. Under ASC 606, a franchisor 
might change from being a “profitable” and growing franchisor to being an 
“unprofitable” but growing franchisor after application of ASC 606.36

A primary concern of CFOs and franchise executives involved the complex-
ities and burdens associated with implementing ASC 606.37 Most agreed that 
the implementation of ASC 606 significantly increased the workload of the 
franchisor’s accounting team and outside auditors. Franchise agreements had 
to be carefully reviewed and analyzed. The accounting staff built schedules to 
monitor and track revenues for the identified performance obligations over 
the life of the franchise agreement. In addition, past contracts were reviewed 
and revenue under those contracts that was previously recognized was rea-
mortized. A few executives cautioned that engaging competent accounting 
personnel and auditors with experience with the preparation of financial 
statements for franchisors was paramount under ASC 606. They cautioned 
that the new rules involved a new and very complex accounting language that 
required translation by those with significant expertise in this area.38 

35. Telephone Interview with CFO of Commercial Cleaning Franchisor (July 21, 2020); 
Telephone Interview with Development Officer of Recycling Services Franchisor (July 22, 
2020); Telephone Interview with CFO of Staffing Services Franchisor (July 23, 2020); Tele-
phone Interview with General Counsel of Retail Franchisor (July 23, 2020); Telephone Inter-
view with CEO of Restaurant Franchisor (July 24, 2020); Telephone Interview with Controller 
of Multi-Brand Franchisor (July 24, 2020).

36. Telephone Interview with CFO of Staffing Services Franchisor (July 23, 2020); Tele-
phone Interview with General Counsel of Retail Franchisor (July 23, 2020); Telephone Inter-
view with CEO of Restaurant Franchisor (July 24, 2020). 

One CFO shared that she was on the Board of another smaller franchise company whose 
owners had decided to sell the franchise because they believed that they would not be able to 
attract qualified franchisees due to the franchisor’s financial position as reflected in its audited 
financials after application of ASC 606. 

37. Telephone Interview with CFO of Commercial Cleaning Franchisor (July 21, 2020); 
Telephone Interview with Development Officer of Recycling Services Franchisor (July 22, 
2020); Telephone Interview with CEO of Restaurant Franchisor (July 24, 2020); Telephone 
Interview with Controller of Multi-Brand Franchisor (July 24, 2020).

38. Telephone Interview with CFO of Commercial Cleaning Franchisor (July 21, 2020); 
Telephone Interview with CEO of Restaurant Franchisor (July 24, 2020); Telephone Interview 
with Controller of Multi-Brand Franchisor (July 24, 2020). 
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One CFO commented that he believed that ASC 606 will result in the 
need to prepare and maintain two sets of books and accounting records. His 
company’s lender had insisted that the franchisors continue provide finan-
cials that are consistent with the way that it had historically viewed the busi-
ness. Going forward, he predicted that many franchisors will have “bank 
financial statements,” which show the franchisor’s financial position without 
application of ASC 606, and the “GAAP financial statements” that are pre-
pared to be in compliance with ASC 606.39 

Another CFO commented that he saw tremendous value in going through 
the exercise of determining all of the various performance obligations and 
assessing the franchisor’s direct costs of fulfilling its franchisor’s performance 
obligations. He believed that the analysis assisted the franchisor in under-
standing its true costs involved in assisting a franchise outlet to open and 
could be helpful to justify the amount of the initial franchise fee to future 
prospective franchisees. However, he was strongly opposed to the treatment 
of advertising fees under the new rules. He explained that ASC 606 might 
result in a gross misstatement of a franchisor’s revenue position with respect 
to the advertising fund revenue, and potentially its profit position. Further, 
the ability to count an end-of-year surplus in the advertising fund in profit 
could result in franchisors spending less of the advertising fund to enhance 
profits, when the reality is that the franchisor has a contractual obligation to 
spend the advertising funds on behalf of the franchisees.40 

V. What Further Changes and Provisions Are on the Horizon 
Associated with ASC 606 and the Franchising Industry?

Implementation of ASC 606 provides challenges for franchisors, both 
large and small. While attempting to implement in 2020, many franchisors 
were faced with the additional challenges associated with the coronavirus 
pandemic. In response, the FASB released ASU 2020-05, which deferred 
the effective date of ASC 606, specifically for franchisors, for an additional 
year. As a result, franchisors who have not already issued financial statements 
in accordance with ASC 606 are now required to implement ASC 606 for 
annual reporting periods beginning after December 15, 2019 (i.e., calendar 
year 2020).41 

