
 

 

Revenue Changes for Rewards Programs   

With the adoption of Accounting Standards Update (ASU) 2014-09, Revenue from Contracts with Customers (Topic 
606), companies with loyalty rewards programs may see a change to current accounting practice. Because previous 
U.S. generally accepted accounting principles guidance was not clear, companies had different methods for 
recognizing revenue on loyalty programs. The most common approach was to recognize revenue immediately at 
the time of the purchase or when loyalty points were earned and record a liability for the cost of the company’s 
future obligation. This accounting is no longer allowed under Accounting Standards Codification (ASC) 606. 

Under the new rules, companies are still required to record a liability for rewards points at issuance, but revenue is 
recognized only on customer redemption or expiration. Fees received in excess of the estimated liability for loyalty 
programs may be considered a contract liability. For unredeemed rewards, companies may need to track 
additional data to estimate breakage, which would then permit the derecognition of a contract liability and 
revenue recognition.    

Accounting for loyalty rewards falls into several parts of ASC 606’s five-step model, starting with Step 2. 

 

Step 2: Identify Performance Obligations  
Under ASC 606, performance obligations and fulfillment of them determine revenue recognition. Properly 
identifying the performance obligations will be time-consuming but critical because these determinations drive the 
pattern of revenue recognition and financial statement disclosures. Both of the following criteria must be met for a 
promised good or service to be considered distinct and a separate performance obligation: 

 Capable of being distinct because the customer can benefit from the good or service on its own or with 
other readily available resources 

 Distinct within the contract’s context — The good or service to the customer is separately identifiable 
from other promises in the contract  

Companies must use judgment to determine which program elements represent distinct performance obligations.   

Material Right 
A contract may contain an option to acquire additional goods or services. A separate performance obligation could 
exist if the option provides a material right to the customer that it would not receive without entering into that 
contract. When a customer receives a point, it is receiving the right to purchase additional goods or services in the 
future at a discount or for free—a right the customer would not have received without entering into the 
arrangement. Determination of whether a rewards program provides a material right will be a key management 
judgment. Companies should consider relevant customer transactions, historical facts and quantitative and 
qualitative factors when determining if the rewards program is a material right. Material right obligations must be 
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Marriott  

Under our Loyalty Programs, we have a performance obligation to provide or arrange for the provision of goods 
or services for free or at a discount to Loyalty Program members in exchange for the redemption of points 
earned from past activities. 
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separately valued (Step 3) to allocate part of the transaction price to those specific performance obligations (Step 
4). The identification of a material right also affects the pattern of revenue recognition in Step 5.  

Tier-Status Affinity Programs 
Many companies have a tier-status rewards program whereby customers can achieve a tier status based on the 
number of miles flown, purchases made, etc. This designation as a tier member, e.g., gold member, provides a 
variety of benefits to the consumer, with benefits normally increasing along with spending/usage. These benefits 
are often in the form of discounts, free products, upgrades, etc. Some tier programs are similar to normal point 
loyalty programs where a separate performance obligation is incurred, but others are more appropriately 
designated as marketing incentives on future revenue transactions—with no separate performance obligation. 

As noted above, if a contract allows a customer to acquire additional goods or services that would not be received 
without entering into that contract, a performance obligation exists that is effectively paid in advance. However, if 
the customer receives only the option to acquire an additional good or service at a price that reflects the 
standalone selling price, no material right is being granted, and that part of the contract is a marketing offer.  

In evaluating a company’s tier-status program, management must determine if the options being granted to tier-
status members are exclusive to that tier (earned based on past activity, purchases, etc.). If management 
determines the tier status is being used more to attract new customers and incentivize future sales, then it is 
similar to other marketing efforts and would not be considered a separate performance obligation.  

 

 
Hilton 

When points are earned by Hilton Honors members, they are provided with a material right to free or discounted 
goods or services in the future upon accumulation of the required level of Hilton Honors points. Points may be 
redeemed for the right to stay at participating properties, as well as for other goods and services from third parties.  

Step 3: Determine the Transaction Price  
Revenues are recorded at the transaction price, which is the amount the entity expects to be entitled to and which 
may be net of amounts paid on behalf of others, discounts and allowances, as applicable. To determine the 
transaction price, an entity would consider the contract’s terms, its customary business practices and the effects of 
the time value of money, noncash consideration and consideration payable to the customer. Consideration may 
include fixed amounts, variable amounts or both. 

 

Hyatt 

Points earned by loyalty program members represent a material right to free or discounted goods or services in 
the future. 

