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SAAS + HARDWA

When the Razor Meets the Subscription

Bundled arrangement allocation under ASC 606 SSP, hardware COGS
decomposition with tariff impact, blended gross margin evolution as
installed base grows, warranty accrual mechanics under ASC 460, RMA
and returns reserve, extended warranty as a revenue stream, HaaS
embedded lease analysis under ASC 842, sales-type lease accounting,
loT data monetization revenue streams, hardware import duty and
Section 301 tariff management, and the complete hybrid model metrics
framework including installed base and churn metrics.
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FINANCIAL ARCHITECTURE OF DIFFERENT BUSINESS MODELS

SECTION 1

THE SAAS + HARDWARE HYBRID MODEL

SaaS + Hardware: When the Razor Meets the
Subscription

The SaaS and Hardware hybrid model — sometimes called 'razor and blade' in its classic form — is one of
the most financially complex arrangements in modern enterprise technology. Companies like Peloton, Nest,
Samsara, Verkada, Toast, and dozens of loT, wearables, and connected device businesses sell a physical
hardware product and a recurring software subscription that together deliver the full value proposition.
Neither works without the other: the hardware without software is inert; the software without hardware has
no surface on which to run or collect data.

The financial architecture of this hybrid model combines the gross margin challenges of hardware
manufacturing with the recurring revenue dynamics of SaaS, creating a business that looks different from
both. Hardware typically carries gross margins of 20% to 50% — far below the 70% to 85% of pure SaaS.
But the subscription revenue layered on top of hardware can achieve 70% to 85% gross margins, pulling the
blended margin toward something defensible, though rarely as high as pure SaaS. The mix of these two
margin profiles, and how it shifts over time as the installed base grows relative to new hardware sales, is the
central financial narrative of every SaaS + Hardware company.

This part covers the complete financial architecture: bundled arrangement allocation under ASC 606 SSP,
hardware margin vs. software margin blending dynamics, RMA and returns reserves, hardware financing as
an embedded lease under ASC 842, IoT data monetization, warranty cost accrual mechanics, and the
complete metrics framework for hybrid model CFOs.

1.1 The Hybrid Revenue Architecture

Hardware Sale One-time purchase; . . S
. . 20%-50% At shipment / delivery (point-in-time)
(outright) shipped to customer
. . Blended;
Hardware-as-a-Servi =~ Monthly fee includes
hardware cost Ratably over contract term
ce (HaaS) hardware + software .
amortized
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Monthly / annual recurring

Saa$S Subscription 70%—-85% Ratably over subscription period
P fee for software ° ° y P P
Professional Installation, configuration, . .
. . 30%—-55% As services rendered (over time)
Services training

. Premium subscription for .
loT Data / Analytics - 75%—-90% Ratably over access period
data insights

Consumables / Recurring replenishment of

. . 30%—-60% At shipment (point-in-time)
Accessories supplies

Warranty / Extended =~ Annual fee for hardware

40%—-65% Ratably over coverage period
Support warranty coverage

SECTION 2

ASC 606 BUNDLED ARRANGEMENT ALLOCATION

ASC 606 for Bundled Arrangements: Separating
Hardware from Software

The most consequential accounting challenge in a SaaS + Hardware business is determining how to
allocate the transaction price when hardware and software are sold together in a single bundled
arrangement. Under ASC 606, each distinct performance obligation in the contract must be identified, and
the transaction price must be allocated to each obligation based on its standalone selling price (SSP). The
timing of revenue recognition for each obligation then follows independently — hardware at delivery,
software subscription ratably over the subscription period.

2.1 Identifying Performance Obligations in a Hybrid Contract

In a typical hybrid contract, the performance obligations are: (1) the hardware device, (2) the software
subscription, and (3) any installation or professional services. The key question is whether each element is
'distinct’ — i.e., whether the customer can benefit from it on its own, or whether it only has value in
combination with other elements of the contract. If the hardware and software are so interdependent that
neither has value without the other, they may be a single combined performance obligation. In most modern
IoT and connected device businesses, however, they are treated as distinct — the hardware can be used
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(even if in limited ways) without the subscription, and the subscription can be transferred to a different
device — making separate treatment the standard approach.

