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AICPA Audit Guide

A uditing Revenue 
in C ertain Industries

With Conforming Changes 
as of May 1, 2004



AICPA Audit Guide

A u d it in g  R e v e n u e  
in  C e r t a in  In d u s t r ie s

With Conforming Changes 
as o f May 1, 2004

Th is edition of the A IC P A  A u d it G u id e  A uditing  Revenue in Certain  
Industries, w hich was originally issued in 2001, has been m odified by the 
A IC P A  staff to include certain ch anges necessary because of the issuance 
of authoritative pronouncem ents since the G u id e was originally issued. 
Th e  ch anges m ade in the current year are identified in a schedule in 
ap pend ix B o f the G u id e. Th e  ch anges do  not include all those that m ight 
be considered necessary if the G u id e  were subjected to a com prehensive 
review and revision.
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NOTICE TO READERS

T h is  A IC P A  A u d it  G u id e  h a s  b e e n  d e v e lo p e d  u n d e r  th e  s u p e rv is io n  o f  th e  
A IC P A  A u d it in g  R e ve n u e  S te e r in g  T a s k  F o rc e  to  a s s is t a u d ito rs  in  a u d it in g  
a s s e rt io n s  a b o u t re v e n u e . T h is  G u id e , w h ic h  c o n ta in s  a u d it in g  g u id a n c e , is  a n  
in te r p r e t iv e  p u b lic a t io n  p u rs u a n t to  S ta te m e n t o n  A u d it in g  S ta n d a rd s  (S A S ) 
N o . 95 , G e n e ra lly  A cce p te d  A u d it in g  S ta n d a rd s .  In te rp re t iv e  p u b lic a t io n s  a re  
re c o m m e n d a tio n s  o n  th e  a p p lic a t io n  o f  S A S s in  s p e c ific  c irc u m s ta n c e s , in c lu d 
in g  e n g a g e m e n ts  fo r  e n t it ie s  in  s p e c ia liz e d  in d u s tr ie s .  In te rp re t iv e  p u b lic a 
t io n s  a re  is s u e d  u n d e r  th e  a u th o r it y  o f  th e  A u d it in g  S ta n d a rd s  B o a rd . T h e  
m e m b e rs  o f  th e  A u d it in g  S ta n d a rd s  B o a rd  h a v e  fo u n d  th is  G u id e  to  be  c o n s is 
te n t  w i t h  e x is t in g  S A S s.

T h is  A u d i t  G u id e  a lso  in c lu d e s  d e s c r ip tio n s  o f  a c c o u n tin g  p r in c ip le s  re la te d  to  
re v e n u e  re c o g n it io n . T h e  d e s c r ip tio n s  r e fe r  to  a  F in a n c ia l A c c o u n tin g  S ta n d 
a rd s  B o a rd  S ta te m e n t, a n  A c c o u n tin g  P r in c ip le s  B o a rd  O p in io n , o r  a n  A c c o u n t
in g  R e s e a rc h  B u lle t in ,  a l l  o f  w h ic h  a re  p ro n o u n c e m e n ts  e n fo rc e a b le  u n d e r  R u le  
2 0 3  o f  th e  A IC P A  C ode  o f  P ro fe s s io n a l C o n d u c t, o r  to  o th e r  a u th o r ita t iv e  
a c c o u n tin g  p ro n o u n c e m e n ts , s u c h  as A IC P A  S ta te m e n ts  o f  P o s it io n  a n d  F A S B  
E m e rg in g  Is s u e s  T a s k  F o rc e  co nsensuses . T h is  A u d it  G u id e  is  in te n d e d  to  be 
h e lp fu l in  p o in t in g  to  g e n e ra lly  a cce p te d  a c c o u n tin g  p r in c ip le s  re la te d  to  
re v e n u e  re c o g n it io n ; h o w e v e r, i t  does n o t h a v e  th e  a u th o r it y  o f  th e  o r ig in a l 
a c c o u n tin g  p ro n o u n c e m e n ts . T h e re fo re , re a d e rs  s h o u ld  n o t use  th is  G u id e  as 
t h e i r  so u rce  o f  a c c o u n tin g  g u id a n c e  fo r  re v e n u e  re c o g n it io n  b u t  s h o u ld  in s te a d  
r e ly  o n  th e  re fe r re d  o r ig in a l a c c o u n tin g  p ro n o u n c e m e n ts  in  th e i r  e n t ir e ty .

T h e  a u d ito r  s h o u ld  be  a w a re  o f  a n d  c o n s id e r in te rp r e t iv e  p u b lic a t io n s  a p p lic a 
b le  to  h is  o r  h e r  a u d it .  I f  th e  a u d ito r  does n o t a p p ly  th e  a u d it in g  g u id a n c e  
in c lu d e d  in  a n  a p p lic a b le  in te rp r e t iv e  p u b lic a t io n ,  th e  a u d ito r  s h o u ld  be  p re 
p a re d  to  e x p la in  h o w  h e  o r  she  c o m p lie d  w it h  th e  S A S  p ro v is io n s  a d d re s s e d  b y  
su c h  a u d it in g  g u id a n c e .

Public Accounting Firms Registered With the PCAOB

S u b je c t to  th e  S e c u r it ie s  a n d  E x c h a n g e  C o m m is s io n  (C o m m is s io n ) o v e rs ig h t, 
S e c tio n  103  o f  th e  S a rb a n e s -O x le y  A c t  (A c t)  a u th o r iz e s  th e  P u b lic  C o m p a n y  
A c c o u n tin g  O v e rs ig h t B o a rd  (P C A O B ) to  e s ta b lis h  a u d it in g  a n d  re la te d  a t 
te s ta t io n ,  q u a l it y  c o n tro l, e th ic s , a n d  in d e p e n d e n c e  s ta n d a rd s  to  be  u s e d  b y  
re g is te re d  p u b lic  a c c o u n tin g  f i r m s  in  th e  p re p a ra t io n  a n d  is s u a n c e  o f  a u d it  
re p o r ts  as re q u ire d  b y  th e  A c t o r  th e  ru le s  o f  th e  C o m m is s io n . A c c o rd in g ly , 
p u b lic  a c c o u n tin g  f i r m s  re g is te re d  w it h  th e  P C A O B  a re  re q u ire d  to  a d h e re  to  
a l l  P C A O B  s ta n d a rd s  in  th e  a u d its  o f  is s u e rs , as d e fin e d  b y  th e  A c t  a n d  o th e r  
e n t it ie s  w h e n  p re s c r ib e d  b y  th e  ru le s  o f  th e  C o m m is s io n .

J o h n  F . F o g a r ty , C h a ir
A u d it in g  S ta n d a rd s  B o a rd
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T h e  A IC P A  s ta f f  g r a te fu l ly  a c k n o w le d g e s  th e  v a lu a b le  c o n tr ib u t io n  o f  R o b e rt 
L a u x  fo r  h is  re v ie w  o f  th e  M a y  2 0 0 4  e d it io n  o f  th is  G u id e .

A IC P A  S ta ff

R enee  R a m p u lla , C P A
T e c h n ic a l M a n a g e r
A c c o u n tin g  a n d  A u d it in g  P u b lic a t io n s

T h is  G u id e  h a s  b e e n  m o d if ie d  b y  th e  A IC P A  s ta f f  to  in c lu d e  c e r ta in  ch a n g e s  
n e c e s s a ry  d u e  to  th e  is s u a n c e  o f  a u th o r ita t iv e  p ro n o u n c e m e n ts  s in ce  th e  G u id e  
w a s  o r ig in a l ly  is s u e d . T h is  G u id e  h a s  b e e n  u p d a te d  to  r e f le c t  re le v a n t g u id a n c e  
c o n ta in e d  in  o f f ic ia l p ro n o u n c e m e n ts  th ro u g h  M a y  1, 2 0 0 4 :

S A S  N o . 101 , A u d it in g  F a i r  V a lu e  M e a s u re m e n ts  a n d  D is c lo s u re s

S S A E  N o . 12, A m e n d m e n t to  S ta te m e n t on  S ta n d a rd s  f o r  A t te s ta t io n  
E n g a g e m e n ts  N o . 10, A tte s ta t io n  S ta n d a rd s : R e v is io n  a n d  R e c o d ific a tio n

T h e  ch a n g e s  m a d e  fo r  th e  c u r r e n t  y e a r  a re  id e n t i f ie d  in  a  s c h e d u le  in  A p p e n d ix  
B  o f  th e  G u id e . T h e  ch a n g e s  do n o t in c lu d e  a l l  th o s e  th a t  m ig h t  be  c o n s id e re d  
n e c e s s a ry  i f  th e  G u id e  w e re  s u b je c te d  to  a  c o m p re h e n s iv e  re v ie w  a n d  re v is io n .

U s e rs  o f  th is  G u id e  s h o u ld  c o n s id e r p ro n o u n c e m e n ts  is s u e d  s u b s e q u e n t to  
th o s e  l is te d  above  to  d e te rm in e  th e i r  e ffe c t o n  e n t it ie s  co v e re d  b y  th is  G u id e .
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Preface
R e v e n u e  re c o g n it io n  c o n tin u e s  to  pose s ig n if ic a n t  a u d it  r is k  to  a u d ito rs  a n d  

h a s  c o n tr ib u te d  to  a  p e rc e iv e d  e ro s io n  in  th e  in te g r i t y  o f  th e  f in a n c ia l r e p o r t in g  
p ro ce ss . I n  re c e n t y e a rs , s e v e ra l h ig h -p ro f i le  in c id e n ts  o f  im p ro p e r  re v e n u e  
re c o g n it io n  a t t ra c te d  th e  a t te n t io n  o f  th e  b u s in e s s  m e d ia  a n d  le d  to  u n f la t te r in g  
co ve ra g e . A  s u b s ta n t ia l p o r t io n  o f  re c e n t l i t ig a t io n  a g a in s t a c c o u n tin g  f i rm s  
re p o r te d  to  th e  A IC P A  S e c u r it ie s  a n d  E x c h a n g e  C o m m is s io n  (S E C ) P ra c tic e  
S e c tio n  Q u a l i ty  C o n tro l In q u i r y  C o m m itte e  c ite  re v e n u e  re c o g n it io n  is s u e s . I n  
M a rc h  1 999 , th e  C o m m itte e  o f  S p o n s o r in g  O rg a n iz a t io n s  o f  th e  T re a d w a y  
C o m m is s io n  re le a s e d  F ra u d u le n t  F in a n c ia l R e p o r tin g : 1 9 8 7 -1 9 9 7 , A n  A n a ly s is  
o f  U .S . P u b lic  C o m p a n ie s . T h e  re p o r t  e x a m in e s  in c id e n ts  o f  f r a u d u le n t  f in a n 
c ia l r e p o r t in g  a lle g e d  b y  th e  S E C  in  A c c o u n tin g  a n d  A u d it in g  E n fo rc e m e n t 
R e le a se s  is s u e d  b e tw e e n  J a n u a ry  1987  a n d  D e c e m b e r 1997 . M o re  th a n  h a l f  o f  
th e  fra u d s  in v o lv e d  o v e rs ta t in g  re v e n u e s  b y  re c o rd in g  th e m  e ith e r  f ic t i t io u s ly  
o r  p re m a tu re ly .  I n  A u g u s t 2 0 0 0 , th e  P u b lic  O v e rs ig h t B o a rd ’s P a n e l o n  A u d it  
E ffe c tiv e n e s s , e s ta b lis h e d  in  O c to b e r 1998  in  re s p o n s e  to  a  re q u e s t b y  th e  S E C , 
p u b lis h e d  i t s  f in a l  re p o r t .  T h e  re p o r t  in c lu d e d  re c o m m e n d a tio n s  th a t  th e  
F in a n c ia l A c c o u n tin g  S ta n d a rd s  B o a rd  a n d  th e  A IC P A ’s A u d it in g  S ta n d a rd s  
B o a rd  p ro v id e  a d d it io n a l g u id a n c e  o n  re v e n u e . O n  M a y  1, 2 0 0 2  th e  P u b lic  
O v e rs ig h t B o a rd  te rm in a te d  i t s  o p e ra t io n s  a n d  th e  (S E C ) P ra c tic e  S e c tio n  o f  
th e  A IC P A  ceased  e x is te n c e  o n  D e c e m b e r 3 1 , 2 0 0 3  t r a n s fe r r in g  is  o p e ra tio n s  
a n d  o v e rs ig h t r e s p o n s ib il ity  to  T h e  C e n te r  fo r  P u b lic  C o m p a n y  A u d it  F irm s , 
w h ic h  co m m e n ce d  o p e ra t io n s  o n  J a n u a ry  1 ,  2 0 0 4 . I t s  m e m b e rs h ip  is  v o lu n ta ry .

T h e  im p lic a t io n s  a re  w id e  re a c h in g . In v e s to r  c o n fid e n c e  h a s  d r iv e n  th e  
u n p a ra lle le d  success o f  th e  U .S . c a p ita l m a rk e ts , a n d  a  k e y  c o m p o n e n t in  
c re a t in g  th a t  c o n fid e n c e  is  th e  c o n f irm in g  ro le  o f  a u d ite d  f in a n c ia l s ta te m e n ts . 
I n  th is  G u id e , th e  A IC P A ’s in te n t  is  to  h e lp  a u d ito rs  f u l f i l l  t h e i r  p ro fe s s io n a l 
re s p o n s ib il it ie s  w i t h  re g a rd  to  a u d it in g  a s s e rt io n s  a b o u t re v e n u e . T h is  G u id e —

•  D is c u s s e s  th e  re s p o n s ib il it ie s  o f  m a n a g e m e n t, b o a rd s  o f  d ire c to rs , a n d  
a u d it  c o m m itte e s  fo r  r e l ia b le  f in a n c ia l re p o r t in g .

•  S u m m a r iz e s  k e y  a c c o u n tin g  g u id a n c e  re g a rd in g  w h e th e r  a n d  w h e n  
re v e n u e  s h o u ld  be  re c o g n iz e d  in  a c c o rd a n ce  w it h  g e n e ra lly  a cce p te d  
a c c o u n tin g  p r in c ip le s .

•  Id e n t if ie s  c irc u m s ta n c e s  a n d  tra n s a c t io n s  th a t  m a y  s ig n a l im p ro p e r  
re v e n u e  re c o g n it io n .

•  S u m m a r iz e s  k e y  a sp e c ts  o f  th e  a u d ito r ’s r e s p o n s ib il ity  to  p la n  a n d  
p e r fo rm  a n  a u d it  u n d e r  g e n e ra lly  a c c e p te d  a u d it in g  s ta n d a rd s .

•  D e s c rib e s  p ro c e d u re s  th a t  th e  a u d ito r  m a y  f in d  e ffe c tiv e  in  l im i t in g  
a u d it  r is k  a r is in g  fr o m  im p ro p e r  re v e n u e  re c o g n it io n .

•  P ro v id e s  g u id a n c e  o n  a u d it in g  re v e n u e  tra n s a c t io n s  in  se le c te d  in d u s 
t r ie s  n o t c o v e re d  b y  e x is t in g  A IC P A  A u d it  a n d  A c c o u n tin g  G u id e s .

T h e  p r im a r y  fo cu s  o f  th is  p u b lic a t io n  is  re v e n u e  re c o g n it io n  fo r  sa les  o f  goods 
a n d  s e rv ic e s  (o th e r  th a n  le n d in g  a c t iv it ie s )  b y  fo r - p r o f it  e n te rp r is e s  in  th e  
o rd in a r y  co u rs e  o f  b u s in e s s . R e v e n u e  re c o g n it io n  fo r  g o v e rn m e n ta l a n d  n o t- fo r -  
p r o f i t  e n t it ie s  is  b e y o n d  th e  scope o f  th is  p u b lic a t io n .  T h e  F in a n c ia l A c c o u n tin g  
S ta n d a rd s  B o a rd  (F A S B ) h a s  a n  a c tiv e  c o m p re h e n s iv e  re v e n u e  re c o g n it io n  
p ro je c t o n  i t s  a g e n d a . T h e  o b je c tiv e  o f  th is  p ro je c t is  to  d e v e lo p  a  c o m p re h e n s iv e  
s ta te m e n t o n  re v e n u e  re c o g n it io n  th a t  is  c o n c e p tu a lly  b a s e d  a n d  fra m e d  in  
te rm s  o f  p r in c ip le s . T h is  s ta te m e n t w i l l  (a ) e l im in a te  th e  in c o n s is te n c ie s  in  th e  
e x is t in g  a u th o r ita t iv e  l i t e r a tu r e  a n d  a c c e p te d  p ra c t ic e s , (6 ) f i l l  th e  v o id s  t h a t

AAG-REV
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h a v e  e m e rg e d  in  re v e n u e  re c o g n it io n  g u id a n c e  in  re c e n t y e a rs , a n d  (c) p ro v id e  
a  c o n c e p tu a l b a s is  fo r  a d d re s s in g  is su e s  th a t  a r is e  in  th e  fu tu re .  A lth o u g h  th e  
F A S B  p la n s  fo r  th is  s ta te m e n t to  a p p ly  to  b u s in e s s  e n t it ie s  g e n e ra lly , i t  m ig h t  
la te r  d e c id e  to  e x c lu d e  c e r ta in  tra n s a c tio n s  o r  in d u s tr ie s  r e q u ir in g  a d d it io n a l 
s tu d y . R e a d e rs  s h o u ld  be a le r t  to  th e  p ro g re s s  o f  th is  p ro je c t be ca u se  i t  m a y  
a ffe c t th e  a c c o u n tin g  d e s c rib e d  in  th is  G u id e .

Substantial Changes to Audit Process Proposed

(N o te : T h is  d is c u s s io n  is  n o t  a p p lic a b le  to  p u b lic  a c c o u n tin g  f irm s  re g is te re d  
w it h  th e  P u b lic  C o m p a n y  A c c o u n tin g  O v e rs ig h t B o a rd  a n d  th e i r  a s s o c ia te d  
p e rs o n s  in  c o n n e c tio n  w it h  t h e i r  a u d its  o f  is s u e rs  as d e fin e d  b y  th e  S a rb a n e s - 
O x le y  A c t,  a n d  o th e r  e n t it ie s  w h e n  p re s c r ib e d  b y  th e  ru le s  o f  th e  S e c u r it ie s  a n d  
E x c h a n g e  C o m m is s io n .)

I n  D e c e m b e r 2 0 0 2 , th e  A IC P A ’s A u d it in g  S ta n d a rd s  B o a rd  (A S B ) is s u e d  a n  
e x p o s u re  d r a f t  p ro p o s in g  se ve n  n e w  S ta te m e n ts  o n  A u d it in g  S ta n d a rd s  (S A S s) 
r e la t in g  to  th e  a u d ito r ’s r is k  a s s e s s m e n t p rocess . T h e  A S B  b e lie v e s  th a t  th e  
re q u ire m e n ts  a n d  g u id a n c e  p ro v id e d  in  th e  p ro p o s e d  S A S s, i f  a d o p te d , w o u ld  
r e s u lt  in  a  s u b s ta n t ia l ch a n g e  in  a u d it  p ra c t ic e  a n d  in  m o re  e ffe c tiv e  a u d its . 
T h e  p r im a r y  o b je c tiv e  o f  th e  p ro p o s e d  S A S s is  to  e n h a n c e  a u d ito rs ’ a p p lic a t io n  
o f  th e  a u d it  r is k  m o d e l in  p ra c t ic e  b y  re q u ir in g :

•  M o re  in -d e p th  u n d e rs ta n d in g  o f  th e  e n t i t y  a n d  i t s  e n v iro n m e n t, in 
c lu d in g  i t s  in te r n a l  c o n tro l, to  id e n t i f y  th e  r is k s  o f  m a te r ia l  m is s ta te 
m e n t in  th e  f in a n c ia l s ta te m e n ts  a n d  w h a t th e  e n t i t y  is  d o in g  to  
m it ig a te  th e m .

•  M o re  r ig o ro u s  a s s e s s m e n t o f  th e  r is k s  o f  m a te r ia l  m is s ta te m e n t o f  th e  
f in a n c ia l s ta te m e n ts  b a se d  o n  th a t  u n d e rs ta n d in g .

•  Im p ro v e d  lin k a g e  b e tw e e n  th e  assessed r is k s  a n d  th e  n a tu re ,  t im in g  
a n d  e x te n t o f  a u d it  p ro c e d u re s  p e r fo rm e d  in  re s p o n s e  to  th o s e  r is k s .

T h e  e x p o s u re  d r a f t  c o n s is ts  o f  th e  fo llo w in g  p ro p o s e d  S A S s:
•  A m e n d m e n t to  S ta te m e n t on  A u d it in g  S ta n d a rd s  N o . 95 , G e n e ra lly  

A c c e p te d  A u d it in g  S ta n d a rd s

•  A u d it  E v id e n c e
•  A u d it  R is k  a n d  M a te r ia l i t y  in  C o n d u c tin g  a n  A u d it

•  P la n n in g  a n d  S u p e rv is io n
•  U n d e rs ta n d in g  th e  E n t i t y  a n d  I t s  E n v iro n m e n t a n d  A s s e s s in g  th e  

R is k s  o f  M a te r ia l  M is s ta te m e n t

•  P e r fo rm in g  A u d it  P ro c e d u re s  in  R esponse to  A ssessed R is k s  a n d  E v a lu 
a t in g  th e  A u d i t  E v id e n c e  O b ta in e d

•  A m e n d m e n t to  S ta te m e n t on  A u d it in g  S ta n d a rd s  N o. 39, A u d it  S a m p lin g

T h e  p ro p o s e d  S A S s e s ta b lis h  s ta n d a rd s  a n d  p ro v id e  g u id a n c e  c o n c e rn in g  th e  
a u d ito r ’s a s s e s s m e n t o f  th e  r is k s  o f  m a te r ia l  m is s ta te m e n t in  a  f in a n c ia l 
s ta te m e n t a u d it ,  a n d  th e  d e s ig n  a n d  p e rfo rm a n c e  o f  a u d it  p ro c e d u re s  w h o se  
n a tu re ,  t im in g ,  a n d  e x te n t a re  re s p o n s iv e  to  th e  assessed r is k s .  A d d it io n a l ly ,  
th e  p ro p o s e d  S A S s e s ta b lis h  s ta n d a rd s  a n d  p ro v id e  g u id a n c e  o n  p la n n in g  a n d  
s u p e rv is io n , th e  n a tu re  o f  a u d it  e v id e n c e , a n d  e v a lu a t in g  w h e th e r  th e  a u d it  
e v id e n c e  o b ta in e d  a ffo rd s  a  re a s o n a b le  b a s is  fo r  a n  o p in io n  re g a rd in g  th e  
f in a n c ia l s ta te m e n ts  u n d e r  a u d it .  R e a d e rs  c a n  access th e  p ro p o s e d  s ta n d a rd s  
a t  A IC P A  O n lin e  (w w w .a ic p a .o rg ) a n d  s h o u ld  be  a le r t  to  fu tu r e  p ro g re s s  o n  th is  
p ro je c t.
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Applicab ility  of Requirements of the Sarbanes-O x ley  
Act of 2002, Related Securities and  Exchange  
Com m ission Regulations, and  Standards of the Public 
C om pan y  Accounting O versight Board

P u b lic ly -h e ld  c o m p a n ie s  a n d  o th e r  “ is s u e rs ”  (see d e f in i t io n  b e lo w ) a re  s u b je c t 
to  th e  p ro v is io n s  o f  th e  S a rb a n e s -O x le y  A c t  o f  2 0 0 2  (A c t)  a n d  re la te d  S e c u r it ie s  
a n d  E xch a n g e  C o m m is s io n  (S E C ) re g u la tio n s  im p le m e n tin g  th e  A c t. T h e ir  o u ts id e  
a u d ito rs  a re  a lso  su b je c t to  th e  p ro v is io n s  o f  th e  A c t a n d  to  th e  ru le s  a n d  s ta n d a rd s  
is s u e d  b y  th e  P u b lic  C o m p a n y  A c c o u n tin g  O v e rs ig h t B o a rd  (P C A O B ).

P re s e n te d  b e lo w  is  a  s u m m a ry  o f  c e r ta in  k e y  a re a s  a d d re s s e d  b y  th e  A c t,  th e  
S E C , a n d  th e  P C A O B  th a t  a re  p a r t ic u la r ly  re le v a n t to  th e  p re p a ra t io n  a n d  
is s u a n c e  o f  a n  is s u e r ’s f in a n c ia l s ta te m e n ts  a n d  th e  p re p a ra t io n  a n d  is s u a n c e  
o f  a n  a u d it  r e p o r t  o n  th o s e  f in a n c ia l s ta te m e n ts . H o w e v e r, th e  p ro v is io n s  o f  th e  
A c t,  th e  re g u la t io n s  o f  th e  S E C , a n d  th e  ru le s  a n d  s ta n d a rd s  o f  th e  P C A O B  a re  
n u m e ro u s  a n d  a re  n o t a l l  a d d re s s e d  in  th is  s e c tio n  o r  in  th is  G u id e . Is s u e rs  a n d  
t h e i r  a u d ito rs  s h o u ld  u n d e rs ta n d  th e  p ro v is io n s  o f  th e  A c t,  th e  S E C  re g u la t io n s  
im p le m e n t in g  th e  A c t,  a n d  th e  ru le s  a n d  s ta n d a rd s  o f  th e  P C A O B , as a p p lic a b le  
to  t h e i r  c irc u m s ta n c e s .

D e f in it io n  o f  a n  Is s u e r

T h e  A c t s ta te s  th a t  th e  te r m  “ is s u e r ”  m e a n s  a n  is s u e r  (as  d e fin e d  in  s e c tio n  
3 o f  th e  S e c u r it ie s  E x c h a n g e  A c t  o f  1 934  (1 5  U .S .C . 7 8c)), th e  s e c u r it ie s  o f  
w h ic h  a re  re g is te re d  u n d e r  s e c tio n  12 o f  t h a t  A c t  (1 5  U .S .C . 781), o r  t h a t  is  
re q u ire d  to  f i le  re p o r ts  u n d e r  s e c tio n  1 5 (d ) (1 5  U .S .C . 7 8 o (d )), o r  t h a t  f i le s  
o r  h a s  f i le d  a  re g is t r a t io n  s ta te m e n t th a t  h a s  n o t y e t  becom e  e ffe c tiv e  u n d e r  
th e  S e c u r it ie s  A c t o f  1933 (1 5  U .S .C . 7 7 a  e t seq .), a n d  th a t  i t  h a s  n o t 
w ith d ra w n .

Is s u e rs , as d e fin e d  b y  th e  A c t,  a n d  o th e r  e n t it ie s  w h e n  p re s c r ib e d  b y  th e  
ru le s  o f  th e  S E C  (c o lle c t iv e ly  re fe r re d  to  in  th is  G u id e  as “ is s u e rs ”  o r  
“ is s u e r ” ) a n d  t h e i r  p u b lic  a c c o u n tin g  f i r m s  (w h o  m u s t be  re g is te re d  w it h  
th e  P C A O B ) a re  s u b je c t to  th e  p ro v is io n s  o f  th e  A c t,  im p le m e n t in g  S E C  
re g u la t io n s , a n d  th e  ru le s  a n d  s ta n d a rd s  o f  th e  P C A O B , as a p p ro p r ia te .

N o n - is s u e rs  a re  th o s e  e n t it ie s  n o t  s u b je c t to  th e  A c t o r  th e  ru le s  o f  th e  S E C .

G uidance  for Issuers

Managem ent Assessment of Internal Control
A s  d ire c te d  b y  S e c tio n  4 0 4  o f  th e  A c t,  th e  S E C  a d o p te d  f in a l  ru le s  re q u ir in g  

c o m p a n ie s  s u b je c t to  th e  re p o r t in g  re q u ire m e n ts  o f  th e  S e c u r it ie s  E x c h a n g e  
A c t  o f  1 934 , o th e r  th a n  re g is te re d  in v e s tm e n t c o m p a n ie s  a n d  c e r ta in  o th e r  
e n t it ie s ,  to  in c lu d e  in  t h e i r  a n n u a l re p o r ts  a  re p o r t  o f  m a n a g e m e n t o n  th e  
c o m p a n y ’s in te r n a l  c o n tro l o v e r f in a n c ia l re p o r t in g .  See th e  S E C  w e b  s ite  a t  
w w w .s e c .g o v /ru le s /f in a l/3 3 -8 2 3 8 .h tm  fo r  th e  f u l l  te x t  o f  th e  re g u la t io n .

T h e  S E C  ru le s  c la r if y  t h a t  m a n a g e m e n t’s a s s e s s m e n t a n d  re p o r t  is  l im i te d  to  
in te r n a l c o n tro l o v e r f in a n c ia l  re p o r t in g .  T h e  S E C ’s d e f in i t io n  o f  in te r n a l  
c o n tro l e n co m p a sse s  th e  C o m m itte e  o f  S p o n s o r in g  O rg a n iz a t io n s  o f  th e  T re a d 
w a y  C o m m is s io n  (C O S O ) d e f in i t io n  b u t  th e  S E C  does n o t m a n d a te  t h a t  th e  
e n t i t y  u se  C O S O  as i t s  c r i te r ia  fo r  ju d g in g  e ffe c tiv e n e s s .

U n d e r  th e  S E C  ru le s , th e  c o m p a n y ’s a n n u a l 1 0 -K  m u s t in c lu d e :

1. M a n a g e m e n t’s A n n u a l R e p o r t o n  In te r n a l  C o n tro l O v e r  F in a n c ia l 
R e p o r tin g
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2. A t te s ta t io n  R e p o rt o f  th e  R e g is te re d  P u b lic  A c c o u n tin g  F ir m

3. C h a n g e s  in  In te r n a l  C o n tro l O v e r  F in a n c ia l R e p o r tin g

T h e  S E C  ru le s  a ls o  re q u ire  m a n a g e m e n t to  e v a lu a te  a n y  ch a n g e  in  th e  e n t i t y ’s 
in te r n a l  c o n tro l th a t  o c c u rre d  d u r in g  a  f is c a l q u a r te r  a n d  th a t  h a s  m a te r ia l ly  
a ffe c te d , o r  is  re a s o n a b ly  l ik e ly  to  m a te r ia l ly  a ffe c t, th e  e n t i t y ’s in te r n a l  c o n tro l 
o v e r f in a n c ia l re p o r t in g .

Audit Committees and Corporate Governance
S e c tio n  301 o f  th e  A c t e s ta b lis h e s  re q u ire m e n ts  re la te d  to  th e  m a k e u p  a n d  th e  

re s p o n s ib ilit ie s  o f  a n  is s u e r’s a u d it  c o m m itte e . A m o n g  th o se  re q u ire m e n ts —
•  E a c h  m e m b e r o f  th e  a u d it  c o m m itte e  m u s t be  a  m e m b e r o f  th e  b o a rd  

o f  d ire c to rs  o f  th e  is s u e r , a n d  o th e rw is e  be  in d e p e n d e n t.
•  T h e  a u d it  c o m m itte e  o f  a n  is s u e r  is  d ir e c t ly  re s p o n s ib le  fo r  th e  a p 

p o in tm e n t , c o m p e n s a tio n , a n d  o v e rs ig h t o f  th e  w o rk  o f  a n y  re g is te re d  
p u b lic  a c c o u n tin g  f i r m  e m p lo y e d  b y  th a t  is s u e r.

•  T h e  a u d it  c o m m itte e  s h a ll e s ta b lis h  p ro c e d u re s  fo r  th e  “ re c e ip t, re te n 
t io n ,  a n d  tr e a tm e n t  o f  c o m p la in ts ”  re c e iv e d  b y  th e  is s u e r  re g a rd in g  
a c c o u n tin g , in te r n a l  c o n tro ls , a n d  a u d it in g .

I n  A p r i l  2 0 0 3 , th e  S E C  a d o p te d  a  r u le  to  d ire c t  th e  n a t io n a l s e c u r it ie s  e x 
ch a n g e s  a n d  n a t io n a l s e c u r it ie s  a s s o c ia tio n s  to  p r o h ib it  th e  l is t in g  o f  a n y  
s e c u r ity  o f  a n  is s u e r  th a t  is  n o t in  c o m p lia n c e  w it h  th e  a u d it  c o m m itte e  
re q u ire m e n ts  m a n d a te d  b y  th e  A c t.

Disclosure of Audit Committee Financial Expert and 
Code of Ethics

I n  J a n u a ry  2 0 0 3 , th e  S E C  a d o p te d  a m e n d m e n ts  re q u ir in g  is s u e rs , o th e r  th a n  
re g is te re d  in v e s tm e n t c o m p a n ie s , to  in c lu d e  tw o  n e w  ty p e s  o f  d is c lo s u re s  in  
t h e i r  a n n u a l re p o r ts  f i le d  p u rs u a n t to  th e  S e c u r it ie s  E x c h a n g e  A c t  o f  1934. 
T h e se  a m e n d m e n ts  c o n fo rm  to  S e c tio n s  4 0 6  a n d  4 0 7  o f  th e  A c t  a n d  re la te  to  
d is c lo s u re s  c o n c e rn in g  th e  a u d it  c o m m itte e ’s f in a n c ia l e x p e r t a n d  code o f  e th ic s  
r e la t in g  to  th e  c o m p a n ie s ’ o ff ic e rs . A n  a m e n d m e n t sp e c ifie s  th a t  th e s e  d is c lo 
s u re s  a re  o n ly  re q u ire d  fo r  a n n u a l re p o r ts .

Certification of Disclosure in an Issuer's Quarterly and 
Annual Reports

S e c tio n  302  o f  th e  A c t re q u ire s  th e  C h ie f  E x e c u tiv e  O ff ic e r  (C E O ) a n d  C h ie f  
F in a n c ia l O ff ic e r  (C F O ) o f  e a ch  is s u e r  to  p re p a re  a  s ta te m e n t to  a c c o m p a n y  th e  
a u d it  r e p o r t  to  c e r t ify  th e  “ a p p ro p r ia te n e s s  o f  th e  f in a n c ia l s ta te m e n ts  a n d  
d is c lo s u re s  c o n ta in e d  in  th e  p e r io d ic  re p o r t ,  a n d  th a t  th o s e  f in a n c ia l s ta te 
m e n ts  a n d  d is c lo s u re s  f a i r l y  p re s e n t, in  a l l  m a te r ia l  re s p e c ts , th e  o p e ra tio n s  
a n d  f in a n c ia l c o n d it io n  o f  th e  is s u e r .”

I n  A u g u s t 2 0 0 2 , th e  S E C  a d o p te d  f in a l  ru le s  fo r  C e r t i f ic a t io n  o f  D is c lo s u re  in  
C o m p a n ie s ’ Q u a r te r ly  a n d  A n n u a l R e p o rts  in  re sp o n se  to  S e c tio n  3 02  o f  th e  
A c t.  C E O s  a n d  C F O s  a re  n o w  re q u ire d  to  c e r t i f y  th e  f in a n c ia l a n d  o th e r  
in fo rm a t io n  c o n ta in e d  in  q u a r te r ly  a n d  a n n u a l re p o r ts .

Improper Influence on Conduct of Audits
S e c tio n  3 03  o f  th e  A c t m a k e s  i t  u n la w fu l fo r  a n y  o ff ic e r  o r  d ire c to r  o f  a n  is s u e r  

to  ta k e  a n y  a c tio n  to  f r a u d u le n t ly  in f lu e n c e , coe rce , m a n ip u la te , o r  m is le a d  a n y  
a u d ito r  e n g a g e d  in  th e  p e rfo rm a n c e  o f  a n  a u d it  fo r  th e  p u rp o s e  o f  re n d e r in g  
th e  f in a n c ia l s ta te m e n ts  m a te r ia l ly  m is le a d in g . I n  A p r i l  2 0 0 3 , th e  S E C  a d o p te d  
ru le s  im p le m e n t in g  th e s e  p ro v is io n s  o f  th e  A c t.
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Disclosures in Periodic Reports

S e c tio n  4 0 1 (a ) o f  th e  A c t re q u ire s  th a t  e a ch  f in a n c ia l re p o r t  o f  a n  is s u e r  th a t  
is  re q u ire d  to  be  p re p a re d  in  a cco rd a n ce  w it h  g e n e ra lly  a cce p te d  a c c o u n tin g  
p r in c ip le s  (G A A P ) s h a ll “ r e f le c t  a l l  m a te r ia l  c o r re c t in g  a d ju s tm e n ts  . . . t h a t  
h a v e  b e e n  id e n t i f ie d  b y  a re g is te re d  a c c o u n tin g  f i r m . .." I n  a d d it io n ,  “ ea ch  
a n n u a l a n d  q u a r te r ly  f in a n c ia l r e p o r t . . . s h a ll d is c lo s e  a l l  m a te r ia l  o ff-b a la n c e  
s h e e t tra n s a c t io n s ”  a n d  “ o th e r  r e la t io n s h ip s ”  w i t h  “ u n c o n s o lid a te d  e n t i t ie s ”  
t h a t  m a y  h a v e  a  m a te r ia l  c u r r e n t  o r  fu tu r e  e ffe c t o n  th e  f in a n c ia l c o n d it io n  o f  
th e  is s u e r .

I n  J a n u a ry  2 0 0 3 , th e  S E C  a d o p te d  ru le s  th a t  re q u ire  d is c lo s u re  o f  m a te r ia l  
o ff-b a la n c e  s h e e t tra n s a c tio n s , a r ra n g e m e n ts , o b lig a tio n s , a n d  o th e r  r e la t io n 
s h ip s  o f  th e  is s u e r  w i t h  u n c o n s o lid a te d  e n t it ie s  o r  o th e r  p e rs o n s , t h a t  m a y  h a v e  
a  m a te r ia l  c u r r e n t  o r  fu tu r e  e ffe c t o n  f in a n c ia l c o n d it io n , ch a n g e s  in  f in a n c ia l 
c o n d it io n , re s u lts  o f  o p e ra tio n s , l iq u id i t y ,  c a p ita l e x p e n d itu re s , c a p ita l r e 
so u rce s , o r  s ig n if ic a n t  c o m p o n e n ts  o f  re v e n u e s  o r  expenses . T h e  ru le s  re q u ire  
a n  is s u e r  to  p ro v id e  a n  e x p la n a t io n  o f  i t s  o ff-b a la n c e  s h e e t a rra n g e m e n ts  in  a  
s e p a ra te ly  c a p tio n e d  s u b s e c tio n  o f  th e  M a n a g e m e n t’s D is c u s s io n  a n d  A n a ly s is  
s e c tio n  o f  a n  is s u e r ’s d is c lo s u re  d o c u m e n ts .

Guidance  for Auditors

T h e  A c t  m a n d a te s  a  n u m b e r  o f  re q u ire m e n ts  c o n c e rn in g  a u d ito rs  o f  is s u e rs , 
in c lu d in g  m a n d a to ry  re g is t r a t io n  w it h  th e  P C A O B , th e  s e t t in g  o f  a u d it in g  
s ta n d a rd s , in s p e c tio n s , in v e s t ig a t io n s , d is c ip l in a r y  p ro c e e d in g s , p ro h ib ite d  
a c t iv it ie s ,  p a r tn e r  r o ta t io n ,  a n d  re p o r ts  to  a u d it  c o m m itte e s , a m o n g  o th e rs . 
A u d ito r s  o f  is s u e rs  s h o u ld  fa m il ia r iz e  th e m s e lv e s  w it h  a p p lic a b le  p ro v is io n s  o f  
th e  A c t  a n d  th e  s ta n d a rd s  o f  th e  P C A O B . T h e  P C A O B  c o n tin u e s  to  e s ta b lis h  
ru le s  a n d  s ta n d a rd s  im p le m e n t in g  p ro v is io n s  o f  th e  A c t c o n c e rn in g  th e  a u d ito rs  
o f  is s u e rs .

Applicability and Integration of Generally Accepted 
Auditing Standards and Public Com pany Accounting 
Oversight Board Standards

A IC P A  m e m b e rs  w h o  p e r fo rm  a u d it in g  a n d  o th e r  re la te d  p ro fe s s io n a l s e rv 
ice s  h a v e  b e e n  re q u ire d  to  c o m p ly  w i t h  S ta te m e n ts  o n  A u d it in g  S ta n d a rd s  
(S A S s ) p ro m u lg a te d  b y  th e  A IC P A  A u d it in g  S ta n d a rd s  B o a rd  (A S B ). T h e se  
s ta n d a rd s  c o n s t itu te  w h a t  is  k n o w n  as “ g e n e ra lly  a c c e p te d  a u d it in g  s ta n d a rd s ” 
(G A A S ). I n  th e  p a s t, th e  A S B ’s a u d it in g  s ta n d a rd s  h a v e  a p p lie d  to  a u d its  o f  a l l  
e n t it ie s .  H o w e v e r, as a  r e s u lt  o f  th e  p a ssage  o f  th e  A c t,  a u d it in g  a n d  re la te d  
p ro fe s s io n a l p ra c t ic e  s ta n d a rd s  to  be  u se d  in  th e  p e rfo rm a n c e  o f  a n d  re p o r t in g  
o n  a u d its  o f  th e  f in a n c ia l s ta te m e n ts  o f  is s u e rs  a re  n o w  e s ta b lis h e d  b y  th e  
P C A O B .

S p e c if ic a lly , th e  A c t a u th o r iz e s  th e  P C A O B  to  e s ta b lis h  a u d it in g  a n d  re la te d  
a t te s ta t io n ,  q u a l it y  c o n tro l,  e th ic s , a n d  in d e p e n d e n c e  s ta n d a rd s  to  be  u se d  b y  
re g is te r e d  p u b l ic  a c c o u n tin g  f i r m s  in  th e  p r e p a r a t io n  a n d  is s u a n c e  o f  a u d i t  
re p o r ts  fo r  e n t it ie s  s u b je c t to  th e  A c t  o r  th e  ru le s  o f  th e  S E C . A c c o rd in g ly , p u b lic  
a c c o u n tin g  f i r m s  re g is te re d  w it h  th e  P C A O B  a re  re q u ire d  to  a d h e re  to  a l l  
P C A O B  s ta n d a rd s  in  th e  a u d its  o f  “ is s u e rs ,”  as d e fin e d  b y  th e  A c t,  a n d  o th e r  
e n t it ie s  w h e n  p re s c r ib e d  b y  th e  ru le s  o f  th e  S E C .

F o r  th o s e  e n t it ie s  n o t s u b je c t to  th e  A c t  o r  th e  ru le s  o f  th e  S E C , th e  p re p a ra 
t io n  a n d  issu a n ce  o f  a u d it  re p o r ts  re m a in  g o ve rn e d  b y  G A A S  as is su e d  b y  th e  A S B .
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Extensive Guidance Available in A ICPA  Professional Standards
T h e  A IC P A  P ro fe s s io n a l S ta n d a rd s  a n d  C o d if ic a t io n  o f  A u d it in g  S ta n d a rd s  

c o n ta in s  a  th o ro u g h  s e c tio n  th a t  p ro v id e s  im p o r ta n t  in fo rm a t io n  a n d  g u id a n c e  
a b o u t:

•  T h e  a p p l ic a b i li ty  a n d  in te g ra t io n  o f  G A A S  a n d  P C A O B  s ta n d a rd s ;
•  S ta n d a rd s  a p p lic a b le  to  th e  a u d its  o f  n o n -is s u e rs ;
•  S ta n d a rd s  a p p lic a b le  to  th e  a u d its  o f  is s u e rs ;
•  T h e  P C A O B ’s a d o p tio n  o f  in te r im  s ta n d a rd s ;
•  S ta n d a rd s  a p p lic a b le  i f  a  n o n - is s u e r ’s f in a n c ia l s ta te m e n ts  a re  a u d ite d  

in  a cco rd a n ce  w it h  P C A O B  s ta n d a rd s ; a n d ,
•  A p p lic a b il i t y  o f  G A A S  to  a u d its  o f  is s u e rs

G A A S  and PCAOB Standards Included in This Guide

A s  th e  A S B  a n d  th e  P C A O B  m o ve  fo rw a rd  in  e s ta b lis h in g  a u d it in g  s ta n d a rd s  
fo r  e n t it ie s  w i t h in  t h e i r  re s p e c tiv e  ju r is d ic t io n s ,  th is  G u id e  w i l l  p re s e n t b o th  
G A A S  a n d  P C A O B  s ta n d a rd s , as a p p lic a b le  d e p e n d in g  o n  th e  a u d it in g  g u id 
ance  p re s e n te d  in  th is  G u id e . M o re o v e r, i f  d iffe re n c e s  b e tw e e n  G A A S  a n d  
P C A O B  s ta n d a rd s  e m e rg e , th e  a u d it in g  g u id a n c e  in  th is  G u id e  w i l l  in te g ra te  
b o th  se ts  o f  s ta n d a rd s , as a p p lic a b le , in  o rd e r  to  o ffe r  p ra c t it io n e rs  a  sea m le ss  
so u rce  o f  a u d it in g  s ta n d a rd s  a p p lic a b le  to  n o n -is s u e rs  a n d  th o s e  a p p lic a b le  to  
is s u e rs .

Major Existing  Differences Between G A A S  and 
PCAOB Standards

A t  th e  t im e  o f  d e v e lo p m e n t o f  th is  G u id e , th e  m a jo r  d iffe re n c e s  b e tw e e n  G A A S  
a n d  f in a l  P C A O B  s ta n d a rd s  a p p ro v e d  b y  th e  S E C  a re  as fo llo w s :

•  A u d it  o f  In te r n a l  C o n tro l— In  c o n n e c tio n  w it h  th e  re q u ire m e n t o f  
S e c tio n  4 0 4 (b ) o f  th e  S a rb a n e s -O x le y  A c t th a t  a n  is s u e r ’s in d e p e n d e n t 
a u d ito r  a t te s t  to  a n d  re p o r t  o n  m a n a g e m e n t’s a s s e s s m e n t o f  th e  
e ffe c tiv e n e s s  o f  in te r n a l c o n tro l, P C A O B  A u d it in g  S ta n d a rd  N o . 2 ,  A n  
A u d it  o f  In te r n a l  C o n tro l O v e r F in a n c ia l R e p o r t in g  P e r fo rm e d  in  
C o n ju n c tio n  w ith  a n  A u d i t  o f  F in a n c ia l S ta te m e n ts , e s ta b lis h e s  re 
q u ire m e n ts  a n d  p ro v id e s  d ire c t io n  th a t  a p p ly  w h e n  a n  a u d ito r  is  
e n g a g e d  to  a u d it  th e  in te r n a l  c o n tro l o v e r f in a n c ia l r e p o r t in g  a n d  to  
p e r fo rm  th a t  a u d it  in  c o n ju n c t io n  w it h  th e  a u d it  o f  a n  is s u e r ’s f in a n c ia l 
s ta te m e n ts .

•  R e fe re n ce s  in  A u d ito r ’s R e p o rts — P C A O B  A u d it in g  S ta n d a rd  N o . 1 
re q u ire s  re g is te re d  p u b lic  a c c o u n tin g  f i rm s  to  in c lu d e  in  t h e i r  re p o r ts  
o n  e n g a g e m e n ts  p e r fo rm e d  p u rs u a n t to  th e  P C A O B ’s a u d it in g  a n d  
re la te d  p ro fe s s io n a l p ra c t ic e  s ta n d a rd s , in c lu d in g  a u d its  a n d  re v ie w s  
o f  f in a n c ia l s ta te m e n ts , a  re fe re n c e  to  th e  s ta n d a rd s  o f  th e  P u b lic  
C o m p a n y  A c c o u n tin g  O v e rs ig h t B o a rd  (U n ite d  S ta te s ).

•  C o n c u r r in g  P a r tn e r— P C A O B  R u le  3 4 0 0 T  re q u ire s  th e  e s ta b lis h m e n t 
o f  p o lic ie s  a n d  p ro c e d u re s  fo r  a  c o n c u r r in g  re v ie w  (g e n e ra lly  th e  
S E C P S  m e m b e rs h ip  r u le ) .1

•  C o m m u n ic a tio n  o f  F ir m  P o lic y — P C A O B  R u le  3 4 0 0 T  re q u ire s  re g is 
te re d  f i rm s  to  c o m m u n ic a te  th ro u g h  a  w r i t t e n  s ta te m e n t to  a l l  p ro fe s 
s io n a l f i r m  p e rs o n n e l th e  b ro a d  p r in c ip le s  t h a t  in f lu e n c e  th e  f i r m ’s 
q u a lity  c o n tro l a n d  o p e ra tin g  p o lic ie s  a n d  p roce d u re s  on , a t  a  m in im u m ,

1 F irm s th a t were not members o f the AICPA’s SECPS as o f A p r il 16, 2003 do not have to  comply 
w ith  th is  requirem ent.
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matters that relate to the recommendation and approval of accounting 
principles, present and potential client relationships, and the types of 
services provided, and inform professional firm personnel periodically 
that compliance with those principles is mandatory (generally the 
SECPS membership rule).

•  Affiliated Firms—PCAOB Rule 3400T requires registered firms that 
are part of an international association to seek adoption of policies and 
procedures by the international organization or individual foreign 
associated firms consistent with PCAOB standards.

•  Partner Rotation—PCAOB Rule 3600T requires compliance with the 
SEC’s independence rules which include partner rotation.

•  Continuing Professional Education (CPE) Requirements—PCAOB 
Rule 3400T requires registered accounting firms to ensure that all of 
their professionals participate in at least 20 hours of qualifying CPE 
every year (generally the SECPS membership rule).

•  Independence Matters—PCAOB Rule 3600T requires compliance 
with the SEC’s independence rules and Standards No. 1, 2 and 3, and 
Interpretations 99-1, 00-1, and 00-2 of the Independence Standards 
Board.

Proposed PCAOB Auditing Standards and Proposed Changes to 
the PCAOB Interim Auditing Standards

As of the publication of this Guide, certain PCAOB standards and rules have 
been issued as final pronouncements, but are awaiting SEC approval. As such, 
these standards and rules are not yet effective. In addition, the PCAOB has 
issued exposure drafts of proposed standards and rules. Presented below is a 
table presenting certain key PCAOB proposed standards and rules that are 
particularly relevant to the audit of financial statements and how they may 
significantly affect the audits of issuers.

Auditors of issuers should be alert to the final resolution of these matters. If 
these standards are approved by the SEC, auditors of issuers will be required 
to comply with additional responsibilities and procedures. Furthermore, sec
tions of the existing PCAOB interim auditing standards will be amended and 
superseded.

PCAOB Standard 
or Exposure Draft

Explanation and Affect on PCAOB
Status Existing PCAOB Standards Website Link

Auditing Standard 
No. 2, An Audit of 
Internal Control 
Over Financial 
Reporting Performed 
in Conjunction With 
an Audit of Financial 
Statements

Issued as a 
final
standard by 
the PCAOB; 
approved by 
the SEC

www.pcaobus.org/ 
rules/Release- 
20040308-1a.pdf

(continued)

AAG-REV

This standard establishes re
quirements and provides directions 
that apply when an auditor is en
gaged to audit both an issuer’s 
financial statements and man
agem ent’s assessm ent of the 
effectiveness of internal control 
over financial reporting. This 
standard is the standard on at
testation engagements referred to 
in Section 404(b) of the Act. 
Amendments to the PCAOB’s 
interim standards as a result of 
the issuance of this standard are 
handled in the proposed auditing 
standard below.

http://www.pcaobus.org/
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PCAOB Standard 
or Exposure Draft

Proposed Auditing 
Standard, Conform
ing Amendments to 
PCAOB Interim 
Standards Resulting 
From the Adoption of 
PCAOB Auditing 
Standard No. 2

Auditing Standard 
No. 1, References in 
Auditors’ Reports to 
the Standards of the 
Public Company 
Accounting Oversight 
Board

Explanation and Affect on PCAOB
Status Existing PCAOB Standards Website Link

This standard proposes conform
ing amendments to the PCAOB 
interim auditing standards as a 
result of the issuance of PCAOB 
Auditing Standard No. 2. Sections 
of the PCAOB interim auditing 
standards that would be affected 
include:
AU sec. 310, Appointment of the 
Independent Auditor; AU sec. 
311, Planning and Supervision; 
AU sec. 312, Audit Risk and 
Materiality in Conducting an 
Audit, AU sec. 313, Substantive 
Tests Prior to the Balance-Sheet 
Date; AU sec. 316, Consideration 
of Fraud in a Financial Statement 
Audit; AU sec. 319, Consideration 
of Internal Control in a Financial 
Statement Audit; AU sec. 322, The 
Auditor’s Consideration of the 
Internal Audit Function in an 
Audit of Financial Statements; 
AU sec. 324, Service Organiza
tions; AU sec. 325, Communica
tion of Internal Control Related 
Matters Noted in an Audit; AU 
sec. 326, Evidential Matter, AU 
sec. 329, Analytical Procedures; 
AU sec. 332, Auditing Derivative 
Instruments, Hedging Activities, 
and Investments in Securities; AU 
sec. 333, Management Represen
tations; AU sec. 339, Audit Docu
mentation; AU sec. 342, Auditing 
Accounting Estimates; AU sec. 
508, Reports on Audited Finan
cial Statements; AU sec. 530, 
Dating of the Independent Audit
or’s Report; AU sec. 543, Part of 
Audit Performed by Other Inde
pendent Auditors; AU sec. 560, 
Subsequent Events; AU sec. 561, 
Subsequent Discovery of Facts 
Existing at the Date o f the 
Auditor’s Report; AU sec. 711, 
Filings Under Federal Securities 
Statutes; AU sec. 722, Interim Fi
nancial Information; AT sec. 501, 
Reporting on an Entity’s Internal 
Control Over Financial Report
ing; ET sec. 101, Independence.
This standard requires registered 
public accounting firms to include 
in their reports on engagements 
perform ed pursuan t to the 
PCAOB’s auditing and related 
professional practice standards, a 
reference to the standards of the 
PCAOB (United States).

www.pcaobus.org/
rules/Release-
20040308-2.pdf

www.pcaobus.org/
rules/Release2003-
025.pdf

(continued)
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Issued as an 
exposure 
draft by the 
PCAOB

http://www.pcaobus.org/
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PCAOB Standard 
or Exposure Draft

Explanation and Affect on PCAOB
Status Existing PCAOB Standards Website Link

This standard establishes general 
requirements for documentation 
the auditor should prepare and 
retain in connection with any en
gagement conducted in accord
ance with auditing and related 
professional practice standards of 
the PCAOB. This standard does 
not supplant specific documenta
tion requirements of other PCAOB 
auditing and related professional 
practice standards. This proposed 
standard would supersede AU 
sec. 339, Audit Documentation, 
and amend AU sec. 543, Part of 
Audit Performed by Other Inde
pendent Auditors, of the PCAOB 
interim auditing standards.

www.pcaobus.org/
rules/Release2003-
023.pdf

Auditor Reports to Audit Committees

Section 204 of the Act requires the accounting firm to report to the issuer’s 
audit committee all “critical accounting policies and practices to be used . . .  all 
alternative treatments of financial information within [GAAP] that have been 
discussed with management. .. ramifications of the use of such alternative 
disclosures and treatments, and the treatment preferred” by the firm.

Audit Documentation

Section 103 of the Act instructs the PCAOB to require registered public 
accounting firms to “prepare, and maintain for a period of not less than 7 years, 
audit work papers, and other information related to any audit report, in 
sufficient detail to support the conclusions reached in such report.” The PCAOB 
has issued a proposed auditing standard (see the table above) that responds to 
this directive. Also, in January 2003, the SEC adopted rules to require account
ing firms to retain for seven years certain records relevant to their audits and 
reviews of issuers’ financial statements.

Other Requirements

The Act contains requirements in a number of other important areas, and the 
SEC has issued implementing regulations in certain of those areas as well. For 
example,

•  The Act prohibits auditors from performing certain non-audit or 
non-attest services. The SEC adopted amendments to its existing 
requirements regarding auditor independence to enhance the inde
pendence of accountants that audit and review financial statements 
and prepare attestation reports filed with the SEC. This rule conforms 
the SEC’s regulations to Section 208(a) of the Act and, importantly, 
addresses the performance of non-audit services.

•  The Act requires the lead audit or coordinating partner and the 
reviewing partner to rotate off of the audit every 5 years. (See SEC 
Releases 33-8183 and 33-8183A for SEC implementing rules.)

AAG-REV

Proposed Auditing 
Standard, Audit 
Documentation, 
and Proposed 
Amendment to 
Interim Auditing 
Standards

Adopted by 
the PCAOB 
and pending 
approval by 
the SEC

http://www.pcaobus.org/
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•  T h e  A c t d ire c ts  th e  P C A O B  to  re q u ire  a  second  p a r tn e r  re v ie w  a n d  
a p p ro v a l o f  a u d it  re p o r ts  (c o n c u r r in g  re v ie w ).

•  T h e  A c t  s ta te s  th a t  a n  a c c o u n tin g  f i r m  w i l l  n o t be  a b le  to  p ro v id e  a u d it  
se rv ic e s  to  a n  is s u e r  i f  one  o f  th a t  is s u e r ’s to p  o ff ic ia ls  (C E O , C o n tro l
le r ,  C F O , C h ie f  A c c o u n tin g  O ff ic e r , e tc .) w a s  e m p lo y e d  b y  th e  f i r m  a n d  
w o rk e d  o n  th e  is s u e r ’s a u d it  d u r in g  th e  p re v io u s  y e a r.

AAG-REV
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Overview: Audit Issues in Revenue Recognition 1

Chapter 1
Overview: Audit Issues in 
Revenue Recognition

Responsibility for Reliable Reporting
1.01  T h is  c h a p te r  d iscu sse s  th e  re s p o n s ib il it ie s  o f  m a n a g e m e n t, b o a rd s  o f  

d ire c to rs , a n d  a u d it  c o m m itte e s  fo r  re lia b le  f in a n c ia l re p o r t in g . I t  a ls o  p ro v id e s  
a n  o v e rv ie w  o f  th e  k e y  a c c o u n tin g  g u id a n c e  re le v a n t to  re v e n u e  re c o g n it io n  fo r  
sa les  o f  goods a n d  se rv ic e s , id e n t if ie s  c irc u m s ta n c e s  a n d  tra n s a c t io n s  th a t  m a y  
s ig n a l im p ro p e r  re v e n u e  re c o g n it io n , a n d  s u m m a riz e s  k e y  a sp e c ts  o f  th e  
a u d ito r ’s re s p o n s ib il ity  to  p la n  a n d  p e r fo rm  a n  a u d it  u n d e r  g e n e ra lly  a cce p te d  
a u d it in g  s ta n d a rd s  (G A A S ).

1 .02  M a n a g e m e n t is  re s p o n s ib le  fo r  th e  p re p a ra t io n  a n d  f a i r  p re s e n ta t io n  
o f  f in a n c ia l s ta te m e n ts , in c lu d in g  re p o r te d  re v e n u e s . A m o n g  th e  f in a n c ia l 
r e p o r t in g  o b je c tiv e s  re le v a n t to  a s s e rt io n s  a b o u t re v e n u e  a re  th e  fo llo w in g .

•  R e co rd e d  sa les  d u r in g  th e  a c c o u n tin g  p e r io d  re p re s e n t a c tu a l s h ip 
m e n ts  o f  goods o r  re n d e r in g  o f  se rv ic e s  to  c u s to m e rs  w h o  h a v e  m a d e  
f i r m ,  e n fo rc e a b le  c o m m itm e n ts  to  p u rc h a s e  s u c h  goods o r  s e rv ice s .

•  D e fe rre d  re v e n u e s  a re  re c o g n iz e d  in  th e  a p p ro p r ia te  p e r io d  w h e n  
s h ip m e n ts  a re  m a d e , se rv ic e s  a re  re n d e re d , o r  o th e r  c o n d it io n s  r e q u ir 
in g  d e fe r ra l a re  no  lo n g e r  p re s e n t.

•  E s t im a te d  a m o u n ts  o f  re s e rv e s  fo r  sa les  r e tu rn s ,  p ro v is io n  fo r  c u s 
to m e r  re b a te s  a n d  d e a le r  o r  c u s to m e r d is c o u n ts , a n d  a llo w a n c e s  fo r  
u n c o lle c t ib le  re c e iv a b le s  a re  re a s o n a b le .

•  P o lic ie s  fo r  re v e n u e  re c o g n it io n  a re  a d e q u a te ly  d is c lo s e d .1

1 .03  M is s ta te m e n ts  in  re p o r te d  re v e n u e  m a y  re s u lt  f r o m  e r r o r  o r  f r o m  
fa u l t y  ju d g m e n t in  th e  a p p lic a t io n  o f  a c c o u n tin g  p r in c ip le s . R e v e n u e  re c o g n i
t io n  p r in c ip le s  s o m e tim e s  a re  d i f f ic u l t  to  a p p ly , e s p e c ia lly  in  c o m p le x  o r  
u n u s u a l tr a n s a c t io n s , a n d  o fte n  v a r y  b y  in d u s tr y .  M a n a g e m e n t m a y  in a p p ro 
p r ia te ly  u se  “ a g g re s s iv e ”  a c c o u n tin g  p o lic ie s  th a t  r e f le c t  t h e i r  u n d e rs ta n d in g  
o f  th e  e c o n o m ic  s u b s ta n c e  o f  th e  tra n s a c t io n s  a n d  o f  in d u s t r y  p ra c t ic e . M is 
s ta te m e n ts  in  re v e n u e  a lso  m a y  a r is e  w h e n  e n t i t y  p e rs o n n e l a t  v a r io u s  le v e ls  
p a r t ic ip a te  in  sch e m e s, f r e q u e n t ly  w i t h  th e  c o llu s io n  o f  o th e rs  w i t h in  th e  e n t i t y  
o r  w i t h  c u s to m e rs  o r  s u p p lie rs , to  o v e rs ta te  re v e n u e s  in te n t io n a lly .  In te n t io n a l 
m is s ta te m e n t o f  th e  f in a n c ia l s ta te m e n ts  is  f r a u d u le n t  f in a n c ia l re p o r t in g .

1 .04  T h is  s e c tio n  o f  C h a p te r  1, “ R e s p o n s ib ility  fo r  R e lia b le  R e p o r tin g ,”  
d iscu sse s  th e  fa c to rs  a n d  c o n d it io n s  w it h in  a n  e n te rp r is e  th a t  m a y  m it ig a te  th e  
r is k  t h a t  im p ro p e r  re v e n u e  re c o g n it io n  w i l l  o c c u r, w h e th e r  i t  is  c a u s e d  b y  e r r o r  
o r  f r a u d .

Deterrents to Improper Revenue Recognition

1 .05  T h e  N a t io n a l  C o m m is s io n  o n  F r a u d u le n t  F in a n c ia l R e p o r t in g , 
c a lle d  th e  T re a d w a y  C o m m is s io n  ( th e  C o m m is s io n ) a f te r  i t s  C h a irm a n , J a m e s  
C . T re a d w a y , J r . ,  u n d e r to o k  a  s tu d y  fro m  1985 to  1987 to  id e n t i fy  c a u s a l fa c to rs

1 Revenue recognition in  th is  Guide is understood to be in  accordance w ith  generally accepted 
accounting principles (GAAP).
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t h a t  c a n  le a d  to  f r a u d u le n t  f in a n c ia l r e p o r t in g  a n d  to  d e v e lo p  re c o m m e n d a 
t io n s  to  re d u c e  i t s  in c id e n c e . T h e  C o m m is s io n ’s re c o m m e n d a tio n s  a lso  a re  
re le v a n t fo r  re d u c in g  th e  in c id e n c e  o f  m is s ta te m e n ts  in  f in a n c ia l r e p o r t in g  th a t  
r e s u lt  f r o m  e r ro rs , in c lu d in g  th e  u n in te n t io n a l m is a p p lic a t io n  o f  a c c o u n tin g  
p r in c ip le s . S om e o f  th e  C o m m is s io n ’s re c o m m e n d a tio n s  fo r  p u b lic  c o m p a n ie s , 
in c lu d in g  re c o m m e n d a tio n s  th a t  a d d re s s  th e  to n e  s e t b y  to p  m a n a g e m e n t, th e  
a u d it  c o m m itte e , th e  in te r n a l a u d it  fu n c t io n , a n d  in te r n a l c o n tro l, a re  d is 
cu ssed  in  th e  fo llo w in g  p a ra g ra p h s .

Tone at the Top

1 .06  T h e  C o m m is s io n  s ta te d  th e  fo llo w in g :

T h e  to n e  se t b y  to p  m a n a g e m e n t— th e  co rp o ra te  e n v iro n m e n t o r c u ltu re  w ith in  
w h ic h  f in a n c ia l re p o r t in g  occurs— is  th e  m o s t im p o r ta n t fa c to r  c o n tr ib u t in g  to  
th e  in te g r ity  o f  th e  f in a n c ia l re p o r t in g  process. N o tw ith s ta n d in g  an  im p re s s iv e  
se t o f  w r it te n  ru le s  a n d  p ro ce d u res , i f  th e  to n e  se t b y  m a n a g e m e n t is  la x , 
fra u d u le n t f in a n c ia l re p o r t in g  is  m o re  lik e ly  to  occu r.2

1 .07  T h e  C o m m is s io n  re c o m m e n d e d  th a t  to p  m a n a g e m e n t a n d  th e  b o a rd  
o f  d ire c to rs  d e v e lo p , c o m m u n ic a te , a n d  e n fo rc e  a  code o f  c o rp o ra te  c o n d u c t to  
fo s te r  a  s tro n g  e th ic a l c lim a te  w it h in  th e  e n t i ty .

1 .08  O n  J u ly  3 0 , 2 0 0 2 , L e g is la t io n  to  a d d re s s  s h o rtc o m in g s  in  f in a n c ia l 
r e p o r t in g  fo r  p u b lic ly -h e ld  c o m p a n ie s  a n d  is s u e rs 3 w a s  s ig n e d  in to  la w  a n d  th e  
S a rb a n e s -O x le y  A c t o f  2 002  (“A c t” ) be ca m e  th e  m o s t s ig n if ic a n t  le g is la t io n  
a f fe c t in g  th e  a c c o u n tin g  p ro fe s s io n  s in c e  1933 . T h e  A c t,  w h ic h  a p p lie s  in  
g e n e ra l to  is s u e rs  a n d  t h e i r  a u d it  f irm s ,  d ra m a t ic a lly  a ffe c te d  th e  a c c o u n tin g  
p ro fe s s io n . T h e  A c t ca u se d  th e  fo rm a t io n  o f  th e  P u b lic  C o m p a n y  A c c o u n tin g  
O v e rs ig h t B o a rd  (th e  “ P C A O B ” ) w h ic h  is  o ve rse e n  b y  th e  S e c u r it ie s  a n d  
E x c h a n g e  C o m m is s io n  ( th e  “ S E C ” ). T o  in c re a s e  th e  to n e  s e t b y  to p  m a n a g e 
m e n t, th e  A c t re q u ire s  a d d it io n a l re s p o n s ib il it ie s  o f  c h ie f  e x e c u tiv e  o ff ic e rs  a n d  
c h ie f  f in a n c ia l o ff ic e rs , o f  is s u e rs , w h o  a re  n o w  re q u ire d  to  c e r t i f y  th e  is s u e r ’s 
f in a n c ia l s ta te m e n ts . T h e y  a lso  h a v e  a  g re a te r  d u ty  to  c o m m u n ic a te  a n d  
c o o rd in a te  w i t h  t h e i r  a u d it  c o m m itte e s  w h o  a re  n o w  re s p o n s ib le  fo r  h ir in g ,  
c o m p e n s a tin g  a n d  o v e rs e e in g  th e  in d e p e n d e n t a u d ito rs . T h e re  a re  a d d it io n a l 
re q u ire m e n ts  re g a rd in g  e n h a n c e d  f in a n c ia l d is c lo s u re s  as w e ll.  E x te n s iv e  
d is c u s s io n  c o n c e rn in g  th e  A c t a n d  th e  P C A O B  c a n  be  fo u n d  in  th e  P re fa c e  o f  
th is  G u id e  a n d  re a d e rs  m a y  o b ta in  a d d it io n a l in fo rm a t io n  b y  d ir e c t ly  acce ss in g  
th e  P C A O B  w e b s ite  ( fo r  th e  l is t in g  p le a se  see th e  A p p e n d ix  A  o f  th is  g u id e ).

Audit Committee of the Board of Directors4

1 .09  T h e  C o m m is s io n  re c o m m e n d e d  th a t  th e  a u d it  c o m m itte e  o f  th e  
b o a rd  o f  d ire c to rs  be  co m p o se d  o f  in d e p e n d e n t (o u ts id e ) d ire c to rs . I t  a lso  
re c o m m e n d e d  th a t  a  w r i t t e n  c h a r te r  s e t fo r th  t h e i r  d u tie s  a n d  re s p o n s ib il it ie s , 
a n d  t h a t  th e y  be  g iv e n  a d e q u a te  re s o u rc e s  a n d  a u th o r i t y  to  f u l f i l l  t h e i r  ro le  
o f  in fo rm e d , v ig i la n t ,  a n d  e ffe c tiv e  o v e rs e e rs  o f  th e  f in a n c ia l r e p o r t in g  p ro c e s s  
a n d  th e  c o m p a n y ’s in te r n a l  c o n tro ls . A n  e ffe c t iv e  a u d i t  c o m m it te e  c a n  h e lp  
d e te r  im p ro p e r  c o n d u c t b y  m a n a g e m e n t. T h e  im p o r ta n t  ro le  o f  th e  a u d it  com 
m itte e  in  c o rp o ra te  g o ve rn a n ce  a lso  h a s  b e e n  d iscu sse d  in  re p o r ts  b y  th e  P u b lic

2 Report o f the N a tiona l Commission on F raudu lent F inanc ia l Reporting, October 1987, p. 32.
3 See Preface fo r de fin ition  o f an “ Issuer” .
4 Issuers’ and auditors’ o f Issuers refer to the Preface fo r add itiona l in fo rm ation  concerning 

aud it committees and corporate governance.
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O v e rs ig h t B o a rd  o f  th e  S E C  P ra c tic e  S e c tio n  o f  th e  A IC P A .5 I n  1 998 , A r t h u r  
L e v i t t ,  c h a irm a n  o f  th e  S E C , a n d  L y n n  T u rn e r ,  i t s  c h ie f  a c c o u n ta n t, re ite ra te d  
th e  c a ll  fo r  th e  e m p o w e rm e n t o f  a u d it  c o m m itte e s  th a t  fu n c t io n  as q u a lif ie d , 
in d e p e n d e n t, c o m m itte d , a n d  to u g h -m in d e d  g u a rd ia n s  o f  in v e s to r  in te re s ts  
a n d  c o rp o ra te  a c c o u n ta b ility .  I n  re s p o n s e , th e  N e w  Y o rk  S to c k  E x c h a n g e  
(N Y S E ) a n d  th e  N a t io n a l A s s o c ia t io n  o f  S e c u r it ie s  D e a le rs  (N A S D )6 s p o n s o re d  
a  B lu e  R ib b o n  C o m m itte e  (B R C ) d ra w n  fr o m  th e  v a r io u s  c o n s titu e n c ie s  o f  th e  
f in a n c ia l c o m m u n ity  to  s tu d y  th e  e ffe c tiv e n e s s  o f  a u d it  c o m m itte e s  a n d  to  
m a k e  c o n c re te  re c o m m e n d a tio n s  fo r  im p ro v in g  a u d it  c o m m itte e  o v e rs ig h t o f  
th e  f in a n c ia l re p o r t in g  p rocess . T h e  R e p o rt a n d  R e c o m m e n d a tio n s  o f  th e  B lu e  
R ib b o n  C o m m itte e  o n  Im p ro v in g  th e  E ffe c tiv e n e s s  o f  C o rp o ra te  A u d i t  C o m m it
tees w a s  is s u e d  in  F e b ru a ry  1999 . I t  in c lu d e d  re c o m m e n d a tio n s  th a t  th e  N Y S E , 
th e  N A S D , th e  S E C , a n d  th e  A u d it in g  S ta n d a rd s  B o a rd  (A S B ) ta k e  v a r io u s  
a c tio n s  to  s tre n g th e n  th e  in d e p e n d e n c e  o f  th e  a u d it  c o m m itte e  a n d  m a k e  i t  
m o re  e ffe c tiv e , a n d  to  a d d re s s  m e c h a n is m s  fo r  a c c o u n ta b ility  a m o n g  th e  a u d it  
c o m m itte e , th e  o u ts id e  a u d ito rs , a n d  m a n a g e m e n t.7

Internal Audit Function
1 .10  T h e  C o m m is s io n  re c o m m e n d e d  th a t  c o m p a n ie s  m a in ta in  a n  e ffe c 

t iv e  in te r n a l  a u d it  fu n c t io n  th a t  is  a d e q u a te ly  s ta ffe d  w it h  q u a lif ie d  p e rs o n n e l 
a p p ro p r ia te  to  th e  s ize  a n d  n a tu re  o f  th e  c o m p a n y . T o  e n h a n c e  th e  o b je c t iv ity  
o f  th e  in te r n a l  a u d it  fu n c t io n , th e  c h ie f  in te r n a l  a u d ito r  s h o u ld  h a v e  d ire c t  
access a n d  re p o r t  r e g u la r ly  to  th e  c o m p a n y ’s c h ie f  e x e c u tiv e  o ff ic e r  a n d  to  th e  
a u d it  c o m m itte e . A n  im p o r ta n t  r e s p o n s ib il ity  o f  th e  in te r n a l  a u d it  fu n c t io n  is  
to  m o n ito r  th e  p e rfo rm a n c e  o f  a n  e n t i t y ’s c o n tro ls .

Internal Control
1.11 T h e  C o m m is s io n  a ls o  re c o m m e n d e d  th a t  a  fra m e w o rk  o f  in te r n a l  

c o n tro l be  d e v e lo p e d  to  e n a b le  m a n a g e m e n t to  id e n t i f y  a n d  assess th e  r is k s  o f  
f r a u d u le n t  f in a n c ia l r e p o r t in g ,  a n d  to  d e s ig n  a n d  im p le m e n t in te r n a l  c o n tro ls  
t h a t  w i l l  p ro v id e  re a s o n a b le  a s s u ra n c e  t h a t  f r a u d u le n t  f in a n c ia l r e p o r t in g  w i l l  
be  p re v e n te d  o r  s u b je c t to  e a r ly  d e te c tio n . T h e  o u tc o m e  o f  th is  re c o m m e n d a tio n  
is  I n te r n a l  C o n tro l— In te g ra te d  F ra m e w o rk ,  a  re p o r t  p u b lis h e d  in  1992 b y  th e  
C o m m itte e  o f  S p o n s o rin g  O rg a n iz a t io n s  (C O S O ) o f  th e  T re a d w a y  C o m m is s io n

5 These reports a re  the the P ub lic  Interest: Issues C onfronting the Accounting Profession, pub lish
ed in  M arch 1993, and Strengthening the Professionalism o f the Independent A u d ito r, a Report to the 
Public Oversight Board o f the AICPA Securities and Exchange Commission (SEC) Practice Section, 
from  the Advisory Panel on A ud ito r Independence, published in  September 1994. The Public Over
s ight Board term inated on M ay 1 , 2002. The (SEC) Practice Section o f the AICPA ceased existence on 
December 3 1 , 2003 transfe rring  its  operations and oversights to the Center fo r Public Company A u d it 
F irm s, which commenced operations on January 1, 2004. Its  membership is voluntary.

6 The SEC has recently approved proposed ru le  changes filed  by the NYSE and NASD re la ting  
to  corporate governance. These approved ru le  changes concern independence o f directors, board 
members, independent committees, public announcement o f going concern aud it opinions, board 
approval o f related pa rty  transactions, adopting a company code o f conduct, no tifica tion  o f noncompli
ance, and other changes to the lis tin g  standards. Readers may refer to SEC Release No. 34-48745; 
F ile  Nos. SR-NYSE-2002-33, SR-NASD-2002-77, SR-NASD-2002-80, SR-NASD-2002-138, SR-NASD- 
2002-139, and SR-NASD-2002-141 fo r a detailed description o f these approved ru le  changes.

7 In  December 1999, the A ud iting  Standards Board (ASB) issued Statem ent on A u d itin g  Stand
ards (SAS) No. 90, A u d it Committee Communications (AICPA, Professional S tandards, vol. 1, A U  
secs. 380 and 722), in  response to recommendations o f the Blue Ribbon Committee (BRC). SAS No. 90 
amends SAS No. 61, Communications W ith A u d it Committees (AICPA, Professional Standards, vol. 1, 
A U  sec. 380) and SAS No. 100 amends SAS No. 71, In te rim  F inanc ia l In fo rm ation  (AICPA, Profes
sional S tandards, vol. 1, A U  sec. 722). Among other th ings, SAS No. 90 requires an aud ito r o f SEC 
reg istrants to discuss w ith  aud it committees the aud ito r’s judgm ents about the quality, not ju s t the 
acceptability, o f the company’s accounting principles and underly ing  estimates. I t  encourages a 
three-way discussion among the auditor, the management, and the aud it committee.
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( th e  C O S O  R e p o rt) . T h e  C O S O  R e p o r t d e sc rib e s  in te r n a l  c o n tro l as a  p rocess  
c o n s is tin g  o f  f iv e  in te r r e la te d  c o m p o n e n ts  th a t  a re  n e c e s s a ry  fo r  e n t i t y  o b je c 
t iv e s , in c lu d in g  re lia b le  f in a n c ia l re p o r t in g ,  to  be  a c h ie v e d . T h e  f iv e  co m p o 
n e n ts  o f  in te r n a l  c o n tro l a re  th e  c o n tro l e n v iro n m e n t, r is k  a s s e s s m e n t, c o n tro l 
a c t iv it ie s ,  in fo rm a t io n  a n d  c o m m u n ic a t io n , a n d  m o n ito r in g . E c h o in g  th e  C o m 
m is s io n ’s c o n c lu s io n , th e  C O S O  R e p o rt s ta te s  th a t  th e  c o n tro l e n v iro n m e n t 
se ts  th e  to n e  o f  a n  o rg a n iz a tio n , in f lu e n c in g  th e  c o n tro l co n sc io usn e ss  o f  i t s  
p e o p le , a n d  is  th e  fo u n d a t io n  fo r  a l l  o th e r  c o m p o n e n ts  o f  in te r n a l  c o n tro l.

1 .12 I n  a d d it io n ,  th e  F o re ig n  C o r ru p t  P ra c tic e s  A c t o f  1977 e s ta b lis h e s  a  
le g a l re q u ire m e n t th a t  e v e ry  S E C  r e g is t r a n t  d e v is e  a n d  m a in ta in  a  s y s te m  o f  
in te r n a l  a c c o u n tin g  c o n tro ls  s u f f ic ie n t  to  p ro v id e  re a s o n a b le  a s s u ra n c e  th a t  
c e r ta in  o b je c tiv e s  a re  m e t, in c lu d in g  th a t  tra n s a c t io n s  a re  re c o rd e d  as neces
s a ry  to  p e r m it  p re p a ra t io n  o f  f in a n c ia l s ta te m e n ts  in  c o n fo rm ity  w i t h  g e n e ra lly  
a c c e p te d  a c c o u n tin g  p r in c ip le s  (G A A P ). S om e co m p a n ie s  d o c u m e n t th e  p o lic ie s  
th a t  m a n a g e m e n t h a s  e s ta b lis h e d  to  c o m p ly  w i t h  re q u ire m e n ts  o f  th e  F o re ig n  
C o r ru p t  P ra c tic e s  A c t  a n d  a lso  re q u ire  th e i r  e m p lo y e e s , in c lu d in g  th e  sa les  a n d  
m a r k e t in g  o rg a n iz a tio n s , to  c e r t i f y  t h a t  th e y  h a v e  re a d  a n d  c o m p lie d  w it h  th e  
c o m p a n y ’s p o lic ie s .

1 .13  A s  d ire c te d  b y  S e c tio n  4 0 4  o f  A c t,  th e  S E C  a d o p te d  f in a l  ru le s  
r e q u ir in g  is s u e rs  s u b je c t to  th e  re p o r t in g  re q u ire m e n ts  o f  th e  S e c u r it ie s  E x 
c h a n g e  A c t o f  1 9 34 , o th e r  th a n  re g is te re d  in v e s tm e n t c o m p a n ie s , to  in c lu d e  in  
t h e i r  a n n u a l re p o r ts  a  re p o r t  o f  m a n a g e m e n t o n  th e  c o m p a n y ’s in te r n a l  c o n tro l 
o v e r f in a n c ia l re p o r t in g .  See th e  S E C  w e b  s ite  a t  w w w .s e c .g o v /ru le s /f in a l/3 3 - 
8 2 3 8 .h tm  fo r  th e  f u l l  te x t  o f  th e  re g u la t io n . T h e  S E C  ru le s  c la r if y  t h a t  m a n a g e 
m e n t ’s a s s e s s m e n t a n d  re p o r t  is  l im i te d  to  in te rn a l c o n tro l o v e r f in a n c ia l  
re p o r t in g .  M a n a g e m e n t is  n o t  re q u ire d  to  c o n s id e r o th e r  a sp e c ts  o f  c o n tro l, 
su c h  as c o n tro ls  p e r ta in in g  to  o p e ra t in g  e ff ic ie n c y . T h e  S E C ’s d e f in i t io n  o f  
in te r n a l  c o n tro l encom passes  th e  C O S O  d e f in i t io n  b u t  th e  S E C  does n o t 
m a n d a te  th a t  th e  e n t i t y  use  C O S O  as i t s  c r i te r ia  fo r  ju d g in g  e ffe c tiv e n e s s .