Co-branded credit card — We have a co-branded credit card agreement with a third party and under the terms 
of the agreement, we have various performance obligations: granting a license to the Hyatt name, arranging for 
the fulfillment of points issued to cardholders through the loyalty program and awarding cardholders with free 
room nights upon achievement of certain program milestones. The loyalty points and free room nights represent 
material rights that can be redeemed for free or discounted services in the future.  
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Step 4: Allocate the Transaction Price to Performance Obligations 
An entity would allocate the transaction price to performance obligations based on the relative standalone selling 
price of separate performance obligations. The best evidence of standalone selling price would be the observable 
price for which the entity sells goods or services separately. In the absence of separately observable sales, the 
standalone selling price would be estimated by using observable inputs and considering all information reasonably 
available to the entity. Several approaches could be used—adjusted market assessment, cost plus margin or 
residual value. ASC 606 does not specify how to determine the standalone selling price.  

Loyalty Programs 
If customer loyalty points represent a distinct performance obligation, a company will need to estimate the points’ 
standalone selling price. If the standalone selling price is not directly observable, an entity should estimate it. That 
estimate should reflect the discount that the customer would obtain when exercising the option, adjusted for both 
of the following: 

 Any discount the customer could receive without exercising the option  

 The likelihood that the option will be exercised  

If a customer has a material right to acquire future goods or services and those goods or services are similar to the 
original goods or services, then a company may—as a practical alternative to estimating the points’ standalone 
selling price—allocate the transaction price to the points by reference to the goods or services expected to be 
provided and the corresponding expected consideration. 

When determining the standalone selling price, the new standard establishes a process for recognizing breakage, 
which is revenue recognized on the portion of points that will not be redeemed.  

Customer’s Unexercised Rights – “Breakage” 
“Breakage” refers to money received from prepaid cards but never redeemed by consumers. There is current 
diversity in practice in how card issuers classify prepaid card transactions. Under ASC 606, if an entity expects to be 
entitled to a breakage amount for a liability resulting from the sale of a prepaid stored-value product, the entity 
would derecognize the amount related to the expected breakage in proportion to the pattern of rights expected to 
be exercised by the card holder only to the extent that it is probable that a significant reversal of the recognized 
breakage amount will not subsequently occur. If an entity does not expect to be entitled to a breakage amount for 
prepaid stored-value products, the entity shall derecognize the amount related to breakage when the likelihood of 
the customer exercising its remaining rights becomes remote. 

FASB also made consequential amendments to ASC 405-20-40, Extinguishment of Liabilities, to ensure consistent 
treatment going forward. Entities would be required to disclose the methodology used and significant judgments 
made in calculating breakage. The prepaid liability would be subject to the disclosure requirements for financial 
liabilities in Topic 825, Financial Instruments, but entities are excluded from the fair value disclosure requirements. 

 

United Airlines  

The company determines the estimated selling price of travel and miles as if each element is sold on a separate 
basis. The total consideration from each ticket sale is then allocated to each of these elements, individually, on a 
pro-rata basis.  
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Hilton 

For the Hilton Honors fees that are charged to the participating properties, we allocate the fees to the material 
right created by Hilton Honors points issued using the variable consideration allocation guidance. 

The transaction prices for the Hilton Honors points are reduced by the expected payments to the third parties 
that will provide the free or discounted room or service using the actuarial projection of the cost per point. The 
remaining transaction price is then further allocated to the points that are expected to be redeemed, adjusting 
the points that are issued for estimated breakage and recognized when those points are redeemed. While the 
points are outstanding, both the estimate of the expected payments to third parties (cost per point) and the 
estimated breakage are re-evaluated, and the amount of revenue recognized when each point is redeemed is 
adjusted so that the final amount allocated to the material right is reflective of the amount retained for 
providing all of the free or discounted goods and services, net of the payments to third parties and points not 
redeemed. 

The co-brand license fee is allocated between two performance obligations based on their estimated standalone 
selling prices: (i) an IP license using the relief-from-royalty method; and (ii) material rights for free or discounted 
goods or services to the credit card customers using a cost-plus method based on an evaluation of other third-
party administrators. 

We engage outside actuaries to assist in determining the fair value of the future redemption obligation using 
statistical formulas that project future point redemptions based on factors that include historical experience; an 
estimate of points that will eventually be redeemed, which includes an estimate of "breakage" for points that 
will never be redeemed; and the cost of reimbursing properties and other third parties in respect to other 
redemption opportunities available to members.  

Hyatt  

If a guest enters into a package including multiple goods or services, the fixed price is allocated to each distinct 
good or service based on the standalone selling price for each item. 