BUNDLED ARRANGEMENT ALLOCATION EXAMPLE

Custoner Contract: $2,400 device + 3-year subscription at $50/ nonth
Total Contract Value: $2,400 hardware + ($50 x 36 nonths) = $4, 200

St andal one Selling Prices (SSP):
Hardware (sold separately): $2,800 (55.6% of total SSP)
3-year subscription: $2,232 (44.4% of total SSP)
Total SSP: $5, 032

Transaction Price Al ocation:
Har dwar e: $4, 200 x (2,800/5,032) = $2,337 -> recogni zed at shipnent
Subscription: $4,200 x (2,232/5,032) = $1,863 -> recogni zed over 36 nonths
= $51. 75/ nont h

Not e: Hardware revenue recogni zed is LESS than hardware |ist price ($2,400)
because the bundl e discount is allocated proportionally across all obligations

2.2 SSP Determination Methods

Establishing the Standalone Selling Price is the most important and most judgment-intensive step in bundled
arrangement accounting. ASC 606 provides three acceptable methods: (1) the observable price — what the
company actually charges when selling the element standalone; (2) the adjusted market assessment
approach — what a market participant would pay for the element; and (3) the residual approach — when the
SSP of one element is highly variable or uncertain, it can be estimated as the total contract price less the
SSP of all other elements.

For hardware, SSP is typically the observable price at which the device is sold without a subscription. For
software subscriptions, SSP is typically the list price of the subscription without bundled hardware. The
challenge arises when the company rarely or never sells elements separately — in that case, SSP must be
estimated using the adjusted market assessment approach, which requires analysis of comparable market
prices and the company's own cost-plus margin approach. Document the SSP methodology in the
accounting policy and update it when pricing changes materially.
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A common error in hybrid model accounting is using the contract price as the SSP for each element rather
than the true standalone price. If hardware is bundled with a 12-month subscription for $500, and the
hardware sells standalone for $480, the SSP of the subscription is not $20 — it is whatever the company
charges for the subscription when sold without hardware. If the subscription is $35/month standalone, the
total SSP is $480 + ($35 x 12) = $900, and the $500 bundle price means each element gets allocated less
than its standalone price. Get this wrong and hardware revenue is overstated and subscription revenue is
understated — or vice versa. Auditors test SSP documentation intensively.

SECTION 3

HARDWARE MARGIN ECONOMICS AND COGS

Hardware Margin: The Structural Challenge of
Physical Products

Hardware gross margins are the primary financial drag in a SaaS + Hardware business. Manufacturing
physical devices involves component costs, contract manufacturing fees, inbound logistics, import duties,
quality control, and packaging — all of which are absent in pure software businesses. Managing hardware
gross margin is therefore one of the most operationally intensive financial disciplines in the hybrid model,
requiring close coordination between finance, engineering, supply chain, and manufacturing.

3.1 Hardware COGS Stack
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HARDWARE COGS DECOMPOSITION — IOT DEVICE

Hardware Selling Price (SSP-allocated): $2, 337

Bill of Materials (BOW: ($650) 27. 8%
Cont ract Manufacturing (Foxconn-type): ($185) 7.9%
I nbound Ccean Frei ght: ($45) 1.9%
Inport Duty / Tariff (Section 301; 25%: ($163) 7. 0%
I nbound Quality Inspection: (%$22) 0. 9%
Packagi ng (retail box + accessories): ($38) 1. 6%
Warranty Reserve (see Section 5): ($70) 3. 0%
Tot al Har dwar e COGS: (%1, 173) 50. 2%
Hardware Gross Profit: $1,164  49.8%

Key: Tariffs can swing hardware GM by 5-10 pts dependi ng on country of origin
China tariffs (Section 301) have dramatically reshaped hardware COGS since 2018

3.2 Blended Gross Margin Dynamics

As a SaaS + Hardware company matures, its revenue mix shifts from hardware-heavy (in the early growth
phase when new device sales dominate) to software-heavy (as the installed base generates recurring
subscription revenue that grows independently of hardware sales). This revenue mix shift produces an
automatic gross margin improvement over time — a dynamic that investors in hybrid companies track
carefully and that the CFO must model explicitly in the financial plan.

eFuturesCFO The Systems CFO | efuturescfo.com 6/ 14



FINANCIAL ARCHITECTURE OF DIFFERENT BUSINESS MODELS

BLENDED GROSS MARGIN EVOLUTION

Year 1 (early growth): Hardware 70%/ Software 30% of revenue
Bl ended GM = (70% x 45% hardware GV) + (30% x 78% sof tware GV
= 31.5% + 23.4% = 54. 9%

Year 3 (scaling): Hardware 50% / Software 50%
Bl ended GM = (50% x 45% + (50% x 78% = 22.5% + 39% = 61.5%

Year 5 (installed base dom nant): Hardware 30%/ Software 70%
Bl ended GM = (30% x 45% + (70% x 78% = 13.5% + 54.6% = 68. 1%

I nsi ght: Even without inproving hardware or software margi ns individually,
the m x shift adds 13+ points of blended GM over 5 years.
Present this trajectory to the board —it is the central investnent thesis.