A n n u a l R e p o r tin g  R e q u ire m e n ts  

U n d e r  th e  S E C  ru le s , th e  c o m p a n y ’s a n n u a l F o rm  1 0 -K  m u s t in c lu d e :

1. M a n a g e m e n t's  A n n u a l R e p o rt o n  In te r n a l  C o n tro l O v e r F in a n c ia l  
R e p o rtin g .  T h is  re p o r t  o n  th e  c o m p a n y ’s in te r n a l  c o n tro l o v e r f in a n 
c ia l r e p o r t in g  s h o u ld  c o n ta in :

a. A  s ta te m e n t o f  m a n a g e m e n t’s re s p o n s ib il it ie s  fo r  e s ta b lis h in g  
a n d  m a in ta in in g  a d e q u a te  in te r n a l  c o n tro l o v e r f in a n c ia l r e p o r t 
in g .

b. A  s ta te m e n t id e n t i fy in g  th e  f ra m e w o rk  u se d  b y  m a n a g e m e n t to  
e v a lu a te  th e  e ffe c tiv e n e s s  o f  th e  c o m p a n y ’s in te r n a l  c o n tro l o v e r 
f in a n c ia l re p o r t in g .

c. M a n a g e m e n t’s a s s e s s m e n t o f  th e  e ffe c tiv e n e s s  o f  th e  c o m p a n y ’s 
in te r n a l  c o n tro l o v e r f in a n c ia l r e p o r t in g  as o f  th e  e n d  o f  th e  m o s t 
re c e n t f is c a l y e a r , in c lu d in g  a  s ta te m e n t as to  w h e th e r  o r  n o t 
in te r n a l  c o n tro l o v e r f in a n c ia l r e p o r t in g  is  e ffe c tiv e . T h is  d is c u s 
s io n  m u s t in c lu d e  d is c lo s u re  o f  a n y  m a te r ia l  w e a k n e s s  in  th e  
c o m p a n y ’s in te r n a l  c o n tro l o v e r f in a n c ia l re p o r t in g  id e n t i f ie d  b y  
m a n a g e m e n t. M a n a g e m e n t is  n o t  p e rm it te d  to  c o n c lu d e  th a t  th e  
r e g is t r a n t ’s in te r n a l  c o n tro l o v e r f in a n c ia l re p o r t in g  is  e ffe c tiv e  
i f  th e re  a re  one  o r  m o re  m a te r ia l  w e a kn e sse s  in  th e  c o m p a n y ’s 
in te r n a l  c o n tro l o v e r f in a n c ia l re p o r t in g .
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d. A  s ta te m e n t th a t  th e  P C A O B  re g is te re d  p u b lic  a c c o u n tin g  f i r m  
a u d ite d  th e  f in a n c ia l s ta te m e n ts  in c lu d e d  in  th e  a n n u a l r e p o r t  
h a s  is s u e d  a n  a t te s ta t io n  re p o r t  o n  m a n a g e m e n t’s a s s e s s m e n t 
o f  th e  r e g is t r a n t ’s in te r n a l  c o n tro l o v e r f in a n c ia l re p o r t in g .

2. A tte s ta t io n  R e p o r t o f  th e  R e g is te re d  P u b lic  A c c o u n tin g  F ir m .  T h is  is  
th e  re g is te re d  p u b lic  a c c o u n tin g  f i r m ’s a t te s ta t io n  re p o r t  o n  m a n a g e 
m e n t’s a s s e s s m e n t o f  th e  c o m p a n y ’s in te r n a l  c o n tro l o v e r f in a n c ia l 
re p o r t in g .

3. C h a n ge s  in  In te r n a l C o n tro l O v e r F in a n c ia l R e p o r tin g . T h is  re p o r t  
m u s t d is c lo s e  a n y  c h a n g e  in  th e  c o m p a n y ’s in te r n a l  c o n tro l o v e r 
f in a n c ia l r e p o r t in g  th a t  h a s  m a te r ia l ly  a ffe c te d  o r  is  re a s o n a b ly  
l ik e ly  to  m a te r ia l ly  a ffe c t th e  c o m p a n y ’s in te r n a l  c o n tro l o v e r f in a n 
c ia l r e p o r t in g .

Q u a r te r ly  R e p o r tin g  R e q u ire m e n ts

T h e  S E C  ru le s  a ls o  re q u ire  m a n a g e m e n t to  e v a lu a te  a n y  ch a n g e  in  th e  e n t i t y ’s 
in te r n a l  c o n tro l t h a t  o c c u rre d  d u r in g  a  f is c a l q u a r te r  a n d  th a t  h a s  m a te r ia l ly  
a ffe c te d , o r  is  re a s o n a b ly  l ik e ly  to  m a te r ia l ly  a ffe c t, th e  e n t i t y ’s in te r n a l  c o n tro l 
o v e r f in a n c ia l re p o r t in g .

A d d it io n a l ly ,  m a n a g e m e n t is  re q u ire d  to  e v a lu a te  th e  e ffe c tiv e n e s s  o f  th e  
e n t i t y ’s “ d is c lo s u re  c o n tro ls  a n d  p ro c e d u re s ”  a n d  is s u e  a  re p o r t  as to  th e i r  
e ffe c tiv e n e s s  o n  a  q u a r te r ly  b a s is . W ith  th e s e  ru le s , th e  S E C  in tro d u c e d  a  n e w  
te rm , “ d is c lo s u re  c o n tro ls  a n d  p ro c e d u re s ,”  w h ic h  is  d i f fe r e n t  fr o m  “ in te r n a l  
c o n tro ls  o v e r f in a n c ia l re p o r t in g ”  a n d  m u c h  b ro a d e r.

A s  d e fin e d , “ d is c lo s u re  c o n tro ls  a n d  p ro c e d u re s ”  e n co m p a ss  th e  c o n tro ls  o v e r 
a l l  m a te r ia l  f in a n c ia l a n d  n o n f in a n c ia l in fo rm a t io n  in  E x c h a n g e  A c t  re p o r ts . 
In fo rm a t io n  th a t  w o u ld  fa l l  u n d e r  th is  d e f in i t io n  th a t  w o u ld  n o t  be  p a r t  o f  a n  
e n t i t y ’s in te r n a l  c o n tro l o v e r f in a n c ia l re p o r t in g  m ig h t  in c lu d e  th e  s ig n in g  o f  a  
s ig n if ic a n t  c o n tra c t, ch a n g e s  in  a  s tra te g ic  r e la t io n s h ip ,  m a n a g e m e n t c o m p e n 
s a tio n , o r  le g a l p ro c e e d in g s .

Internal Control and Assertions About Revenue

1 .14  T h e  s ig n if ic a n t  f in a n c ia l s ta te m e n t a c c o u n ts  r e la t in g  to  m a n a g e 
m e n t’s a s s e rt io n s  a b o u t re v e n u e  in c lu d e  sa le s , sa les  r e tu rn s  a n d  a llo w a n c e s , 
s e rv ic e  re v e n u e , a cc o u n ts  re c e iv a b le  a n d  re la te d  a llo w a n c e  a c c o u n ts , d e fe r re d  
re v e n u e s , a n d  ca sh . M a n a g e m e n t is  re s p o n s ib le  fo r  th e  d e s ig n , im p le m e n ta 
t io n ,  a n d  e ffe c tiv e  o p e ra t io n  o f  in te r n a l  c o n tro l o v e r tra n s a c t io n s  in  th e s e  
a c c o u n ts , in c lu d in g  th e  d e v e lo p m e n t o f  s ig n if ic a n t  a c c o u n tin g  e s tim a te s  a n d  
d is c lo s u re s , in  o rd e r  to  a c h ie v e  th e  f in a n c ia l re p o r t in g  o b je c tiv e s  th a t  w e re  
d is c u s s e d  in  p a ra g ra p h  1 .02 . In te r n a l  c o n tro l w i t h  re s p e c t to  a s s e rt io n s  a b o u t 
re v e n u e  is  a  p ro ce ss  th a t  in v o lv e s  m a n a g e m e n t’s—

•  Id e n t if ic a t io n ,  a n a ly s is , a n d  m a n a g e m e n t o f  r is k s  th a t  m a y  cause  
m is s ta te m e n ts  o f  a c c o u n ts  in v o lv in g  a s s e rt io n s  a b o u t re v e n u e , in c lu d 
in g  a  c o n s id e ra tio n  o f  h o w  s ig n if ic a n t  e s tim a te s  a re  d e v e lo p e d , th e  
p o s s ib il ity  t h a t  u n a u th o r iz e d  tra n s a c t io n s  m a y  be  re c o rd e d , a n d  th e  
p o s s ib il ity  th a t  a u th o r iz e d  tra n s a c t io n s  m a y  be  re c o rd e d  e rro n e o u s ly  
o r  o m itte d .

•  D e s ig n  a n d  im p le m e n ta t io n  o f  a n  in fo rm a t io n  s y s te m , w h ic h  in c lu d e s  
th e  a c c o u n tin g  s y s te m , a n d  th e  m e th o d s  a n d  re c o rd s  e s ta b lis h e d  to  
a c c u ra te ly  re c o rd , p ro ce ss , s u m m a riz e , a n d  re p o r t  tr a n s a c t io n s , as 
w e ll  as th e  p rocesses  u se d  to  p re p a re  s ig n if ic a n t  a c c o u n tin g  e s tim a te s  
a n d  d is c lo s u re s , re g a rd in g  a s s e rt io n s  a b o u t re v e n u e .
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•  D e s ig n  a n d  im p le m e n ta t io n  o f  c o n tro l a c t iv it ie s ,  in c lu d in g  d o cu 
m e n te d  p o lic ie s  a n d  p ro c e d u re s  a p p lie d  in  th e  p ro c e s s in g  o f  tra n s a c 
t io n s  th a t  f lo w  th ro u g h  th e  a c c o u n tin g  s y s te m  in  o rd e r  to  p re v e n t, o r  
p ro m p t ly  d e te c t, m is s ta te m e n ts  in  re v e n u e .

•  M o n ito r in g  o f  th e  d e s ig n  a n d  o p e ra t in g  e ffe c tiv e n e s s  o f  in te r n a l  co n 
t r o ls  o v e r a s s e rt io n s  a b o u t re v e n u e  to  d e te rm in e  i f  th e y  a re  o p e ra t in g  
as in te n d e d , a n d  i f  n o t, to  ta k e  c o rre c tiv e  a c tio n .

1 .15  U n d e r ly in g  th e  a bove , th e  c o n tro l e n v iro n m e n t is  th e  m o s t s ig n if i 
c a n t fa c to r  in f lu e n c in g  th e  in te g r i t y  o f  re p o r te d  re v e n u e . T h e  c o n tro l e n v iro n 
m e n t in c lu d e s  su ch  fa c to rs  as in te g r i t y  a n d  e th ic a l v a lu e s , m a n a g e m e n t’s 
p h ilo s o p h y  a n d  o p e ra t in g  s ty le , b o a rd  o f  d ire c to rs  o r  a u d it  c o m m itte e  p a r t ic i 
p a t io n , c o m m itm e n t to  co m p e te n ce , a n d  a s s ig n m e n t o f  a u th o r it y  a n d  re s p o n 
s ib i l i t y .

1 .16  T h e  C O S O  R e p o rt n o te s  th a t  in te r n a l  c o n tro l h a s  in h e re n t  l im i t a 
t io n s . T h e  b e n e fits  o f  c o n tro ls  m u s t be c o n s id e re d  r e la t iv e  to  co s ts  d u e  to  
re s o u rc e  c o n s tra in ts . A n o th e r  l im i t in g  fa c to r  is  f a u l ty  h u m a n  ju d g m e n t in  
d e c is io n  m a k in g , o r  m is ta k e s  in  a p p lic a t io n , o n  th e  p a r t  o f  a  p e rs o n  re s p o n s ib le  
fo r  e s ta b lis h in g  o r  p e r fo rm in g  a  c o n tro l. F u r th e rm o re , c o n tro ls  c a n  be  c irc u m 
v e n te d  b y  th e  c o llu s io n  o f  tw o  o r  m o re  p e o p le  a n d  b y  m a n a g e m e n t o v e rr id e .

1 .17  T h e  T re a d w a y  C o m m is s io n , th e  C O S O  R e p o rt, a n d  A C T  s tre s s  th e  
im p o r ta n c e  o f  m a n a g e m e n t e s ta b lis h in g  a n d  m a in ta in in g  a n  a p p ro p r ia te  to n e  
a t  th e  to p . A n  e ffe c tiv e  c o n tro l e n v iro n m e n t fo s te rs  a n d  in  t u r n  is  re in fo rc e d  b y  
a n  e ffe c tiv e  a u d it  c o m m itte e , in te r n a l  a u d it  fu n c t io n ,  a n d  in te r n a l  c o n tro l 
p rocess . C o lle c tiv e ly , th e s e  fu n c t io n s  s u p p o r t m a n a g e m e n t in  a c h ie v in g  i t s  
o b je c tiv e  o f  f a i r  p re s e n ta t io n  o f  f in a n c ia l in fo rm a t io n .

Sum m ary  of Selected Accounting Literature on 
Revenue Recognition

1 .18  A s  n o te d  p re v io u s ly , re v e n u e  re c o g n it io n  fo r  p u rp o s e s  o f  th is  G u id e  
is  u n d e rs to o d  to  m e a n  in  a cco rd a n ce  w it h  G A A P . T h is  s e c tio n  o f  C h a p te r  1 
s u m m a riz e s  som e o f  th e  k e y  a u th o r ita t iv e  a c c o u n tin g  l i t e r a tu r e  r e le v a n t to  
re v e n u e  re c o g n it io n  fo r  sa les  o f  goods a n d  s e rv ic e s , in c lu d in g  th e  c o n c e p tu a l 
b a s is  fo r  re v e n u e  re c o g n it io n  a n d  a ls o  s p e c ific  re v e n u e  re c o g n it io n  g u id a n c e  fo r  
r ig h t  o f  r e tu r n ,  b i l l  a n d  h o ld , c o n tra c t a c c o u n tin g , a n d  sa les  o f  s o ftw a re , a m o n g  
o th e rs . T h e  fo llo w in g  p a ra g ra p h s  a re  n o t in te n d e d  to  be  a  s u b s t itu te  fo r  th e  
o r ig in a l p ro n o u n c e m e n ts .

Conceptual Basis for Revenue Recognition

1 .19  T h e  c o n c e p tu a l b a s is  fo r  re v e n u e  re c o g n it io n  is  c o n ta in e d  in  F in a n 
c ia l A c c o u n tin g  S ta n d a rd s  B o a rd  (F A S B ) S ta te m e n t o f  F in a n c ia l A c c o u n tin g  
C o n c e p ts  N o . 5 , R e c o g n itio n  a n d  M e a s u re m e n t in  F in a n c ia l S ta te m e n ts  o f  
B u s in e s s  E n te rp r is e s .  P a ra g ra p h  83 s ta te s  th a t  re c o g n it io n  o f  re v e n u e  in v o lv e s  
c o n s id e ra tio n  o f  tw o  fa c to rs , (a ) b e in g  re a liz e d  o r  re a liz a b le  a n d  (b ) b e in g  
e a rn e d . P a ra g ra p h  8 36  s ta te s :

R evenues a re  n o t reco g n ize d  u n t i l  e a rn e d . A n  e n t ity ’s re v e n u e -e a rn in g  a c t iv i
tie s  in v o lv e  d e liv e r in g  o r  p ro d u c in g  goods, re n d e r in g  se rv ices, o r  o th e r  a c t iv it ie s  
th a t  c o n s titu te  i t s  o n g o in g  m a jo r  o r  c e n tra l o p e ra tio n s , a n d  re ve n u e s  a re  
con s id e re d  to  h a ve  been e a rn e d  w h e n  th e  e n t ity  has s u b s ta n tia lly  acco m p lish e d  
w h a t i t  m u s t do to  be e n tit le d  to  th e  b e n e fits  re p re se n te d  b y  th e  revenues. 
[F o o tn o te  o m itte d .]
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Paragraph 84a states that revenues from manufacturing and selling activities 
are commonly recognized at time of sale, usually meaning delivery.

Revenue Recognition When Right of Return Exists
1.20 FASB Statement of Financial Accounting Standards No. 48, R evenu e  

R ecogn ition  W hen R ig h t o f  R e tu rn  E x is ts , establishes accounting and reporting 
standards for sales of a product when the buyer has the right to return the 
product. Paragraph 6 provides that, in such circumstances, revenue from the 
sales transaction should be recognized at time of sale only if a ll of the following 
conditions are met.

a. The seller’s price to the buyer is substantially fixed or determinable at 
the date of sale.

b. The buyer has paid the seller, or the buyer is obligated to pay the seller 
and the obligation is not contingent on resale of the product.

c. The buyer’s obligation to the seller would not be changed in the event of 
theft or physical destruction or damage of the product.

d. The buyer acquiring the product for resale has economic substance apart 
from that provided by the seller. [Footnote omitted.]

e. The seller does not have significant obligations for future performance 
to directly bring about resale of the product by the buyer.

f. The amount of future returns3 can be reasonably estimated (paragraph 
8).

3

Exchanges by ultimate customers of one item for another of the same 
kind, quality, and price (for example, one color or size for another) are not 
considered returns for purposes of this Statement.

1.21 If the above conditions are not met, sales recognition should be 
postponed until the right of return substantially expires or until such time that 
the conditions are met.

1.22 If revenue is recognized at time of sale because the above conditions 
are met, FASB Statement No. 48 requires that costs or losses that may be 
expected in connection with returns must be accrued in accordance with FASB 
Statement No. 5, A ccou n tin g  fo r  C on tingencies. Sales revenue and cost of sales 
reported in the income statement should be reduced to reflect estimated 
returns.

1.23 Paragraph 8 of FASB Statement No. 48 describes a number of factors 
that may impair (but not necessarily preclude) the ability to make a reasonable 
estimate of the amount of future returns. Among those factors are the suscep
tibility of the product to significant external factors (for example, obsolescence 
or changes in demand); the absence of or lack of relevance of historical experi
ence to the circumstances (for example, if a product, market, or customer is 
new); the length of the return period; and the absence of a large volume of 
relatively homogeneous transactions.

1.24 Paragraph 4 of FASB Statement No. 48 notes that the Statement 
does not apply to—

(а) accounting for revenue in service industries if part or all of the service
revenue may be returned under cancellation privileges granted to the buyer,
(b) transactions involving real estate or leases, or (c) sales transactions in which
a customer may return defective goods, such as under warranty provisions.

AAG-REV 1.2 4



8 Auditing Revenues in Certain Industries

Contract Accounting

Accounting Research Bulletin No. 45, Long-Term  
Construction-Type Contracts

1.25 A c c o u n tin g  R e se a rch  B u l le t in  (A R B ) N o . 4 5 , L o n g -T e rm  C o n s tru c 
t io n -T y p e  C o n tra c ts , d e s c rib e s  th e  a d v a n ta g e s  a n d  d is a d v a n ta g e s  o f  th e  p e r 
c e n ta g e -o f-c o m p le t io n  a n d  c o m p le te d -c o n tra c t m e th o d s  o f  a c c o u n tin g  fo r  
lo n g - te rm  c o n s tru c tio n - ty p e  c o n tra c ts . T h e  s ta n d a rd  e s ta b lis h e s  a  p re fe re n c e  
fo r  th e  use  o f  p e rc e n ta g e -o f-c o m p le tio n  a c c o u n tin g  w h e n  e s tim a te s  o f  cos ts  to  
c o m p le te  a n d  e x te n t o f  p ro g re s s  to w a rd  c o m p le tio n  o f  lo n g - te rm  c o n tra c ts  a re  
re a s o n a b ly  d e p e n d a b le . T h e  a d v a n ta g e s  o f  p e rc e n ta g e -o f-c o m p le tio n  a re  th e  
p e r io d ic  re c o g n it io n  o f  in c o m e  as i t  is  e a rn e d , a n d  th e  re f le c t io n  o f  th e  s ta tu s  o f  
u n c o m p le te d  c o n tra c ts  th a t  is  p ro v id e d  th ro u g h  th e  c u r r e n t e s tim a te s  o f  cos ts  
to  c o m p le te  o r  o f  p ro g re s s  to w a rd  c o m p le tio n . T h e  d is a d v a n ta g e  is  th a t  i t  is  
n e c e s s a r ily  d e p e n d e n t u p o n  e s tim a te s  a n d , th e re fo re , s u b je c t to  u n c e r ta in ty .

1 .26  I n  th e  absence  o f  re a s o n a b ly  d e p e n d a b le  e s tim a te s , o r  i f  in h e re n t  
h a z a rd s  cause  fo re c a s ts  to  be  d o u b tfu l,  th e  c o m p le te d  c o n tra c t m e th o d  s h o u ld  
be  use d . T h e  c o m p le te d -c o n tra c t m e th o d  does n o t p e rm it  th e  re c o rd in g  o f  
in c o m e  b e fo re  c o m p le tio n , o r  s u b s ta n t ia l c o m p le tio n , o f  th e  c o n tra c t. T h e re fo re , 
th e  re c o rd in g  o f  in c o m e  is  n o t s u b je c t to  th e  u n c e r ta in t ie s  o f  e s tim a te s , b u t  th e  
d is a d v a n ta g e  is  th a t  th e  c o m p le te d -c o n tra c t m e th o d  does n o t r e f le c t  c u r r e n t  
p e rfo rm a n c e  w h e n  th e  c o n tra c t e x te n d s  in to  m o re  th a n  one  a c c o u n tin g  p e rio d . 
A R B  N o . 45  re q u ire s  d is c lo s u re  o f  th e  m e th o d  fo llo w e d .

Statement of Position 81-1, Accounting for Performance of 
Construction-Type and Certain Production-Type Contracts

1 .27  S ta te m e n t o f  P o s it io n  (S O P ) 8 1 -1 , A c c o u n tin g  f o r  P e rfo rm a n c e  o f  
C o n s tru c tio n -T y p e  a n d  C e r ta in  P ro d u c tio n -T y p e  C o n tra c ts , p ro v id e s  m o re  d e 
ta i le d  g u id a n c e  o n  th e  a p p lic a t io n  o f  A R B  N o . 45 . I t  e x p a n d s  th e  scope to  
in c lu d e  a c c o u n tin g  fo r  th e  p e rfo rm a n c e  o f  c o n tra c ts  fo r  w h ic h  s p e c ific a tio n s  a re  
p ro v id e d  b y  th e  c u s to m e r fo r  th e  c o n s tru c t io n  o f  fa c i l it ie s  o r  th e  p ro d u c t io n  o f  
goods o r  fo r  th e  p ro v is io n  o f  re la te d  s e rv ice s . S O P  8 1 -1  s ta te s  th a t  use  o f  th e  
p e rc e n ta g e -o f-c o m p le t io n  o r  th e  c o m p le te d -c o n tra c t m e th o d  o f  a c c o u n tin g  
s h o u ld  n o t be  a c c e p ta b le  a lte rn a t iv e s  fo r  th e  sa m e  c irc u m s ta n c e s . D e te rm in a 
t io n  o f  w h ic h  o f  th e  tw o  m e th o d s  is  p re fe ra b le  s h o u ld  be  b a se d  o n  a  c a re fu l 
e v a lu a t io n  o f  th e  c irc u m s ta n c e s . I t  id e n t if ie s  th e  c irc u m s ta n c e s  a p p ro p r ia te  to  
e a ch  o f  th e  m e th o d s , th e  bases o f  a p p ly in g  th e  m e th o d s , a n d  th e  re a s o n s  fo r  th e  
re c o m m e n d a tio n s .

1 .28  P e rc e n ta g e -o f-c o m p le tio n  m e th o d . S O P  8 1 -1  co n c lu d e s  th a t  th e  p e r 
c e n ta g e -o f-c o m p le tio n  m e th o d  is  th e  p re fe ra b le  a c c o u n tin g  p o lic y  w h e n  re a s o n 
a b ly  d e p e n d a b le  e s tim a te s  o f  th e  e x te n t  o f  p ro g re s s  to w a rd  c o m p le tio n , 
c o n tra c t re v e n u e s , a n d  c o n tra c t cos ts  c a n  be  m a d e . P a ra g ra p h  23 a ls o  re q u ire s  
th a t  a l l  o f  th e  fo llo w in g  c o n d it io n s  e x is t.

•  C o n tra c ts  e x e c u te d  b y  th e  p a r t ie s  n o rm a lly  in c lu d e  p ro v is io n s  th a t  
c le a r ly  s p e c ify  th e  e n fo rc e a b le  r ig h ts  re g a rd in g  goods o r  se rv ic e s  to  be 
p ro v id e d  a n d  re c e iv e d  b y  th e  p a r t ie s , th e  c o n s id e ra tio n  to  be  e x 
ch a n g e d , a n d  th e  m a n n e r  a n d  te rm s  o f  s e tt le m e n t.

•  T h e  b u y e r  c a n  be  e x p e c te d  to  s a t is fy  h is  o b lig a tio n s  u n d e r  th e  c o n tra c t.

•  T h e  c o n tra c to r  ca n  be  e x p e c te d  to  p e r fo rm  h is  c o n tra c tu a l o b lig a tio n s .

1 .29  S O P  8 1 -1  s ta te s  th a t  th e  a b i l i t y  to  p ro d u c e  re a s o n a b ly  d e p e n d a b le  
e s tim a te s  is  a n  e s s e n tia l e le m e n t o f  th e  c o n tr a c t in g  b u s in e s s  a n d  p e rs u a s iv e
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e v id e n c e  to  th e  c o n tra ry  is  n e c e s s a ry  to  o ve rco m e  th a t  p re s u m p tio n . A  c o n tra c 
t o r ’s e s tim a te s  o f  to ta l  c o n tra c t re v e n u e  a n d  to ta l  c o n tra c t costs  s h o u ld  be  
re g a rd e d  as re a s o n a b ly  d e p e n d a b le  i f  th e  m in im u m  to ta l  re v e n u e  a n d  th e  
m a x im u m  to ta l c o s t ca n  be  e s tim a te d  w it h  a  s u f f ic ie n t  d eg ree  o f  c o n fid e n c e  to  
ju s t i f y  th e  c o n tra c to r ’s b id  o n  c o n tra c ts .

1 .30  C o m p le te d -c o n tra c t m e th o d . T h is  m e th o d  m a y  be  u s e d  in  c ir c u m 
s ta n ce s  in  w h ic h  f in a n c ia l p o s it io n  a n d  re s u lts  o f  o p e ra tio n s  w o u ld  n o t v a r y  
m a te r ia l ly  fr o m  th o s e  re s u lt in g  fr o m  th e  use  o f  th e  p e rc e n ta g e -o f-c o m p le tio n  
m e th o d , fo r  e x a m p le , w h e n  a n  e n t i t y  h a s  p r im a r i ly  s h o r t - te rm  c o n tra c ts . T h e  
c o m p le te d -c o n tra c t m e th o d  is  p re fe ra b le  in  c irc u m s ta n c e s  in  w h ic h  e s tim a te s  
c a n n o t m e e t th e  c r i te r ia  fo r  re a s o n a b le  d e p e n d a b ility  o r  in  w h ic h  th e re  a re  
in h e re n t  h a z a rd s . E x a m p le s  o f  in h e re n t  h a z a rd s  a re  c o n tra c ts  w h o se  v a l id i t y  
is  s e r io u s ly  in  q u e s tio n  ( th a t  is , w h ic h  a re  le ss  th a n  f u l ly  e n fo rc e a b le ), c o n tra c ts  
w h o se  c o m p le tio n  m a y  be  s u b je c t to  th e  o u tc o m e  o f  p e n d in g  le g is la t io n  o r  
p e n d in g  l i t ig a t io n ,  o r  c o n tra c ts  e xp o se d  to  th e  p o s s ib il ity  o f  th e  c o n d e m n a tio n  
o r  e x p ro p r ia t io n  o f  th e  r e s u lt in g  p ro p e r tie s .

1 .31 D e te rm in in g  th e  p r o f i t  c e n te r. T h e  b a s ic  p re s u m p tio n  s h o u ld  be  th a t  
e a ch  c o n tra c t is  th e  p r o f i t  c e n te r  fo r  re v e n u e  re c o g n it io n , co s t a c c u m u la tio n , 
a n d  in c o m e  m e a s u re m e n t. T h a t  p re s u m p tio n  m a y  be  o v e rco m e  o n ly  i f  a  c o n 
t r a c t  o r  a  s e rie s  o f  c o n tra c ts  m e e ts  th e  c o n d it io n s  d e s c rib e d  fo r  c o m b in in g  o r  
s e g m e n tin g  c o n tra c ts . C o m b in in g  c o n tra c ts  fo r  p r o f i t  re c o g n it io n  p u rp o s e s  m a y  
o c c u r w h e n  a  g ro u p  o f  c o n tra c ts  is  so c lo s e ly  re la te d  th a t  th e  c o n tra c ts  a re , in  
e ffe c t, p a r ts  o f  a  s in g le  p ro je c t w i t h  a n  o v e ra ll p r o f i t  m a rg in , s u c h  as w h e n  a  
g ro u p  o f  c o n tra c ts  h a s  b e e n  n e g o tia te d  as a  p a c k a g e  w it h  th e  o b je c tiv e  o f  
a c h ie v in g  a n  o v e ra ll p ro f it .  I n  S O P  8 1 -1 , p a ra g ra p h s  37  a n d  38  d e ta il  s p e c ific  
c r i te r ia  th a t  m u s t be  m e t fo r  c o n tra c ts  to  be  c o m b in e d  fo r  a c c o u n tin g  p u rp o s e s .

1 .32  A  s in g le  c o n tra c t o r  a  g ro u p  o f  c o n tra c ts  th a t  o th e rw is e  m e e t th e  te s t 
fo r  c o m b in in g  m a y  in c lu d e  s e v e ra l e le m e n ts  o r  p h a se s , e a ch  o f  w h ic h  th e  
c o n tra c to r  n e g o tia te d  s e p a ra te ly  w i t h  th e  sam e  c u s to m e r a n d  a g re e d  to  p e r 
fo rm  w ith o u t  re g a rd  to  th e  p e rfo rm a n c e  o f  th e  o th e rs . A  p ro je c t c o n s is tin g  o f  a  
s in g le  c o n tra c t o r  a  g ro u p  o f  c o n tra c ts  w i t h  s e g m e n ts  th a t  h a v e  d if fe r e n t  ra te s  
o f  p r o f i t a b i l i t y  m a y  be  s e g m e n te d  i f  i t  m e e ts  s p e c ific  c r i te r ia  d e s c rib e d  in  
p a ra g ra p h s  4 0 , 4 1 , o r  42  o f  S O P  81 -1 .

1 .33  M e a s u r in g  p ro g re s s  on  c o n tra c ts . T h e  m e a n in g fu l m e a s u re m e n t o f  
th e  e x te n t o f  p ro g re s s  to w a rd  c o m p le tio n  is  e s s e n tia l because  th is  fa c to r  is  u se d  
in  d e te rm in in g  th e  a m o u n ts  o f  e s tim a te d  c o n tra c t re v e n u e  a n d  th e  e s tim a te d  
g ro ss  p r o f i t  t h a t  w i l l  be  re c o g n iz e d  in  a n y  g iv e n  p e r io d . A  n u m b e r  o f  a c c e p ta b le  
m e th o d s  a re  u s e d  in c lu d in g  c o s t-to -c o s t, e ffo r ts -e x p e n d e d , u n i ts -o f-d e liv e ry , 
a n d  u n its -o f-w o rk -p e r fo rm e d . U se  o f  a n y  g iv e n  m e th o d  d e p e n d s  o n  w h e th e r  
in p u t  m e a s u re s  ( te rm s  o f  e ffo r ts  d e v o te d  to  a  c o n tra c t)  o r  o u tp u t  m e a s u re s  
( te rm s  o f  re s u lts  a c h ie v e d ) a re  use d . O u tp u t  m e a s u re s  a re  g e n e ra lly  th e  b e s t 
m e th o d  o f  p ro g re s s  to w a rd  c o m p le tio n , b u t  o fte n  th e y  c a n n o t be  e s ta b lis h e d  
a n d  in p u t  m e a s u re s  m u s t be  u se d . T h e  m e th o d s  s e le c te d  s h o u ld  be  a p p lie d  
c o n s is te n t ly  to  a l l  c o n tra c ts  h a v in g  s im ila r  c h a ra c te r is t ic s . T h e  a c c e p ta b ility  o f  
th e  re s u lts  o f  in p u t  o r  o u tp u t  m e a s u re s  s h o u ld  be  p e r io d ic a lly  re v ie w e d  a n d  
c o n firm e d  b y  a lte rn a t iv e  m e a s u re s  th a t  in v o lv e  o b s e rv a t io n  a n d  in s p e c tio n , 
p e rh a p s  b y  c o m p a r is o n  to  re s u lts  o f  c a lc u la t io n s  b a se d  o n  p h y s ic a l o b s e rv a 
t io n s  b y  e n g in e e rs , a rc h ite c ts , o r  s im ila r ly  q u a lif ie d  p e rs o n n e l.

1 .34  C o m p u ta t io n  o f  in c o m e  e a rn e d  u n d e r  th e  p e rc e n ta g e -o f-c o m p le tio n  
m e th o d . T o ta l e s tim a te d  g ross p r o f it  o n  a  c o n tra c t, th e  d iffe re n c e  b e tw e e n  to ta l  
e s t im a te d  c o n tra c t re v e n u e  a n d  to ta l  e s t im a te d  c o n tra c t co s t, m u s t b e  d e te r 
m in e d  b e fo re  th e  a m o u n t e a rn e d  o n  th e  c o n tra c t fo r  a  p e r io d  c a n  be  d e te r 
m in e d . T h e  p o r t io n  o f  to ta l  re v e n u e  e a rn e d  o r  th e  to ta l  a m o u n t o f  g ro s s  p r o f i t
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e a rn e d  to  d a te  is  d e te rm in e d  b y  th e  m e a s u re m e n t o f  th e  e x te n t o f  p ro g re s s  
to w a rd  c o m p le tio n  u s in g  one  o f  th e  m e th o d s  d iscu sse d  above . T h e  c o m p u ta t io n  
o f  in c o m e  e a rn e d  fo r  a  p e r io d  in v o lv e s  a  d e te rm in a t io n  o f  th e  p o r t io n  o f  to ta l  
e s tim a te d  c o n tra c t re v e n u e  th a t  h a s  b e e n  e a rn e d  to  d a te  (e a rn e d  re v e n u e ) a n d  
th e  p o r t io n  o f  to ta l  e s tim a te d  c o n tra c t co s t re la te d  to  th a t  re v e n u e  (c o s t o f  
e a rn e d  re v e n u e ). S O P  81 -1  d iscu sse s  tw o  a cc e p ta b le  a lte rn a t iv e  a p p ro a c h e s  to  
d e te rm in in g  e a rn e d  re v e n u e  a n d  co s t o f  e a rn e d  re v e n u e .

1 .35  R e v is e d  e s tim a te s . E s tim a te s  o f  c o n tra c t re v e n u e , cos ts  to  c o m p le te , 
a n d  th e  e x te n t o f  p ro g re s s  to w a rd  c o m p le tio n  m u s t be  c o n t in u a lly  re e v a lu a te d  
th ro u g h o u t th e  l i f e  o f  a  c o n tra c t. S O P  8 1 -1  re q u ire s  ch a n g e s  in  e s tim a te s  to  be  
a c c o u n te d  fo r  in  th e  p e r io d  o f  c h a n g e  as d e s c rib e d  in  p a ra g ra p h  3 1 a  o f  A c c o u n t
in g  P r in c ip le s  B o a rd  (A P B ) O p in io n  N o . 2 0 , A c c o u n tin g  C h a n ge s .

1 .36  P ro v is io n s  f o r  a n t ic ip a te d  losses o n  c o n tra c ts . S O P  8 1 -1  s ta te s  th a t  
p ro v is io n s  fo r  losses  s h o u ld  be  m a d e  in  th e  p e r io d  in  w h ic h  th e y  becom e  e v id e n t 
u n d e r  e ith e r  th e  p e rc e n ta g e -o f-c o m p le tio n  m e th o d  o r  th e  c o m p le te d -c o n tra c t 
m e th o d .

1 .37  D is c lo s u re s . S O P  8 1 -1  re q u ire s  d is c lo s u re  o f  th e  b a s ic  m e th o d  o f  
a c c o u n tin g  u se d  fo r  c o n tra c ts , d e p a r tu re s  f ro m  th e  b a s ic  a c c o u n tin g  p o lic y , 
m e th o d s  o f  m e a s u r in g  e x te n t o f  p ro g re s s  to w a rd  c o m p le tio n  fo r  c o n tra c ts  
a c c o u n te d  fo r  u s in g  th e  p e rc e n ta g e -o f-c o m p le tio n  m e th o d , a n d  s p e c ific  c r i te r ia  
u se d  to  d e te rm in e  w h e n  a  c o n tra c t is  s u b s ta n t ia l ly  c o m p le te d  fo r  c o n tra c ts  
a c c o u n te d  fo r  u s in g  th e  c o m p le te d -c o n tra c t m e th o d . I t  n o te s  th a t  A P B  O p in io n  
N o . 20  re c o m m e n d s  d is c lo s u re  o f  th e  e ffe c t o f  s ig n if ic a n t  re v is io n s  o f  e s tim a te s  
i f  th e  e ffe c t is  m a te r ia l.

SO P 97-2, Software Revenue Recognition8

1 .38  S O P  9 7 -2 , S o ftw a re  R evenue  R e c o g n itio n , as a m e n d e d  b y  S O P  9 8 -9 , 
M o d if ic a t io n  o f  S O P  9 7 -2 , S o ftw a re  R e ve n u e  R e c o g n itio n , W ith  R espect to  
C e r ta in  T ra n s a c tio n s , p ro v id e s  g u id a n c e  o n  a p p ly in g  G A A P  in  re c o g n iz in g  
re v e n u e  o n  s o ftw a re  tra n s a c tio n s . K e y  p ro v is io n s  a re  d is c u s s e d  in  th e  fo l lo w in g  
p a ra g ra p h s .

1 .39  I f  a n  a r ra n g e m e n t to  d e liv e r  s o ftw a re  o r  a  s o ftw a re  s y s te m  does n o t 
re q u ire  s ig n if ic a n t  p ro d u c t io n , m o d if ic a t io n , o r  c u s to m iz a t io n  o f  s o ftw a re , 
re v e n u e  s h o u ld  be  re c o g n iz e d  w h e n  a l l  o f  th e  fo llo w in g  c r i te r ia  a re  m e t.

•  P e rs u a s iv e  e v id e n c e  o f  a n  a rra n g e m e n t e x is ts .
•  D e liv e ry  h a s  o c c u rre d .

•  T h e  v e n d o r ’s fee  is  f ix e d  o r  d e te rm in a b le .
•  C o lle c t ib i l i t y  is  p ro b a b le .

Persuasive Evidence of an Arrangement Exists
1 .40  I f  th e  v e n d o r  h a s  a  c u s to m a ry  b u s in e s s  p ra c t ic e  o f  u s in g  w r i t t e n  

c o n tra c ts , e v id e n c e  o f  th e  a r ra n g e m e n t is  p ro v id e d  o n ly  b y  a  c o n tra c t s ig n e d  b y  
b o th  p a r t ie s . V e n d o rs  th a t  do n o t r e ly  o n  s ig n e d  c o n tra c ts  s h o u ld  h a v e  o th e r  
fo rm s  o f  e v id e n c e  to  d o c u m e n t th e  tra n s a c t io n , s u c h  as a  p u rc h a s e  o rd e r  o r  
o n lin e  a u th o r iz a t io n .  E v e n  i f  a l l  o th e r  re q u ire m e n ts  in  th e  S O P  fo r  re c o g n it io n  
o f  re v e n u e  a re  m e t ( in c lu d in g  d e liv e ry ) ,  re v e n u e  s h o u ld  n o t be  re c o g n iz e d  o n  
a n y  e le m e n t o f  th e  a r ra n g e m e n t u n le s s  p e rs u a s iv e  e v id e n c e  o f  a n  a r ra n g e m e n t 
e x is ts .

8 Also see Chapter 2 o f th is  Guide, “A u d itin g  Revenue Transactions in  the Com puter Software 
Industry.”
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Delivery Has Occurred

1.41 T h e  p r in c ip le  o f  n o t  re c o g n iz in g  re v e n u e  b e fo re  d e liv e ry  a p p lie s  
w h e th e r  th e  c u s to m e r is  a u s e r o r  a  re s e lle r . F o r  s o ftw a re  th a t  is  d e liv e re d  
e le c tro n ic a lly ,  d e liv e ry  h a s  b e e n  m e t w h e n  th e  c u s to m e r ta k e s  p o sse ss io n  o f  th e  
s o ftw a re  v ia  a  d o w n lo a d  o r  h a s  b e e n  p ro v id e d  w it h  access codes th a t  a llo w  th e  
c u s to m e r to  ta k e  im m e d ia te  p o sse ss io n  o f  th e  s o ftw a re  o n  i t s  h a rd w a re  p u rs u 
a n t  to  a n  a g re e m e n t o r  p u rc h a s e  o rd e r  fo r  th e  s o ftw a re .

1 .42 I f  u n c e r ta in ty  e x is ts  a b o u t c u s to m e r a cce p ta n ce  a f te r  d e liv e ry , l i 
cense  re v e n u e  s h o u ld  n o t be  re c o g n iz e d  u n t i l  a cce p ta n ce  o ccu rs . D e liv e ry  
s h o u ld  n o t be  c o n s id e re d  c o m p le te  u n le s s  th e  d e s t in a t io n  is  th e  c u s to m e r’s 
p la c e  o f  b u s in e s s  o r  a n o th e r  s ite  s p e c ifie d  b y  th e  c u s to m e r. I f  th e  c u s to m e r 
s p e c ifie s  a n  in te rm e d ia te  s ite , b u t  a  s u b s ta n t ia l p o r t io n  o f  th e  fee  is  n o t  p a y a b le  
u n t i l  th e  d e liv e ry  b y  th e  v e n d o r  to  a n o th e r  s ite  s p e c ifie d  b y  th e  c u s to m e r, 
re v e n u e  s h o u ld  n o t be  re c o g n iz e d  u n t i l  d e liv e ry  is  m a d e  to  th a t  o th e r  s ite . 
R e v e n u e  fr o m  tra n s a c t io n s  in v o lv in g  d e liv e ry  a g e n ts  o f  th e  v e n d o r s h o u ld  be  
re c o g n iz e d  w h e n  th e  s o ftw a re  is  d e liv e re d  to  th e  c u s to m e r, n o t to  th e  d e liv e ry  
a g e n t.

The Vendor's Fee Is Fixed or Determinable and Collectibility Is Probable

1 .43  A  s o ftw a re  lic e n s in g  fee  is  n o t  f ix e d  o r  d e te rm in a b le  i f  i t  is  b a s e d  o n  
th e  n u m b e r  o f  u n its  d is t r ib u te d  o r  c o p ie d , o r  o n  th e  e xp e c te d  n u m b e r  o f  u s e rs  
o f  th e  p ro d u c t. I f  a n  a r ra n g e m e n t in c lu d e s  r ig h ts  o f  r e tu r n  o r  r ig h ts  to  re fu n d s  
w ith o u t  r e tu r n ,  c o n d itio n s  th a t  m u s t be  m e t fo r  th e  v e n d o r  to  re c o g n iz e  
re v e n u e  in c lu d e  th a t  th e  a m o u n t o f  fu tu r e  r e tu rn s  o r  re fu n d s  c a n  be  re a s o n a b ly  
e s t im a te d  in  a cco rd a n ce  w it h  F A S B  S ta te m e n t N o . 48 . A n y  e x te n d e d  p a y m e n t 
te rm s  m a y  in d ic a te  th a t  th e  fee  is  n o t  f ix e d  o r  d e te rm in a b le . I f  p a y m e n t o f  a  
s ig n if ic a n t  p o r t io n  o f  th e  fee  is  n o t d u e  u n t i l  a f te r  e x p ira t io n  o f  th e  lic e n s e  o r  
m o re  th a n  tw e lv e  m o n th s  a f te r  d e liv e ry , th e  lic e n s in g  fe e  s h o u ld  be  p re s u m e d  
n o t  to  be  f ix e d  o r  d e te rm in a b le  u n le s s  th e  v e n d o r  c a n  d e m o n s tra te  a  s ta n d a rd  
b u s in e s s  p ra c t ic e  o f  u s in g  lo n g - te rm  o r  in s ta l lm e n t  c o n tra c ts  a n d  a  h is to r y  o f  
s u c c e s s fu lly  c o lle c t in g  u n d e r  th e  o r ig in a l p a y m e n t te rm s  w ith o u t  m a k in g  
conce ss ion s . I f  i t  c a n n o t be  c o n c lu d e d  th a t  a  fe e  is  f ix e d  o r  d e te rm in a b le  a t  th e  
o u ts e t o f  a n  a rra n g e m e n t, re v e n u e  s h o u ld  be  re c o g n iz e d  as p a y m e n ts  becom e  
d u e .

1 .44  F o r  re s e lle r  a rra n g e m e n ts , s u c h  fa c to rs  as th e  fo l lo w in g  m a y  in d i 
c a te  t h a t  th e  f ix e d  o r  d e te rm in a b le  fees a n d  c o l le c t ib i l i t y  c r i te r ia  h a v e  n o t  b e e n  
m e t.

•  P a y m e n t is  s u b s ta n t ia l ly  c o n t in g e n t o n  th e  re s e lle r ’s success in  d is 
t r ib u t in g  th e  p ro d u c t.

•  R e s e lle rs  m a y  n o t be  a b le  to  h o n o r  a  c o m m itm e n t to  m a k e  f ix e d  a n d  
d e te rm in a b le  p a y m e n ts  u n t i l  th e y  c o lle c t ca sh  fro m  th e i r  c u s to m e rs .

•  U n c e r ta in t ie s  in d ic a te  th e  a m o u n t o f  fu tu r e  re tu rn s  c a n n o t be  re a s o n 
a b ly  e s tim a te d .

•  D is t r ib u t io n  a r ra n g e m e n ts  w i t h  re s e lle rs  re q u ire  th e  v e n d o r  to  re b a te  
o r  c re d it  a  p o r t io n  o f  th e  fe e  i f  th e  v e n d o r  s u b s e q u e n tly  re d u c e s  i t s  
p r ic e  fo r  a  p ro d u c t a n d  th e  re s e lle r  s t i l l  h a s  r ig h ts  w i t h  re s p e c t to  th a t  
p ro d u c t (p r ic e  p ro te c tio n ) .

1 .45  F ees fr o m  lic e n s e s  c a n c e la b le  b y  th e  c u s to m e r a re  n e ith e r  f ix e d  n o r  
d e te rm in a b le  u n t i l  th e  c a n c e lla t io n  p r iv ile g e s  la p s e . Fees fr o m  lic e n s e s  w it h  
c a n c e lla t io n  p r iv ile g e s  th a t  e x p ire  r a ta b ly  o v e r th e  lic e n s e  p e r io d  a re  c o n s id 
e re d  to  b ecom e  d e te rm in a b le  r a ta b ly  as th e  c a n c e lla t io n  p r iv ile g e s  la p s e .
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Contract Accounting
1 .46  I f  a n  a r ra n g e m e n t to  d e liv e r  s o ftw a re  o r  a  s o ftw a re  s y s te m , e ith e r  

a lo n e  o r  to g e th e r  w i t h  o th e r  p ro d u c ts  o r  s e rv ice s , re q u ire s  s ig n if ic a n t p ro d u c 
t io n ,  m o d if ic a t io n , o r  c u s to m iz a t io n  o f  s o ftw a re , th e  e n t ir e  a r ra n g e m e n t s h o u ld  
be a c c o u n te d  fo r  in  c o n fo rm ity  w i t h  A R B  N o . 4 5 , u s in g  th e  re le v a n t g u id a n c e  
in  S O P  8 1 -1 , u n le s s  c r i te r ia  s p e c ifie d  in  S O P  9 7 -2  fo r  s e p a ra te  a c c o u n tin g  fo r  
a n y  s e rv ic e  e le m e n t a re  m e t. S O P  9 7 -2  a lso  p ro v id e s  g u id a n c e  o n  th e  a p p lic a 
t io n  o f  c o n tra c t a c c o u n tin g  in  a r ra n g e m e n ts  in v o lv in g  s o ftw a re .

Multiple-Element Arrangements9
1 .47  S o ftw a re  a rra n g e m e n ts  m a y  c o n s is t o f  m u lt ip le  e le m e n ts , t h a t  is , 

a d d it io n a l s o ftw a re  p ro d u c ts , u p g ra d e s  a n d  e n h a n c e m e n ts , p o s tc o n tra c t c u s 
to m e r  s u p p o r t (P C S ), o r  se rv ic e s , in c lu d in g  e le m e n ts  d e liv e ra b le  o n ly  o n  a 
w h e n -a n d - if-a v a ila b le  b a s is . I f  c o n tra c t a c c o u n tin g  does n o t a p p ly , th e  v e n d o r ’s 
fee  m u s t be  a llo c a te d  to  th e  v a r io u s  e le m e n ts  b a se d  o n  v e n d o r-s p e c ific  o b je c tiv e  
e v id e n c e  o f  f a i r  v a lu e s , re g a rd le s s  o f  a n y  s e p a ra te  p r ic e s  s ta te d  w it h in  th e  
c o n tra c t fo r  e a ch  e le m e n t.

1 .48  V e n d o r-s p e c ific  o b je c tiv e  e v id e n c e  o f  f a i r  v a lu e  is  l im i te d  to  th e  
fo llo w in g :

•  T h e  p r ic e  c h a rg e d  w h e n  th e  sam e  e le m e n t is  s o ld  s e p a ra te ly
•  F o r  a n  e le m e n t n o t y e t  b e in g  s o ld  s e p a ra te ly , th e  p r ic e  e s ta b lis h e d  b y  

m a n a g e m e n t h a v in g  th e  re le v a n t a u th o r it y

1 .49  I f  s u f f ic ie n t  v e n d o r-s p e c ific  o b je c tiv e  e v id e n c e  o f  f a i r  v a lu e s  does n o t 
e x is t fo r  th e  a l lo c a t io n  o f  re v e n u e  to  th e  v a r io u s  e le m e n ts  o f  a n  a rra n g e m e n t, 
a l l  re v e n u e  fro m  th e  a r ra n g e m e n t s h o u ld  be  d e fe r re d  u n t i l  su c h  s u f f ic ie n t  
e v id e n c e  e x is ts , o r  u n t i l  a l l  e le m e n ts  h a v e  b e e n  d e liv e re d . E x c e p tio n s  to  th is  
g u id a n c e  a re  p ro v id e d  fo r  P C S , se rv ic e s  th a t  do  n o t in v o lv e  s ig n if ic a n t  c u s to m i
z a tio n , s u b s c r ip tio n s , a n d  a rra n g e m e n ts  in  w h ic h  th e  fee  is  b a se d  o n  th e  
n u m b e r  o f  cop ies . I n  a d d it io n ,  S O P  9 8 -9  a m e n d e d  th is  g u id a n c e  fo r  m u lt ip le -  
e le m e n t a r ra n g e m e n ts  in  w h ic h  th e re  is  v e n d o r-s p e c ific  o b je c tiv e  e v id e n c e  o f  
th e  f a i r  v a lu e s  o f  a l l  u n d e liv e re d  e le m e n ts , a n d  v e n d o r-s p e c ific  o b je c tiv e  e v i
dence  o f  f a i r  v a lu e  does n o t e x is t fo r  o ne  o r  m o re  o f  th e  d e liv e re d  e le m e n ts . I n  
s u c h  c irc u m s ta n c e s , i t  re q u ire s  re c o g n it io n  o f  re v e n u e  in  a cco rd a n ce  w it h  th e  
re s id u a l m e th o d . U n d e r  th e  re s id u a l m e th o d , th e  to ta l  f a i r  v a lu e  o f  th e  u n d e 
liv e re d  e le m e n ts  is  d e fe rre d , a n d  th e  d iffe re n c e  b e tw e e n  th e  to ta l  a r ra n g e m e n t 
fee  a n d  th e  a m o u n t d e fe r re d  fo r  th e  u n d e liv e re d  e le m e n ts  is  re c o g n iz e d  as 
re v e n u e  re la te d  to  th e  d e liv e re d  e le m e n ts .

1 .50  T h e  p o r t io n  o f  th e  fee  a llo c a te d  to  a n  e le m e n t s h o u ld  be  re c o g n iz e d  
as re v e n u e  w h e n  a l l  o f  th e  re v e n u e  re c o g n it io n  c r i te r ia  h a v e  b e e n  m e t. I n  
a p p ly in g  th o s e  c r i te r ia ,  th e  d e l iv e r y  o f  a n  e le m e n t is  c o n s id e re d  n o t  to  h a v e

9 For add itiona l guidance refer to FASB Em erging Issues Task Force (E ITF) Issue No. 00-21, 
Accounting fo r M ultip le-E lem ent Revenue Arrangements, effective fo r revenue arrangements entered 
in to  in  fiscal periods beginning a fte r June 15, 2003. SEC S ta ff Accounting B u lle tin  No. 104 also 
d irectly  refers to the use o f th is  guidance when a m ulti-e lem ent arrangem ent exists. I f  a m u lti
deliverable arrangem ent does not fa ll under h igher level au thorita tive  lite ra tu re , the fo llow ing 
Principles application o f E IT F  Issue No. 00-21 apply:

Paragraph 7 states tha t, the principles applicable to th is  Issue are:
• Revenue arrangem ents w ith  m u ltip le  de liverab les should be d iv ided in to  separate u n its  o f 

accounting i f  the deliverables in  the arrangement meet the crite ria  in  paragraph 9.
• Arrangem ent consideration should be allocated among the separate u n its  o f accounting based 

on th e ir  re lative fa ir  values (or as otherwise provided in  paragraph 12). The am ount allocated 
to the delivered item(s) is lim ited  as discussed in  paragraph 14.

• Applicab le  revenue recognition c r ite r ia  should be considered separately fo r separate u n its  o f 
accounting.
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o c c u rre d  i f  th e re  a re  u n d e liv e re d  e le m e n ts  t h a t  a re  e s s e n tia l to  th e  fu n c t io n a l
i t y  o f  a n y  d e liv e re d  e le m e n ts . I n  a d d it io n , n o  p o r t io n  o f  th e  fee  ( in c lu d in g  
a m o u n ts  o th e rw is e  a llo c a te d  to  d e liv e re d  e le m e n ts )  m e e ts  th e  c r i te r io n  o f  
c o l le c t ib i l i t y  i f  th e  p o r t io n  o f  th e  fee  a llo c a b le  to  d e liv e re d  e le m e n ts  is  s u b je c t 
to  fo r fe i tu re ,  re fu n d , o r  o th e r  co n ce ss io n  i f  th e  u n d e liv e re d  e le m e n ts  a re  n o t 
d e liv e re d . I n  o rd e r  fo r  th e  re v e n u e  re la te d  to  a n  a r ra n g e m e n t to  be  c o n s id e re d  
n o t s u b je c t to  fo r fe itu re ,  re fu n d , o r  o th e r  co n ce ss ion , m a n a g e m e n t m u s t in te n d  
n o t to  p ro v id e  re fu n d s  o r  co n ce ss ion s  th a t  a re  n o t re q u ire d  u n d e r  th e  p ro v is io n s  
o f  th e  a rra n g e m e n t. T h e  v e n d o r ’s h is to r ic a l p a t te rn  o f  m a k in g  re fu n d s  o r  o th e r  
con ce ss ion s  th a t  w e re  n o t re q u ire d  u n d e r  th e  o r ig in a l p ro v is io n s  (c o n tra c tu a l 
o r  o th e r )  o f  o th e r  a r ra n g e m e n ts  s h o u ld  be  c o n s id e re d  m o re  p e rs u a s iv e  th a n  
te rm s  in c lu d e d  in  th e  a rra n g e m e n t th a t  in d ic a te  th a t  no  con ce ss ion s  a re  
re q u ire d .

Service Elements
1.51  S e p a ra te  a c c o u n tin g  fo r  a  s e rv ic e  e le m e n t o f  a n  a r ra n g e m e n t is  

re q u ire d  i f  b o th  o f  th e  fo l lo w in g  c r i te r ia  a re  m e t.
•  T h e  se rv ic e s  a re  n o t e s s e n tia l to  th e  fu n c t io n a l it y  o f  a n y  o th e r  e le m e n t 

o f  th e  t ra n s a c t io n .
•  T h e  s e rv ic e s  a re  d e s c rib e d  in  th e  c o n tra c t su ch  th a t  th e  to ta l  p r ic e  o f  

th e  a r ra n g e m e n t w o u ld  be  e x p e c te d  to  v a r y  as th e  r e s u lt  o f  th e  
in c lu s io n  o r  e x c lu s io n  o f  th e  s e rv ice s .

1 .52  S O P  9 7 -2  p ro v id e s  c o m p re h e n s iv e  g u id a n c e  o n  d if fe r e n t  k in d s  o f  
m u lt ip le -e le m e n t a r ra n g e m e n ts , P C S , s e rv ic e s , a n d  c o n tra c t a c c o u n tin g . I n  
a d d it io n ,  i t  in c lu d e s  a p p e n d ix e s  w it h  e x a m p le s  o f  th e  a p p lic a t io n  o f  c e r ta in  
p ro v is io n s  o f  th e  S O P  a n d  a  f lo w c h a r t  i l lu s t r a t in g  a  d e c is io n  p ro ce ss  fo r  
re c o g n iz in g  re v e n u e  o n  s o ftw a re  a r ra n g e m e n ts .10

SEC Staff Accounting Bulletin on Revenue Recognition in 
Financial Statements

1 .53  S E C  S ta f f  A c c o u n tin g  B u l le t in  (S A B ) N o . 101 , R evenue  R e c o g n itio n  
in  F in a n c ia l S ta te m e n ts , as a m e n d e d  a n d  c o d if ie d  b y  S A B  N o . 103 , U p d a te  a n d  
C o d if ic a t io n  o f  S ta f f  A c c o u n tin g  B u lle t in s  (C o d if ic a t io n  o f  S ta f f  A c c o u n tin g  
B u lle t in s ,  T o p ic  13, R evenue  R e c o g n itio n )  as a m e n d e d  b y  S A B  N o . 104 , R e v i
s io n  o f  T o p ic  13  (C o d if ic a t io n  o f  S ta f f  A c c o u n tin g  B u lle t in s ,  T o p ic  13: R evenue  
R e c o g n itio n , S e c tio n  A -S e lec ted  R evenue  R e c o g n itio n  Issu e s ) s u m m a riz e s  th e  
s ta f f ’s v ie w s  in  a p p ly in g  G A A P  to  s e le c te d  re v e n u e  re c o g n it io n  is su e s . S A B s  
a re  n o t ru le s  o r  in te rp r e ta t io n s  o f  th e  S E C  b u t ,  ra th e r ,  re p re s e n t th e  in te r p r e 
ta t io n s  a n d  p ra c tic e s  fo llo w e d  b y  th e  S E C  in  a d m in is te r in g  th e  d is c lo s u re  
re q u ire m e n ts  o f  th e  fe d e ra l s e c u r it ie s  la w s .

1 .54  S A B  N o . 101 , as a m e n d e d  a n d  c o d ifie d  in to  T o p ic  13: R evenue  
R e c o g n itio n  p re s e n ts  v a r io u s  fa c t  p a t te rn s ,  q u e s tio n s , a n d  in te r p r e t iv e  r e 
sponses  c o n c e rn in g  w h e th e r  th e  fo l lo w in g  c r i te r ia  o f  re v e n u e  re c o g n it io n  a re  
m e t.

•  P e rs u a s iv e  e v id e n c e  o f  a n  a r ra n g e m e n t e x is ts .
•  D e liv e ry  h a s  o c c u rre d  o r  se rv ic e s  h a v e  b e e n  re n d e re d .
•  T h e  s e lle r ’s p r ic e  to  th e  b u y e r  is  f ix e d  o r  d e te rm in a b le .
•  C o lle c t ib i l i t y  is  re a s o n a b ly  a s s u re d .

10 For add itiona l guidance refer to E IT F  Issue No. 03-5, A p p lica b ility  o f AICPA Statement o f 
Position 97-02 to Non-Software Deliverables in  an Arrangem ent C ontain ing M ore-Than-Incidental 
Software defin ing products or services th a t may be considered excluded from  the scope o f SOP 97-2.
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1.55 S e le c te d  p o r t io n s  o f  S A B  N o . 101 , as a m e n d e d  a n d  c o d ifie d  R evenue  
R e c o g n itio n  in  F in a n c ia l S ta te m e n ts — F re q u e n tly  A s k e d  Q u e s tio n s  a n d  A n 
sw e rs  h a v e  b e e n  in c o rp o ra te d  in to  T o p ic  13: R evenue  R e c o g n itio n , a d d re s s in g  
r e c u r r in g  q u e s tio n s  f ro m  p re p a re rs , a u d ito rs , a n d  a n a ly s ts  a b o u t h o w  th e  
g u id a n c e  s h o u ld  be  a p p lie d  to  p a r t ic u la r  tr a n s a c tio n s .

1 .56  S A B  N o . 101 , as a m e n d e d  a n d  c o d ifie d  in to  T o p ic  13: R evenue  
R e c o g n itio n  re f le c ts  th e  b a s ic  p r in c ip le s  o f  re v e n u e  re c o g n it io n  in  G A A P  a n d  
does n o t su p e rse d e  a n y  e x is t in g  a u th o r ita t iv e  l i t e r a tu r e .  A c c o rd in g ly , w h ile  i t  
is  d ire c te d  s p e c if ic a lly  to  tra n s a c t io n s  o f  p u b lic  c o m p a n ie s , m a n a g e m e n t a n d  
a u d ito rs  o f  n o n p u b lic  co m p a n ie s  m a y  f in d  th e  g u id a n c e  th e r e in  h e lp fu l in  
a n a ly z in g  re v e n u e  re c o g n it io n  m a tte rs .

Bill and Hold Sales
1 .57  I n  a  b i l l  a n d  h o ld  tra n s a c t io n , a  c u s to m e r a g rees  to  p u rc h a s e  th e  

goods b u t  th e  s e lle r  re ta in s  p h y s ic a l p o sse ss ion  u n t i l  th e  c u s to m e r re q u e s ts  
s h ip m e n t to  d e s ig n a te d  lo c a tio n s . N o rm a lly ,  su ch  a n  a r ra n g e m e n t does n o t 
q u a l if y  as a  sa le  because  d e liv e ry  h a s  n o t o c c u rre d . U n d e r  c e r ta in  c o n d it io n s , 
h o w e v e r, w h e n  a  b u y e r  h a s  m a d e  a n  a b s o lu te  p u rc h a s e  c o m m itm e n t a n d  h a s  
a s s u m e d  th e  r is k s  a n d  re w a rd s  o f  th e  p u rc h a s e d  p ro d u c t b u t  is  u n a b le  to  a cce p t 
d e liv e ry  b e ca u se  o f  a  c o m p e llin g  b u s in e s s  re a s o n , b i l l  a n d  h o ld  sa les  m a y  
q u a l if y  fo r  re v e n u e  re c o g n it io n .

1 .58  S E C  A c c o u n tin g  a n d  A u d it in g  E n fo rc e m e n t R e lease  (A A E R ) N o . 108 
s p e c ifie s  c e r ta in  c o n d itio n s  o r  c r i te r ia  th a t  a  b i l l  a n d  h o ld  tra n s a c t io n  o f  a  
p u b lic  c o m p a n y  s h o u ld  m e e t in  o rd e r  to  q u a l if y  fo r  re v e n u e  re c o g n it io n .11 I n  
a d d it io n , i t  s p e c ifie s  c e r ta in  fa c to rs  th a t  s h o u ld  be  c o n s id e re d  in  e v a lu a t in g  
w h e th e r  a  b i l l  a n d  h o ld  t ra n s a c t io n  m e e ts  th e  re q u ire m e n ts  fo r  re v e n u e  
re c o g n it io n . A A E R  N o . 108 s ta te s  th e  fo llo w in g .

[A ] “ b i l l  a n d  h o ld ”  tra n s a c tio n  sh o u ld  m e e t th e  fo llo w in g  co n d itio n s :

(1 ) T he  r is k s  o f  o w n e rs h ip  m u s t h a ve  passed to  th e  b u y e r;

(2 ) T he  cu s to m e r m u s t h a ve  m ade  a f ix e d  c o m m itm e n t to  p u rch a se  th e  
goods, p re fe ra b ly  re fle c te d  in  w r it te n  d o c u m e n ta tio n ;

(3 ) T he  b u y e r, n o t th e  se lle r, m u s t re q u e s t th a t  th e  tra n s a c tio n  be on a 
b i l l  a n d  h o ld  bas is . T h e  b u y e r m u s t h a ve  a s u b s ta n tia l bus iness  
pu rp o se  fo r  o rd e r in g  th e  goods on a b i l l  a n d  h o ld  b as is ;

(4) T h e re  m u s t be a fix e d  schedu le  fo r  d e liv e ry  o f  th e  goods. T h e  d a te  fo r  
d e liv e ry  m u s t be rea so n a b le  a n d  m u s t be c o n s is te n t w ith  th e  b u y e r ’s 
bus iness  pu rp o se  (e.g., s to ra g e  p e rio d s  a re  c u s to m a ry  in  th e  in d u s 
tr y ) ;

(5 ) T h e  s e lle r m u s t n o t h ave  re ta in e d  a n y  sp e c ific  p e rfo rm a n ce  o b lig a 
tio n s  such  th a t  th e  e a rn in g  process is  n o t com p le te ;

(6 ) T h e  o rd e re d  goods m u s t h a ve  been segrega ted  fro m  th e  s e lle r ’s 
in v e n to ry  a n d  n o t be su b je c t to  b e in g  used to  f i l l  o th e r  o rd e rs ; a n d

(7 ) T h e  e q u ip m e n t m u s t be co m p le te  a n d  re a d y  fo r  s h ip m e n t.

T h e  above lis te d  c o n d itio n s  a re  th e  im p o r ta n t co n ce p tu a l c r ite r ia  w h ic h  
sh o u ld  be used in  e v a lu a tin g  a n y  p u rp o r te d  b i l l  a n d  h o ld  sa le . T h is  l is t in g  
is  n o t in te n d e d  as a check lis t .  I n  som e c ircu m s ta n ce s , a tra n s a c tio n  m a y  
m e e t a l l  th e  fa c to rs  lis te d  above b u t  n o t m e e t th e  re q u ire m e n ts  fo r  re ve n u e  
re c o g n itio n .

11 The in te rpre tive  response to SAB No. 101, as amended and codified in to  Topic 13: Revenue 
Recognition, A.3 (a), form erly Question 3 o f S ta ff Accounting B u lle tin  (SAB) No. 101, Revenue 
Recognition in  F inanc ia l Statements, incorporates th is  guidance.
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I n  a p p ly in g  th e  above c r ite r ia  to  a  p u rp o r te d  b i l l  a n d  h o ld  sa le , th e  in d i
v id u a ls  resp o n s ib le  fo r  p re p a ra tio n  a n d  f i l in g  o f  th e  f in a n c ia l s ta te m e n ts  
sh o u ld  a lso  co n s id e r th e  fo llo w in g  fa c to rs :

(1 ) T h e  d a te  b y  w h ic h  th e  s e lle r expects p a y m e n t, a n d  w h e th e r  i t  has 
m o d ifie d  its  n o rm a l b i l l in g  a n d  c re d it  te rm s  fo r  th is  b u y e r;

(2 ) T h e  s e lle r ’s p a s t expe riences w ith  a n d  p a tte rn  o f  b i l l  a n d  h o ld  
tra n s a c tio n s ;

(3 ) W h e th e r th e  b u y e r has th e  expected  r is k  o f  loss in  th e  e ve n t o f  a 
d e c lin e  in  th e  m a rk e t v a lu e  o f  th e  goods;

(4) W h e th e r th e  s e lle r ’s c u s to d ia l r is k s  a re  in s u ra b le  a n d  in s u re d ;

(5) W h e th e r A P B  O p in io n  21, p e r ta in in g  to  th e  need fo r  d is c o u n tin g  th e  
re la te d  rece iva b le s , is  a p p lic a b le ;3 a n d

(6 ) W h e th e r e x te nd e d  p ro ce d u res  a re  necessary  in  o rd e r to  assu re  th a t  
th e re  a re  no  e xce p tion s  to  th e  b u y e r ’s c o m m itm e n t to  accept a n d  p a y  
fo r  th e  goods so ld , i.e ., th a t  th e  b u s in e ss  reasons fo r  th e  b i l l  a n d  h o ld  
h ave  n o t in tro d u c e d  a c o n tin g e n cy  to  th e  b u y e r ’s c o m m itm e n t.

3
Once th e  in d iv id u a ls  responsib le  fo r p re p a ra tio n  and f i l in g  o f the  

fin a n c ia l s ta tem ents have ascerta ined th a t th e  revenue m ay be p ro p e rly  
recogn ized , th e y  o f  course , have  an  o n -g o in g  o b lig a tio n  to  re v ie w  fo r 
c o lle c tib ility  o f th e  b i l l  and  ho ld  receivable.

1 .59  A lth o u g h  A A E R  N o . 108 is  d ire c te d  s p e c if ic a lly  to  tra n s a c t io n s  o f  
p u b lic  c o m p a n ie s , m a n a g e m e n t a n d  a u d ito rs  o f  n o n p u b lic  c o m p a n ie s  m a y  f in d  
th e  g u id a n c e  th e r e in  h e lp fu l in  a n a ly z in g  b i l l  a n d  h o ld  tra n s a c tio n s .

Sales of Real Estate

1 .60  F A S B  S ta te m e n t N o . 6 6 , A c c o u n tin g  f o r  S a le s  o f  R e a l E s ta te , e s ta b 
lis h e s  s ta n d a rd s  fo r  re c o g n it io n  o f  p r o f i t  o n  a l l  re a l e s ta te  tra n s a c t io n s  w ith o u t  
re g a rd  to  th e  n a tu re  o f  th e  s e lle r ’s b u s in e s s . I t  in c lu d e s  e x te n s iv e  g u id a n c e  fo r  
th e  re c o g n it io n  o f  p r o f i t  b o th  fo r  r e ta i l  la n d  sa les  a n d  fo r  re a l e s ta te  tra n s a c 
t io n s  th a t  a re  n o t r e ta i l  la n d  sa les . T h e  g e n e ra l re q u ire m e n ts  fo r  re c o g n it io n  
o f  a l l  th e  p r o f i t  a t  th e  d a te  o f  sa le  o n  re a l e s ta te  sa les  o th e r  th a n  r e t a i l  la n d  
sa le s  a re  s e t fo r th  in  p a ra g ra p h s  3 th ro u g h  5 o f  th e  S ta te m e n t a n d  a re  
s u m m a r iz e d  in  th e  fo l lo w in g  p a ra g ra p h s . S im ila r  to  S O P  9 7 -2 , th e  g u id a n c e  in  
F A S B  S ta te m e n t N o . 6 6  d e m o n s tra te s  th e  a p p lic a t io n  o f  th e  co n c e p t o f  re c o g 
n iz in g  re v e n u e  w h e n  e a rn e d  a n d  w h e n  re a liz e d  o r  re a liz a b le  to  a  s p e c ific  
s u b je c t m a t te r .

1 .61 F o r  sa le s  o f  re a l e s ta te  o th e r  th a n  r e ta i l  la n d  sa le s , u se  o f  th e  f u l l  
a c c ru a l m e th o d , th a t  is ,  re c o g n it io n  o f  a l l  o f  th e  p r o f i t  a t  th e  d a te  o f  sa le , 
d e p e n d s  o n  th e  e x is te n c e  o f  th e  fo l lo w in g  tw o  c o n d it io n s : (a ) th e  p r o f i t  is  
d e te rm in a b le , t h a t  is , th e  c o l le c t ib i l i t y  o f  th e  sa les  p r ic e  is  re a s o n a b ly  a s s u re d  
o r  a n  u n c o lle c t ib le  a m o u n t ca n  be  e s tim a te d , a n d  (b ) th e  e a rn in g s  p ro ce ss  is  
v i r t u a l ly  c o m p le te , t h a t  is , th e  s e lle r  is  n o t  o b lig a te d  to  p e r fo rm  s ig n if ic a n t  
ta s k s  a f te r  th e  sa le  to  e a rn  th e  p ro f it .  P a r t  o r  a l l  o f  th e  p r o f i t  s h o u ld  be  d e fe r re d  
u n t i l  b o th  c o n d it io n s  e x is t.

1 .62  C o lle c t ib i l i t y  is  d e m o n s tra te d  b y  th e  b u y e r ’s c o m m itm e n t to  p a y  as 
s u p p o r te d  b y  s u b s ta n t ia l in i t ia l  a n d  c o n t in u in g  in v e s tm e n ts  in  th e  p ro p e r ty  
s u c h  t h a t  th e  b u y e r ’s r is k  o f  lo ss  th ro u g h  d e fa u lt  m o t iv a te s  th e  b u y e r  to  h o n o r  
th e  o b lig a t io n  to  th e  s e lle r .

1 .63  P r o f i t  o n  re a l e s ta te  tra n s a c t io n s  s h o u ld  n o t be  re c o g n iz e d  b y  th e  f u l l  
a c c ru a l m e th o d  u n le s s  a l l  o f  th e  fo l lo w in g  c r i te r ia  a re  m e t.
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•  A  sa le  is  c o n s u m m a te d , m e a n in g  th a t  th e  p a r t ie s  a re  b o u n d  b y  th e  
te rm s  o f  a  c o n tra c t, a l l  c o n s id e ra tio n  h a s  b e e n  e xc h a n g e d , a n y  p e rm a 
n e n t f in a n c in g  fo r  w h ic h  th e  s e lle r  is  re s p o n s ib le  h a s  b e e n  a rra n g e d , 
a n d  a l l  c o n d it io n s  p re c e d e n t to  c lo s in g  h a v e  b e e n  p e rfo rm e d . T h e se  
fo u r  c o n d it io n s  u s u a lly  a re  m e t a t  th e  t im e  o f  c lo s in g , n o t  w h e n  a n  
a g re e m e n t to  s e ll h a s  b e e n  s ig n e d  o r  a t  a  p re c lo s in g .

•  T h e  b u y e r ’s i n i t ia l  a n d  c o n t in u in g  in v e s tm e n ts  a re  a d e q u a te  to  d e m 
o n s tra te  a  c o m m itm e n t to  p a y  fo r  th e  p ro p e r ty .

•  T h e  s e lle r ’s re c e iv a b le  is  n o t s u b je c t to  fu tu r e  s u b o rd in a tio n .

•  T h e  s e lle r  h a s  t r a n s fe r re d  to  th e  b u y e r  th e  u s u a l r is k s  a n d  re w a rd s  o f  
o w n e rs h ip  in  a  t ra n s a c t io n  th a t  is  in  s u b s ta n c e  a  sa le  a n d  does n o t 
h a v e  a s u b s ta n t ia l c o n t in u in g  in v o lv e m e n t w i t h  th e  p ro p e r ty .

1 .64  F A S B  S ta te m e n t N o . 6 6  a lso  p ro v id e s  g u id a n c e  o n  a c c o u n tin g  fo r  
sa le s  o f  re a l e s ta te  in  c irc u m s ta n c e s  in  w h ic h  c r i te r ia  fo r  th e  f u l l  a c c ru a l 
m e th o d  a re  n o t m e t a n d  p a r t ia l  re c o g n it io n  o f  p r o f i t  m a y  be  a p p ro p r ia te .

Financial Statement Disclosures

FASB Statement No. 57, Related Party Disclosures

1 .65  F A S B  S ta te m e n t N o . 5 7 , R e la te d  P a r ty  D is c lo s u re s , re q u ire s  d is c lo 
s u re s  o f  m a te r ia l  r e la te d -p a r ty  tra n s a c t io n s  o th e r  th a n  c o m p e n s a tio n  a rra n g e 
m e n ts , e xp e n se  a llo w a n c e s , a n d  o th e r  s im ila r  ite m s  in  th e  o rd in a r y  co u rse  o f  
b u s in e s s , u n le s s  th e  tra n s a c t io n s  a re  e l im in a te d  in  th e  p re p a ra t io n  o f  c o n s o li
d a te d  o r  c o m b in e d  f in a n c ia l s ta te m e n ts . T ra n s a c tio n s  b e tw e e n  re la te d  p a r t ie s  
a re  c o n s id e re d  to  be  re la te d -p a r ty  tra n s a c t io n s  e ve n  th o u g h  th e y  m a y  n o t be 
g iv e n  a c c o u n tin g  re c o g n it io n . P a ra g ra p h  2 s ta te s :

T he  d isc lo su re s  s h a ll in c lu d e :3

a. T he  n a tu re  o f  th e  re la tio n s h ip (s )  in v o lv e d

b. A  d e s c rip tio n  o f  th e  tra n s a c tio n s , in c lu d in g  tra n s a c tio n s  to  w h ic h  no 
a m o u n ts  o r n o m in a l a m o u n ts  w e re  a scribe d , fo r  each o f  th e  p e rio d s  fo r  
w h ic h  incom e  s ta te m e n ts  a re  p re se n te d , a n d  such o th e r  in fo rm a tio n  
deem ed necessary  to  a n  u n d e rs ta n d in g  o f  th e  e ffe c ts  o f  th e  tra n s a c tio n s  
on  th e  f in a n c ia l s ta te m e n ts

c. T h e  d o lla r  a m o u n ts  o f  tra n s a c tio n s  fo r  each o f  th e  p e rio d s  fo r  w h ic h  
incom e  s ta te m e n ts  a re  p re se n te d  a n d  th e  e ffe c ts  o f  a n y  change  in  th e  
m e th o d  o f  e s ta b lis h in g  th e  te rm s  fro m  th a t  used  in  th e  p re ce d in g  p e rio d

d. A m o u n ts  due  fro m  o r to  re la te d  p a rtie s  as o f  th e  d a te  o f  each ba la n ce  
shee t p re se n te d  a n d , i f  n o t o th e rw is e  a p p a re n t, th e  te rm s  a n d  m a n n e r 
o f  s e ttle m e n t

3
In  some cases, aggregation  o f s im ila r  transac tions  by  type  o f re la te d  p a rty  

m ay be app rop ria te . Som etim es, the  e ffect o f th e  re la tio n sh ip  betw een the  pa rtie s  
m ay be so pervasive th a t d isclosure o f the  re la tio n sh ip  alone w il l  be su ffic ie n t.
I f  necessary to  the  u n d ers ta n d in g  o f th e  re la tio n sh ip , th e  nam e o f th e  re la te d  
p a rty  shou ld  be disclosed.

1 .66  P a ra g ra p h  3 s ta te s  th a t  tra n s a c t io n s  in v o lv in g  re la te d  p a r t ie s  c a n 
n o t be  p re s u m e d  to  be  c a r r ie d  o u t o n  a n  a rm ’s - le n g th  b a s is , a n d  re p re 
s e n ta t io n s  a b o u t re la te d -p a r ty  tra n s a c t io n s  s h o u ld  n o t im p ly  th a t  th e y  w e re  
c o n s u m m a te d  o n  te rm s  e q u iv a le n t to  a rm ’s - le n g th  tra n s a c t io n s  u n le s s  su ch  
re p re s e n ta tio n s  ca n  be  s u b s ta n t ia te d .
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1 .67  P a ra g ra p h  4  s ta te s  th a t  w h e n  a  r e p o r t in g  e n te rp r is e  is  u n d e r  co m 
m o n  c o n tro l w i t h  one  o r m o re  o th e r  e n te rp r is e s , th e  n a tu re  o f  t h a t  c o n tro l 
r e la t io n s h ip  s h o u ld  be  d is c lo s e d , e v e n  th o u g h  th e re  a re  n o  tra n s a c t io n s  b e 
tw e e n  th e  e n te rp r is e s , i f  th e  e x is te n c e  o f  t h a t  c o n tro l c o u ld  r e s u lt  in  o p e ra t in g  
re s u lts  o r  f in a n c ia l p o s it io n  o f  th e  r e p o r t in g  e n te rp r is e  th a t  d i f fe r  s ig n if ic a n t ly  
f ro m  th o s e  th a t  w o u ld  h a v e  b e e n  o b ta in e d  i f  th e  e n te rp r is e s  w e re  a u to n o m o u s .

APB Opinion No. 22, Disclosure of Accounting Policies
1 .68  A P B  O p in io n  N o . 2 2 , D is c lo s u re  o f  A c c o u n tin g  P o lic ie s , re q u ire s  th a t  

a  d e s c r ip t io n  o f  a l l  s ig n if ic a n t  a c c o u n tin g  p o lic ie s  o f  th e  r e p o r t in g  e n t i t y  s h o u ld  
be  in c lu d e d  as a n  in te g ra l p a r t  o f  th e  f in a n c ia l s ta te m e n ts . D is c lo s u re  o f  
a c c o u n tin g  p o lic ie s  s h o u ld  id e n t i fy  a n d  d e s c rib e  th e  a c c o u n tin g  p r in c ip le s  
fo llo w e d  b y  th e  r e p o r t in g  e n t i t y  a n d  th e  m e th o d s  o f  a p p ly in g  th o s e  p r in c ip le s  
th a t  m a te r ia l ly  a ffe c t th e  f in a n c ia l s ta te m e n ts . P a ra g ra p h  12 s ta te s :

In  genera l, the  d isclosure should encompass im p o rta n t judgm en ts  as to  appro
pria teness o f p rinc ip les  re la tin g  to  recogn ition  o f revenue and a lloca tion  o f asset 
costs to  cu rre n t and fu tu re  periods; in  p a rtic u la r, i t  should encompass those 
accounting p rin c ip le s  and m ethods th a t invo lve  any o f the  fo llow ing :

a. A  selection from  e x is tin g  acceptable a lte rn a tive s ;

b. P rin c ip le s  and m ethods p e cu lia r to  th e  in d u s try  in  w h ich  the  re p o rtin g  
e n tity  operates, even i f  such p rinc ip les  and m ethods are p red o m in a n tly  
fo llow ed in  th a t in d u s try ;

c. U n usua l o r in nova tive  app lica tions o f g ene ra lly  accepted accounting 
p rin c ip le s  (and, as app licab le , o f p rin c ip le s  and m ethods p e cu lia r to  the  
in d u s try  in  w h ich  the  re p o rtin g  e n tity  operates).

SO P  94-6, Disclosure of Certain Significant Risks and Uncertainties
1 .69  S O P  9 4 -6 , D is c lo s u re  o f  C e r ta in  S ig n if ic a n t  R is k s  a n d  U n c e r ta in tie s ,  

re q u ire s  e n t it ie s  to  in c lu d e  in  t h e i r  f in a n c ia l s ta te m e n ts  d is c lo s u re s  a b o u t th e  
n a tu re  o f  t h e i r  o p e ra tio n s  a n d  a b o u t th e  use  o f  e s tim a te s  in  th e  p re p a ra t io n  o f  
f in a n c ia l s ta te m e n ts . I f  c e r ta in  c r i te r ia  a re  m e t, i t  re q u ire s  d is c lo s u re s  a b o u t 
c e r ta in  s ig n if ic a n t  e s tim a te s  a n d  th e  c u r r e n t  v u ln e r a b i l i t y  d u e  to  c e r ta in  
c o n c e n tra tio n s , fo r  e x a m p le , c o n c e n tra tio n s  in  th e  v o lu m e  o f  b u s in e s s  t r a n s 
a c te d  w it h  a  p a r t ic u la r  c u s to m e r o r  c o n c e n tra tio n s  in  re v e n u e  fr o m  p a r t ic u la r  
p ro d u c ts  o r  s e rv ice s .