Another reason for this delayed effective date is that franchising lobbyists 
and other members of the franchising community have voiced their concerns 
regarding the cost and complexity of implementing ASC 606. The FASB 
met on July 22, 2020, to discuss a project to reduce the cost and complexity 
of implementing ASC 606. The tentative board decisions are as follows:

39. Telephone Interview with Controller of Multi-Brand Franchisor (July 24, 2020).
40. Telephone Interview with CFO of Commercial Cleaning Franchisor (July 21, 2020).
41. Fin. Acct. Standards Bd., Acct. Standards Update, Revenue from Contracts with 

Customers (Topic 606) and Leases (Topic 842), No. 2020-05 (2020).
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1. Add a project to its technical agenda to reduce the implementation 
costs related to applying ASC 606 to initial franchise fees for fran-
chisors that are not public business entities. A franchisor that is not a 
public business entity may elect the practical expedient to account for 
initial services as a single performance obligation if:

(a) Those services are the same as those included in a pre-defined 
list of services.

(b) It is probable that the continuing fee will cover the cost of the 
continuing services provided by the franchisor with a reasonable 
profit.

2. Include the practical expedient for applying ASC 606 to initial fran-
chise fees for franchisors that are not public business entities within 
Topic 952, Franchisors.

3. Require an entity that elects the practical expedient to disclose that 
fact.42

The intent of these tentative decisions is to ease the impact of implemen-
tation of ASC 606 by taking opening services included in the predetermined 
list (such as training, site selection, equipment purchases, etc.) and bundling 
it as one performance obligation to track as opposed to tracking each one 
individually. Preparers will still have to determine a stand-alone selling price 
for the value of that bundled obligation, but it is the FASB’s intention to 
ease the tracking process of fulfillment and recognition of the value of those 
performance obligations.43

The FASB issued an exposure draft in the September 2020 which includes 
full text regarding how this expedient is expected to be applied and how 
it will benefit franchisors. The FASB is providing a comment period of 
forty- five days through November 5, 2020. Financial statement preparers, 
stakeholders, and other readers of financial statements for franchisors are 
encouraged to review and provide a response on this expedient to assist the 
FASB in providing relief to the franchising community.44 

If a franchisor chooses to apply this practical expedient, they will be 
allowed to apply it as part of implementation of ASC 606. If a franchisor has 
already implemented ASC 606, they will be allowed to do a full retrospective 
application of this expedient going back to the franchisor’s first reporting 
under ASC 606.45

42. See Wednesday July 22, 2020 FASB Board Meeting, supra note 9. 
43. Id.
44. FASB Exposure Draft, Proposed Accounting Standards Update, Franchisors— 

Revenue from Contracts with Customers (Subtopic 952-606) 9 (Sept. 21, 2020), https://
www.fasb.org/cs/Satellite?c=Document_C&cid=1176175243207&pagename=FASB%2F 
Document_C%2FDocumentPage&mc_cid=80cb7abe5f&mc_eid=918b016308 (last visited Sept. 
22, 2020). Comments on the exposure draft can be made at FASB, Electronic Feedback Form 
(comment deadline of Nov. 5, 2020), https://www.fafsurveys.org/se/4CA36E9203F111E9?mc 
_cid=80cb7abe5f&mc_eid=918b016308.

45. See Wednesday July 22, 2020 FASB Board Meeting, supra note 9. 
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VI. Conclusion

Since the release of ASU 2020-05 in April 2020, delaying the effective 
date of ASC 606 for non-public franchisors, the franchise industry has been 
hopeful that the FASB would adopt new guidance that would fundamentally 
change how the new revenue-recognition rules apply to franchisor revenue. 
Some have speculated that the delayed effective date meant that the FASB 
had recognized the shortcomings of ASC 606 in the context of franchising 
and that it would adopt industry-specific revenue recognition rules for the 
franchise industry, similar to the former rules. However, the July 22, 2020, 
FASB meeting made it clear that the FASB is not abandoning its goal of pro-
viding a single comprehensive principle-based framework for revenue recog-
nition. Although the FASB may attempt to simplify the process for revenue 
recognition under the practical expedient described in Part V, it is unlikely 
to implement substantive changes to the revenue-recognition rules for fran-
chisors. As a result, it appears that franchise industry and financial institu-
tions, investors, state regulators. and other readers of financial statements 
will need to adapt to ASC 606. Understanding ASC 606 and its impact on 
the financials and the valuation of franchise companies is a good first step. 

FranchiseLaw_Fall20.indd   291 11/17/20   7:00 AM



FranchiseLaw_Fall20.indd   292 11/17/20   7:00 AM