In exchange for the products and services provided, we receive fixed and variable consideration that is allocated 
between the performance obligations based upon the relative standalone selling prices. Significant judgment is 
involved in determining the relative standalone selling prices and, therefore, we engaged a third-party 
valuation specialist to assist us. 

We utilized observable transaction prices and adjusted market assumptions to determine the standalone selling 
price of a loyalty point and we utilized a cost-plus margin approach to determine the standalone selling price of 
the free room nights.  

The revenue recognized each period includes an estimate of breakage for the loyalty points that will not be 
redeemed. Determining breakage involves significant judgment, and we engage third-party actuaries to 
estimate the ultimate redemption ratios used in the breakage calculations and to estimate the amount of 
revenue recognized upon redemption. Changes to the expected ultimate redemption assumptions are reflected 
in the current period.  
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Step 5: Recognize Revenue 
Under ASC 606, a company recognizes revenue when (or as) a performance obligation is satisfied by transferring a 
promised good or service to a customer. For performance obligations satisfied at a point in time, the associated 
revenue would be recognized at that point in time. For performance obligations satisfied over time, an entity must 
choose a recognition method that best depicts the transfer of goods or services.   

 
 

Performance Obligations Satisfied over Time  

An entity transfers control over time if any of the following criteria are met:  

 The customer receives and consumes the benefits of the entity’s performance as the entity performs, e.g., 
a cleaning service   

 The customer controls the asset as it is created or enhanced by the entity’s performance  

 The entity’s performance does not create an asset with an alternative use to the entity and the entity has 
an enforceable right to payment for performance completed to date   

Control Transferred at a Point in Time  

Performance obligations that do not meet any of the three criteria for being satisfied over time should be 
accounted for at a point in time.   
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Marriott 

We allocate those fees among the performance obligations, including the Licensed IP, our Loyalty Program 
points and free night certificates provided to cardholders based on their estimated standalone selling prices. The 
estimation of the standalone selling prices requires significant judgments based upon generally accepted 
valuation methodologies regarding the value of our Licensed IP, the amount of funding we will receive and the 
number of Loyalty Program points and free night certificates we will issue over the term of the agreements. We 
base our estimates of these amounts on our historical experience and expectation of future cardholder behavior. 

The amount of revenue we recognize upon point redemption is impacted by our estimate of the “breakage” for 
points that members will never redeem. We estimate such amounts based on our historical experience and 
expectations of future member behavior. We recognize revenue net of the redemption cost within our “Cost 
reimbursement revenue” caption on our income statements, as our performance obligation is to facilitate the 
transaction between the Loyalty Program member and the managed or franchised property or program partner.   
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Contract Balances 
A contract asset or contract liability is generated when either party to a contract performs and must be reported in 
the financial statements. When an entity satisfies a performance obligation by delivering promised goods or 
services, the entity has earned a right to consideration and has a contract asset. When the customer performs first, 
e.g., prepayment, the entity has a contract liability. For rewards programs, customers are paying upfront for a 
room, membership or flight to earn points for future rewards or discounts. Because the satisfaction of the 
performance obligation occurs later, a contract liability may need to be recognized.  

ASC 606 has added new disclosure requirements to allow financial statement users to understand the relationship 
between the revenue recognized and changes in the overall balances of a company’s total contract assets and 
liabilities for each reporting period.  

 

Hilton 

Material rights for free or discounted goods or services to hotel guests are satisfied at the earlier point in time of 
either when the material right expires or the underlying free or discounted good or service is provided to the 
hotel guest. 

We satisfy our performance obligation related to points issued under the Hilton Honors guest loyalty program at 
a point in time when points are redeemed for a free good or service by the Hilton Honors member. 

United Airlines  

When frequent flyers earn miles for flights, the company recognizes a portion of the ticket sales as revenue when 
the travel occurs and defers a portion of the ticket sale representing the value of the related miles as a separate 
performance obligation.  

At the time of travel, the company records the portion allocated to the miles to frequent flyer deferred revenue 
on the company's consolidated balance sheet and subsequently recognizes it into revenue when miles are 
redeemed for air travel and nonair travel awards. 
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Marriott  

We record a receivable when we have an unconditional right to receive payment and only the passage of time is 
required before payment is due. We record deferred revenue when we receive payment, or have the 
unconditional right to receive payment, in advance of the satisfaction of our performance obligations related to 
franchise application and relicensing fees, Global Design fees, credit card branding license fees and our Loyalty 
Programs. 