Other Sources of Revenue Recognition Guidance

1 .70  A p p e n d ix  A  to  th is  G u id e  l is ts  o th e r  so u rce s  o f  g u id a n c e  fo r  re v e n u e  
re c o g n it io n  th a t  co ve rs  s p e c ific  s u b je c t m a t te r  o r  t h a t  is  in d u s try -s p e c if ic .  
A p p e n d ix  A  in c lu d e s  A IC P A  In d u s t r y  A u d it  a n d  A c c o u n tin g  G u id e s  th a t  
p ro v id e  a u d it in g  as w e ll  as a c c o u n tin g  g u id a n c e .

1 .71 I n  c irc u m s ta n c e s  in  w h ic h  th e re  is  n o  s p e c if ic a lly  re le v a n t a u th o r i
ta t iv e  a c c o u n tin g  g u id a n c e  a n d  a p p lic a t io n  b y  a n a lo g y  does n o t seem  a p p ro p r i
a te , p re p a re rs  a n d  a u d ito rs  m a y  f in d  i t  u s e fu l to  r e fe r  to  n o n a u th o r ita t iv e  
so u rce s , s u c h  as A IC P A  A u d it  R is k  A le r ts  (som e o f  w h ic h  a re  a ls o  l is te d  in  
A p p e n d ix  A )  a n d  a r t ic le s  in  th e  J o u r n a l o f  A c c o u n ta n c y  o r  o th e r  p ro fe s s io n a l 
p u b lic a t io n s .

1 .72  A  so u rce  o f  n o n a u th o r ita t iv e  g u id a n c e  o n  re v e n u e  re c o g n it io n  is  th e  
F A S B ’s 1 978  In v i ta t io n  to  C o m m e n t, A c c o u n tin g  f o r  C e r ta in  S e rv ic e  T ra n s a c 
t io n s .  I t  p ro v id e s  th a t  re v e n u e  fr o m  s e rv ic e  tra n s a c t io n s  s h o u ld  be  re c o g n iz e d  
b a s e d  o n  p e rfo rm a n c e . I f  p e rfo rm a n c e  c o n s is ts  o f  a  s in g le  a c t, re v e n u e  s h o u ld  
be  re c o g n iz e d  w h e n  th a t  a c t ta k e s  p la c e . I f  p e rfo rm a n c e  c o n s is ts  o f  m u lt ip le  
a c ts , re v e n u e  s h o u ld  be  re c o g n iz e d  b a se d  o n  th e  p ro p o r t io n a te  p e rfo rm a n c e  o f
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e a ch  a c t. I f  th e  p ro p o r t io n  o f  se rv ice s  to  be  p e r fo rm e d  in  th e  f in a l  a c t is  so 
s ig n if ic a n t  to  th e  w h o le  s e rv ic e  t r a n s a c t io n  th a t  p e r fo rm a n c e  c a n n o t be 
d e e m e d  to  h a v e  ta k e n  p la c e  u n t i l  t h a t  a c t is  p e r fo rm e d , re v e n u e  s h o u ld  be 
re c o g n iz e d  w h e n  th a t  a c t ta k e s  p la c e . I f  th e re  is  a  s ig n if ic a n t  d e g re e  o f  
u n c e r ta in ty  re g a rd in g  re a liz a t io n  o f  s e rv ic e  re v e n u e , re v e n u e  s h o u ld  n o t be 
re c o g n iz e d  u n t i l  c o lle c tio n . T h e  In v i ta t io n  to  C o m m e n t a lso  d iscu sse s  th e  
re c o g n it io n  o f  re v e n u e  in  s e rv ic e  tra n s a c t io n s  th a t  in v o lv e  n o n re fu n d a b le  
in i t ia t io n  fees w it h  s u b s e q u e n t p e r io d ic  p a y m e n ts  fo r  fu tu r e  se rv ic e s , a n d  o n  
n o n re fu n d a b le  fees fo r  th e  in s ta l la t io n  o f  e q u ip m e n t th a t  is  e s s e n tia l to  p ro v id 
in g  fu tu r e  se rv ice s  w it h  s u b s e q u e n t p e r io d ic  p a y m e n ts  fo r  th e  s e rv ice s .

1 .73 T h e  F A S B  c o n s id e re d  th e  In v i ta t io n  to  C o m m e n t in  th e  d e v e lo p m e n t 
o f  i t s  C o n c e p t S ta te m e n ts , a n d , s u b s e q u e n tly , th e  E m e rg in g  Is s u e s  T a s k  F o rce  
(E IT F )  h a s  a d d re s s e d  som e o f  th e  is s u e s  (see A p p e n d ix  A  fo r  a  l is t in g  o f  E IT F  
a b s tra c ts ) . N e v e rth e le s s , th e  In v i ta t io n  to  C o m m e n t w a s  n o t fu r th e r  d e lib e r 
a te d  a n d  i t s  p ro p o s a ls  a re  n o n a u th o r ita t iv e .

Indicators of Im proper Revenue Recognition
1.74 M a n a g e m e n t engages  th e  in d e p e n d e n t a u d ito r  to  e x p re s s  a n  o p in io n  

o n  th e  f in a n c ia l s ta te m e n ts  th a t  m a n a g e m e n t p re p a re s  in  a cco rd a n ce  w it h  
G A A P . A u d ito rs  s h o u ld  be  a le r t  to  in d ic a to rs  o f  im p ro p e r  re v e n u e  re c o g n it io n  
t h a t  m a y  re q u ire  s p e c ia l a t te n t io n  in  p e r fo rm in g  th e  a u d it .  T h is  s e c tio n  o f  
C h a p te r  1 d iscu sse s  r is k  in d ic a to rs  th a t  m a y  s ig n a l im p ro p e r  re v e n u e  re c o g n i
t io n ,  in c lu d in g  r is k  fa c to rs  th a t  re la te  to  m is s ta te m e n ts  a r is in g  fro m  fr a u d u 
le n t  f in a n c ia l re p o r t in g ,  o th e r  is s u e s  th a t  m a y  re q u ire  s p e c ia l c o n s id e ra tio n , 
a n d  e x a m p le s  o f  s p e c ific  tra n s a c tio n s  o r  e v e n ts  th a t  m a y  in d ic a te  im p ro p e r  
a c c o u n tin g  fo r  re v e n u e .

Risk Factors Relating to Misstatements Arising From Fraudulent 
Financial Reporting

1 .75  S A S  N o . 99 , C o n s id e ra t io n  o f  F ra u d  in  a  F in a n c ia l S ta te m e n t A u d i t  
(A IC P A , P ro fe s s io n a l S ta n d a rd s ,  v o l. 1, A U  sec. 3 1 6 ), is  th e  p r im a r y  so u rce  o f  
a u th o r ita t iv e  g u id a n c e  a b o u t a n  a u d ito r ’s re s p o n s ib il it ie s  c o n c e rn in g  th e  co n 
s id e ra t io n  o f  f r a u d  in  a f in a n c ia l s ta te m e n t a u d it .  S A S  N o . 99  su p e rse d e s  S A S  
N o . 8 2 , C o n s id e ra t io n  o f  F ra u d  in  a  F in a n c ia l S ta te m e n t A u d it ,  a n d  a m e n d s  
S A S  N o . 1, s e c tio n  2 3 0 , D u e  P ro fe s s io n a l C a re  in  th e  P e rfo rm a n c e  o f  W o rk  
(A IC P A , P ro fe s s io n a l S ta n d a rd s ,  v o l. 1, A U  sec. 2 3 0 ). S A S  N o . 99  e s ta b lis h e s  
s ta n d a rd s  a n d  p ro v id e s  g u id a n c e  to  a u d ito rs  in  f u l f i l l i n g  t h e i r  r e s p o n s ib il ity  to  
p la n  a n d  p e r fo rm  th e  a u d it  to  o b ta in  re a s o n a b le  a s s u ra n c e  a b o u t w h e th e r  th e  
f in a n c ia l s ta te m e n ts  a re  fre e  o f  m a te r ia l  m is s ta te m e n t, w h e th e r  ca u se d  b y  
e r r o r  o r  fr a u d , as s ta te d  in  S A S  N o . 1, s e c tio n  110 , R e s p o n s ib ilit ie s  a n d  
F u n c tio n s  o f  th e  In d e p e n d e n t A u d it o r  (A IC P A , P ro fe s s io n a l S ta n d a rd s ,  v o l. 1, 
A U  sec. 1 1 0 .0 2 ). (S A S  N o . 99  a ls o  a m e n d s  S A S  N o . 8 5 , M a n a g e m e n t R e p re 
s e n ta tio n s . )

1 .76  T h e re  a re  tw o  ty p e s  o f  m is s ta te m e n ts  re le v a n t to  th e  a u d ito r ’s 
c o n s id e ra tio n  o f  f r a u d  in  a  f in a n c ia l s ta te m e n t a u d it :

•  M is s ta te m e n ts  a r is in g  f ro m  fr a u d u le n t  f in a n c ia l re p o r t in g
•  M is s ta te m e n ts  a r is in g  fr o m  m is a p p ro p r ia t io n  o f  asse ts

1 .77  T h re e  c o n d itio n s  g e n e ra lly  a re  p re s e n t w h e n  fra u d  occurs. F ir s t ,  m a n 
a g e m e n t o r  o th e r em p loyees h a v e  a n  in c e n tiv e  o r  a re  u n d e r  pressu re , w h ic h  
p ro v id e s  a  re a so n  to  c o m m it fra u d . Second, c irc u m s ta n c e s  e x is t— fo r  e x a m p le , th e  
absence o f  c o n tro ls , in e ffe c tiv e  c o n tro ls , o r  th e  a b i l i ty  o f  m a n a g e m e n t to  o v e rr id e  
c o n tro ls — th a t  p ro v id e  a n  o p p o r tu n ity  fo r  a  fra u d  to  be  p e rp e tra te d . T h ird ,  th o se  
in v o lv e d  a re  ab le  to  ra t io n a liz e  c o m m it t in g  a  f ra u d u le n t ac t.
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1 .78  T h e re  is  a  p re s u m p tio n  th a t  im p ro p e r  re v e n u e  re c o g n it io n  e x is ts  as 
a  f r a u d  r is k  fa c to r . M a te r ia l  m is s ta te m e n ts  d u e  to  f r a u d u le n t  f in a n c ia l r e p o r t 
in g  o fte n  r e s u lt  f r o m  a n  o v e rs ta te m e n t o f  re v e n u e s  ( fo r  e x a m p le , th ro u g h  
p re m a tu re  re v e n u e  re c o g n it io n  o r  re c o rd in g  f ic t i t io u s  re v e n u e s ) o r  a n  u n d e r 
s ta te m e n t o f  re v e n u e s  ( fo r  e x a m p le , th ro u g h  im p ro p e r ly  s h if t in g  re v e n u e s  to  a  
la te r  p e r io d ). T h e re fo re , th e  a u d ito r  s h o u ld  o r d in a r i ly  p re s u m e  th a t  th e re  is  a  
r is k  o f  m a te r ia l  m is s ta te m e n t d u e  to  f r a u d  re la t in g  to  re v e n u e  re c o g n it io n  (S ee 
S A S  N o . 99  p a ra g ra p h  41  a n d  54  fo r  e x a m p le s  a r is in g  fr o m  f r a u d u le n t  f in a n 
c ia l re p o r t in g . )

1 .79  T h e  A p p e n d ix  o f  S A S  N o . 9 9  A .2  (A IC P A , P ro fe s s io n a l S ta n d a rd s ,  
v o l. 1, A U  sec. 3 1 6 .8 5 ) c o n ta in s  e x a m p le s  o f  f r a u d  r is k  fa c to rs  th a t  a re  d is 
cu ssed  in  p a ra g ra p h s  31  th ro u g h  33  o f  S A S  N o . 9 9 . T h e y  a re  as fo llo w s :

Incentives/Pressures

a. F in a n c ia l s ta b i l i t y  o r  p r o f i t a b i l i t y  is  th re a te n e d  b y  e co n o m ic , in d u s 
t r y ,  o r  e n t i t y  o p e ra t in g  c o n d it io n s , su c h  as (o r  as in d ic a te d  b y ):

—  H ig h  d e g re e  o f  c o m p e t it io n  o r  m a r k e t  s a tu ra t io n ,  a c c o m p a n ie d  
b y  d e c lin in g  m a rg in s

—  H ig h  v u ln e r a b i l i t y  to  r a p id  c h a n g e s , su c h  as ch a n g e s  in  te c h n o l
o g y , p ro d u c t obso lescence , o r  in te re s t  ra te s

—  S ig n if ic a n t  d e c lin e s  in  c u s to m e r d e m a n d  a n d  in c re a s in g  b u s i
ness  fa i lu re s  in  e i th e r  th e  in d u s t r y  o r  o v e ra ll e co n o m y

—  O p e ra t in g  losses  m a k in g  th e  th r e a t  o f  b a n k ru p tc y ,  fo re c lo s u re , 
o r  h o s t ile  ta k e o v e r  im m in e n t

—  R e c u r r in g  n e g a tiv e  ca sh  f lo w s  fro m  o p e ra tio n s  o r  a n  in a b i l i t y  to  
g e n e ra te  ca sh  f lo w s  fro m  o p e ra tio n s  w h ile  r e p o r t in g  e a rn in g s  
a n d  e a rn in g s  g ro w th

—  R a p id  g ro w th  o r  u n u s u a l p r o f i t a b i l i t y ,  e s p e c ia lly  c o m p a re d  to  
th a t  o f  o th e r  c o m p a n ie s  in  th e  sa m e  in d u s t r y

—  N e w  a c c o u n tin g , s ta tu to r y ,  o r  re g u la to ry  re q u ire m e n ts

b. E x c e s s iv e  p re s s u re  e x is ts  fo r  m a n a g e m e n t to  m e e t th e  re q u ire m e n ts  
o r  e x p e c ta tio n s  o f  t h i r d  p a r t ie s  d u e  to  th e  fo llo w in g :

—  P r o f i t a b i l i t y  o r  t r e n d  le v e l e x p e c ta tio n s  o f  in v e s tm e n t a n a ly s ts , 
in s t i t u t io n a l  in v e s to rs , s ig n if ic a n t  c re d ito rs , o r  o th e r  e x te rn a l 
p a r t ie s  ( p a r t ic u la r ly  e x p e c ta tio n s  th a t  a re  u n d u ly  a g g re s s iv e  o r  
u n re a lis t ic ) ,  in c lu d in g  e x p e c ta tio n s  c re a te d  b y  m a n a g e m e n t in ,  
fo r  e x a m p le , o v e r ly  o p t im is t ic  p re s s  re le a s e s  o r  a n n u a l re p o r t  
m essages

—  N e e d  to  o b ta in  a d d i t io n a l  d e b t o r  e q u ity  f in a n c in g  to  s ta y  
c o m p e t it iv e — in c lu d in g  f in a n c in g  o f  m a jo r  re s e a rc h  a n d  d e v e l
o p m e n t o r  c a p ita l e x p e n d itu re s

—  M a r g in a l a b i l i t y  to  m e e t e xch a n g e  l is t in g  re q u ire m e n ts  o r  d e b t 
re p a y m e n t o r  o th e r  d e b t c o v e n a n t re q u ire m e n ts

—  P e rc e iv e d  o r  re a l a d v e rs e  e ffe c ts  o f  r e p o r t in g  p o o r f in a n c ia l 
re s u lts  o n  s ig n if ic a n t  p e n d in g  tra n s a c t io n s , s u c h  as b u s in e s s  
c o m b in a tio n s  o r  c o n tra c t a w a rd s

c. In fo rm a t io n  a v a ila b le  in d ic a te s  t h a t  m a n a g e m e n t o r  th e  b o a rd  o f  
d ire c to rs ’ p e rs o n a l f in a n c ia l s i tu a t io n  is  th re a te n e d  b y  th e  e n t i t y ’s 
f in a n c ia l p e rfo rm a n c e  a r is in g  fr o m  th e  fo llo w in g :
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—  S ig n if ic a n t f in a n c ia l in te re s ts  in  th e  e n t i t y

—  S ig n if ic a n t p o r t io n s  o f  t h e i r  c o m p e n s a tio n  ( fo r  e x a m p le , b o 
n u se s , s to c k  o p tio n s , a n d  e a rn -o u t a r ra n g e m e n ts )  b e in g  c o n t in 
g e n t u p o n  a c h ie v in g  a g g re s s iv e  ta rg e ts  fo r  s to c k  p r ic e , o p e ra t in g  
re s u lts ,  f in a n c ia l p o s it io n , o r  ca sh  f lo w  ( fo o tn o te  o m itte d )

—  P e rs o n a l g u a ra n te e s  o f  d e b ts  o f  th e  e n t i t y

d . T h e re  is  exce ss ive  p re s s u re  o n  m a n a g e m e n t o r  o p e ra t in g  p e rs o n n e l 
to  m e e t f in a n c ia l ta rg e ts  s e t u p  b y  th e  b o a rd  o f  d ire c to rs  o r  m a n a g e 
m e n t, in c lu d in g  sa les  o r  p r o f i t a b i l i t y  in c e n tiv e  g o a ls .

Opportunities

a. T h e  n a tu re  o f  th e  in d u s t r y  o r  th e  e n t i t y ’s o p e ra tio n s  p ro v id e s  o p p o r
tu n it ie s  to  e n gage  in  f r a u d u le n t  f in a n c ia l r e p o r t in g  th a t  ca n  a r is e  
fro m  th e  fo llo w in g :

—  S ig n if ic a n t re la te d -p a r ty  tra n s a c t io n s  n o t in  th e  o rd in a r y  co u rse  
o f  b u s in e s s  o r  w i t h  re la te d  e n t it ie s  n o t a u d ite d  o r  a u d ite d  b y  
a n o th e r  f i r m

—  A  s tro n g  f in a n c ia l p re se n ce  o r  a b i l i t y  to  d o m in a te  a  c e r ta in  
in d u s t r y  s e c to r th a t  a llo w s  th e  e n t i t y  to  d ic ta te  te rm s  o r  c o n d i
t io n s  to  s u p p lie rs  o r  c u s to m e rs  th a t  m a y  r e s u lt  in  in a p p ro p r ia te  
o r  n o n -a rm ’s - le n g th  tra n s a c tio n s

—  A s s e ts , l ia b i l i t ie s ,  re v e n u e s , o r  e xp enses  b a se d  o n  s ig n if ic a n t  
e s tim a te s  th a t  in v o lv e  s u b je c tiv e  ju d g m e n ts  o r  u n c e r ta in t ie s  
th a t  a re  d i f f ic u l t  to  c o rro b o ra te

—  S ig n if ic a n t,  u n u s u a l,  o r  h ig h ly  c o m p le x  tra n s a c t io n s , e s p e c ia lly  
th o s e  c lose  to  p e r io d  e n d  th a t  pose  d i f f ic u l t  “ s u b s ta n c e  o v e r fo r m ” 
q u e s tio n s

—  S ig n if ic a n t o p e ra tio n s  lo c a te d  o r  c o n d u c te d  acro ss  in te r n a t io n a l 
b o rd e rs  in  ju r is d ic t io n s  w h e re  d if fe r in g  b u s in e s s  e n v iro n m e n ts  
a n d  c u ltu re s  e x is t

—  S ig n if ic a n t b a n k  a cc o u n ts  o r  s u b s id ia ry  o r  b ra n c h  o p e ra t io n s  in  
ta x -h a v e n  ju r is d ic t io n s  fo r  w h ic h  th e re  a p p e a rs  to  be  n o  c le a r  
b u s in e s s  ju s t i f ic a t io n

b. T h e re  is  in e ffe c t iv e  m o n ito r in g  o f  m a n a g e m e n t as a  re s u lt  o f  th e  
fo llo w in g :

—  D o m in a t io n  o f  m a n a g e m e n t b y  a  s in g le  p e rs o n  o r  s m a ll g ro u p  
( in  a  n o n o w n e r-m a n a g e d  b u s in e s s ) w ith o u t  c o m p e n s a tin g  c o n 
t r o ls

—  In e ffe c t iv e  b o a rd  o f  d ire c to rs  o r  a u d it  c o m m itte e  o v e rs ig h t o v e r 
th e  f in a n c ia l re p o r t in g  p ro ce ss  a n d  in te r n a l  c o n tro l

c. T h e re  is  a  c o m p le x  o r  u n s ta b le  o rg a n iz a t io n a l s tr u c tu re ,  as e v id e n c e d  
b y  th e  fo llo w in g :

—  D if f ic u lt y  in  d e te rm in in g  th e  o rg a n iz a t io n  o r  in d iv id u a ls  th a t  
h a v e  c o n tr o ll in g  in te re s t  in  th e  e n t i t y

—  O v e r ly  c o m p le x  o rg a n iz a t io n a l s tr u c tu re  in v o lv in g  u n u s u a l le g a l 
e n t it ie s  o r  m a n a g e r ia l l in e s  o f  a u th o r it y

—  H ig h  tu rn o v e r  o f  s e n io r m a n a g e m e n t, counse l, o r  b o a rd  m e m b e rs
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d . In te r n a l  c o n tro l c o m p o n e n ts  a re  d e f ic ie n t as a  r e s u lt  o f  th e  fo llo w in g :

—  In a d e q u a te  m o n ito r in g  o f  c o n tro ls , in c lu d in g  a u to m a te d  c o n tro ls  
a n d  c o n tro ls  o v e r in te r im  f in a n c ia l r e p o r t in g  (w h e re  e x te rn a l 
re p o r t in g  is  re q u ire d )

—  H ig h  tu r n o v e r  ra te s  o r  e m p lo y m e n t o f  in e ffe c t iv e  a c c o u n tin g , 
in te r n a l  a u d it ,  o r  in fo rm a t io n  te c h n o lo g y  s ta f f

—  In e ffe c t iv e  a c c o u n tin g  a n d  in fo rm a t io n  s y s te m s , in c lu d in g  s i tu 
a t io n s  in v o lv in g  re p o r ta b le  c o n d it io n s

Attitudes/Rationalizations

R is k  fa c to rs  re f le c t iv e  o f  a t t i tu d e s /r a t io n a liz a t io n s  b y  b o a rd  m e m b e rs , m a n a g e 
m e n t, o r  e m p lo y e e s , th a t  a llo w  th e m  to  e ngage  in  a n d /o r  ju s t i f y  f r a u d u le n t  
f in a n c ia l re p o r t in g ,  m a y  n o t be  s u s c e p tib le  to  o b s e rv a t io n  b y  th e  a u d ito r .  
N e v e rth e le s s , th e  a u d ito r  w h o  becom es a w a re  o f  th e  e x is te n c e  o f  su c h  in fo rm a 
t io n  s h o u ld  c o n s id e r i t  in  id e n t i fy in g  th e  r is k s  o f  m a te r ia l  m is s ta te m e n t a r is in g  
fr o m  f r a u d u le n t  f in a n c ia l re p o r t in g . F o r  e x a m p le , a u d ito rs  m a y  b ecom e  a w a re  
o f  th e  fo l lo w in g  in fo rm a t io n  th a t  m a y  in d ic a te  a  r is k  fa c to r :

•  In e f fe c t iv e  c o m m u n ic a t io n , im p le m e n ta t io n ,  s u p p o r t, o r  e n fo rc e m e n t 
o f  th e  e n t i t y ’s v a lu e s  o r  e th ic a l s ta n d a rd s  b y  m a n a g e m e n t o r  th e  
c o m m u n ic a t io n  o f  in a p p ro p r ia te  v a lu e s  o r  e th ic a l s ta n d a rd s

•  N o n f in a n c ia l m a n a g e m e n t’s exce ss ive  p a r t ic ip a t io n  in  o r  p re o c c u p a 
t io n  w it h  th e  s e le c tio n  o f  a c c o u n tin g  p r in c ip le s  o r  th e  d e te rm in a t io n  
o f  s ig n if ic a n t  e s tim a te s

•  K n o w n  h is to r y  o f  v io la t io n s  o f  s e c u r it ie s  la w s  o r  o th e r  la w s  a n d  
re g u la t io n s , o r  c la im s  a g a in s t th e  e n t i ty ,  i t s  s e n io r  m a n a g e m e n t, o r  
b o a rd  m e m b e rs  a lle g in g  f r a u d  o r  v io la t io n s  o f  la w s  a n d  re g u la t io n s

•  E x c e s s iv e  in te re s t  b y  m a n a g e m e n t in  m a in ta in in g  o r  in c re a s in g  th e  
e n t i t y ’s s to c k  p r ic e  o r  e a rn in g s  t r e n d

•  A  p ra c t ic e  b y  m a n a g e m e n t o f  c o m m it t in g  to  a n a ly s ts , c re d ito rs , a n d  
o th e r  t h i r d  p a r t ie s  to  a c h ie v e  a g g re s s iv e  o r  u n re a lis t ic  fo re c a s ts

•  M a n a g e m e n t fa i l in g  to  c o rre c t k n o w n  re p o r ta b le  c o n d it io n s  o n  a  
t im e ly  b a s is

•  A n  in te re s t  b y  m a n a g e m e n t in  e m p lo y in g  in a p p ro p r ia te  m e a n s  to  
m in im iz e  re p o r te d  e a rn in g s  fo r  ta x -m o t iv a te d  re a s o n s

•  R e c u r r in g  a tte m p ts  b y  m a n a g e m e n t to  ju s t i f y  m a rg in a l o r  in a p p r o p r i
a te  a c c o u n tin g  o n  th e  b a s is  o f  m a te r ia l i t y

•  T h e  re la t io n s h ip  b e tw e e n  m a n a g e m e n t a n d  th e  c u r r e n t  o r  p re d e c e s s o r 
a u d ito r  is  s tra in e d , as e x h ib ite d  b y  th e  fo llo w in g :
—  F re q u e n t d is p u te s  w it h  th e  c u r r e n t  o r  p re d e c e s s o r a u d ito r  o n  

a c c o u n tin g , a u d it in g ,  o r  re p o r t in g  m a t te rs
—  U n re a s o n a b le  d e m a n d s  o n  th e  a u d ito r ,  s u c h  as u n re a s o n a b le  t im e  

c o n s tra in ts  re g a rd in g  th e  c o m p le tio n  o f  th e  a u d it  o r  th e  is s u a n c e  
o f  th e  a u d ito r ’s re p o r t

—  F o rm a l o r  in fo rm a l r e s t r ic t io n s  o n  th e  a u d ito r  t h a t  in a p p r o p r i
a te ly  l im i t  access to  p e o p le  o r  in fo rm a t io n  o r  th e  a b i l i t y  to  co m 
m u n ic a te  e f f e c t iv e ly  w i t h  th e  b o a rd  o f  d ir e c to r s  o r  a u d i t  
c o m m itte e

—  D o m in e e r in g  m a n a g e m e n t b e h a v io r  in  d e a lin g  w it h  th e  a u d ito r ,  
e s p e c ia lly  in v o lv in g  a tte m p ts  to  in f lu e n c e  th e  scope o f  th e  a u d i
t o r ’s w o rk  o r  th e  s e le c tio n  o r  c o n tin u a n c e  o f  p e rs o n n e l a s s ig n e d  to  
o r  c o n s u lte d  o n  th e  a u d it  e n g a g e m e n t
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Other Issues to Consider 

Side Agreements

1 .80  S id e  a g re e m e n ts  a re  u se d  to  a lte r  th e  te rm s  a n d  c o n d it io n s  o f  re 
c o rd e d  sa les  tra n s a c tio n s  to  e n tic e  c u s to m e rs  to  a cce p t th e  d e liv e ry  o f  goods 
a n d  s e rv ice s . T h e y  m a y  c re a te  o b lig a tio n s  o r  c o n tin g e n c ie s  r e la t in g  to  f in a n c 
in g  a rra n g e m e n ts  o r  to  p ro d u c t in s ta l la t io n  o r  c u s to m iz a t io n  t h a t  m a y  re lie v e  
th e  c u s to m e r o f  som e o f  th e  r is k s  a n d  re w a rd s  o f  o w n e rs h ip . F re q u e n t ly ,  s id e  
a g re e m e n ts  a re  h id d e n  fro m  th e  e n t i t y ’s b o a rd  o f  d ire c to rs  a n d  o u ts id e  a u d i
to rs , a n d  o n ly  a  v e ry  fe w  in d iv id u a ls  w i t h in  a n  e n t i t y  a re  a w a re  th a t  th e y  e x is t.

1.81 S id e  a g re e m e n ts  a p p e a r to  be  p re v a le n t in  h ig h - te c h n o lo g y  in d u s 
t r ie s ,  p a r t ic u la r ly  th e  c o m p u te r h a rd w a re  a n d  s o ftw a re  s e g m e n ts . T h e  te rm s  
th e y  p ro v id e  m a y  p re c lu d e  re v e n u e  re c o g n it io n .

Channel Stuffing

1.82 D is t r ib u to r s  a n d  re s e lle rs  s o m e tim e s  d e la y  p la c in g  o rd e rs  u n t i l  th e  
e n d  o f  a  q u a r te r  in  a n  e f fo r t  to  n e g o tia te  a  b e t te r  p r ic e  o n  p u rc h a s e s  fro m  
s u p p lie rs  th a t  th e y  k n o w  w a n t to  re p o r t  good  sa le s  p e rfo rm a n c e . T h is  p ra c t ic e  
m a y  re s u lt  in  a  n o rm a l p a t te rn  o f  in c re a s e d  sa les  v o lu m e  a t  th e  e n d  o f  a  
re p o r t in g  p e rio d . A n  u n u s u a l v o lu m e  o f  sa les  to  d is t r ib u to r s  o r  re s e lle rs , 
p a r t ic u la r ly  a t  o r  n e a r  th e  e n d  o f  th e  re p o r t in g  p e r io d , m a y  in d ic a te  c h a n n e l 
s tu f f in g .  C h a n n e l s tu f f in g  (a lso  k n o w n  as tra d e  lo a d in g ) is  a  m a r k e t in g  p ra c 
t ic e  th a t  s u p p lie rs  s o m e tim e s  use  to  b o o s t sa les  b y  in d u c in g  d is t r ib u to r s  to  b u y  
s u b s ta n t ia l ly  m o re  in v e n to ry  th a n  th e y  ca n  p ro m p t ly  re s e ll.  In d u c e m e n ts  to  
o v e rb u y  m a y  ra n g e  fro m  deep d is c o u n ts  o n  th e  in v e n to ry  to  th re a ts  o f  lo s in g  
th e  d is t r ib u to r s h ip  i f  th e  in v e n to ry  is  n o t  p u rc h a s e d . C h a n n e l s tu f f in g  w ith o u t  
a p p ro p r ia te  p ro v is io n  fo r  sa les  re tu rn s  is  a n  e x a m p le  o f  b o o k in g  to m o rro w ’s 
re v e n u e  to d a y  in  o rd e r  to  w in d o w -d re s s  f in a n c ia l s ta te m e n ts . C h a n n e l s tu f f in g  
a ls o  m a y  be  a c c o m p a n ie d  b y  s id e  a g re e m e n ts  w i t h  d is t r ib u to r s  th a t  e s s e n tia lly  
n e g a te  som e o f  th e  sa les  b y  p ro v id in g  fo r  th e  r e tu r n  o f  u n s o ld  m e rc h a n d is e  
b e y o n d  th e  n o rm a l sa les  r e tu r n  p r iv ile g e s . E v e n  w h e n  th e re  is  n o  e v id e n c e  o f  
s id e  a g re e m e n ts , c h a n n e l s tu f f in g  m a y  in d ic a te  th e  n e e d  to  in c re a s e  th e  le v e l 
o f  a n t ic ip a te d  sa les  r e tu rn s  ab o ve  h is to r ic a l e x p e rie n c e .

Related-Party Transactions and Significant Unusual Transactions

1 .83  R e la te d -p a r ty  tra n s a c tio n s  re q u ire  s p e c ia l c o n s id e ra tio n  because  
re la te d  p a r t ie s  m a y  be  d i f f ic u l t  to  id e n t i fy ,  a n d  re la te d -p a r ty  tra n s a c t io n s  m a y  
pose  s ig n if ic a n t  “ s u b s ta n c e  o v e r fo rm ”  is su e s . U n d is c lo s e d  re la te d -p a r ty  t r a n s 
a c tio n s  m a y  be  u s e d  to  f r a u d u le n t ly  in f la te  e a rn in g s . E x a m p le s  in c lu d e  th e  
re c o rd in g  o f  sa les  o f  th e  sam e  in v e n to ry  b a c k  a n d  fo r th  a m o n g  a f f i l ia te d  
e n t it ie s  th a t  e x ch a n g e  ch e cks  p e r io d ic a lly  to  “ fre s h e n ”  th e  re c e iv a b le s , a n d  
sa le s  w i t h  c o m m itm e n ts  to  re p u rc h a s e  th a t ,  i f  k n o w n , w o u ld  p re c lu d e  re c o g n i
t io n  o f  re v e n u e . A lth o u g h  u n u s u a l m a te r ia l  t r a n s a c t io n s , p a r t ic u la r ly  c lose  to  
y e a r  e n d , m a y  be  a n  in d ic a to r  o f  r e la te d -p a r ty  tra n s a c t io n s , a  se rie s  o f  sa les  
m a y  be  e x e c u te d  w it h  a n  u n d is c lo s e d  re la te d  p a r ty  th a t  in d iv id u a lly  a re  
in s ig n if ic a n t  b u t  in  to ta l  a re  m a te r ia l.

1 .84  S ig n if ic a n t,  u n u s u a l,  o r  h ig h ly  c o m p le x  tra n s a c t io n s  re s u lt in g  in  
re v e n u e  re c o g n it io n  th a t  a re  e x e c u te d  w it h  c u s to m e rs  w h o  a re  n o t re la te d  
p a r t ie s  s im ila r ly  re q u ire  s p e c ia l c o n s id e ra tio n  be ca u se  th e y  a ls o  m a y  pose 
“ s u b s ta n c e  o v e r fo rm ”  q u e s tio n s  a n d  m a y  in v o lv e  th e  c o llu s io n  o f  th e  e n t i t y  a n d  
th e  c u s to m e r in  a  f r a u d u le n t  re v e n u e  re c o g n it io n  schem e .
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Nature of Business and Accounting for Revenue

1 .85  Im p ro p e r  re v e n u e  re c o g n it io n  is  n o t  c o n fin e d  to  a n y  s in g le  in d u s tr y .  
R is k  fa c to rs  a lso  d if fe r  d e p e n d in g  o n  th e  n a tu re  o f  th e  p ro d u c t o r  s e rv ic e  a n d  
i t s  d is t r ib u t io n .  P ro d u c ts  th a t  a re  s o ld  to  d is t r ib u to r s  fo r  re s a le  pose d if fe r e n t  
r is k s  th a n  p ro d u c ts  o r  se rv ic e s  th a t  a re  s o ld  to  e n d  u s e rs . S a le s  in  h ig h -  
te c h n o lo g y  in d u s tr ie s  w h e re  ra p id  p ro d u c t obso lescence  is  a  s ig n if ic a n t  is s u e  
pose  d if fe r e n t  r is k s  th a n  sa les  o f  in v e n to ry  w i t h  a  lo n g e r  l i f e ,  s u c h  as fa r m  o r  
c o n s tru c t io n  e q u ip m e n t, a u to m o b ile s , t r u c k s ,  a n d  a p p lia n c e s . A lth o u g h  G A A P  
b ro a d ly  g o v e rn  re v e n u e  re c o g n it io n , h o w  th o s e  p r in c ip le s  a re  a p p lie d  in  s p e c ific  
c irc u m s ta n c e s  v a r ie s  fro m  in d u s t r y  to  in d u s tr y .

1 .86  I n  g a in in g  a n  u n d e rs ta n d in g  o f  th e  n a tu re  o f  th e  e n t i t y ’s b u s in e s s , 
th e  a u d ito r  m ig h t  c o n s id e r fa c to rs  th a t  a re  re le v a n t to  th e  e n t i t y ’s re v e n u e  
re c o g n it io n , s u c h  as th e  fo llo w in g :

•  T h e  a p p ro p r ia te n e s s  o f  a n  e n t i t y ’s a p p lic a t io n  o f  a c c o u n tin g  p r in c ip le s  
in  th e  c o n te x t o f  th e  in d u s t r y  in  w h ic h  i t  o p e ra te s

•  W h e th e r  th e re  h a s  b e e n  a  c h a n g e  in  th e  c o m p a n y ’s re v e n u e  re c o g n i
t io n  p o lic y  a n d , i f  so, w h y

•  T h e  c o m p a n y ’s p ra c t ic e  w it h  re g a rd  to  sa le s  a n d  p a y m e n t te rm s , a n d  
w h e th e r  th e re  a re  d e v ia tio n s  fro m  in d u s t r y  n o rm s  o r  f ro m  th e  e n t i t y ’s 
o w n  p ra c tic e s , su ch  as th e  fo llo w in g :
—  S a le s  te rm s  th a t  do  n o t c o m p ly  w i t h  th e  c o m p a n y ’s n o rm a l p o lic ie s
—  T h e  e x is te n c e  o f  lo n g e r  th a n  e x p e c te d  p a y m e n t te rm s  o r  in s ta l l 

m e n t re c e iv a b le s
—  T h e  use  o f  n o n s ta n d a rd  c o n tra c ts  o r  c o n tra c t c la u se s  w it h  re g a rd  

to  sa les

•  P ra c tic e s  w it h  re g a rd  to  th e  s h ip m e n t o f  in v e n to ry  th a t  c o u ld  in d ic a te  
th e  p o te n t ia l fo r  m is s ta te m e n ts  o f  re v e n u e  o r  th a t  c o u ld  h a v e  o th e r  
im p lic a t io n s  fo r  th e  a u d it ,  s u c h  as th e  fo llo w in g .
—  T h e  c o m p a n y ’s s h ip p in g  p o lic y  is  in c o n s is te n t w i t h  p re v io u s  y e a rs . 

F o r  e x a m p le , i f  a n  e n t i t y  s h ip s  u n u s u a lly  la rg e  q u a n t it ie s  o f  
p ro d u c t a t  th e  e n d  o f  a n  a c c o u n tin g  p e r io d , i t  m a y  in d ic a te  a n  
in a p p ro p r ia te  c u to f f  o f  sa le s . A lte r n a t iv e ly ,  i f  a  c o m p a n y  th a t  
n o rm a lly  s h ip s  a ro u n d - th e -c lo c k  h a s  s to p p e d  s h ip m e n ts  o ne  o r  
tw o  d a ys  b e fo re  th e  e n d  o f  th e  c u r r e n t  a c c o u n tin g  p e r io d , i t  m a y  
in d ic a te  th a t  m a n a g e m e n t is  a b a n d o n in g  i t s  n o rm a l o p e ra t in g  
p o lic ie s  in  a n  e f fo r t  to  m a n a g e  e a rn in g s , w h ic h  m a y  h a v e  b ro a d e r  
im p lic a t io n s  fo r  th e  a u d it .

—  S h ip m e n ts  re c o rd e d  as re v e n u e  a re  s e n t to  th i r d - p a r t y  w a re 
h o u se s  r a th e r  th a n  to  c u s to m e rs .

—  S h ip m e n ts  re c o rd e d  as re v e n u e  r e s u lt  f r o m  b i l l in g  fo r  d e m o n s tra 
t io n  p ro d u c ts  th a t  a lre a d y  a re  in  th e  f ie ld .

Integrity of Evidence

1 .87  A n o th e r  is s u e  r e q u ir in g  s p e c ia l c o n s id e ra tio n  is  th e  c o m p le te n e s s  
a n d  in te g r i t y  o f  th e  e n t i t y ’s e v id e n t ia l m a t te r  s u p p o r t in g  re v e n u e  re c o g n it io n . 
In d ic a to r s  t h a t  re v e n u e  m a y  h a v e  b e e n  im p ro p e r ly  re c o rd e d  in c lu d e —

•  R esponses  fr o m  m a n a g e m e n t o r  e m p lo y e e s  to  in q u ir ie s  a b o u t sa le s  
tra n s a c t io n s  o r  a b o u t th e  b a s is  fo r  e s t im a t in g  sa le s  r e tu rn s  t h a t  a re  
in c o n s is te n t ,  v a g u e , o r  im p la u s ib le .

•  D o c u m e n ts  to  s u p p o r t sa le s  tra n s a c t io n s  a re  m is s in g .
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•  B i l ls  o f  la d in g  h a v e  b e e n  s ig n e d  b y  c o m p a n y  p e rs o n n e l r a th e r  th a n  a  
c o m m o n  c a r r ie r .

•  D o c u m e n ts  su c h  as s h ip p in g  lo g s  o r  p u rc h a s e  o rd e rs  h a v e  b e e n  a lte re d .

1 .88  S A S  N o . 9 9 , d iscu sse d  in  th e  fo l lo w in g  s e c tio n  o f  C h a p te r  1 t i t le d  
“ A u d it in g  R e ve n u e  A s s e r tio n s ,”  p ro v id e s  g u id a n c e  o n  h o w  th e  a u d ito r ’s ju d g 
m e n t a b o u t th e  r is k  o f  m a te r ia l  m is s ta te m e n t d u e  to  f r a u d  m a y  a ffe c t th e  
c o n d u c t o f  th e  a u d it .

Potential Accounting Misstatements

1 .89  T h e  fo llo w in g  p a ra g ra p h s  d is c u s s  s p e c ific  in d ic a to rs  r e la t in g  to  sa les  
tra n s a c t io n s  th a t  m a y  e v id e n c e  im p ro p e r  re v e n u e  re c o g n it io n . A  n u m b e r  o f  
th e s e  e x a m p le s  re p re s e n t o b v io u s  m is s ta te m e n ts  (a n d  f r a u d  as w e ll) .  O th e rs  
a re  tra n s a c t io n s  th a t  m e r i t  fu r th e r  in v e s t ig a t io n  to  d e te rm in e  w h e th e r  re v e 
n u e  h a s  b e e n  im p ro p e r ly  re c o rd e d . T h e  in d ic a to rs  a re  c a te g o r iz e d  in to  sa les  
th a t  m a y  fa i l  as a  r e s u lt  o f  th e  absence  o f  a n  a g re e m e n t, la c k  o f  d e liv e ry , o r  a n  
in c o m p le te  e a rn in g s  p rocess.

Absence of an Agreement

1 .90  A  sa le  h a s  n o t ta k e n  p la c e  i f  th e re  is  n o  a c tu a l, f i r m  a g re e m e n t 
b e tw e e n  s e lle r  a n d  b u y e r . E x a m p le s  o f  o b v io u s  b o g u s  sa les  a re  sa le s  to  n o n e x 
is te n t  c u s to m e rs , sa les  to  e x is t in g  c u s to m e rs  in  w h ic h  te rm s  s u c h  as q u a n t it ie s  
o r  p r ic e s  h a v e  b e e n  a lte re d , a n d  s h ip m e n ts  o n  ca n c e le d  o r  d u p lic a te  o rd e rs . 
In d ic a to rs  o f  sa les  th a t  m a y  be  im p ro p e r ly  re c o rd e d  because  o f  la c k  o f  a g re e 
m e n t b e tw e e n  b u y e r  a n d  s e lle r  in c lu d e  th e  fo llo w in g :

•  T h e  use  o f  le t te r s  o f  in te n t  in  l ie u  o f  s ig n e d  c o n tra c ts  o r  a g re e m e n ts

•  S a le s  o f  m e rc h a n d is e  th a t  is  s h ip p e d  in  a d v a n c e  o f  th e  s c h e d u le d  
s h ip m e n t d a te  w ith o u t  e v id e n c e  o f  th e  c u s to m e r’s a g re e m e n t o r  c o n 
s e n t o r  d o c u m e n te d  re q u e s t fo r  su c h  s h ip m e n t

•  S a le s  re c o rd e d  u p o n  s h ip m e n t o f  a  p ro d u c t to  c u s to m e rs  w h o  h a v e  b e e n  
g iv e n  a  fre e  t r y o u t  p e r io d  a f te r  w h ic h  th e  c u s to m e r c a n  r e tu r n  th e  
p ro d u c t w i t h  n o  o b lig a t io n

•  R e c o g n itio n  o f  sa les  w h e n  c u s to m e rs  h a v e  u n i la te r a l c a n c e lla t io n  o r  
te r m in a t io n  p ro v is io n s

•  S a le s  in  w h ic h  e v id e n c e  in d ic a te s  th e  c u s to m e r’s o b lig a t io n  to  p a y  fo r  
th e  p ro d u c t is  c o n t in g e n t o n  th e  fo llo w in g :
—  R e sa le  to  a n o th e r  ( th ir d )  p a r ty  ( fo r  e x a m p le , sa le  to  d is t r ib u to r  o r  

c o n s ig n m e n t sa le )
—  R e c e ip t o f  f in a n c in g  f ro m  a n o th e r  ( th ir d )  p a r ty

Lack of Delivery

1.91 F A S B  C o n ce p ts  S ta te m e n t N o . 5 s ta te s  th a t  re v e n u e s  fr o m  m a n u fa c 
tu r in g  a n d  s e llin g  a c t iv it ie s  a re  c o m m o n ly  re c o g n iz e d  a t  th e  t im e  o f  sa le , 
u s u a lly  m e a n in g  d e liv e ry . In d ic a to rs  th a t  d e liv e ry  m a y  n o t h a v e  o c c u rre d  
in c lu d e  th e  fo llo w in g .

•  S a le s  a re  b i l le d  to  c u s to m e rs  b e fo re  th e  d e liv e ry  o f  goods a n d  h e ld  b y  
th e  s e lle r  ( b i l l  a n d  h o ld  o r  s h ip  in  p la c e  sa le s ).

•  S h ip m e n ts  a re  m a d e  a f te r  th e  e n d  o f  th e  p e r io d  (b o o ks  k e p t o p e n  to  
re c o rd  re v e n u e  fo r  p ro d u c ts  s h ip p e d  a f te r  th e  e n d  o f  th e  p e r io d  do n o t 
s a t is fy  th e  d e liv e ry  c r i te r io n  fo r  th e  c u r r e n t  p e r io d ).

AAG-REV 1.88



Overview: Audit Issues in Revenue Recognition 25

•  S h ip m e n ts  a re  m a d e  to  a  w a re h o u s e  o r  o th e r  in te rm e d ia r y  lo c a tio n  
w ith o u t  th e  in s t r u c t io n  o f  th e  c u s to m e r.

•  G oods a re  p re in v o ic e d  b e fo re  o r  in  th e  absence  o f  a c tu a l s h ip m e n t.
•  P a r t ia l  s h ip m e n ts  a re  m a d e  in  w h ic h  th e  p o r t io n  n o t s h ip p e d  is  a 

c r i t ic a l  c o m p o n e n t o f  th e  p ro d u c t.
•  P u rc h a s e  o rd e rs  a re  re c o rd e d  as c o m p le te d  sa les .

Incomplete Earnings Process
1 .92  F A S B  C o n ce p ts  S ta te m e n t N o . 5  s ta te s  th a t  re v e n u e s  a re  n o t re c o g 

n iz e d  u n t i l  e a rn e d . In d ic a to rs  th a t  sa les  h a v e  b e e n  re c o rd e d  b e fo re  th e  re v e n u e  
h a s  b e e n  e a rn e d  in c lu d e  th e  fo llo w in g .

•  T h e re  a re  sa les  in  w h ic h  e v id e n c e  in d ic a te s  th e  c u s to m e r’s o b lig a t io n  
to  p a y  fo r  th e  m e rc h a n d is e  d e p e n d s  o n  f u l f i l lm e n t  b y  th e  s e lle r  o f  
m a te r ia l  u n s a tis f ie d  c o n d itio n s .

•  G oods a re  p re - in v o ic e d  w h ile  s t i l l  in  th e  p ro ce ss  o f  b e in g  a sse m b le d .
•  S h ip m e n ts  a re  s e n t to  a n d  h e ld  b y  f r e ig h t  fo rw a rd e rs  p e n d in g  r e tu r n  

to  th e  c o m p a n y  fo r  re q u ire d  c u s to m e r m o d if ic a tio n s .
•  T h e re  a re  sa les  th a t  re q u ire  s u b s ta n t ia l c o n t in u in g  v e n d o r  in v o lv e 

m e n t a f te r  d e liv e ry  o f  m e rc h a n d is e  ( fo r  e x a m p le , s o ftw a re  sa les  r e q u ir 
in g  in s ta l la t io n ,  d e b u g g in g , e x te n s iv e  m o d if ic a t io n s ,  a n d  o th e r  
s ig n if ic a n t  s u p p o r t c o m m itm e n ts ) .

Auditing Revenue Assertions
1 .93  T h e  o b je c tiv e  o f  a n  a u d it  o f  f in a n c ia l s ta te m e n ts  c o n d u c te d  in  a c c o rd 

ance  w it h  G A A S  is  to  e x p re s s  a n  o p in io n  o n  th e  f in a n c ia l s ta te m e n ts . G A A S  
re q u ire  th a t  th e  a u d ito r  p la n  a n d  p e r fo rm  th e  a u d it  to  o b ta in  re a s o n a b le  
a s s u ra n c e  a b o u t w h e th e r  th e  f in a n c ia l s ta te m e n ts  a re  fre e  o f  m a te r ia l  m is 
s ta te m e n t, w h e th e r  ca u se d  b y  e r r o r  o r  f r a u d .

1 .94  N o  a u d it  ca n  be  d e s ig n e d  to  p ro v id e  a b s o lu te  a s s u ra n c e  th a t  a l l  
re v e n u e  re c o rd e d  b y  th e  c l ie n t  is  a p p ro p r ia te  o r  th a t  f r a u d u le n t  f in a n c ia l 
r e p o r t in g  is  d is c o v e re d . N e v e rth e le s s , a n  a w a re n e s s  o f  th e  c o n d it io n s  th a t  
in c re a s e  a u d it  r is k ,  a lo n g  w it h  a n  a p p ro p r ia te ly  s k e p tic a l re sp o n se  to  is s u e s  
id e n t i f ie d  d u r in g  th e  p la n n in g  p ro ce ss  a n d  d u r in g  th e  p e r fo rm a n c e  o f  s ig n if i 
c a n t f ie ld w o rk ,  c a n  h e lp  a u d ito rs  in c re a s e  th e  lik e l ih o o d  th a t  e i th e r  in a d v e r 
te n t  o r  in te n t io n a l m a te r ia l  m is s ta te m e n ts  o f  re v e n u e  w i l l  be  d e te c te d .

1 .95  R e ve n u e  re c o g n it io n  is s u e s  c o n tin u e  to  pose s ig n if ic a n t  a u d it  r is k  to  
a u d ito rs . T h e  a u d ito r ’s u n d e rs ta n d in g  o f  th e  e n t i t y ’s b u s in e s s — h o w  i t  e a rn s  
re v e n u e , w h o  is  in v o lv e d  in  th e  re v e n u e  p ro ce ss , h o w  i t s  c o n tro ls  o v e r re v e n u e  
tra n s a c t io n s  m a y  be  o v e rr id d e n , a n d  w h a t  i t s  m o t iv a t io n  to  m is s ta te  re v e n u e  
m a y  be— is  im p o r ta n t  in  h e lp in g  th e  a u d ito r  re d u c e  th a t  r is k .  A u d ito r s  n e e d  to  
p a y  p a r t ic u la r  a t te n t io n  to  w a rn in g  s ig n a ls , su c h  as th o s e  d is c u s s e d  in  th e  
p re v io u s  s e c tio n  t i t le d  “ In d ic a to rs  o f  Im p ro p e r  R e v e n u e  R e c o g n itio n ,”  t h a t  c a n  
be  in d ic a t iv e  o f  im p ro p e r  re v e n u e  re c o g n it io n  p ra c tic e s . T o  a c h ie v e  th e  a u d it  
o b je c tiv e  a n d  s a t is fy  th e  a u d ito r ’s re s p o n s ib il ity ,  th e  a u d it  needs  to  be  p la n n e d  
a n d  e x e c u te d  w it h  a n  a p p ro p r ia te  d e g re e  o f  p ro fe s s io n a l s k e p tic is m .12 A d d i
t io n a l a u d it  p ro c e d u re s  d ire c te d  to  th e  a u d it  o f  re v e n u e s  a ls o  m a y  be  n e e d e d  to

12 Professional skepticism  is characterized as “an a ttitu de  th a t includes a questioning m ind and 
a c ritica l assessment o f au d it evidence. The aud ito r uses the knowledge, sk ill, and a b ility  called fo r by 
the profession o f public accounting to d ilig e n tly  perform , in  good fa ith  and in tegrity , the gathering 
and objective evaluation o f evidence.” See SAS No. 1, section 230, Due Professional Care in  the 
Performance o f Work (AICPA, Professional S tandards, vol. 1, A U  sec. 230.07).
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re d u c e  th e  r is k  o f  fa i l in g  to  d e te c t m a te r ia l  m is s ta te m e n t o f  th e  f in a n c ia l 
s ta te m e n ts  to  a n  a c c e p ta b ly  lo w  le v e l. T h is  s e c tio n  o f  th e  c h a p te r  o n  “A u d it in g  
R e v e n u e  A s s e r tio n s ” s u m m a riz e s  b o th  a u th o r ita t iv e  a n d  n o n a u th o r ita t iv e  
g u id a n c e  to  h e lp  a u d ito rs  a c h ie v e  th a t  o b je c tiv e .

The Audit Risk Model

1 .96  S A S  N o . 47 , A u d it  R is k  a n d  M a te r ia l i t y  in  C o n d u c tin g  a n  A u d it  
(A IC P A , P ro fe s s io n a l S ta n d a rd s ,  v o l. 1, A U  sec. 3 1 2 .1 2 ),* s ta te s  th a t  “ th e  
a u d ito r  s h o u ld  c o n s id e r a u d it  r is k  a n d  m a te r ia l i t y  b o th  in  (a ) p la n n in g  th e  
a u d it  a n d  d e s ig n in g  a u d it in g  p ro c e d u re s  a n d  (6 ) e v a lu a t in g  w h e th e r  th e  f in a n 
c ia l s ta te m e n ts  ta k e n  as a  w h o le  a re  p re s e n te d  fa i r ly ,  in  a l l  m a te r ia l  re s p e c ts , 
in  c o n fo rm ity  w i t h  g e n e ra lly  a cce p te d  a c c o u n tin g  p r in c ip le s .”

1 .97  A u d it  r is k  is  th e  r is k  th a t  th e  a u d ito r  m a y  u n k n o w in g ly  f a i l  to  
a p p ro p r ia te ly  m o d ify  h is  o r  h e r  o p in io n  o n  f in a n c ia l s ta te m e n ts  th a t  a re  
m a te r ia l ly  m is s ta te d . F in a n c ia l s ta te m e n ts  a re  m a te r ia l ly  m is s ta te d  w h e n  
th e y  c o n ta in  m is s ta te m e n ts  w h o se  e ffe c t, in d iv id u a l ly  o r  in  th e  a g g re g a te , is  
im p o r ta n t  e n o u g h  to  cause  th e m  n o t  to  be  p re s e n te d  fa i r ly ,  in  a l l  m a te r ia l 
re s p e c ts , in  c o n fo rm ity  w i t h  G A A P . T h e  a u d ito r ’s c o n s id e ra tio n  o f  m a te r ia l i t y  
is  a  m a t te r  o f  p ro fe s s io n a l ju d g m e n t a n d  is  in f lu e n c e d  b y  h is  o r  h e r  p e rc e p tio n  
o f  th e  ne e d s  o f  a  re a s o n a b le  p e rs o n  w h o  w i l l  r e ly  o n  th e  f in a n c ia l s ta te m e n ts .

1 .98  T h e  a u d ito r  s h o u ld  p la n  th e  a u d it  so t h a t  a u d it  r is k  w i l l  be  l im i te d  
to  a  lo w  le v e l t h a t  is , in  h is  o r  h e r  p ro fe s s io n a l ju d g m e n t, a p p ro p r ia te  fo r  
e x p re s s in g  a n  o p in io n  o n  th e  f in a n c ia l s ta te m e n ts .

1 .99  T h e  n a tu re , t im in g ,  a n d  e x te n t o f  th e  p ro c e d u re s  to  be  a p p lie d  o n  a 
p a r t ic u la r  e n g a g e m e n t a re  a  m a t te r  o f  th e  a u d ito r ’s p ro fe s s io n a l ju d g m e n t, 
b a se d  o n  th e  s p e c ific  c irc u m s ta n c e s . H o w e v e r, th e  p ro c e d u re s  a d o p te d  s h o u ld  
be  a d e q u a te  to  a c h ie v e  th e  a u d ito r ’s s p e c ific  o b je c tiv e s  a n d  re d u c e  d e te c t io n  
r is k  to  a  le v e l a cc e p ta b le  to  th e  a u d ito r .  T h e  e v id e n t ia l m a t te r  o b ta in e d  s h o u ld  
be  s u f f ic ie n t  fo r  th e  a u d ito r  to  fo rm  c o n c lu s io n s  c o n c e rn in g  th e  v a l id i t y  o f  th e  
in d iv id u a l a s s e rt io n s  e m b o d ie d  in  th e  c o m p o n e n ts  o f  f in a n c ia l s ta te m e n ts  a n d  
s h o u ld  p ro v id e  a  re a s o n a b le  b a s is  fo r  h is  o r  h e r  o p in io n .

1 .100  A n  a u d it  o f  f in a n c ia l s ta te m e n ts  is  a  c u m u la t iv e  p rocess . T h e  
a u d ito r  m a y  id e n t i f y  f r a u d  r is k  fa c to rs  o r  re la te d -p a r ty  tra n s a c t io n s  o r  o th e r  
in fo rm a t io n  re le v a n t to  th e  a u d it  w h ile  p e r fo rm in g  p ro c e d u re s  r e la t in g  to  
a c c e p ta n ce  o r  c o n tin u a n c e  o f  c lie n ts  a n d  e n g a g e m e n ts , d u r in g  e n g a g e m e n t 
p la n n in g , w h ile  o b ta in in g  a n  u n d e rs ta n d in g  o f  a n  e n t i t y ’s in te r n a l  c o n tro l,  o r  
w h ile  c o n d u c tin g  f ie ld w o rk .  S u c h  in fo rm a t io n  m a y  a lte r  th e  a u d ito r ’s ju d g m e n t 
a b o u t th e  le v e ls  o f  in h e re n t  a n d  c o n tro l r is k s  a n d  h is  o r  h e r  p r e l im in a r y  
ju d g m e n t a b o u t m a te r ia l i ty .  I n  s u c h  cases, th e  a u d ito r  m a y  n e e d  to  re e v a lu a te  
th e  n a tu re ,  t im in g ,  a n d  e x te n t o f  a u d it in g  p ro c e d u re s  h e  o r  she  p la n s  to  a p p ly , 
based  o n  th e  re v is e d  c o n s id e ra tio n  o f  a u d it  r is k  a n d  m a te r ia li ty ,  fo r  a l l  o r  c e r ta in  
o f  th e  a c c o u n t b a la nce s  o r  classes o f  tra n s a c tio n s  a n d  re la te d  a sse rtio n s .

Knowledge of the Business

1.101  S A S  N o . 2 2 , P la n n in g  a n d  S u p e rv is io n  ( A IC P A , P ro fe s s io n a l 
S ta n d a rd s ,  v o l. 1, A U  sec. 3 1 1 .0 6 )† s ta te s : * †

* See Preface fo r detailed description o f substantia l proposed changes to the auditors risk  
assessment approach.

† See footnote * to  paragraph 1.96.
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The a u d ito r should ob ta in  a leve l o f know ledge o f the  e n tity ’s business th a t w ill 
enable h im  to  p lan  and pe rfo rm  h is  a u d it in  accordance w ith  gene ra lly  accepted 
a u d itin g  standards. T h a t leve l o f know ledge should enable h im  to  ob ta in  an 
u n de rs ta nd ing  o f the  events, transactions, and practices th a t, in  h is  ju dg m en t, 
m ay have a s ig n ific a n t effect on the fin a n c ia l statem ents. The level o f k n o w l
edge cu s to m a rily  possessed by m anagem ent re la tin g  to m anag ing  the  e n tity ’s 
business is su b s ta n tia lly  g rea te r th a n  th a t w h ich  is  obta ined by the  a u d ito r in  
p e rfo rm in g  the  a u d it. Know ledge o f the  e n tity ’s business helps the  a u d ito r in :

a. Id e n tify in g  areas fo r special consideration.

b. Assessing cond itions unde r w h ich  accounting da ta  are produced, proc
essed, review ed, and accum ulated w ith in  the  organ iza tion .

c. E v a lu a tin g  the  reasonableness o f estim ates, such as v a lu a tio n  o f in ven 
to ries , deprecia tion , allow ances fo r do u b tfu l accounts, and percentage o f 
com ple tion  o f long -te rm  contracts.

d. E v a lu a tin g  the  reasonableness o f m anagem ent representa tions.

e .  M a k in g  ju dg m en ts  about the  appropria teness o f the  accounting p r in c i
ples app lied  and the  adequacy o f disclosures.

1.102 T he  a u d ito r ’s u n d e rs ta n d in g  o f th e  c lie n t’s business, its  o rg a n iz a 
tio n , a n d  its  o p e ra tin g  c h a ra c te ris tic s  is  c r it ic a l fo r  p la n n in g  and  p e rfo rm in g  
a n  e ffe c tive  a u d it.

In  p e rfo rm in g  th a t w o rk , in fo rm a tio n  m ay come to the  a u d ito r’s a tte n tio n  th a t 
should be considered in  id e n tify in g  r is k s  o f m a te ria l m iss ta tem en t due to  fraud .
In  p la n n in g  the  a u d it, the  a u d ito r should pe rfo rm  a n a ly tica l procedures re la t
in g  to  revenue w ith  the  objective o f id e n tify in g  un usu a l o r unexpected re la tio n 
ships in v o lv in g  revenue accounts th a t m ay in d ica te  a m a te ria l m iss ta tem en t 
due to  fra u d u le n t fin a n c ia l repo rting .

W ith  re g a rd  to  asse rtion s  a b o u t revenue , th e  a u d ito r  sh o u ld  co ns ide r o b ta in in g  
in fo rm a tio n  re la t in g  to  th e  fo llo w in g  m a tte rs :

•  T he  k in d s  o f p ro d u c ts  a nd  services so ld
•  W h e th e r seasonal o r cy c lic a l v a ria t io n s  in  revenue  m a y  be expected
•  T he  m a rk e tin g  and  sales p o lic ie s  cu s to m a ry  fo r  th e  c lie n t and  th e  

in d u s try
•  P o lic ie s  re g a rd in g  p ric in g , sales re tu rn s , d isco un ts , e x te n s io n  o f c re d it, 

and  n o rm a l d e liv e ry  a nd  p a y m e n t te rm s
•  W ho , p a r t ic u la r ly  in  th e  m a rk e tin g  and  sales fu n c tio n s , is  in v o lv e d  

w ith  processes a ffe c tin g  revenues in c lu d in g  o rd e r e n try , e x te n s io n  o f 
c re d it, a n d  s h ip p in g

•  W h e th e r th e re  a re  co m pensa tion  a rra n g e m e n ts  th a t  depend on th e  
com pany’s re c o rd in g  o f revenue , fo r  exam p le , w h e th e r th e  sales fo rce  
is  p a id  com m iss ions based on sales in vo ice d  o r sales co llec ted , a n d  th e  
fre q u e n cy  w ith  w h ic h  sales com m iss ions a re  p a id , m ig h t have  a n  e ffe c t 
on  th e  re c o rd in g  o f sales a t th e  end  o f a p e rio d

1.103 A n  u n d e rs ta n d in g  o f th e  classes and  ca tegories  o f th e  e n t ity ’s 
custom ers— w h e th e r th e re  a re  sales to  d is tr ib u to rs  o r va lu e -a dd ed  re s e lle rs  o r 
to  re la te d  p a rtie s — is  im p o rta n t. F o r e xam p le , i f  sa les to  d is tr ib u to rs  a re  
m a te r ia l, i t  is  im p o r ta n t to  u n d e rs ta n d  w h e th e r concessions have  been m ade 
in  th e  fo rm  o f re tu rn  p ro d u c t r ig h ts  o r o th e r a rra n g e m e n ts  in  th e  d is tr ib u tio n  
ag reem en ts  th e  com pany has e n te re d  in to . F o r exam p le , d is t r ib u tio n  agree
m e n ts  in  th e  h ig h -te c h n o lo g y  in d u s try  m ig h t in c lu d e  such te rm s  as p rice  
p ro te c tio n , r ig h ts  o f re tu rn  fo r  s p e c ifie d  p e rio d s , r ig h ts  o f r e tu r n  fo r  obso le te
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p ro d u c t, and  c a n c e lla tio n  clauses, such th a t  th e  re a l substance o f th e  agree
m e n t is  th a t  i t  re s u lts  in  co ns ign m en t in v e n to ry .

1.104 O th e r fa c to rs  th a t  m a y  be re le v a n t to  th e  a u d ito r ’s u n d e rs ta n d in g  
in c lu d e  w h e th e r th e  c lie n t ass is ts  d is tr ib u to rs  in  p la c in g  p ro d u c t w ith  end 
u se rs , a nd  how  th e  com pany m anages, tra c k s , and  co n tro ls  its  in v e n to ry  th a t  
is  h e ld  b y  d is tr ib u to rs . F o r exam p le , th e  com pany m a y  ta k e  p h ys ica l in v e n to 
r ie s  o f p ro d u c t h e ld  b y  d is tr ib u to rs  o r rece ive  p e rio d ic  in v e n to ry  re p o rts  fro m  
d is tr ib u to rs  th a t  a re  reconc iled  to  th e  com pany’s records.

1.105 T he  a u d ito r  sh ou ld  u n d e rs ta n d  th e  a ccou n tin g  p rin c ip le s  th a t  are  
a p p ro p ria te  fo r  th e  c lie n t’s sales tra n s a c tio n s , in c lu d in g  specia l in d u s try  p ra c 
tice s . In  c o n s id e rin g  th e  a p p ro p ria te n e ss  o f re co g n iz in g  revenue  on sales to  
d is tr ib u to rs , fo r  exam ple , th e  a u d ito r  sh o u ld  bea r in  m in d  th a t  a sa le  is  n o t 
f in a l u n t i l  th e  cu s tom er accepts th e  p ro d u c t and  th e  r is k s  and  re w a rd s  o f 
o w n e rsh ip  have  been tra n s fe rre d  to  th e  b u ye r.

1.106 A u d ito rs  m a y  f in d  p rocedures such as those  described  b e low  u s e fu l 
in  o b ta in in g  know ledge  a b o u t an  e n t ity ’s sales tra n s a c tio n s .

Inquiry

1.107 In q u iry  o f m an ag em en t is  an  e ffe c tive  a u d it in g  procedure  in  o b ta in 
in g  kn ow led ge  o f th e  e n t ity  and  its  in te rn a l co n tro ls . In  s itu a tio n s  in v o lv in g  
u n u s u a l o r com plex revenue  tra n s a c tio n s , th e  a u d ito r  sh ou ld  co ns ide r m a k in g  
in q u ir ie s  o f re p re s e n ta tiv e s  o f th e  c lie n t’s sa les, m a rk e tin g , cu s tom er service  
a nd  re tu rn s  d e p a rtm e n ts , and  o th e r c lie n t p e rson ne l fa m ilia r  w ith  th e  tra n s 
a c tion s  to  g a in  an  u n d e rs ta n d in g  o f th e  n a tu re  o f th e  tra n s a c tio n s  and  a ny  
specia l te rm s  th a t  m a y  be associated w ith  th e m . In q u ir ie s  o f le g a l s ta ff  a lso 
m a y  be a p p ro p ria te  w h e n  sales co n tra c ts  have  n o n s ta n d a rd , u n u s u a l, o r 
com p lex te rm s . In q u iry  a lone  is  n o t a s u ffic ie n t a u d it in g  p rocedure , b u t in fo r 
m a tio n  o b ta in e d  fro m  d iscussions w ith  m an ag em en t and  e n t ity  p e rson ne l m a y  
h e lp  th e  a u d ito r  id e n t ify  m a tte rs  th a t  need to  be co rrob o ra ted  w ith  evidence 
o b ta in e d  fro m  o th e r p rocedures, in c lu d in g  c o n firm a tio n  fro m  in d e p e n d e n t 
sources o u ts id e  th e  e n tity .

Reading and Understanding Contracts

1.108 R ead ing  and  u n d e rs ta n d in g  th e  te rm s  o f sales co n tra c ts  w i l l  h e lp  
th e  a u d ito r  o b ta in  an  u n d e rs ta n d in g  o f w h a t th e  cu s tom er expects and  w h a t 
th e  com pany is  c o m m itte d  to  p ro v id e . In  a d d itio n , re a d in g  th e  co n te n ts  o f th e  
com pany’s sales c o n tra c t (an d  sales correspondence) file s  m a y  p ro v id e  evidence 
o f s ide  agreem ents.

Assignm ent o f Personnel and Supervision

1.109 SAS N o. 22 a lso  d iscusses th e  s u p e rv is io n  o f p e rson ne l w ho  a re  
in v o lv e d  in  th e  a u d it. A n  u n d e rs ta n d in g  o f a c lie n t’s bus iness, its  a cco u n tin g  
p o lic ie s  and  p rocedures, and  th e  n a tu re  o f i ts  tra n s a c tio n s  w ith  custom ers is  
u s e fu l in  assessing th e  e x te n t o f experience  o r s u p e rv is io n  re q u ire d  o f th e  
p e rson ne l ass igned  to  a u d it revenue  tra n s a c tio n s . SAS N o. 47 (A U  sec. 312.17) 
s ta te s  th e  fo llo w in g .

The know ledge, s k ill,  and a b ility  o f personnel assigned s ig n ifica n t engagem ent 
re sp on s ib ilitie s  should be com m ensurate w ith  the  a u d ito r’s assessment o f the  
leve l o f r is k  fo r the  engagement. O rd in a rily , h ig h e r r is k  requ ires  m ore experi
enced personnel o r m ore extensive superv is ion  by the  a u d ito r w ith  f in a l 
re s p o n s ib ility  fo r th e  engagem ent d u rin g  bo th  the  p la n n in g  and the  conduct o f 
th e  engagement.
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1.110 U n u s u a l o r com p lex tra n s a c tio n s , re la te d -p a r ty  tra n s a c tio n s , and  
sales tra n s a c tio n s  based on co n tra c ts  w ith  com p lex  te rm s  m a y  s ig n a l th e  need 
fo r  m ore  experienced  pe rsonne l ass igned  to  those  segm ents o f th e  engagem en t, 
m ore  e x ten s ive  s u p e rv is io n , o r th e  use o f in d u s try  o r o th e r sp e c ia lis ts . I f  th e  
a u d ito r  la cks  spec ia lized  kn ow led ge  to  u n d e rs ta n d  a p a r t ic u la r  tra n s a c tio n , he 
o r she sh o u ld  c o n s u lt w ith  persons w ho  do have  th e  re q u is ite  know ledge .

Consideration of Internal Control Over Revenue Recognition‡
1.111 T he  COSO R e p o rt b ro a d ly  de fines  in te rn a l c o n tro l as a process, 

e ffec ted  b y  a n  e n t ity ’s b o a rd  o f d ire c to rs , m an ag em en t, a nd  o th e r p e rsonne l, 
designed  to  p ro v id e  reasonab le  assurance  re g a rd in g  th e  ach ieve m en t o f  objec
tiv e s  in c lu d in g  re lia b le  f in a n c ia l re p o rtin g . (See th e  sec tion  t i t le d  “ R e sp o n s ib il
i t y  fo r  R e lia b le  R e p o rtin g .” )

1.112 SAS N o. 55, C o n s id e ra tio n  o f  I n te r n a l  C o n tro l in  a  F in a n c ia l S ta te 
m e n t A u d i t ,  as am ended  b y  SAS N o. 78 and  SAS N o. 94, T h e  E ffe c t  o f  
I n fo r m a t io n  T e c h n o lo g y  o n  th e  A u d i t o r ’s C o n s id e ra tio n  o f  In te r n a l C o n tro l in  a  
F in a n c ia l S ta te m e n t A u d i t  (A IC P A , P ro fe s s io n a l S ta n d a rd s ,  vo l. 1, A U  sec. 
319 .25) s ta te s  th e  fo llo w in g .

In  a ll au d its , the  a u d ito r should ob ta in  an unde rs ta nd ing  o f each o f the  five  
com ponents o f in te rn a l con tro l s u ffic ie n t to  p la n  the  a u d it. A  s u ffic ie n t un d e r
s tan d in g  is  obta ined by p e rfo rm in g  procedures to  unders tand  th e  design o f 
con tro ls  re le va n t to  an a u d it o f fin a n c ia l sta tem ents and de te rm in in g  w he the r 
th e y  have been placed in  operation. In  p la n n in g  the  a u d it, such know ledge 
should be used to—

•  Id e n tify  types o f p o te n tia l m iss ta tem ent.

•  Consider factors th a t a ffect the  r is k  o f m a te r ia l m issta tem ent.

•  D esign tests o f con tro ls, w hen applicab le .

•  D esign substan tive  tests.

1.113 T he  a u d ito r ’s u n d e rs ta n d in g  o f in te rn a l c o n tro l ove r revenue  tra n s 
ac tion s  o rd in a r ily  w i l l  in c lu d e  th e  c lie n t’s p o lic ie s  and  p rocedures fo r  re c e iv in g  
and  accep ting  o rd e rs , e x te n d in g  c re d it, s h ip p in g  goods, re lie v in g  in v e n to ry , 
b il l in g  and  re c o rd in g  sales tra n s a c tio n s , re c e iv in g  and  re c o rd in g  sales re tu rn s , 
and  a u th o r iz in g  and  is s u in g  c re d it m em os. T he  u n d e rs ta n d in g  o rd in a r ily  w i l l  
in c lu d e  w h e th e r th e  e n t ity  has p rocedures fo r  d e te rm in in g  th e  p ro p e r c u to ff o f 
sales a t th e  end  o f th e  a cco u n tin g  p e rio d . I t  a lso  is  im p o r ta n t fo r  th e  a u d ito r  to  
have  an  u n d e rs ta n d in g  o f th e  co m p u te r a p p lic a tio n s  and  k e y  docum ents  (fo r  
exam p le , purchase  o rd e rs , s h ip p in g  re p o rts , b ills  o f la d in g , invo ices , c re d it 
m em os) used d u r in g  th e  p rocess ing  o f revenue  tra n s a c tio n s .

1.114 SAS N o. 55, as am ended (A U  sec. 319 .58), s ta tes  th a t  th e  a u d ito r ’s 
k n o w le d g e  o f  th e  d e s ig n  a n d  o p e ra tio n  o f  in te r n a l c o n tro ls  o rd in a r i ly  is  
o b ta in e d  th ro u g h  such  p ro ce d u re s  as in q u ir ie s  o f  a p p ro p r ia te  m a n a g e m e n t, ‡

‡  In  M arch 2004, the PCAOB issued A u d itin g  Standard No. 2, A n  A u d it o f In te rn a l Contro l Over 
F inanc ia l Reporting Performed in  Conjunction W ith an A u d it o f F inanc ia l Statements. This Standard 
was approved by the SEC, and applies to audits o f issuers, as defined by the Sarbanes-Oxley Act, and 
o ther en tities when prescribed by the rules o f the SEC. PCAOB A u d itin g  S tandard No. 2 establishes 
requirem ents th a t apply when an aud ito r is engaged to  aud it both an issuers financia l statements 
and management’s assessment o f the effectiveness o f in te rn a l contro l over financia l reporting. Due to 
the issuance o f PCAOB A u d itin g  Standard No. 2, a related proposed standard (PCAOB Release No. 
2004-002), PCAOB A ud itin g  Standard No. 2 would amend and supersede certa in  sections o f the 
PCAOB in te rim  standards. See the “Preface”  section o f th is  Guide fo r more detailed in form ation. 
Registered public accounting firm s  m ust comply w ith  the standards o f the PCAOB in  connection w ith  
the preparation or issuance o f any aud it report on the financ ia l statements o f an issuer and in  th e ir 
aud itin g  and related a ttesta tion  practices. Registered public accounting firm s  aud iting  issuers 
should keep a le rt to any fin a l SEC approval o f PCAOB standards.
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su p e rv is o ry , and  s ta ff  p e rson ne l; in s p e c tio n  o f e n t ity  docum ents and  reco rds; 
and  o b se rva tio n  o f e n t ity  a c tiv it ie s  and  o pe ra tion s . F o r exam ple , th e  a u d ito r  
m ig h t o b ta in  a kn ow led ge  o f  th e  des ign  a nd  o p e ra tio n  o f in te rn a l co n tro ls  over 
th e  e x te n s io n  o f c re d it to  custom ers b y  p e rfo rm in g  p rocedures such as th e  
fo llo w in g .

•  In q u ire  o f th e  c re d it m a n ag e r and  o th e r c re d it d e p a rtm e n t pe rson ne l 
a b o u t th e  e n t ity ’s docum ented  p o lic ie s  fo r  a p p ro v in g  sales o rde rs  
be fo re  a s h ip p in g  o r p ro d u c tio n  o rd e r is  genera ted , in c lu d in g  how —
—  N e w  cus tom ers ’ c re d itw o rth in e s s  is  d e te rm in e d .
—  S ta n d in g  cu s tom ers ’ c re d it l im its  a re  e s ta b lish e d  and  rev iew ed .
—  E xcep tions  a re  h a n d le d  i f  o rd e rs  o u ts id e  p re d e te rm in e d  lim its  are  

rece ived .
—  M a n a g e m e n t m o n ito rs  th e  fu n c tio n in g  o f co n tro ls  over th e  e x te n 

s ion  o f c re d it.
•  In s p e c t th e  docum ents  th a t  a re  used in  v a rio u s  steps o f th e  c re d it 

a u th o r iz a tio n  process.
•  O bserve how  th e  a u th o r iz a tio n  o f  o rd e rs  is  execu ted  b y  c re d it d e p a rt

m e n t pe rsonne l.

1.115 T he  a u d ito r ’s u n d e rs ta n d in g  o f in te rn a l c o n tro l o rd in a r ily  w i l l  in 
c lude  such in fo rm a tio n  as how  th e  com pany m o n ito rs  its  sales co n trac ts . 
R e le va n t aspects o f th is  in c lu d e  th e  com pany’s p o lic y  a b o u t m an ag em en t o r 
o th e r p e rson ne l w ho  a re  a u th o riz e d  to  app rove  n o n s ta n d a rd  c o n tra c t c lauses; 
w h e th e r those  p e rson ne l u n d e rs ta n d  th e  a cco u n tin g  im p lic a tio n s  o f changes to  
c o n tra c tu a l c lauses; and  w h e th e r th e  e n t ity  enforces its  p o lic ie s  re g a rd in g  
n e g o tia tio n  a n d  a p p ro v a l o f sales co n tra c ts  a n d  in v e s tig a te s  excep tions. A  la c k  
o f docum en ted  p o lic ie s  m a y  g ive  r is e  to  a la c k  o f com p liance  o r in c o n s is te n t 
com p liance  w ith  s ta te d  po lic ies .

1.116 A  s u ffic ie n t u n d e rs ta n d in g  o f th e  c lie n t’s a p p lic a tio n  o f a ccou n tin g  
p rin c ip le s , g ive n  th e  n a tu re  o f its  sales tra n s a c tio n s , is  im p o rta n t. The  a u d ito r  
needs to  o b ta in  a n  u n d e rs ta n d in g  o f th e  c lie n t’s fin a n c ia l re p o r tin g  process to  
p re p a re  th e  fin a n c ia l s ta te m e n ts , in c lu d in g  d isc losures. T h is  u n d e rs ta n d in g  
o rd in a r ily  w i l l  in c lu d e  how  th e  c lie n t develops s ig n ific a n t e s tim a te s , such as 
reserves fo r  sales re tu rn s  a nd  a llow ances fo r  d o u b tfu l accounts. I t  a lso  o rd in a r 
i ly  w i l l  in c lu d e  co n s id e rin g  th e  com pany’s p rocedures fo r  a cco u n tin g  fo r  and  
d isc lo s in g  re la te d -p a r ty  tra n s a c tio n s . (See th e  d iscuss ion  a b o u t re la te d  p a rtie s  
in  th e  section  “T ra n s a c tio n s  W ith  R e la te d  P a rtie s ,”  w h ic h  fo llo w s .)

1.117 A ssess ing  c o n tro l r is k  is  th e  process o f e v a lu a tin g  th e  e ffec tive ness  
o f an  e n t ity ’s in te rn a l c o n tro l in  p re v e n tin g  o r d e te c tin g  m a te r ia l m is s ta te 
m e n ts  in  th e  fin a n c ia l s ta te m e n ts . SAS N o. 55, as am ended, re q u ire s  th e  
a u d ito r  w ho  assesses c o n tro l r is k  be low  th e  m a x im u m  le v e l to  o b ta in  s u ffic ie n t 
e v id e n tia l m a tte r  to  s u p p o rt th a t  assessed le ve l. Because o f th e  lim ita t io n s  
in h e re n t in  a n y  in te rn a l c o n tro l sys tem , th e re  is  a lw a ys  some r is k  th a t  c o n tro ls  
m a y  fa i l  o r m a y  be o v e rrid d e n . SAS N o. 55, as am ended, re q u ire s  th e  a u d ito r  
to  p e rfo rm  s u b s ta n tiv e  te s ts  fo r  s ig n ific a n t accoun t ba lances and  tra n s a c tio n  
classes, reg a rd le ss  o f th e  assessed le ve l o f c o n tro l r is k .