Hardware margin improvement is one of the highest-leverage financial initiatives in a hybrid company. Every
point of hardware gross margin improvement flows directly to blended gross margin. Three levers dominate:
(1) component cost reduction through volume purchasing and design-to-cost engineering — negotiate BOM
cost annually, targeting 5% to 10% annual reduction in the first three years; (2) supply chain regionalization
to reduce tariff exposure — moving manufacturing from China to Vietnam, India, or Mexico can reduce
Section 301 tariff exposure by $150 to $250 per device; (3) warranty cost reduction through reliability
engineering — every percentage point reduction in warranty claim rate saves significant cost over the
installed base.

SECTION 4

RMA, RETURNS, AND WARRANTY

RMA, Returns, and Warranty: The Physical
Product Liability

Physical hardware products create financial obligations that software businesses never face: warranty
obligations (the commitment to repair or replace defective devices), return merchandise authorization (RMA)
processes (the logistics and accounting for customer returns), and extended warranty programs (optional
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coverage sold at additional cost). Each of these creates a liability on the balance sheet and an expense in
the income statement that must be estimated, reserved for, and managed with operational precision.

4.1 Warranty Accrual Mechanics

Under ASC 460 (Guarantees), standard product warranties — the obligation to repair or replace a defective
product within the warranty period — are accounted for as a liability. The warranty liability is established at
the time of sale using an estimate of the expected cost of future warranty claims on units sold. This estimate
is based on historical claim rates, average repair and replacement costs, and the age distribution of the
installed base (newer units tend to have lower claim rates than older units approaching end of useful life).

WARRANTY LIABILITY CALCULATION

Annual Unit Sal es: 50, 000 devi ces

Avg Sel ling Price: $2, 337 (SSP-al | ocat ed)

Hi storical C aim Rate: 3.5% of units sold

Avg Cost per Claim $185 (repair or replacenent cost)
Warranty Period: 2 years

Annual Warranty Accrual = Units Sold x ClaimRate x Cost per Caim
= 50,000 x 3.5%x $185 = $323, 750

DR Warranty Expense (COGS) $323, 750
CR Warranty Liability $323, 750

As clains are nade:

DR Warranty Liability (cost of actual repair/replacenent)
CR Inventory / Cash (cost of parts or replacenent device)
Warranty Liability Bal ance = Prior Bal ance + New Accrual - Cains Settled

4.2 Extended Warranty as a Revenue Stream

Extended warranty and service contract programs — where the customer pays an additional fee for
coverage beyond the standard warranty period — are a high-margin revenue stream for hardware
businesses. The extended warranty fee is recognized ratably over the extended coverage period under ASC
606 (the stand-ready obligation to provide repair or replacement services). The expected cost of claims
under the extended warranty is accrued as those claims are expected to be incurred, creating a cost pattern
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that is typically back-loaded (claims increase as devices age).

Extended warranty gross margins vary but are typically 40% to 65% — significantly lower than software
subscription margins but much higher than hardware margins. For a hybrid company with a large installed
base, extended warranty programs can generate $50 to $150 per device in annual revenue with limited
incremental cost, making them a significant contribution to blended gross margin improvement. The CFO
should model extended warranty attach rates by customer segment and build explicit financial projections
for the extended warranty revenue stream.

SECTION 5

HARDWARE FINANCING AS EMBEDDED LEASE (ASC 842)

Hardware-as-a-Service and the ASC 842
Embedded Lease Question

Hardware-as-a-Service (HaaS) — where customers pay a monthly fee that includes both the hardware
device and the software subscription, rather than purchasing the hardware outright — is an increasingly
popular commercial model for hardware companies. HaaS reduces the customer's upfront capital outlay,
improves the CAC economics (lower barrier to entry), and converts hardware revenue from lumpy one-time
payments to recurring monthly revenue. However, it introduces a significant accounting complexity: when a
HaaS arrangement includes a lease of the hardware, ASC 842 may require the customer to recognize a
right-of-use asset and lease liability, and may require the seller to account for the arrangement as a
sales-type lease rather than a service contract.