Our current and noncurrent Loyalty Program liability increased by $327 million, from $4,940 million at December 
31, 2017, to $5,267 million at March 31, 2018, primarily reflecting an increase in points earned and 
consideration from our credit card agreements, partially offset by revenue recognized of $425 million that we 
had deferred at December 31, 2017. 

United Airlines  

The company’s estimated selling price of miles is based on an equivalent ticket value less breakage, which 
incorporates the expected redemption of miles, as the best estimate of selling price for these miles. The 
equivalent ticket value is based on the prior 12 months' weighted average equivalent ticket value of similar fares 
as those used to settle award redemptions while taking into consideration such factors as redemption pattern, 
cabin class, loyalty status and geographic region. The estimated selling price of miles is adjusted by breakage 
that considers several factors, including redemption patterns of various customer groups. The company's 
breakage model is based on the assumption that the likelihood that an account will redeem its miles can be 
estimated based on a consideration of the account’s historical behavior. The company uses a logit regression 
model to estimate the probability that an account will redeem its current miles balance. The company reviews its 
breakage estimates annually based upon the latest available information. The company's estimate of the 
expected breakage of miles requires significant management judgment. Current and future changes to breakage 
assumptions, or to program rules and program redemption opportunities, may result in material changes to the 
deferred revenue balance as well as recognized revenues from the program. For the portion of the outstanding 
miles that we estimate will not be redeemed, we recognize the associated value proportionally as the remaining 
miles are redeemed. 

The following table summarizes information related to the company's frequent flyer deferred revenue liability: 
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Remaining Performance Obligations 
Only public entities are required to disclose information about remaining performance obligations and the amount 
of the transaction price allocated to such obligations, including an explanation of when it expects to recognize the 
amounts in its financial statements. This requirement applies to all performance obligations and is not limited to 
performance obligations with corresponding contract balances. 

Conclusion 
The adoption of this ASU will be complex and likely will require significant hours to correctly implement. The effect 
on each company will vary depending on existing revenue streams, accounting elections and estimation 
methodologies. Companies will need to redraft accounting policies under the new principles and update internal 
controls for the increases in management’s judgments.  

BKD can help educate your team, provide implementation tools and assist with analysis and documentation. If you 
would like assistance complying with the new revenue recognition standard, contact your BKD Trusted Advisor™. 
BKD has prepared a library of BKD Thoughtware® on revenue recognition issues. Visit our website to learn more.   

Contributor  
Anne Coughlan 
Director 
317.383.4000 
acoughlan@bkd.com 

  

Nonpublic companies are exempt from this requirement. 

https://www.bkd.com/resource/2018/08/revenue-recognition-resource-center
https://www.bkd.com/resource/2018/08/revenue-recognition-resource-center
mailto:acoughlan@bkd.com
mailto:acoughlan@bkd.com
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Appendix – Loyalty Program  
An entity has a customer loyalty program that rewards a customer with one customer loyalty point for every $10 
of purchases. Each point is redeemable for a $1 discount on any future purchases of the entity’s products. During a 
reporting period, customers purchase products for $100,000 and earn 10,000 points that are redeemable for 
future purchases. The consideration is fixed, and the standalone selling price of the purchased products is 
$100,000. The entity expects 9,500 points to be redeemed. The entity estimates a standalone selling price of $0.95 
per point (totaling $9,500) based on the likelihood of redemption.  

The points provide a material right to customers that they would not receive without entering into a contract. 
Consequently, the entity concludes the promise to provide points to the customer is a performance obligation. The 
entity allocates the transaction price ($100,000) to the product and the points on a relative standalone selling price 
basis as follows: 

 

Product Points 

$91,324 [$100,000 × ($100,000 standalone selling price ÷ $109,500)] 

$8,676 [$100,000 × ($9,500 standalone selling price ÷ $109,500)] 

  

At the end of the first reporting period, 4,500 points have been redeemed, and the entity continues to expect 
9,500 points to be redeemed in total.  

The entity recognizes revenue for the loyalty points of $4,110 [(4,500 points ÷ 9,500 points) × $8,676] and 
recognizes a contract liability of $4,566 ($8,676 – $ 4,110) for the unredeemed points at the end of the first 
reporting period. 

At the end of the second reporting period, 8,500 points have been redeemed cumulatively. The entity updates its 
estimate of the points that will be redeemed and now expects that 9,700 points will be redeemed.  

The entity recognizes revenue for the loyalty points of $3,493 {[(8,500 total points redeemed ÷ 9,700 total points 
expected to be redeemed) × $8,676 initial allocation] – $4,110 recognized in the first reporting period}. The 
contract liability balance is $1,073 ($8,676 initial allocation – $7,603 of cumulative revenue recognized). 

 

 