1.118 I f  evidence is  o b ta in e d  th a t  o p e ra tio n  o f a c o n tro l is  in e ffe c tiv e , th e  
assurance  p ro v id e d  fro m  s u b s ta n tiv e  te s ts  s h o u ld  increase . F o r exam p le , i f  th e  
a u d ito r  d iscovers th a t  th e  e n t ity ’s a p p ro v a l process fo r  n o n s ta n d a rd  sales 
co n tra c ts  is  in e ffe c tiv e , he  o r she m a y  decide to  c o n firm  c o n tra c t te rm s  w ith  
m a jo r custom ers. I f  th e  a u d ito r  d e te rm in e s  th a t  a  c o n tro l has been in te n tio n 
a lly  o ve rrid d e n , SAS N o. 99, d iscussed in  th e  fo llo w in g  p a ra g ra p h s , p ro v id e s  
gu idance  on how  th e  a u d it m a y  be a ffec ted .
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Consideration of Fraud in a Financial Statement Audit
1.119 SAS N o. 99, C o n s id e ra tio n  o f  F r a u d  in  a  F in a n c ia l S ta te m e n t A u d i t  

(A IC P A , P ro fe s s io n a l S ta n d a rd s ,  vo l. 1, A U  sec. 316), is  th e  p r im a ry  source o f 
a u th o r ita tiv e  gu idance  a b o u t an  a u d ito r ’s re s p o n s ib ilit ie s  co nce rn ing  th e  con
s id e ra tio n  o f fra u d  in  a f in a n c ia l s ta te m e n t a u d it. SAS N o. 99 supersedes SAS 
N o. 82, C o n s id e ra tio n  o f  F r a u d  in  a  F in a n c ia l S ta te m e n t A u d i t ,  and  am ends 
SAS N o. 1, section  230, D u e  P ro fe s s io n a l C a re  in  th e  P e rfo rm a n c e  o f  W o rk  
(A IC P A , P ro fe s s io n a l S ta n d a rd s ,  vo l. 1, A U  sec. 230). SAS N o. 99 e s tab lish es  
s ta n d a rd s  a nd  p ro v id e s  gu idance  to  a u d ito rs  in  fu l f i l l in g  th e ir  re s p o n s ib ility  to  
p la n  and  p e rfo rm  th e  a u d it to  o b ta in  reasonab le  assurance a b o u t w h e th e r th e  
fin a n c ia l s ta te m e n ts  a re  free  o f m a te r ia l m is s ta te m e n t, w h e th e r caused b y  
e rro r  o r fra u d , as s ta te d  in  SAS N o. 1, sec tion  110, R e s p o n s ib ilit ie s  a n d  
F u n c t io n s  o f  th e  In d e p e n d e n t A u d i t o r  (A IC P A , P ro fe s s io n a l S ta n d a rd s ,  vo l. 1, 
A U  sec. 110.02). (SAS N o. 99 a lso  am ends SAS N o. 85, M a n a g e m e n t R e p re 
s e n ta tio n s . )

1.120 T he re  a re  tw o  types o f m is s ta te m e n ts  re le v a n t to  th e  a u d ito r ’s 
c o n s id e ra tio n  o f fra u d  in  a fin a n c ia l s ta te m e n t a u d it:

•  M is s ta te m e n ts  a r is in g  fro m  fra u d u le n t f in a n c ia l re p o r tin g
•  M is s ta te m e n ts  a r is in g  fro m  m is a p p ro p ria tio n  o f assets

1.121 T h re e  c o n d itio n s  g e n e ra lly  a re  p re s e n t w h e n  fra u d  occurs. F irs t ,  
m an a g e m e n t o r o th e r em ployees have  a n  in c e n tiv e  o r a re  u n d e r p re s s u re , 
w h ic h  p ro v id e s  a reason  to  c o m m it fra u d . Second, c ircu m stan ces  e x is t— fo r  
exam p le , th e  absence o f c o n tro ls , in e ffe c tiv e  co n tro ls , o r th e  a b il it y  o f m anage 
m e n t to  o v e rrid e  co n tro ls— th a t p ro v id e  an  o p p o r tu n ity  fo r  a fra u d  to  be 
p e rp e tra te d . T h ird , those  in v o lv e d  a re  ab le  to  r a t io n a liz e  c o m m ittin g  a fra u d u 
le n t act.

The Importance of Exercising Professional Skepticism
1.122 Because o f th e  c h a ra c te ris tic s  o f fra u d , th e  a u d ito r ’s exerc ise  o f 

p ro fe ss io n a l s k e p tic is m  is  im p o r ta n t w h e n  c o n s id e rin g  th e  r is k  o f m a te r ia l 
m is s ta te m e n t due to  fra u d . P ro fess io na l s k e p tic is m  is  an  a tt itu d e  th a t  in c lu d e s  
a  q u e s tio n in g  m in d  and  a c r it ic a l assessm ent o f  a u d it evidence. T he  a u d ito r  
sh o u ld  co nd uc t th e  engagem en t w ith  a m in d s e t th a t  recogn izes th e  p o s s ib ility  
th a t  a m a te r ia l m is s ta te m e n t due to  fra u d  cou ld  be p re se n t, reg a rd le ss  o f  a n y  
p a s t expe rience  w ith  th e  e n t ity  a n d  reg a rd le ss  o f th e  a u d ito r ’s b e lie f a b o u t 
m a n a g e m e n t’s h on es ty  and  in te g r ity .  F u rth e rm o re , p ro fe ss io n a l s k e p tic is m  
re q u ire s  a n  o ngo ing  q u e s tio n in g  o f w h e th e r th e  in fo rm a tio n  a n d  evidence  
o b ta in e d  suggests th a t  a m a te r ia l m is s ta te m e n t due to  fra u d  has occurred .

Discussion Among Engagement Personnel Regarding the Risks 
of Material Misstatement Due to Fraud

1.123 M em be rs  o f  th e  a u d it te a m  sh o u ld  d iscuss th e  p o te n tia l fo r  m a te r ia l 
m is s ta te m e n t due to  fra u d  in  accordance w ith  th e  re q u ire m e n ts  o f  p a ra g ra p h s  
1 4 -1 8  o f SAS N o. 99. T he  d iscu ss ion  am ong th e  a u d it te a m  m em bers a b o u t th e  
s u s c e p tib ility  o f th e  e n t ity ’s f in a n c ia l s ta te m e n ts  to  m a te r ia l m is s ta te m e n t due 
to  fra u d  sh o u ld  in c lu d e  a c o n s id e ra tio n  o f th e  k n o w n  e x te rn a l and  in te rn a l 
fa c to rs  a ffe c tin g  th e  e n t ity  th a t  m ig h t (a ) c rea te  in ce n tive s /p re ssu re s  fo r  m a n 
age m e n t a n d  o th e rs  to  c o m m it fra u d , (6) p ro v id e  th e  o p p o rtu n ity  fo r  fra u d  to  
be p e rp e tra te d , and  (c) in d ic a te  a c u ltu re  o r e n v iro n m e n t th a t  enab les m anage 
m e n t to  ra tio n a liz e  c o m m ittin g  fra u d . C o m m u n ic a tio n  am ong  th e  a u d it te a m  
m em bers a b o u t th e  r is k s  o f m a te r ia l m is s ta te m e n t due to  fra u d  a lso  sh o u ld  
co n tin u e  th ro u g h o u t th e  a u d it.
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Accounting Principles and Policies
1.124 The  a u d ito r  m a y  decide to  co ns ide r fu r th e r  m an ag em en t’s se lec tion  

and  a p p lic a tio n  o f s ig n if ic a n t a cco u n tin g  p o lic ie s , p a r t ic u la r ly  those  re la te d  to  
revenue  re c o g n itio n . T he  a u d ito r  m a y  have  a g re a te r concern  a b o u t w h e th e r 
th e  a cco u n tin g  p rin c ip le s  se lected and  p o lic ie s  adop ted  a re  b e in g  a p p lie d  in  an  
in a p p ro p ria te  m a n n e r to  crea te  a m a te r ia l m is s ta te m e n t o f th e  fin a n c ia l 
s ta te m e n ts .

Controls
1.125 E ven  i f  spec ific  r is k s  o f m a te r ia l m is s ta te m e n t due to  fra u d  a re  n o t 

id e n t if ie d  b y  th e  a u d ito r , th e re  is  a p o s s ib ility  th a t  m an ag em en t o v e rrid e  o f 
c o n tro ls  cou ld  occur, and  a cco rd in g ly , th e  a u d ito r  sh ou ld  address th a t  r is k  (see 
p a ra g ra p h  57 o f SAS N o. 99) a p a rt fro m  a n y  conclus ions re g a rd in g  th e  e x is t
ence o f m ore  s p e c ific a lly  id e n tif ia b le  r is k s . S p e c ific a lly , th e  p rocedures de
scribed  in  p a ra g ra p h s  58 th ro u g h  67 o f SAS N o. 99 sh o u ld  be p e rfo rm e d  to  
fu r th e r  address th e  r is k  o f m an ag em en t o v e rrid e  o f co n tro ls . These p rocedures 
in c lu d e : (1 ) e x a m in in g  jo u rn a l e n tr ie s  and  o th e r a d ju s tm e n ts  (esp e c ia lly  con
tra c t cost a cco u n tin g  a d ju s tm e n ts ) fo r  ev idence o f possib le  m a te r ia l m is s ta te 
m e n t due to  fra u d , (2) re v ie w in g  a cco u n tin g  e s tim a te s  fo r  b iases th a t  cou ld  
re s u lt in  m a te r ia l m is s ta te m e n t due to  fra u d , and  (3) e v a lu a tin g  th e  business 
ra tio n a le  fo r  a n d  c o n tra c t a llo w a b ility  o f s ig n if ic a n t u n u s u a l tra n s a c tio n s .

1.126 SAS N o. 99 (A U  sec. 316 .54) g ives th e  fo llo w in g  e xam p le  o f a 
spec ific  response to  th e  a u d ito r ’s assessm ent o f th e  r is k  o f m a te r ia l m is s ta te 
m e n t a r is in g  fro m  fra u d u le n t f in a n c ia l re p o r tin g  o f  revenue .

I f  the re  is a r is k  o f m a te ria l m iss ta tem en t due to  fra u d  th a t m ay invo lve  or 
re s u lt in  im p rope r revenue recogn ition , i t  m ay be appro p ria te  to con firm  w ith  
custom ers ce rta in  re le va n t con trac t te rm s and the  absence o f side agreem ents—  
inasm uch as the  ap prop ria te  accounting is often in fluenced by such te rm s or 
agreem ents. F o r exam ple, acceptance c rite r ia , d e live ry  and paym en t te rm s and 
the  absence o f fu tu re  o r co n tin u in g  vendor ob liga tions, the  r ig h t  to  re tu rn  the  
product, guaranteed resale am ounts, and cance lla tion  o r re fun d  p rovis ions 
often are re le va n t in  such circum stances. [Footnote om itted .]

1.127 SAS N o. 99 (A U  sec. 316.51) notes th a t  th e  n a tu re , t im in g , and  
e x te n t o f a u d it p rocedures m a y  need to  be m o d ifie d  in  response to  th e  a u d ito r ’s 
assessm ent o f  th e  r is k  o f m a te r ia l m is s ta te m e n t due to  fra u d . I t  in c lu de s  
sp ec ific  exam ples o f responses th a t  a re  in c lu d e d  in  th e  d iscuss ion  o f  v a rio u s  
a u d it in g  p rocedures th ro u g h o u t th is  section .

Transactions With Related Parties
1.128 SAS N o. 45, R e la te d  P a r t ie s  (A IC P A , P ro fe s s io n a l S ta n d a rd s ,  vo l. 

1, A U  sec. 334), p ro v id e s  gu idance  on  p rocedures to  o b ta in  e v id e n tia l m a tte r  
on  re la te d -p a r ty  re la tio n s h ip s  and  tra n s a c tio n s  th a t  m u s t be d isc losed  in  
accordance w ith  F A S B  S ta te m e n t N o. 57. (See th e  section  o f th is  ch a p te r t it le d  
“ S u m m a ry  o f Selected A c c o u n tin g  L ite ra tu re  on R evenue R eco gn ition .” ) SAS 
N o. 45 (A U  sec. 334.02) s ta te s  th a t  “ th e  a u d ito r  sh o u ld  be aw a re  th a t  th e  
substance  o f a p a r t ic u la r  tra n s a c tio n  cou ld  be s ig n if ic a n tly  d if fe re n t fro m  its  
fo rm  a n d  th a t  f in a n c ia l s ta te m e n ts  s h o u ld  recogn ize  th e  substance o f p a r tic u 
la r  tran sac tio n s  ra th e r th a n  m e re ly  th e ir  leg a l fo rm .”  In  th e  absence o f evidence to  
th e  co n tra ry , tran sac tio n s  w ith  re la te d  p a rtie s  shou ld  n o t be assum ed to  be outs ide  
th e  o rd in a ry  course o f business. The a u d ito r, how ever, shou ld  be aw are  o f th e  
p o s s ib ility  th a t tran sac tio n s  w ith  re la te d  p a rtie s  m ay have been m o tiva te d  b y  such 
cond itions as an  u rg e n t desire  fo r a con tinued  favorab le  e arn ings record  in  th e  
hope o f  su p p o rtin g  th e  p rice  o f th e  com pany’s stock, o r s ig n ific a n t obsolescence 
dangers because th e  com pany is  in  a h igh-techno logy in d u s try .
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1.129 SAS N o. 45 (A U  sec. 334.08) describes exam ples o f p rocedures fo r  
id e n t ify in g  m a te r ia l tra n s a c tio n s  w ith  p a rtie s  k n o w n  to  be re la te d  and  fo r  
id e n t ify in g  m a te r ia l tra n s a c tio n s  th a t  m a y  in d ic a te  th e  ex is tence  o f p re v io u s ly  
u n d e te rm in e d  re la tio n s h ip s . A m o n g  th e  p rocedures a re  th e  fo llo w in g .

•  R ev iew  p ro x y  a nd  o th e r m a te r ia l f ile d  w ith  th e  SEC and  com parab le  
d a ta  f ile d  w ith  o th e r re g u la to ry  agencies fo r  in fo rm a tio n  a b o u t m a te 
r ia l  tra n s a c tio n s  w ith  re la te d  p a rtie s .

•  R ev iew  c o n flic t-o f- in te re s ts  s ta te m e n ts  o b ta in e d  b y  th e  com pany fro m  
its  m anagem en t.

•  R ev iew  th e  e x te n t and  n a tu re  o f bus iness tra n s a c te d  w ith  m a jo r 
custom ers, s u p p lie rs , b o rro w e rs , a n d  le n d e rs  fo r  in d ic a tio n s  o f p re 
v io u s ly  u nd isc losed  re la tio n s h ip s .

•  R ev iew  a cco u n tin g  reco rds fo r  la rg e , u n u s u a l, o r n o n re c u rr in g  tra n s 
a c tio n s  o r ba lances, p a y in g  p a r t ic u la r  a tte n tio n  to  tra n s a c tio n s  recog
n ize d  a t o r n e a r th e  end o f th e  re p o r tin g  pe rio d .

1.130 SAS N o. 45 re q u ire s  th e  a u d ito r  to  p lace em phasis  on te s tin g  
m a te r ia l tra n s a c tio n s  w ith  p a rtie s  he o r she kn ow s a re  re la te d  to  th e  re p o r tin g  
e n tity . I t  s ta te s  th a t  p rocedures s h o u ld  be d ire c te d  to w a rd  o b ta in in g  and  
e v a lu a tin g  s u ffic ie n t co m p e te n t e v id e n tia l m a tte r  a n d  sh ou ld  e x ten d  beyond  
in q u iry  o f m an ag em en t. T he  fo llo w in g  a re  am ong  th e  p rocedures th a t  sh o u ld  
be cons ide red  to  o b ta in  s a tis fa c tio n  co n ce rn in g  th e  purpose , n a tu re , and  e x te n t 
o f re la te d -p a r ty  tra n s a c tio n s  a nd  th e ir  possib le  e ffe c t on  revenue  re c o g n itio n .

•  O b ta in  a n  u n d e rs ta n d in g  o f th e  bus iness purpose  o f th e  tra n s a c tio n .
•  E xa m in e  invo ices , execu ted  copies o f  agreem ents , co n tra c ts , and  o th e r 

p e r tin e n t docum ents , such as re c e iv in g  re p o rts  a n d  s h ip p in g  docu
m en ts .

•  D e te rm in e  w h e th e r th e  tra n s a c tio n  has been app roved  b y  th e  b o a rd  
o f d ire c to rs  o r o th e r a p p ro p ria te  o ffic ia ls .

•  C o n firm  th e  tra n s a c tio n  a m o u n t a n d  te rm s , in c lu d in g  g ua ra n tee s  and  
o th e r s ig n ific a n t d a ta , w ith  th e  o th e r p a r ty  o r p a rtie s  to  th e  tra n s a c 
tio n .

•  R e fe r to  f in a n c ia l p u b lic a tio n s , tra d e  jo u rn a ls , c re d it agencies, and  
o th e r in fo rm a tio n  sources w h e n  th e re  is  reason  to  b e lieve  th a t  u n fa 
m il ia r  custom ers, s u p p lie rs , o r o th e r bus iness e n te rp ris e s  w ith  w h ic h  
m a te r ia l a m o un ts  o f  bus iness have  been tra n s a c te d  m a y  la c k  sub
stance.

•  W ith  respec t to  m a te r ia l u n co lle c te d  ba lances, gua ra n tee s , a n d  o th e r 
o b lig a tio n s , o b ta in  in fo rm a tio n  a b o u t th e  fin a n c ia l c a p a b ility  o f th e  
o th e r p a r ty  o r p a rtie s  to  th e  tra n s a c tio n . S uch in fo rm a tio n  m a y  be 
o b ta in e d  fro m  a u d ite d  o r u n a u d ite d  fin a n c ia l s ta te m e n ts , ta x  re tu rn s , 
re p o rts  issued  b y  re g u la to ry  agencies o r ta x in g  a u th o r itie s , f in a n c ia l 
p u b lic a tio n s , o r c re d it agencies.

1.131 T he  a u d ito r  sh o u ld  co ns ide r w h e th e r he o r she has o b ta in e d  s u ff i
c ie n t co m p e te n t e v id e n tia l m a tte r  to  u n d e rs ta n d  th e  re la t io n s h ip  o f  th e  p a rtie s  
a nd  th e  e ffec ts  o f re la te d -p a r ty  tra n s a c tio n s  on  th e  fin a n c ia l s ta te m e n ts .

Analytical Procedures
1.132 SAS N o. 56, A n a ly t ic a l P ro c e d u re s  (A IC P A , P ro fe s s io n a l S ta n d 

a rd s ,  vo l. 1, A U  sec. 329), re q u ire s  th e  use o f a n a ly t ic a l p rocedures in  th e  
p la n n in g  a n d  re v ie w  phases o f th e  a u d it. A n a ly t ic a l p rocedures a lso  m a y  be 
used as s u b s ta n tiv e  te s ts , a lth o u g h  SAS N o. 56 notes th a t  th e y  m a y  n o t be as 
e ffective  o r e ffic ie n t as tests o f d e ta ils  in  p ro v id in g  th e  d e s ire d  le v e l o f a ssurance
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fo r  some a sse rtions . SAS N o. 96, A u d i t  D o c u m e n ta t io n  (A IC P A , P ro fe s s io n a l 
S ta n d a rd s ,  vo l. 1, A U  sec. 339) re q u ire s  d o cu m e n ta tio n  o f th e  p e rfo rm an ce  o f 
a n a ly t ic a l p rocedures a t th e  p la n n in g  stage  and  p ro v id e s  fu r th e r  gu idance  in  
th is  a rea , in c lu d in g , am ong o th e r th in g s , th e  d o cu m e n ta tio n  re q u ire m e n t 
re g a rd in g  s u b s ta n tiv e  a n a ly tic a l p rocedures.

1.133 A n a ly t ic a l p ro c e d u re s  in v o lv e  th e  c o m p a ris o n s  o f  re c o rd e d  
a m o un ts , o r ra tio s  deve loped fro m  th e  reco rded  am o un ts , to  e xpec ta tions  
deve loped  b y  th e  a u d ito r. T he  a u d ito r ’s expe c ta tio n s  m a y  be deve loped fro m  a 
v a r ie ty  o f sources in c lu d in g  th e  fin a n c ia l in fo rm a tio n  fo r  com parab le  p r io r  
p e rio d s , a n tic ip a te d  (b u d g e ta ry ) re s u lts , and  in fo rm a tio n  re g a rd in g  th e  in d u s 
t r y  in  w h ic h  th e  c lie n t opera tes and  its  n o rm a l business p ra c tices  w ith  re g a rd  
to  sales a n d  d is tr ib u tio n . F o r a n a ly tic a l p rocedures to  be e ffe c tive , th e  expec
ta t io n  sh o u ld  be p recise  enough  to  p ro v id e  th e  d es ire d  le ve l o f assurance  th a t  
d iffe ren ce s  th a t  m a y  be p o te n tia l m a te r ia l m is s ta te m e n ts , in d iv id u a lly  o r 
w h e n  aggrega ted  w ith  o th e r m is s ta te m e n ts , w o u ld  be id e n tif ie d  fo r  th e  a u d ito r  
to  in v e s tig a te .

1.134 A n  ob jec tive  o f a p p ly in g  a n a ly t ic a l p rocedures in  th e  p la n n in g  
phase o f th e  a u d it is  to  id e n t ify  a reas th a t  m a y  re p re s e n t spec ific  r is k s  re le v a n t 
to  th e  a u d it, such as th e  ex is tence  o f u n u s u a l tra n s a c tio n s  a n d  even ts, and  
a m o u n ts , ra tio s , and  tre n d s  th a t  m ig h t in d ic a te  m a tte rs  th a t  have  fin a n c ia l 
s ta te m e n t and  a u d it p la n n in g  ra m ific a tio n s . T he  fo llo w in g  a n a ly tic a l proce
d u res  a re  p a r t ic u la r ly  u s e fu l in  id e n t ify in g  u n u s u a l f lu c tu a tio n s  in  th e  revenue  
cycle  th a t  w a r ra n t a d d it io n a l c o n s id e ra tio n . D e p en d in g  on  th e  presence o f r is k  
fa c to rs  and  o th e r ju d g m e n ts  m ade d u r in g  a u d it p la n n in g , th e  a u d ito r  m a y  w is h  
to  p e rfo rm  one o r m ore  o f th e  fo llo w in g  p rocedures.

•  C om pare  m o n th ly  and  q u a r te r ly  sales b y  lo c a tio n  a nd  b y  p ro d u c t lin e  
w ith  sales o f th e  p re ced ing  com parab le  pe riods and  fo r  com parab le  
p e rio d s  in  p r io r  years . C o n s id e r w h e th e r th e  re s u lts  a re  co n s is te n t 
w ith  o th e r k n o w n  in fo rm a tio n , such  as e xp a n d in g  o r d e c lin in g  m a r
k e ts , changes in  sales p rice  m ix , and  new  o r d is c o n tin u e d  p ro d u c t lin e s . 
C om pa riso n  o f w e e k ly  and  d a ily  sales m a y  be a p p ro p ria te  fo r  c e rta in  
pe rio d s  such as th e  la s t m o n th  o r w eek o f th e  yea r.

•  A n a ly z e  th e  ra tio  o f sales in  th e  la s t m o n th  o r w eek to  to ta l sales fo r  
th e  q u a rte r  o r year.

•  C om pare  revenues reco rded  d a ily  fo r  p e riods  s h o r tly  be fo re  and  a fte r  
th e  end  o f  th e  a u d it p e rio d  fo r  u n u s u a l flu c tu a tio n s  such as a n  increase  
ju s t  be fo re  and  a decrease ju s t  a fte r  th e  end  o f th e  pe rio d .

•  C om pare  gross p ro f it  ra tio , o v e ra ll and  b y  p ro d u c t lin e , to  p re v io u s  
ye a rs  a nd  to  b u d g e t a n d  co ns ide r in  th e  co n te x t o f in d u s try  tre n d s .

•  C om pare  d e ta ils  o f u n its  sh ip pe d  w ith  revenues a n d  p ro d u c tio n  re 
cords and  cons ide r w h e th e r revenues a re  reasonab le  com pared  to  
leve ls  o f p ro d u c tio n  a n d  average sales p rice .

•  C om pare  th e  n u m b e r o f w eeks o f in v e n to ry  in  d is tr ib u tio n  channe ls  
w ith  p r io r  p e riods  fo r  u n u s u a l increases th a t  m a y  in d ic a te  ch an ne l 
s tu ffin g .

•  C om pare  percen tages a n d  tre n d s  o f sales in to  th e  d is tr ib u to r  ch an ne l 
w ith  in d u s try  a n d  c o m p e tito rs ’ sales tre n d s , i f  k n o w n .

•  C om pare  revenue  d ed uc tio ns , such as d isco un ts  and  re tu rn s  and  
a llow ances, as a percen tage  o f revenues w ith  bud ge te d  a n d  p r io r  
p e rio d  percen tages fo r  reasonab leness in  l ig h t  o f o th e r revenue  in fo r 
m a tio n  a n d  tre n d s  in  th e  bus iness a n d  in d u s try .
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•  C om pa re  sa les c re d its  fo r  re tu rn s  su b se q u e n t to  y e a r end  w ith  
m o n th ly  sales c re d its  d u r in g  th e  p e rio d  u n d e r a u d it to  d e te rm in e  
w h e th e r th e re  a re  u n u s u a l increases th a t  m a y  in d ic a te  c o n tin g e n t 
sales o r spec ia l concessions to  custom ers.

•  A n a ly z e  th e  ra tio  o f re tu rn s  a nd  a llow ances to  sales.
•  C om pare  th e  a g in g  o f accounts rece iva b le  in  th e  c u rre n t and  p r io r  

p e rio d s  fo r  b u ild u p  o f accounts rece ivab le .
•  C om pare  m o n th ly  cash re ce ip ts  fo r  th e  p e rio d  u n d e r a u d it to  cash 

re ce ip ts  subsequen t to  ye a r end  to  d e te rm in e  w h e th e r re ce ip ts  sub 
sequen t to  y e a r end  a re  u n u s u a lly  lo w  com pared  to  th e  co lle c tio n  
h is to ry  d u r in g  th e  m o n th s  u n d e r a u d it.

1.135 SAS N o. 56 re q u ire s  th e  a u d ito r  to  e va lu a te  s ig n ific a n t unexpected  
d iffe re n ce s  th a t  a re  id e n t if ie d  b y  a n a ly t ic a l p rocedures. M a n a g e m e n t re 
sponses o rd in a r ily  sh o u ld  be co rro b o ra te d  w ith  o th e r e v id e n tia l m a tte r. In  
s itu a tio n s  in  w h ic h  an  e x p la n a tio n  fo r  th e  d iffe re n ce  ca n n o t be o b ta in e d , th e  
a u d ito r  sh o u ld  o b ta in  s u ffic ie n t evidence  a b o u t th e  a sse rtio n  b y  p e rfo rm in g  
o th e r a u d it p rocedures to  d e te rm in e  w h e th e r th e  d iffe re n ce  is  a  l ik e ly  m is s ta te 
m e n t. T h is  m a y  be p a r t ic u la r ly  a p p ro p ria te  in  in v e s tig a tin g  in d iv id u a lly  s ig 
n if ic a n t reve nu e  tra n s a c tio n s .

Cutoff Tests, Vouching, and Other Substantive Tests of Details
1.136 T he  a u d ito r  sh o u ld  co ns ide r p e rfo rm in g  te s ts  o f d e ta ils  o f tra n s a c 

tio n s  to  d e te rm in e  w h e th e r tra n s a c tio n s  have  been p ro p e rly  reco rded  in  ac
cordance w ith  th e  com pany’s s ta te d  a cco u n tin g  p o lic ie s . S uch  te s ts  m a y  in c lu d e  
c u to ff te s ts  and  vo uch in g .

Revenue Cutoff Tests

1.137 I f  sa les tra n s a c tio n s  in v o lv e  th e  s h ip m e n t o f  a p ro d u c t, revenue  
c u to ff te s ts  a re  used to  te s t th e  revenue  re c o g n itio n  process b y  d e te rm in in g  
w h e th e r goods have  been sh ip pe d  to  th e  cu s to m e r and  w h e th e r th e  re la te d  
revenues have  been reco rded  in  th e  sam e a cco u n tin g  p e rio d  as s h ip m e n t 
o ccu rred . R evenue c u to ff te s ts  o fte n  a re  p e rfo rm e d  in  co nn ec tio n  w ith  in v e n 
to ry  c u to ff te s ts . T he  scope o f c u to ff te s ts  m a y  be in flu e n c e d  b y  th e  fo llo w in g :

•  L a rg e  q u a n titie s  o f m e rch a n d ise  a w a itin g  s h ip m e n t b e in g  n o te d  d u r
in g  th e  ye a r-e n d  in v e n to ry  o b se rva tio n

•  S ig n ific a n t in - t r a n s it  in v e n to ry  a t y e a r end , s ig n if ic a n t change fro m  
th e  p r io r  ye a r, o r b o th

•  A n  u n u s u a l increase  in  sales in  th e  la s t fe w  days o f th e  a u d it p e rio d  
fo llo w e d  b y  a n  u n u s u a l decrease in  th e  f i r s t  fe w  days a fte r  th e  a u d it 
p e rio d

•  N u m e ro u s  s h ip p in g  lo ca tio n s
•  P ro du c ts  w ith  a re la t iv e ly  la rg e  p e r u n it  v a lu e
•  S itu a tio n s  in  w h ic h  revenue  is  recogn ized  b e fo re  s h ip m e n t o r passage 

o f t i t le

1.138 A n  e xam p le  o f a c u to ff te s t is  to  e xam in e  invo ices  a n d  s h ip p in g  
docum en ts  fo r  se ve ra l days be fo re  a n d  a fte r  th e  end  o f th e  a cco u n tin g  p e rio d  
a n d  to  tra c e  such  docum ents  to  th e  rece iva b le s  a n d  reve nu e  reco rds fo r  th e  
a p p ro p r ia te  p e rio d . C om pare  th e  da te  o f  th e  invo ices  to  th e  d a te  o f th e  re la te d  
s h ip p in g  docum ents . T h e  d a te  o f  b i l l in g  is  n o t n e c e s s a r ily  th e  tim e  w h e n  th e
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revenue  sh o u ld  be recogn ized— i t  is  m e re ly  an  in d ic a tio n  o f w h e n  th e  goods 
w ere  b ille d . C om pare  q u a n titie s  invo ice d  to  q u a n titie s  sh ipped , and  v e r ify  th a t 
s h ip m e n t w as m ade to  th e  cu s tom er’s s ite . To re v ie w  th e  reco rds p ro p e rly , use 
th e  c lie n t’s m ech an ism  fo r  e s ta b lis h in g  c o n tro l ove r th e  re c o rd in g  o f sh ip m e n ts  
a nd  b il l in g  o f goods, fo r  exam ple , p re n u m b e re d  s h ip p in g  re p o rts  and  p re n u m 
bered  invo ices , fo r  each s h ip p in g  p o in t.

Vouching

1.139 V o u ch in g  tra n s a c tio n s  is  an  e ffe c tive  and  e ffic ie n t p rocedure  re la t
in g  to  o ccu rre n ce  o r a c c u ra c y  a n d  com p le te ness  a sse rtion s  w h e n  co n tro ls  are  
w eak. T he  o b jec tive  is  to  d e te rm in e  w h e th e r reco rded  tra n s a c tio n s  a c tu a lly  
occu rred  (a re  su p p o rte d  b y  v a lid  source docum ents o r reco rds) and  w ere  
a c c u ra te ly  recorded . A n  exam p le  o f vo u ch in g  tra n s a c tio n s  is  to  se lect a sam ple  
o f sales invo ices  fro m  th e  revenue  jo u rn a l fo r  a p e rio d  b e fo re  and  a p e rio d  a fte r  
th e  ba lance  shee t da te  and  te s t fo r  th e  p ro p r ie ty  o f revenue  re c o g n itio n  w ith  
re fe rence  to  th e  c o n tra c tu a l te rm s  w ith  th e  cu s tom er and  re le v a n t le g a l and  
a cco u n tin g  re g u la tio n s . T race  a ll in fo rm a tio n  ( fo r  exam ple , cu s tom er’s nam e, 
p ro d u c t d e s c rip tio n , q u a n titie s , p rices , te rm s , and  s h ip p in g  da te ) to  s h ip p in g  
docum ents  a nd  app roved  sales o rd e r o r o th e r cu s tom er a u th o r iz a tio n . T race  
p rices  charged  to  p rice  lis ts  o r jo b  q u o ta tio n s . C heck e x tens ions  and  fo o t 
invo ices  o r b illin g s  fo r  c le r ic a l accuracy. T race  in vo ice d  a m o un ts  to  th e  s u b s id i
a ry  accounts rece iva b le  ledger.

O ther Substantive Tests o f Details

1.140 O th e r te s ts  o f d e ta ils  m ig h t in c lu d e , dep en d in g  on  th e  spec ific  r is k s  
and  e n v iro n m e n t, th e  fo llo w in g .

•  E xa m in e  in v e n to ry  re p o rts  o r o th e r correspondence fro m  d is tr ib u to rs  
and  reconc ile  th is  in fo rm a tio n  w ith  th e  com pany’s records.

•  V ouch  a ll la rg e  o r u n u s u a l sales m ade a t q u a rte r end and  y e a r end  to  
o r ig in a l source docum ents.

•  P e rfo rm  a d e ta ile d  re v ie w  o f  th e  e n t ity ’s q u a rte r-e n d  o r ye a r-e nd  
a d ju s tin g  e n trie s  a n d  in v e s tig a te  a n y  th a t  appea r u n u s u a l as to  n a tu re  
o r a m o u n t.

•  Scan th e  g en e ra l led ge r, accounts rece iva b le  sub ledge r, and  sales 
jo u rn a l fo r  u n u s u a l a c tiv ity .

•  C heck th e  c le r ic a l accuracy o f th e  revenue  jo u rn a l o r s im ila r  reco rd  
and  tra c e  th e  p o s tin g s  o f th e  to ta ls  to  th e  a p p ro p ria te  accoun t in  th e  
g e n e ra l ledger.

•  C heck th e  re c o n c ilia tio n  o f  revenue  jo u rn a ls  d u r in g  th e  a u d it p e rio d  
to  th e  g en e ra l le d g e r c o n tro l accoun t, o r check th e  p os tin gs  to  th e  
g e n e ra l led g e r c o n tro l accoun t fro m  sources o th e r th a n  th e  revenue  
jo u rn a l fo r  u n u s u a l o r unexpected  a c tiv ity .

•  A n a lyze  a nd  re v ie w  d e fe rre d  revenue  accounts a t end  o f th e  p e rio d  fo r  
p ro p r ie ty  o f d e fe rra l.

•  A n a lyze  a nd  re v ie w  c re d it m em os and  o th e r accounts rece iva b le  ad 
ju s tm e n ts  fo r  th e  p e rio d  subsequen t to  th e  ba lance  shee t da te .

•  Scan th e  g e n e ra l le d g e r o r s u b s id ia ry  ledgers , as a p p ro p ria te , fo r  a 
p e rio d  subsequen t to  y e a r end  fo r  reve rsa ls  o f sales o r la rg e  sales 
re tu rn s .

•  R ev iew  s ig n if ic a n t ye a r-e n d  co n tra c ts  fo r  u n u s u a l p r ic in g , b ill in g , 
d e live ry , re tu rn , exchange, o r acceptance clauses. P e rfo rm  post year-end
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spec ific  re v ie w  fo r  c o n tra c t re v is io n s  o r ca n ce lla tio n s  and  fo r  re fu n d s  
o r c re d its  issued.

Confirmations
1.141 SAS N o. 67, T he  C o n f irm a t io n  P rocess  (A IC P A , P ro fe s s io n a l S ta n d 

a rd s ,  vo l. 1, A U  sec. 330), p ro v id e s  gu idance  to  a u d ito rs  a b o u t o b ta in in g  
ev idence  fro m  th ird  p a rtie s  a b o u t f in a n c ia l s ta te m e n t a sse rtion s  m ade b y  
m an ag em en t. SAS N o. 31, E v id e n t ia l  M a t t e r || (A IC P A , P ro fe s s io n a l S ta n d 
a rd s ,  vo l. 1, A U  sec. 326), s ta tes th a t  i t  is  g e n e ra lly  p resum ed  th a t  e v id e n tia l 
m a tte r  o b ta in e d  fro m  in d e p e n d e n t sources o u ts id e  an  e n tity  p ro v id e s  g re a te r 
assurance  o f r e l ia b il i ty  th a n  th a t  secured  so le ly  w ith in  th e  e n tity .

1.142 SAS N o. 67 re q u ire s  a u d ito rs  w ho  h ave  n o t req ue s te d  co n firm a tio n s  
in  th e  e x a m in a tio n  o f accounts rece iva b le  to  d ocu m e n t how  th e y  overcam e th e  
p re s u m p tio n  to  do so.

1.143 SAS N o. 67 (A U  sec. 330.25) a lso  s ta tes th e  fo llo w in g .

The a u d ito r’s un de rs ta nd ing  o f the  c lie n t’s arrangem ents and transactions w ith  
th ird  pa rties  is key to  de te rm in in g  th e  in fo rm a tio n  to  be confirm ed. The a u d ito r 
shou ld  ob ta in  an unde rs ta nd ing  o f the  substance o f such arrangem ents and 
transac tions  to  de te rm ine  the  ap p ro p ria te  in fo rm a tio n  to  in c lud e  on the  c o n fir
m a tio n  request. The a u d ito r should consider requesting  co n firm a tio n  o f the  
te rm s  o f unusu a l agreem ents o r transactions, such as b i l l  and ho ld  sales, in  
a d d itio n  to  the  am ounts. The a u d ito r also should consider w h e the r the re  m ay 
be o ra l m od ifica tions to  agreem ents, such as unusu a l paym en t te rm s o r lib e ra l 
r ig h ts  o f re tu rn . W hen the  a u d ito r believes the re  is  a m oderate o r h ig h  degree 
o f r is k  th a t the re  m ay be s ig n ifica n t o ra l m od ifica tions, he o r she should in q u ire  
about the  existence and de ta ils  o f any such m od ifica tions to  w r itte n  agree
m ents. One m ethod o f do ing so is  to  con firm  bo th  the  te rm s o f the  agreem ents 
and w he the r any o ra l m od ifica tions ex is t. [Footnote om itted .]

1.144 A s  p re v io u s ly  d iscussed, th e  c o n firm a tio n  o f co n tra c t te rm s  is  sug
gested  in  SAS N o. 99 in  response to  th e  a u d ito r ’s assessm ent o f th e  r is k  o f 
m a te r ia l m is s ta te m e n ts  a r is in g  fro m  fra u d u le n t f in a n c ia l re p o rtin g , a n d  in  
SAS N o. 45 to  d e te rm in e  th e  p urpose , n a tu re , a n d  e x te n t o f tra n s a c tio n s  w ith  
re la te d  p a rtie s  a nd  th e ir  e ffe c t on  th e  fin a n c ia l s ta te m e n ts .

1.145 In  a d d itio n , in  some e n titie s , th e  n a tu re  o f th e  business is  such  th a t  
th e  m a jo r ity  o f revenues a re  m ade up  o f  com p lex tra n s a c tio n s  ev idenced  b y  
in d iv id u a l co n tra c ts . E n tit ie s  in  w h ic h  th e  m a jo r ity  o f sales a re  m ade p u rs u a n t 
to  s ta n d a rd  te rm s  a lso  m a y  e n te r in to  such co n tra c ts  fo r  a m o un ts  th a t  m a y  be 
m a te r ia l to  reco rded  revenue . A u d ito rs  sh o u ld  co ns ide r re a d in g  th e  te rm s  o f 
co n tra c ts  because th e y  m a y  s ig n if ic a n tly  a ffe c t th e  a cco u n tin g  tre a tm e n t fo r  
th e  tra n s a c tio n . In  s itu a tio n s  in  w h ic h  th e  a u d ito r  reques ts  c o n firm a tio n  o f 
c o n tra c t te rm s , he  o r she sh o u ld  co ns ide r c o n firm in g  w ith  th e  cu s tom er a l l  th e  
s ig n if ic a n t c o n tra c t te rm s , in c lu d in g  in fo rm a tio n  a b o u t p a y m e n t te rm s , r ig h t-  
o f-re tu r n  p riv ile g e s , acceptance c r ite r ia , te rm in a tio n  a rra n g e m e n ts , o r b i l l  and  
h o ld  tra n s a c tio n s . T he  a u d ito r  sh o u ld  co ns ide r th e  need to  c o n firm  w ith  th e  
cu s to m e r w h e th e r th e re  a re  s ig n if ic a n t u n fu lf ille d  ve n d o r o b lig a tio n s  o r th e  
ex is tence  o f  a n y  o ra l o r  w r it te n  a greem ents , p a r t ic u la r ly  w ith  re g a rd  to  re tu rn  
o r te rm in a tio n  a rra n g e m e n ts , th a t  m a y  a lte r  th e  te rm s  o f th e  co n tra c t. In  some 
c ircu m stan ces , a u d ito rs  m ig h t a lso  co ns ide r c o n ta c tin g  m a jo r custom ers o ra lly  
in  a d d it io n  to  w r it te n  c o n firm a tio n s  to  d e te rm in e  w h e th e r th e  responses to  
c o n firm a tio n  reques ts  rece ived  a p p ro p ria te  a tte n tio n  fro m  p e rson ne l w ho  a re  
kn ow led ge ab le  a b o u t th e  co n tra c t.

| |  See footnote $ to  paragraph 1.111.
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Evaluating Accounting Estimates Relevant to 
Revenue Recognition

1.146 T he  a u d ito r  is  resp on s ib le  fo r  e v a lu a tin g  th e  reasonab leness o f 
a cco u n tin g  e s tim a te s  m ade b y  m an ag em en t in  th e  co n te x t o f th e  fin a n c ia l 
s ta te m e n ts  ta k e n  as a w ho le . E v a lu a tio n  o f e s tim a te s  is  a lw a ys  an  a rea  o f 
a u d it in g  concern  because th e  m e a su re m e n t o f e s tim a te s  is  in h e re n tly  u n c e r
ta in  and  depends on th e  outcom e o f fu tu re  even ts. SAS N o. 57, A u d it in g  
A c c o u n t in g  E s t im a te s  (A IC P A , P ro fe s s io n a l S ta n d a rd s , vo l. 1, A U  sec. 3 4 2 .1 0 ) ,  
s ta te s  th e  fo llo w in g .

In  e va lu a tin g  reasonableness, the a u d ito r should ob ta in  an un de rs ta nd ing  o f
how m anagem ent developed the  estim ate . Based on th a t unders tand ing , the
a u d ito r should use one o r a com b ina tion  o f the  fo llo w in g  approaches:

a. Review  and tes t the  process used by m anagem ent to  develop the  e s ti
m ate.

b. Develop an independent expectation o f the  estim a te  to  corroborate the  
reasonableness o f m anagem ent’s estim ate .

c. R eview  subsequent events o r transactions occu rring  p r io r  to  com ple tion 
o f fie ld w o rk .

1.147 E s tim a te s  th a t  a re  s ig n ific a n t to  m an a g e m e n t’s a sse rtion s  a b o u t 
revenue  in c lu d e  sales re tu rn s , th e  a llo w a nce  fo r  d o u b tfu l accounts, and  reve 
nues fro m  co n tra c ts  accounted  fo r  b y  th e  p e rcen ta ge -o f-com p le tion  m e th od  o f 
a ccoun ting .

1.148 A u d ito rs  o fte n  use h is to r ic a l d a ta  to  e va lu a te  th e  reasonab leness o f 
such  e s tim a te s  as reserves fo r  sales re tu rn s . H is to r ic a l d a ta  m a y  in d ic a te  c lie n t 
p ra c tice s  to  ta k e  back  in v e n to ry  even w h e n  no c o n tra c tu a l r ig h t  o f re tu rn  
ex is ts . A n a ly s is  o f th e  a g in g  o f accounts rece ivab les  th a t  re fle c ts  a “b u ild in g  u p ” 
o f rece ivab les  m a y  in d ic a te  c o n tin g e n t sales o r concessions to  custom ers re 
g a rd in g  th e  re tu rn  o f goods. A u d ito rs  a lso  sh o u ld  cons ide r re v ie w in g  sales to  
m a jo r  c u s to m e rs , p a r t ic u la r ly  to  d is t r ib u to rs , to  d e te c t excess p u rch a se s  
(c h a n n e l s tu ff in g )  th a t  m a y  be a t g re a te r  r is k  o f  r e tu r n  in  th e  su b se q u e n t 
p e rio d . A  com pany’s a b il ity  to  m ake  reasonab le  e s tim a te s  o f sales re tu rn s  m a y  
be im p a ire d  i f  th e  com pany does n o t have  s u ffic ie n t v is ib i l it y  in to  w h a t is  g o ing  
on in  th e  sales channe l. R e liance  on  so le ly  h is to r ic a l averages m a y  be in s u f f i
c ie n t, e sp e c ia lly  i f  th e  e n v iro n m e n t is  som ew ha t v o la tile .

1.149 E s tim a tin g  reserves fo r  sales re tu rn s  is  p a r t ic u la r ly  d if f ic u lt  w h e n  
a n ew  p ro d u c t has been in tro d u c e d  fo r  w h ic h  th e re  is  no  h is to r ic a l d a ta . 
P rocedures th a t  th e  a u d ito r  m a y  co ns ide r in c lu d e  th e  fo llo w in g .

•  Read tra d e  m agaz ines a n d  a n a ly s ts ’ re p o rts  to  g a in  an  u n d e rs ta n d in g  
o f th e  acceptance o f th e  p ro d u c t in  th e  m a rke tp la ce .

•  A n a ly z e  a c t iv ity  subsequen t to  y e a r end  w he n  a c tu a l p ro d u c t re tu rn s  
m a y  have  occurred .

•  C o n s ide r th e  s u s c e p tib ility  o f th e  p ro d u c t to  te ch n o lo g ica l change and  
h ow  th o ro u g h ly  te s te d  i t  w as p r io r  to  re lease.

•  A n a ly z e  h is to r ic a l re tu rn s  fo r  s im ila r  p ro d u c t lin e s .

1.150 T he  a b il it y  to  m ake  reasonab le  e s tim a te s  o f fu tu re  re tu rn s  is  one o f 
th e  c o n d itio n s  th a t  m u s t be m e t fo r  re c o g n itio n  o f revenue  a t th e  tim e  o f sa le  
in  accordance w ith  F A S B  S ta te m e n t N o. 48, R evenue  R e c o g n it io n  W hen  R ig h t  
o f  R e tu rn  E x is ts .  (See th e  section  o f th is  c h a p te r t it le d  “ S u m m a ry  o f  Se lected 
A c c o u n tin g  L ite ra tu re  on  R evenue R eco g n itio n .” ) I f  reasonab le  e s tim a te s  can 
n o t be m ade, revenue  re c o g n itio n  sh o u ld  be d e fe rred .
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1.151 In  a d d it io n  to  a n a ly z in g  h is to r ic a l d a ta  and  th e  accounts rece iva b le  
a g in g  re p o rts , a u d ito rs  sh o u ld  co ns ide r te s tin g  th e  com pany’s e s tim a te  o f th e  
c o lle c tib ility  o f rece ivab les  b y  p rocedures such as th e  fo llo w in g .

•  O b ta in  p u b lic ly  a v a ila b le  in fo rm a tio n  on  m a jo r custom ers to  d e te r
m in e  th e ir  a b il ity  to  h o n o r o u ts ta n d in g  o b lig a tio n s  to  th e  com pany.

•  In v e s tig a te  u n u s u a l c re d it l im its  o r n o n s ta n d a rd  p a y m e n t te rm s  
g ra n te d  to  custom ers.

•  T e s t subsequen t co lle c tio n s  o f rece ivab les.
1.152 R evenue re c o g n itio n  fo r  co n tra c ts  accounted  fo r  b y  th e  percen tage- 

o f-c o m p le tio n  m e th o d  is  d e p e n d e n t on  e s tim a te s  o f c o n tra c t re v e n u e s , con 
t r a c t  cos ts , a n d  th e  e x te n t o f  p ro g re ss  to w a rd  c o m p le tio n . M e a n in g fu l 
m e a su re m e n t o f th e  e x te n t o f p rogress to w a rd  co m p le tio n  is  e s s e n tia l because 
th is  fa c to r is  used in  d e te rm in in g  th e  a m o u n ts  o f e s tim a te d  c o n tra c t revenue  
and  e s tim a te d  gross p ro f it  th a t  w i l l  be recogn ized  as e a rned  in  a n y  g ive n  
p e rio d . A l l  o f th e  fa c to rs  th a t  a ffe c t to ta l e s tim a te d  reve nu e , in c lu d in g  th e  basic 
c o n tra c t p rice , c o n tra c t o p tio n s , change o rd e rs , c la im s , a n d  c o n tra c t p ro v is io n s  
fo r  p e n a ltie s  a n d  in c e n tiv e  p aym en ts , m u s t be re e v a lu a te d  th ro u g h o u t th e  life  
o f a  c o n tra c t. A lth o u g h  costs in c u rre d  to  da te  m a y  be v e rifia b le , e s tim a te d  costs 
to  com p le te  a lso  a re  su b jec t to  c o n tin u a l re fin e m e n t as w o rk  progresses. 
A u d ito rs  s h o u ld  o b ta in  a s u ffic ie n t u n d e rs ta n d in g  o f th e  c o n tra c t to  e va lu a te  
th e  reasonab leness o f m a n a g e m e n t’s a ssu m p tio n s  re g a rd in g  th e  e s tim a te s . 
M a n a g e m e n t a lso  m a y  re ly  on  eng inee rs  o r a rc h ite c ts  to  m ake  s ig n if ic a n t 
e s tim a te s . In  th a t  case, th e  a u d ito r  sh o u ld  co ns ide r SAS N o. 73, U s in g  th e  W o rk  
o f  a  S p e c ia lis t  (A IC P A , P ro fe s s io n a l S ta n d a rd s ,  vo l. 1, A U  sec. 336), a n d  th e  
need to  e va lu a te  th e  re la tio n s h ip  o f  th e  s p e c ia lis t to  th e  c lie n t, in c lu d in g  
c ircu m stan ces  th a t  m ig h t im p a ir  th e  s p e c ia lis t’s o b je c tiv ity . I f  th e  a u d ito r  
be lieves th e  s p e c ia lis t’s o b je c tiv ity  m ig h t be im p a ire d , th e  a u d ito r  sh o u ld  
p e rfo rm  a d d it io n a l p rocedures w ith  resp ec t to  some o r a ll o f  th e  s p e c ia lis t’s 
f in d in g s  to  d e te rm in e  th a t th e  fin d in g s  a re  n o t u n reasonab le  o r s h o u ld  engage 
a n o th e r s p e c ia lis t fo r  th a t  purpose.

Observation of Inventory
1.153 In  cases in  w h ic h  in v e n to ry  is  observed a t th e  end  o f a re p o r tin g  

p e rio d , a u d ito rs  fre q u e n tly  o b ta in  in fo rm a tio n  p e r ta in in g  to  th e  f in a l s h ip 
m e n ts  o f goods m ade d u r in g  th e  p e rio d . T h is  in fo rm a tio n  la te r  is  com pared  to  
th e  c lie n t’s sales reco rds to  d e te rm in e  w h e th e r a p ro p e r c u to ff o f  sales occurred . 
A d d itio n a l p rocedures in c lu d e  in s p e c tin g  th e  s h ip p in g  areas a t th e  o b se rva tio n  
s ite  a n d  m a k in g  in q u ir ie s  a b o u t w h e th e r goods in  th e  s h ip p in g  a rea  w i l l  be 
in c lu d e d  in  in v e n to ry . I f  th e y  a re  n o t to  be in c lu d e d  in  in v e n to ry , th e  a u d ito r  
m a y  need to  o b ta in  in fo rm a tio n  a b o u t th e  n a tu re  o f th e  goods and  th e  q u a n ti
tie s , and  m ake  a d d it io n a l in q u ir ie s  o f m an ag em en t. A u d ito rs  a lso  m ig h t in 
spect th e  s ite  to  d e te rm in e  w h e th e r a n y  o th e r in v e n to ry  has been segregated , 
and  in q u ire  o f m an ag em en t w h e th e r th e  com pany’s s h ip p in g  p o lic y  is  consis
te n t w ith  p r io r  p e rio d s  and , i f  n o t, w h y .

1.154 I f  e n titie s  have  n um erou s  s h ip p in g  lo ca tio n s , a u d ito rs  sh o u ld  con
s id e r o b se rv in g  in v e n to ry  coun ts  a t a ll lo ca tio n s  on  th e  sam e day. A lte rn a 
t iv e ly , a u d ito rs  s h o u ld  co ns ide r o b se rv in g  in v e n to ry  coun ts  a t c e rta in  lo ca tio n s  
on  an  u na nn ou nce d  bas is , to  d e te c t w h e th e r in v e n to rie s  a re  b e in g  sh ip pe d  fro m  
one e n t ity  lo c a tio n  to  a n o th e r and  reco rded  as sales.

1.155 In  s itu a tio n s  in  w h ic h  p o te n tia l obsolescence o r te chn o lo gy  issues 
m a y  pose spec ia l p ro b le m s, th e  a u d ito r  s h o u ld  co ns ide r w h e th e r th e  s ta f f  w ho  
have  been ass igned  to  observe th e  in v e n to ry  have  th e  a p p ro p ria te  experience  
a n d  t ra in in g  a n d  w h e th e r th e  e x te n t o f s u p e rv is io n  is  a p p ro p ria te  fo r  th e  
assessed le v e l o f r is k .
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Management Representations
1.156 SAS N o. 85, M a n a g e m e n t R e p re s e n ta tio n s , as am ended b y  SAS N o. 

89, A u d i t  A d ju s tm e n ts  a n d  SAS N o. 99, C o n s id e ra tio n  o f  F r a u d  in  a  F in a n c ia l  
S ta te m e n t A u d i t  (A IC P A , P ro fe s s io n a l S ta n d a rd s ,  vo l. 1, A U  sec. 333), re q u ire s  
th e  a u d ito r  to  o b ta in  w r it te n  re p re s e n ta tio n s  fro m  m an ag em en t as a p a r t  o f  an  
a u d it o f  fin a n c ia l s ta te m e n ts  p e rfo rm e d  in  accordance w ith  G A A S . S uch re p re 
s e n ta tio n s  a re  p a r t o f  th e  e v id e n tia l m a tte r  th e  in d e p e n d e n t a u d ito r  o b ta in s , 
b u t th e y  a re  n o t a s u b s titu te  fo r  th e  a p p lic a tio n  o f those  a u d it in g  p rocedures 
necessary to  a ffo rd  a reasonab le  bas is  fo r  an  o p in io n . W r it te n  re p re s e n ta tio n s  
fro m  m an ag em en t co m p le m en t o th e r a u d it in g  procedures.

1.157 SAS N o. 85 p ro v id e s  gu idance  on th e  m a tte rs  to  w h ic h  spec ific  
re p re s e n ta tio n s  sh ou ld  re la te , in c lu d in g  th e  fin a n c ia l s ta te m e n ts ; com p le te 
ness o f in fo rm a tio n ; re c o g n itio n , m e a su re m e n t and  d isc losu re ; subsequen t 
even ts ; and  a u d it a d ju s tm e n ts . E xa m p les  o f such re p re s e n ta tio n s  th a t  a re  
re le v a n t to  revenue  re c o g n itio n  in c lu d e  re p re s e n ta tio n s  th a t—

•  T he re  has been no fra u d  th a t  cou ld  have  a m a te r ia l e ffe c t on  th e  
fin a n c ia l s ta te m e n ts .

•  R e la te d -p a rty  tra n s a c tio n s , in c lu d in g  sales and  a m o un ts  rece iva b le  
fro m  re la te d  p a rtie s , have  been p ro p e rly  reco rded  and  d isclosed.

•  A l l  f in a n c ia l reco rds and  re la te d  d a ta  have  been m ade a va ila b le .
•  S ig n ific a n t e s tim a te s  and  m a te r ia l co n ce n tra tio n s  th a t  a re  re q u ire d  

to  be d isclosed in  accordance w ith  SO P 94-6 have  been d isclosed.
•  T he  e ffects o f a n y  u n co rre c te d  fin a n c ia l s ta te m e n t m is s ta te m e n ts  

agg rega ted  b y  th e  a u d ito r  d u r in g  th e  c u rre n t engagem en t and  p e r ta in 
in g  to  th e  la te s t p e rio d  p re sen te d  a re  im m a te r ia l, b o th  in d iv id u a lly  
a nd  in  th e  agg rega te , to  th e  fin a n c ia l s ta te m e n ts  ta k e n  as a w ho le . (A  
s u m m a ry  o f such ite m s  sh o u ld  be in c lu d e d  in  o r a tta ch e d  to  th e  le t te r .)

1.158 T he  re p re s e n ta tio n  le t te r  o rd in a r ily  sh ou ld  be ta ilo re d  to  in c lu d e  
a d d it io n a l a p p ro p ria te  re p re s e n ta tio n s  fro m  m an ag em en t re la t in g  to  m a tte rs  
spec ific  to  th e  e n t ity ’s bus iness o r in d u s try . T he  a u d ito r  m a y  co ns ide r i t  u s e fu l 
to  o b ta in  w r it te n  re p re s e n ta tio n s  co n ce rn ing  spec ific  revenue  re c o g n itio n  is 
sues, such  as th e  te rm s  and  co n d itio n s  o f u n u s u a l o r com p lex sales agreem ents. 
S uch  re p re s e n ta tio n s  m a y  in c lu d e  c o n firm a tio n  th a t  th e re  a re  no con tingenc ies 
th a t  a ffe c t th e  o b lig a tio n  o f custom ers to  p ay  fo r  m e rcha nd ise  p u rcha sed  and  
m a y  a lso  in c lu d e  c o n firm a tio n  re g a rd in g  th e  ex is tence  o f s ide  agreem ents.

1.159 A u d ito rs  sh ou ld  co ns ide r w h e th e r th e re  is  a need to  o b ta in  w r it te n  
re p re s e n ta tio n s  fro m  in d iv id u a ls  b e low  th e  e xecu tive  le ve l, such as sales 
p e rsonne l.

Adequacy of Disclosure
1.160 S A S  N o . 32 , A d e q u a c y  o f  D is c lo s u re  in  F in a n c ia l S ta te m e n ts  

(A IC P A , P ro fe s s io n a l S ta n d a rd s ,  vo l. 1, A U  sec. 431), re q u ire s  th e  a u d ito r  to  
express a  q u a lifie d  o r a n  adverse  o p in io n  i f  m an ag em en t o m its  fro m  th e  
fin a n c ia l s ta te m e n ts , in c lu d in g  th e  accom pany ing  notes, in fo rm a tio n  th a t  is  
re q u ire d  b y  G A A P .

1.161 T he  a u d ito r  sh o u ld  re v ie w  th e  fin a n c ia l s ta te m e n ts  to  d e te rm in e  
w h e th e r d isc losu res  a re  adequate  w ith  re g a rd  to  revenue  re c o g n itio n  p o lic ie s , 
in fo rm a tio n  a b o u t m a jo r custom ers o r s ig n if ic a n t c o n ce n tra tio n s  o f c re d it r is k , 
re la te d -p a r ty  tra n s a c tio n s , a n d  th e  e ffe c t o f s ig n ific a n t re v is io n s  to  e s tim a te s  
in  p e rcen ta ge -o f-com p le tion  co n tra c ts .
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Evaluation of Audit Evidence
1.162 SAS N o. 31 (A U  sec. 326 .25 )# s ta tes  th e  fo llo w in g .

In  e va lu a tin g  e v id e n tia l m a tte r, the  a u d ito r considers w h e the r specific a u d it 
ob jectives have been achieved. The independent a u d ito r should be tho rough in  
h is  o r h e r search fo r e v id e n tia l m a tte r and unbiased in  its  eva lua tion . In  
design ing a u d it procedures to  ob ta in  com petent e v id e n tia l m a tte r, he o r she 
should recognize the  p o s s ib ility  th a t the  fin a n c ia l s ta tem ents m ay no t be fa ir ly  
presented in  co n fo rm ity  w ith  g e ne ra lly  accepted accounting p rinc ip le s  o r a 
com prehensive basis o f accounting o th e r th a n  gene ra lly  accepted accounting 
p rinc ip le s . In  developing h is  o r h e r op in ion , the  a u d ito r should consider 
re le va n t e v id e n tia l m a tte r regard less o f w h e th e r i t  appears to  corroborate o r 
to  con tra d ic t the  assertions in  th e  fin a n c ia l statem ents. To the  ex te n t the  
a u d ito r rem a ins in  su b s ta n tia l doubt about any assertion  o f m a te ria l s ig n ifi
cance, he o r she m ust re fra in  fro m  fo rm in g  an op in ion  u n t il he o r she has 
ob ta ined su ffic ie n t com petent e v id e n tia l m a tte r to  rem ove such sub s ta n tia l 
doubt, o r the  a u d ito r m ust express a q u a lifie d  op in ion  o r a d isc la im er o f op in ion . 
[Footnotes om itted .]

1.163 SAS N o. 99, p a ra g ra p h s  68 th ro u g h  78, p ro v id e s  re q u ire m e n ts  and  
g u ida nce  fo r  e v a lu a tin g  a u d it ev idence. T he  a u d ito r  sh o u ld  e va lu a te  w h e th e r 
a n a ly t ic a l p rocedures th a t  w ere  p e rfo rm e d  as s u b s ta n tiv e  te s ts  o r in  th e  
o v e ra ll re v ie w  stage o f th e  a u d it in d ic a te  a  p re v io u s ly  un reco gn ized  r is k  o f 
m a te r ia l m is s ta te m e n t due to  fra u d . T he  a u d ito r  a lso  sh ou ld  co ns ide r w h e th e r 
responses to  in q u ir ie s  th ro u g h o u t th e  a u d it a b o u t a n a ly tic a l re la tio n s h ip s  
have  been vague  o r im p la u s ib le , o r have  p roduced  evidence th a t  is  in c o n s is te n t 
w ith  o th e r e v id e n tia l m a tte r  a ccu m u la te d  d u r in g  th e  a u d it.

# See footnote ‡ to paragraph 1.111.
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Chapter 2 

Auditing Revenue Transactions in the 
Computer Software Industry

Overview of the Computer Software Industry
2.01 E n tit ie s  th a t  p a r tic ip a te  in  th e  co m p u te r so ftw are  in d u s try  ty p ic a lly  

a re  engaged in  v a rio u s  aspects o f th e  design , deve lopm ent, c u s to m iz a tio n , 
d is t r ib u tio n , lic e n s in g , im p le m e n ta tio n , a n d  su p p o rt o f co m p u te r so ftw a re  
p ro d u c ts . A s d iscussed in  m ore  d e ta il in  th is  ch ap te r, th e  in d u s try  is  ch a ra c 
te r iz e d  b y  in te n s e  c o m p e titio n  am ong in d u s try  p la ye rs  and ra p id  te ch n o lo g ica l 
in n o v a tio n .

2.02 A u d ito rs  o f  c o m p u te r s o ftw a re  vendors  w i ll  need to  o b ta in  an  u n d e r
s ta n d in g  o f th e  c lie n t’s s o ftw a re  p ro d u c ts , services, and  d is tr ib u tio n  processes, 
as w e ll as th e  te rm s  a n d  co n d itio n s  o f sales a rrangem en ts . Such an  u n d e r
s ta n d in g  w i l l  enhance  th e  a u d ito r ’s a b il it y  to  p la n  and  p e rfo rm  a u d it in g  
p rocedures fo r  s o ftw a re  revenue  tra n s a c tio n s . In  a d d itio n , th e  a u d ito r  w i l l  
need kn ow led ge  o f  g e n e ra lly  accepted a cco u n tin g  p rin c ip le s  (G A A P ) a p p lic a b le  
to  s o ftw a re  re ve nu e  re c o g n itio n .

2.03 T h is  c h a p te r p ro v id e s  g u ida nce  on a u d it in g  so ftw are  revenue  tra n s 
a c tio n s  th a t  fa l l  w ith in  th e  scope o f S ta te m e n t o f P o s itio n  (SOP) 97-2, S o ftw a re  
R e ven ue  R e c o g n it io n ,  as am ended b y  SO P 98-9, M o d if ic a t io n  o f  S O P  9 7 -2 ,  
S o ftw a re  R evenue R eco gn ition , W ith  R espect to  C e r ta in  T ra n s a c tio n s . I t  a p 
p lie s  to  a ll e n titie s  th a t  e a rn  such revenue, w h e th e r o r n o t th e  e n titie s  re g a rd  
them se lves  as s o ftw a re  vendors . I t  does n o t a p p ly , how ever, to  revenue  e a rn e d  
fro m  th e  sa le  o f p ro d u c ts  o r se rv ices c o n ta in in g  so ftw are  th a t  is  in c id e n ta l to  
th e  p ro d u c ts  o r se rv ices as a w h o le .1

Types of Revenue Transactions
2.04 S o ftw a re  vendors  g e n e ra lly  do n o t se ll o r tra n s fe r  t i t le  to  th e ir  

p ro d u c ts  to  th e ir  cu s tom ers ; ra th e r , th e y  e a rn  revenues fro m  lic e n s in g  fees. 
Fees can re la te  to  p roducts  or, as is  fre q u e n tly  th e  case, the  licens ing  o f p roducts  
to g e th e r w ith  re la te d  se rv ices, as d iscussed  in  th e  fo llo w in g  p a ra g ra p h s .

•  P ro d u c ts .  Some so ftw a re  ve nd ors  a re  in v o lv e d  in  th e  re ta il lic e n s in g  
o f  “ s h rin k -w ra p p e d ”  so ftw a re  p ro d u c ts  to  end users. Those users  
ty p ic a lly  rece ive  no m a in te n a n ce  o r o th e r services w ith  th e  e xce p tio n  
o f  te le p h o n e  o r In te rn e t s u p p o rt, som etim es fo r a lim ite d  p e rio d  o f  
tim e . S h r in k -w ra p p e d  s o ftw a re  p ro d u c ts  fre q u e n tly  a re  m a rk e te d  
th ro u g h  d is tr ib u t io n  channe ls , such as d is tr ib u to rs  and  re s e lle rs . 
S o ftw a re  a lso  m a y  be d e liv e re d  e le c tro n ic a lly , w ith  th e  c u s to m e r 
ta k in g  possession o f th e  p ro d u c t v ia  d ow n load  o r b y  re c e iv in g  access 
codes th a t  a llo w  im m e d ia te  possession o f th e  so ftw a re  on  th e  cus
to m e r’s h a rd w a re . *

* See C hapter 1, “Overview: A u d it Issues in  Revenue Recognition,” o f th is  Guide fo r a related 
discussion o f the m atters presented in  th is  chapter.

1 For add itiona l guidance refe r to FASB Em erging Issues Task Force (E ITF) Issue No. 03-5, 
A p p lica b ility  o f AICPA Statement o f Position 97-02 to Non-Software Deliverables in  an Arrangem ent 
C onta in ing M ore-Than-Incidental Software defin ing products o r services th a t may be considered 
excluded from  the scope o f SOP 97-2.
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•  P ro d u c ts  a n d  se rv ices. M a n y  so ftw a re  vendors  a re  engaged in  p ro v id 
in g  m ore com prehensive so ftw are  “ so lu tions” to  th e ir  custom ers. In  th a t 
capacity , so ftw are  vendors license th e ir  so ftw are  products to g e th e r w ith  
p o s tc o n tra c t cu s tom er s u p p o rt (PC S); upg rades/enhancem en ts ;2 o r 
such services as in s ta lla t io n , tra in in g , o r c o n s u lta tio n . R evenue tra n s 
a c tion s  th a t  in v o lv e  b o th  p ro d u c ts  a nd  services ty p ic a lly  a re  evidenced  
b y  a license  ag ree m e n t th a t  describes th e  te rm s  and  co n d itio n s  o f th e  
a rra n g e m e n t.

2.05 T he  c o m p le x ity  o f c e rta in  s o ftw a re  p ro d u c ts  has le d  s o ftw a re  cu s tom 
ers to  d em and  m ore  services fro m  so ftw a re  vendors , in c lu d in g , fo r  exam ple , 
c o n s u ltin g , system s in te g ra tio n , and  o ng o ing  s u p p o rt. A c c o rd in g ly , as so ftw a re  
vendors  m ee t these  cu s tom er needs, th e ir  revenue  m ix  w i l l  s h if t  to w a rd  an  
inc rea se d  percen tage  o f se rv ice  revenues. A s described  in  p a ra g ra p h s  2.17 
th ro u g h  2.24, th e  b u n d lin g  o f so ftw a re  p ro d u c ts  w ith  a d d itio n a l so ftw a re  
p ro d u c ts , upg rades/enhancem en ts , PCS, o r o th e r services in  an  a rra n g e m e n t 
w ith  a cu s tom er creates w h a t is  re fe rre d  to  as a “m u ltip le -e le m e n t a rra n g e 
m e n t,”  w h ic h  can s ig n if ic a n tly  co m p lica te  th e  revenue  re c o g n itio n  process.

2.06 B a r te r3 and  o th e r n o n m o n e ta ry  exchanges also m a y  occur in  th e  
in d u s try . F o r exam ple , a so ftw a re  v e n d o r m a y  accept shares o f its  cu s tom er’s 
s tock  as p a y m e n t fo r  its  p ro d u c ts , services, o r b o th . A lso , a so ftw a re  ve n d o r 
m a y  accept a cu s tom er’s p ro d u c ts , services, o r b o th , in  exchange fo r  its  ow n. 
T he  a u d ito r  sh o u ld  c a re fu lly  e va lu a te  th e  tra n s a c tio n  i f  c o n s id e ra tio n  is  o th e r 
th a n  cash o r th e re  is  a b ack -to -b ack  tra n s a c tio n . T h is  m a y  n o t be a p p a re n t i f  
checks a re  exchanged.

Competitive Environment
2.07 T he  so ftw a re  in d u s try  is  in te n s e ly  c o m p e titiv e , and  in d u s try  p a r t ic i

p a n ts  use a v a r ie ty  o f p r ic in g  m echan ism s and  o th e r p ro d u c t o ffe rin g s  to  g a in  
m a rk e t share  a nd  increase  th e ir  in s ta lle d  cu s tom er base. T echn iques used to  
g enera te  revenues m a y  in c lu d e —

•  T he  lic e n s in g  o f “ su ite s ”  o f in te r re la te d  p ro du c ts .
•  U pg rades/enhancem en ts .
•  F ree  in s ta lla t io n , m a in te n a n ce , o r b o th .
•  Fees based on th e  n u m b e r o f u n its  d is tr ib u te d  o r th e  expected  n u m b e r 

o f users.
•  S ite  lic e n s in g  a rra n g e m e n ts .
•  T im e -based  licenses.
•  S o ftw a re  h o s tin g  a rra n g e m e n ts .

2.08 T he  c o m p e titio n  fo r  m a rk e t share  am ong  so ftw a re  vendors  g ives 
custom ers s ig n ific a n t leve rage  and  b u y in g  pow er. T h is  b u y in g  pow er, to g e th e r 
w ith  no cost o r lo w  cost o f  re p ro d u c in g  th e  s o ftw a re , crea tes a n  in c e n tiv e  fo r  
s o ftw a re  vendors  to  c u t p rices , p ro v id e  lib e ra l sales te rm s , o r g ra n t concessions 
(changes to  th e  o r ig in a l te rm s  o f th e  a rra n g e m e n t), to  m a in ta in  an  e x is tin g  o r 
o b ta in  a new  cu s tom er re la tio n s h ip . C om m on sales te rm s  o r concessions th a t 
m a y  a ffe c t reve nu e  re c o g n itio n  in  th e  so ftw a re  in d u s try  in c lu d e —

2 The term s upgrades and enhancements are used interchangeably to describe improvements to 
software products th a t are intended to extend the life  or improve s ign ifican tly  the m arke ta b ility  o f 
the o rig ina l product. As described in  paragraphs 2.20 and 2.24, upgrades/enhancements are ac
counted fo r d iffe ren tly  depending on whether they are deemed to be unspecified o r specified.

3 For add itiona l guidance the reader may consider re fe rring  to E ITF  Issue No. 99-17, Account
ing  fo r A dvertis ing  B arte r Transactions.
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•  E x te n d e d  p a y m e n t te rm s .
•  R ig h ts  to  rece ive  fu tu re  p ro d u c ts  o r services fre e  o r a t a s u b s ta n tia l

d isco un t.
•  E x te n s io n  o f  th e  c o n tra c tu a l license  te rm .
•  C a n c e lla tio n  p riv ile g e s .
•  R ig h ts  o f re tu rn , o r r ig h ts  to  re fu n d s  w ith o u t re tu rn  o f th e  so ftw a re .
•  A cceptance  clauses.
•  Rebates.
•  Issuance  o f e q u ity  o r o th e r e q u ity  in s tru m e n ts  to  custom ers.
•  A ccom m oda tions to  re s e lle rs  and  d is tr ib u to rs , such as th e  fo llo w in g :

—  P rice  p ro te c tio n  a greem ents .4
—  G u a ra n te e d  m a rg in  agreem ents .
—  R ese lle r s tock  b a la n c in g  a rra n g e m e n ts .
—  C o n s ig n m e n t sales.

•  P a r tic ip a tio n  in  fin a n c in g  a rra n g e m e n ts  fo r  its  custom ers.

2.09 In  a d d itio n  to  co m p e tin g  fo r  custom ers, so ftw a re  vendors  a lso  com 
pe te  fo r  te c h n ic a lly  s k ille d  em ployees. C o m p u te r s o ftw a re  is  a kn ow led ge - 
based  p ro d u c t, a n d  com pan ies need to  a t tr a c t and  re ta in  h ig h ly  s k ille d  
p e rson ne l to  re m a in  c o m p e titiv e . In  m a n y  geograph ic  areas, th e  d em and  fo r  
q u a lif ie d  m a n a g e ria l, resea rch  and  d eve lopm en t, te c h n ic a l, a n d  m a rk e tin g  
p e rson ne l exceeds a v a ila b ility . A s a re s u lt, s o ftw a re  vendors  have  been, and  
lik e ly  w i l l  c o n tin u e  to  be, re q u ire d  to  inc rease  com p en sa tio n  and  in c e n tiv e s  to  
c o n tin u e  to  re c ru it  and  re ta in  th e  re q u ire d  pe rsonne l. F re q u e n tly , com pensa
t io n  is  lin k e d  e ith e r  d ire c t ly  o r in d ire c tly  ( fo r  exam ple , in  th e  fo rm  o f com pany 
s tock  o r s tock  o p tio n s ) to  revenue  g ro w th .

2.10 R a p id  in n o v a tio n  and  s u b s ta n tia l te ch n o lo g ica l change a lso  ch a rac 
te r iz e  th e  in d u s try . N e w  in d u s try  p la ye rs  a n d  p ro d u c ts  c o n tin u a lly  em erge, 
and  so ftw a re  vendors  a re  u n d e r c o n s ta n t p re ssu re  to  enhance  th e  c a p a b ilit ie s  
and  q u a lity  o f th e ir  p ro d u c ts  and  services. V e nd o rs  w hose p ro d u c ts  becom e 
te c h n o lo g ic a lly  in fe r io r  becom e v u ln e ra b le  to  cu s to m e r dem ands fo r  p ric e  o r 
o th e r concessions.

2.11 A  s o ftw a re  ve n d o r’s custom ers fre q u e n tly  lo o k  a t th e ir  pu rchase  o f 
th e  ve n d o r’s p ro d u c t as p a r t  o f  a lo n g e r-te rm  re la tio n s h ip . T h is  is  p a r t ic u la r ly  
tru e  w h e n  th e  so ftw a re  p ro v id e s  a com p lex, e n te rp ris e -w id e  ty p e  o f s o lu tio n  
ve rsus  a s h rin k -w ra p  s o lu tio n  th a t  ru n s  on  a p e rso n a l co m p u te r. W ith  th e  
e n te rp ris e -w id e  s o lu tio n , th e  cu s tom er m a y  lo o k  to  th e  ve n d o r to  keep  its  
s o ftw a re  c u rre n t, fo r  exam p le , to  o pe ra te  on  new  p la tfo rm s , o r m a y  co u n t on  
th e  ve n d o r to  c o n tin u o u s ly  add  m ore  fe a tu re s  and  fu n c t io n a lity  to  th e  p u r
chased so ftw a re . In  these  s itu a tio n s , th e  cu s to m e r m a y  p lace  s ig n if ic a n t v a lu e  
on  th e  v e n d o r’s ongo ing  m a in te n a n ce  p ro g ra m , w h ic h  co u ld  be a s ig n if ic a n t 
fa c to r in  th e  cu s to m e r’s dec is ion  to  purchase  th e  ve n d o r’s s o ftw a re  in s te a d  o f 
th a t  o f  a c o m p e tito r. A s a re s u lt, cus tom ers  th a t p u rchase  e n te rp ris e -w id e  
a p p lic a tio n s  a re  in te re s te d  in  in fo rm a tio n  a b o u t th e  fe a tu re s  a nd  fu n c t io n a lity  
o f a s o ftw a re  ve n d o r’s n e x t re lease . D ep e n d in g  on w h e th e r and  how  th is  
in fo rm a tio n  is  co m m un ica te d , th e re  m a y  be a  q u e s tio n  a b o u t w h e th e r th e  
cu s to m e r is  e n tit le d  to  a spec ified  u pg ra de  r ig h t.

4 A  price-protection agreement clause requires the software vendor to rebate or cred it a portion 
o f the o rig ina l fee i f  the vendor subsequently reduces its  price fo r a product and the reseller s t ill has 
righ ts w ith  respect to th a t product.
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2.12 F o r p u b lic ly  tra d e d  so ftw a re  vendors , th e  m a rk e t p rice  o f th e  com 
p a n y ’s s tock  has im p o r ta n t s tra te g ic  im p lic a tio n s . A s p re v io u s ly  described, 
so ftw a re  vendors  fre q u e n tly  use com pany s tock  and  s tock o p tio ns  to  com pen
sa te  em ployees. The  m ore  va lu e d  th e  s tock and  o p tio ns , th e  e as ie r i t  w i l l  be fo r  
th e  com pany to  re c ru it and  re ta in  needed em ployees. A d d itio n a lly , so ftw a re  
ve nd ors  m a y  a cqu ire  o th e r e n titie s  as a m eans to  ca p tu re  m a rk e t share  o r to  
e xpand  th e  d e p th  and  b re a d th  o f p ro d u c ts  a nd  services. T he  com pany’s com 
m on  s tock fre q u e n tly  is  used to  m ake  a c q u is itio n s , so a n  in c re a s in g  s tock  p rice  
w i l l  g re a tly  enhance a com pany’s a b il ity  to  p u rsu e  these  g ro w th  s tra teg ie s .

2.13 A u d ito rs  sh o u ld  be a w a re  th a t  s tock  m a rk e t v a lu a tio n s  fo r  so ftw a re  
vendors  a re  sub jec t to  s ig n ific a n t v o la t i l i t y  and  a re  d ependen t on  g ro w th  in  
revenues and  e a rn in g s . A c c o rd in g ly , th e  a b il it y  to  reco rd  revenue  in  a p a r tic u 
la r  re p o r tin g  p e rio d  can have  a s ig n if ic a n t e ffe c t on a com pany’s s tock p rice . A s 
described  in  p a ra g ra p h  2 .38, a m o tiv a tio n  to  achieve  u n d u ly  aggressive  o r 
c le a rly  u n re a lis t ic  ta rg e ts  fo r  revenue  g ro w th  crea tes a r is k  fa c to r re la t in g  to  
m is s ta te m e n ts  a r is in g  fro m  fra u d u le n t f in a n c ia l re p o rtin g .

2.14 T he  p ressu re  to  m ee t q u a r te r ly  o r a n n u a l e a rn in g s  e xpec ta tions  
crea tes a s tro n g  in c e n tiv e  fo r  e n titie s  to  com p le te  tra n s a c tio n s  b y  th e  end  o f th e  
re p o r tin g  pe rio d . E ve n  e n titie s  th a t  a re  n o t y e t p u b lic  b u t a re  p o s itio n in g  
th em se lve s  fo r  a p u b lic  o ffe r in g  m a y  have  a n  in c e n tiv e  to  d e m o n s tra te  a h is to ry  
o f re c e n t reve nu e  g ro w th . C us tom ers  can ta k e  advan tage  o f th is  d es ire  to  m ee t 
revenue  expe c ta tio n s  b y  fo rc in g  s o ftw a re  vendors  to  lo w e r p rices  o r p ro v id e  
m ore  lib e ra l sales te rm s  in  c o n tra c ts  n e g o tia te d  n e a r th e  end  o f a re p o r tin g  
p e rio d . F o r these  reasons, i t  is  com m on fo r  so ftw a re  vendors  to  have  a s ig n if i
c a n t n u m b e r o f sales n e a r th e  end o f a re p o r tin g  p e rio d . A s described  in  
p a ra g ra p h  2.33, s ig n ific a n t tra n s a c tio n s  n e a r th e  end  o f a re p o r tin g  p e rio d  
g e n e ra lly  le a d  to  an  increased  r is k  o f m a te r ia l m is s ta te m e n t.

Summary of Significant Accounting Guidance Relevant 
to Software Revenue Recognition5

Software Revenue Recognition
2.15 SO P 97-2 p ro v id e s  th e  p r im a ry  gu idance  on a cco u n tin g  fo r  so ftw a re  

revenue  re c o g n itio n .6 A s se t fo r th  in  SO P 97-2 , revenue  sh o u ld  be recogn ized  
w h e n  a ll o f  th e  fo llo w in g  c r ite r ia  a re  m e t.

•  P e rs u a s iv e  ev ide nce  o f  a n  a rra n g e m e n t e x is ts . W ith  th e  excep tion  o f 
th e  packaged so ftw a re  sector o f th e  in d u s try , m o s t so ftw a re  vendors  
re ly  on  w r it te n  co n tra c ts  to  d ocu m e n t th e  a rra n g e m e n t w ith  th e ir  
custom ers. T he  c o n tra c t sh o u ld  be fu l ly  execu ted  b y  b o th  p a rtie s . 
V e nd o rs  th a t  n o rm a lly  do n o t re ly  on  co n tra c ts  sh o u ld  have  o th e r 
ev idence, fo r  exam ple , purchase  o rde rs  o r o n lin e  a u th o riz a tio n s , to  
d ocu m e n t tra n s a c tio n s .