5.1 When Does HaaS Create an ASC 842 Embedded Lease?

Under ASC 842, a contract contains a lease if it conveys the right to control the use of an identified asset for
a period of time in exchange for consideration. For a HaaS arrangement to be a lease, three conditions must
be met: (1) there is an identified asset (the specific hardware device deployed to the customer), (2) the
customer has the right to obtain substantially all of the economic benefits from use of the asset, and (3) the
customer has the right to direct how and for what purpose the asset is used. If all three conditions are met,
the arrangement contains an embedded lease.

Most enterprise HaaS arrangements — where a specific device is deployed to a specific customer location
and the customer uses it continuously for business operations — will meet these conditions and contain an
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embedded lease. The accounting consequences are significant: rather than recognizing the monthly HaaS
fee as service revenue ratably, the seller may need to recognize a sales-type lease, which front-loads
revenue recognition (the present value of the lease payments is recognized as revenue at lease
commencement, similar to a sale) and creates a lease receivable on the balance sheet.

SALES-TYPE LEASE ACCOUNTING (HAAS WITH EMBEDDED LEASE)

HaaS Contract: $150/nmonth for 36 nonths; hardware fair val ue $2, 400
Custoner's increnental borrowing rate: 6%

Present Val ue of Lease Paynents:
PV = $150/mo x PVIFA(0.5% 36) = $150 x 32.871 = $4, 930. 65
Since PV ($4,931) substantially exceeds FV ($2,400) -> sal es-type |ease

At Lease Commencenent (Day 1):
DR: Net Lease Receivable (PV of paynents) $4, 931
CR. Hardwar e Revenue $2, 400 (cost/FV of device)
CR: Unearned Interest |ncome (difference) $2, 531

DR: Cost of Revenue (hardware COGS) $1,173
CR Inventory $1, 173

Mont hly: Unearned interest incone recogni zed at 0.5% of receivabl e bal ance
Month 1 interest incone: $4,931 x 0.5% = $24. 66

Whether a HaaS arrangement is a lease (and what type) is one of the most commonly misanalyzed
questions in hybrid model accounting. Companies frequently either (a) fail to recognize an embedded lease
at all (treating everything as service revenue) or (b) misclassify a sales-type lease as an operating lease,
both of which misstate revenue. Before launching a HaaS program, have your external auditors review the
proposed contract terms and complete a formal ASC 842 lease classification analysis. The analysis should
be documented in the accounting policy and updated whenever contract terms change materially.

SECTION 6

IOT DATA MONETIZATION AND COMPLETE METRICS
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loT Data Monetization and the Complete Hybrid
Metrics Framework

Beyond the hardware and subscription revenue streams, connected device and IoT businesses accumulate
data as a byproduct of their hardware deployments that can be monetized as a separate high-margin
revenue stream. The aggregate sensor data from thousands of deployed devices — operational patterns,
usage behaviors, environmental readings, predictive maintenance signals — has value to the device owner
for analytics and insights, and potentially to third parties as an anonymized market intelligence product. The
CFO should model 10T data monetization as a distinct revenue stream with its own growth trajectory, margin
profile, and ASC 606 recognition treatment.

6.1 loT Data Revenue Streams

Premium analytics Add-on subscription for o .
o 75%—-85% Ratably over subscription period
dashboard advanced insights
Predictive maintenance Tiered subscription; more Ratably; alerts are stand-ready
. . 70%-80% o
alerts alerts = higher tier obligation
Benchmarking / market Annual license to anonymized .
80%—90% Ratably or at delivery of data set
data aggregate data
License fee to partners or data At delivery (perpetual) or ratabl
Third-party data licensing P 85%—95% y (perp ) y
buyers (term)

6.2 Complete Hybrid Metrics Framework

Installed Base (Active . . - Primary scale metric; track net adds
. Total devices under active subscription
Devices) monthly
Subscriptions activated / Hardware units >90% target; <80% signals activation

Hardware Attach Rate .
sold friction

. New device activations - Deactivations in . .
Net Device Adds period Must be positive and growing
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ARPU (Monthly)

Hardware Gross Margin %

Software Gross Margin %

Blended Gross Margin %

Subscription Revenue % of
Total

Device Churn Rate

CAC (hardware + onboarding)

LTV (hardware-adjusted)

Warranty Claim Rate

RMA Return Rate

SECTION 7

Total Subscription Revenue / Active Device
Count

Hardware GP / Hardware Revenue

Software GP / Software Revenue

Total GP / Total Revenue

Subscription Rev / Total Revenue

Deactivations / Beginning Active Devices

Total new customer cost / New customer
activations

Subscription LTV - Hardware COGS at
customer level

Claims settled / Installed base (annualized)