5 This discussion provides an overview o f the s ign ifican t accounting guidance relevant to 
software revenue recognition and is intended m erely to provide background in fo rm ation  fo r the 
aud iting  guidance th a t follows. Readers who w ish to im plem ent accounting standards related to 
software revenue recognition should refe r to the applicable pronouncements. A  lis t o f accounting 
lite ra tu re  th a t is relevant to software revenue recognition is included in  Appendix A  to th is  Guide.

6 In  addition, AICPA sta ff, in  conjunction w ith  industry  experts, have developed a num ber o f 
AICPA Technical Practice Aids (TPA) in  a question-and-answer fo rm at on various financia l account
ing  and reporting  issues related to Statem ent o f Position (SOP) 97-2, Software Revenue Recognition. 
See Appendix A  to th is  Guide.
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•  D e liv e ry  h a s  o c c u rre d . W ith  c e rta in  excep tions ,7 d e liv e ry  is  cons id 
e red  to  have occurred  upo n  th e  tra n s fe r  o f th e  p ro d u c t m a s te r o r th e  
f ir s t  copy, as app licab le  (w ith  th e  a b ility  to  re tr ie v e  an  e lectron ic dow n
load, few er vendors are p h y s ic a lly  sh ip p in g  d isks). The d e liv e ry  o f an  
e le m e n t is  considered  n o t to  h ave  occu rred  i f  th e re  a re  u n d e liv e re d  
e lem en ts  th a t a re  e sse n tia l to  th e  fu n c t io n a lity  o f th e  d e liv e re d  e le 
m e n t, because th e  cu s tom er w o u ld  n o t have  th e  fu l l  use o f th e  d e live re d  
e le m e n t. A fte r  d e liv e ry , i f  u n c e r ta in ty  ex is ts  a b o u t cu s tom er accep
tance  o f th e  so ftw a re , license  reve nu e  sh o u ld  n o t be recogn ized  u n t i l  
acceptance occurs. I t  is  n o t unco m m on  fo r  so ftw a re  vendors  to  inc lu de  
acceptance clauses in  th e ir  a rrangem en ts  w ith  th e ir  custom ers.

A d d it io n a lly , S e c u ritie s  and  E xch an g e  C om m iss io n  (S E C ) S ta ff  A c 
c o u n tin g  B u lle t in  (S A B ) N o. 101, R e ven ue  R e c o g n it io n  in  F in a n c ia l  
S ta te m e n ts , as am ended  a n d  c o d ifie d  b y  S A B  N o. 103, U p d a te  a n d  
C o d if ic a t io n  o f  S t a f f  A c c o u n t in g  B u l le t in s  (C o d ific a tio n  o f S ta f f  A c 
c o u n tin g  B u lle tin s , T o p ic  13, R e ve n u e  R e c o g n it io n )  as am ended  b y  
S A B  N o. 104, R e v is io n  o f  T o p ic  1 3  (C o d ific a tio n  o f S ta ff  A c c o u n tin g  
B u lle t in s , T op ic  13: R e ve n u e  R e c o g n it io n ,  S e c tion  A -S e le c te d  R e ve n u e  
R e c o g n it io n  Is s u e s ) p ro v id e s  g u id a n ce  on reve nu e  re c o g n itio n  th a t  
a p p lie s  to  th e  f in a n c ia l s ta te m e n ts  o f  SEC re g is tra n ts . A s n o te d  in  
S A B  N o. 101, as am ended  a n d  c o d ifie d  in to  T o p ic  13: R e ve n u e  R e cog 
n i t io n ,  w ith  resp ec t to  ta n g ib le  p ro d u c ts , t i t le  tra n s fe r  sh o u ld  occur 
to  s a tis fy  th e  d e liv e ry  c r ite r io n . Because t i t le  to  p ro d u c ts  does n o t 
tra n s fe r  be fo re  d e liv e ry  to  th e  cu s to m e r in  a f r e ig h t on  b o a rd  (F O B ) 
d e s tin a tio n  s h ip m e n t, re ve n u e  s h o u ld  n o t be reco gn ized  u n t i l  d e liv 
e ry  to  th e  d e s ig n a te d  lo c a tio n  has occu rred . U n le ss  o th e rw is e  p ro 
v id e d  b y  a u th o r ita t iv e  l ite ra tu re ,  th e  SEC s ta f f  a p p lie s  th is  sam e 
a n a ly s is  to  in te lle c tu a l p ro p e rty  p h y s ic a lly  d e liv e re d  on  a ta n g ib le  
m e d iu m , such as a com pact d isc , as i t  does to  th e  d e liv e ry  o f ta n g ib le  
p ro p e rty .

A lso , th e  in te rp re t iv e  response to  SA B  N o. 101, as am ended  and  
c o d ifie d  in to  T op ic  13: R e ven ue  R e c o g n it io n ,  A .3  (d ), fo rm e rly  Q u e s tio n  
3 in  SA B N o. 101 s ta te s  th a t  “ i f  a  licen sed  p ro d u c t o r te chn o lo gy  is  
p h y s ic a lly  d e live re d  to  th e  cu s to m e r, b u t th e  license  te rm  has n o t y e t 
begun , revenue  sh o u ld  n o t be recogn ized  p r io r  to  in c e p tio n  o f  th e  
license  te rm .” 8

•  T h e  s o ftw a re  v e n d o r ’s fee is  f i xe d  o r  d e te rm in a b le .  SO P 97-2  p ro v id e s  
d e ta ile d  gu idance  on d e te rm in in g  w h e th e r a so ftw a re  ve n d o r’s fee is  
fix e d  o r d e te rm in a b le . A s  n o te d  in  p a ra g ra p h  2.08, s o ftw a re  vendors  
co m m on ly  g ra n t th e ir  cu s tom ers  in c e n tiv e s  o r concessions th a t  m a y  
a ffe c t th e  d e te rm in a tio n  o f  re ve n u e  re c o g n itio n . Sales te rm s  th a t  m a y  
in d ic a te  th e  ve n d o r’s fee is  n o t  f ix e d  o r d e te rm in a b le  in c lu d e —
—  E x te n d e d  p a y m e n t te rm s . A n y  ex tended  p a y m e n t te rm s  in  a 

so ftw a re  lic e n s in g  a rra n g e m e n t m a y  in d ic a te  th a t  th e  fee is  n o t 
fix e d  o r d e te rm in a b le . M o re o ve r, i f  a s u b s ta n tia l p o r tio n  o f th e  fee 
is  n o t due w ith in  one y e a r o f  d e liv e ry  o r e x p ira tio n  o f  th e  license  
te rm , i t  is  p re s u m e d  th a t th e  vendor’s fee is  n o t fixe d  o r d e te rm ina b le .

7 For example, see Em erging Issues Task Force (E ITF ) Issue No. 00-3, A pp lica tion  o f AICPA  
Statement o f Position 97-2, Software Revenue Recognition, to Arrangements That Include the R igh t to 
Use Software Stored on A nother E n tity ’s H ardw are.

8 See AICPA TPA 5100.70, “Effects o f Commencement o f an In it ia l License Term and Software 
Revenue Recognition.”
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W h ile  a so ftw a re  ve n d o r m a y  n o t have  extended  p a ym e n t te rm s , 
n o t e n fo rc in g  p a y m e n t te rm s  is  a fo rm  o f concession.

—  C a n c e lla t io n  p r iv ile g e s . Fees fro m  licenses th a t  a re  cance lab le  b y  
custom ers a re  n e ith e r fix e d  n o r d e te rm in a b le  u n t i l  th e  ca nce lla 
t io n  p riv ile g e s  lapse.

•  C o lle c t ib i l i t y  is  p ro b a b le .  T he  te rm  p ro b a b le  m eans th a t  c o lle c tio n  o f 
th e  fee is  l ik e ly  to  occur.9 N o  p o rtio n  o f th e  fee m eets th e  c r ite r io n  o f 
c o lle c tib ility  i f  th e  p o rtio n  o f th e  fee a llocab le  to  d e live re d  e lem en ts  is  
su b jec t to  fo r fe itu re , re fu n d , o r o th e r concessions i f  a n y  o f th e  u n d e liv 
e red  e lem ents are n o t de livered . To m eet th is  re q u irem en t, m anagem ent 
m u s t in te n d  n o t to  p ro v id e  re fu n d s  o r concessions th a t  a re  n o t re q u ire d  
u n d e r th e  p ro v is io n s  o f th e  a rra n g e m e n t.

2.16 S o ftw a re  deve lopers, in c lu d in g  p ro v id e rs  o f s h rin k -w ra p p e d  s o ft
w a re , o fte n  d is tr ib u te  th e ir  p ro d u c ts  th ro u g h  re se lle rs . P a ra g ra p h  30 o f SO P 
97-2 p ro v id e s  a l is t  o f fa c to rs  to  co ns ide r in  e v a lu a tin g  w h e th e r th e  fix e d  o r 
d e te rm in a b le  fee and  c o lle c tib ility  c r ite r ia  fo r  revenue  re c o g n itio n  a re  m e t. In  
g en e ra l, these  fa c to rs  in c lu d e —

•  In d ic a tio n s  th a t  p a y m e n t fro m  th e  re s e lle r is  s u b s ta n tia lly  co n tin g e n t 
on  th e  re s e lle r ’s success in  d is t r ib u t in g  in d iv id u a l u n its  o f th e  p ro d u c t.

•  F in a n c ia l c o n d itio n s  th a t  in d ic a te  th e  re s e lle r is  u n a b le  to  m ake  fix e d  
o r d e te rm in a b le  p a ym e n ts  u n t i l  i t  co llec ts  cash fro m  its  custom ers.

•  In a b ili ty  to  re a son ab ly  e s tim a te  fu tu re  re tu rn s , as described  in  p a ra 
g ra ph s  2.27 th ro u g h  2.30 o f th is  ch ap te r.

•  P rice  p ro te c tio n  agreem ents  in  w h ic h  th e  ve n d o r is  u n a b le  to  reason 
a b ly  e s tim a te  fu tu re  p rice  changes o r i f  s ig n ific a n t u n c e rta in tie s  e x is t 
a b o u t th e  v e n d o r’s a b il it y  to  m a in ta in  its  p rice .

2.17 A s described  in  p a ra g ra p h  2.05, i t  is  becom ing  in c re a s in g ly  com m on 
fo r  s o ftw a re  vendors  to  b u n d le  th e ir  p ro d u c ts  w ith  a d d itio n a l so ftw a re  p ro d 
u c ts , upg rades /enhancem en ts , PCS, o r o th e r services. SO P 97-2 re fe rs  to  these  
a rra n g e m e n ts  as “m u ltip le -e le m e n t a rra n g e m e n ts ”  and  in c lu d e s  gu idance  on 
how  to  a llo ca te  fees to  each e le m e n t o f th e  a rra n g e m e n t. The  p o rtio n  o f th e  fee 
a llo ca te d  to  an  e le m e n t sh ou ld  be recogn ized  as revenue  w he n  a ll th e  revenue  
re c o g n itio n  c r ite r ia  spec ified  in  SO P 97-2 have  been m e t re la te d  to  th a t  
e le m e n t.

2.18 SO P 97-2 re q u ire s  th e  use o f ve n d o r-sp e c ific  ob jec tive  evidence 
(V S O E ) o f fa ir  v a lu e  w h e n  a llo c a tin g  th e  fee to  v a rio u s  e lem en ts  in  a m u ltip le -  
e le m e n t a rra n g e m e n t. P a ra g ra p h  10 o f SO P 97-2 lim its  V S O E  o f  fa ir  va lu e  to —

•  The  p rice  charged  w h e n  th e  sam e e le m e n t is  so ld  se p a ra te ly .
•  I f  th e  e le m e n t is  n o t y e t b e in g  so ld  se p a ra te ly , th e  p rice  fo r  each 

e le m e n t e s ta b lish e d  b y  m an ag em en t h a v in g  th e  re le v a n t a u th o r ity ; i t  
m u s t be p ro ba b le  th a t  th e  p ric e , once e s tab lish ed , w i l l  n o t change 
be fo re  th e  separa te  in tro d u c tio n  o f th e  e le m e n t in to  th e  m a rke tp la ce . 
W h e n  s u ffic ie n t V S O E  does n o t e x is t, a ll revenue  fro m  th e  a rra n g e 
m e n t is  d e fe rre d  u n t i l  th e  e a r lie r  o f th e  p o in t a t w h ic h  (a) such  V S O E  
does e x is t,10 o r (b ) a ll e le m e n ts  o f th e  a rra n g e m e n t have  been d e liv 
ered. C e rta in  excep tions to  th is  ru le  a re  d iscussed in  p a ra g ra p h  12 o f

9 SOP 97-2 uses the te rm  probable as th a t te rm  is defined in  F inancia l Accounting Standards 
Board (FASB) S tatem ent o f F inancia l Accounting Standards No. 5, Accounting fo r Contingencies.

10 See AICPA TPA 5100.38, “Subsequent Event Related to Vendor-Specific Objective Evidence 
fo r Software Revenue Recognition.”
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SO P 97-2. In  a d d itio n , SO P 98-9  m o d ifie d  SO P 97-2 to  re q u ire  th e  use 
o f th e  “ re s id u a l m e th o d ” in  s itu a tio n s  w h e re  V S O E  e x is ts  fo r  a l l  
u n d e liv e re d  e lem en ts  b u t does n o t e x is t fo r  one o r m ore  o f th e  d e liv e re d  
e lem en ts . U n d e r th e  re s id u a l m e th o d , th e  u n d isco u n te d  V S O E  o f fa ir  
v a lu e  o f th e  u n d e liv e re d  e le m e n ts  is  d e fe rre d , a n d  th e  d iffe re n ce  
(re s id u a l) b e tw een  th e  to ta l fee a n d  th e  a m o u n t d e fe rre d  fo r  th e  
u n d e liv e re d  e le m e n ts  is  recogn ized  as revenue  re la te d  to  th e  d e liv e re d  
e lem en ts .

2.19 A s n o te d  in  p a ra g ra p h  2.05, m a n y  so ftw a re  vendors  d e riv e  a n  in 
c re a s in g  pe rcen tage  o f  th e ir  revenues fro m  p ro v id in g  services. SO P 97-2 p ro 
v ide s  se pa ra te  a cco u n tin g  gu idance  fo r  PCS services and  services o th e r th a n  
P C S -re la te d  services.

2.20 PCS in c lu d e s  those  a c tiv it ie s  u n d e rta k e n  a fte r  th e  p ro d u c t has been 
re leased  to  co rre c t e rro rs 11 o r keep th e  p ro d u c t u p d a te d  w ith  c u rre n t in fo rm a 
tio n . T y p ic a l PCS a rra n g e m e n ts  in c lu d e  te lep ho ne  s u p p o rt a nd  u n sp e c ifie d  
p ro d u c t upg rades /enhancem en ts  deve loped b y  th e  ve n d o r d u r in g  th e  p e rio d  in  
w h ic h  th e  PCS is  p ro v id e d . In  some in s ta n ce s , a  s o ftw a re  ve n d o r m a y  have  an  
im p lie d  PCS a rra n g e m e n t w ith  its  cus tom ers , even in  th e  absence o f  a w r it te n  
c o n tra c t a ckn o w le d g in g  th e  PCS a rra n g e m e n t. F o r exam ple , an  im p lie d  PCS 
a rra n g e m e n t m a y  occur w h e n  th e  v e n d o r has a h is to r ic a l p a tte rn  o f  re g u la r ly  
p ro v id in g  a ll custom ers o r c e rta in  k in d s  o f custom ers w ith  th e  se rv ices o r 
u n sp e c ifie d  p ro d u c t upg rades /enhancem en ts  n o rm a lly  associa ted  w ith  PCS, o r 
i f  th e  ve n d o r p ro v id e s  free  upg rades /enhancem en ts  th ro u g h  a  W eb s ite .

2.21 T he  fa ir  v a lu e  o f PCS in  a  m u ltip le -e le m e n t a rra n g e m e n t n o rm a lly  
is  d e te rm in e d  b y  re fe rence  to  th e  p ric e  th e  cu s to m e r w o u ld  p ay  fo r  PCS w h e n  
i t  is  so ld  se p a ra te ly , th a t  is , th e  re n e w a l ra te .12 Because PCS services a re  
p re sum ed  to  be p ro v id e d  ra ta b ly , th e  p o r tio n  o f th e  fee a llo ca te d  to  PCS 
g e n e ra lly  sh o u ld  be recogn ized  ra ta b ly  ove r th e  c o n tra c tu a l o r expected  p e rio d  
o f  service.

2.22 S erv ice  e le m e n ts  o th e r th a n  P C S -re la te d  services in c lu d e  tra in in g , 
in s ta lla t io n , o r c o n s u ltin g . C o n s u ltin g  serv ices o fte n  in c lu d e  im p le m e n ta tio n  
s u p p o rt, s o ftw a re  d es ign  o r d eve lo pm e n t, o r th e  c u s to m iz a tio n  o r m o d ific a tio n  
o f  th e  licen sed  so ftw a re . SO P 97-2 s ta te s  th a t  sepa ra te  a cco u n tin g  fo r  a  se rv ice  
e le m e n t o f an  a rra n g e m e n t to  d e liv e r so ftw a re  and  serv ices a p p lie s  o n ly  i f  
s u ffic ie n t V S O E  e x is ts  to  p e rm it a llo c a tio n  o f  th e  revenue  to  th e  v a rio u s  
e le m e n ts  o f th e  a rra n g e m e n t, and  b o th  o f th e  fo llo w in g  c r ite r ia  a re  m e t.

•  T he  serv ices a re  n o t e sse n tia l to  th e  fu n c t io n a lity  o f a n y  o th e r e le m e n t 
o f th e  tra n s a c tio n .

•  T he  services a re  described  in  th e  c o n tra c t such th a t  th e  to ta l p rice  o f 
th e  a rra n g e m e n t w o u ld  be expected  to  v a ry  as th e  re s u lt o f  in c lu s io n  
o r e xc lu s io n  o f th e  services.

2.23 I f  th e  se rv ice  e lem en ts  o th e r th a n  P C S -re la te d  services m ee t th e  
c r ite r ia  fo r  separa te  accounting, revenue a lloca ted  to  th e  service e lem ents sh o u ld  
be re co g n ize d  as th e  se rv ices  a re  p e rfo rm e d . I f  th e  n a tu re  o f th e  se rv ice s  is  
su ch  th a t  th e  se rv ice  e le m e n ts  o th e r th a n  P C S -re la te d  services do n o t  q u a lify  
fo r  se pa ra te  a cco u n tin g  as a se rv ice , th e  s o ftw a re  v e n d o r w o u ld  be re q u ire d  to  
accou n t fo r  b o th  th e  so ftw a re  a n d  se rv ice  e le m e n ts  o f th e  a rra n g e m e n t u s in g

11 See AICPA TPA 5100.43, “Corrections o f E rrors in  Com puter Software (Bug Fixes).”
12 See AICPA TPA 5100.44, “Postcontract Custom er Support D u ring  the Deployment Phase o f 

Com puter Software.”
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lo n g -te rm  c o n tra c t a ccou n tin g  as described  in  A c c o u n tin g  R esearch B u lle t in  
(A R B ) No. 45 ,  L o n g -T e rm  C o n s tru c tio n -T y p e  C o n tra c ts , and  SOP 81-1, A c c o u n tin g  
f o r  P e rfo rm a n c e  o f  C o n s tru c tio n -T y p e  a n d  C e r ta in  P ro d u c t io n -T y p e  C o n tra c ts .  
C o n tra c t a cco u n tin g  a lso  is  re q u ire d  w h e ne ve r an  a rra n g e m e n t b e tw een  a 
s o ftw a re  ve n d o r and  its  cu s tom er re q u ire s  s ig n ific a n t p ro d u c tio n , m o d ific a tio n , 
o r c u s to m iz a tio n  o f so ftw a re .

2.24 A s no te d  in  p a ra g ra p h  2 .20, th e  PCS e le m e n t o f an  a rra n g e m e n t m a y  
in c lu d e  th e  r ig h t  to  rece ive  u n s p e c if ie d  upg rades o r enhancem en ts  on a w hen- 
a n d -if-a v a ila b le  basis. A  m u ltip le -e le m e n t a rra n g e m e n t a lso m a y  in c lu d e  a 
c o n tra c tu a l o r im p lie d  u pg rade  r ig h t  fo r  a s p e c ifie d  u pg rade /enhancem en t. 
Once an  u pg ra de  r ig h t  is  spec ified , i t  m u s t be tre a te d  as a sepa ra te  e le m e n t 
even i f  th e  cu s tom er is  e n tit le d  to  rece ive  i t  u n d e r PCS. Because th e  so ftw a re  
ve n d o r m a y  n o t s e ll th e  u p g ra d e  s e p a ra te ly , th e  v e n d o r m a y  n o t h a ve  V S O E  
o f fa ir  v a lu e  fo r  th e  u pg rade . T hu s , th e  e n tire  sa le  m ig h t be d e fe rre d  u n t i l  th e  
u pg ra de  is  d e live re d . T h is  is  v e ry  ty p ic a l w he n  a so ftw a re  com pany announces 
a p ro d u c t re lease  b e fo re  a p e rio d  end b u t th e  so ftw a re  is  n o t g e n e ra lly  a v a ila b le  
u n t i l  a fte r  th e  re p o r tin g  pe riod .

Barter and Other Nonmonetary Transactions
2.25 A s n o ted  in  p a ra g ra p h  2.06, so ftw a re  vendors  som etim es e n te r in to  

b a r te r  tra n s a c tio n s  o r n o n m o n e ta ry  exchanges.13 A c c o u n tin g  P rin c ip le s  B o a rd  
(A P B ) O p in io n  N o. 29, A c c o u n t in g  f o r  N o n m o n e ta ry  T ra n s a c t io n s ,  p ro v id e s  
gu idance  on th e  a ccou n tin g  fo r  n o n m o n e ta ry  exchanges. G e n e ra lly , a n o n 
m o n e ta ry  tra n s a c tio n  th a t  is  th e  c u lm in a tio n  o f th e  e a rn in g s  process re s u lts  in  
th e  re c o g n itio n  o f g a in  o r loss, m easured  based on th e  fa ir  va lu e  o f th e  assets 
in v o lv e d  to  th e  e x te n t th a t  th e  fa ir  v a lu e  can be re a son ab ly  d e te rm in e d . A  
tra n s a c tio n  th a t  is  n o t a c u lm in a tio n  o f th e  e a rn in g s  process is  based on th e  
reco rded  a m o u n t o f th e  asset re lin q u is h e d .

Accounting for Price Protection Agreements
2.26 A  p rice  p ro te c tio n  c lause  re q u ire s  th e  so ftw a re  m a n u fa c tu re r to  

re b a te  o r c re d it a p o rtio n  o f th e  sales p rice  i f  th e  m a n u fa c tu re r su bse qu en tly  
reduces its  p rice  fo r  a p ro d u c t and  th e  d is tr ib u to rs  and  re se lle rs  a re  e n tit le d  to  
th e  b e n e fits  o f th e  p rice  concession fo r  p a s t sales o r fo r  so ftw a re  in  in v e n to ry . 
A  s o ftw a re  m a n u fa c tu re r s h o u ld  p ro v id e  a p p ro p ria te  a llow ances fo r  such  p rice  
concessions a t th e  da te  th e  p ric e  concessions a re  a u th o riz e d .

Sales Returns
2.27 I t  is  com m on fo r  so ftw a re  vendors  to  p ro v id e  th e ir  custom ers w ith  

r ig h ts  o f  re tu rn . F in a n c ia l A c c o u n tin g  S ta n d a rd s  B o a rd  (F A S B ) S ta te m e n t o f 
F in a n c ia l A c c o u n tin g  S ta n d a rd s  N o. 48, R e ven ue  R e c o g n it io n  W hen  R ig h t  o f  
R e tu rn  E x is ts ,  specifies how  an  e n t ity  sh ou ld  accoun t fo r  sales o f  its  p ro d u c ts  
in  w h ic h  th e  b u y e r has a r ig h t  to  re tu rn  th e  p ro d u c t. P a ra g ra p h  6 o f F A S B  
S ta te m e n t N o. 48  p rov ides  a l is t  o f  c o n d itio n s , a ll  o f  w h ic h  m u s t be m e t to  
recogn ize  revenue  fro m  th e  tra n s a c tio n  a t th e  tim e  o f sale. O ne o f  these  
c o n d itio n s  is  th a t  th e  a m o u n t o f fu tu re  re tu rn s  can be re a son ab ly  e s tim a te d .

2.28 P a ra g ra p h  8 o f F A S B  S ta te m e n t N o . 48 lis ts  fa c to rs  th a t  m a y  im p a ir  
th e  a b il it y  to  m ake  a  reasonab le  e s tim a te  o f p ro d u c t re tu rn s  and  concludes b y

13 See AICPA TPAs 5100.46, “Nonm onetary Exchanges o f Software (P art I),” and 5100.47, 
“N onm onetary Exchanges o f Software (P art I I) .”
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s ta tin g  th a t  “ o th e r fa c to rs  m a y  p re c lu d e  a reasonab le  e s tim a te ”  o f p ro d u c t 
re tu rn s . In  th e  in te rp re t iv e  response to  SA B  N o. 101, as am ended and  co d ifie d  
in to  T op ic  13: R e ven ue  R e c o g n it io n ,  A .4  (b), fo rm e rly  Q u e s tio n  9 o f SA B  No. 
101, SEC s ta f f  l is t  th e  fo llo w in g  fa c to rs  th a t  m a y  p re c lu d e  an  SEC re g is tra n t 
fro m  m a k in g  reasonab le  and  re lia b le  e s tim a te s  o f p ro d u c t re tu rn s .

•  S ig n ific a n t increases in  o r excess leve ls  o f in v e n to ry  in  a d is tr ib u tio n  
ch a n n e l (som etim es re fe rre d  to  as “ ch a n n e l s tu ff in g ” )

•  L a c k  o f  “v is ib i l it y ” in to  o r th e  in a b il i ty  to  d e te rm in e  o r observe th e  
leve ls  o f  in v e n to ry  in  a  d is tr ib u t io n  ch a n n e l and  th e  c u rre n t le v e l o f 
sales to  end  users

•  E xpec ted  in tro d u c tio n s  o f  new  p ro d u c ts  th a t  m a y  re s u lt in  th e  te ch n o 
lo g ic a l obsolescence o f a n d  la rg e r  th a n  expected re tu rn s  o f c u rre n t 
p ro d u c ts

•  T he  s ig n ifica n ce  o f a p a r t ic u la r  d is t r ib u to r  to  th e  re g is tra n t’s (o r a 
re p o r tin g  segm en t’s) bus iness, sa les, and  m a rk e tin g

•  T he  new ness o f a p ro d u c t
•  T he  in tro d u c tio n  o f c o m p e tito rs ’ p ro d u c ts  w ith  s u p e rio r te chn o lo gy  o r 

g re a te r expected  m a rk e t acceptance, and  o th e r fa c to rs  th a t  a ffe c t 
m a rk e t dem and  and  c h a n g in g  tre n d s  in  th a t  dem and  fo r  th e  re g is 
t r a n t ’s p ro d u c ts

2.29 In  co n s id e rin g  th e  a p p lic a tio n  o f F A S B  S ta te m e n t N o. 48 to  a  new  
com pany o r a com pany e n te rin g  a  new  lin e  o f bus iness , th e  SEC s ta f f  be lieves 
th e  focus s h o u ld  be on th e  s u b s ta n tiv e  fa c to rs  th a t  m a y  a ffe c t th e  re g is tra n t’s 
a b il it y  to  m ake  reasonab le  e s tim a te s  o f p ro d u c t re tu rn s . F o r exam p le , com pa
n ies m a y  a d o p t new  bus iness m odels th a t  in v o lv e  s ig n if ic a n t changes to  th e  
w a y  s im ila r  p ro d u c ts  have  tra d it io n a lly  been s u p p lie d , such as th e  use o f  new  
d is tr ib u t io n  channe ls , th e  e lim in a tio n  o f d is tr ib u to rs  o r re s e lle rs , o r th e  s u p p ly  
o f  a b ro a d e r se le c tion  o f p ro d u c ts . Such fa c to rs  m a y  im p a ir  a com pany’s a b il it y  
to  m ake  a reasonab le  e s tim a te  o f  re tu rn s .

2.30 In  c ircu m stan ces  w h e re  a re g is tra n t concludes th a t  i t  ca n n o t reason 
a b ly  e s tim a te  th e  a c tu a l r e tu rn  ra te  due to  a  p ro d u c t’s lim ite d  h is to ry , th e  SEC 
s ta f f  a lso  be lieves th a t  d e fe rr in g  reve nu e  based on a n  e s tim a te  o f th e  m a x im u m  
poss ib le  re tu rn s , and  re co g n iz in g  reve nu e  fo r  th e  p o r tio n  o f th e  sales th a t  
exceeds th e  m a x im u m  e s tim a te d  re tu rn  ra te , is  in c o n s is te n t w ith  F A S B  S ta te 
m e n t N o. 4 8 .14

Audit Planning
2.31 S ta te m e n t on  A u d it in g  S ta n d a rd s  (S AS ) N o. 22, P la n n in g  a n d  S u 

p e rv is io n  (A IC P A , P ro fe s s io n a l S ta n d a rd s ,  vo l. 1, A U  sec. 311 ),† re q u ire s  
a u d ito rs  to  g a in  an  u n d e rs ta n d in g  o f th e ir  c lie n t’s bus iness a nd  th e  in d u s try  in  
w h ic h  i t  ope ra tes. T h is  u n d e rs ta n d in g  s h o u ld  be o b ta in e d  d u r in g  th e  p la n n in g  
phase o f th e  a u d it, a n d  th e  le v e l o f kn ow led ge  s h o u ld  be s u ffic ie n t to  enab le  th e  
a u d ito r  to  u n d e rs ta n d  th e  even ts , tra n s a c tio n s , a n d  p ra c tice s  th a t  m a y  have  a 
s ig n if ic a n t e ffe c t on  th e  fin a n c ia l s ta te m e n ts . F o r s o ftw a re  reve nu e  tra n s a c 
tio n s , th e  a u d ito r  s h o u ld  co ns ide r o b ta in in g  in fo rm a tio n  re la t in g  to —  * †

14 See SAB No. 101, as amended and codified in to  Topic 13: Revenue Recognition, A.4 (b), 
fo rm erly  Question 27 in  S ta ff Accounting B u lle tin  No. 101, Revenue Recognition in  F ina n c ia l State
ments—Frequently Asked Questions and Answers.

† See Preface fo r detailed description o f substan tia l proposed changes to the auditors ris k  
assessment approach.
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•  T he  ty p e  o f so ftw a re  b e in g  deve loped and  m a rke te d .
•  T he  so ftw a re  v e n d o r’s deve lo pm e n t schedule, w h ic h  in c lu d e s  d e ta ils  

o f fe a tu re s  and  fu n c t io n a lity  a nd  e s tim a te d  re lease dates.
•  T he  v e n d o r’s m a rk e tin g  s tra te g y  fo r  its  p roduc ts .
•  T he  n a tu re  o f th e  cu s tom er base, fo r  exam ple , w h e th e r i t  in c lu d e s  

re se lle rs , end users, o r b o th .
•  T he  types  o f a rra n g e m e n ts  th e  com pany ty p ic a lly  e n te rs  in to  w ith  its  

custom ers.
•  T he  n a tu re  and  e x te n t o f a n y  services p ro v id e d  in  a rra n g e m e n ts  and  

th e  re la te d  e ffe c t on th e  re c o g n itio n  o f revenue  in c lu d in g , fo r  exam ple , 
w h e th e r c o n tra c t a ccou n tin g  sh o u ld  be used.

•  T he  c o m p e titiv e  e n v iro n m e n t.
•  H ow  th e  so ftw a re  ve n d o r’s cu s tom er uses th e  so ftw are .
•  T he  n a tu re  o f services p ro v id e d  and  th e ir  im p a c t on  th e  re c o g n itio n  o f 

th e  so ftw a re  license  revenue.

2.32 S o ftw a re  sales tra n s a c tio n s  m a y  in v o lv e  com p lex revenue  re co g n i
t io n  issues and  m a y  re q u ire  th e  a ss ig n m e n t o f m ore  experienced  a u d ito rs  to  
p e rfo rm  th e  s u b s ta n tiv e  a u d it p rocedures a p p lie d  to  revenue  re c o g n itio n  and  
m ore  e x ten s ive  s u p e rv is io n . G e n e ra lly  accepted a u d it in g  s ta n d a rd s  (G A A S ) 
re q u ire s  th a t  a u d it te a m  m em bers be assigned  to  ta sks  and  su pe rv ise d  com 
m e n su ra te  w ith  th e ir  le v e l o f know led ge , s k ill,  and  a b il ity  so th a t  th e y  can 
e va lu a te  th e  a u d it evidence th e y  a re  e xa m in in g .

Inherent Risk Considerations
2.33 C ircu m stan ces  m ig h t le a d  th e  a u d ito r  to  assess as h ig h  th e  in h e re n t 

r is k  o f m is s ta te m e n t o f a sse rtion s  a b o u t c o m p u te r so ftw a re  revenue  re co g n i
t io n . T h e y  in c lu d e —

•  M u lt ip le -e le m e n t a r ra n g e m e n ts .15 A s described  in  p a ra g ra p h s  2.17 
and  2.18, w h e n  a so ftw a re  ve n d o r b un d les  a s o ftw a re  p ro d u c t w ith  
services, a d d it io n a l so ftw a re  p ro d u c ts , u pg rades /enhancem en ts , o r 
PCS, th e  fee fro m  th e  a rran ge m en t m u s t be a llocated  to  th e  in d iv id u a l 
e lem ents. In  a d d itio n , th e  accounting  fo r m u ltip le -e le m e n t a rrangem en ts  
m a y  invo lve  s ig n if ic a n t su b je c tive  e s tim a te s  o r o th e r c o m p le x itie s , 
in c lu d in g —
—  D e te rm in in g  w h e th e r p ro d u c t a nd  service, o r co n tra c t, a cco u n tin g  

app lies .
—  D e te rm in in g  w h e th e r th e  u n d e liv e re d  e lem en ts  a re  e s s e n tia l to  

th e  fu n c t io n a lity  o f a n y  o f th e  d e liv e re d  e le m e n ts .16 * •

15 For add itiona l guidance refer to FASB Em erging Issues Task Force (E ITF ) Issue No. 00-21, 
Accounting fo r M ultip le-E lem ent Revenue Arrangements, effective fo r revenue arrangements entered 
in to  in  fiscal periods beginning a fte r June 15, 2003. SEC S ta ff Accounting B u lle tin  No. 104 also 
d irec tly  refers to the use o f th is  guidance when a m ulti-e lem ent arrangem ent exists. I f  a m u lti-d e liv 
erable arrangem ent does not fa ll under h igher level au tho rita tive  lite ra tu re , the fo llow ing Principles 
application o f E IT F  Issue No. 00-21 apply:

Paragraph 7 states th a t, the principles applicable to th is  Issue are:
•  Revenue arrangem ents w ith  m u ltip le  deliverab les should be d iv ided  in to  separate u n its  o f 

accounting i f  the deliverables in  the arrangem ent meet the crite ria  in  paragraph 9.
16 In  some circumstances, the aud ito r may decide th a t such m atters require special s k ill or 

knowledge. S tatem ent on A u d itin g  Standards (SAS) No. 22, P lann ing  and Supervision (AICPA, 
Professional Standards, vol. 1, A U  sec. 311), and SAS No. 73, Using the Work o f a Specialist (AICPA, 
Professional S tandards, vol. 1, A U  sec. 336), provide guidance to the aud itor who uses the w ork o f a 
specialist.
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•  T he  p o te n t ia l f o r  s id e  a g re e m e n ts . T he  ve n d o r and  its  custom ers m a y  
e n te r in to  side  a rra n g e m e n ts  th a t  a re  e ith e r  u nd ocu m e n ted  o r docu
m e n te d  in  agreem ents  sepa ra te  fro m  th e  m a in  co n tra c t. T he  p o te n tia l 
fo r  s ide  agreem ents  is  g re a te r fo r  com p lex  o r m a te r ia l tra n s a c tio n s  o r 
w h e n  com p lex re la tio n s h ip s  e x is t b e tw een  th e  ve n d o r a n d  its  cu s tom 
ers. W h e n  side  agreem ents  e x is t, th e re  is  a g re a te r r is k  th a t  accoun t
in g  p e rson ne l w i l l  be u n a w a re  o f such  ag reem ents  o r w i l l  fa i l  to  
u n d e rs ta n d  a ll o f  th e  te rm s  o f th e  tra n s a c tio n , w h ic h  m a y  re s u lt in  
im p ro p e r revenue  re c o g n itio n . M o reo ve r, e xe cu tin g  th e  s ide  agree
m e n t a fte r  p e rio d  end  m a y  in d ic a te  th a t  evidence  o f th e  a rra n g e m e n t 
w as n o t fin a liz e d  and , th u s , d id  n o t e x is t a t th e  ba lance  shee t da te .

•  T ra n s a c t io n s  w i th  s ig n if ic a n t  p r ic e  o r  o th e r  in c e n tiv e s , o r  concess ions. 
A s described  in  p a ra g ra p h  2.08, p ric e  a n d  o th e r in c e n tiv e s , o r conces
s ions, m a y  a ffe c t revenue  re c o g n itio n . W h e n  in c e n tiv e s  o r concessions 
e x is t, th e re  is  a r is k  th a t  a cco u n tin g  p e rson ne l w i l l  fa i l  to  p ro p e rly  
recogn ize  th e  e ffe c t th e y  have  on revenue  re co g n itio n .

•  T ra n s a c t io n s  n e a r  th e  e n d  o f  th e  re p o r t in g  p e r io d .  A s described  in  
p a ra g ra p h  2.14, i t  is  com m on fo r  s o ftw a re  vendors  to  have  s ig n ific a n t 
a m o u n ts  o f tra n s a c tio n s  n e a r th e  end  o f th e  re p o r tin g  p e rio d . These 
tra n s a c tio n s  m a y  be c h a ra c te riz e d  b y  s ig n if ic a n t sales in c e n tiv e s  and  
o th e r co n d itio n s  th a t  a ffe c t revenue  re c o g n itio n . T he re  a lso  is  an  
inc reased  r is k  th a t  a ll docum ents  necessary to  d ocu m e n t ev idence o f 
a n  a rra n g e m e n t b e tw een  th e  p a rtie s  have  n o t been execu ted  fu l ly  o r 
th a t  th e y  m a y  be su b se q u e n tly  am ended.

•  T ra n s a c t io n s  re la te d  to  n e w  o r  e v o lv in g  te c h n o lo g ie s . C us tom ers  th a t  
license  s o ftw a re  p ro d u c ts  re la te d  to  n ew  o r e v o lv in g  te chno log ies  m ay 
dem and  m ore  lib e ra liz e d  r ig h ts  to  re tu rn  th e  p ro d u c t, e x tended  p e r i
ods to  accept th e  p ro d u c t, o r o th e r te rm s . These te rm s , w h e th e r s ta te d  
o r im p lie d , m a y  a ffe c t revenue  re c o g n itio n .

•  I n te r n a t io n a l tra n s a c t io n s  w i th  c u s to m e rs  in  h ig h e r  r is k  econom ies . 
T ra n s a c tio n s  w ith  custom ers in  h ig h - r is k  econom ies have  a n  inc reased  
r is k  th a t  th e  fee m a y  n o t be c o lle c tib le . P robab le  co lle c tio n  is  one o f 
th e  c r ite r ia  fo r  revenue  re c o g n itio n . In  assessing th e  re la t iv e  r is k  o f 
th e  econom ies in  w h ic h  th e  s o ftw a re  ve n d o r’s custom ers ope ra te , 
a u d ito rs  sh ou ld  co ns ide r se ve ra l c o n d itio n s , in c lu d in g —
—  T he  h e a lth  o f  th e  econom y.
—  T he  p o lit ic a l s ta b il ity  o f th e  c o u n try .
—  T he  s tre n g th  o f  th e  c o u n try ’s cu rre n cy .

•  B a r te r  t ra n s a c t io n s  a n d  o th e r  n o n m o n e ta ry  exchanges . T ra n s a c tio n s  
th a t  do n o t in v o lv e  an  exchange o f m o n e ta ry  c o n s id e ra tio n  have  an  
inc rea se d  r is k  o f n o t b e in g  c a p tu re d  b y  th e  a cco u n tin g  sys tem  o r o f  n o t 
b e in g  accounted  fo r  in  c o n fo rm ity  w ith  G A A P .

•  B a c k -to -b a c k  tra n s a c t io n s .  A rra n g e m e n ts  th a t  m a y  be e n te re d  in to  
w ith in  a s h o rt t im e  fra m e  o f one a n o th e r m a y  be p a r t  o f  a s in g le  
n e g o tia te d  a rra n g e m e n t th a t  s h o u ld  be accounted  fo r  as such.

Consideration of Fraud 
Fraud Risk Factors

2.34 SAS N o. 99, C o n s id e ra tio n  o f  F r a u d  in  a  F in a n c ia l S ta te m e n t A u d i t  
(A IC P A , P ro fe s s io n a l S ta n d a rd s ,  vo l. 1, A U  sec. 316), is  th e  p r im a ry  source o f 
a u th o r ita t iv e  gu idance  a b o u t a n  a u d ito r ’s re s p o n s ib ilit ie s  co n ce rn ing  th e  con
s id e ra tio n  o f  fra u d  in  a fin a n c ia l s ta te m e n t a u d it. SAS N o. 99 supersedes SAS

AAG-REV 2.34



54 A u d it in g  R e ve n u e s  in  C e r ta in  In d u s tr ie s

N o. 82, C o n s id e ra tio n  o f  F r a u d  in  a  F in a n c ia l S ta te m e n t A u d it ,  a nd  am ends 
SAS N o. 1, section  230, D u e  P ro fe s s io n a l C a re  in  th e  P e rfo rm a n c e  o f  W o rk  
(A IC P A , P ro fe s s io n a l S ta n d a rd s ,  vo l. 1, A U  sec. 230). SAS N o. 99 estab lishes  
s ta n d a rd s  a n d  p ro v id e s  gu idance  to  a u d ito rs  in  fu l f i l l in g  th e ir  re s p o n s ib ility  to  
p la n  a nd  p e rfo rm  th e  a u d it to  o b ta in  reasonab le  assurance a b o u t w h e th e r th e  
fin a n c ia l s ta te m e n ts  a re  free  o f m a te r ia l m is s ta te m e n t, w h e th e r caused b y  
e rro r  o r fra u d , as s ta te d  in  SAS N o. 1, section  110, R e s p o n s ib ilit ie s  a n d  
F u n c t io n s  o f  th e  In d e p e n d e n t A u d i t o r  (A IC P A , P ro fe s s io n a l S ta n d a rd s ,  vo l. 1, 
A U  sec. 110.02). (SAS N o. 99 a lso  am ends SAS N o. 85, M a n a g e m e n t R e p re 
s e n ta tio n s . )

2.35 T he re  a re  tw o  types  o f m is s ta te m e n ts  re le v a n t to  th e  a u d ito r ’s 
c o n s id e ra tio n  o f fra u d  in  a f in a n c ia l s ta te m e n t a u d it:

•  M is s ta te m e n ts  a r is in g  fro m  fra u d u le n t f in a n c ia l re p o r tin g
•  M is s ta te m e n ts  a r is in g  fro m  m is a p p ro p ria tio n  o f assets

2.36 T h re e  co n d itio n s  g e n e ra lly  a re  p re se n t w h e n  fra u d  occurs. F irs t, 
m an ag em en t o r o th e r em ployees have  an  in c e n tiv e  o r a re  u n d e r p re s s u re , 
w h ic h  p ro v id e s  a reason  to  c o m m it fra u d . Second, c ircu m stan ces  e x is t— fo r 
exam p le , th e  absence o f co n tro ls , in e ffe c tiv e  co n tro ls , o r th e  a b il ity  o f m anage
m e n t to  o v e rrid e  c o n tro ls— th a t p ro v id e  an  o p p o r tu n ity  fo r  a fra u d  to  be 
p e rp e tra te d . T h ird , those  in v o lv e d  a re  ab le  to  ra t io n a liz e  c o m m ittin g  a fra u d u 
le n t act.

2 .37 T he re  is  a p re s u m p tio n  th a t  im p ro p e r revenue  re c o g n itio n  e x is ts  as 
a fra u d  r is k  fa c to r. M a te r ia l m is s ta te m e n ts  due to  fra u d u le n t f in a n c ia l re p o r t
in g  o fte n  re s u lt fro m  an  o v e rs ta te m e n t o f revenues (fo r  exam p le , th ro u g h  
p re m a tu re  revenue  re c o g n itio n  o r re c o rd in g  f ic t it io u s  revenues) o r an  u n d e r
s ta te m e n t o f revenues (fo r  exam p le , th ro u g h  im p ro p e r ly  s h if t in g  revenues to  a 
la te r  p e rio d ). T he re fo re , th e  a u d ito r  s h o u ld  o rd in a r ily  p resum e th a t  th e re  is  a 
r is k  o f m a te r ia l m is s ta te m e n t due to  fra u d  re la t in g  to  revenue  re c o g n itio n  (See 
SAS N o. 99 p a ra g ra p h s  41 and  54 fo r  exam ples a r is in g  fro m  fra u d u le n t 
f in a n c ia l re p o rtin g .)

2.38 R is k  fa c to rs  th a t  m a y  in d ic a te  m a te r ia l m is s ta te m e n t o f revenue  
a r is in g  fro m  fra u d u le n t fin a n c ia l re p o r tin g  in  a so ftw a re  ve n d o r m a y  be as 
fo llo w s :

•  M o tiv a tio n s  fo r  m an ag em en t to  engage in  fra u d u le n t fin a n c ia l re p o r t
in g . S pec ific  in d ic a to rs  m ig h t in c lu d e —
—  M a n a g e m e n t’s excessive in te re s t in  m a in ta in in g  sales o r e a rn in g s  

w ith o u t re g a rd  to  p ro p e r a cco u n tin g  o r to  th e  com pany’s estab 
lis h e d  revenue  re c o g n itio n  po lic ies .

—  S ig n ific a n t a m o un ts  o f e xecu tive  co m pensa tion  tie d  to  s tock  p e r
fo rm ance .

—  T he  use o f u n u s u a lly  aggressive  a cco u n tin g  p ra c tice s  to  m a in ta in  
o r increase  s tock  p rice  o r e a rn in g s .

—  C o m m ittin g  to  u n d u ly  aggressive  o r u n re a lis t ic  fo recasts  to  ana 
ly s ts , c re d ito rs , and  o th e r th ir d  p a rtie s .

•  A  fa ilu re  b y  m an ag em en t to  d is p la y  and  co m m un ica te  an  a p p ro p ria te  
a tt itu d e  re g a rd in g  in te rn a l c o n tro l and  fin a n c ia l re p o rtin g . S pec ific  
in d ic a to rs  m ig h t in c lu d e —
—  L a c k  o f c o n tro l ove r c o n tra c t d o cu m e n ta tio n  and  in s u ffic ie n t re 

v ie w  and  u n d e rs ta n d in g  o f th e  sales agreem ents  b y  fin a n ce  p e r
sonnel.

—  T he  ex is tence  o f side  agreem ents .
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—  L a c k  o f c o m m u n ic a tio n  th ro u g h o u t th e  o rg a n iz a tio n  re g a rd in g  
accep tab le  revenue  re c o g n itio n  p ra c tices .

—  P oor o r no c o o rd in a tio n  b e tw een  sales, accou n tin g , and  le g a l 
p e rson ne l re g a rd in g  th e  te rm s  o f license  agreem ents  th a t  a ffe c t 
revenue  re co g n itio n .

—  M a n a g e m e n t o r o th e r in d iv id u a ls  resp on s ib le  fo r  revenue  recog
n it io n  la c k  s u ffic ie n t a cco u n tin g  e xpe rtise .

•  E xcessive  in v o lv e m e n t o f n o n fin a n c ia l m an ag em en t, such as sales 
p e rson ne l in  f in a n c ia l re p o rtin g .

•  S tra in e d  re la tio n s  b e tw een  m an ag em en t and  th e  c u rre n t o r p redeces
sor a u d ito r . S pec ific  in d ic a to rs  m ig h t in c lu d e —
—  U n rea so na b le  p re ssu re  on  th e  in d e p e n d e n t a u d ito rs  fo r  a q u ic k  

s ig n -o ff on  th e  a u d it.
—  R esistance  on th e  p a r t o f  m an a g e m e n t to  a llo w  open co m m un ica 

t io n  o f th e  a u d ito r  w ith  th e  s o ftw a re  ve n d o r’s p e rson ne l o u ts id e  
o f th e  a cco u n tin g  fu n c tio n .

—  F re q u e n t d isa g re em en ts  w ith  th e  c u rre n t o r predecessor a u d ito r  
on  a cco u n tin g , a u d it in g , o r re p o r tin g  m a tte rs .

•  A  h ig h ly  c o m p e titiv e  e n v iro n m e n t accom panied  b y  d e c lin in g  m a rg in s .
•  H ig h  v u ln e ra b ility  to  te ch n o lo g ica l changes and  p ro d u c t obsolescence.
•  S ig n ific a n t, u n u s u a l, o r  h ig h ly  com p lex tra n s a c tio n s , e sp e c ia lly  n e a r 

th e  end  o f th e  re p o r tin g  p e rio d .
—  U n u s u a l tra n s a c tio n s  o r vo lu m e  o f tra n s a c tio n s  w ith  ke y  re s e lle rs
—  A  s ig n if ic a n t n u m b e r o r v a lu e  o f co n tra c ts  w ith  u n u s u a l te rm s , fo r  

exam p le , ex tended  w a rra n tie s , d isco un ts , fu tu re  d isco un ts , re 
ba tes, r e tu rn  r ig h ts , o r ex tended  p a y m e n t te rm s

—  T he  ex is tence  o f an  u n u s u a l n u m b e r o f  c o n tra c t am e nd m e n ts , la te  
changes, o r b o th

—  M a te r ia l o r u n u s u a l b a r te r  tra n s a c tio n s
—  B a ck-to -b a ck  o r ro u n d -tr ip  re la tio n s h ip s , w ith  o r w ith o u t cash 

exchanged
—  T ra n s a c tio n s  in  w h ic h  th e  com pany co m m its  to  b u y  m a te r ia l 

a m o u n ts  o f p ro d u c ts  o r se rvices fro m  a cu s tom er w ith  s im ila r  
p a y m e n t a nd  c o n tra c t te rm s

—  C o n tra c ts  e n te re d  in to  w ith  th e  sam e cu s tom er w ith in  a re la t iv e ly  
s h o rt p e rio d  o f t im e  o f th e  o r ig in a l c o n tra c t s ig n in g

•  S ig n if ic a n t co n tra c ts  w ith  re la te d  p a rtie s .
•  S ig n ific a n t vo lum es o f p ro d u c t so ld  in to  a d is tr ib u tio n  ch a n n e l w ith o u t 

a  co rre sp o n d in g  inc rease  in  e nd -u se r dem and.
•  C o n tin u in g  sales o r p ro v is io n  o f se rvices to  custom ers coup led  w ith  a 

la c k  o f e n fo rce m en t o f p a y m e n t te rm s  on  p re v io u s ly  o u ts ta n d in g  
ba lances.

•  L a te  p a ym e n ts  o r a la c k  o f p a y m e n t on  co n tra c ts  th a t  in c lu d e  u nd e 
liv e re d  e lem en ts .

•  F re q u e n t changes in  m a rk e tin g  o r d is tr ib u tio n  m ethods and  stra teg ies.

Responses to the Presence of Fraud Risk Factors
2.39 SAS N o. 99 p ro v id e s  g u ida nce  on a n  a u d ito r ’s c o n s id e ra tio n  o f and  

response to  th e  presence o f fra u d  r is k  fa c to rs . I f  th e re  is  a r is k  o f m a te r ia l 
m is s ta te m e n t due to  fra u d  th a t  m a y  re s u lt fro m  im p ro p e r reve nu e  re c o g n itio n ,
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th e  a u d ito r  sh ou ld  cons ide r a u d it p rocedures a dd re ss ing  revenue  re c o g n itio n  
th a t  w i l l  l im i t  a u d it r is k  to  an  a p p ro p ria te  le v e l in  l ig h t  o f th e  r is k  fa c to rs  
p re sen t. F o r exam ple , th e  a u d ito r  m a y  decide to  a lte r  th e  n a tu re , t im in g , o r 
e x te n t o f s u b s ta n tiv e  p rocedures. E xa m p les  o f spec ific  responses m ig h t be to  
p e rfo rm  s u b s ta n tiv e  a n a ly tic a l p rocedures a t a d e ta ile d  le ve l b y  co m p a rin g  
sales b y  p ro d u c t o r service  to  a u d ito r-d e ve lo p e d  expec ta tions . T he  a u d ito r  a lso 
m ig h t co nd uc t in te rv ie w s  o f p e rson ne l a b o u t th e  r is k  o f m a te r ia l m is s ta te m e n t 
o f revenue  due to  fra u d  to  o b ta in  th e ir  in s ig h ts  a bo u t th e  r is k  and  w h e th e r o r 
how  co n tro ls  address th e  r is k . SAS N o. 99 (A U  sec. 316.51) s ta tes  th a t  i t  m a y  
be a p p ro p ria te  to  c o n firm  w ith  custom ers c e rta in  re le v a n t c o n tra c t te rm s , 
in c lu d in g  acceptance c r ite r ia , d e liv e ry  and  p a ym e n t te rm s , th e  absence o f 
fu tu re  o r c o n tin u in g  v e n d o r o b lig a tio n s , th e  r ig h t  to  re tu rn  th e  p ro d u c t, g u a r
an teed  resa le  a m o un ts , c a n c e lla tio n  o r re fu n d  p ro v is io n s , and  th e  absence o f 
side  agreem ents . G u idance  on th e  use o f c o n firm a tio n s  to  g a th e r a u d it evidence 
a b o u t revenue  re c o g n itio n  is  co n ta in e d  in  p a ra g ra p h s  2.63 th ro u g h  2.65 o f th is  
c h a p te r.

Control Considerations— Obtaining an Understanding 
of Internal Control‡

2.40 SAS N o. 55, C o n s id e ra tio n  o f  I n te r n a l C o n tro l in  a  F in a n c ia l S ta te 
m e n t A u d i t ,  as am ended  b y  SAS N o. 78 and  SAS N o. 94, T he  E ffe c t  o f  
I n fo r m a t io n  T e c h n o lo g y  o n  th e  A u d i t o r ’s C o n s id e ra tio n  o f  In te r n a l C o n tro l in  a  
F in a n c ia l S ta te m e n t A u d i t  (A IC P A , P ro fe s s io n a l S ta n d a rd s ,  vo l. 1, A U  sec. 
319), re q u ire s  th e  a u d ito r  to  o b ta in  an  u n d e rs ta n d in g  o f in te rn a l c o n tro l, 
in c lu d in g  th e  e x te n t to  w h ic h  in fo rm a tio n  te chn o lo gy  ( IT ) is  used in  s ig n ific a n t 
a cco u n tin g  a p p lic a tio n s ,17 th a t  w i l l  enab le  th e  a u d ito r  to  do a ll o f  th e  fo llo w in g .

•  Id e n t ify  th e  types o f p o te n tia l m iss ta te m e n ts .
•  C on s ide r fa c to rs  th a t  a ffe c t th e  r is k  th a t  m is s ta te m e n ts  w o u ld  be 

m a te r ia l to  th e  fin a n c ia l s ta te m e n ts .
•  D es ign  te s ts  o f c o n tro ls , w h e n  a pp lica b le .
•  D es ign  s u b s ta n tiv e  tes ts .

2.41 M a n y  revenue  tra n s a c tio n s  in  th e  so ftw a re  in d u s try  a re  ch a rac 
te riz e d  b y  u n iq u e , n e g o tia te d  a rra n g e m e n ts  be tw een  th e  so ftw a re  ve n d o r and  
its  custom ers th a t  c u lm in a te  in  th e  d e liv e ry  o f p ro du c ts  a nd  services. In  
o b ta in in g  an  u n d e rs ta n d in g  o f  in te rn a l c o n tro l ove r these  tra n s a c tio n s , th e  
a u d ito r  w o u ld  cons ide r co n tro ls  a t each stage in  th is  process, w h ic h  g e n e ra lly  
co ns is t o f  th e  fo llo w in g . ‡

‡  In  M arch 2004, the PCAOB issued A u d itin g  Standard No. 2, A n A u d it o f In te rn a l C ontrol Over 
F ina n c ia l Reporting Performed in  Conjunction W ith an A u d it o f F inanc ia l Statements. This Standard 
was approved by the SEC, and applies to audits o f issuers, as defined by the Sarbanes-Oxley Act, and 
other en tities when prescribed by the rules o f the SEC. PCAOB A ud itin g  Standard No. 2 establishes 
requirem ents th a t apply when an aud itor is engaged to aud it both an issuers financia l statements 
and management’s assessment o f the effectiveness o f in te rn a l control over financia l reporting. Due to 
the issuance o f PCAOB A ud itin g  Standard No. 2, a related proposed standard (PCAOB Release No. 
2004-002), PCAOB A u d itin g  Standard No. 2 would amend and supersede certa in  sections o f the 
PCAOB in te rim  standards. See the “Preface” section o f th is  Guide fo r more detailed inform ation. 
Registered public accounting firm s m ust comply w ith  the standards o f the PCAOB in  connection w ith  
the preparation or issuance o f any aud it report on the financia l statements o f an issuer and in  th e ir 
aud iting  and related a ttesta tion  practices. Registered public accounting firm s aud iting  issuers 
should keep a le rt to any fin a l SEC approval o f PCAOB standards.

17 SAS No. 22 (AU sec. 311.09) states: “The extent to w hich computer processing is used in  
s ign ifican t accounting applications, as w e ll as the com plexity o f th a t processing, may also influence 
the nature, tim ing , and extent o f aud it procedures.” [Footnote om itted.]
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•  D e a l n e g o tia t io n .  Sales p e rson ne l n e g o tia te  th e  te rm s  o f th e  a rra n g e 
m e n t w ith  th e  cus tom er. A m o ng  o th e r ite m s , these te rm s  spec ify  th e  
n a tu re  o f th e  p ro d u c ts  a n d  services th a t  w i l l  be p ro v id e d  b y  th e  ve nd o r, 
th e  p ric e , a n d  th e  cu s to m e r’s p a y m e n t re q u ire m e n ts , acceptance 
te rm s , and  r ig h ts  o f re tu rn .

•  C o n tra c t  d e v e lo p m e n t. T he  n e g o tia te d  a rra n g e m e n t is  docum ented  in  
a c o n tra c t be tw een  th e  s o ftw a re  v e n d o r and  its  custom er.

•  C re d it  e v a lu a t io n . T he  s o ftw a re  ve n d o r eva lua te s  th e  p a y m e n t te rm s  
o f th e  a rra n g e m e n t a n d  th e  cu s tom er’s c re d itw o rth in e s s .

•  D e a l a p p ro v a l.  T he  so ftw a re  ve n d o r and  its  cu s tom er re v ie w  th e  
c o n tra c t and  a ll o th e r p e r tin e n t d o c u m e n ta tio n  and  approve  th e  a r
ra n g e m e n t b y  e xe cu tin g  th e  c o n tra c t. T he  c o n tra c t sh ou ld  be app roved  
b y  th e  ve n d o r’s a cco u n tin g  a nd  le g a l d e p a rtm e n ts  in  a d d itio n  to  sales 
p e rsonne l.

•  D e liv e ry  o f  p ro d u c ts  a n d  se rv ices . T he  v e n d o r d e liv e rs  th e  p ro d u c ts  
and  services s tip u la te d  in  th e  co n tra c t.

2.42 A t  each step  in  th e  process, co n tro ls  m a y  be designed  acco rd ing  to  
o b jec tives  based on th e  fiv e  com ponents o f in te rn a l c o n tro l described  in  SAS 
N o. 55, as am ended. T he  com ponen ts o f in te rn a l c o n tro l a re  th e  c o n tro l e n v i
ro n m e n t, r is k  assessm ent, c o n tro l a c tiv it ie s , in fo rm a tio n  and  co m m u n ica tio n , 
a n d  m o n ito r in g . P a ra g ra p h s  2.43 th ro u g h  2.47 o f th is  ch a p te r describe  exam 
p les o f co n tro ls  ove r revenue  re c o g n itio n  th a t  m a y  be in  p lace in  each o f these  
com ponents.

Control Environment
2.43 T he  c o n tro l e n v iro n m e n t sets th e  to n e  o f an  o rg a n iz a tio n , in f lu e n c 

in g  th e  c o n tro l consciousness o f its  people. I t  is  th e  fo u n d a tio n  fo r  a ll o th e r 
com ponen ts  o f in te rn a l c o n tro l, p ro v id in g  d is c ip lin e  and  s tru c tu re . C ha ra c 
te r is tic s  o f  a s o ftw a re  ve n d o r’s c o n tro l e n v iro n m e n t th a t  m a y  im p ro v e  th e  
e ffec tiveness o f c o n tro ls  a nd  decrease c o n tro l r is k  m a y  in c lu d e —

•  T he  adherence  to  a w r it te n  code o f co nd uc t th a t  exp ress ly  p ro h ib its  
th e  d e p a rtu re  fro m  s ta te d  p o lic ie s  a ffe c tin g  revenue  re c o g n itio n . F o r 
e xam p le , th e  code o f co nd uc t s h o u ld  p ro h ib it  sa lespeople fro m  m a k in g  
u nd ocu m e n ted  side  agreem ents  w ith  custom ers o r o th e rw is e  m o d ify 
in g  s ta n d a rd  c o n tra c ts  w ith o u t p ro p e r a p p ro va l.

•  A n  a u d it c o m m itte e | |  th a t  is  kn ow led ge ab le  a b o u t revenue  reco gn i
t io n  a cco u n tin g  m a tte rs  and  re la te d  c o n tro ls  a nd  th a t  can  e ffe c tiv e ly  
c a rry  o u t its  re s p o n s ib ilit ie s .

•  T he  e x te n t to  w h ic h  th e  ve n d o r’s a cco u n tin g  p e rson ne l o r in te rn a l 
a u d ito rs  co m m un ica te  d ire c t ly  w ith  th e  ve n d o r’s custom ers.

Risk Assessment
2.44 A n  e n t ity ’s r is k  assessm ent fo r  f in a n c ia l re p o r tin g  purposes is  its  

id e n t if ic a tio n , a n a ly s is , and  m a n a g e m e n t o f r is k s  re le v a n t to  th e  p re p a ra tio n  
o f th e  fin a n c ia l s ta te m e n ts . C h a ra c te ris tic s  o f a  s o ftw a re  ve n d o r’s r is k  assess
m e n t process th a t m ay  im p rove  th e  effectiveness o f con tro ls  and  decrease c o n tro l 
r is k  in c lu d e  m a n a g in g  r is k s  associa ted  w ith  th e  im p ro p e r a p p lic a tio n  o f  G A A P  
re la te d  to  s o ftw a re  re v e n u e  re c o g n itio n . F o r  e x a m p le , th e  e n t ity  s h o u ld  ta k e

| |  Issuers’ and auditors’ o f Issuers should refe r to  the Preface fo r add itiona l in fo rm ation  
concerning a u d it committees and corporate governance.
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steps to  t r a in  a cco u n tin g  pe rson ne l p ro p e rly  in  th e  a p p lic a tio n  o f SO P 97-2 and  
o th e r a u th o r ita tiv e  p ronouncem en ts  re la t in g  to  so ftw a re  revenue  re c o g n itio n . 
F u rth e rm o re , th e  e n t ity  sh ou ld  a lso co ns ide r a d o p tin g  s ta n d a rd  c o n tra c t te rm s  
and  p ro v is io n s  and  ta k e  steps to  ensu re  th a t  a ll a d d itio n s  o r m o d ific a tio n s  to  
those  te rm s  and  co n d itio n s  a re  re v ie w e d  and  e va lu a te d  b y  a cco u n tin g  pe rson 
n e l fo r  th e  e ffe c t o f th e  a d d itio n s  o r m o d ific a tio n s  on revenue  re c o g n itio n  u n d e r 
SO P 97-2.

Control Activities
2.45 C o n tro l a c tiv it ie s  a re  th e  p o lic ie s  and  p rocedures th a t  h e lp  ensu re  

th a t  m an ag em en t d ire c tiv e s  a re  c a rr ie d  o u t. C o n tro l a c tiv it ie s  sh ou ld  e x is t a t 
a ll stages o f th e  revenue  tra n s a c tio n  process described  in  p a ra g ra p h  2.38. 
C o n tro l a c tiv it ie s  th a t  m a y  im p ro ve  th e  e ffec tiveness o f in te rn a l c o n tro l and  
decrease c o n tro l r is k  in c lu d e  th e  fo llo w in g :

•  W r it te n  s ta n d a rd  p rices  and  te rm s , a lo ng  w ith  g u id e lin e s  fo r  a llo w a b le  
d isco un ts , p a ym e n t te rm s , and  o th e r te rm s

•  W r it te n  p o lic ie s  re q u ir in g  a p p ro p ria te  m an ag em en t and  le g a l ap 
p ro v a l o f n o n s ta n d a rd  te rm s  in  th e  a rra n g e m e n t re la t in g  to  fees, 
u n iq u e  p ro v is io n s  o r concessions, a n d  u n u s u a l d isco un ts  o r reba tes

•  T he  e a r ly  and  co n tin u e d  in v o lv e m e n t o f a cco u n tin g  p e rson ne l o r 
o th e rs  w ith  a d e ta ile d  u n d e rs ta n d in g  o f G A A P  fo r  s o ftw a re  revenue  
re c o g n itio n 18 in  th e  dea l n e g o tia tio n  stage

•  W r it te n  p o lic ie s  th a t  p ro h ib it  u n a u th o riz e d  side  agreem ents  be tw een  
th e  sales people (o r o th e r com pany em ployees) and  th e  cu s tom er

•  A  w r it te n  p o lic y  re q u ir in g  a c o n tra c t s igned  b y  b o th  p a rtie s  to  docu
m e n t th e  te rm s  o f th e  a rra n g e m e n t

•  S ta n d a rd iz e d  lic e n s in g  co n tra c ts
•  P ro p e r p h y s ic a l c o n tro l o f  a ll co n tra c ts , in c lu d in g  a n y  am e nd m e nts
•  P rocedures, w h e th e r m a n u a l o r a u to m a te d , to  m o n ito r  th e  a g reem en t 

to  and  com p liance  w ith  te rm s  o f co n tra c ts
•  W r it te n  p o lic ie s  d e sc rib in g  th e  cu s tom er c re d it a p p ro va l process and  

th e  p e rio d ic  e v a lu a tio n  o f e x is tin g  cus tom ers ’ c re d it a nd  p a ym e n t 
h is to ry

•  S e p a ra tio n  o f sales a n d  c re d it fu n c tio n s
•  T im e ly  a p p ro v a l o f cu s tom er c re d itw o rth in e s s
•  M a n a g e m e n t re v ie w  and  a p p ro v a l o f  revenue  re c o g n itio n , in c lu d in g  

th e  a llo c a tio n  o f th e  fee to  in d iv id u a l e lem en ts  in  a m u ltip le -e le m e n t 
a rra n g e m e n t

•  T im e ly  re v ie w  o f co n tra c ts  a nd  a ll re la te d  tra n s a c tio n  d o cu m e n ta tio n  
b y  a cco u n tin g  pe rsonne l

•  W r it te n  p o lic ie s  th a t  describe  s h ip p in g  g u id e lin e s  and , i f  a pp lica b le , 
th e  e le c tro n ic  tra n s fe r  o f so ftw a re  p ro du c ts

•  C om parison  o f sh ip p in g  o r o th e r d e live ry  docum enta tion  to  th e  co n trac t
•  V e r if ic a tio n  o f t im e ly  a n d  com p le te  d e liv e ry  in  p ro p e r a ccou n tin g  

p e rio d  be fo re  reve nu e  re c o g n itio n

18 Some software vendors w ith  complex licensing arrangements have created a revenue recogni
tio n  committee to provide feedback to sales people du ring  the contract negotiations and to review the 
resu lting  contracts thoroughly to ascertain th a t the contract is accounted fo r properly. The revenue 
recognition committee includes the pa rtic ipa tion  o f the p rinc ipa l financia l officer, p rinc ipa l account
ing  officer, and the revenue recognition manager.
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•  A  w r it te n  p o lic y  re q u ir in g  a  s igned  serv ice  c o n tra c t be fo re  revenue  
re c o g n itio n  fo r  services

•  P ro m p t m an ag em en t a c tio n  co n ce rn in g  noncom p liance  w ith  com pany 
p o lic ie s  w ith  re g a rd  to  c o n tra c t a p p ro v a l and  revenue  re c o g n itio n

Information and Communication
2.46 T he  in fo rm a tio n  system  re le v a n t to  th e  fin a n c ia l re p o r tin g  ob jectives 

o f reve nu e  re c o g n itio n  in c lu d e s  th e  a cco u n tin g  system  and  cons is ts  o f th e  
p rocedures , w h e th e r a u to m a te d  o r m a n u a l, a nd  reco rds  e s ta b lish e d  to  in it ia te ,  
reco rd , process, and  re p o r t revenue  tra n s a c tio n s . C o m m u n ic a tio n  in vo lve s  
p ro v id in g  an  u n d e rs ta n d in g  o f in d iv id u a l ro le s  and  re s p o n s ib ilit ie s  p e r ta in in g  
to  in te rn a l c o n tro l ove r revenue  re c o g n itio n . C h a ra c te ris tic s  o f a so ftw a re  
ve n d o r’s in fo rm a tio n  and  c o m m u n ic a tio n  system s th a t  m a y  im p ro v e  th e  e ffec
tive n e ss  o f  c o n tro ls  and  decrease c o n tro l r is k  in c lu d e  th e  fo llo w in g :

•  A c c o u n tin g  system s th a t  m a in ta in  a h is to ry  o f p r ic in g  te rm s , re fu n d s , 
and  co lle c tio n  h is to ry

•  A c c o u n tin g  system s th a t  q u a n tify  th e  v a lu e  o f  concessions w h e th e r 
th e y  re la te  to  re funds, free  services, o r a d d itio n a l p roducts, fo r exam ple

•  A c c o u n tin g  a n d  o p e ra tin g  system s th a t  w i l l  h e lp  deve lop  p r ic in g  
p o lic ie s  a n d  tra c k  p rice  tre n d s

•  A c c o u n tin g  system s th a t  p ro p e rly  e va lu a te  and  m a in ta in  th e  in i t ia l  
d e fe rra l a nd  subsequen t re c o g n itio n  o f  revenue

•  A c c o u n tin g  system s th a t  tra c k  a n d  m a in ta in  h is to r ic a l d a ta  on  in p u t 
m easures, such as la b o r h o u rs  fo r  m e a s u rin g  p rogress to  co m p le tio n  
u n d e r th e  p e rcen ta ge -o f-com p le tion  m e th o d  o f c o n tra c t a cco u n tin g

•  A d e q u a te  c o o rd in a tio n  and  co m m u n ic a tio n  be tw een  sales, le g a l, and  
a cco u n tin g  fu n c tio n s  re g a rd in g  th e  te rm s  o f th e  a rra n g e m e n t be tw een  
th e  com pany a n d  its  cu s tom er, e sp e c ia lly  those  te rm s  th a t  a ffe c t 
re ve nu e  re c o g n itio n

Monitoring
2.47 M a n a g e m e n t m o n ito rs  co n tro ls  to  co ns ide r w h e th e r th e y  a re  o p e ra t

in g  as in te n d e d  and  th a t  th e y  a re  m o d ifie d  as a p p ro p ria te  fo r  changes in  
co n d itio n s . C h a ra c te ris tic s  o f a so ftw a re  ve n d o r’s m o n ito r in g  process th a t  m a y  
im p ro v e  th e  e ffec tiveness o f in te rn a l c o n tro l a n d  decrease c o n tro l r is k  in c lu d e  
th e  fo llo w in g :

•  M a n a g e m e n t o v e rs ig h t o f cu s to m e r c re d it a n d  p a y m e n t issues
•  M o n ito r in g  o f  com p liance  w ith  w r it te n  p o lic ie s  re g a rd in g  c o n tra c t 

d o cu m e n ta tio n
•  M o n ito r in g  days ’ sales o u ts ta n d in g  (D S O ) and  o th e r in te rn a l m e tric s
•  M o n ito r in g  p rogress to  co m p le tio n

Control Considerations— Assessing Control Risk
2.48 A fte r  o b ta in in g  a n  u n d e rs ta n d in g  o f in te rn a l c o n tro l, th e  a u d ito r  

s h o u ld  assess c o n tro l r is k  fo r  th e  asse rtion s  re la te d  to  revenue  re co g n itio n .
•  T h e  a u d ito r  m a y  assess c o n tro l r is k  a t th e  m a x im u m  le v e l, th a t  is , 

th e  g re a te s t p ro b a b ility  a m a te r ia l m is s ta te m e n t re la te d  to  revenue  
re c o g n itio n  w i l l  n o t be p re ve n te d  o r de tected  on a t im e ly  bas is  b y  th e  
e n tity ’s in te rn a l contro ls . A n  a u d ito r w i l l  assess co n tro l r is k  a t th e  
m a x im u m  leve l because he o r she believes e ith e r: (a ) po lic ies and  proce
d u re s  a re  u n lik e ly  to  p e r ta in  to  re v e n u e  re c o g n itio n  m is s ta te m e n ts
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o r a re  u n lik e ly  to  be e ffe c tive , o r (6) e v a lu a tin g  th e  e ffec tiveness o f 
in te rn a l c o n tro l p o lic ie s  and  p rocedures w o u ld  be in e ffic ie n t.

•  The  a u d ito r  m a y  o b ta in  e v id e n tia l m a tte r  a b o u t th e  e ffec tiveness o f 
b o th  th e  des ign  and  o p e ra tio n  o f a p o lic y  o r p rocedure  th a t  su p p o rts  a 
lo w e r assessed le v e l o f c o n tro l r is k . S uch e v id e n tia l m a tte r  m a y  be 
o b ta in e d  fro m  te s ts  o f co n tro ls  p la n n e d  and  p e rfo rm e d  in  accordance 
w ith  SAS N o. 55, as am ended, o r fro m  p rocedures th a t  w ere  n o t 
s p e c ific a lly  p la n n e d  as te s ts  o f co n tro ls  b u t th a t  neve rth e le ss  p ro v id e  
e v id e n tia l m a tte r  a b o u t th e  e ffec tiveness o f th e  des ign  and  o p e ra tio n  
o f th e  co n tro ls . A d d itio n a l gu idance  on p e rfo rm in g  te s ts  o f co n tro ls  is  
a lso  p ro v id e d  in  th e  A IC P A  A u d it  G u ide  C o n s id e ra tio n  o f  In te r n a l  
C o n tro l in  a  F in a n c ia l S ta te m e n t A u d it .

2.49 T he  a u d ito r ’s d e te rm in a tio n  o f w h e th e r to  o b ta in  e v id e n tia l m a tte r  
to  s u p p o rt a lo w e r assessed le v e l o f c o n tro l r is k , o r to  assess c o n tro l r is k  a t th e  
m a x im u m  le v e l, fo r  a sse rtion s  re la te d  to  s o ftw a re  revenue  re c o g n itio n  o fte n  is  
in flu e n c e d  b y—

•  T h e  e n t it y ’s use o f  IT .  In  e n titie s  w he re  a s ig n if ic a n t a m o u n t o f 
in fo rm a tio n  is  in it ia te d , reco rded , processed, o r re p o rte d  e le c tro n i
c a lly , th e  a u d ito r  m a y  d e te rm in e  th a t  i t  is  n o t p ra c tic a l o r possib le  to  
re s tr ic t  d e te c tio n  r is k  to  an  accep tab le  le v e l b y  p e rfo rm in g  o n ly  sub
s ta n tiv e  te s ts  fo r  one o r m ore  fin a n c ia l s ta te m e n t a sse rtions . In  such 
c ircu m stan ces , th e  a u d ito r  sh o u ld  p e rfo rm  te s ts  o f co n tro ls  to  g a th e r 
e v id e n tia l m a tte r  to  use in  assessing c o n tro l r is k .19

•  N o n ro u t in e  o r  co m p le x  t ra n s a c t io n s .  S o ftw a re  revenue  a rra n g e m e n ts  
a re  n e g o tia te d  be tw een  th e  v e n d o r and  th e  cus tom er, a nd  th is  nego
t ia t io n  process m a y  re s u lt in  u n iq u e , n o n ro u tin e  tra n s a c tio n s . F o r 
revenue  re c o g n itio n  re la te d  to  n o n ro u tin e  tra n s a c tio n s  o r com p lex 
a p p lic a tio n s  o f G A A P , th e  a u d ito r  ty p ic a lly  assesses c o n tro l r is k  a t th e  
m a x im u m  leve l.

•  U n s o p h is tic a te d  in te r n a l c o n tro ls . S m a lle r co m p u te r so ftw a re  ve n 
dors m a y  be c h a ra c te rize d  b y  u n s o p h is tic a te d  o rg a n iz a tio n a l s tru c 
tu re s  th a t  la c k  c e rta in  p e rvas ive  co n tro ls , fo r  exam p le , seg reg a tio n  o f 
d u tie s . A  la c k  o f c o n tro ls  o ve r revenue  tra n s a c tio n s  w o u ld  re q u ire  th e  
a u d ito r  to  assess c o n tro l r is k  a t th e  m a x im u m  le v e l a nd  p e rfo rm  
s u b s ta n tiv e  a u d it p rocedures.

2.50 In  c ircu m stan ces  w he re  a so ftw a re  ve n d o r se lls  p r im a r ily  s h r in k -  
w ra p p e d  so ftw a re  u n d e r s ta n d a rd  license  te rm s  w ith  no in s ta lla t io n  o r se rv 
ices , th e  a u d ito r  m a y  dec ide  to  p e r fo rm  te s ts  o f  c o n tro ls  o ve r re ve n u e  
re c o g n itio n  to  o b ta in  e v id e n tia l m a tte r  to  s u p p o rt an  assessm ent o f c o n tro l r is k  
b e low  th e  m a x im u m . E xa m p les  o f te s ts  o f c o n tro ls  th a t  an  a u d ito r  m ig h t 
co ns ide r are—

•  D e te rm in in g  th a t  e s ta b lish e d  p o lic ie s  fo r  revenue  re c o g n itio n  a re  in  
acco rdance  w ith  G A A P  a n d  a re  c o m m u n ic a te d  a n d  u n d e rs to o d  
th ro u g h o u t th e  e n tity .

•  T e s tin g  w h e th e r th e  ve n d o r co m p lie d  w ith  p o lic ie s  a n d  p rocedures fo r  
re co g n iz in g  revenue. F o r exam ple , th e  a u d ito r  m ig h t te s t to  d e te rm in e  
th a t—
—  O rd e rs  w ere  n o t e n te re d  w ith o u t a  purchase  o rd e r o r o n lin e  

a u th o r iz a tio n .

19 SAS No. 55, Consideration o f In te rn a l C ontrol in  a F inancia l Statement A u d it, as amended by 
SAS No. 94, The Effect o f In fo rm ation  Technology on the A u d ito r’s Consideration o f In te rn a l C ontrol 
in  a F inanc ia l Statement A u d it (AICPA, Professional Standards, vol. 1, A U  sec. 319.66-.68).
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—  C re d it w as extended  in  accordance w ith  th e  ve n d o r’s p re d e te r
m in e d  lim its .

—  Sales w ere  n o t reco rded  u n t i l  s h ip m e n t occurred.
—  R evenue w as n o t recogn ized  be fo re  com m encem ent o f th e  license  

te rm .
—  P a ym e n t w as en fo rced  in  accordance w ith  th e  ve n d o r’s s ta n d a rd  

te rm s .
•  T e s t co n tro ls  ove r a c c u m u la tin g  in fo rm a tio n  necessary fo r  f in a n c ia l 

s ta te m e n t p re p a ra tio n , in c lu d in g  th e  ve n d o r’s d eve lo pm e n t o f e s ti
m a te d  sales re tu rn s .

T ra n s a c tio n s  in  th e  C o m p u te r  S o ftw a re  In d u s t r y  6 1

Designing Analytical Procedures
2.51 SAS N o. 56, A n a ly t ic a l P ro c e d u re s  (A IC P A , P ro fe s s io n a l S ta n d a rd s ,  

vo l. 1, A U  sec. 329), re q u ire s  a u d ito rs  to  use a n a ly tic a l p rocedures to  some 
e x te n t in  th e  p la n n in g  a nd  re v ie w  stages o f a ll a u d its . In  a d d itio n , i t  s ta tes  th a t  
in  som e cases, a n a ly t ic a l p rocedures m a y  be m ore  e ffe c tive  o r e ffic ie n t th a n  
te s ts  o f d e ta ils  to  achieve p a r t ic u la r  s u b s ta n tiv e  te s tin g  ob jectives. SAS N o. 96, 
A u d i t  D o c u m e n ta t io n  (A IC P A , P ro fe s s io n a l S ta n d a rd s ,  vo l. 1, A U  sec. 339) 
re q u ire s  d o c u m e n ta tio n  o f th e  p e rfo rm a n ce  o f a n a ly tic a l p rocedures a t th e  
p la n n in g  stage and  p ro v id e s  fu r th e r  gu idance  in  th is  a rea , in c lu d in g , am ong 
o th e r th in g s , th e  d o cu m e n ta tio n  re q u ire m e n t re g a rd in g  s u b s ta n tiv e  a n a ly tic a l 
p rocedures. T he  purpose  o f a n a ly t ic a l p rocedures in  th e  p la n n in g  stage o f th e  
a u d it o f  a  s o ftw a re  ve n d o r is  to  a ss is t th e  a u d ito r  in  p la n n in g  th e  n a tu re , 
t im in g , and  e x te n t o f th e  a u d it in g  p rocedures th a t  w i l l  be used to  o b ta in  
ev idence to  s u p p o rt so ftw a re  revenue  recogn ized  d u r in g  th e  p e rio d . T he  fo llo w 
in g  a n a ly t ic a l p rocedures m a y  be used  fo r  p la n n in g  purposes a nd  a lso , in  some 
c ircu m stan ces , as s u b s ta n tiv e  te s ts .

•  R ev iew  D SO , a nd  tre n d  o f D SO , o ve r th e  la s t seve ra l q u a rte rs  fo r  b o th  
so ftw a re  and  serv ices, as a p p lica b le .

•  S egregate  and  ana lyze  DSO  b y  g eography, in d u s try , a nd  sa lesperson, 
as a p p ro p ria te , based on  id e n t if ie d  o r perce ived  r is k  (fo r exam ple , 
econom ic co n d itio n s  in  c e rta in  c o u n trie s  o r in d u s tr ie s , and  k e y  sa les
people  id e n t if ie d  as b e in g  aggressive).

•  C om pare  th e  n u m b e r o f w eeks o f in v e n to ry  in  d is t r ib u tio n  channe ls  
w ith  p r io r  p e riods  fo r  u n u s u a l increases th a t  m a y  in d ic a te  ch an ne l 
s tu ffin g .

•  C om pare  a g in g  o f accounts rece iva b le  in  th e  c u rre n t and  p r io r  pe riods .
•  P e rfo rm  a h is to r ic a l co m p a rison  o f th e  reve nu e  a ttr ib u ta b le  to  each o f 

th e  v a rio u s  services as a pe rcen tage  o f th e  w ho le .
•  C om pare  c u rre n t a n d  h is to r ic  sales ( in  d o lla rs  and  in  u n its )  to  id e n t ify  

u n u s u a l tre n d s .
•  C o n s id e r flu c tu a tio n s  (o r th e  absence o f flu c tu a tio n s ) in  reco rded  

revenues in  l ig h t  o f in d u s try  co n d itio n s , p ro d u c t life  cycles, new  
p ro d u c t in tro d u c tio n s , and  c o m p e titiv e  co n d itio n s .

•  R ev iew  in te rn a lly  used m e tr ic s  o r n o n fin a n c ia l in d ic a to rs  o f sales 
a c tiv ity .

•  R ev iew  m a rg in s  on services o th e r th a n  P C S -re la te d  services to  e v a lu 
a te  w h e th e r th e  d e liv e re d  s o ftw a re  re q u ire s  s u b s ta n tia l se rv ices once 
d e live re d .

AAG-REV 2.51



62 A u d it in g  R e ve n u e s  in  C e r ta in  In d u s tr ie s

Designing Substantive Procedures Based on 
Risk Assessment

2.52 A u d ito rs  sh ou ld  des ign  s u b s ta n tiv e  p rocedures th a t  w i l l  address th e  
asse rtion s  m ade a bo u t so ftw a re  revenue  re c o g n itio n — occurrence , co m p le te 
ness, r ig h ts , v a lu a tio n , and  p re s e n ta tio n  a nd  d isc lo su re . The  ob jectives o f th e  
a u d it procedures shou ld  be developed in  lig h t o f these assertions and th e  specific 
r is k s  o f  m a te r ia l m is s ta te m e n t p a r t ic u la r  to  s o ftw a re  reve nu e  re c o g n itio n .

2.53 The  r is k s  o f m is s ta te m e n t u n iq u e  to  so ftw a re  revenue  re c o g n itio n  
p r im a r ily  re la te  to  th e  im p ro p e r a p p lic a tio n  o f th e  a ccou n tin g  gu idance  con
ta in e d  in  SO P 97-2, and  in te n tio n a l m is s ta te m e n ts  o f e a rn in g s . T he re fo re , 
a u d ito rs  w ho  p e rfo rm  s u b s ta n tiv e  p rocedures re la te d  to  s o ftw a re  revenue  
re c o g n itio n  sh ou ld  be know ledgeab le  in  th e  a p p lic a tio n  o f SO P 97-2 and  a ll 
re la te d  gu idance .

Types of Potential Misstatement
2.54 The  typ es  o f  p o te n tia l m is s ta te m e n ts  re la te d  to  so ftw a re  revenue  

re c o g n itio n  and  th e  im p ro p e r a p p lic a tio n  o f SO P 97-2 in c lu d e  th e  fo llo w in g .

P o te n tia l M is s ta te m e n t E xa m p le  SO P 97-220

B o th  p a rtie s  d id  n o t ¶ 16
execute  a f in a l c o n tra c t 
d u r in g  th e  re p o r tin g  
pe rio d .
T he re  is  no  purchase  ¶ 16
o rd e r o r o n lin e  
a u th o r iz a tio n .
U n c e rta in ty  e x is ts  120
a b o u t cu s tom er 
acceptance.
P ro d u c t m a s te r has n o t 118
been tra n s fe rre d  to  th e  
custom er.
U n d e liv e re d  e lem en ts  a re  ¶ 13 
e sse n tia l to  th e  
fu n c t io n a lity  o f th e  
d e liv e re d  e lem en ts .
S h ip p in g  docum ents ¶ 18
in d ic a te  so ftw a re  w as n o t 
d e liv e re d  d u r in g  th e  
re p o r tin g  pe rio d .
V e n d o r has d e live re d  149
s o ftw a re  b u t has a lso 
agreed  to  d e liv e r 
u n s p e c if ie d  a d d it io n a l 
so ftw a re  p ro d u c ts  in  th e  
fu tu re  such th a t  th e  
a rra n g e m e n t is  in  
substance  a s u b sc rip tio n .

(c o n tin u e d )

20 Unless otherwise noted.
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P o te n tia l M is s ta te m e n t E xa m p le  SO P 97-220

c. Fee is  n o t  f ix e d  o r  
d e te rm in a b le .

d . C o lle c t ib i l i t y  is  n o t  
p ro b a b le .

e. Fee is  n o t p ro p e r ly
a llo c a te d  to  in d iv id u a l  
e lem en ts .

f .  D is c o u n ts  a n d  r ig h ts  o f  
r e tu r n  o r  re fu n d  h a ve  n o t  
been a c c o u n te d  f o r  
p ro p e r ly .

L icense  te rm  has n o t y e t 
begun .
A rra n g e m e n t a llo w s  fo r 
e x tended  p a y m e n t te rm s .
Fee is  based on n u m b e r o f 
u n its  d is tr ib u te d  o r copied 
o r expected  n u m b e r o f 
users o f  th e  p ro d u c t.
V e n d o r has p a rtic ip a te d  
in  fin a n c in g  
a rra n g e m e n ts  fo r  th e  
cus tom er.
R e se lle r issues.
V e n d o r has g ra n te d  
concessions in  th e  past.
C u s to m e r’s la c k  o f 
c re d itw o rth in e s s  ca lls  in to  
q u e s tio n  its  a b il it y  to  
m a ke  c o n tra c tu a l 
p aym en ts .
Fee is  su b je c t to  
fo r fe itu re , re fu n d , o r o th e r 
concession i f  any  
u n d e liv e re d  e lem en ts  are  
n o t d e live re d .
S o ftw a re  ve n d o r fa ils  to  
id e n t ify  a ll th e  e lem en ts  
in  a  m u ltip le -e le m e n t 
a rra n g e m e n t.
V e n d o r-sp e c ific  ob jective  
ev idence  o f  fa ir  v a lu e  is  
n o t p ro p e rly  d e te rm in e d  
o r is  n o t a v a ila b le  fo r  a ll 
u n d e liv e re d  e lem en ts .
E le m e n ts  a re  e sse n tia l to  
each o th e r ’s fu n c tio n a lity .
T he  c o n tra c t re q u ire s  
s ig n if ic a n t m o d ific a tio n  o r 
c u s to m iz a tio n , m a k in g  
c o n tra c t a cco u n tin g  
a pp lica b le .
D isco u n ts  a re  im p ro p e r ly  
a llo ca te d  to  in d iv id u a l 
e le m e n ts  in  a 
m u ltip le -e le m e n t 
a rra n g e m e n t.

(c o n tin u e d )

S A B  N o. 
1 0121 

¶ 28

¶26

¶27

¶30
¶14

¶8

¶14

¶9

¶10

¶13

¶7

¶11

21 See AICPA TPA 5100.70, “Effects o f Commencement o f an In it ia l License Term and Software 
Revenue Recognition.”
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P o te n tia l M is s ta te m e n t

g . Fees r e la t in g  to  P C S  
se rv ices  a re  re co g n ize d  
im p ro p e r ly .

h . Fees r e la t in g  to  •
a rra n g e m e n ts  th a t  in c lu d e  
serv ices  o th e r  th a n  
P C S -re la te d  serv ices  a re  
re c o g n iz e d  im p ro p e r ly .

R e ven ue  is  im p ro p e r ly  
d e fe rre d .

SO P 97-220 

¶26

¶56

¶59

¶36, 56 

¶65

E xa m p le

Im p ro p e r a p p lic a tio n  o f 
F A S B  S ta te m e n t N o. 48 
has been m ade re g a rd in g  
sales re tu rn s  and  re fu n d s .
S o ftw a re  v e n d o r fa ils  to  
a llo ca te  a p o r tio n  o f th e  
fee to  im p lie d  PCS 
a rra n g e m e n ts .
R evenue fro m  PCS 
a rra n g e m e n ts  is  
in c o rre c tly  recogn ized  on 
d e liv e ry  o f so ftw a re  w he n  
sp ec ified  c r ite r ia  have  n o t 
been m e t.
Fee accounted  fo r  as PCS 
in c lu d e s  a spec ified  
u pg rade .
Fees re la t in g  to  a p ro d u c t 
in  an  a rra n g e m e n t 
in c lu d in g  services o th e r 
th a n  P C S -re la ted  services 
a re  im p ro p e r ly  recogn ized  
upo n  d e liv e ry  o f  p ro d u c t 
w h e n  services do n o t m ee t 
th e  c r ite r ia  fo r  separa te  
a cco u n tin g  o r w he n  
c o n tra c t a ccou n tin g  is  
re q u ire d .
F u n c tio n a lity  depends on 
u n d e liv e re d  e lem en ts .
R evenue d e fe rre d  due to  a 
la c k  o f  V S O E  is  n o t 
recogn ized  w he n  V S O E  
e x is ts  o r a ll th e  e lem en ts  
in  th e  a rra n g e m e n t have 
been d e live re d , o r is  
recogn ized  before  
e s ta b lis h m e n t o f V S O E  o r 
d e liv e ry  o f a ll e lem en ts .

•  S o ftw a re  ve n d o r lacks  
evidence  to  s u p p o rt th e  
p e rfo rm an ce  o f services.

2.55 T he re  is  n o t n e ce ssa rily  a one-to-one correspondence b e tw een  sub
s ta n tiv e  p rocedures and  a u d it ob jectives— some procedu res  a ccom p lish  m ore  
th a n  one o b jec tive  a nd  address seve ra l p o te n tia l r is k s  o f  m is s ta te m e n t. To 
reduce  th e  r is k  o f m a te r ia l m is s ta te m e n t o f  revenue  fro m  s o ftw a re  tra n s a c 
tio n s , a u d ito rs  sh ou ld  co ns ide r th e  s u b s ta n tiv e  p rocedures described  in  p a ra 
g ra ph s  2.56 th ro u g h  2.76.

Read and Analyze Contracts
2.56 T y p ic a lly , so ftw a re  vendors  s h o u ld  d ocu m e n t th e  te rm s  o f  th e ir  

a rra n g e m e n ts  w ith  th e ir  cu s to m e rs  in  a lic e n s in g  a g re e m e n t o r o th e r  le g a l

¶65

¶12
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c o n tra c t. R e a d in g  and  a n a ly z in g  th e  te rm s  o f these  co n tra c ts  w i l l  a llo w  a u d i
to rs  to  d e te rm in e  w h e th e r th e  fees associa ted  w ith  th e  tra n s a c tio n  w ere  
recogn ized  in  accordance w ith  G A A P .

2.57 In  d e te rm in in g  w h ic h  c o n tra c ts  to  re a d  and  ana lyze , th e  a u d ito r  
sh o u ld  se lect a s u ffic ie n t n u m b e r a nd  typ e  o f co n tra c ts  to  reduce  a u d it r is k  to  
a n  accep tab le  le ve l. In  d e te rm in in g  w h ic h  co n tra c ts  to  se lect fo r  a n a ly s is , th e  
a u d ito r  sh o u ld  co ns ide r th e  fo llo w in g .

a. T h e  m a te r ia l i ty  o f  th e  t ra n s a c t io n .  A n  a u d ito r  m a y  be ab le  to  reduce  
a u d it r is k  to  an  accep tab le  le v e l b y  a n a ly z in g  a ll m a te r ia l co n tra c ts  
e n te re d  in to  d u r in g  th e  a u d it p e rio d  to g e th e r w ith  a se le c tion  o f o th e r 
c o n tra c ts  th a t ,  in d iv id u a lly , w e re  n o t cons ide red  m a te r ia l.

b. T he  d a te  th e  c o n tra c t  w a s  e n te re d  in to .  I t  is  com m on fo r  so ftw a re  
ve nd ors  to  e n te r in to  lic e n s in g  a rra n g e m e n ts  w ith  th e ir  custom ers 
close to  th e  end o f th e  re p o r tin g  pe rio d . To reduce  th e  r is k  o f revenues 
b e in g  reco rded  in  th e  w ro n g  p e rio d , a u d ito rs  sh o u ld  cons ide r fo cus in g  
a u d it a tte n tio n  on tra n s a c tio n s  n e a r th e  end  o f th e  re p o r tin g  pe rio d . 
A lso , co n tra c ts  s igned  in  close p ro x im ity  w ith  th e  sam e cu s tom er m ay 
be p a r t o f  a s in g le  a rra n g e m e n t.

c. C o n tra c ts  r e la t in g  to  tra n s a c t io n s  w i th  a  h ig h  in h e re n t r is k .  P a ra 
g ra p h  2.33 describes revenue  tra n s a c tio n s  th a t  ty p ic a lly  have  a 
h ig h e r  in h e re n t r is k  o f m a te r ia l m is s ta te m e n t. W h e n  se le c tin g  con
tra c ts  fo r  d e ta ile d  a n a ly s is , a u d ito rs  sh o u ld  co ns ide r fo cus in g  a u d it 
a tte n tio n  on such tra n s a c tio n s . F o r exam p le , a c a re fu l re v ie w  o f th e  
c o n tra c t can  h e lp  th e  a u d ito r  deve lop  an  u n d e rs ta n d in g  o f th e  scope 
a n d  n a tu re  o f services to  be p e rfo rm e d . In d ic a tio n s  o f th e  im p o rta n c e  
o f  th e  services to  th e  o v e ra ll a rra n g e m e n t o fte n  can be v iew e d  
th ro u g h  th e  co n d itio n s  o f acceptance and  p a y m e n t te rm s . S hou ld  
th e re  be acceptance te s ts  and  m ile s to n e  p aym en ts , th e re  is  a h ig h e r 
lik e lih o o d  th a t  th e  services a re  e sse n tia l to  th e  fu n c t io n a lity  o f th e  
so ftw a re .

2.58 Som e so ftw a re  vendors  use s ta n d a rd iz e d  agreem ents fo r  a ll revenue  
tra n s a c tio n s  o r fo r  c e rta in  sp ec ified  tra n s a c tio n s . W h e n  th e  so ftw a re  ve nd o r 
uses s ta n d a rd iz e d  ag reem en ts , a u d it p rocedures m a y  be lim ite d  to —

•  E v a lu a tin g  th e  s ta n d a rd iz e d  c o n tra c t fo r  te rm s  th a t  m a y  a ffe c t reve 
n ue  re c o g n itio n , and

•  R e v ie w in g  a sam p le  o f co n tra c ts  fo r  com p liance  w ith  th e  s ta n d a rd ize d  
a g re e m e n t and  a p p ro p ria te  a llo c a tio n  o f th e  fee to  in d iv id u a l e lem en ts  
in  a  m u ltip le -e le m e n t a rra n g e m e n t.

2.59 A s  described  in  p a ra g ra p h  2.15 o f th is  ch a p te r, SO P 97-2 re q u ire s  
p e rsu a s ive  ev idence  o f  a n  a rra n g e m e n t b e tw een  th e  so ftw a re  ve n d o r and  its  
cu s to m e r b e fo re  revenue  is  p e rm itte d  to  be recogn ized . W h e n  th e  so ftw a re  
ve n d o r uses w r it te n  co n tra c ts  to  d ocu m e n t its  a rra n g e m e n ts  w ith  its  cu s tom 
e rs , th e  c o n tra c t m u s t be fu l ly  execu ted  b y  b o th  p a rtie s  be fo re  revenue  on  th e  
c o n tra c t m a y  be recogn ized . V e nd o rs  th a t  n o rm a lly  do n o t re ly  on  co n trac ts  
s h o u ld  have  o th e r ev idence, fo r  exam p le , p u rchase  o rd e rs  o r o n lin e  a u th o r iz a 
tio n s , to  d ocu m e n t tra n s a c tio n s . O ra l a g ree m e n t to  th e  te rm s  o f th e  c o n tra c t 
does n o t c o n s titu te  fu l l  e xecu tion .

2.60 W h e n  th e  a u d ito r  be lieves  th e re  is  s ig n ific a n t r is k  th a t  revenue  m a y  
be reco rd ed  be fo re  th e  ex is tence  o f a n  ag ree m e n t, he  o r she sh o u ld  cons ide r 
re v ie w in g  o r o b ta in in g  copies o f co n tra c ts  o r o th e r evidence o f a rra n g e m e n ts  
execu ted  n e a r th e  end  o f th e  a u d it p e rio d .
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2.61 W h e n  a n a ly z in g  a co n tra c t, th e  a u d ito r  sh ou ld  co ns ide r—
•  W h e th e r th e  c o n tra c t w as fu l ly  execu ted  b y  b o th  p a rtie s  d u r in g  th e  

a u d it pe riod .
•  W h e th e r th e  c lie n t has id e n tif ie d  a ll th e  p ro d u c ts  and  services (th e  

e le m e n ts ) in  a m u ltip le -e le m e n t a rra n g e m e n t. To id e n t ify  and  u n d e r
s ta n d  a ll th e  e lem en ts  o f a co n tra c t, th e  a u d ito r  m a y  need to  use th e  
w o rk  o f  a sp e c ia lis t. SAS N o. 73, U s in g  th e  W o rk  o f  a  S p e c ia lis t  (A IC P A , 
P ro fe s s io n a l S ta n d a rd s ,  vo l. 1, A U  sec. 336), p ro v id e s  gu idance  on th e  
use o f th e  w o rk  o f sp e c ia lis ts  as e v id e n tia l m a tte r.

•  W h e th e r p ro d u c ts  and  services o r c o n tra c t a cco u n tin g  is  a p p ro p ria te , 
i f  a m u ltip le -e le m e n t a rra n g e m e n t inc lu de s  services.

•  T he  fees p ro v id e d  fo r  u n d e r th e  c o n tra c t a nd  p a ym e n t p ro v is io n s .
•  T he  exis tence  o f  p ro v is io n s  th a t  a ffe c t w h e th e r th e  fee is  fix e d  o r 

d e te rm in a b le , such as p rice  p ro te c tio n , re tu rn s , and  ca nce lla tion s .
•  T he  o b lig a tio n s  o f b o th  p a rtie s  u n d e r th e  c o n tra c t.
•  The  spec ified  d e liv e ry  dates a n d  m ethods.
•  W h e th e r th e  c o n tra c t is  p a r t o f  a n o th e r a rra n g e m e n t.
•  A l l  o th e r p ro v is io n s  th a t  cou ld  a ffe c t revenue  re co g n itio n .

2.62 S o ftw a re  vendors  m a y  e n te r in to  o ra l o r w r it te n  “ side  ag reem en ts ” 
to  c o n tra c ts  th a t  e ffe c tiv e ly  m o d ify  those  co n tra c ts . A u d ito rs  sh o u ld  m ake  
in q u ir ie s  o f  those  fa m ilia r  w ith  th e  te rm s  o f th e  a rra n g e m e n t (fo r exam ple , 
sales p e rson ne l) to  d e te rm in e  w h e th e r side  agreem ents  e x is t and  to  ensu re  
th a t  a ll te rm s  o f th e  ag ree m e n t be tw een  th e  so ftw a re  v e n d o r and  its  cu s tom er 
have  been cons ide red  w he n  d e te rm in in g  revenue  re co g n itio n .

Confirm Terms of the Arrangement
2.63 SAS N o. 67, T he  C o n f irm a t io n  P rocess  (A IC P A , P ro fe s s io n a l S ta n d 

a rd s ,  vo l. 1, A U  sec. 330), p ro v id e s  gu idance  on th e  use o f  c o n firm a tio n s  to  
g a th e r e v id e n tia l m a tte r. W h e n  th e  com b ined  le v e l o f in h e re n t r is k  and  c o n tro l 
r is k  is  h ig h , SAS N o. 67 s ta tes th a t  th e  a u d ito r  sh o u ld  cons ide r c o n firm in g  th e  
te rm s  o f com p lex tra n s a c tio n s  w ith  o th e r p a rtie s  in  a d d itio n  to  e x a m in in g  
d o c u m e n ta tio n  h e ld  b y  th e  e n tity . C o m p le x ity  com bined  w ith  h ig h  leve ls  o f 
in h e re n t and  co n tro l r is k  fre q u e n tly  characte rize  so ftw are  revenue transactions.

2.64 The  a u d ito r ’s u n d e rs ta n d in g  o f th e  c lie n t’s a rra n g e m e n ts  and  tra n s 
a c tion s  w ith  its  custom ers is  k e y  to  d e te rm in in g  th e  in fo rm a tio n  to  be con
f irm e d . B y  re a d in g  th e  c o n tra c t a n d  u n d e rs ta n d in g  th e  te rm s  o f  th e  
a rra n g e m e n ts , th e  a u d ito r  sh o u ld  d e te rm in e  th e  a p p ro p ria te  in fo rm a tio n  to  
in c lu d e  on th e  c o n firm a tio n  req ue s t. W h e n  c o n firm a tio n s  a re  used to  g a th e r 
e v id e n tia l m a tte r  re la t in g  to  so ftw a re  revenue  re c o g n itio n , th e  a u d ito r  sh ou ld  
co ns ide r c o n firm in g  th e  fo llo w in g  te rm s :

•  D a te (s) o f d e liv e ry
•  D a te  o f cu s tom er acceptance
•  D a te  o f in s ta lla t io n
•  T he  d a te  o f th e  c o n tra c t th a t  is  th e  su b jec t o f th e  c o n firm a tio n  re q u e s t 

a n d  th e  ex is tence  o f a n y  side  agreem ents  o r m o d ific a tio n s  to  th e  
c o n tra c t

•  P r ic in g  d e ta ils
•  D e liv e ry  o f a ll e lem en ts  in  accordance w ith  th e  c o n tra c t
•  A n y  unde live red  elem ents’ e ffect on th e  fu n c tio n a lity  o f de livered  elem ents
•  R ig h t o f re tu rn , c a n c e lla tio n  p riv ile g e s , o r w a rra n ty  p ro v is io n s
•  S tage o f co m p le tio n , i f  a p p lica b le

AAG-REV 2.61



T ra n s a c tio n s  in  th e  C o m p u te r  S o ftw a re  In d u s tr y 67

•  O th e r p e r tin e n t c o n tra c t p ro v is io n s
•  A m o u n t due to  so ftw a re  v e n d o r and  p a y m e n t te rm s
•  A n y  a d d it io n a l p ro v is io n s  n o t described  in  th e  c o n tra c t

2.65 S o ftw a re  vendors  m a y  e n te r in to  o ra l o r w r it te n  “ side  ag reem en ts ” 
to  co n tra c ts  th a t  e ffe c tiv e ly  m o d ify  those  co n tra c ts . Some side agreem ents  m a y  
c o n ta in  te rm s  p ro h ib it in g  th e  cu s tom er fro m  d isc lo s in g  th e  ex is tence  o f th e  side  
a g ree m e n t to  th ir d  p a rtie s . A u d ito rs  sh o u ld  m ake  in q u ir ie s  o f those  fa m ilia r  
w ith  th e  te rm s  o f th e  sa le (fo r  exam p le , sales p e rson ne l) to  d e te rm in e  w h e th e r 
s ide  a g reem en ts  e x is t and  to  ensu re  th a t  a ll  te rm s  o f th e  ag ree m e n t be tw een  
th e  com pany a nd  its  cu s tom er have  been cons ide red  w h e n  d e te rm in in g  re ve 
nue  re c o g n itio n . To d e tec t th e  ex is tence  o f u nd isc losed  side  agreem ents , th e  
a u d ito r  s h o u ld  co ns ide r th e  need to  p e rfo rm  s u b s ta n tiv e  p rocedures, such  as 
re v ie w in g  c re d it m em os, sales concessions, o r s im ila r  m a rk e tin g  a llow ances 
g ra n te d  in  subsequen t pe riods fo r  a d ju s tm e n t o r re v e rs a l o f revenues p re 
v io u s ly  recorded .

Test for Delivery
2.66 A s described  in  p a ra g ra p h  2.15, revenue  fro m  so ftw a re  tra n s a c tio n s  

ca n n o t be recogn ized  u n t i l  th e  p ro d u c t is  d e live re d . A u d ito rs  s h o u ld  o b ta in  
e v id e n tia l m a tte r  to  co rrob o ra te  th e  d e liv e ry  o f th e  p ro d u c t. In  a d d it io n  to  
c o n firm in g  th e  d e liv e ry  w ith  th e  cu s tom er, th e  a u d ito r  sh ou ld  cons ide r—

•  R e v ie w in g  s h ip p in g  docum ents  a n d  p a c k in g  s lip s  to  e nsu re  a ll e le 
m e n ts  w ere  d e liv e re d  be fo re  th e  end  o f th e  re p o r tin g  p e rio d , e sp e c ia lly  
fo r  sales o f s h rin k -w ra p p e d  so ftw a re .

•  F o r so ftw a re  d e live re d  e le c tro n ic a lly , re v ie w in g  docum ents fro m  th e  
cu s tom er c o n firm in g  th e  p ro d u c t w as rece ived .

•  D e te rm in in g  th a t  th e  p ro d u c t o rd e re d  w as a v a ila b le  a nd  d e liv e re d  (fo r  
e xam p le , custom ers o rd e re d  v e rs io n  5.0, b u t i t  w as n o t a v a ila b le , so 
v e rs io n  4.5  w as sh ipped).

•  W h e th e r th e re  a re  u n d e liv e re d  e le m e n ts  th a t  a re  e sse n tia l to  th e  
fu n c t io n a lity  o f th e  d e liv e re d  e le m e n t.

Test for Collectibility
2.67 A s described  in  p a ra g ra p h  2.15, th e  c o lle c tib ility  o f th e  fee m u s t be 

p ro ba b le  to  recogn ize  reve nu e  fro m  so ftw a re  tra n s a c tio n s . F o r m a te r ia l tra n s 
a c tio n s , th e  a u d ito r  sh o u ld  cons ide r o b ta in in g  e v id e n tia l m a tte r  to  s u p p o rt 
c re d itw o rth in e s s  o f th e  cu s tom er a nd  th e  re la te d  c o lle c tib ility  o f th e  rece ivab le . 
F o r exam p le , th e  a u d ito r  m ig h t co ns ide r p e rfo rm in g  a d e ta ile d  spec ific  ac
co un ts  rece iva b le  ba lance  re v ie w  to  u n d e rs ta n d  w h y  custom ers a re  n o t p a y in g  
in  accordance w ith  te rm s . F ac to rs  to  co ns ide r in c lu d e  c re d itw o rth in e s s , te c h n i
ca l p ro d u c t p ro b le m s, de lays in  p ro d u c t re lease , a nd  com pany fa ilu re  to  enfo rce  
p a y m e n t te rm s . Such a re v ie w  w o u ld  h e lp  th e  a u d ito r  e va lu a te  w h e th e r 
p ro b le m s  w ith  c o lle c t ib il ity  s h o u ld  a ffe c t c u rre n t reve nu e  re c o g n itio n  o r 
w h e th e r th e  o r ig in a l tre a tm e n t w as a p p ro p ria te . A lso , subsequen t cash re 
ce ip ts  can  p ro v id e  e v id e n tia l m a tte r  to  s u p p o rt th e  c o lle c tib ility  o f th e  fee.

Test for Contingencies
2.68 T he  a u d ito r  a lso sh o u ld  d e te rm in e  w h e th e r th e  fee a llo ca te d  to  

d e liv e re d  e le m e n ts  is  su b jec t to  fo r fe itu re , re fu n d , o r o th e r concessions i f  a n y  
o f  th e  u n d e liv e re d  e le m e n ts  a re  n o t d e live re d . To m ake  th is  d e te rm in a tio n  th e  
a u d ito r  s h o u ld  co ns ide r such  fa c to rs  as—
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•  T he  te rm s  o f th e  a rra n g e m e n t sp ec ified  in  th e  c o n tra c t.
•  M a n a g e m e n t’s in te n t to  p ro v id e  re fu n d s  o r o th e r concessions th a t  are  

n o t re q u ire d  u n d e r th e  p ro v is io n s  o f th e  a rra n g e m e n t.
•  T he  e n t ity ’s h is to r ic a l p a tte rn  o f m a k in g  re fu n d s  o r o th e r concessions 

th a t  w ere  n o t re q u ire d  u n d e r th e  p ro v is io n s  o f th e  a rra n g e m e n t.

Gather Evidential Matter to Support VSOE or Residual Value
2.69 A s described  in  p a ra g ra p h  2.18, SO P 97-2 re q u ire s  th a t  a llo c a tio n  o f 

th e  fee to  v a rio u s  e lem en ts  in  a m u ltip le -e le m e n t a rra n g e m e n t sh o u ld  be based 
on V S O E  o f fa ir  va lu e . SO P 97-2 p ro v id e s  gu idance  on how  to  a llo ca te  th e  fee 
(an d  d isco u n t, i f  a ny) am ong th e  in d iv id u a l e lem en ts  o f m u ltip le -e le m e n t 
a rra n g e m e n ts  th a t  in c lu d e  u pg rade  r ig h ts , a d d it io n a l so ftw a re  p ro d u c ts , PCS, 
o r se rv ice  e le m e n ts  (o th e r th a n  P C S -re la ted  serv ices) th a t  m ee t th e  c r ite r ia  fo r  
sepa ra te  a ccoun ting .

2.70 A u d ito rs  sh o u ld  g a th e r e v id e n tia l m a tte r  to  s u p p o rt V S O E  fo r  each 
e le m e n t in  a m u ltip le -e le m e n t a rra n g e m e n t. T h is  e v id e n tia l m a tte r  sh o u ld  be 
co n s is te n t w ith  th e  d e fin it io n  o f V S O E  sp ec ified  in  SO P 97-2 as am ended b y  
SO P 98-9. In  o b ta in in g  V S O E  fo r  each e le m e n t, a u d ito rs  need to :

•  E xa m in e  d o cu m e n ta tio n  to  s u p p o rt th e  p rice  cha rged  fo r  th e  e le m e n t 
w h e n  i t  is  so ld  se pa ra te ly .

•  R ev iew  th e  com pany’s p rocedures to  e s ta b lis h  p r ic in g  p o lic ie s  fo r  
e le m e n ts  th a t  have  n o t y e t been so ld  se p a ra te ly , and  d e te rm in e  th a t  
m an ag em en t does n o t change p rices  once es tab lish ed .

2.71 In  m o s t ins tances , e v id e n tia l m a tte r  to  s u p p o rt V S O E  fo r each 
e le m e n t in  a m u ltip le -e le m e n t a rra n g e m e n t m a y  be o b ta in e d  fro m  an  e v a lu 
a tio n  o f a ve n d o r’s h is to r ic a l sales o f p ro d u c ts  a nd  services. A IC P A  T e ch n ica l 
P ra c tice  A id s  (T P A ) 5100.57, “ O ve rco m in g  P re s u m p tio n  o f C oncessions in

  E x te n d e d  P a ym e n t T e rm  A rra n g e m e n ts  a n d  S o ftw a re  R evenue R eco g n itio n ,” 
p ro v id e s  th e  fo llo w in g  exam ples o f fa c to rs  th a t  m a y  be u s e fu l in  e v a lu a tin g  a 
ve n d o r’s p ro d u c t and  service  p r ic in g  h is to ry :

•  S im ila r ity  o f custom ers
—  T ype  o r C lass o f C us tom er

•  S im ila r ity  o f  p ro d u c ts  in c lu d e d
—  Types o f P roduc ts
—  S tage o f P ro d u c t L ife  C ycle
—  E le m e n ts  In c lu d e d  in  th e  A rra n g e m e n t

•  S im ila r ity  o f license  econom ics
—  L e n g th  o f P a ym e n t T erm s
—  Econom ics o f  L icense  A rra n g e m e n t

Test Recognition of Deferred Revenue
2.72 D e fe rre d  revenue  fro m  so ftw a re  revenue  tra n s a c tio n s  m a y  re s u lt 

fro m  th e  fo llo w in g  c ircum stances.

a. T he  te rm s  o f th e  a rra n g e m e n t do n o t m ee t th e  c r ite r ia  fo r  revenue  
re c o g n itio n  as described  in  SO P 97-2.

b. A s described in  p a rag ra ph  2.18, s u ffic ie n t V S O E does n o t e x is t to  
a llocate  th e  fee to  va riou s  e lem ents in  a m u ltip le -e le m e n t a rrangem en t.
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c. A s described in  parag raphs 2.21 and  2.23, fees fo r  PCS services and 
services o th e r th a n  P C S -re la ted  services g en e ra lly  shou ld  be de fe rred  
and  recognized ra ta b ly  and  as th e  service is  perform ed, respective ly .

2.73 F o r d e fe rre d  revenue  re la t in g  to  th e  ite m s  described  in  2 .72a and  b, 
th e  a u d ito r  s h o u ld  o b ta in  e v id e n tia l m a tte r  to  s u p p o rt m an ag em en t’s a sse rtio n  
th a t  a ll d e fe rre d  revenue  has been recogn ized  w h e n  th e  c r ite r ia  fo r  revenue  
re c o g n itio n  have  been m e t.

2.74 T he  re c o g n itio n  o f revenue  re la te d  to  se rv ice  e lem en ts  depends on 
w h e n  th e  se rv ice  is  p e rfo rm e d . S im ila r ly , w h e n  p ro d u c t revenue  is  d e fe rre d  
because V S O E  does n o t e x is t, o r an  u n d e liv e re d  serv ice  is  e sse n tia l to  th e  
p ro d u c t’s fu n c t io n a lity , th e  re c o g n itio n  o f th a t  d e fe rre d  revenue  depends on 
w h e n  th e  se rv ice  is  p e rfo rm ed . W h e n  th e  services a re  p e rfo rm e d  o ve r severa l 
a cco u n tin g  p e rio d s , m an ag em en t m a y  be re q u ire d  to  e s tim a te  th e  percen tage  
o f  th e  se rv ice  th a t  has been p e rfo rm e d  to  da te . SAS N o. 57, A u d it in g  A c c o u n t
in g  E s t im a te s  (A IC P A , P ro fe s s io n a l S ta n d a rd s ,  vo l. 1, A U  sec. 342), p ro v id e s  
g u ida nce  on  e v a lu a tin g  th e  reasonab leness o f a cco u n tin g  e s tim a te s  m ade b y  
m an ag em en t. In  e v a lu a tin g  reasonab leness, th e  a u d ito r  sh ou ld  focus on ke y  
fa c to rs  a n d  a ssu m p tio n s  u n d e r ly in g  th e  e s tim a te . F o r e s tim a te s  re la t in g  to  th e  
p e rfo rm a n ce  o f  s o ftw a re -re la te d  se rv ices, th e  a u d ito r  sh o u ld  cons ide r fa c to rs  
a n d  such  a ssum p tio ns  as—

•  T he  te c h n ic a l c o m p le x ity  o f th e  p ro je c t. T he  m ore  com p lex a p ro je c t, 
th e  m ore  d if f ic u lt  i t  m a y  be to  e s tim a te  th e  percen tage  o f th e  w o rk  th a t 
has been p e rfo rm ed .

•  W h e th e r an  a p p ro p ria te  m easure  o f p rogress has been se lected. F o r 
e xam p le , o u tp u t m easures m a y  p ro v id e  a b e tte r  e s tim a te  o f p rogress 
th a n  costs in c u rre d .22

•  T he  p ro je c t m a tu r ity . The  c lose r th e  se rv ice  p ro je c t is  to  c o m p le tio n , 
th e  m ore  re lia b le  th e  e s tim a te  o f th e  percen tage  o f th e  w o rk  p e rfo rm e d  
to  da te .

•  T he  p ro je c t d u ra tio n  and  size.
•  T he  ve n d o r’s co n tro ls  ove r cost a ccu m u la tio n .
•  F o r cost-based e s tim a te s , w h e th e r th e  a p p ro p ria te  poo l o f costs has 

been in c lu d e d  in  th e  c a lc u la tio n .23
•  T he  ve n d o r’s h is to ry  o f  c o m p le tin g  s im ila r  p ro jec ts .
•  T he  s u s c e p tib ility  o f th e  p ro je c t d es ign  to  change.
•  T he  com pany ’s h is to ry  o f  re v is io n s  o f e s tim a te s .
•  T he  ve n d o r’s h is to ry  o f b u d g e tin g  services (fo r  exam ple , i f  th e  a b il ity  

to  e s tim a te  expenses h is to r ic a lly  has been o f f  b y  10 p e rce n t, a d ju s t 
u p - fro n t, a cco rd in g ly ).

•  W h e th e r th e re  a re  noncha rgeab le  fees in c u rre d  on p ro jec ts .
•  T he  adequacy o f th e  e n t ity ’s reco rds on p e rfo rm an ce  o f services.

2.75 To e va lu a te  th e  reasonab leness o f e s tim a te s  re la t in g  to  th e  p e rfo rm 
ance o f se rv ices, th e  a u d ito r  sh o u ld  co ns ide r such p rocedures as th e  fo llo w in g :

•  M a k in g  in q u ir ie s  o f m an ag em en t, b o th  f in a n c ia l and  o p e ra tio n a l
•  R e v ie w in g  d a ta , such  as tim e  ca rds, to  s u p p o rt th e  e s tim a te  o f se rvices 

p e rfo rm e d

22 SOP 97-2, paragraphs 78 through 91, includes detailed guidance on m easuring progress to 
completion.

23 See footnote 22.
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•  R ev iew  m an ag em en t’s c u rre n t e s tim a te  to  com p le te  th e  p ro je c t
•  C o n firm in g  th e  stage o f c o m p le tio n  w ith  th e  cu s tom er

Analyze Allowance for Sales Returns
2.76 A s described  in  p a ra g ra p h  2.27, m an ag em en t is  re q u ire d  to  e s tim a te  

sales re tu rn s  a t th e  tim e  th e  sa le o f th e  p ro d u c t is  m ade. A u d ito rs  shou ld  
co ns ide r p e rfo rm in g  th e  fo llo w in g  p rocedures as a m eans to  o b ta in  e v id e n tia l 
m a tte r  to  e va lu a te  th e  reasonab leness o f m a n a g e m e n t’s e s tim a te .

•  R ev iew  c re d it m em os and  accounts rece iva b le , revenue , and  m a rk e t
in g  and  p ro m o tio n  expense a d ju s tm e n ts  m ade a fte r  th e  end  o f th e  
re p o r tin g  pe rio d .

•  A n a lyze  th e  com pany’s h is to r ic a l expe rience  w ith  sales re tu rn s  o f 
s im ila r  p roduc ts .

•  M a k e  in q u ir ie s  re g a rd in g  th e  presence o f th e  fa c to rs  lis te d  in  p a ra 
g ra p h  8 o f F A S B  S ta te m e n t N o. 48 and , i f  a p p lica b le , th e  a d d itio n a l 
fa c to rs  lis te d  in  p a ra g ra p h  2.28 o f th is  ch a p te r, to  d e te rm in e  w h e th e r 
th e  a m o u n t o f re tu rn s  can be re a so n a b ly  e s tim a te d .

Presentation and Disclosure
2.77 A sse rtio n s  a b o u t p re s e n ta tio n  and  d isc lo su re  address w h e th e r th e  

c la s s ific a tio n , d e s c rip tio n , and  d isc lo su re  o f revenue  in  th e  e n t ity ’s f in a n c ia l 
s ta te m e n ts  a re  in  c o n fo rm ity  w ith  G A A P . The  a u d ito r  sh ou ld  e va lu a te  w h e th e r 
th e  p re s e n ta tio n  and  d isc losu re  o f so ftw a re  revenue  a re  in  c o n fo rm ity  w ith  
G A A P . A s  no te d  in  SAS N o. 69, T he  M e a n in g  o f  P re se n t F a ir ly  in  C o n fo rm ity  
W ith  G e n e ra lly  A ccepted  A c c o u n tin g  P rin c ip le s  (A IC P A , P ro fe s s io n a l S ta n d 
a rd s ,  vo l. 1, A U  sec. 411.04), as am ended, th e  a u d ito r ’s o p in io n  as to  w h e th e r 
fin a n c ia l s ta te m e n ts  a re  p re sen te d  in  c o n fo rm ity  w ith  G A A P  sh o u ld  be based 
on th e  a u d ito r ’s ju d g m e n t as to  w h e th e r—

a. The  accounting  p rin c ip le s  selected and a pp lied  have genera l acceptance.

b. T he  a cco u n tin g  p rin c ip le s  a re  a p p ro p ria te  in  th e  c ircum stances .

c. T h e  f in a n c ia l s ta te m e n ts , in c lu d in g  th e  re la te d  n o te s , a re  in fo r 
m a tiv e  o f m a tte rs  th a t  m a y  a ffe c t th e ir  use, u n d e rs ta n d in g , and  
in te rp re ta tio n .

d. T he  in fo rm a tio n  p re sen te d  in  th e  fin a n c ia l s ta te m e n ts  is  c la ss ifie d  
and  su m m a rize d  in  a reasonab le  m a n n e r, th a t  is , n e ith e r  too  d e ta ile d  
n o r too  condensed.

e. T he  fin a n c ia l s ta te m e n ts  re fle c t th e  u n d e r ly in g  tra n s a c tio n s  and  
even ts  in  a m a n n e r th a t  p re sen ts  th e  fin a n c ia l p o s itio n , re s u lts  o f 
o p e ra tio n s , and  cash flo w s  s ta te d  w ith in  a ran ge  o f accep tab le  lim its ,  
th a t  is , l im its  th a t  a re  reasonab le  and  p ra c tic a b le  to  a tta in  in  f in a n 
c ia l s ta te m e n ts .

2.78 M a rk e tin g  a rra n g e m e n ts  m a y  v a ry  am ong so ftw a re  d is tr ib u to rs  and  
re se lle rs . F o r exam ple , some d is tr ib u to rs  m a y  n o t ta k e  t i t le  to  th e  so ftw a re  so ld  
to  th e  cu s tom er a n d  have  no r is k  o f loss o r o th e r re s p o n s ib ility  fo r  th e  p ro d u c t. 
In  those  s itu a tio n s  a q u e s tio n  m a y  a rise  as to  w h e th e r revenue  fro m  th e  sale 
o f  th e  s o ftw a re  s h o u ld  be re p o r te d  “ g ro ss ” w ith  a s e p a ra te  d is p la y  o f  co s t o f
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sales to  a rr iv e  a t gross p ro f it  o r w h e th e r th e  m a rg in  on th e  sa le sh o u ld  be 
re p o rte d  “ n e t,”  s im ila r  to  a com m iss ion . E m e rg in g  Issues T a sk  Force (E IT F ) 
Issue  N o. 99-19, R e p o r t in g  R e ven ue  G ross  as  a  P r in c ip a l V e rsu s  N e t as  a n  
A g e n t,  s ta tes  th a t  w h e th e r a com pany sh o u ld  recogn ize  revenue  based on (a) 
th e  gross a m o u n t b ille d  to  a  cu s tom er because i t  has e a rned  revenue  fro m  th e  
sa le o f th e  goods o r services o r (b ) th e  n e t a m o u n t re ta in e d  ( th a t is , th e  a m o u n t 
b ille d  to  th e  cu s tom er less th e  a m o u n t p a id  to  a  s u p p lie r) because i t  has earned  
a com m iss ion  o r fee is  a m a tte r  o f ju d g m e n t th a t  depends on th e  re le v a n t fa c ts  
and  c ircu m stan ces . E IT F  Issue  N o. 99-19 sets fo r th  fa c to rs  o r in d ic a to rs  to  
co ns ide r in  m a k in g  th e  e v a lu a tio n .

2.79 R e g u la tio n  S -X  re q u ire s  SEC re g is tra n ts  to  d isclose s e p a ra te ly , on  
th e  face o f th e  incom e s ta te m e n t, revenue  fro m  th e  sales o f p ro d u c ts , services, 
and  o th e r p ro d u c ts . In  a d d itio n , th e  in te rp re ta tiv e  response to  S A B  N o. 101, as 
am ended  and  c o d ifie d  in to  T op ic  13: R e ven ue  R e c o g n it io n , B , Q u e s tio n  1, 
fo rm e rly  Q u e s tio n  1 in  section  B  o f S A B  N o. 101 s ta tes th a t  th e  SEC s ta ff  
be lieves th a t  costs re la te d  to  each typ e  o f revenue  s im ila r ly  sh o u ld  be re p o rte d  
se p a ra te ly  on  th e  face o f th e  incom e s ta te m e n t.

2.80 W ith  respec t to  d isc lo su re , p a ra g ra p h  12 o f A P B  O p in io n  N o. 22, 
D is c lo s u re  o f  A c c o u n t in g  P o lic ie s , s ta tes:

In  g en e ra l, th e  d isc lo su re  sh o u ld  encom pass im p o r ta n t ju d g m e n ts  as to  
a p p ro p ria te n e ss  o f  p rin c ip le s  re la t in g  to  re c o g n itio n  o f  revenue  a n d  a llo 
c a tio n  o f  asset costs to  c u rre n t and  fu tu re  p e riods ; in  p a r t ic u la r  i t  sh ou ld  
encom pass those  a cco u n tin g  p rin c ip le s  and  m e thods  th a t  in v o lv e  a n y  o f 
th e  fo llo w in g :

a. A  se le c tion  fro m  e x is tin g  accep tab le  a lte rn a tiv e s ;

b. P rin c ip le s  and  m e thods  p e c u lia r  to  th e  in d u s try  in  w h ic h  th e  re p o r t
in g  e n t ity  ope ra tes, even i f  such p rin c ip le s  a nd  m e thods  a re  p re d o m i
n a n tly  fo llo w e d  in  th a t  in d u s try ;

c. U n u s u a l o r in n o v a tiv e  a p p lic a tio n s  o f  g e n e ra lly  accepted a cco u n tin g  
p rin c ip le s  (and , as a p p lica b le , o f  p rin c ip le s  and  m ethods p e c u lia r to  
th e  in d u s try  in  w h ic h  th e  re p o r tin g  e n t ity  opera tes).

2.81 A c c o rd in g ly , so ftw a re  ve nd ors  s h o u ld  co ns ide r d isc lo s in g  th e ir  ac
c o u n tin g  p o lic ie s  conce rn ing :

•  R evenue re c o g n itio n  fo r  each s ig n if ic a n t ty p e  o f revenue  (fo r  exam ple , 
p ro d u c t sales; m a in te n a n ce  a n d  PCS; in s ta lla t io n  and  o th e r services; 
a n d  b a r te r  tra n s a c tio n s )

•  A c c o u n tin g  fo r  d isco un ts , in c e n tiv e s  a n d  sales re tu rn s , a n d  th e  m e th 
ods used to  deve lop e s tim a te s  o f  s ig n if ic a n t sales a llow ances

•  A m o rtiz a tio n  o f d e fe rre d  revenues

2.82 S A S  N o . 32, A d e q u a c y  o f  D is c lo s u re  in  F in a n c ia l  S ta te m e n ts  
(A IC P A , P ro fe s s io n a l S ta n d a rd s ,  v o l. 1, A U  sec. 431 ), re q u ire s  th e  a u d ito r  
to  e xp ress  a q u a lif ie d  o r a n  a d ve rse  o p in io n  i f  m a n a g e m e n t o m its  fro m  th e  
f in a n c ia l s ta te m e n ts , in c lu d in g  th e  a c c o m p a n y in g  n o te s , in fo rm a tio n  th a t  
is  re q u ire d  b y  G A A P . T h e  a u d ito r  s h o u ld  re v ie w  th e  f in a n c ia l s ta te m e n ts  to  
d e te rm in e  w h e th e r  d is c lo s u re s  a re  a d e q u a te  w ith  re g a rd  to  such  m a tte rs  as 
s o ftw a re  re v e n u e  re c o g n itio n  p o lic ie s , in fo rm a tio n  a b o u t m a jo r  cu s to m e rs  
o r s ig n if ic a n t c o n c e n tra tio n s  o f c re d it  r is k ,  re la te d -p a r ty  tra n s a c tio n s , a n d  
th e  e ffe c t o f s ig n if ic a n t re v is io n s  to  e s tim a te s  in  p e rc e n ta g e -o f-c o m p le tio n  
c o n tra c ts .
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W ritten R epresentations From  M a n a g e m e n t
2.83 SAS N o. 85, M a n a g e m e n t R e p re s e n ta tio n s , as am ended b y  SAS N o. 

89, A u d it  A d ju s tm e n ts  and  SAS N o. 99, C o n s id e ra tio n  o f  F r a u d  in  a  F in a n c ia l 
S ta te m e n t A u d i t  (A IC P A , P ro fe s s io n a l S ta n d a rd s ,  vo l. 1, A U  sec. 333), re q u ire s  
th e  a u d ito r  to  o b ta in  w r it te n  re p re s e n ta tio n s  fro m  m an ag em en t and  p ro v id e s  
gu idance  conce rn ing  th e  re p re s e n ta tio n s  to  be o b ta ine d . Such re p re s e n ta tio n s  
a re  p a r t o f  th e  e v id e n tia l m a tte r  th e  a u d ito r  o b ta in s  b u t a re  n o t a s u b s titu te  
fo r  th e  a p p lic a tio n  o f th e  s u b s ta n tiv e  a u d it in g  p rocedures o u tlin e d  in  th is  
c h a p te r. SAS N o. 85 (A U  sec. 333.07) s ta tes th a t  th e  re p re s e n ta tio n  le t te r  
o rd in a r ily  sh ou ld  be ta ilo re d  to  in c lu d e  a p p ro p ria te  re p re s e n ta tio n s  fro m  
m an ag em en t re la t in g  to  m a tte rs  spec ific  to  th e  e n t ity ’s bus iness o r in d u s try . 
R ep re se n ta tio n s  specific  to  so ftw a re  revenue  tra n s a c tio n s  m a y  in c lu d e  th e  
fo llo w in g .

•  M an ag em en t is  n o t a w a re  o f a n y  side agreem ents , e ith e r  w r it te n  o r 
o ra l, to  its  so ftw a re  revenue  a rra n g e m e n ts .

•  T he  com pany has recogn ized  revenue  in  accordance w ith  th e  p ro v i
sions o f SOP 97-2 a nd  o th e r a u th o r ita tiv e  lite ra tu re .

•  M an a g e m e n t in te n d s  n o t to  p ro v id e  re fu n d s  o r concessions th a t a re  
n o t re q u ire d  u n d e r th e  p ro v is io n s  o f th e  a rra n g e m e n t, a nd  its  h is to r i
ca l p e rfo rm an ce  su pp o rts  such in te n t.

•  M a n a g e m e n t does n o t a n tic ip a te  p ro v id in g  PCS services th a t  a re  n o t 
re q u ire d  u n d e r th e  p ro v is io n s  o f  th e  a rra n g e m e n t w ith o u t a p p ro p ria te  
a d d itio n a l co ns ide ra tio n .

•  I f  th e re  is  a s itu a tio n  w he re  V S O E  fo r an  e le m e n t n o t y e t b e in g  so ld  
w as e s ta b lish e d  b y  m an ag em en t h a v in g  th e  a u th o r ity  to  do so, such 
V S O E  sh ou ld  be d isc losed  in  a re p re s e n ta tio n  to g e th e r w ith  a s ta te 
m e n t th a t  th e  com pany w i l l  n o t change th e  p rices  o f in d iv id u a l e le 
m en ts  once es tab lish ed .

•  M an a g e m e n t be lieves th a t  u n b ille d  revenue  is  re a liz a b le  in  accord
ance w ith  th e  p ro v is io n s  o f th e  co n tra c t.

•  E s tim a te s  used in  e s tim a tin g  re tu rn s  a re  reasonab le , to  th e  b es t o f 
m an ag em en t’s kn ow led ge  and  a b ility .

•  U n sp e c ifie d  upg rades o ffe re d  d u r in g  th e  PCS a rra n g e m e n t a re  ex
pected to  re m a in  m in im a l and  in fre q u e n t.

2.84 SAS N o. 85 also s ta tes  th a t  in  c e rta in  c ircu m stan ces , th e  a u d ito r  
m a y  w a n t to  o b ta in  w r it te n  re p re s e n ta tio n s  fro m  o th e r in d iv id u a ls . The  a u d i
to r  sh o u ld  cons ide r o b ta in in g  a d d itio n a l re p re s e n ta tio n s  re la t in g  to  revenue  
asse rtion s  d ire c tly  fro m  th e  so ftw a re  ve n d o r’s o p e ra tin g  m an ag em en t, such as 
sales pe rsonne l.

AAG-REV 2.83



Transactions in  the H igh-Technology M anufac tu ring  In d u s try  7 3

Chapter 3
Auditing Revenue Transactions in the 
High-Technology Manufacturing Industry

O v e rv ie w  of the H igh-Techno lo gy M anufacturing Industry

3.01 The te rm  h ig h  tech no log y  is  n o t de fined  p recise ly, and  h igh-techno logy 
m a n u fa c tu rin g  in c lu d e s  se ve ra l in d u s tr ie s  w hose p a r tic ip a n ts  p ro v id e  a b ro ad  
ran ge  o f  p ro d u c ts  and  services to  n um erou s  custom ers on v a rio u s  te rm s . In  
g e n e ra l, h ig h -te c h n o lo g y  com pan ies a re  in v o lv e d  in  th e  p ra c tic a l a p p lic a tio n  o f 
p h y s ic a l science a nd  th e  use o f s c ie n tific  th e o rie s  and  m ethods to  deve lop new  
p ro d u c ts  th a t  enhance th e  w a y  w e liv e .

3.02 T h is  c h a p te r conside rs th e  a u d it in g  and  a cco u n tin g  fo r  revenue  
re c o g n itio n  tra n s a c tio n s  fo r  com pan ies in v o lv e d  in  th e  m a n u fa c tu re  o f h ig h - 
te ch n o lo g y  p ro d u c ts , such as—

•  C om pu te rs , in c lu d in g  p e rson a l co m p u te rs  (P C s), system s, a n d  se rve rs  
(ra n g in g  u p  to  la rge -sca le  system s, such  as m a in fra m e s  and  supercom 
p u te rs ) and  w o rk s ta tio n s .

•  C o m p u te r p e r ip h e ra l e q u ip m e n t, such as sto rage  devices, m o n ito rs , 
a n d  p r in te rs .

•  S em iconducto rs , in c lu d in g  a na lo g  and  d ig ita l sem iconducto rs , such  as 
m icroprocessors , m e m o ry  ch ips , a nd  lo g ic  devices.

•  E le c tro n ic  p ro d u c ts  and  com ponen ts, such  as e le c tro n  tu bes , p r in te d  
c irc u it  boa rds, ca pa c ito rs , re s is to rs , tra n s fo rm e rs , and  o th e r ite m s  
th a t  a re  used in  a v a r ie ty  o f in d u s trie s .

•  T e le c o m m u n ic a tio n s , d a ta  co m m u n ic a tio n s , n e tw o rk in g , m e d ic a l, 
a n a ly t ic a l, d ia g n o s tic , and  o th e r types o f e q u ip m e n t th a t  a re  m a n u 
fa c tu re d  w ith  e le c tro n ic  p ro d u c ts  and  com ponen ts .1

3.03 A u d ito rs  o f h ig h -te c h n o lo g y  m a n u fa c tu rin g  com pan ies w i l l  need to  
o b ta in  an  u n d e rs ta n d in g  o f th e  c lie n t’s p ro d u c ts , serv ices, a n d  d is tr ib u tio n  
processes, a n d  th e  te rm s  and  c o n d itio n s  o f sales a rra n g e m e n ts . S uch an  
u n d e rs ta n d in g  w i l l  enhance th e  a u d ito r ’s a b il it y  to  p la n  a n d  p e rfo rm  a u d it in g  
p rocedures fo r  revenue  tra n s a c tio n s  o f  h ig h -te ch n o lo g y  m a n u fa c tu re rs . In  
a d d itio n , a u d ito rs  sh o u ld  keep a pp rise d  o f new  a cco u n tin g  g u idance  th a t  cou ld  
a ffe c t reve nu e  re c o g n itio n  b y  m a n u fa c tu re rs  o f  h ig h -te ch n o lo g y  p ro d u c ts .†

Com petitive  Environm ent

3.04 A g g re s s iv e  p r ic in g  a n d  sa le s  co n c e s s io n s . T h e  h ig h -te c h n o lo g y  
m a n u fa c tu r in g  in d u s try  is  in te n s e ly  c o m p e tit iv e , a n d  som e se g m e n ts  o f  th e  * †

* See C hapter 1, “Overview: A u d it Issues in  Revenue Recognition,” o f th is  Guide fo r a related 
discussion o f the m atters presented in  th is  chapter.

1 See paragraphs 3.13-3.14 fo r guidance on sales o f products th a t include embedded software.
† For discussion concerning the F inancia l Accounting Standards Board (FASB) comprehensive 

revenue recognition project see the Preface o f th is  Guide.
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in d u s try — m o st n o ta b ly , th e  PC segm ent— se ll w h a t is  cons ide red  to  be a 
co m m od ity . W h e n  a p ro d u c t is  cons ide red  a co m m od ity , th e  p r im a ry  m eans o f 
d if fe re n tia tio n  is  p rice , and  i t  is  n o t u n u s u a l fo r  p a rtic ip a n ts  in  th e  in d u s try  to  
engage in  aggressive  p r ic in g  p ra c tices  o r o ffe r generous sales concessions to  
g a in  o r re ta in  m a rk e t share.

3.05 R a p id  te c h n o lo g ic a l ch a n g e . S h o rt p ro d u c t l ife  cycles a re  a fu n d a 
m e n ta l c h a ra c te ris tic  o f th e  h ig h -te ch n o lo g y  m a n u fa c tu rin g  in d u s try . F o r 
exam p le , th e  life  cycle o f  a desktop  PC is  th o u g h t to  be tw o  years  o r less, and  
i t  is  e s tim a te d  th a t  up  to  50 p e rce n t o f p ro fits  fo r  PCs and  re la te d  p ro d u c ts  a re  
now  gen e ra ted  in  th e  f ir s t  th re e  to  s ix  m o n th s  o f sales. C o n s ta n t te chn o lo g ica l 
adva nce m e n t a ffec ts  th e  in d u s try  in  m a n y  w ays, in c lu d in g  th e  fo llo w in g .

•  T he  th re a t o f im m in e n t p ro d u c t obsolescence p ro v id e s  an  a d d itio n a l 
in c e n tiv e  fo r  h ig h -te ch n o lo g y  m a n u fa c tu re rs  to  o ffe r d isco un ts  o r 
p ro v id e  o th e r in c e n tiv e s  a n d  concessions as a w a y  to  m ake  sales and  
m ove in v e n to ry . A s described  in  p a ra g ra p h  3.08, m a n y  concessions 
ra is e  ques tions  a b o u t th e  p ro p r ie ty  o r t im in g  o f revenue  re co g n itio n .

•  R ap id  te chn o lo g ica l change has re s u lte d  in  th e  c re a tio n  o f eve r m ore  
com p lex h ig h -te ch n o lo g y  p ro du c ts . In  some ins tan ces , i t  m a y  be d if f i 
c u lt to  d e te rm in e  w h e th e r th e  p ro d u c t w i l l  p e rfo rm  as re q u ire d  a t th e  
tim e  o f sh ip m e n t. To overcom e cu s tom er res is ta nce  in  these  s itu a tio n s , 
m a n u fa c tu re rs  m a y  engage in  a n u m b e r o f p ra c tices  th a t  have  revenue  
re c o g n itio n  im p lic a tio n s . These p ra c tice s  in c lu d e —
—  D e liv e r in g  p ro d u c ts  to  custom ers fo r  d e m o n s tra tio n  purposes.
—  P ro v id in g  lib e ra l e v a lu a tio n , acceptance, o r c a n c e lla tio n  clauses 

in  th e  sales c o n tra c t.
—  O ffe r in g  se p a ra te ly  p ric e d  e x tended  w a rra n tie s  o r m a in te n a n ce  

agreem ents.
—  P ro m is in g  th e  d e liv e ry  o f fu tu re  p ro d u c ts . B e fo re  these  p ro d u c ts  

a re  com p le te , th e  com pany w i l l  s h ip  c u rre n t p ro d u c ts  to  th e  
custom er.

•  T he  q u ic k  pace o f in n o v a tio n  can fo rce  com pan ies to  speed new  p ro d 
u cts  to  m a rk e t. T he  c o n s ta n t in tro d u c tio n  o f n ew  p ro d u c ts  m a y  ra ise  
q ue s tion s  a b o u t an  e n t ity ’s a b il it y  to  e s tim a te  p ro d u c t re tu rn s .

•  T he  ra p id  pace o f change re s u lts  in  com panies c o n s ta n tly  e v a lu a tin g  
a n d  m o d ify in g  th e ir  bus iness m ode l and  how  th e ir  p ro d u c ts  a re  
b ro u g h t to  m a rk e t. F o r exam ple , as p ro d u c ts  n e a r th e  end  o f th e ir  l ife  
cycle , a com pany m a y  o ffe r sales in c e n tiv e s  o r in tro d u c e  o th e r s tra te 
g ies fo r  e x te n d in g  th e  sales life  o f th e  p ro d u c t.

3.06 P re s s u re  to  m ee t e a rn in g s  e x p e c ta tio n s . F o r p u b lic ly  tra d e d  m a n u 
fa c tu re rs , th e  m a rk e t p rice  o f th e  com pany’s s to ck  m a y  have  im p o r ta n t s tra te 
g ic  im p lic a tio n s . H ig h -te ch n o lo g y  com pan ies fre q u e n tly  use com pany s tock 
and  s to ck  o p tio n s  to  com pensate m an ag em en t, and  th e  v a lu e  o f th a t  com pen
s a tio n  a llo w s  those  com panies to  a ttra c t a nd  re ta in  to p  ta le n t. A d d itio n a lly , 
some segm ents o f th e  in d u s try  a re  u n d e rg o in g  co n s o lid a tio n  as com pan ies seek 
w ays  to  m a in ta in  g ro w th  o r c rea te  m a rk e tin g , p ro d u c tio n , o r d is t r ib u tio n  
e ffic ien c ie s . A n  a c q u ir in g  com pany’s com m on s to ck  ty p ic a lly  is  used to  m ake  
these  a c q u is itio n s , and  so an  in c re a s in g  s tock  p rice  w i l l  g re a tly  enhance a 
com pany’s a b il it y  to  p u rsu e  its  business s tra te g y .

3.07 S tock a n a ly s ts  co m m on ly  use reve nu e  g ro w th  a nd  m a rk e t share  to  
v a lu e  h ig h -te ch n o lo g y  com panies. T h is  focus crea tes p re ssu re  to  m ee t q u a r
te r ly  o r  a n n u a l revenue  expe c ta tio n s , w h ic h  in  tu r n  crea tes an  in c e n tiv e  fo r  
e n tit ie s  to  com p le te  sales b y  th e  end  o f th e  re p o r tin g  p e rio d . E ve n  e n titie s  th a t
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a re  n o t y e t p u b lic  b u t a re  p o s itio n in g  them se lves  fo r  a p u b lic  o ffe r in g  have  an  
in c e n tiv e  to  d e m o n s tra te  a h is to ry  o f re c e n t revenue  g ro w th . F o r th is  reason , 
i t  is  com m on fo r  h ig h -te ch n o lo g y  com pan ies to  re p o r t a p ro p o rtio n a te ly  h ig h e r 
n u m b e r o f sales n e a r th e  end  o f a re p o r tin g  p e rio d . A s described  in  p a ra g ra p h  
3.40, s ig n if ic a n t tra n s a c tio n s  n e a r th e  end  o f a re p o r tin g  p e rio d  g e n e ra lly  lea d  
to  a g re a te r in h e re n t r is k  o f m a te r ia l m is s ta te m e n t.

Characteristics o f Revenue Transactions

3.08 In  a n  in d u s try  as v a rie d  as h ig h -te c h n o lo g y  m a n u fa c tu rin g , in v a r i
a b ly  th e re  w i l l  be s ig n if ic a n t d iffe ren ce s  am ong  com pan ies re g a rd in g  th e  typ es  
o f  p ro d u c ts  th e y  s e ll a n d  h ow  th e y  a re  so ld. C h a ra c te ris tic s  o f h ig h -te c h n o lo g y  
revenue tran sac tio n s  th a t m ay a ffe c t re ve nu e  re c o g n itio n  in c lu d e  th e  fo llo w in g .

•  T h e  m ove  to w a rd  to ta l-s o lu t io n  s e llin g  a n d  b u n d le d  sa le s . M a n y  
com pan ies in  th e  h ig h -te c h n o lo g y  m a n u fa c tu rin g  secto r s e ll s ta n d 
a rd iz e d  p ro du c ts . F o r exam p le , m a n u fa c tu re rs  o f e le c tro n ic  com po
n e n ts , sem iconducto rs , and  to  a la rg e  degree, c o m p u te r p e r ip h e ra ls , 
a re  engaged p r im a r ily  in  th e  design , m a n u fa c tu re , a n d  sa le  o f a 
p ro d u c t. T he  p ro d u c t is  sh ip pe d  to  a cus tom er, w ho  ta k e s  im m e d ia te  
t i t le  and  bears a ll th e  re s p o n s ib ility  fo r  in s ta lla t io n .
H ow e ve r, o th e r com pan ies (m o s t n o ta b ly  co m p u te r m a n u fa c tu re rs ) 
a re  m o v in g  to w a rd  p ro v id in g  th e ir  custom ers w ith  a to ta l s o lu tio n , in  
response to  cu s tom er need fo r  o u ts o u rc in g  in fo rm a tio n  te c h n o lo g y  (IT )  
fu n c tio n s  a nd  a d es ire  to  w o rk  w ith  vendors  th a t  p ro v id e  one-stop 
shopp ing . T h is  tre n d  leads to  com pan ies m ig ra tin g  fro m  s h ip p in g  
h a rd w a re  to  th e  cu s tom er s ite  a n d  h a v in g  th e  cu s tom er be re sp o n s ib le  
fo r  c o m p le tin g  th e  im p le m e n ta tio n , to  th e  com pany s e llin g  a “ to ta l 
s o lu tio n ,”  w h ic h  re q u ire s  in s ta lla t io n , c u s to m iz a tio n , a n d  a n y  o th e r 
se rvices necessary to  m ake  th e  p ro d u c t fu n c tio n a l. T he  c u s to m e r m a y  
n o t accept th e  s o lu tio n  u n t i l  fu n c t io n a lity  is  achieved.
Som e e n titie s  m a y  n o t have  th e  resources to  p ro v id e  “ to ta l s o lu tio n s ” 
b u t neve rth e le ss  m a y  b u n d le  th e ir  p ro d u c ts  to g e th e r w ith  o th e r p ro d 
uc ts  o r services. F o r exam p le , th is  s tra te g y  m a y  be u n d e rta k e n  as a 
w a y  to  inc rease  sales o r d if fe re n tia te  th e  com pany fro m  its  c o m p e ti
to rs . T he  b u n d lin g  o f in s ta lla t io n  o r o th e r services w ith  p ro d u c t sales 
(w h e th e r o r n o t these  a re  p a r t o f  a “ to ta l s o lu tio n ” ) can co m p lica te  th e  
reve nu e  re c o g n itio n  process, as described  in  p a ra g ra p h  3.27.

•  In d ir e c t  vs. d ire c t  s e llin g .  Som e h ig h -te ch n o lo g y  m a n u fa c tu re rs  s e ll 
th e ir  p ro d u c ts  d ire c t ly  to  end -users , ty p ic a lly  w ith  s ta n d a rd  r ig h ts  o f 
re tu rn . D ire c t consum er sa les (an d  s m a ll d o lla r  sales to  o th e r end 
u se rs) u s u a lly  have  re la t iv e ly  s ta n d a rd  te rm s  a n d  c o n d itio n s .
O th e r m an u fa c tu re rs  use a d ire c t sales approach com bined w ith  a n e t
w o rk  o f va lue-added rese lle rs  (VAR s) and  d is tr ib u to rs  to  se ll th e ir  p ro d 
ucts to  end users. Sales m ade th ro u g h  d is tr ib u to rs , as w e ll as s ig n ific a n t 
s ing le  sales ( in  te rm s  o f  size to  th e  se lle r o r purchaser), o fte n  can  have 
u n iqu e , non s tan d ard  te rm s. I t  is  com m on fo r th e  m a n u fa c tu re r to  p rov ide  
incen tives  o r sales concessions to  th e ir  V A R s and  d is tr ib u to rs  th a t  go 
beyond th e  r ig h ts  o f re tu rn  g ra n te d  to  end users. M a n y  o f th e  ince n tive s  
and  concessions g ra n te d  to  d is tr ib u to rs  ra ise  revenue re co g n itio n  issues. 
The  m ost com m on o f sales concessions inc lude—
—  P rice  p ro te c tio n  a g reem en ts .2

2 A  price protection agreement clause requires the m anufacturer to rebate or c red it a po rtion  o f 
the sales price i f  the m anufacturer subsequently reduces its  price fo r a product and the d is tribu to rs  
and value-added resellers (VARs) s t ill have rig h ts  w ith  respect to th a t product.
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—  G u a ra n te e d  m a rg in  agreem ents.
—  S tock  b a la n c in g  a rra n g e m e n ts .
—  Sales su b jec t to  sa le  to  th e  end user.
—  E x te n d e d  p a ym e n t te rm s .
—  Issuance  o f e q u ity  o r o th e r e q u ity  in s tru m e n ts  to  custom ers.

•  B i l l  a n d  h o ld  sa les . I t  is  n o t uncom m on fo r h ig h -te ch n o lo g y  com pa
n ies to  e n te r in to  b i l l  and  h o ld  tra n s a c tio n s . In  a b i l l  and  h o ld  tra n s 
a c tio n , a cu s tom er agrees to  purchase  th e  goods b u t th e  s e lle r re ta in s  
p h y s ic a l possession u n t i l  th e  cu s tom er reques ts  s h ip m e n t to  desig 
n a te d  loca tion s . N o rm a lly , such an  a rra n g e m e n t does n o t q u a lify  as a 
sa le  because d e liv e ry  has n o t occurred. U n d e r c e rta in  co n d itio n s , 
how eve r, w he n  a b u y e r has m ade a n  abso lu te  purchase  c o m m itm e n t 
and  has assum ed th e  r is k s  a nd  re w a rd s  o f th e  pu rchased  p ro d u c t b u t 
is  u n a b le  to  accept d e liv e ry  because o f a c o m p e llin g  business reason , 
b i l l  and  h o ld  sales m a y  q u a lify  fo r  revenue  re co g n itio n .

•  In te r n a t io n a l sa les . T echno logy m a n u fa c tu rin g  com pan ies m a y  m ake  
sales in  non -U .S . le g a l ju r is d ic tio n s . T he  la w s  in  these  ju r is d ic tio n s  
re la t in g  to  p ro d u c t sales can v a ry  s ig n if ic a n tly  fro m  U .S . law s . F o r 
exam ple , some c o u n trie s  m a y  p ro h ib it  th e  b il l in g  fo r  goods u n t i l  
d e liv e ry  occurs o r m a y  have ru le s  re g a rd in g  tra n s fe r  o f  t i t le  ( fo r  
exam p le , t i t le  m a y  n o t tra n s fe r  u n t i l  d e liv e ry  o r re c e ip t o f p a ym e n t) 
th a t  m a y  be s ig n if ic a n tly  d if fe re n t fro m  U .S . ru le s .

S u m m a ry  of S ig n ifica n t A cco u n tin g  G u id a n c e 3

3.09 H ig h -te ch n o lo g y  m a n u fa c tu rin g  com pan ies can be in v o lv e d  in  a 
v a r ie ty  o f revenue  tra n s a c tio n s . C e rta in  o f these  tra n s a c tio n s  fa l l  w ith in  th e  
scope o f spec ific  a u th o r ita tiv e  lite ra tu re . F o r o th e r tra n s a c tio n s , o n ly  th e  b ro ad  
revenue  re c o g n itio n  c r ite r ia  sp ec ified  in  th e  F in a n c ia l A c c o u n tin g  S ta n d a rd  
B o a rd ’s (F A S B ’s) concep tua l fra m e w o rk  e x is ts .

3.10 A p p e n d ix  A  o f th is  G u ide  lis ts  a u th o r ita tiv e  a nd  n o n a u th o r ita tiv e  
a cco u n tin g  lite ra tu re  re le v a n t to  revenue  re c o g n itio n  in  th e  h ig h -te ch n o lo g y  
m a n u fa c tu rin g  in d u s try .

3.11 To assess w h e th e r th e  c lie n t’s revenue  re c o g n itio n  p o lic ie s  a re  con
s is te n t w ith  th e  a p p lica b le  a ccou n tin g  lite ra tu re , a u d ito rs  sh o u ld  id e n t ify  and  
u n d e rs ta n d  th e  te rm s  o f th e  e n t ity ’s revenue  tra n s a c tio n s  and  w h e th e r these  
te rm s  a re  c o n s is te n t fo r  a ll cu s tom er types . A u d ito rs  w is h in g  to  d e te rm in e  
w h e th e r a p a r t ic u la r  tra n s a c tio n  fa lls  w ith in  th e  scope o f  a p a r t ic u la r  s ta n d a rd  
sh o u ld  re fe r to  th e  re le v a n t p ro no un cem e n t.

Is the Product So ld  Together W ith  Se rv ice s?

3.12 A s described  in  p a ra g ra p h  3 .08, some h ig h -te ch n o lo g y  m a n u fa c tu r
e rs p ro v id e  c o m p u te r “ s o lu tio n s ” to  th e ir  custom ers o r o th e rw ise  b u n d le  to 
g e th e r th e ir  p ro d u c ts  and  services. T he  a cco u n tin g  gu idance  a pp lica b le  to  
these  tra n s a c tio n s  is  s u m m a rize d  in  p a ra g ra p h  3.27.

3 This discussion provides an overview o f the sign ifican t accounting guidance fo r revenue 
recognition most frequently applicable to high-technology m anufacturing companies. This discussion 
is intended m erely to provide background in fo rm ation  fo r the aud iting  guidance th a t follows. Readers 
who w ish to im plem ent accounting standards related to  revenue recognition fo r high-technology 
companies should refe r to the applicable pronouncements.
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3.13 W h e n  p ro d u c ts  a re  so ld  w ith o u t serv ices, th e  a cco u n tin g  fo r  th e  sa le 
depends on  w h e th e r th e  p ro d u c t in c lu d e s  em bedded so ftw a re  and , i f  so, 
w h e th e r th a t  so ftw a re  is  in c id e n ta l to  th e  p ro d u c t as a w ho le . W h e n  th e  
so ftw a re  is  n o t  in c id e n ta l, th e  so ftw a re  a n d  re la te d  services p o r tio n  o f th e  
tra n s a c tio n  sh o u ld  be accounted  fo r  in  accordance w ith  th e  g u ida nce  co n ta in e d  
in  S ta te m e n t o f P o s itio n  (S O P ) 97 -2 , S o ftw a re  R e ven ue  R e c o g n it io n ,  as 
am ended b y  SO P 98-9, M o d if ic a t io n  o f  S O P  9 7 -2 , S o ftw a re  R evenue R ecogn i
t io n , W ith  R espec t to  C e r ta in  T ra n s a c t io n s .‡

3.14 In d ic a to rs  o f w h e th e r so ftw a re  is  in c id e n ta l to  a p ro d u c t as a w ho le  
in c lu d e , b u t a re  n o t lim ite d  to —

•  W h e th e r th e  so ftw a re  is  a s ig n ific a n t focus o f th e  m a rk e tin g  e ffo r t o r 
is  so ld  se pa ra te ly .

•  W h e th e r th e  v e n d o r is  p ro v id in g  p o s tc o n tra c t cu s tom er su p p o rt.
•  W h e th e r th e  ve n d o r in c u rs  s ig n if ic a n t costs th a t  a re  w ith in  th e  scope 

o f F A S B  S ta te m e n t o f F in a n c ia l A c c o u n tin g  S ta n d a rd s  N o. 86, A c 
c o u n t in g  f o r  th e  C osts o f  C o m p u te r S o ftw a re  to  B e  S o ld , L e ase d , o r  
O th e rw is e  M a rk e te d .

A ccou n tin g  fo r Product Sa le s

3.15 T he  co nce p tu a l bas is  fo r  revenue  re c o g n itio n  is  co n ta in e d  in  F A S B  
S ta te m e n t o f  F in a n c ia l A c c o u n tin g  C oncepts N o. 5, R e c o g n it io n  a n d  M e a s u re 
m e n t in  F in a n c ia l S ta te m e n ts  o f  B u s in e s s  E n te rp r is e s . P a ra g ra p h  83 s ta tes  
th a t  re c o g n itio n  o f revenue  in vo lve s  co n s id e ra tio n  o f tw o  fa c to rs , (a ) b e in g  
re a liz e d  o r re a liz a b le  and  (b ) b e in g  earned . P a ra g ra p h  83b s ta tes:

Revenues are no t recognized u n t il earned. A n  e n t ity ’s revenue-earn ing a c tiv i
tie s  invo lve  d e live rin g  o r p roducing  goods, ren de ring  services, o r o the r ac tiv itie s  
th a t  con s titu te  its  ongoing m a jo r o r ce n tra l opera tions, and revenues are 
considered to  have been earned w hen the  e n t ity  has su b s ta n tia lly  accom plished 
w h a t i t  m us t do to  be e n tit le d  to  the  benefits represented by the  revenues. 
[Footnote om itted .]

3.16 P a ra g ra p h  84a o f FA S B  C oncepts S ta te m e n t N o. 5 s ta tes  th a t  re ve 
nues fro m  m a n u fa c tu rin g  and  s e llin g  a c tiv it ie s  a re  co m m on ly  recogn ized  a t 
t im e  o f sa le , u s u a lly  m e a n in g  d e liv e ry .

3.17 R evenue ty p ic a lly  is  cons ide red  to  be re a liz a b le  and  ea rne d  w h e n  th e  
p ro d u c t has been sh ipped  and  th e  r is k  o f loss and  t i t le  has been passed to  th e  
cu s tom er. P a ym e n t m u s t be a n tic ip a te d  and  deem ed p ro ba b le , w h ic h  re q u ire s  
ev idence  th a t  th e  cu s tom er d es ire d  s h ip m e n t o f th e  p ro d u c t. H ow e ve r, fo r  
h ig h -te c h n o lo g y  com pan ies, ju d g m e n t m a y  be re q u ire d  to  d e te rm in e  w h e n  th e  
e a rn in g s  process is  com p le te , fo r  exam ple—

•  In  th e  case o f cus tom  p ro d u c ts , w h e n  u n c e rta in ty  e x is ts  a b o u t th e  
u lt im a te  fu n c t io n a lity  o f th e  p ro d u c t, th e  e a rn in g s  process m a y  n o t be 
com p le te  u n t i l  th e  e q u ip m e n t is  d e te rm in e d  to  be o p e ra tio n a l and  th e  
cu s to m e r has accepted it .  ‡
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‡  For add itiona l guidance refer to FASB Em erging Issues Task Force (E ITF) Issue No. 03-5, 
A p p lica b ility  o f A ICPA Statement o f Position 97-02 to Non-Software Deliverables in  an Arrangem ent 
C onta in ing M ore-Than-Incidenta l Software defin ing  products or services th a t may be considered 
excluded from  the scope o f SOP 97-2.
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•  D is tr ib u to rs , w h e th e r c o n tra c tu a lly  o b lig a te d  to  o r n o t, m a y  n o t ta k e  
th e  r is k s  o f o w n e rsh ip  o f th e  in v e n to ry  u n t i l  th e  p ro d u c t u lt im a te ly  is  
so ld  to  th e  end user. T he  f in a n c ia l c o n d itio n  o f th e  d is tr ib u to r  m a y  also 
in d ic a te  th a t  th e  d is tr ib u to r  ca n n o t f in a n c ia lly  com p le te  th e  tra n s a c 
t io n  be fo re  s e llin g  th e  p ro d u c t to  th e  end user. U n d e r these  c irc u m 
stances, th e  e a rn in g s  process m a y  n o t be com p le te  u n t i l  th e  end  u se r 
purchases th e  p ro d u c t.

•  T he  exis tence  o f s ig n ific a n t pos t sales s e lle r o b lig a tio n s  m a y  in d ic a te  
th a t  th e  e a rn in g s  process is  n o t com ple te  u n t i l  a fte r  th e  o b lig a tio n s  
have  been fu lf ille d .