Units returned / Units shipped

TAX ISSUES AND CFO CHECKLIST

Track trend; rising = upsell success

Target improvement roadmap; track

QoQ

>70% target; should improve with
scale

Track mix shift impact; rising =
installed base growing

Rising % is the core investment thesis

<5% annual excellent; >10% requires
investigation

Compare to LTV; must recover in <24
months

Must be positive; rising = improving
economics

Track vs. reserve rate; declining =
quality improvement

<3% healthy; >8% signals quality or
expectation issues

Tax Issues and CFO Checklist for the Hybrid

Model

The SaaS + Hardware hybrid faces a distinctive tax landscape that combines the hardware business's

import duty, personal property tax, and inventory tax challenges with the software business's SaaS tax

nexus, R&D; credit, and capitalization issues. The CFO must manage all of these simultaneously.
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Tax Issues

 Import duty and tariff classification: all hardware imports assessed for correct HTS code and applicable
Section 301, Section 201, or Section 232 tariff rates; classification binding rulings obtained for products
with ambiguous classification.

» Sales tax on bundled hardware + software: most states tax hardware; software taxability varies;
bundled product tax treatment requires state-by-state analysis — some states apply tax to the total
bundle, others to only the hardware component.

» R&D; tax credits: both hardware engineering (new product development, prototype testing) and
software development (platform features, firmware) may qualify under Section 41; R&D; credit study
should capture both domains.

* Section 174 amortization applies to both hardware and software R&D; expenditures from 2022 onward,
cash tax impact modeled for both product lines separately.

* Business personal property tax: hardware inventory held in warehouses and demonstration units
deployed at customer sites may be subject to business personal property tax in some states; annual
returns filed where applicable.

CFO Operating Checklist

» ASC 606 SSP analysis documented for every product/subscription bundle: SSP for hardware and
software established using observable prices or adjusted market assessment; allocation ratios updated
when pricing changes.

» Hardware COGS tracked at the component level: BOM cost, CM fee, freight, duty, QC, and packaging
tracked separately by SKU; cost reduction targets set annually with supply chain team.

» Warranty liability calculated monthly: claim rate by device vintage tracked; reserve rate updated
annually; favorable or unfavorable development reported to audit committee.

* RMA process managed: returned units inspected and classified (refurbish, remanufacture, or write-off);
inventory revaluation completed monthly for returned units; RMA rate tracked by product line.

» HaasS contracts reviewed for ASC 842 embedded lease: lease classification analysis documented,;
sales-type lease accounting applied where required; operating lease accounting applied for qualifying
operating leases.

* Blended gross margin tracked monthly and presented to board with hardware/software margin split:
mix shift analysis showing trajectory from hardware-heavy to software-heavy maintained as a rolling
5-year model.

* 10T data revenue model maintained: data product revenue tracked separately from hardware and
software; privacy compliance (CCPA/GDPR) confirmed before any new data product launch.
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Closing Perspective: The Hybrid CFO as Margin
Engineer

The SaaS + Hardware hybrid model is, at its core, a long-term bet on the value of the installed base. Every
device deployed is a recurring revenue asset — a monthly cash flow generator that compounds over time as
more devices are deployed, as subscription ARPU grows through upsell, and as the software gross margin
of the growing subscription base pulls the blended margin toward the SaaS ceiling. The CFO who can
articulate this installed base thesis clearly — who can show the board exactly how the revenue mix will shift
and how the margin trajectory plays out over three to five years — is the CFO who builds investor
confidence in a model that can look financially confusing in its early stages.

The accounting complexity of the hybrid model — SSP allocation, HaaS embedded lease analysis, warranty
accruals, RMA logistics — is real but manageable with the right policies, the right systems, and the right
auditor relationship. The greater financial challenge is the capital intensity of hardware: the inventory
investment, the supply chain management, the tariff exposure, and the product return risk that software
businesses simply do not face. Managing these physical goods economics with the same rigor applied to the
recurring software economics is what makes the hybrid CFO role distinctively demanding — and distinctively
valuable when executed well.

Part 23 begins Section V: Emerging and Complex Models, examining the Creator Economy and Influencer
Platform — royalty vs. commission structures, 1099-NEC issuance at scale, platform withholding
mechanics, virtual currency and tipping tax treatment, IP ownership and amortization, and brand deal
revenue recognition.

End of Part 22: SaaS + Hardware (Hybrid) | Financial Architecture of Different Business Models
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