3.18 S e cu ritie s  a nd  E xchange C om m iss io n  (S E C ) S ta ff  A c c o u n tin g  B u lle 
t in  (S A B ) N o. 101, R evenue  R e c o g n it io n  in  F in a n c ia l S ta te m e n ts , as am ended 
a nd  co d ifie d  b y  S A B  N o. 103, U p d a te  a n d  C o d if ic a t io n  o f  S t a f f  A c c o u n tin g  
B u lle t in s  (C o d ific a tio n  o f S ta ff A c c o u n tin g  B u lle tin s , T op ic  13, R evenue  R ecog
n i t io n )  as am ended b y  SA B  N o. 104, R e v is io n  o f  T o p ic  13  (C o d ific a tio n  o f S ta ff 
A c c o u n tin g  B u lle tin s , T op ic  13: R evenue  R e c o g n it io n , S ection  A -S e lec ted  R e ve
n u e  R e c o g n it io n  Issu e s ) su m m arizes  c e rta in  o f th e  SEC s ta ffs  v iew s  on th e  
a p p lic a tio n  o f g e n e ra lly  accepted a cco u n tin g  p rin c ip le s  (G A A P ) to  revenue  
re c o g n itio n  in  f in a n c ia l s ta te m e n ts  o f  SEC re g is tra n ts . S A B  N o. 101, as 
am ended a nd  c o d ifie d  in to  T op ic  13: R even ue  R e c o g n it io n  s ta tes th a t  “ th e  s ta ff  
be lieves th a t  revenue  g e n e ra lly  is  re a liz e d  o r re a liz a b le  and  e a rned  w h e n  a ll o f 
th e  fo llo w in g  c r ite r ia  a re  m e t.”

a. P e rsu as ive  evidence o f  a n  a rra n g e m e n t ex is ts . M a n y  h ig h -te ch n o lo g y  
m a n u fa c tu re rs  use w r it te n  co n tra c ts  to  d ocu m e n t th e  te rm s  o f an  
a rra n g e m e n t, p a r t ic u la r ly  w h e n  th e  a rra n g e m e n t is  com plex. In  
o th e r s itu a tio n s , th e  m a n u fa c tu rin g  com pany m a y  use a purchase  
o rd e r o r o n lin e  a u th o r iz a tio n  fro m  th e  cu s tom er to  d ocu m e n t its  
u n d e rs ta n d in g  w ith  th e  custom er.

T he  in te rp re t iv e  response to  S A B  N o. 101, as am ended a nd  co d ifie d  
in to  T op ic  13: R evenue  R e c o g n itio n , A .2  Q u e s tio n  2, fo rm e rly  Q ues
tio n  2 in  S A B  N o. 101 s ta tes th a t  th e  presence o f one o r m ore  o f th e  
fo llo w in g  c h a ra c te ris tic s  in  a tra n s a c tio n  p rec ludes revenue  re co g n i
t io n , even i f  t i t le  to  th e  p ro d u c t has passed to  th e  b u y e r, because th e  
substance o f th e  tra n s a c tio n  is  th a t  o f a co ns ign m en t o r a fin a n c in g . 
S uch a rra n g e m e n ts  re q u ire  a c a re fu l a n a lys is  o f th e  fa c ts  a n d  c ir 
cum stances o f th e  tra n s a c tio n , as w e ll as an  u n d e rs ta n d in g  o f  th e  
r ig h ts  a nd  o b lig a tio n s  o f th e  p a rtie s , and  th e  s e lle r ’s cu s to m a ry  
bus iness p ra c tices . T he  presence o f one o r m ore  o f th e  fo llo w in g  
c h a ra c te ris tic s  m a y  p re c lu d e  revenue  re c o g n itio n :

•  T he  b u y e r has th e  r ig h t  to  re tu rn  th e  p ro d u c t and —

—  T he  b u y e r does n o t p a y  th e  s e lle r a t th e  tim e  o f sa le , and  
th e  b u y e r is  n o t o b lig a te d  to  p ay  th e  s e lle r a t a spec ified  
da te  o r dates.

—  T he  b u y e r does n o t p a y  th e  s e lle r a t th e  tim e  o f sa le  b u t 
ra th e r  is  o b lig a te d  to  p a y  a t a spec ified  da te  o r da tes, and  
th e  b u y e r’s o b lig a tio n  to  p a y  is  c o n tra c tu a lly  o r im p lic it ly  
excused u n t i l  th e  b u y e r re se lls  th e  p ro d u c t o r su b se q u e n tly  
consum es o r uses th e  p ro d u c t.

—  T he  b u y e r’s o b lig a tio n  to  th e  s e lle r w o u ld  be changed (fo r 
exam ple , th e  s e lle r w o u ld  fo rg iv e  th e  o b lig a tio n  o r g ra n t a 
re fu n d ) in  th e  e ve n t o f th e f t  o r p h y s ic a l d e s tru c tio n  o r 
dam age o f th e  p ro d u c t.
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—  T he  b u y e r a c q u ir in g  th e  p ro d u c t fo r  resa le  does n o t have  
econom ic substance  a p a rt fro m  th a t  p ro v id e d  b y  th e  se lle r.

—  T he  s e lle r has s ig n ific a n t o b lig a tio n s  fo r  fu tu re  p e rfo rm 
ance to  d ire c t ly  b r in g  a b o u t resa le  o f th e  p ro d u c t b y  th e  
b u ye r.

•  T he  s e lle r is  re q u ire d  to  rep u rcha se  th e  p ro d u c t (o r a su b s ta n 
t ia l ly  id e n tic a l p ro d u c t o r processed goods o f w h ic h  th e  p ro d u c t 
is  a com ponen t) a t spec ified  p rices  th a t  a re  n o t sub jec t to  change 
excep t fo r  f lu c tu a tio n s  due to  fin a n ce  and  h o ld in g  costs, a n d  th e  
a m o un ts  to  be p a id  b y  th e  s e lle r w i l l  be a d ju s te d , as necessary, 
to  cover s u b s ta n tia lly  a ll f lu c tu a tio n s  in  costs in c u rre d  b y  th e  
b u y e r in  p u rc h a s in g  a n d  h o ld in g  th e  p ro d u c t ( in c lu d in g  in te r 
est). In d ic a to rs  o f th e  la t te r  c o n d itio n  in c lu d e —

—  T he  s e lle r p ro v id e s  in te re s t- fre e  o r s ig n if ic a n tly  be low - 
m a rk e t fin a n c in g  to  th e  b u y e r beyond  th e  s e lle r ’s cu s tom 
a ry  sales te rm s  a nd  u n t i l  th e  p ro d u c ts  a re  reso ld .

—  T he  s e lle r pays in te re s t costs on  b e h a lf o f  th e  b u y e r u n d e r 
a  th ird -p a r ty  fin a n c in g  a rra n g e m e n t.

—  T he  s e lle r has a p ra c tice  o f re fu n d in g  (o r in te n d s  to  re fu n d ) 
a p o rtio n  o f th e  o r ig in a l sales p rice  re p re s e n ta tiv e  o f in te r 
e s t expense fo r  th e  p e rio d  fro m  w h e n  th e  b u y e r p a id  th e  
s e lle r u n t i l  th e  b u y e r re se lls  th e  p ro d u c t.

•  T he  tra n s a c tio n  possesses th e  c h a ra c te ris tic s  se t fo r th  in  E IT F  
Issue  N o. 9 5 -1 , R even ue  R e c o g n it io n  o n  S a le s  W ith  a  G u a ra n te e d  
M in im u m  R e sa le  V a lu e , a n d  does n o t q u a lify  fo r  sa les-type  lease 
a ccoun ting .

•  T he  p ro d u c t is  d e live re d  fo r  d e m o n s tra tio n  purposes.

b. D e liv e ry  h a s  o c c u rre d  o r  se rv ices  h a ve  been re n d e re d . T he  SEC s ta f f  
be lieves  th a t  d e liv e ry  has n o t occu rre d  un less th e  b u y e r has ta k e n  
t i t le  to  th e  p ro d u c t and  has assum ed th e  r is k s  and  re w a rd s  o f 
o w n e rs h ip , a n d  th e  s e lle r has n o t re ta in e d  a n y  spec ific  p e rfo rm an ce  
o b lig a tio n s  in d ic a tin g  th e  e a rn in g s  process is  n o t com p le te . T y p i
c a lly , th is  occurs w h e n  th e  p ro d u c t is  d e liv e re d  to  th e  b u y e r’s d e liv e ry  
s ite  ( i f  th e  te rm s  a re  “ F O B  d e s tin a tio n ” ) o r w h e n  th e  p ro d u c t is  
tu rn e d  ove r to  a  c a rr ie r  fo r  s h ip m e n t to  th e  cu s tom er ( i f  th e  te rm s  
a re  “ F O B  s h ip p in g  p o in t” ).4

A fte r  d e liv e ry , i f  u n c e rta in ty  e x is ts  a b o u t cu s tom er acceptance, re ve 
nue  s h o u ld  n o t be recogn ized  u n t i l  acceptance occurs. A s no te d  in  
p a ra g ra p h  3 .05 , i t  is  n o t uncom m on  fo r  h ig h -te ch n o lo g y  m a n u fa c tu r
ers to  in c lu d e  acceptance clauses in  th e ir  a rra n g e m e n ts  w ith  th e ir  
custom ers. C u s to m e r acceptance p ro v is io n s  m a y  be in c lu d e d  in  a 
c o n tra c t, am ong o th e r reasons, to  enfo rce  a cu s tom er’s r ig h ts  to —
•  T e s t th e  d e liv e re d  p ro d u c t.
•  R eq u ire  th e  s e lle r to  p e rfo rm  a d d it io n a l services subsequen t to  

d e liv e ry  o f a n  in i t ia l  p ro d u c t o r p e rfo rm an ce  o f an  in i t ia l  se rv ice  
(fo r  exam p le , a s e lle r is  re q u ire d  to  in s ta ll o r  a c tiv a te  d e liv e re d  
e q u ip m e n t).

4 See SAB No. 101, as amended and codified in to  Topic 13: Revenue Recognition, A.3 (a), 
fo rm erly  Question 1 in  S ta ff Accounting B u lle tin  No. 101: Revenue Recognition in  F inanc ia l State
ments—Frequently Asked Questions and Answers (SAB No. 101 FAQ) concerning the consideration o f 
transfe r o f t it le  in  non-U.S. ju risd ic tions.
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•  Id e n t ify  o th e r w o rk  necessary to  be done be fo re  accep ting  th e  
p ro d u c t.

W h e n  c o n tra c tu a l acceptance p ro v is io n s  e x is t, SA B  N o. 101, as 
am ended and  co d ifie d  in to  T op ic  13: R evenue  R e c o g n it io n  s ta tes  “ th e  
s ta ff  g e n e ra lly  be lieves th a t  th e  s e lle r sh ou ld  n o t recogn ize  revenue  
u n t i l  cu s tom er acceptance occurs o r th e  acceptance p ro v is io n s  lap se .” 
In  Q u e s tio n  1 o f  SA B N o. 101, as am ended and  c o d ifie d  in to  T op ic  
13: R evenue  R e c o g n itio n , A .3  (b), fo rm e rly  Q u es tio n  5 o f th e  re la te d  
S ta ff A c c o u n tin g  B u lle t in  N o. 101: R even ue  R e c o g n it io n  in  F in a n c ia l  
S ta te m e n ts — F re q u e n tly  A s k e d  Q u e s tio n s  a n d  A n s w e rs  (S A B  N o. 101 
F A Q ), th e  s ta ff  notes th a t  “ fo rm a l cu s tom er s ig n -o ff is  n o t a lw ays  
necessary to  recogn ize  revenue  p ro v id e d  th a t  th e  s e lle r o b je c tiv e ly  
dem on stra te s  th a t  th e  c r ite r ia  spec ified  in  th e  acceptance p ro v is io n s  
a re  s a tis fie d .”  The  s ta ff  observes th a t  cu s tom er acceptance p ro v is io ns  
g e n e ra lly  ta k e  one o f fo u r  g e n e ra l fo rm s  th a t  a re  d escribed  in  SA B 
N o. 101, as am ended and  cod ified  in to  Topic 13: R evenue R e c o g n itio n  
Q uestion  1, as w e ll as th e  s ta ff 's assessm ent o f w h e th e r th e  custom er 
acceptance p rov is ions shou ld  re s u lt in  revenue d e fe rra l.

T he  in te rp re t iv e  response to  SA B  N o. 101, as am ended and  co d ifie d  
in to  T op ic  13: R evenue  R e c o g n itio n , A .3  (a), fo rm e rly  Q u e s tio n  3 o f 
S A B  N o. 101 also sets fo r th  th e  c r ite r ia  th a t  m u s t be m e t in  o rd e r to  
recogn ize  reve nu e  w h e n  d e liv e ry  has n o t occurred , such  as in  b i l l  and  
h o ld  tra n s a c tio n s . See p a ra g ra p h  3.34 o f th is  ch ap te r.

c. T he  s e lle r ’s p r ic e  to  the  b u y e r is  f ix e d  o r  d e te rm in a b le . I f  th e  cu s tom er 
has th e  r ig h t  to  cancel o r te rm in a te  th e  ag reem en t, th e  sales p rice  is  
n e ith e r  fix e d  n o r d e te rm in a b le , and  th e re fo re  revenue  re c o g n itio n  
sh ou ld  be d e fe rre d  u n t i l  th e  c a n c e lla tio n  p riv ile g e  lapses. S A B  N o. 
101, as am ended and  co d ifie d  in to  T op ic  13: R evenue  R e c o g n itio n , A .4  
(a), fo rm e rly  S A B  N o. 101, sec tion  4, s ta tes:

A  com p an y ’s co n tra c ts  m a y  in c lu d e  cu s to m e r c a n c e lla tio n  o r 
te rm in a t io n  clauses. C a n ce lla tio n  o r te rm in a tio n  p ro v is io ns  m ay 
be in d ic a tiv e  o f a de m on s tra tion  pe riod  o r an o the rw ise  incom p le te  
transaction . Exam ples o f transactions th a t fin a n c ia l m anagem ent 
and aud ito rs  should be aw are o f and w here such provis ions m ay ex is t 
inc lude  “ side” agreem ents and s ig n ifica n t transactions w ith  unusua l 
te rm s and conditions. These con tra c tua l provis ions ra ise  questions 
as to w h e the r the  sales price  is  fixed  o r de term inab le . The sales price  
in  arrangem ents th a t are cancelable by the  custom er are n e ith e r fixed  
no r de te rm inab le  u n t il the  cance lla tion  priv ileges lapse. I f  the  can
ce lla tio n  p riv ileges exp ire  ra ta b ly  over a s tated con tra c tua l te rm , the  
sales price is  considered to  become de te rm inab le  ra ta b ly  over the  
stated te rm . S h o rt-te rm  r ig h ts  o f re tu rn , such as th ir ty -d a y  money- 
back guarantees, and o the r custom ary r ig h ts  to  re tu rn  products are 
no t considered to  be cance lla tion  p riv ileges, b u t should be accounted 
fo r in  accordance w ith  FASB S ta tem ent No. 48, R e v e n u e  R e c o g n it io n  
W h e n  R ig h t  o f  R e tu r n  E x is ts .

d . C o lle c t ib ility  is  re a so n a b ly  assured.
3.19 R ig h ts  o f  r e tu r n . I t  is  com m on fo r  h ig h -te ch n o lo g y  m a n u fa c tu re rs  to  

p ro v id e  th e ir  custom ers w ith  r ig h ts  o f  re tu rn . F A S B  S ta te m e n t N o. 48 specifies 
how  an  e n t ity  sh ou ld  accoun t fo r  sales o f its  p ro d u c ts  in  w h ic h  th e  b u y e r has a 
r ig h t  to  re tu rn  th e  p ro d u c t. P a ra g ra p h  6 o f F A S B  S ta te m e n t N o. 48 p ro v id e s  a 
l is t  o f  co n d itio n s , a ll  o f w h ic h  m u s t be m e t to  recogn ize  revenue  fro m  th e  
tra n s a c tio n  a t th e  tim e  o f sale. O ne o f these  co n d itio n s  is  th a t  th e  a m o u n t o f 
fu tu re  re tu rn s  can be re a son ab ly  e s tim a te d .
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3.20 P a ra g ra p h  8 o f F A S B  S ta te m e n t N o. 48 describes a n u m b e r o f fa c to rs  
th a t  m a y  im p a ir  (b u t n o t n e ce ssa rily  p re c lu d e ) th e  a b il ity  to  m ake  a reasonab le  
e s tim a te  o f th e  a m o u n t o f fu tu re  re tu rn s . A m o ng  th e  fa c to rs  th a t  a re  m o s t 
p re v a le n t in  th e  h ig h -te ch n o lo g y  in d u s try  a re  th e  fo llo w in g .

•  The  p ro du c t is  subject to  s ig n ific a n t obsolescence o r changes in  dem and.
•  T h e re  is  an  absence o f o r  la c k  o f re levance  o f  h is to r ic a l expe rience  to  

th e  c ircu m stan ces  because th e  p ro d u c t, m a rk e t, o r cu s tom er is  new .

3.21 E n tit ie s  th a t  m ake  sales th ro u g h  d is tr ib u tio n  channe ls  m a y  be 
u n a b le  to  re a so n a b ly  e s tim a te  th e  a m o u n t o f fu tu re  re tu rn s . F o r exam ple , th is  
m a y  occur w h e n  th e  e n t ity  does n o t rece ive  accu ra te  re p o r tin g  fro m  its  d is 
tr ib u to rs  re g a rd in g  in v e n to ry  le ve ls  in  th e  d is tr ib u tio n  ch an ne ls  and  th e  
c u rre n t le v e l o f  sales to  end users.

3.22 W h e n  an  e n t ity  is  u n a b le  to  re a so n a b ly  e s tim a te  th e  a m o u n t o f 
fu tu re  re tu rn s , revenue recogn ition  shou ld  be postponed u n t il th e  r ig h t o f re tu rn  
s u b s ta n tia lly  exp ires o r u n t il such tim e  as th e  re tu rn s  can be reasonab ly estim a ted  
and  th e  o th e r c o n d itio n s  lis te d  in  F A S B  S ta te m e n t N o. 48 have  been m e t.

3.23 A u d ito rs  o f  SEC re g is tra n ts  sh o u ld  be fa m ilia r  w ith  th e  in te rp re t iv e  
response to  S A B  N o. 101, as am ended a n d  co d ifie d  in to  T op ic  13: R e ven ue  
R e c o g n itio n , A .4  (b), fo rm e rly  Q u e s tio n  9 in  S A B  N o. 101. In  th a t  response, th e  
SEC s ta f f  l is ts  th e  fo llo w in g  fa c to rs , in  a d d it io n  to  those  p ro v id e d  in  F A S B  
S ta te m e n t N o. 48, th a t  m a y  a ffe c t o r p re c lu d e  th e  a b il ity  to  m ake  reasonab le  
a n d  re lia b le  e s tim a te s  o f p ro d u c t re tu rn s .

•  S ig n ific a n t increases in  o r excess leve ls  o f in v e n to ry  in  a d is tr ib u tio n  
ch a n n e l (som etim es re fe rre d  to  as “ ch an ne l s tu ff in g ” )

•  L a c k  o f  “v is ib i l it y ”  in to  o r th e  in a b il i ty  to  d e te rm in e  o r observe th e  
leve ls  o f in v e n to ry  in  a d is tr ib u tio n  ch a n n e l and  th e  c u rre n t le v e l o f 
sales to  end  users

•  E xpected  in tro d u c tio n s  o f n ew  p ro d u c ts  th a t  m a y  re s u lt in  th e  te chn o 
lo g ic a l obsolescence o f a n d  la rg e r-th a n -e x p e c te d  re tu rn s  o f c u rre n t 
p ro d u c ts . A s described  in  p a ra g ra p h  3.05, th e  c o n tin u o u s  in tro d u c tio n  
o f new  p ro d u c ts  is  one o f th e  fu n d a m e n ta l c h a ra c te ris tic s  o f th e  
h ig h -te c h n o lo g y  in d u s try .

•  T he  s ig n ifica n ce  o f  a p a r t ic u la r  d is t r ib u to r  to  th e  re g is tra n t’s (o r 
re p o r tin g  segm en t’s) bus iness, sa les, and  m a rk e tin g

•  T he  new ness o f a p ro d u c t
•  T he  in tro d u c tio n  o f c o m p e tito rs ’ p ro d u c ts  w ith  s u p e rio r te ch n o lo g y  o r 

g re a te r expected m a rk e t acceptance, and  o th e r fa c to rs  th a t  a ffe c t 
m a rk e t dem and  and  ch a n g in g  tre n d s  in  th a t  dem and  fo r  th e  re g is 
t r a n t ’s p ro du c ts .

3.24 In  co n s id e rin g  th e  a p p lic a tio n  o f F A S B  S ta te m e n t N o. 48 to  a new  
com pany o r a  com pany e n te rin g  a new  lin e  o f bus iness, th e  SEC s ta f f  be lieves 
th e  focus s h o u ld  be on th e  s u b s ta n tiv e  fa c to rs  th a t  m a y  a ffe c t th e  re g is tra n t’s 
a b il it y  to  m a ke  reasonab le  e s tim a te s  o f p ro d u c t re tu rn s . F o r exam p le , com pa
n ies  m a y  a do p t n ew  bus iness m odels th a t  in v o lv e  s ig n if ic a n t changes to  th e  
w a y  s im ila r  p ro d u c ts  have  tra d it io n a lly  been s u p p lie d , such as th e  use o f new  
d is tr ib u t io n  ch an ne ls , th e  e lim in a tio n  o f d is tr ib u to rs  o r re se lle rs , o r th e  s u p p ly  
o f  a  b ro a d e r se le c tion  o f p ro d u c ts . S uch fa c to rs  m a y  im p a ir  a com pany’s a b il it y  
to  m a ke  a reasonab le  e s tim a te  o f re tu rn s .

3.25 In  c ircu m stan ces  w h e re  a  re g is tra n t concludes th a t  i t  ca n n o t reason 
a b ly  e s tim a te  th e  a c tu a l r e tu rn  ra te  due to  a  p ro d u c t’s lim ite d  h is to ry , th e  SEC 
s ta f f  a lso  be lieves th a t  d e fe rr in g  reve nu e  based on  an  e s tim a te  o f th e  m a x im u m
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possib le  re tu rn s , and  re co g n iz in g  revenue  fo r  th e  p o rtio n  o f th e  sales th a t 
exceeds th e  m a x im u m  e s tim a te d  re tu rn  ra te , is  in c o n s is te n t w ith  F A S B  S ta te 
m e n t N o. 48 .5

3.26 In  some sales o f h ig h -te ch n o lo g y  e q u ip m e n t, th e  s e lle r m u s t in s ta ll 
th e  e q u ip m e n t a t th e  cu s tom er’s s ite . T he  a rra n g e m e n t m a y  in c lu d e  a re ta in -  
age th a t th e  cu s tom er is  n o t o b lig a te d  to  p a y  u n t i l  in s ta lla t io n  is  com ple te . I f ,  
be fo re  co m p le tin g  th e  in s ta lla t io n , th e  cu s to m e r has a r ig h t  to  re tu rn  th e  
e q u ip m e n t, F A S B  S ta te m e n t N o. 48, p a ra g ra p h  6b, m a y  p rec lude  revenue  
re c o g n itio n  to  th e  e x te n t o f th e  re ta in a g e .

A ccou n tin g  fo r T ransactions That Invo lve  Both Products 
a n d  Services

3.27 N o te : T he  E IT F  has deve loped a cco u n tin g  gu idance  a p p lica b le  to  
m u ltip le -e le m e n t a rra n g e m e n ts  in v o lv in g  services, p ro d u c ts , o r b o th , th a t  a re  
n o t p e rfo rm e d  o r d e live re d  to  th e  cu s tom er a t th e  sam e tim e .6 S A B  N o. 101, as 
am ended and  co d ifie d  in to  T op ic  13: R even ue  R e c o g n itio n , A .3 , has been 
m o d ifie d  to  in c o rp o ra te  th e  gu idance  on sepa ra te  e lem en ts  o f an  a rra n g e m e n t 
fro m  th e  E IT F , w h ic h  w as fo rm e rly  p e n d in g  in  SA B N o. 101 and  th e  re la te d  
S A B  N o. 101 F A Q  w h ic h  p ro v id e d  gu idance  to  SEC re g is tra n ts  on a ccou n tin g  
fo r  m u ltip le -e le m e n t a rra n g e m e n ts . S A B  N o. 101, as am ended and  co d ifie d  
in to  T op ic  13: R evenue  R e c o g n itio n , A .1 s ta te s  th a t:

•  Some revenue  a rra n g e m e n ts  c o n ta in  m u lt ip le  re ve n u e -g e n e ra tin g  
a c tiv it ie s . T he  s ta ff  be lieves th a t  th e  d e te rm in a tio n  o f th e  u n its  o f 
a ccou n tin g  w ith in  a n  a rra n g e m e n t s h o u ld  be m ade p r io r  to  th e  a p p li
c a tio n  o f th e  gu idance  in  th is  S A B  T op ic  b y  re fe rence  to  th e  a p p lica b le  
a ccou n tin g  lite ra tu re .7

A ccou n tin g  for Services

3.28 A s described  in  p a ra g ra p h  3.08, some m a n u fa c tu re rs  have  begun  to  
p ro v id e  services in  a d d itio n  to  s e llin g  p ro du c ts . W h e n  an  e n t ity  p rov ides  
serv ices, m an ag em en t sh o u ld  co ns ide r w h e th e r to  a p p ly  c o n tra c t a ccoun ting .

3.29 C o n tra c t a c c o u n tin g . C o n tra c ts  to  des ign , deve lop, m a n u fa c tu re , o r 
m o d ify  com p lex h ig h -te ch n o lo g y  e q u ip m e n t to  a b u y e r’s s p e c ific a tio n  m a y  be 
su b jec t to  th e  re q u ire m e n ts  o f A c c o u n tin g  R esearch B u lle t in  (A R B ) N o. 45, 
L o n g -T e rm  C o n s tru c tio n -T y p e  C o n tra c ts , as su pp le m en ted  b y  SO P 81-1. F o r 
exam p le , as described  in  p a ra g ra p h  3.08, som e h ig h -te ch n o lo g y  m a n u fa c tu re rs  
a re  in v o lv e d  in  s e llin g  com p le te  h a rd w a re , s o ftw a re , a n d  se rv ice  “ s o lu tio n s ” to  
th e ir  custom ers. W h e n  s o lu tio n  s e llin g  in vo lve s  s ig n ific a n t c u s to m iz a tio n  o f 
th e  co m p u te r system  to  th e  cu s tom er’s sp e c ifica tio n s , c o n tra c t a cco u n tin g  m a y  
be a p p ro p ria te . * •

5 See SAB No. 101, as amended and codified in to  Topic 13: Revenue Recognition, A.4 (b), 
fo rm erly Question 27 in  SAB No. 101 FAQ.

6 For add itiona l guidance refe r to FASB Em erging Issues Task Force (E ITF ) Issue No. 00-21, 
Accounting fo r M ultip le-E lem ent Revenue Arrangem ents, effective fo r revenue arrangements entered 
in to  in  fisca l periods beginning a fte r June 15 , 2003. SEC S ta ff Accounting B u lle tin  No. 104 also refers 
to the use o f th is  guidance when a m ultip le-e lem ent arrangem ent exists. I f  a m ulti-de liverab le  
arrangem ent does not fa ll under h igher level au tho rita tive  lite ra tu re , the fo llow ing  Principles 
application o f E IT F  Issue No. 00-21 apply:

Paragraph 7 states th a t, the principles applicable to th is  Issue are:
• Revenue arrangem ents w ith  m u ltip le  deliverab les should be d iv ided  in to  separate u n its  o f 

accounting i f  the deliverables in  the arrangem ent meet the crite ria  in  paragraph 9.
7 See E ITF  Issue No. 00-21, paragraph 4 fo r add itiona l discussion.
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3.30 F o r services th a t  do n o t q u a lify  fo r  c o n tra c t a ccou n tin g , revenue  
g e n e ra lly  is  recogn ized  ra ta b ly  o ve r th e  c o n tra c tu a l p e rio d  o r as th e  services 
a re  p e rfo rm e d .

A ccou n tin g  fo r M a in te n an ce  A greem en ts an d  
Extended W a rra n t ie s

3.31 Som e m a n u fa c tu re rs  se ll th e ir  p ro d u c ts  w ith  m a in te n a n ce  agree
m e n ts  o r e x tended  w a rra n tie s . F A S B  T e ch n ica l B u lle t in  90-1 , A c c o u n tin g  f o r  
S e p a ra te ly  P r ic e d  E x te n d e d  W a r ra n ty  a n d  P ro d u c t M a in te n a n c e  C o n tra c ts , 
p ro v id e s  a cco u n tin g  gu idance  fo r  these  typ es  o f  agreem ents . T h a t p ronounce 
m e n t re q u ire s  th a t  revenue  fro m  these  tra n s a c tio n s  be d e fe rre d  and  recogn ized  
in  incom e on a s tra ig h t- lin e  basis o ve r th e  c o n tra c t p e rio d , excep t in  those  
c ircu m stan ces  in  w h ic h  s u ffic ie n t h is to r ic a l evidence  in d ic a te s  th a t  th e  costs o f 
p e rfo rm in g  services u n d e r th e  c o n tra c t a re  in c u rre d  on o th e r th a n  a s tra ig h t-  
lin e  basis.

3.32 In  some c ircu m stan ces , w a rra n ty  a n d  p ro d u c t m a in te n a n ce  agree
m e n ts  a re  deve loped, m a rk e te d , and  a d m in is te re d  b y  a n  a d m in is tra to r  w hose 
bus iness focuses on these  a c tiv it ie s . T he  a d m in is tra to r  m a y  e n te r in to  an  
a rra n g e m e n t w ith  a m a n u fa c tu re r th a t  p ro v id e s  fo r  th e  m a n u fa c tu re r to  o ffe r 
th e  w a r ra n ty  to  custom ers w ho  pu rchase  a p p lica b le  p ro du c ts . F o r each w a r
ra n ty  so ld , th e  m a n u fa c tu re r pays a spec ified  fee to  th e  a d m in is tra to r  w ho  has 
re s p o n s ib ility  fo r  s e rv ic in g  th e  co n tra c ts . The  a d m in is tra to r  g e n e ra lly  uses a 
p o r tio n  o f  i ts  fee to  purchase  in s u ra n c e  fro m  an  in s u re r  th a t  agrees to  accept 
th e  r is k  o f loss u n d e r th e  co n tra c ts . A lth o u g h  th e  in s u ra n c e  com pany assum es 
th e  r is k  o f loss, i t  does n o t le g a lly  becom e th e  o b lig o r u n d e r th e  co n tra c ts . 
D e p e n d in g  on a pp lica b le  s ta te  la w , e ith e r  th e  m a n u fa c tu re r o r th e  a d m in is tra 
to r  th a t  pu rcha sed  th e  in su ra n ce  is  th e  le g a l o b lig o r.

3.33 In  such  c ircu m stan ces , SEC s ta f f  has no te d  th a t  a re g is tra n t w ho  is  
th e  o b lig o r u n d e r th e  w a rra n ty  co n tra c ts  s h o u ld  recogn ize  revenue  o ve r th e  life  
o f th e  u n d e r ly in g  co n tra c ts  as sp ec ified  in  T e ch n ica l B u lle t in  90-1 even i f  th e  
r is k  o f loss has been passed to  a n o th e r p a rty . T he  s ta f f  a lso  conc luded  th a t  
T e ch n ica l B u lle t in  90-1 does n o t a p p ly  w h e n  th e  re g is tra n t is  n o t th e  nam ed  
o b lig o r. W h e n  th e  m a n u fa c tu re r is  th e  o b lig o r, th e  a d m in is tra to r  is  a c tin g  as 
an  a g e n t w ith  re g a rd  to  th e  in s u ra n c e  c o n tra c t be tw een  th e  m a n u fa c tu re r and  
th e  in s u ra n c e  com pany. W h e n  th e  a d m in is tra to r  is  th e  o b lig o r, th e  m a n u fa c 
tu re r  is  a c tin g  o n ly  as an  a gen t w ith  re g a rd  to  th e  w a rra n ty  c o n tra c t b e tw een  
th e  a d m in is tra to r  and  th e  consum er. In  e ith e r  case, th e  n o n o b lig o r re g is tra n t 
s h o u ld  p re s e n t o n ly  its  n e t co m m iss io n  as revenue  as i t  p e rfo rm s  u n d e r th e  
co n tra c ts .

A ccou n tin g  fo r Bill a n d  H o ld  Sa le s

3.34 S A B  N o. 101, as am ended and  c o d ifie d  in to  T op ic  13: R e ven ue  
R e c o g n itio n , A .3  (a) fo rm e rly  th e  in te rp re t iv e  response to  Q u e s tio n  3 in  S A B  
N o. 101 in c o rp o ra te s  SEC A c c o u n tin g  a n d  A u d it in g  E n fo rce m e n t Release 
(A A E R ) N o. 108 on b i l l  and  h o ld  sales. A A E R  N o. 108 specifies c e rta in  co nd i
tio n s  a n d  c r ite r ia , a ll o f  w h ic h  m u s t be m e t, in  o rd e r fo r  a b i l l  and  h o ld  
tra n s a c tio n  o f a  p u b lic  com pany to  q u a lify  fo r  reve nu e  re c o g n itio n . In  a d d itio n , 
i t  specifies c e rta in  fa c to rs  th a t  sh o u ld  be cons ide red  in  e v a lu a tin g  w h e th e r a 
b i l l  a n d  h o ld  tra n s a c tio n  m eets th e  re q u ire m e n ts  fo r  revenue  re c o g n itio n . 
A lth o u g h  A A E R  N o. 108 is  d ire c te d  s p e c ific a lly  to  tra n s a c tio n s  o f  p u b lic  
com pan ies, m a n a g e m e n t and  a u d ito rs  o f n o n p u b lic  com pan ies m a y  f in d  i t  
u s e fu l in  a n a ly z in g  b i l l  and  h o ld  tra n s a c tio n s . See C h a p te r 1 o f th is  G u id e  fo r  
a d iscu ss ion  o f A A E R  N o. 108 on b i l l  and  h o ld  sales.
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A ccou n tin g  for Price Protection A greem en ts

3.35 A  p rice  p ro te c tio n  c lause  re q u ire s  th e  m a n u fa c tu re r to  reb a te  o r 
c re d it a p o r tio n  o f th e  sales p rice  i f  th e  m a n u fa c tu re r su bse qu en tly  reduces its  
p rice  fo r  a p ro d u c t and  th e  d is tr ib u to rs  and  V A R s s t i l l  have  r ig h ts  w ith  respec t 
to  th a t  p ro d u c t. A  m a n u fa c tu re r sh o u ld  p ro v id e  a p p ro p ria te  a llow ances a t th e  
da te  o f revenue  re c o g n itio n  fo r  p rice  concessions; h ow eve r, revenue  sh ou ld  n o t 
be recogn ized  u n t i l  reasonab le  and  re lia b le  e s tim a te s  o f th e  e ffects o f p rice  
concessions can  be m ade.

A ccounting  for Sa le s  W ith  a  G u aran te e d  M in im u m  Resa le  V a lu e

3.36 E IT F  Issue  N o. 95-1 p ro v id e s  gu idance  w h e n  a  m a n u fa c tu re r se lls  
e q u ip m e n t to  a p u rch a se r and  gua ra n tee s  th a t th e  p u rch a se r w i l l  rece ive  a 
m in im u m  resa le  a m o u n t a t th e  tim e  th e  e q u ip m e n t is  d isposed of. T he  s e lle r 
m a y  agree to  (a) re a c q u ire  e q u ip m e n t a t a g ua ra n te e d  p rice  a t spec ified  tim e  
p e riods  as a m eans to  fa c ilita te  its  resa le  o r (b ) p ay  th e  p u rch a se r fo r  th e  
d e fic ien cy . A cco rd in g  to  th is  consensus p o s itio n , th e  m a n u fa c tu re r is  p re c lu d ed  
fro m  re co g n iz in g  a sa le o f e q u ip m e n t i f  th e  m a n u fa c tu re r gua ra n tee s  th e  resa le  
v a lu e  o f  th e  e q u ip m e n t to  th e  p u rcha se r. R a th e r, th e  m a n u fa c tu re r sh o u ld  
accoun t fo r  th e  tra n s a c tio n  as a lease, u s in g  th e  p rin c ip le s  o f lease a cco u n tin g  
described  in  F A S B  S ta te m e n t N o. 13 , A c c o u n tin g  f o r  Leases.

A u d it P lan n in g
3.37 S ta te m e n t on A u d it in g  S ta n d a rd s  (SAS) N o. 22, P la n n in g  a n d  S u 

p e r v is io n || (A IC P A , P ro fe s s io n a l S ta n d a rd s ,  vo l. 1, A U  sec. 311), re q u ire s  
a u d ito rs  to  g a in  an  u n d e rs ta n d in g  o f th e ir  c lie n t’s business and  th e  in d u s try  in  
w h ic h  i t  opera tes. T h is  u n d e rs ta n d in g  sh o u ld  be o b ta in e d  d u r in g  th e  p la n n in g  
phase o f th e  a u d it, a nd  th e  le v e l o f kn ow led ge  sh ou ld  be s u ffic ie n t to  enab le  th e  
a u d ito r  to  u n d e rs ta n d  th e  even ts , tra n s a c tio n s , a nd  p ra c tices  th a t  m a y  have  a 
s ig n ific a n t e ffe c t on  th e  fin a n c ia l s ta te m e n ts . F o r a u d its  o f h ig h -te ch n o lo g y  
com pan ies, th e  a u d ito r  sh o u ld  co ns ide r o b ta in in g  in fo rm a tio n  re la t in g  to —

•  T he  types  o f p ro d u c ts  (o r com b ined  p ro d u c ts  a nd  serv ices) b e in g  
deve loped and  m a rk e te d  as w e ll as th e ir  co rresp on d in g  life  cycles.

•  W h e th e r those  p ro d u c ts  a re  re la t iv e ly  s ta n d a rd  o r re q u ire  s ig n if ic a n t 
c u s to m iza tio n .

•  W h e th e r th e  com pany has a p ra c tic e  o f a llo w in g  custom ers to  re tu rn  
p ro d u c ts  fo r  new  o r u p g ra de d  m odels.

•  W h e th e r th e  com pany se lls  s ta nd a lo ne  p ro d u c ts  o r a  b u n d le  o f p ro d 
uc ts  and  services to  its  custom ers th a t  in c lu d e s  h a rd w a re , so ftw a re , 
p e rip h e ra ls , and  in s ta lla t io n  and  o th e r services ( th a t is , m u ltip le -  
e le m e n t a rra n g e m e n ts ).

•  T he  com pany’s c u rre n t m a rk e tin g  p ro g ra m s, fo r  exam ple , p r ic in g  
in c e n tiv e s  a nd  th e  n a tu re  o f a n y  in c e n tiv e s  th a t  m a y  a ffe c t th e  t im in g  
o f revenue  re co g n itio n .

•  W h e th e r th e  com pany uses a s ta n d a rd  fo rm  o f sales ag ree m e n t; i f  
s ta n d a rd  sales agreem ents  a re  n o t used, th e  processes b y  w h ic h  sales 
agreem ents  a re  e v a lu a te d  fo r  p ro p r ie ty  o f revenue  re co g n itio n .

•  C om pe n sa tio n  p la n s  fo r  m an ag em en t a nd  sales p e rson ne l th a t  m a y  
p ro v id e  a n  in c e n tiv e  to  m is s ta te  revenues.

•  F a c to rs  used b y  s tock  a n a ly s ts  to  v a lu e  th e  e n tity .

|| See Preface fo r detailed description o f substantia l proposed changes to the auditors ris k  
assessment approach.
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•  T he  g e n e ra l te rm s  o f th e  com pany’s a rra n g e m e n ts  w ith  d is tr ib u to rs  
a n d  V A R s, i f  th e  com pany uses th e m . P a ra g ra p h  3.08 describes some 
o f th e  te rm s  a com pany m a y  have  w ith  its  d is tr ib u to rs  th a t  m a y  
inc rease  th e  r is k  o f m a te r ia l m is s ta te m e n t.

•  T he  types  o f a rra n g e m e n ts  a n d  w a rra n ty  p ro v is io n s  th e  com pany 
ty p ic a lly  e n te rs  in to  w ith  its  end -u se r custom ers.

•  I f  sales a re  m ade in te rn a tio n a lly , th e  la w s  in  th e  loca l ju r is d ic t io n  
re la t in g  to  b ill in g , tra n s fe r  o f t i t le ,  o r o th e r ite m s  th a t  m a y  a ffe c t 
reve nu e  re co g n itio n .

•  T he  c o m p e titiv e  e n v iro n m e n t.

3.38 A f te r  g a in in g  an  u n d e rs ta n d in g  o f th e  revenue  tra n s a c tio n s  e n te re d  
in to  b y  th e  e n tity , th e  a u d ito r  sh ou ld  assess adequacy o f th e  e n t ity ’s a cco u n tin g  
p o lic ie s  fo r  revenue  re c o g n itio n  fo r  each ty p e  o f tra n s a c tio n  and  class o f 
cu s tom er. T he  a u d ito r  sh o u ld  d e te rm in e  w h e th e r those  p o lic ie s  a re  in  accord 
ance w ith  G A A P .

3.39 T he  a u d ito r  sh o u ld  g a in  an  u n d e rs ta n d in g  o f th e  p ro d u c ts  (o r p ro d 
u cts  a n d  serv ices) b e in g  so ld  b y  th e  com pany to  d e te rm in e  w h e th e r c e rta in  
c h a ra c te ris tic s  o f th e  p ro d u c t i ts e lf  pose revenue  re c o g n itio n  issues. F o r exam 
p le , th e  a u d ito r  sh o u ld  co ns ide r w h e th e r—

•  T he  p ro d u c t co n ta in s  em bedded s o ftw a re  th a t  is  n o t in c id e n ta l and  
th a t  w o u ld  re q u ire  th e  tra n s a c tio n  to  be accounted  fo r  u n d e r SO P 97-2 
(as described  in  p a ra g ra p h s  3.13 th ro u g h  3.14).

•  T he  c o m p le x ity  o f th e  p ro d u c t crea tes u n c e rta in ty  a b o u t th e  u lt im a te  
fu n c t io n a lity  o f th e  p ro d u c t, w h ic h  w o u ld  re q u ire  a d e fe rra l o f  revenue  
(as described  in  p a ra g ra p h  3.17).

•  T he  p ro d u c t is  new  o r su b jec t to  s ig n ific a n t obsolescence ( th a t is , i t  is  
n e a rin g  th e  end  o f its  life  cycle), w h ic h  w o u ld  p re c lu d e  m an ag em en t 
fro m  re a so n a b ly  e s tim a tin g  p ro d u c t re tu rn s  (as described  in  p a ra 
g ra p h  3.20).

•  T he  com pany e n te rs  in to  p rice  p ro te c tio n  o r s im ila r  agreem ents  w ith  
cu s tom ers  and  has th e  a b il it y  to  m ake  reasonab le  and  re lia b le  e s ti
m a te s  o f th e  p rice  concessions g ra n te d .

•  T he  p ro d u c t is  so ld  as p a r t o f  a b u n d le  th a t  m a y  in c lu d e  h a rd w a re , 
so ftw a re , design , im p le m e n ta tio n  o r o th e r se rv ices, w h ic h  m a y  re q u ire  
se pa ra te  revenue  re c o g n itio n  p o lic ie s  fo r  each e le m e n t (as described  
in  p a ra g ra p h  3 .27), o r w h ic h  m a y  re q u ire  c o n tra c t a cco u n tin g  i f  th e  
e le m e n ts  ca n n o t be se pa ra ted .8

•  T he  postsa le  o b lig a tio n s  o f th e  s e lle r a re  s ig n ific a n t (as described  in  
p a ra g ra p h  3.17). In  assessing s ig n ifica n ce , th e  a u d ito r  s h o u ld  co ns ide r 
th e  e s tim a te d  cost o f  th e  o b lig a tio n , w h e th e r th e  o b lig a tio n  is  ro u tin e , 
and  th e  s ig n ifica n ce  o f th e  o b lig a tio n  to  th e  cu s tom er ( th a t is , w e re  
these  se p a ra te ly  n e g o tia te d  te rm s ).
T he  fo llo w in g  are  exam ples o f c ircu m stan ces  a n y  one o f  w h ic h  w o u ld  
l ik e ly  le a d  to  th e  conc lus ion  th a t  th e  re m a in in g  p e rfo rm an ce  o b lig a 
tio n s  a re  s ig n ific a n t.
—  T he  p e rfo rm an ce  p e rio d  is  le n g th y . T he  te rm  p e rfo rm a n c e  p e r io d  

co u ld  re la te  e ith e r  to  th e  tim e  needed to  com p le te  th e  re m a in in g  
a c t iv ity  ( fo r  exam ple , in s ta lla t io n  re q u ire s  tw o  w eeks) o r th e  tim e

Statem ent o f Position (SOP) 81-1, Accounting fo r Performance o f Construction-Type and  
C erta in Production-Type Contracts, paragraphs 13 and 14, provide specific c rite ria  fo r the application 
o f contract accounting.
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be tw een  th e  d e liv e ry  o f th e  in i t ia l  e lem en ts  and  th e  d e liv e ry  o f 
th e  la te r  e le m e n t ( fo r exam p le , tw o  w eeks e lapse b e tw een  th e  da te  
th e  e q u ip m e n t is  d e liv e re d  and  th e  da te  i t  is  in s ta lle d ). T he re  is  
no “b r ig h t lin e ” fo r  d e te rm in in g  w h e th e r th e  p e rio d  is  le n g th y .

—  T he  cos t o f p e r fo rm in g  th e  re m a in in g  a c t iv ity  is  o th e r  th a n  
in s ig n if ic a n t. A g a in , th e re  is  no “b r ig h t lin e ” fo r  d e te rm in in g  
w h e th e r th e  cost is  o th e r th a n  in s ig n if ic a n t. A d d itio n a lly , no te  
th a t  th e  converse o f th is  c ircu m stan ce  ( th a t is , th e  cost o f  th e  
re m a in in g  a c t iv ity  is  in s ig n if ic a n t)  is  n o t i ts e lf  s u ffic ie n t w h e n  
e v a lu a tin g  w h e th e r a c o n tin u in g  o b lig a tio n  shou ld  a ffec t revenue 
recogn ition .

—  T he  s k ills  re q u ire d  to  com p le te  th e  re m a in in g  a c t iv ity  a re  sp ec ia l
ized , th a t  is , th e y  a re  n o t w id e ly  a v a ila b le . F o r exam p le , th e  
e q u ip m e n t has been d e live re d  b u t has n o t y e t been c a lib ra te d  and  
th e  s e lle r ’s te c h n ic ia n s  a re  th e  o n ly  ones w ho  can p ro p e rly  c a li
b ra te  th e  e q u ip m e n t.

—  T he  due da te  o f a m e a n in g fu l p o rtio n  o f  th e  sales p rice  is  sub 
sequen t to  th e  p e rfo rm an ce  o f th e  re m a in in g  a c tiv ity . F o r exam 
p le , th e  p a y m e n t te rm s  s tip u la te  th a t  20 p e rce n t o f th e  purchase  
p rice  is  due subsequen t to  in s ta lla tio n .

—  A  m e a n in g fu l p o rtio n  o f th e  p a ym e n ts  a lre a d y  m ade b y  th e  cus
to m e r w o u ld  be re fu n d a b le  i f  th e  re m a in in g  a c t iv ity  is  n o t com 
p le te d  successfu lly . T he  te rm s  o f  th e  sales c o n tra c t as w e ll as p a s t 
p ra c tice  sh ou ld  be cons ide red  w h e n  e v a lu a tin g  w h e th e r a p o r tio n  
o f th e  purchase  p rice  w o u ld  be re fu n d a b le .

These c ircu m stan ces  a re  n o t a ll- in c lu s iv e . A s d iscussed above, th e  
cu s to m e r’s pe rspe c tive  and  th e  fu n c t io n a lity  o f  th e  d e liv e re d  e lem en ts  
a re  im p o r ta n t in  assessing w h e th e r th e  re m a in in g  a c tiv it ie s  a re  in c o n 
se q u e n tia l o r p e rfu n c to ry .

Inherent R isk C o n sid e ra tio n s

3.40 The  in h e re n t r is k  fo r  an  a ss e rtio n  a b o u t revenue  re c o g n itio n  in  th e  
h ig h -te ch n o lo g y  m a n u fa c tu rin g  in d u s try  is  its  s u s c e p tib ility  to  a m a te r ia l 
m is s ta te m e n t, a ssum in g  th e re  a re  no re la te d  co n tro ls . E xa m p les  o f c irc u m 
stances th a t  m ig h t le a d  th e  a u d ito r  to  assess as h ig h  th e  in h e re n t r is k  o f 
m is s ta te m e n t o f  a sse rtion s  a b o u t revenue  re c o g n itio n  o f h ig h -te ch n o lo g y  com 
pan ies in c lu d e —

•  T ra n s a c tio n s  w ith  d is t r ib u to r s  a n d  V A R s . T ra n s a c tio n s  w ith  d is 
tr ib u to rs  and  V A R s a ffe c t revenue  re c o g n itio n  in  a  n u m b e r o f w ays, 
in c lu d in g  th e  fo llo w in g .
—  A s described  in  p a ra g ra p h  3.08, com pan ies ty p ic a lly  o ffe r  d is 

tr ib u to rs  and  V A R s p rice  p ro te c tio n  and  o th e r typ es  o f in c e n tiv e s  
th a t  m a y  a ffe c t th e  t im in g  a n d  a m o u n t o f  revenue  re c o g n itio n .

—  A s described  in  p a ra g ra p h  3.18, c e rta in  a rra n g e m e n ts  w ith  d is 
tr ib u to rs  and  V A R s, w h e th e r c o n tra c tu a l o r im p lie d , m a y  re q u ire  
revenue  to  be d e fe rre d  u n t i l  th e  p ro d u c ts  a re  so ld  b y  th e  d is tr ib u 
to r  to  th e  end user.

—  A s described  in  p a ra g ra p h  3.21, th e  a v a ila b ility  o f re lia b le  in fo r 
m a tio n  a b o u t in v e n to ry  a nd  sales le ve ls  p ro v id e d  b y  th e  d is tr ib u 
to r  a nd  V A R s to  th e  s e lle r m a y  p re c lu d e  th e  s e lle r fro m  deve lo p in g  
a reasonab le  e s tim a te  o f sales re tu rn s .
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•  “S o lu t io n  s e llin g ”  a n d  b u n d le d  sa les . A s described  in  p a ra g ra p h  3.08, 
com pan ies in  some in d u s try  sectors a re  m ig ra tin g  to w a rd  p ro v id in g  
to ta l,  cus tom ized  so lu tio n s  and  o th e r b u n d le d  sales to  th e ir  custom ers. 
These b u n d le d  sa le a rra n g e m e n ts  in c lu d e  th e  sa le o f h a rd w a re  and  
som e o r a ll o f  th e  fo llo w in g : so ftw a re , p e rip h e ra ls , in s ta lla t io n , cus
to m iz a tio n , and  o th e r services. W h e n  tra n s a c tio n s  c o n ta in  m u lt ip le  
e le m e n ts , i t  m a y  be d if f ic u lt  to  d e te rm in e  th e  a m o u n t and  t im in g  o f 
th e  re la te d  revenue  re co g n itio n .

•  T h e  p o te n t ia l f o r  s id e  a g re e m e n ts . T he  com pany and  its  custom ers 
m a y  e n te r in to  side  a rra n g e m e n ts  th a t  re m a in  e ith e r  und ocu m e n ted  
o r docum ented  in  agreem ents  sepa ra te  fro m  th e  m a in  co n tra c t. T he  
p o te n tia l fo r  side agreem ents  is  g re a te r fo r  com p lex o r m a te r ia l tra n s 
a c tion s . W h e n  side agreem ents  e x is t, th e re  is  a g re a te r r is k  th a t  
a cco u n tin g  p e rson ne l w i l l  n o t be a w a re  o f a ll o f  th e  te rm s  o f th e  
tra n s a c tio n , w h ic h  m a y  re s u lt in  im p ro p e r revenue  re c o g n itio n .

•  T ra n s a c t io n s  n e a r  th e  e n d  o f  th e  p e r io d .  A s described  in  p a ra g ra p h  
3 .07 , i t  is  com m on fo r h ig h -te ch n o lo g y  com pan ies to  have  a p ro p o rtio n 
a te ly  h ig h e r n u m b e r o f tra n s a c tio n s  n e a r th e  end  o f th e  p e rio d . These 
tra n s a c tio n s  m a y  be ch a ra c te rize d  b y  s ig n ific a n t sales in c e n tiv e s  and  
o th e r co n d itio n s  th a t  a ffe c t revenue  re c o g n itio n . T he re  a lso  is  an  
inc rea se d  r is k  th a t  a ll docum ents  necessary to  p ro v id e  evidence o f an  
a rra n g e m e n t b e tw een  th e  p a rtie s  have  n o t been execu ted  fu lly .

•  T ra n s a c tio n s  th a t  in d ic a te  th e  e a rn in g s  p ro cess  is  n o t co m p le te . A s 
described  in  p a ra g ra p h  3.15, revenue  s h o u ld  be recogn ized  o n ly  w h e n  
(a )  i t  has been re a liz e d  o r is  re a liz a b le  a nd  (b ) i t  has been earned . 
T ra n s a c tio n s  com m on to  th e  h ig h -te ch n o lo g y  in d u s try  th a t  m a y  in d i
ca te  th e  revenue  re c o g n itio n  c r ite r ia  have  n o t been m e t in c lu d e —
—  B i l l  a n d  h o ld  sales.
—  U n fin is h e d  p ro d u c ts  sh ipped  to  custom ers.
—  U n a u th o riz e d  p ro d u c ts  sh ip pe d  to  custom ers.
—  Sales o r sh ip m e n ts  to  e n titie s  o th e r th a n  th e  custom er.

C o n sid e ra tio n  of Frau d  

Fraud R isk  Factors

3.41 SAS N o. 99, C o n s id e ra tio n  o f  F r a u d  in  a  F in a n c ia l S ta te m e n t A u d i t  
(A IC P A , P ro fe s s io n a l S ta n d a rd s ,  vo l. 1, A U  sec. 316), is  th e  p r im a ry  source o f 
a u th o r ita t iv e  gu idance  a b o u t an  a u d ito r ’s re s p o n s ib ilit ie s  co nce rn ing  th e  con
s id e ra tio n  o f fra u d  in  a fin a n c ia l s ta te m e n t a u d it. SAS N o. 99 supersedes SAS 
N o. 82, C o n s id e ra tio n  o f  F r a u d  in  a  F in a n c ia l S ta te m e n t A u d it ,  and  am ends 
SAS N o. 1, se c tion  230, D u e  P ro fe s s io n a l C a re  in  th e  P e rfo rm a n c e  o f  W o rk  
(A IC P A , P ro fe s s io n a l S ta n d a rd s ,  vo l. 1, A U  sec. 230). SAS N o. 99 e s tab lish es  
s ta n d a rd s  a nd  p ro v id e s  gu idance  to  a u d ito rs  in  fu l f i l l in g  th e ir  re s p o n s ib ility  to  
p la n  a n d  p e rfo rm  th e  a u d it to  o b ta in  reasonab le  assurance  a b o u t w h e th e r th e  
f in a n c ia l s ta te m e n ts  a re  free  o f m a te r ia l m is s ta te m e n t, w h e th e r caused b y  
e rro r  o r  fra u d , as s ta te d  in  SAS N o. 1, section  110, R e s p o n s ib ilit ie s  a n d  
F u n c t io n s  o f  th e  In d e p e n d e n t A u d it o r  (A IC P A , P ro fe s s io n a l S ta n d a rd s ,  vo l. 1, 
A U  sec. 110.02). (SAS N o. 99 a lso  am ends SAS N o. 85, M a n a g e m e n t R e p re 
s e n ta tio n s .)

3.42 T he re  a re  tw o  types  o f  m is s ta te m e n ts  re le v a n t to  th e  a u d ito r ’s 
c o n s id e ra tio n  o f  fra u d  in  a fin a n c ia l s ta te m e n t a u d it:
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•  M is s ta te m e n ts  a r is in g  fro m  fra u d u le n t fin a n c ia l re p o rtin g
•  M is s ta te m e n ts  a r is in g  fro m  m is a p p ro p ria tio n  o f assets

3.43 T h re e  co n d itio n s  g e n e ra lly  a re  p re s e n t w h e n  fra u d  occurs. F irs t, 
m anagem ent o r o the r employees have an  in c e n tiv e  o r are  u nd e r p re ssu re , w h ic h  
p ro v id e s  a reason  to  c o m m it fra u d . Second, c ircu m sta n ce s  e x is t— fo r  e xa m p le , 
th e  absence o f c o n tro ls , in e ffe c tiv e  c o n tro ls , o r th e  a b il ity  o f m an ag em en t to  
o v e rrid e  c o n tro ls— th a t p ro v id e  an  o p p o r tu n ity  fo r  a fra u d  to  be p e rp e tra te d . 
T h ird , those  in v o lv e d  a re  ab le  to  r a t io n a liz e  c o m m ittin g  a fra u d u le n t act.

3.44 T he re  is  a p re s u m p tio n  th a t  im p ro p e r revenue  re c o g n itio n  e x is ts  as 
a fra u d  r is k  fa c to r. M a te r ia l m is s ta te m e n ts  due to  fra u d u le n t fin a n c ia l re p o r t
in g  o fte n  re s u lt fro m  an  o v e rs ta te m e n t o f revenues (fo r exam p le , th ro u g h  
p re m a tu re  revenue  re c o g n itio n  o r re c o rd in g  fic t it io u s  revenues) o r an  u n d e r
s ta te m e n t o f revenues (fo r exam ple , th ro u g h  im p ro p e r ly  s h if t in g  revenues to  a 
la te r  p e rio d ). T he re fo re , th e  a u d ito r  sh o u ld  o rd in a r ily  p resum e th a t  th e re  is  a 
r is k  o f m a te r ia l m is s ta te m e n t due to  fra u d  re la t in g  to  revenue  re c o g n itio n  (See 
SAS N o. 99 p a ra g ra p h  41 and  54 fo r  exam ples a r is in g  fro m  fra u d u le n t f in a n 
c ia l re p o rtin g .)

3.45 R is k  fa c to rs  th a t  m a y  in d ic a te  m a te r ia l m is s ta te m e n t o f revenue  
a r is in g  fro m  fra u d u le n t f in a n c ia l re p o r tin g  in  a h ig h -te ch n o lo g y  com pany m a y  
be as fo llo w s :

•  M o tiv a tio n s  fo r  m an ag em en t to  engage in  fra u d u le n t f in a n c ia l re p o r t
in g . S pec ific  in d ic a to rs  m ig h t in c lu d e —
—  M a n a g e m e n t’s excessive in te re s t in  m a in ta in in g  sales o r e a rn in g s  

w ith o u t re g a rd  to  p ro p e r a cco u n tin g  o r to  th e  com pany’s estab 
lis h e d  revenue  re c o g n itio n  po lic ies .

—  S ig n ific a n t a m o un ts  o f  e xecu tive  co m pensa tion  tie d  to  s tock  p e r
fo rm ance .

•  E xcessive in v o lv e m e n t o f n o n fin a n c ia l m an ag em en t, such  as sales 
p e rson ne l in  f in a n c ia l re p o rtin g .

•  A  fa ilu re  b y  m an ag em en t to  d is p la y  and  co m m un ica te  an  a p p ro p ria te  
a tt itu d e  re g a rd in g  in te rn a l c o n tro l and  fin a n c ia l re p o rtin g . S pec ific  
in d ic a to rs  m ig h t in c lu d e —
—  P oor o r no  c o o rd in a tio n  b e tw een  sa les, a ccou n tin g , and  le g a l 

p e rson ne l re g a rd in g  th e  te rm s  o f sales ag reem ents  th a t  a ffe c t 
revenue  re co g n itio n .

—  L a ck  o f co n tro l over co n trac t docum enta tion , and in s u ffic ie n t re v ie w  
a n d  u n d e rs ta n d in g  o f th e  sales agreem ents  b y  fin a n ce  pe rsonne l.

—  L a c k  o f c o m m u n ica tio n  th ro u g h o u t th e  o rg a n iz a tio n  re g a rd in g  
accep tab le  revenue  re c o g n itio n  p ra c tices .

—  T he  ex is tence  o f side  agreem ents .
•  A  h ig h ly  c o m p e titiv e  e n v iro n m e n t
•  H ig h  v u ln e ra b ility  to  te ch n o lo g ica l changes a n d  p ro d u c t obsolescence
•  S ig n ific a n t vo lum es o f p ro d u c t so ld  in to  a d is tr ib u tio n  ch an ne l w ith o u t 

a co rre sp o n d in g  inc rease  in  e nd -u se r dem and.
•  C o n tin u in g  sales to  re s e lle rs  coup led  w ith  a la c k  o f e n fo rce m en t o f 

p a y m e n t te rm s  on  p re v io u s ly  o u ts ta n d in g  ba lances.
•  F re q u e n t changes in  m a rk e tin g  o r d is t r ib u t io n  m e thods  o r s tra te g ie s .
•  E x is te n c e  o f  a n  u n u s u a l n u m b e r o f  c o n tra c t a m e n d m e n ts , la te  

changes, o r b o th .
•  E x is te nce  o f n o n m o n e ta ry  tra n s a c tio n s .
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Respon ses to the Presence o f Fraud R isk  Factors

3.46 SAS N o. 99 p ro v id e s  gu idance  on an  a u d ito r ’s c o n s id e ra tio n  o f and  
response to  th e  presence o f fra u d  r is k  fa c to rs . I f  th e re  is  a r is k  o f m a te r ia l 
m is s ta te m e n t due to  fra u d  th a t  m a y  in v o lv e  o r re s u lt in  im p ro p e r revenue  
re c o g n itio n , th e  a u d ito r  sh o u ld  cons ide r a u d it p rocedures a d d re ss ing  revenue  
re c o g n itio n  th a t  w i l l  l im i t  a u d it r is k  to  an  a p p ro p ria te  le v e l in  l ig h t  o f th e  r is k  
fa c to rs  p re sen t. F o r exam p le , th e  a u d ito r  m a y  decide to  a lte r  th e  n a tu re , 
t im in g , o r  e x te n t o f s u b s ta n tiv e  p rocedures. E xa m p les  o f spec ific  responses 
m ig h t be to  p e rfo rm  s u b s ta n tiv e  a n a ly t ic a l p rocedures a t a d e ta ile d  le v e l b y  
co m p a rin g  sales b y  p ro d u c t o r se rv ice  to  a u d ito r-d e ve lo p e d  expe c ta tio n s . The  
a u d ito r  a lso  m ig h t conduc t in te rv ie w s  o f  pe rson ne l a b o u t th e  r is k  o f m a te r ia l 
m is s ta te m e n t o f revenue  due to  fra u d  to  o b ta in  s ta f f 's in s ig h ts  a b o u t th e  r is k  
and  w h e th e r o r how  co n tro ls  address th e  r is k . P a ra g ra p h  51 o f SAS N o. 99 
s ta tes  th a t  i t  m a y  be a p p ro p ria te  to  c o n firm  w ith  custom ers c e rta in  re le v a n t 
c o n tra c t te rm s , in c lu d in g  acceptance c r ite r ia , d e liv e ry , and  p a y m e n t te rm s  and  
th e  absence o f fu tu re  o r c o n tin u in g  v e n d o r o b lig a tio n s , th e  r ig h t  to  re tu rn  th e  
p ro d u c t, g ua ra n te e d  resa le  a m o un ts , c a n c e lla tio n  o r re fu n d  p ro v is io n s , a nd  th e  
absence o f side  agreem ents . G u idance  on  th e  use o f c o n firm a tio n s  to  g a th e r 
a u d it evidence  a b o u t revenue  re c o g n itio n  is  c o n ta in e d  in  p a ra g ra p h s  3.69 
th ro u g h  3.71 o f  th is  ch ap te r.

Co ntro l C o n sid e ra tio n s— O b ta in in g  a n  U n d e rsta n d in g  
of Internal C o n tro l#

3.47 SAS N o. 55, C o n s id e ra tio n  o f  In te r n a l C o n tro l in  a  F in a n c ia l S ta te 
m e n t A u d i t ,  as am ended  b y  SAS N o. 78 and  SAS N o. 94, T he  E ffe c t  o f  
In fo r m a t io n  T e c h n o lo g y  o n  th e  A u d it o r ’s C o n s id e ra tio n  o f  In te r n a l C o n tro l in  a  
F in a n c ia l S ta te m e n t A u d i t  (A IC P A , P ro fe s s io n a l S ta n d a rd s ,  vo l. 1, A U  sec 
319), re q u ire s  th e  a u d ito r  to  o b ta in  an  u n d e rs ta n d in g  o f in te rn a l c o n tro l, 
in c lu d in g  th e  e x te n t to  w h ic h  in fo rm a tio n  te chn o lo gy  is  used in  s ig n if ic a n t 
a cco u n tin g  a p p lic a tio n s ,9 th a t  w i l l  enab le  th e  a u d ito r  to  do a ll o f th e  fo llo w in g .

•  Id e n t ify  th e  types  o f p o te n tia l m is s ta te m e n ts .
•  C on s ide r fa c to rs  th a t  a ffe c t th e  r is k  th a t  th e  m is s ta te m e n ts  w o u ld  be 

m a te r ia l to  th e  fin a n c ia l s ta te m e n ts .
•  D es ig n  te s ts  o f co n tro ls , w h e n  a pp lica b le .
•  D es ig n  s u b s ta n tiv e  tes ts .
3 .48 T he  a u d ito r ’s u n d e rs ta n d in g  o f in te rn a l c o n tro l ove r revenue  tra n s 

a c tio n s  o rd in a r ily  w i l l  in c lu d e  th e  c lie n t’s p o lic ie s  a nd  p rocedures fo r  re c e iv in g  *

* In  M arch 2004, the PCAOB issued A u d itin g  S tandard No. 2, A n  A u d it o f In te rn a l C ontro l Over 
F ina n c ia l R eporting Performed in  Conjunction W ith an A u d it o f F inanc ia l Statements. This Standard 
was approved by the SEC, and applies to audits o f issuers, as defined by the Sarbanes-Oxley Act, and 
o ther en tities when prescribed by the rules o f the SEC. PCAOB A u d itin g  Standard No. 2 establishes 
requirem ents th a t apply when an aud ito r is engaged to aud it both an issuers financia l statements 
and management’s assessment o f the effectiveness o f in te rn a l control over financia l reporting. Due to 
the issuance o f PCAOB A u d itin g  Standard No. 2, a related proposed standard (PCAOB Release No. 
2004-002), PCAOB A u d itin g  Standard No. 2 would amend and supersede certa in sections o f the 
PCAOB in te rim  standards. See the “Preface” section o f th is  Guide fo r more detailed inform ation. 
Registered public accounting firm s m ust comply w ith  the standards o f the PCAOB in  connection w ith  
the preparation o r issuance o f any aud it report on the financ ia l statements o f an issuer and in  th e ir 
aud iting  and related a ttesta tion  practices. Registered public accounting firm s  aud iting  issuers 
should keep a le rt to any fin a l SEC approval o f PCAOB standards.

9 Statem ent on A u d itin g  Standards (SAS) No. 22, P lann ing  and Supervision (AICPA, Profes
siona l S tandards, vol. 1, A U  sec. 311.09) states: “The extent to w hich computer processing is used in  
s ign ifican t accounting applications, as w ell as the com plexity o f th a t processing, may also influence 
the nature, tim ing , and extent o f a u d it procedures.” [Footnote om itted]
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and  a ccep ting  o rde rs , e x te n d in g  c re d it, s h ip p in g  goods, re lie v in g  in v e n to ry , 
b il l in g  and  re c o rd in g  sales tra n s a c tio n s , re c e iv in g  and  re c o rd in g  sales re tu rn s , 
and  a u th o r iz in g  and  is s u in g  c re d it m em os. T he  u n d e rs ta n d in g  o rd in a r ily  w i l l  
in c lu d e  w h e th e r th e  e n t ity  has p rocedures fo r  d e te rm in in g  th e  p ro p e r c u to ff o f 
sales a t th e  end o f th e  a cco u n tin g  p e rio d . I t  a lso  is  im p o r ta n t fo r  th e  a u d ito r  to  
have  a n  u n d e rs ta n d in g  o f th e  co m p u te r a p p lic a tio n s  and  k e y  docum ents  (fo r  
exam ple , purchase  o rde rs , s h ip p in g  re p o rts , b il ls  o f la d in g , invo ices, c re d it 
m em os) used d u r in g  th e  p rocessing  o f reve nu e  tra n s a c tio n s .

3.49 T he  s ig n ific a n t fin a n c ia l s ta te m e n t accounts re la t in g  to  m anage
m e n t’s asse rtion s  a b o u t revenue  in c lu d e  sa les, sales re tu rn s  and  a llow ances, 
se rv ice  revenue , accounts rece iva b le  and  re la te d  a llow ance  accounts, d e fe rre d  
revenues, a n d  cash. C o n tro ls  m a y  be des igned  acco rd ing  to  ob jectives based on 
th e  fiv e  com ponents o f in te rn a l c o n tro l described  in  SAS N o. 55, as am ended. 
The com ponents o f in te rn a l co n tro l are th e  co n tro l e nv iro n m e n t, r is k  assessm ent, 
c o n tro l a c tiv it ie s , in fo rm a tio n  a nd  c o m m u n ica tio n , and  m o n ito r in g . P a ra 
g ra ph s  3.50 th ro u g h  3.53 o f th is  c h a p te r describe  exam ples o f co n tro ls  over 
revenue  re c o g n itio n  th a t  m a y  be in  p lace  in  each o f these  com ponents.

Contro l Environm ent

3.50 U n d e r ly in g  th e  in te rn a l c o n tro l com ponents described  in  p a ra g ra p h  
3 .49 , th e  c o n tro l e n v iro n m e n t is  th e  m o s t s ig n if ic a n t fa c to r in flu e n c in g  th e  
in te g r ity  o f  re p o rte d  revenue. T he  c o n tro l e n v iro n m e n t in c lu d e s  such fa c to rs  
as in te g r ity  a nd  e th ic a l va lu es , m a n a g e m e n t’s p h ilo so p h y  and  o p e ra tin g  s ty le , 
b o a rd  o f d ire c to rs  o r a u d it c o m m itte e  p a r tic ip a tio n , c o m m itm e n t to  com pe
tence , and  a ss ig n m e n t o f a u th o r ity  and  re s p o n s ib ility . C h a ra c te ris tic s  o f a 
h ig h -te c h n o lo g y  com pany’s c o n tro l e n v iro n m e n t th a t  m a y  im p ro v e  th e  e ffec
tive n e ss  o f co n tro ls  and  decrease c o n tro l r is k  in c lu d e  th e  fo llo w in g .

•  W r it te n  p o lic ie s  d e fin in g  th e  com pany’s revenue  re c o g n itio n  p ra c tices  
sh o u ld  be deve loped a nd  co m m un ica te d  to  a ll re le v a n t p a rtie s  ( th a t is , 
a ccou n tin g , sales, m a rk e tin g , le g a l, a n d  se n io r m an ag em en t). Such 
p o lic ie s  sh ou ld  in c lu d e —
—  A  s ta te m e n t o f w h e n  revenue  is  reco rded  and  w h e n  i t  is  n o t.
—  A  d e fin it io n  o f th e  d o c u m e n ta tio n  re q u ire d  b y  th e  com pany and  

fro m  custom ers to  sh ip  p ro d u c ts  and  reco rd  revenue.
—  P o lic ies  th a t  describe  how  t im e ly  th e  d o cu m e n ta tio n  s h o u ld  be.
—  P o lic ies  fo r  id e n t ify in g  and  a p p ro v in g  n o n s ta n d a rd  tra n s a c tio n s .
—  P o lic ies  re g a rd in g  th e  a p p ro v a l o f a n y  d e v ia tio n s  fro m  th e  docu

m en ted  p ra c tices  o r a n y  changes to  th e  docum ented  p ra c tices .
•  A  w r it te n  code o f co nd uc t sh ou ld  be a dhered  to  th a t  exp ress ly  p ro h ib its  

th e  d e p a rtu re  fro m  s ta te d  p o lic ie s  a ffe c tin g  revenue  re c o g n itio n . F o r 
exam p le , th e  code o f co nd uc t s h o u ld  p ro h ib it  salespeople fro m  m a k in g  
u nd ocu m e n ted  side  agreem ents  w ith  custom ers o r o th e rw ise  m o d ify 
in g  s ta n d a rd  co n tra c ts  w ith o u t p ro p e r a p p ro va l.

•  T he  b o a rd  o f d ire c to rs  a n d  se n io r m an ag em en t sh ou ld  ta k e  resp on s ib le  
ac tion s  w h e n  in te n tio n a l u n a u th o riz e d  d e p a rtu re s  to  th e  p o lic ie s  a re  
id e n tif ie d .

•  T he  a u d it com m ittee** sh ou ld  be know led ge ab le  a b o u t revenue  recog
n it io n  a cco u n tin g  m a tte rs  a n d  re la te d  co n tro ls , and  be com posed o f 
in d e p e n d e n t m em bers so th a t  i t  can  e ffe c tiv e ly  c a rry  o u t its  resp on s i
b ilit ie s .

** Issuers’ and auditors’ o f Issuers refer to the Preface fo r add itiona l in fo rm ation  concerning 
aud it committees and corporate governance.
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R isk  A sse ssm e n t

3.51 A n  e n t ity ’s r is k  assessm ent fo r  f in a n c ia l re p o r tin g  purposes is  its  
id e n tif ic a tio n , a n a lys is , and  m an ag em en t o f r is k s  th a t  m a y  cause m is s ta te 
m en ts  o f accounts in v o lv in g  asse rtion s  a b o u t revenue , in c lu d in g  a co ns ide ra 
t io n  o f  h o w  s ig n if ic a n t  e s tim a te s  a re  d e v e lo p e d , th e  p o s s ib il i ty  th a t  
u n a u th o riz e d  tra n s a c tio n s  m a y  be reco rded , and  th e  p o s s ib ility  th a t  a u th o r
ized  tra n s a c tio n s  m a y  be reco rded  e rro n e o u s ly  o r o m itte d . C h a ra c te ris tic s  o f a 
h ig h -te c h n o lo g y  com pany’s r is k  assessm ent process th a t  m a y  im p ro v e  th e  
e ffec tiveness o f c o n tro ls  and  decrease c o n tro l r is k  in c lu d e —

•  M a n a g in g  r is k s  associa ted  w ith  th e  im p ro p e r a p p lic a tio n  o f G A A P  
re la te d  to  revenue  re co g n itio n . F o r exam p le , th e  e n t ity  s h o u ld  ta k e  
steps to  p ro p e rly  t r a in  a ccou n tin g , sales, a n d  le g a l p e rson ne l in  th e  
com pany ’s revenue  re c o g n itio n  p o lic ies .

•  C o n tro ls  over a p p ro va l o f n o n s ta n d a rd  agreem ents  o r s ig n ific a n t 
m o d ific a tio n s  to  agreem ents.

•  A  process to  id e n t ify  revenue  re c o g n itio n  issues w h e n  th e  com pany is  
a b o u t to  sh ip  p ro d u c ts  fo r  th e  f ir s t  tim e , to  sh ip  n e w ly  designed  
p ro d u c ts , o r e n te r a new  lin e  o f business.

Contro l Activities

3.52 C o n tro l a c tiv it ie s  a re  th e  p o lic ie s  and  p rocedures th a t  h e lp  ensure  
th a t  m a n a g e m e n t d ire c tiv e s  a re  c a rr ie d  o u t. C o n tro l a c tiv it ie s  th a t  m a y  im 
p rove  th e  e ffec tiveness o f in te rn a l c o n tro l and  decrease c o n tro l r is k  in c lu d e  th e  
fo llo w in g :

•  S ta n d a rd iz e d  sales co n tra c ts  fo r  s ta n d a rd , re c u rr in g  tra n s a c tio n s
•  F o r n o n s ta n d a rd , n e g o tia te d  tra n s a c tio n s , th e  e a r ly  and  c o n tin u e d  

in v o lv e m e n t o f a ccou n tin g  p e rson ne l o r o th e rs  w ith  a d e ta ile d  u n d e r
s ta n d in g  o f  G A A P  fo r  revenue  re c o g n itio n

•  W r it te n  p o lic ie s  th a t  p ro h ib it  u n a u th o riz e d  side  agreem ents  be tw een  
th e  sa lespeople (o r o th e r com pany em ployees) and  th e  cu s tom er

•  P ro p e r p h y s ic a l c o n tro l o f  a ll co n tra c ts , in c lu d in g  a n y  am end m e n ts , in  
a  s in g le  cu s tom er f ile

•  W r it te n  po lic ie s  th a t  describe  h ow  to  assess w h e n  cu s tom er acceptance 
p ro v is io n s  have  been s a tis fie d

•  W r it te n  p o lic ie s  th a t  describe  how  to  m o n ito r  th e  p e rfo rm a n ce  o f 
p o s td e liv e ry  o b lig a tio n s , such  as in s ta lla t io n  a n d  t ra in in g

•  W r it te n  p o lic ie s  d e s c rib in g  th e  cu s tom er c re d it a p p ro v a l process and  
th e  p e rio d ic  e v a lu a tio n  o f e x is tin g  cus tom ers ’ c re d it a nd  p a y m e n t 
h is to ry

•  S e p a ra tio n  o f sales and  c re d it fu n c tio n s
•  A c c o u n tin g  p e rson ne l t im e ly  re c e iv in g  and  re v ie w in g  a ll sales tra n s 

a c tio n  docum ents , in c lu d in g  th e  sales c o n tra c t and  a ll re la te d  tra n s 
a c tio n  d o c u m e n ta tio n  fo r  n o n s ta n d a rd  tra n s a c tio n s

•  W r it te n  p o lic ie s  th a t  describe  s h ip p in g  g u id e lin e s
•  C o m p a rin g  s h ip p in g  o r o th e r d e liv e ry  d o cu m e n ta tio n  to  th e  c o n tra c t
•  P ro m p t m an ag em en t a c tio n  co n ce rn ing  noncom p liance  w ith  com pany 

p o lic ie s  w ith  re g a rd  to  c o n tra c t a p p ro v a l a nd  revenue  re c o g n itio n

In fo rm ation  a n d  Com m unication

3.53 T he  in fo rm a tio n  system  re le v a n t to  th e  fin a n c ia l re p o r tin g  ob jectives 
o f  reve nu e  re c o g n itio n  in c lu d e s  th e  a cco u n tin g  system  and  cons is ts  o f th e  
p rocedures, w h e th e r a u to m a te d  o r m a n u a l, and  reco rds e s ta b lish e d  to  in it ia te ,
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reco rd , process, and  re p o rt tra n s a c tio n s , as w e ll as th e  processes used to  
p re p a re  s ig n ific a n t a cco u n tin g  e s tim a te s  and  d isc losu res, re g a rd in g  asse rtions  
a b o u t revenue . C h a ra c te ris tic s  o f a h ig h -te ch n o lo g y  com pany’s in fo rm a tio n  
and  c o m m u n ic a tio n  system s th a t  m a y  im p ro ve  th e  e ffec tiveness o f co n tro ls  and  
decrease c o n tro l r is k  in c lu d e  th e  fo llo w in g .

•  A c c o u n tin g  system s th a t  m a in ta in  a h is to ry  o f d a ta  necessary to  
e s tim a te  sales re tu rn s , p rice  p ro te c tio n  c re d its , and  o th e r sales in c e n 
tiv e s  lia b il it ie s

•  C o lle c tio n  o f t im e ly , re lia b le  d a ta  fro m  d is tr ib u to rs , i f  a p p lica b le , to  
e s tim a te  sales re tu rn s

•  A d eq u a te  c o o rd in a tio n  a nd  c o m m u n ic a tio n  be tw een  sales, le g a l, and  
a cco u n tin g  fu n c tio n s  re g a rd in g  th e  te rm s  o f  th e  a rra n g e m e n t be tw een  
th e  com pany and  its  custom ers, e sp e c ia lly  those  te rm s  th a t  a ffe c t 
revenue  re c o g n itio n

M o n ito r in g

3.54 M a n a g e m e n t m o n ito rs  co n tro ls  to  co ns ide r w h e th e r th e y  a re  o p e ra t
in g  as in te n d e d  and , i f  n o t, to  ta k e  co rre c tive  a c tion . C h a ra c te ris tic s  o f a 
h ig h -te c h n o lo g y  com pany’s m o n ito r in g  process th a t  m a y  im p ro ve  th e  e ffe c tiv e 
ness o f in te rn a l c o n tro l and  decrease c o n tro l r is k  in c lu d e  th e  fo llo w in g .

•  A  ro b u s t m an ag em en t re p o r tin g  process th a t  a llo w s  m an ag em en t to  
ta k e  t im e ly  a c tio n  on sales and  revenue  re c o g n itio n  re la te d  m a tte rs , 
in c lu d in g —
—  T he  id e n t if ic a tio n  o f new  o r u n u s u a l tra n s a c tio n s
—  T he  in tro d u c tio n  o f new  p ro d u c t o ffe rin g s
—  C hanges to  e x is tin g  m a rk e tin g  p ro g ram s o r th e  in tro d u c tio n  o f 

new  ones
—  The  im p lic a tio n s  o f  cu s tom er acceptance p ro v is io n s

•  M a n a g e m e n t o v e rs ig h t o f cu s tom er c re d it and  p a y m e n t issues
•  M o n ito r in g  o f com p liance  w ith  w r it te n  p o lic ie s  re la te d  to  revenue  

re c o g n itio n

Control C o n sid e ra tio n s— A sse ssin g  Control R isk
3.55 A f te r  o b ta in in g  an  u n d e rs ta n d in g  o f in te rn a l c o n tro l, th e  a u d ito r  

sh o u ld  assess c o n tro l r is k  fo r  th e  a sse rtion s  re la te d  to  revenue  re co g n itio n .
•  T he  a u d ito r  m a y  assess c o n tro l r is k  a t th e  m a x im u m  le v e l, th a t  is , th e  

g re a te s t p ro b a b ility  a m a te r ia l m is s ta te m e n t re la te d  to  revenue  rec 
o g n itio n  w il l  n o t be p re ve n te d  o r de tected  on a t im e ly  bas is  b y  th e  
e n t ity ’s in te rn a l c o n tro ls . A n  a u d ito r  w i l l  assess c o n tro l r is k  a t th e  
m a x im u m  le v e l because he o r she be lieves e ith e r: (a ) p o lic ie s  and  
p rocedures a re  u n lik e ly  to  p e r ta in  to  revenue  re c o g n itio n  m is s ta te 
m e n ts  o r a re  u n lik e ly  to  be e ffe c tive  o r (b ) e v a lu a tin g  th e  e ffec tiveness 
o f  in te rn a l c o n tro l p o lic ie s  and  p rocedures w o u ld  be in e ffic ie n t.

•  T he  a u d ito r  m a y  o b ta in  e v id e n tia l m a tte r  a b o u t th e  e ffec tiveness o f 
b o th  th e  d es ign  and  o p e ra tio n  o f a p o lic y  o r p rocedure  th a t  su p p o rts  a 
lo w e r assessed le v e l o f c o n tro l r is k . S uch e v id e n tia l m a tte r  m a y  be 
o b ta in e d  fro m  te s ts  o f c o n tro ls  p la n n e d  and  p e rfo rm e d  in  accordance 
w ith  SAS N o. 55, as am ended, o r fro m  p rocedures th a t  w ere  n o t 
s p e c ific a lly  p la n n e d  as te s ts  o f co n tro ls  b u t th a t  n eve rthe less  p ro v id e  
e v id e n tia l m a tte r  a b o u t th e  e ffec tiveness o f th e  des ign  and  o p e ra tio n  
o f th e  co n tro ls . A d d itio n a l gu idance  on  p e rfo rm in g  te s ts  o f co n tro ls  is
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a lso  p ro v id e d  in  th e  A IC P A  A u d it  G u ide  C o n s id e ra tio n  o f  I n te r n a l  
C o n tro l in  a  F in a n c ia l S ta te m e n t A u d i t .

3.56 T he  a u d ito r ’s d e te rm in a tio n  o f w h e th e r to  o b ta in  e v id e n tia l m a tte r  
to  s u p p o rt a lo w e r assessed le ve l o f c o n tro l r is k , o r to  assess c o n tro l r is k  a t th e  
m a x im u m  le v e l, fo r  a sse rtion s  re la te d  to  revenue  re c o g n itio n  o fte n  is  in f lu 
enced b y—

•  T h e  e n t it y ’s use o f  IT .  In  e n titie s  w h e re  a s ig n ific a n t a m o u n t o f 
in fo rm a tio n  is  in it ia te d , reco rded , processed, o r re p o rte d  e le c tro n i
c a lly , th e  a u d ito r  m a y  d e te rm in e  th a t  i t  is  n o t p ra c tic a l o r  p o s s ib le  to  
re s tr ic t  d e te c tio n  r is k  to  a n  accep tab le  le v e l b y  p e rfo rm in g  o n ly  sub
s ta n tiv e  te s ts  fo r  one o r m ore  fin a n c ia l s ta te m e n t a sse rtions . In  such 
c ircu m stan ces , th e  a u d ito r  s h o u ld  p e rfo rm  te s ts  o f co n tro ls  to  g a th e r 
e v id e n tia l m a tte r  to  use in  assessing c o n tro l r is k .10

•  N o n ro u t in e  o r  co m p le x  tra n s a c tio n s . S o ftw a re  revenue  a rra n g e m e n ts  
a re  n e g o tia te d  be tw een  th e  ve n d o r a n d  th e  cu s tom er, and  th is  nego
t ia t io n  process m a y  re s u lt in  u n iq u e , n o n ro u tin e  tra n s a c tio n s . F o r 
reve nu e  re c o g n itio n  re la te d  to  n o n ro u tin e  tra n s a c tio n s  o r com p lex 
a p p lic a tio n s  o f G A A P , th e  a u d ito r  ty p ic a lly  assesses c o n tro l r is k  a t th e  
m a x im u m  leve l.

•  U n s o p h is tic a te d  in te r n a l c o n tro ls . S m a lle r c o m p u te r s o ftw a re  v e n 
dors m a y  be ch a ra c te rize d  b y  u n s o p h is tic a te d  o rg a n iz a tio n a l s tru c 
tu re s  th a t  la c k  c e rta in  p e rvas ive  co n tro ls , fo r  exam p le , se g reg a tio n  o f 
d u tie s . A  la c k  o f  co n tro ls  ove r reve nu e  tra n s a c tio n s  w o u ld  re q u ire  th e  
a u d ito r  to  assess c o n tro l r is k  a t th e  m a x im u m  le v e l and  p e rfo rm  
s u b s ta n tiv e  a u d it p rocedures.

D e sig n in g  A n a ly tic a l Pro ced ures
3.57 SAS N o. 56, A n a ly t ic a l P ro c e d u re s  (A IC P A , P ro fe s s io n a l S ta n d a rd s ,  

vo l. 1, A U  sec. 329), re q u ire s  th e  a u d ito r  to  a p p ly  a n a ly t ic a l p rocedures to  some 
e x te n t—

•  To a ss is t in  p la n n in g  th e  n a tu re , t im in g , and  e x te n t o f o th e r a u d it in g  
p rocedures, and

•  A s  an  o v e ra ll re v ie w  o f th e  fin a n c ia l in fo rm a tio n  in  th e  f in a l re v ie w  
stage o f  th e  a u d it.

A n a ly t ic a l p rocedures a lso m a y  be used as s u b s ta n tiv e  te s ts  to  o b ta in  e v id e n tia l 
m a tte r  a b o u t revenue  re c o g n itio n . SAS N o. 96, A u d it  D o c u m e n ta t io n  (A IC P A , 
P ro fe s s io n a l S ta n d a rd s ,  vo l. 1, A U  sec. 339) re q u ire s  d o c u m e n ta tio n  o f th e  
p e rfo rm a n ce  o f a n a ly tic a l p rocedures a t th e  p la n n in g  stage and  p ro v id e s  
fu r th e r  g u ida nce  in  th is  a rea , in c lu d in g , am ong  o th e r th in g s , th e  docu m e n ta 
t io n  re q u ire m e n t re g a rd in g  s u b s ta n tiv e  a n a ly t ic a l p rocedures.

3.58 F o r h ig h -te c h n o lo g y  m a n u fa c tu rin g  com pan ies, a n a ly t ic a l p roce
d u res  th e  a u d ito r  m a y  a p p ly  in c lu d e  th e  fo llo w in g .

•  R ev iew  days sales o u ts ta n d in g  (D S O ) a n d  re la te d  tre n d s  o ve r th e  la s t 
seve ra l q u a rte rs .

•  Segregate  and  a na lyze  D SO  b y  g eography, in d u s try , a n d  sa lesperson, 
as a p p ro p ria te , based on id e n t if ie d  o r perce ived  r is k  (fo r  exam ple , 
econom ic co n d itio n s  in  c e rta in  c o u n trie s  o r in d u s tr ie s , and  k e y  sa les
people  id e n t if ie d  as b e in g  aggressive).

10 SAS No. 55, Consideration o f In te rn a l C ontro l in  a F inanc ia l Statement A u d it, as amended by 
SAS No. 94, The Effect o f In fo rm ation  Technology on the A u d ito r’s Consideration o f In te rn a l Control 
in  a F inanc ia l Statem ent A u d it (AICPA, Professional S tandards, vol. 1, A U  sec. 319.66-.68).
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•  Compare actual revenues by product line with budgeted amounts and 
revenues of the preceding period and consider whether results are 
consistent with other known information.

•  Review internally used metrics or nonfinancial indicators of sales 
activity.

•  Review gross margin trends and compare to competitor’s trends.
•  Compare the number of weeks of inventory in distribution channels 

with prior periods for unusual increases that may indicate channel 
stuffing.

•  Compare revenue deductions, such as discounts and returns and 
allowances, as a percentage of revenues with budgeted and prior 
period percentages and determine whether changes appear reason
able in light of other revenue information and current-year trends in 
the business and industry.

Designing Substantive Procedures Based on 
Risk Assessment

3.59 Auditors should design substantive procedures that will address the 
assertions made about revenue recognition—occurrence, completeness, rights, 
valuation, and presentation and disclosure. The objectives of the audit proce
dures should be developed in the light of these assertions and the specific risks 
of material misstatement particular to revenue recognition.

Types of Potential Misstatement
3.60 The following table lists the types of potential misstatements related 

to revenue recognition for high-technology companies.
Potential Misstatement

a. F a ilu re  to id en tify  the existence  
o f  m u ltip le  e lem en ts in  the  
tra n sa c tio n

b. In a p p ro p r ia te  recogn ition  o f  
revenue re la ted  to sep a ra te  
elem en ts  o f  an  a rra n g em en t 
o r  a  tra n sa c tio n

c. F or sa le  o f  p ro d u c t, ea rn in gs  
p ro cess  is  n o t com plete

Example
The product contains embedded 
software that is n o t incidental, 
therefore requiring the 
application of SOP 97-2.
The arrangement includes 
vendor obligations for more than 
just the product (for example, 
services and future products). 
Undelivered elements of the 
arrangement are essential to 
the functionality of delivered 
elements.
Objective evidence of fair value 
of undelivered elements does 
not exist.
The product has not been 
shipped.
Title and risk of loss has not 
passed to the buyer.
Installation or acceptance 
provisions exist.

(con tinued)
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P o te n tia l M is s ta te m e n t E xa m p le

d. R e ven ue  re c o g n iz e d  a t  t im e  o f  
sa les  w ith  r ig h t  o f  r e tu rn  w h e n  
m a n a g e m e n t is  u n a b le  to  
re a s o n a b ly  e s tim a te  fu tu re  
p ro d u c t  re tu rn s

e. Im p ro p e r  a c c o u n tin g  f o r  se rv ice  
reve nu e

f. Im p ro p e r  a c c o u n tin g  f o r  reve nu e  
f r o m  m a in te n a n c e  a g re e m e n ts  
a n d  e x te n d e d  w a rra n t ie s

g . F o r  sa les  to  d is tr ib u to rs ,  f a i lu r e  
to  a c c o u n t f o r  in c e n tiv e s  a n d  
concess ions

h. Im p ro p e r  re c o g n it io n  o f  b i l l  a n d  
h o ld  sa les

•  B u y e r’s p a ym e n t is  n o t p robab le .
•  B u y e r d id  n o t o rd e r th e  p ro d u c t.
•  U n c e rta in ty  e x is ts  a b o u t th e  

u lt im a te  fu n c t io n a lity  o f th e  
p ro d u c t.

•  S ig n ific a n t postsa le  s e lle r 
o b lig a tio n s  e x is t.

•  D is tr ib u to rs  do n o t assum e th e  
r is k s  o f o w n e rsh ip .

•  T ra n s a c tio n  in c lu d e s  extended  
p a y m e n t te rm s  th a t  a re  
in c o n s is te n t w ith  th e  com pany’s 
h is to r ic a l c re d it p rac tices .

•  P ro d u c t is  su b jec t to  s ig n ific a n t 
obsolescence.

•  A bsence o f re le v a n t h is to r ic a l 
experience .

•  L a c k  o f “ v is ib i l it y ”  in to  
d is tr ib u t io n  channe ls .

•  D is tr ib u to rs  a re  new , 
u n d e rc a p ita liz e d , o r in  f in a n c ia l 
d if f ic u lty .

•  S e rv ice  reve nu e  is  n o t 
recogn ized  ra ta b ly  ove r c o n tra c t 
p e rio d  o r as th e  se rv ice  is  
p e rfo rm ed .

•  F a ilu re  to  cons ide r o r im p ro p e r 
a p p lic a tio n  o f c o n tra c t 
accou n tin g .

•  R evenue fro m  m a in te n a n ce  
agreem ents  a n d  ex tended  
w a rra n tie s  is  n o t de fe rre d .

•  D e fe rre d  revenue  is  im p ro p e r ly  
a m o rtize d .

•  P o te n tia l p rice  p ro te c tio n  
c re d its  a n d  o th e r sales 
in c e n tiv e s  a re  n o t p ro p e rly  
accrued  a g a in s t c u rre n t p e rio d  
sales.

•  R evenue fro m  b i l l  and  h o ld  sales 
is  recogn ized  w h e n  c r ite r ia  
s ta te d  in  A A E R  N o. 108 have  
n o t been m e t.

3.61 T h e re  is  n o t n e ce ssa rily  a one-to -one  correspondence b e tw een  sub 
s ta n tiv e  p rocedures a n d  a u d it ob jectives— some p rocedures accom p lish  m ore  
th a n  one o b jec tive  a nd  address se ve ra l p o te n tia l r is k s  o f m is s ta te m e n t. To 
reduce  th e  r is k  o f m a te r ia l m is s ta te m e n t o f reve nu e , a u d ito rs  s h o u ld  co ns ide r 
th e  s u b s ta n tiv e  p rocedures described  in  p a ra g ra p h s  3.62 th ro u g h  3.79.
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U nderstand  Term s o f Sa le

3.62 The  com pany sh ou ld  docum en t th e  te rm s  o f its  a rra n g e m e n ts  w ith  
its  custom ers, e ith e r  w ith  a s ta n d a rd  sales a g ree m e n t fo r  ro u tin e  sa les, o r a 
le g a l c o n tra c t fo r  n o n ro u tin e  sales. A d d itio n a l d o cu m e n ta tio n  re g a rd in g  th e  
com pany’s a rra n g e m e n ts  w ith  its  custom ers m a y  be fo u n d  in  th e  cu s tom er 
correspondence file s . R ead ing  th is  d o cu m e n ta tio n , in c lu d in g  th e  c o n tra c t and  
cu s to m e r correspondence, and  a n a ly z in g  th e  te rm s  o f th e  a rra n g e m e n t w i l l  
a llo w  a u d ito rs  to  d e te rm in e  w h e th e r th e  revenue  associa ted  w ith  th e  tra n s a c 
t io n  w as recogn ized  in  accordance w ith  G A A P .

3.63 In  d e te rm in in g  w h ic h  co n tra c ts  and  correspondence file s  to  re a d  and  
a na lyze , th e  a u d ito r  shou ld  se lect a s u ffic ie n t n u m b e r and  typ e  o f tra n s a c tio n s  
to  reduce  a u d it r is k  to  an  acceptab le  leve l. A u d ito rs  g e n e ra lly  w i l l  n o t need to  
re a d  and  a na lyze  a l l  co n tra c ts  a n d  cu s tom er correspondence s u p p o rtin g  re ve 
nue  recogn ized  d u r in g  th e  a u d it p e rio d . In  d e te rm in in g  w h ic h  tra n s a c tio n s  to  
se lect fo r  a n a lys is , th e  a u d ito r  sh o u ld  co ns ide r th e  fo llo w in g .

a. T h e  m a te r ia l i ty  o f  th e  t ra n s a c t io n .  F o r exam ple , an  a u d ito r  m a y  be 
ab le  to  reduce  a u d it r is k  to  an  accep tab le  le ve l b y  a n a ly z in g  a ll 
m a te r ia l tra n s a c tio n s  e n te re d  in to  d u r in g  th e  a u d it p e rio d  to g e th e r 
w ith  a se le c tion  o f o th e r tra n s a c tio n s  th a t ,  in d iv id u a lly , w e re  n o t 
cons ide red  m a te r ia l.

b. T he  d a te  th e  c o n tra c t w a s  e n te re d  in to .  I t  is  n o t uncom m on  fo r 
h ig h -te ch n o lo g y  com panies to  m ake  a p ro p o rtio n a te ly  h ig h e r a m o u n t 
o f sales close to  th e  end  o f th e  re p o r tin g  p e rio d . In  o rd e r to  reduce  
th e  r is k  o f  revenues b e in g  reco rded  in  th e  w ro n g  p e rio d , a u d ito rs  
sh o u ld  cons ide r fo cus in g  a u d it a tte n tio n  on those  tra n s a c tio n s  n e a r 
th e  end  o f th e  pe rio d .

c. C o n tra c ts  r e la t in g  to  h ig h  in h e re n t r is k  tra n s a c t io n s .  P a ra g ra p h
3.40 describes revenue  tra n s a c tio n s  th a t  ty p ic a lly  have  a h ig h e r 
in h e re n t r is k  o f m a te r ia l m is s ta te m e n t. W h e n  se le c tin g  co n tra c ts  fo r  
d e ta ile d  a n a lys is , a u d ito rs  sh o u ld  cons ide r fo cu s in g  a u d it a tte n tio n  
on  such tra n s a c tio n s .

3.64 W h e n  th e  com pany uses s ta n d a rd iz e d  agreem ents , a u d it p rocedures 
m a y  be lim ite d  to—

•  E v a lu a tin g  th e  s ta n d a rd iz e d  c o n tra c t fo r  te rm s  th a t  m a y  a ffe c t re ve 
nue  re co g n itio n .

•  R e v ie w in g  a sam p le  o f tra n s a c tio n s  fo r  com p liance  w ith  th e  s ta n d 
a rd iz e d  agreem ent.

•  R e v ie w in g  d o cu m e n ta tio n , such as pu rchase  o rd e rs , th a t  in d ic a te  th e  
p ro d u c t w as des ire d  and  o rd e red  b y  th e  custom er.

•  R e v ie w in g  s h ip p in g  o r acceptance d o cu m e n ta tio n  to  e nsu re  p ro p e r 
c u t-o ff and  revenue  re co g n itio n .

3.65 W h e n  a n a ly z in g  a c o n tra c t a n d  cu s tom er correspondence, th e  a u d i
to r  s h o u ld  cons ide r—

•  W h e th e r th e  c o n tra c t w as fu l ly  execu ted  b y  b o th  p a rtie s  d u r in g  th e  
a u d it p e rio d .

•  T he  sp ec ified  d e liv e ry  dates.
•  A l l  p ro v is io n s  th a t  cou ld  a ffe c t th e  t im in g  o f revenue  re c o g n itio n , such 

as—
—  S ig n ific a n t postsa le  s e lle r o b lig a tio n s .
—  R ig h ts  o f re tu rn .
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—  P rice  p ro te c tio n  and  o th e r sales in c e n tiv e  p rog ram s.
—  C a n c e lla tio n  p riv ile g e s .
—  In s ta lla t io n  re q u ire m e n ts  and  o th e r se rv ice  d e liv e ra b le s .11
—  A cceptance  clauses.

3.66 H ig h -te c h n o lo g y  com pan ies m a y  e n te r in to  o ra l o r w r it te n  “ side 
a g re e m e n ts ” to  c o n tra c ts  th a t  e ffe c tiv e ly  m o d ify  th o se  c o n tra c ts . Som e s ide  
agreem ents  m a y  c o n ta in  te rm s  p ro h ib it in g  th e  cu s tom er fro m  d isc lo s in g  th e  
ex is tence  o f th e  side ag ree m e n t to  th ir d  p a rtie s . A u d ito rs  sh ou ld  m ake  in q u ir 
ies o f  those  fa m ilia r  w ith  th e  te rm s  o f th e  sa le ( fo r  exam ple , sales p e rson ne l) to  
d e te rm in e  w h e th e r side  agreem ents  e x is t and  to  ensu re  th a t  a ll te rm s  o f th e  
a g ree m e n t b e tw een  th e  com pany a nd  its  cu s tom er have  been conside red  w he n  
d e te rm in in g  revenue  re co g n itio n . To de te c t th e  ex is tence  o f und isc losed  side 
ag reem en ts , th e  a u d ito r  sh ou ld  co ns ide r th e  need to  p e rfo rm  s u b s ta n tiv e  
p rocedures, such as re v ie w in g  c re d it m em os, sales concessions, o r s im ila r  
m a rk e tin g  a llow ances g ra n te d  in  th e  subsequen t p e rio d  fo r  a d ju s tm e n t o r 
re v e rs a l o f revenues p re v io u s ly  recorded.

3.67 T he  com pany’s h is to ry  o r m an ag em en t’s in te n tio n s  m a y  in d ic a te  th e  
ex is tence  o f im p lie d  concessions th a t  a re  n o t docum ented . F o r exam ple , m a n 
a ge m e n t m a y  in te n d  to  p ro v id e  m ore  lib e ra l r ig h ts  o f  re tu rn  th a n  w h a t th e  
com pany is  c o n tra c tu a lly  o b lig a te d  to  p ro v id e . T he  a u d ito r  sh ou ld  assess th e  
com pany’s h is to ry  and  in q u ire  a b o u t m a n a g e m e n t’s in te n tio n s  to  id e n t ify  th e  
e x is te n ce  o f  im p lie d  concessions th a t  m a y  a ffe c t th e  t im in g  o f  re v e n u e  
re c o g n itio n .

U n derstan d  A rran ge m e n ts  W ith  D istributors a n d  V A R s

3.68 T he  a u d ito r  sh ou ld  re v ie w  re le v a n t d o c u m e n ta tio n  and  m ake  in q u ir 
ies to  g a in  a n  u n d e rs ta n d in g  o f a rra n g e m e n ts  th e  com pany has w ith  its  
d is tr ib u to rs  and  V A R s. T he  a u d ito r  sh o u ld  co ns ide r te rm s  o f those  a rra n g e 
m e n ts  th a t  a re  re le v a n t fo r  revenue  re c o g n itio n , in c lu d in g —

•  T he  presence o f in c e n tiv e s  o r concessions th a t  m a y  a ffe c t th e  t im in g  
o f reve nu e  re c o g n itio n , in c lu d in g  those  ite m s  lis te d  in  p a ra g ra p h  3.08.

•  T he  r e lia b ili ty  o f th e  in fo rm a tio n  p ro v id e d  b y  th e  d is tr ib u to rs  and  
V A R s, fo r  exam ple  in v e n to ry  and  sales leve ls , th a t  enab les m anage 
m e n t to  m ake  a reasonab le  e s tim a te s  o f  p ro d u c t re tu rn s , p ric e  p ro te c 
t io n  c re d its , a nd  o th e r sales in c e n tiv e  lia b ilit ie s .

•  T he  econom ic substance o f th e  d is tr ib u to r  o r V A R  a nd  its  a b il it y  to  pay 
and  w h e th e r its  d is t r ib u to r ’s f in a n c ia l c o n d itio n  in d ic a te s  th a t  th e  
e a rn in g s  process m a y  n o t be com p le te  u n t i l  th e  d is tr ib u to r  o r V A R  
se lls  th e  p ro d u c t to  th e  end  user.

Confirm  Term s o f the Sa le

3.69 SAS N o. 67, T h e  C o n f irm a t io n  P rocess  (A IC P A , P ro fe s s io n a l S ta n d 
a rd s ,  vo l. 1, A U  sec. 330), p ro v id e s  gu idance  on th e  use o f c o n firm a tio n s  to  
g a th e r e v id e n tia l m a tte r. W h e n  th e  com b ined  le v e l o f in h e re n t r is k  a n d  c o n tro l 
r is k  is  h ig h , SAS N o. 67 s ta tes th a t  th e  a u d ito r  s h o u ld  co ns ide r c o n firm in g  th e  
te rm s  o f com p lex  tra n s a c tio n s  w ith  o th e r p a rtie s  in  a d d itio n  to  e x a m in in g  
d o c u m e n ta tio n  h e ld  b y  th e  e n tity . C o m p le x ity  com b ined  w ith  h ig h  leve ls  o f 
in h e re n t a n d  c o n tro l r is k  fre q u e n tly  c h a ra c te riz e  c e rta in  h ig h -te ch n o lo g y  com 
p a n y  sa les, in c lu d in g —

11 See paragraph 3.27.
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•  N o n ro u tin e  sales.
•  “ S o lu tio n  sa les” and  o th e r b u n d le s  th a t  in c lu d e  p ro d u c ts  and  services.
•  B i l l  and  h o ld  sales.
•  A rra n g e m e n ts  w ith  d is tr ib u to rs  a n d  V A R s.

3.70 The  a u d ito r ’s u n d e rs ta n d in g  o f th e  c lie n t’s a rra n g e m e n ts  and  tra n s 
a c tion s  w ith  its  custom ers is  k e y  to  d e te rm in in g  th e  in fo rm a tio n  to  be con
firm e d . B y  re a d in g  th e  c o n tra c t a n d  c u s to m e r co rresp on de n ce  f i le  a n d  
u n d e rs ta n d in g  th e  te rm s  o f th e  a rra n g e m e n ts , th e  a u d ito r  s h o u ld  d e te rm in e  
th e  a p p ro p ria te  in fo rm a tio n  to  in c lu d e  on th e  c o n firm a tio n  req ue s t. W h e n  
c o n firm a tio n s  a re  used to  g a th e r e v id e n tia l m a tte r  re la t in g  to  revenue  recog
n it io n , th e  a u d ito r  sh o u ld  cons ide r c o n firm in g  th e  fo llo w in g  te rm s .

•  D a te (s) o f d e liv e ry
•  P r ic in g  d e ta ils
•  T he  exis tence  o f a n y  s ide  agreem ents  o r o ra l m o d ific a tio n s  to  th e  

c o n tra c t
•  U n u s u a l r ig h ts  o f  re tu rn , acceptance o r in s ta lla t io n  p ro v is io n s , can

c e lla tio n  p riv ile g e s , o r w a r ra n ty  p ro v is io n s
•  R ig h ts  to  fu tu re  p ro d u c ts  o r services
•  O th e r p e r tin e n t c o n tra c t p ro v is io n s

3.71 SAS N o. 67 re q u ire s  th e  a u d ito r  to  d ire c t th e  c o n firm a tio n  re q u e s t to  
a th ir d  p a r ty  th a t  th e  a u d ito r  be lieves is  know led ge ab le  a b o u t th e  in fo rm a tio n  
to  be c o n firm e d . W h e n  c o n firm in g  th e  te rm s  o f sales agreem ents  in  th e  h ig h - 
te chn o lo gy  in d u s try , th e  cu s tom er’s re p re s e n ta tiv e  w ho  execu ted  th e  sales 
c o n tra c t ty p ic a lly  is  m os t know led ge ab le  o f its  te rm s .

Test fo r Product Sh ipm ent

3.72 R evenue fro m  p ro d u c t sales ca n n o t be recogn ized  u n t i l  th e  p ro d u c t 
is  s h ip p e d .12 A u d ito rs  sh o u ld  o b ta in  e v id e n tia l m a tte r  to  co rrob o ra te  th a t  th e  
p ro d u c t w as sh ipped  a nd  t i t le  tra n s fe rre d  to  th e  b u ye r. To o b ta in  e v id e n tia l 
m a tte r , th e  a u d ito r  sh o u ld  co ns ide r th e  p e rfo rm in g  th e  fo llo w in g  procedures on 
a  sam p le  basis.

•  C o n firm  th e  d e liv e ry  a n d  acceptance o f th e  p ro d u c t w ith  th e  cu s tom er, 
as described  in  p a ra g ra p h s  3.69 th ro u g h  3.71.

•  R ev iew  s h ip p in g  docum ents  a nd  p a c k in g  s lip s  to  e nsu re  th e  p ro d u c t 
w as d e live re d  and  t i t le  tra n s fe rre d  be fo re  th e  end  o f  th e  re p o r tin g  
p e rio d  and  a p ro p e r a cco u n tin g  c u to ff w as achieved.

•  P h y s ic a lly  observe th e  a p p ro p ria te n e ss  o f th e  s h ip p in g  c u to ff, e ith e r  
in  c o n ju n c tio n  w ith  th e  o b se rva tio n  o f p h y s ic a l in v e n to ry  o r as a 
s ta nd a lo ne  a u d it p rocedure .

Test fo r Collectib ility

3.73 T he  e a rn in g s  process is  n o t cons ide red  com p le te  un less p a ym e n t 
fro m  th e  cu s tom er is  p robab le . F o r m a te r ia l tra n s a c tio n s , th e  a u d ito r  sh o u ld  
co ns ide r o b ta in in g  e v id e n tia l m a tte r  to  s u p p o rt c re d itw o rth in e s s  o f  th e  cus
to m e r and  th e  re la te d  c o lle c tib ility  o f th e  rece ivab le . S ubsequent cash re ce ip ts  
can  p ro v id e  e v id e n tia l m a tte r  to  s u p p o rt th e  c o lle c tib ility  o f th e  fee.

12 See paragraph 3.18(b).
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Test Recogn ition  o f Deferred Revenue

3.74 D e fe rre d  revenue  fro m  h ig h -te c h n o lo g y  com pany sales m a y  re s u lt 
fro m  th e  fo llo w in g  c ircum stances.

a. T e rm s  o f th e  sa le th a t  in d ic a te  th a t  th e  e a rn in g s  process is  n o t 
com p le te , as described  in  p a ra g ra p h  3.17 o f th is  c h a p te r

b. T he  sa le o f services w h e n  th e  p e rfo rm a n ce  o f th e  services ex tends  
ove r m ore  th a n  one a cco u n tin g  p e rio d

c. T he  sa le o f m a in te n a n ce  agreem ents  o r ex tended  w a rra n tie s

3.75 F o r d e fe rre d  revenue  re la t in g  to  th e  ite m s  described  in  3 .74a, th e  
a u d ito r  sh o u ld  o b ta in  e v id e n tia l m a tte r  to  s u p p o rt m an ag em en t’s a sse rtio n  
th a t  a ll  d e fe rre d  revenue  has been recogn ized  w h e n  th e  c r ite r ia  fo r  revenue  
re c o g n itio n  have  been m e t.

3.76 C o n tra c t a cco u n tin g  re q u ire s  th e  d e fe rra l o f  revenue  a nd  subsequen t 
reve nu e  re c o g n itio n  as th e  se rv ice  is  p e rfo rm e d . W h e n  th e  services a re  p e r
fo rm e d  ove r severa l a cco u n tin g  pe rio d s , m an ag em en t m a y  be re q u ire d  to  
e s tim a te  th e  percen tage  o f th e  serv ice  th a t  has been p e rfo rm e d  to  d a te  in  o rd e r 
to  recogn ize  revenue  u n d e r c o n tra c t accou n tin g . SAS N o. 57, A u d it in g  A c c o u n t
in g  E s tim a te s  (A IC P A , P ro fe s s io n a l S ta n d a rd s ,  vo l. 1, A U  sec. 342), p ro v id e s  
gu idance  on  e v a lu a tin g  th e  reasonab leness o f a cco u n tin g  e s tim a te s  m ade b y  
m an ag em en t. In  e v a lu a tin g  reasonab leness, th e  a u d ito r  sh o u ld  focus on k e y  
fa c to rs  a n d  a ssum p tio ns  u n d e r ly in g  th e  e s tim a te . F o r e s tim a te s  re la t in g  to  th e  
p e rfo rm an ce  o f h ig h -te ch n o lo g y  serv ices, th e  a u d ito r  sh o u ld  co ns ide r fa c to rs  
and  a ssum p tio ns  re la te d  to  th e  fo llo w in g .

•  T he  te c h n ic a l c o m p le x ity  o f th e  p ro je c t (T he  m ore  com p lex a p ro je c t, 
th e  m o re  d if f ic u lt  i t  m a y  be to  e s tim a te  th e  percen tage  o f th e  w o rk  th a t  
has been p e rfo rm e d .)

•  T he  p ro je c t m a tu r ity  (The  c loser th e  serv ice  p ro je c t is  to  c o m p le tio n , 
th e  m ore  re lia b le  th e  e s tim a te  o f th e  percen tage  o f th e  w o rk  p e rfo rm e d  
to  d a te .)

•  T he  p ro je c t d u ra tio n  and  size
•  T he  com pany’s h is to ry  o f c o m p le tin g  s im ila r  p ro je c ts
•  T he  s u s c e p tib ility  o f th e  p ro je c t d es ign  to  change
•  T he  com pany’s h is to ry  o f re v is io n s  o f e s tim a tes .

3.77 To e va lu a te  th e  reasonab leness o f e s tim a te s  re la t in g  to  th e  p e rfo rm 
ance o f se rv ices, th e  a u d ito r  sh o u ld  co ns ide r th e  fo llo w in g  p rocedures.

•  M a k e  in q u ir ie s  o f m an ag em en t, b o th  f in a n c ia l and  o p e ra tio n a l.
•  R ev iew  d e ta ile d  c lie n t a n a ly s is  o f  hou rs /costs  in c u rre d  and  e s tim a te s  

to  com p le te .
•  R ev iew  d a ta , such as tim e  ca rds, to  s u p p o rt th e  e s tim a te  o f  se rvices 

p e rfo rm e d .

3.78 F o r d e fe rre d  revenue  re la te d  to  th e  sa le  o f m a in te n a n ce  c o n tra c ts  
a n d  e x tended  w a rra n tie s , th e  a u d ito r  sh o u ld  u n d e rs ta n d  th e  te rm s  o f  th e  
c o n tra c ts  o r w a rra n tie s  and  d e te rm in e  th a t  th e  revenue  fro m  th e ir  sa le  is  b e in g  
a m o rtiz e d  o ve r th e  life  o f th e  a g ree m e n t u s in g  th e  s tra ig h t- lin e  m e th od . I f  th e  
s tra ig h t- lin e  m e th o d  is  n o t b e in g  used, th e  a u d ito r  s h o u ld  o b ta in  e v id e n tia l 
m a tte r  to  s u p p o rt m an ag em en t’s a ss e rtio n  th a t  th e  costs o f  p e rfo rm in g  se rv 
ices u n d e r th e  c o n tra c t a re  in c u rre d  on  o th e r th a n  a  s tra ig h t- lin e  bas is .
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A n a ly z e  A llo w an ce  for Sa le s  Returns

3.79 A s described  in  p a ra g ra p h  3.19, m an ag em en t is  re q u ire d  to  e s tim a te  
sales re tu rn s  a t th e  tim e  th e  sa le o f th e  p ro d u c t is  m ade. A u d ito rs  shou ld  
co ns ide r p e rfo rm in g  th e  fo llo w in g  p rocedures as a m eans to  o b ta in  e v id e n tia l 
m a tte r  to  e va lu a te  th e  reasonab leness o f m a n a g e m e n t’s e s tim a te .

•  R ev iew  c re d it m em os and  accounts rece iva b le  o r revenue  a d ju s tm e n ts  
m ade subsequen t to  th e  end o f th e  re p o r tin g  pe rio d .

•  A n a lyze  th e  com pany’s h is to r ic a l expe rience  w ith  sales re tu rn s  o f 
s im ila r  p ro d u c ts  to  s im ila r  custom ers.

•  M a k e  in q u ir ie s  re g a rd in g  th e  presence o f th e  fa c to rs  lis te d  in  p a ra 
g ra p h  8 o f SAS N o. 48 and , i f  a pp lica b le , th e  a d d itio n a l fa c to rs  lis te d  
in  p a ra g ra p h  3.23 o f th is  ch a p te r, to  d e te rm in e  w h e th e r th e  a m o u n t 
o f re tu rn s  can be re a son ab ly  e s tim a te d .

•  D e te rm in e  th a t  th e  o th e r c r ite r ia  fo r  revenue  re c o g n itio n  w h e n  th e  
r ig h t  o f re tu rn  e x is ts  have  been m e t.

Presentation a n d  D isclo sure
3.80 A s s e rtio n s  a b o u t p re s e n ta tio n  a nd  d isc lo su re  address w h e th e r th e  

c la s s ific a tio n , d e s c rip tio n , and  d isc lo su re  o f revenue  in  th e  e n t ity ’s f in a n c ia l 
s ta te m e n ts  a re  in  c o n fo rm ity  w ith  G A A P . The  a u d ito r  sh ou ld  e va lu a te  w h e th e r 
th e  p re s e n ta tio n  and  d isc lo su re  o f revenue  a re  in  c o n fo rm ity  w ith  G A A P . A s 
no te d  in  SAS N o. 69, T h e  M e a n in g  o f  P re se n t F a ir ly  in  C o n fo rm ity  W ith  
G e n e ra lly  A ccepted  A c c o u n tin g  P rin c ip le s  (A IC P A , P ro fe s s io n a l S ta n d a rd s ,  
vo l. 1, A U  sec. 411 .04), th e  a u d ito r ’s o p in io n  as to  w h e th e r f in a n c ia l s ta te m e n ts  
a re  p re sen te d  in  c o n fo rm ity  w ith  G A A P  sh o u ld  be based on th e  a u d ito r ’s 
ju d g m e n t as to  w h e th e r—

a. The  accounting  p rin c ip le s  selected and  app lied  have genera l acceptance.

b. T he  a cco u n tin g  p rin c ip le s  a re  a p p ro p ria te  in  th e  c ircum stances .

c. T he  fin a n c ia l s ta te m e n ts , in c lu d in g  th e  re la te d  notes, a re  in fo rm a 
tiv e  o f m a tte rs  th a t  m a y  a ffe c t th e ir  use, u n d e rs ta n d in g , and  in te r 
p re ta tio n .

d. T he  in fo rm a tio n  p re sen te d  in  th e  fin a n c ia l s ta te m e n ts  is  c la ss ifie d  
and  su m m a rize d  in  a reasonab le  m a n n e r, th a t  is , n e ith e r  too  d e ta ile d  
n o r too  condensed.

e. T he  fin a n c ia l s ta te m e n ts  re fle c t th e  u n d e r ly in g  tra n s a c tio n s  and  
even ts  in  a m a n n e r th a t  p re sen ts  th e  fin a n c ia l p o s itio n , re s u lts  o f 
o p e ra tio n s , a n d  cash flo w s  s ta te d  w ith in  a ran ge  o f accep tab le  lim its ,  
th a t  is , l im its  th a t  a re  reasonab le  and  p ra c tic a b le  to  a tta in  in  f in a n 
c ia l s ta te m e n ts .

3.81 M a rk e tin g  a rra n g e m e n ts  m a y  v a ry  am ong d is tr ib u to rs  and  va lu e - 
added  re se lle rs . F o r exam ple , some d is tr ib u to rs  m a y  n o t ta k e  t i t le  to  th e  
p ro d u c t so ld  to  th e  cu s tom er and  have  no r is k  o f  loss o r o th e r re s p o n s ib ility  fo r  
th e  p ro d u c t. In  those  s itu a tio n s  a q u e s tio n  m a y  a rise  as to  w h e th e r revenue  
fro m  th e  sa le  o f th e  p ro d u c t sh o u ld  be re p o rte d  “gross”  w ith  a separa te  d is p la y  
o f cost o f sales to  a rr iv e  a t gross p ro f it  o r w h e th e r th e  m a rg in  on th e  sa le  sh ou ld  
be re p o rte d  “ n e t,”  s im ila r  to  a com m iss ion . E IT F  Issue  N o. 99-19, R e p o r tin g  
R e ven ue  G ross  as  a  P r in c ip a l V e rsu s  N e t as  a n  A g e n t, s ta tes th a t  w h e th e r a 
com pany sh o u ld  recogn ize  revenue  based on (a )  th e  gross a m o u n t b ille d  to  a 
cu s tom er because i t  has ea rned  revenue  fro m  th e  sa le o f th e  goods o r services
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o r (b ) th e  n e t a m o u n t re ta in e d  ( th a t is , th e  a m o u n t b ille d  to  th e  cu s tom er less 
th e  a m o u n t p a id  to  a s u p p lie r) because i t  has ea rne d  a com m iss ion  o r fee is  a 
m a tte r  o f ju d g m e n t th a t  depends on th e  re le v a n t fac ts  and  c ircum stances. 
E IT F  Issue  N o. 99-19 sets fo r th  fa c to rs  o r in d ic a to rs  to  co ns ide r in  m a k in g  th e  
e v a lu a tio n .

3.82 R e g u la tio n  S -X  re q u ire s  SEC re g is tra n ts  to  d isclose se p a ra te ly , on  
th e  face o f th e  incom e s ta te m e n t, revenue  fro m  th e  sales o f p ro d u c ts , services, 
and  o th e r p ro du c ts . In  a d d itio n , th e  in te rp re ta tiv e  response to  S A B  N o. 101, as 
am ended and  c o d ifie d  in to  T op ic  13: R even ue  R e c o g n it io n , B , Q u e s tio n  1, 
fo rm e rly  Q u e s tio n  1 in  section  B  o f  S A B  N o. 101 s ta tes  th a t  th e  SEC s ta ff  
be lieves th a t  costs re la te d  to  each typ e  o f revenue  s im ila r ly  sh o u ld  be re p o rte d  
se p a ra te ly  on th e  face o f  th e  incom e s ta te m e n t.

3.83 W ith  respec t to  d isc lo su re , p a ra g ra p h  12 o f A c c o u n tin g  P rin c ip le s  
B o a rd  (A P B ) O p in io n  N o. 22, D is c lo s u re  o f  A c c o u n tin g  P o lic ie s , s ta tes:

In  general, the disclosure should encompass im portant judgm ents as to appro
priateness o f principles re la ting  to recognition o f revenue and allocation o f asset
costs to current and fu tu re  periods; in  pa rticu la r i t  should encompass those
accounting principles and methods th a t involve any o f the following:

a. A  selection from  existing acceptable a lternatives;

b. Principles and methods peculiar to the industry  in  which the reporting 
e n tity  operates, even i f  such principles and methods are predom inantly 
followed in  th a t industry;

c. U nusual or innovative applications o f generally accepted accounting 
principles (and, as applicable, o f principles and methods peculiar to the 
industry  in  which the reporting  e n tity  operates).

3.84 A c c o rd in g ly , h ig h -te ch n o lo g y  m a n u fa c tu re rs  sh o u ld  co ns ide r d is 
c lo s in g  th e ir  a cco u n tin g  p o lic ie s  co nce rn ing —

•  R evenue re c o g n itio n  fo r  each s ig n if ic a n t ty p e  o f revenue  (fo r  exam ple , 
p ro d u c t sales, in s ta lla tio n  and  o th e r services, and b a rte r transactions).

•  A c c o u n tin g  fo r  d isco un ts , in c e n tiv e s  and  sales re tu rn s , and , i f  a p p li
cable, th e  m ethods used to  deve lop  e s tim a te s  o f s ig n if ic a n t sales 
a llow ances.

•  R e co gn ition  o f d e fe rre d  revenues.

3.85 SAS N o . 32 , A d e q u a c y  o f  D is c lo s u re  in  F in a n c ia l S ta te m e n ts  (A IC P A , 
P ro fe s s io n a l S ta n d a rd s ,  vo l. 1, A U  sec. 431), re q u ire s  th e  a u d ito r  to  express a 
q u a lifie d  o r a n  adverse  o p in io n  i f  m an ag em en t o m its  fro m  th e  fin a n c ia l s ta te 
m e n ts , in c lu d in g  th e  accom panying  notes, in fo rm a tio n  th a t  is  re q u ire d  b y  
G A A P . T h e  a u d ito r  sh o u ld  re v ie w  th e  fin a n c ia l s ta te m e n ts  to  d e te rm in e  
w h e th e r d isc losu res a re  adequate  w ith  re g a rd  to  such m a tte rs  as revenue  
re c o g n itio n  p o lic ie s , in fo rm a tio n  a b o u t m a jo r custom ers o r s ig n ific a n t concen
tra t io n s  o f c re d it r is k , re la te d -p a r ty  tra n s a c tio n s , and  th e  e ffe c t o f s ig n if ic a n t 
re v is io n s  to  e s tim a te s  in  p e rcen ta ge -o f-com p le tion  co n trac ts .

W ritten R epresentatio ns From  M a n a g e m e n t
3.86 SAS N o. 85, M a n a g e m e n t R e p re s e n ta tio n s , as am ended b y  SAS N o. 

89, A u d it  A d ju s tm e n ts  and  SAS N o. 99, C o n s id e ra tio n  o f  F r a u d  in  a  F in a n c ia l 
S ta te m e n t A u d i t  (A IC P A , P ro fe s s io n a l S ta n d a rd s ,  vo l. 1, A U  sec. 333), re q u ire s  
th e  a u d ito r  to  o b ta in  w r it te n  re p re s e n ta tio n s  fro m  m an ag em en t and  p ro v id e s  
gu idance  co n ce rn ing  th e  re p re s e n ta tio n s  to  be o b ta in e d . S uch  re p re s e n ta tio n s
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a re  p a r t o f  th e  e v id e n tia l m a tte r  th e  a u d ito r  o b ta in s  b u t a re  n o t a s u b s titu te  
fo r  th e  a p p lic a tio n  o f a u d it in g  p rocedures. P a ra g ra p h  7 o f SAS N o. 85 sta tes 
th a t  th e  re p re s e n ta tio n  le t te r  o rd in a r ily  s h o u ld  be ta ilo re d  to  in c lu d e  a p p ro p r i
a te  re p re s e n ta tio n s  fro m  m an a g e m e n t re la t in g  to  m a tte rs  spec ific  to  th e  
e n t ity ’s bus iness o r in d u s try . R ep re se n ta tio n s  spec ific  to  h ig h -te ch n o lo g y  reve 
nue  tra n s a c tio n s  m a y  in c lu d e  th e  fo llo w in g .

•  T he  com pany has p ro v id e d  a ll re le v a n t agreem ents , correspondence, 
and  d o cu m e n ta tio n  re g a rd in g  revenue  tra n s a c tio n s . T he re  a re  no 
a d d itio n a l w r it te n  o r o ra l side  agreem ents.

•  M a n a g e m e n t in te n d s  n o t to  p ro v id e  re fu n d s  o r concessions th a t  are  
n o t re q u ire d  u n d e r th e  p ro v is io n s  o f th e  a rra n g e m e n t.

•  P ro v is io n s  have  been m ade fo r  th e  fu lf i l lm e n t o r in a b il i ty  to  f u l f i l l  a n y  
sales co m m itm e n ts .

3.87 SA S N o . 85, as a m e nd ed , s ta te s  th a t  th e  m a n a g e m e n t re p re 
s e n ta tio n  le t te r  sh o u ld  be s igned  b y  those  m em bers o f m an ag em en t w ith  
o v e ra ll re s p o n s ib ility  fo r  f in a n c ia l a nd  o p e ra tin g  m a tte rs  w ho m  th e  a u d ito r  
be lieves a re  resp on s ib le  fo r  and  kn ow led ge ab le  a bo u t, d ire c tly  o r th ro u g h  
o th e rs  in  th e  o rg a n iz a tio n , th e  m a tte rs  covered b y  th e  re p re s e n ta tio n s . SAS 
N o . 85 a lso  s ta te s  th a t  in  c e r ta in  c irc u m s ta n c e s , th e  a u d ito r  m a y  w a n t to  
o b ta in  w r i t t e n  re p re s e n ta tio n s  fro m  o th e r  in d iv id u a ls . F o r  e n tit ie s  in  th e  
h ig h -te c h n o lo g y  m a n u fa c tu rin g  in d u s try , th e  a u d ito r  sh o u ld  co ns ide r o b ta in 
in g  a d d it io n a l re p re s e n ta tio n s  re la t in g  to  revenue  a sse rtion s  d ire c tly  fro m  
o p e ra tin g  m an ag em en t, such as sales pe rsonne l.
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Resources

F in a n c ia l A cco u n tin g  S ta n d a rd s  B o ard  

W e b  Site

w w w .fa sb .o rg

Statem ents o f F inancial A ccou n tin g  S ta n d a rd s1

F A S B  S ta te m e n t N o. 5, A c c o u n tin g  f o r  C o n tin g e n c ie s  (F A S B , C u r re n t T e x t, vo l. 
1, sec. C 59)

F A S B  S ta te m e n t N o. 13, A c c o u n tin g  f o r  Leases  (F A S B , C u r re n t T e x t, v o l. 2, sec. 
L 1 0 )

F A S B  S ta te m e n t N o. 45, A c c o u n tin g  f o r  F ra n c h is e  Fee R evenue  (F A S B , C u r re n t  
T e x t, vo l. 2 , sec. F r3 )

F A S B  S ta te m e n t N o. 48, R evenue  R e c o g n it io n  W hen  R ig h t  o f  R e tu rn  E x is ts  
(F A S B , C u r re n t  T e x t, vo l. 1, sec. R 75)

F A S B  S ta te m e n t N o. 49 , A c c o u n tin g  f o r  P ro d u c t F in a n c in g  A rra n g e m e n ts  
(F A S B , C u rre n t T e x t, vo l. 1, sec. D 18)

F A S B  S ta te m e n t N o. 50, F in a n c ia l R e p o r tin g  in  th e  R e c o rd  a n d  M u s ic  In d u s t r y  
(F A S B , C u r re n t  T e x t, vo l. 2, sec. Re4)

F A S B  S ta te m e n t N o. 51, F in a n c ia l R e p o r tin g  b y  C a b le  T e le v is io n  C o m p a n ie s  
(F A S B , C u r re n t T e x t, vo l. 2, sec. C a4)

F A S B  S ta te m e n t N o. 57, R e la te d  P a r ty  D is c lo s u re s  (F A S B , C u r re n t T e x t, vo l. 
1, sec. R 36)

F A S B  S ta te m e n t N o . 66, A c c o u n tin g  f o r  S a le s  o f  R e a l E s ta te  (F A S B , C u r re n t  
T e x t, vo l. 1, sec. R 10)

F A S B  S ta te m e n t N o. 86, A c c o u n tin g  f o r  th e  C osts  o f  C o m p u te r S o ftw a re  to  B e  
S o ld , Le a se d , o r  O th e rw is e  M a rk e te d  (F A S B , C u r re n t  T e x t, vo l. 2, sec. Co2)

Technical Bulletins

F A S B  T e ch n ica l B u lle t in  N o . 90 -1 , A c c o u n tin g  f o r  S e p a ra te ly  P r ic e d  E x te n d e d  
W a r ra n ty  a n d  P ro d u c t M a in te n a n c e  C o n tra c ts  (F A S B , C u r re n t  T e x t, vo l. 1, sec. 
R 75)

1 This Guide does not include guidance related to financia l instrum ents, such as F inancia l 
Accounting Standards Board Statem ent No. 140, Accounting fo r Transfers and Servicing o f F inanc ia l 
Assets and Extinguishm ents o f L ia b ilitie s , and related Em erging Issues Task Force Issues.
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Statem ents o f F inancia l A ccou n tin g  Concepts

F A S B  C oncepts S ta te m e n t N o. 5, R e c o g n it io n  a n d  M e a s u re m e n t in  F in a n c ia l  
S ta te m e n ts  o f  B u s in e s s  E n te rp r is e s  (F A S B , O r ig in a l P ro n o u n c e m e n ts , vo l. 2)

F A S B  C oncepts S ta te m e n t N o. 6, E le m e n ts  o f  F in a n c ia l S ta te m e n ts  (F A S B , 
O r ig in a l P ro n o u n c e m e n ts , vo l. 2)

E m e rg in g  Issues T ask  Force Abstrac ts

E IT F  Issue  N o. 84-15, G ra n to r  T ru s ts  C o n s o lid a t io n

E IT F  Issue  N o. 84-17, P r o f i t  R e c o g n it io n  o n  S a le s  o f  R e a l E s ta te  W ith  G ra d u 
a te d  P a y m e n t M o rtg a g e s  o r  In s u re d  M o rtg a g e s

E IT F  Issue  N o. 84-37, S a le -L e a se b a ck  T ra n s a c t io n  W ith  R e p u rc h a s e  O p tio n

E IT F  Issue  N o. 85-24, D is t r ib u t io n  Fees by  D is t r ib u to rs  o f  M u tu a l F u n d s  T h a t  
D o  N o t  H a v e  a  F ro n t-E n d  S a le s  C h a rg e

E IT F  Issue  N o. 85-27, R e c o g n it io n  o f  R e ce ip ts  F ro m  M a d e -U p  R e n ta l S h o r t fa lls

E IT F  Issue  N o. 86-6, A n t is p e c u la t io n  C la u se s  in  R e a l E s ta te  S a le s  C o n tra c ts

E IT F  Issue  N o. 86-7, R e c o g n it io n  by H o m e b u ild e rs  o f  P r o f i t  F ro m  S a le s  o f  L a n d  
a n d  R e la te d  C o n s tru c t io n  C o n tra c ts

E IT F  Issue  N o. 86-17, D e fe rre d  P r o f i t  on  S a le -L e a se b a ck  T ra n s a c t io n  W ith  
Lessee G u a ra n te e  o f  R e s id u a l V a lu e

E IT F  Issue  N o. 87-9, P r o f i t  R e c o g n it io n  o n  S a le s  o f  R e a l E s ta te  W ith  In s u re d  
M o rtg a g e s  o r  S u re ty  B o n d s

E IT F  Issue  N o. 87-10, R evenue  R e c o g n it io n  by  T e le v is io n  “B a r te r ”  S y n d ic a to rs

E IT F  Issue  N o. 88-12, T ra n s fe r  o f  O w n e rs h ip  In te re s t as P a r t  o f  D o w n  P a y m e n t  
U n d e r  F A S B  S ta te m e n t N o . 66

E IT F  Issue  N o. 88-14, S e ttle m e n t o f  Fees W ith  E x t r a  U n its  to  a  G e n e ra l P a r tn e r  
in  a  M a s te r  L im ite d  P a r tn e rs h ip

E IT F  Issue  N o. 88-18, S a le s  o f  F u tu re  R evenues

E IT F  Issue  N o. 88-24, E ffe c t o f  V a r io u s  F o rm s  o f  F in a n c in g  U n d e r  F A S B  
S ta te m e n t N o . 6 6

E IT F  Issue  N o . 91-6, R evenue  R e c o g n it io n  o f  L o n g -T e rm  P o w e r S a le s  C o n tra c ts

E IT F  Issue  N o. 91-9, R evenue  a n d  E xpe nse  R e c o g n it io n  f o r  F re ig h t  S e rv ice s  in  
P rocess

E IT F  Issue  N o. 93-11, A c c o u n tin g  f o r  B a r te r  T ra n s a c tio n s  In v o lv in g  B a r te r  
C re d its

E IT F  Issue  N o. 95-1, R evenue  R e c o g n it io n  o n  S a le s  W ith  a  G u a ra n te e d  M in i 
m u m  R e sa le  V a lu e

E IT F  Issue  N o. 95-4, R e ven ue  R e c o g n it io n  o n  E q u ip m e n t S o ld  a n d  S u b 
s e q u e n tly  R e p u rc h a s e d  S u b je c t to  a n  O p e ra t in g  Le ase

E IT F  Issue  N o. 96-17, R evenue  R e c o g n it io n  U n d e r  L o n g -T e rm  P o w e r S a le s  
C o n tra c ts  T h a t  C o n ta in  B o th  F ix e d  a n d  V a r ia b le  P r ic in g  T e rm s

E IT F  Issue  N o. 96-18, A c c o u n tin g  f o r  E q u ity  In s tru m e n ts  T h a t  A re  Is s u e d  to  
O th e r  T h a n  E m p lo ye e s  f o r  A c q u ir in g ,  o r  in  C o n ju n c t io n  W ith  S e llin g ,  G oods o r  
S e rv ice s
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E IT F  Issue  N o. 99-5, A c c o u n tin g  f o r  P re -P ro d u c tio n  C osts  R e la te d  to  L o n g -T e rm  
S u p p ly  A rra n g e m e n ts

E IT F  Issue  N o. 99-17 , A c c o u n tin g  f o r  A d v e r t is in g  B a r te r  T ra n s a c tio n s

E IT F  Issue  N o. 99-19, R e p o r tin g  R e ven ue  G ross  a s  a  P r in c ip a l V e rsu s  N e t as  
a n  A g e n t

E IT F  Issue  N o. 00-3, A p p lic a t io n  o f  A IC P A  S ta te m e n t o f  P o s it io n  9 7 -2 , S o ftw a re  
R evenue R eco gn ition , to  A rra n g e m e n ts  T h a t  In c lu d e  th e  R ig h t  to  Use S o ftw a re  
S to re d  on  A n o th e r  E n t i t y ’s H a rd w a re

E IT F  Issue  N o. 00-8, A c c o u n tin g  b y  a  G ra n te e  f o r  a n  E q u ity  In s t r u m e n t  to  B e  
R e ce ive d  in  C o n ju n c t io n  W ith  P ro v id in g  G oods o r  S e rv ice s

E IT F  Issue  N o. 00-10 , A c c o u n tin g  f o r  S h ip p in g  a n d  H a n d lin g  Fees a n d  C osts

E IT F  Issue  N o. 00-21 , R evenue  A rra n g e m e n ts  W ith  M u lt ip le  D e liv e ra b le s

E IT F  Issue  N o. 00-22, A c c o u n tin g  f o r  “P o in ts ”  a n d  C e r ta in  O th e r  T im e -B a s e d  
o r  V o lu m e -B a s e d  S a le s  In c e n tiv e  O ffe rs , a n d  O ffe rs  f o r  F re e  P ro d u c ts  o r  S e rv ice s  
to  B e  D e liv e re d  in  th e  F u tu re

E IT F  Issue  N o. 00-24, R evenue  R e c o g n it io n : S a le s  A rra n g e m e n ts  T h a t  In c lu d e  
S p e c if ie d -P r ic e  T ra d e - In  R ig h ts

E IT F  Issu e  N o. 01-2, In te rp re ta t io n  o f  A P B  O p in io n  N o . 2 9

E IT F  Issue  N o. 01-3, A c c o u n tin g  in  a  B u s in e s s  C o m b in a t io n  f o r  D e fe rre d  
R even ue  o f  a n  A c q u ire e

E IT F  Issue  N o. 01-4 , A c c o u n tin g  f o r  S a le s  o f  F r a c t io n a l In te re s ts  in  E q u ip m e n t

E IT F  Issue  N o. 01-9, A c c o u n tin g  f o r  C o n s id e ra tio n  G iv e n  by  a  V e n d o r to  a  
C u s to m e r ( In c lu d in g  a  R e s e lle r o f  th e  V e n d o r ’s P ro d u c t)

E IT F  Issue  N o. 01-14, In c o m e  S ta te m e n t C h a ra c te r iz a t io n  o f  R e im b u rs e m e n ts  
R e ce ive d  f o r  “O u t-o f-P o c k e t”  E xpe nse s  In c u r re d

E IT F  Issue  N o. 02-16, A c c o u n tin g  b y  a  C u s to m e r ( In c lu d in g  a  R e s e lle r)  f o r  
C e r ta in  C o n s id e ra tio n  R e ce ive d  F ro m  a  V e n d o r

E IT F  Issue N o. 03-5, A p p lic a b ility  o f  A IC P A  S ta te m e n t o f  P o s itio n  9 7 -2  to  N o n -  
S o ftw a re  D e liv e ra b le s  in  a n  A r ra n g e m e n t C o n ta in in g  M o re -T h a n - In c id e n ta l 
S o ftw a re

E IT F  Issue  N o. 03-10, A p p lic a t io n  o f  Is s u e  N o . 0 2 -1 6  by  R e s e lle rs  to  S a le s  
In c e n tiv e s  O ffe re d  to  C o n su m e rs  by  M a n u fa c tu re rs

E IT F  Issue  N o. 03-12, Im p a c t  o f  F A S B  In te rp re ta t io n  N o . 4 5  o n  Is s u e  N o . 95 -1  

O th er

A c c o u n tin g  P rin c ip le s  B o a rd  O p in io n  N o. 10, O m n ib u s  O p in io n — 1 9 6 6  (F A S B , 
C u r re n t  T e x t, vo l. 1, sec. R 75)

A c c o u n tin g  P rin c ip le s  B o a rd  O p in io n  N o. 21, In te re s t o n  R e ce iva b le s  a n d  
P a y a b le s  (F A S B , O r ig in a l P ro n o u n c e m e n ts , vo l. 3)

A c c o u n tin g  P rin c ip le s  B o a rd  O p in io n  N o. 22, D is c lo s u re  o f  A c c o u n t in g  P o lic ie s  
(F A S B , C u r re n t  T e x t, vo l. 1, sec. A 1 0 )

A c c o u n tin g  P rin c ip le s  B o a rd  O p in io n  N o. 29, A c c o u n tin g  f o r  N o n m o n e ta ry  
T ra n s a c t io n s  (F A S B , C u r re n t T e x t, vo l. 1, sec. N 35 )

A c c o u n tin g  R esearch B u lle t in  N o. 43 , R e s ta te m e n t a n d  R e v is io n  o f  A c c o u n tin g  
R e se a rch  B u l le t in s  (F A S B , C u r re n t T e x t, vo l. 1, sec. R 75)
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A c c o u n tin g  R esearch B u lle t in  N o. 45, L o n g -T e rm  C o n s tru c tio n -T y p e  C o n tra c ts  
(F A S B , C u r re n t T e x t, vo l. 2, sec. Co4)

F A S B  In v ita t io n  to  C om m en t, A c c o u n tin g  f o r  C e r ta in  S e rv ice  T ra n s a c tio n s , 
1978

A m e rica n  Institute of Certified  Public A cco u n tan ts  

W e b  Site

w w w .a icp a .o rg

Statem ents on  A u d it in g  S ta n d a rd s

SAS N o. 1, section  230, D u e  P ro fe s s io n a l C a re  in  th e  P e rfo rm a n c e  o f  W o rk  
(A IC P A , P ro fe s s io n a l S ta n d a rd s ,  vo l. 1, A U  sec. 230)

SAS N o. 22, P la n n in g  a n d  S u p e rv is io n  (A IC P A , P ro fe s s io n a l S ta n d a rd s ,  vo l. 1, 
A U  sec. 311)

SAS No. 31, E v id e n tia l M a tte r  (A IC P A , P ro fe s s io n a l S ta n d a rd s , vo l. 1, A U  sec. 326)

SAS N o. 32, A d e q u a c y  o f  D is c lo s u re  in  F in a n c ia l S ta te m e n ts  (A IC P A , P ro fe s 
s io n a l S ta n d a rd s ,  vo l. 1, A U  sec. 431)

SAS N o. 45, O m n ib u s  S ta te m e n t o n  A u d it in g  S ta n d a rd s — 1 9 8 3 , “ R e la te d  P a r
tie s ”  (A IC P A , P ro fe s s io n a l S ta n d a rd s ,  vo l. 1, A U  sec. 334)

SAS N o. 47, A u d it  R is k  a n d  M a te r ia l i t y  in  C o n d u c tin g  a n  A u d it  (A IC P A , 
P ro fe s s io n a l S ta n d a rd s ,  vo l. 1, A U  sec. 312)

SAS N o. 55, C o n s id e ra tio n  o f  In te r n a l C o n tro l in  a  F in a n c ia l S ta te m e n t A u d i t  
(A IC P A , P ro fe s s io n a l S ta n d a rd s ,  vo l. 1, A U  sec. 319)

SAS N o. 56, A n a ly t ic a l P ro c e d u re s  (A IC P A , P ro fe s s io n a l S ta n d a rd s ,  vo l. 1, A U  
sec. 329)

SAS N o. 57, A u d it in g  A c c o u n tin g  E s tim a te s  (A IC P A , P ro fe s s io n a l S ta n d a rd s ,  
v o l. 1, A U  sec. 342)

SAS N o. 67, T he  C o n f irm a t io n  P rocess  (A IC P A , P ro fe s s io n a l S ta n d a rd s ,  vo l. 1, 
A U  sec. 330)

SAS N o. 69, T he  M e a n in g  o f  P re se n t F a ir ly  in  C o n fo rm ity  W ith  G e n e ra lly  
A ccepted  A c c o u n tin g  P rin c ip le s  (A IC P A , P ro fe s s io n a l S ta n d a rd s ,  vo l. 1, A U  sec. 
411)

SAS N o. 73, U s in g  th e  W o rk  o f  a  S p e c ia lis t  (A IC P A , P ro fe s s io n a l S ta n d a rd s ,  
vo l. 1, A U  sec. 336)

SAS N o. 78, C o n s id e ra tio n  o f  In te r n a l C o n tro l in  a  F in a n c ia l S ta te m e n t A u d it :  
A n  A m e n d m e n t to  S ta te m e n t o n  A u d it in g  S ta n d a rd s  N o . 5 5  (A IC P A , P ro fe s 
s io n a l S ta n d a rd s ,  vo l. 1, A U  sec. 319)

SAS N o. 85, M a n a g e m e n t R e p re s e n ta tio n s  (A IC P A , P ro fe s s io n a l S ta n d a rd s ,  
vo l. 1, A U  sec. 333)

SAS N o. 89, A u d it  A d ju s tm e n ts  (A IC P A , P ro fe s s io n a l S ta n d a rd s ,  vo l. 1, A U  
secs. 310, 333, and  380)

SAS N o. 90, A u d it  C o m m itte e  C o m m u n ic a tio n s  (A IC P A , P ro fe s s io n a l S ta n d 
a rd s ,  vo l. 1, A U  secs. 380 and  722)

SAS N o. 94, T he  E ffe c t  o f  In fo r m a t io n  T e c h n o lo g y  o n  th e  A u d it o r ’s C o n s id e ra 
t io n  o f  In te r n a l C o n tro l in  a  F in a n c ia l S ta te m e n t A u d i t  (A IC P A , P ro fe s s io n a l 
S ta n d a rd s ,  vo l. 1, A U  sec. 319)
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SAS N o. 95, G e n e ra lly  A c ce p te d  A u d it in g  S ta n d a rd s  (A IC P A , P ro fe s s io n a l 
S ta n d a rd s ,  vo l. 1, A U  sec. 150)
SAS N o. 96, A u d it  D o c u m e n ta tio n  (A IC P A , P ro fe s s io n a l S ta n d a rd s ,  vo l. 1, A U  
secs. 312, 329, 339, and  341)
SAS N o. 99, C o n s id e ra tio n  o f  F r a u d  in  a  F in a n c ia l S ta te m e n t A u d i t  (A IC P A , 
P ro fe s s io n a l S ta n d a rd s ,  vo l. 1, A U  secs. 230, 316, and  333)

SAS N o. 100, In te r im  F in a n c ia l In fo r m a t io n  (A IC P A , P ro fe s s io n a l S ta n d a rd s ,  
vo l. 1, A U  sec. 722)
SAS N o. 101, A u d it in g  F a i r  V a lu e  M e a s u re m e n ts  a n d  D is c lo s u re s  (A IC P A , 
P ro fe s s io n a l S ta n d a rd s ,  vo l. 1, A U  sec. 328)

Statem ents o f Position

A u d it in g  P ro p e r ty  a n d  L ia b i l i t y  R e in s u ra n c e  (un nu m b e re d , issued  O ctober 
1982)
A u d it in g  L i fe  R e in s u ra n c e  (u n n u m b e re d , issued  N ove m b e r 1984)

SO P 75-2, A c c o u n tin g  P ra c tic e s  o f  R e a l E s ta te  In v e s tm e n t T ru s ts

SO P 78-9, A c c o u n tin g  f o r  In v e s tm e n ts  in  R e a l E s ta te  V e n tu re s

SO P 8 1-1 , A c c o u n t in g  f o r  P e r fo rm a n c e  o f  C o n s tru c t io n -T y p e  a n d  C e r ta in
P ro d u c t io n -T y p e  C o n tra c ts

SO P 8 5 -3 , A c c o u n tin g  by  A g r ic u lt u r a l P ro d u c e rs  a n d  A g r ic u ltu r a l C o o p e ra tiv e s

SO P 90-3, D e f in it io n  o f  th e  T e rm  S u b s ta n tia lly  th e  Sam e f o r  H o ld e rs  o f  D e b t 
In s tru m e n ts , as  U sed in  C e r ta in  A u d i t  G u id e s  a n d  a  S ta te m e n t o f  P o s it io n

SO P 92-1, A c c o u n tin g  f o r  R e a l E s ta te  S y n d ic a t io n  In c o m e  

SO P 92-5, A c c o u n tin g  f o r  F o re ig n  P ro p e r ty  a n d  L ia b i l i t y  R e in s u ra n c e  

SO P 93-1, F in a n c ia l A c c o u n tin g  a n d  R e p o r tin g  f o r  H ig h -Y ie ld  D e b t S e c u r it ie s  
by  In v e s tm e n t C o m p a n ie s

SO P 95-1 , A c c o u n tin g  f o r  C e r ta in  In s u ra n c e  A c t iv it ie s  o f  M u tu a l L i fe  In s u ra n c e  
E n te rp r is e s

SO P 97-2, S o ftw a re  R evenue R e c o g n it io n

SO P 98-4 , D e fe r ra l o f  th e  E ffe c tiv e  D a te  o f  a  P ro v is io n  o f  S O P  9 7 -2 , S o ftw a re  
R evenue R eco gn ition
SO P 98-9 , M o d if ic a t io n  o f  S O P  9 7 -2 , S o ftw a re  R evenue R eco gn ition , W ith  
R espec t to  C e r ta in  T ra n s a c tio n s

SO P 00-1 , A u d it in g  H e a lth  C a re  T h ir d - P a r ty  R evenues a n d  R e la te d  R e ce iva b le s  

SO P 00-2 , A c c o u n tin g  by  P ro d u c e rs  o r  D is t r ib u to rs  o f  F i lm s

Technical Practice A id s

T e ch n ica l P ra c tice  A id s  a re  n o n a u th o r ita tiv e  gu idance  in  a q u e s tio n -a n d - 
a nsw er fo rm a t. T he  T P A s on so ftw a re  revenue  re c o g n itio n  a re  b e in g  deve loped 
b y  A IC P A  s ta f f  in  c o n ju n c tio n  w ith  in d u s try  e xp e rts , and  a re  posted  on th e  
A IC P A  W eb s ite  as th e y  a re  re leased.
T P A  5100.38, “ S ubsequent E v e n t R e la te d  to  V e nd o r-S p e c ific  O b jec tive  E v i
dence fo r  S o ftw a re  R evenue R e co g n itio n ”
T P A  5100.39, “ S o ftw a re  R evenue R eco g n itio n  fo r  M u lt ip le -E le m e n t A rra n g e 
m e n ts ”
T P A  5100.40 , “ S o ftw a re  R evenue R e co gn ition  R e la te d  to  Y e a r 2000 C o m p lia n t 
S o ftw a re ”
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T P A  5100.41 , “E ffe c t o f P re p a ym e n ts  on S o ftw a re  R evenue R e co gn ition ”

T P A  5100.42, “E x te n d e d  P a ym e n t T e rm s and  S o ftw a re  R evenue R e co g n itio n ”

T P A  5100.43, “ C o rre c tio n s  o f E rro rs  in  C o m p u te r S o ftw a re  (B u g  F ix e s )”

T P A  5100.44, “P o s tco n tra c t C u s to m e r S u p p o rt D u r in g  th e  D e p lo ym e n t Phase 
o f C o m p u te r S o ftw a re ”

T P A  5100.45, “E ffec t o f C hange in  License M ix  on S o ftw are  Revenue R ecogn ition ”

T P A  5100.46, “N o n m o n e ta ry  E xchanges o f S o ftw a re  (P a rt I ) ”

T P A  5100.47 , “N o n m o n e ta ry  E xchanges o f S o ftw a re  (P a rt I I ) ”

T P A  5100.48, “A p p lic a tio n  o f C o n tra c t A c c o u n tin g  in  S o ftw a re  A rra n g e m e n ts  
(P a rt I ) ”
T P A  5100.49, “A p p lic a tio n  o f C o n tra c t A c c o u n tin g  in  S o ftw a re  A rra n g e m e n ts  
(P a rt I I ) ”
T P A  5100.50, “ D e f in it io n  o f M o re -T h a n -In s ig n if ic a n t D isco u n t and  S o ftw a re  
R evenue R e co g n itio n ”

T P A  5100.51, “ A cco u n tin g  fo r  S ig n ific a n t In c re m e n ta l D iscou n ts  in  S o ftw a re  
R evenue R e co gn ition ”

T P A  5100.52, “ F a ir  V a lu e  o f PCS in  a P e rp e tu a l L icense  and  S o ftw a re  Revenue 
R eco g n itio n ”

T P A  5100.53, “ F a ir  V a lu e  o f PCS in  a S h o rt-T e rm  T im e -B ased  L icense  and  
S o ftw a re  R evenue R eco g n itio n ”

T P A  5100.54, “ F a ir  V a lu e  o f PCS in  a M u lt i-Y e a r  T im e -B ased  L icense  and  
S o ftw a re  R evenue R e co gn ition ”

T P A  5100.55, “ F a ir  V a lu e  o f PCS W ith  a C o n s is te n t R enew a l P ercen tage  (b u t 
V a ry in g  R enew a l D o lla r  A m o u n ts ) and  S o ftw a re  Revenue R eco g n itio n ”

T P A  5100.56 , “ C oncessions and  S o ftw a re  R evenue R e co gn ition ”

T P A  5100.57, “ O ve rco m in g  P re s u m p tio n  o f Concessions in  E x ten de d  P a ym e n t 
T e rm  A rra n g e m e n ts  and  S o ftw a re  R evenue R eco g n itio n ”

T P A  5100.58, “ E ffec t o f P repaym ents on S o ftw are  Revenue R ecogn ition  (P a rt I I ) ”

T P A  5100.59, “ S ubsequent C ash  R ece ip t in  a n  E x te n d e d  P a ym e n t T e rm  A r 
ra n g e m e n t fo r  S o ftw a re  Revenue R eco g n itio n ”

T P A  5100.60 , “ C us tom er F in a n c in g  W ith  N o  S o ftw a re  V e n d o r P a r tic ip a tio n  
and  S o ftw a re  R evenue R eco gn ition ”

T P A  5100.61, “E ffe c t o f P re pa ym e n ts  on  S o ftw a re  Revenue R eco gn ition  W h e n  
V e n d o r P a rtic ip a te s  in  C us tom er F in a n c in g ”

T P A  5100.62, “ In d ic a to rs  o f In c re m e n ta l R is k  a nd  T h e ir  E ffe c t on  th e  E v a lu 
a tio n  o f W h e th e r a Fee is  F ix e d  o r D e te rm in a b le  and  S o ftw a re  R evenue 
R eco g n itio n ”

T P A  5100.63, “ O ve rco m in g  th e  P re s u m p tio n  T h a t a Fee is  N o t F ix e d  o r 
D e te rm in a b le  W h e n  V e n d o r P a rtic ip a te s  in  C u s to m e r F in a n c in g  a nd  S o ftw a re  
R evenue R eco g n itio n ”

T P A  5100.64, “ In d ic a to rs  o f V e n d o r P a r tic ip a tio n  in  C us tom er F in a n c in g  T h a t 
Do N o t R e s u lt in  In c re m e n ta l R is k  and  S o ftw a re  R evenue R eco g n itio n ”

T P A  5100.65, “ S o ftw a re  V e n d o r In te re s t R a te  B u y  D ow ns on C u s to m e r F in a n c 
in g  and  S o ftw a re  R evenue R eco g n itio n ”

T P A  5100.66 , “ C o n s id e ra tio n  o f O th e r T P A s on  C u s to m e r B o rro w in g  W hen  
C u s to m e r Is  a  R ese lle r and  S o ftw a re  R evenue R eco g n itio n ”
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T P A  5100.67, “ C u s to m e r A cceptance and  S o ftw a re  R evenue R eco g n itio n ”

T P A  5100.68, “ F a ir  V a lu e  o f PCS in  P e rp e tu a l and  M u lt i-Y e a r  T im e -B ase d  
L icenses and  S o ftw a re  R evenue R e co g n itio n ”
T P A  5100.69, “ D e liv e ry  T e rm s and  S o ftw a re  R evenue R eco g n itio n ”
T P A  5100.70 , “ E ffe c t o f C om m encem en t o f  an  In i t ia l  L icense  T e rm  and  S o ft
w a re  R evenue R eco g n itio n ”
T P A  5100.71, “ E ffe c t o f C om m encem en t o f a n  E x te n s io n /R e n e w a l L icense  T e rm  
a nd  S o ftw a re  R evenue R eco g n itio n ”
T P A  5100.72, “ E ffe c t o f A d d itio n a l P ro du c t(s ) in  an  E x te n s io n /R e n e w a l L icense  
T e rm  a n d  S o ftw a re  Revenue R eco g n itio n ”
T P A  5100.73, “ S o ftw a re  R evenue R e co gn ition  fo r  an  A rra n g e m e n t C o n ta in in g  
a n  O p tio n  to  E x te n d  a T im e -B ase d  L icense  In d e f in ite ly ”
T P A  5100.74, “ E ffe c t o f D iscou n ts  on F u tu re  P ro du c ts  on th e  R e s id u a l M e th o d  
a nd  S o ftw a re  Revenue R e co g n itio n ”
T P A  5100.75, “ F a ir  V a lu e  o f PCS R enew a ls Based on U sers  D ep loyed  and  
S o ftw a re  R evenue R eco gn ition ”
T P A  5100.76, “ F a ir  V a lu e  in  M u ltip le -E le m e n t A rra n g e m e n ts  T h a t In c lu d e  
C o n tin g e n t U sage-B ased Fees a n d  S o ftw a re  R evenue R e co g n itio n ”

Practice Bulletins

P ra c tice  B u lle t in  N o. 5, In c o m e  R e c o g n it io n  o n  L o a n s  to  F in a n c ia l ly  T ro u b le d  
C o u n tr ie s

P ra c tice  B u lle t in  N o. 6, A m o r t iz a t io n  o f  D is c o u n ts  o n  C e r ta in  A c q u ire d  L o a n s

A u d it  a n d  A ccou n tin g  G u id e s

A ir l in e s

A g r ic u lt u r a l P ro d u c e rs  a n d  C o o p e ra tive s  

A n a ly t ic a l P ro c e d u re s  

A u d it  S a m p lin g

A u d it in g  D e r iv a t iv e  In s tru m e n ts , H e d g in g  A c t iv it ie s ,  a n d  In v e s tm e n ts  in  S e cu 
r it ie s

B ro k e rs  a n d  D e a le rs  in  S e c u r it ie s  

C a s in o s

C o m m o n  In te re s t R e a lty  A s s o c ia tio n s

C o n s id e ra tio n  o f  In te r n a l C o n tro l in  a  F in a n c ia l S ta te m e n t A u d i t  

C o n s tru c t io n  C o n tra c to rs

D e p o s ito ry  a n d  L e n d in g  In s t itu t io n s :  B a n k s  a n d  S a v in g s  In s t itu t io n s ,  C re d it  
U n io n s , F in a n c e  C o m p a n ie s  a n d  M o rtg a g e  C o m p a n ie s

E m p lo y e e  B e n e f it  P la n s

E n t it ie s  W ith  O il a n d  G as P ro d u c in g  A c t iv it ie s  

F e d e ra l G o v e rn m e n t C o n tra c to rs

G o ve rn m e n t A u d it in g  S ta n d a rd s  a n d  C ir c u la r  A - 13 3  A u d its

G u id e  f o r  P ro s p e c tiv e  F in a n c ia l In fo r m a t io n

G u id e  f o r  th e  Use o f  R e a l E s ta te  A p p ra is a l In fo r m a t io n

H e a lth  C a re  O rg a n iz a tio n s

In v e s tm e n t C o m p a n ie s
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L ife  a n d  H e a lth  In s u ra n c e  E n t it ie s

N o t- fo r -P ro f i t  O rg a n iz a tio n s

P e rs o n a l F in a n c ia l S ta te m e n ts  G u id e

P ro p e r ty  a n d  L ia b i l i t y  In s u ra n c e  C o m p a n ie s

S e rv ic e  O rg a n iz a tio n s : A p p ly in g  S A S  N o . 70, as  A m e n d e d

S ta te  a n d  L o c a l G o v e rn m e n ta l U n its  (N o n -G A S B  3 4  E d it io n )

S ta te  a n d  L o c a l G o v e rn m e n ts

A u d it in g  Practice Releases

A u d its  o f  In v e n to r ie s  

C o n f irm a t io n  o f  A c c o u n ts  R e ce iva b le

The In fo rm a tio n  T echno logy  A g e : E v id e n tia l M a tte r  in  the  E le c tro n ic  E n v iro n m e n t

A u d it  R isk  A lerts 2 0 0 3 /0 4

G e n e ra l A u d it  R is k  A le r t

A u to  D e a le rs h ip s  In d u s t r y  D e v e lo p m e n ts

B a n k , C re d it  U n io n , a n d  O th e r  D e p o s ito ry  a n d  L e n d in g  I n s t i t u t io n  In d u s t r y  
D e v e lo p m e n ts

C o m m o n  In te re s t  R e a lty  A s s o c ia tio n s  In d u s t r y  D e v e lo p m e n ts

C o m p ila t io n  a n d  R e v ie w  A le r t

C o n s tru c t io n  C o n tra c to rs  In d u s t r y  D e v e lo p m e n ts

E m p lo y e e  B e n e fit  P la n s  In d u s t r y  D e v e lo p m e n ts

H e a lth  C a re  In d u s t r y  D e v e lo p m e n ts

H ig h -T e c h n o lo g y  In d u s t r y  D e v e lo p m e n ts

In d e p e n d e n c e  a n d  E th ic s  A le r t

In s u ra n c e  In d u s t r y  D e v e lo p m e n ts

In te r n a l C o n tro l R e p o r tin g — Im p le m e n tin g  S a rb a n e s -O x le y  A c t  S e c tio n  4 0 4

In v e s tm e n t C o m p a n ie s  In d u s t r y  D e v e lo p m e n ts

M a n u fa c tu r in g  In d u s t r y  D e ve lo p m e n ts

N o t- fo r -P ro f i t  O rg a n iz a tio n s  In d u s t r y  D e v e lo p m e n ts

R e a l E s ta te  In d u s t r y  D e ve lo p m e n ts

S e c u r it ie s  In d u s t r y  D e ve lo p m e n ts

S in g le  A u d its

S ta te  a n d  L o c a l G o v e rn m e n ta l D e v e lo p m e n ts

Practice A lerts

These a re  p u b lis h e d  b y  th e  P ro fess io na l Issues T a s k  Force o f th e  SEC P ra c tice  
S ection  a n d  a re  a v a ila b le  on  th e  A IC P A  W eb s ite .

P ra c tice  A le r t  N o. 00-3 , A u d it in g  C o n s tru c t io n  C o n tra c ts

P ra c tice  A le r t  N o. 00-2, M e m b e rs  in  P u b lic  A c c o u n tin g  F irm s

P ra c tice  A le r t  N o . 98-3, R e ven ue  R e c o g n it io n  Issue s

P ra c tice  A le r t  N o. 98-2, P ro fe s s io n a l S k e p tic is m  a n d  R e la te d  T o p ics

P ra c tice  A le r t  N o. 98-1, T he  A u d it o r ’s Use o f  A n a ly t ic a l P ro c e d u re s

P ra c tice  A le r t  N o. 95-3, A u d it in g  R e la te d  P a rtie s  a n d  R e la te d -P a rty  T ra n s a c tio n s
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O th er

F ra u d -R e la te d  S E C  E n fo rc e m e n t A c t io n s  A g a in s t  A u d ito r s :  1 9 8 7 -1 9 9 7 . N e w  
Y o rk : A IC P A , 2000.
P u b lic  O v e rs ig h t B o a rd  o f th e  SEC P ra c tice  S ection . I n  th e  P u b lic  In te re s t:  
Issu e s  C o n fro n t in g  th e  A c c o u n tin g  P ro fe s s io n . N e w  Y o rk : A IC P A , 1993.

P u b lic  O v e rs ig h t B o a rd  o f th e  SEC P ra c tice  S ection . T h e  P a n e l o n  A u d i t  
E ffe c tiv e n e s s  R e p o rt a n d  R e c o m m e n d a tio n s  (2000).

R am os, M ic h a e l, F ra u d  D e te c tio n  in  a  G A A S  A u d i t , re v ise d  e d itio n . N e w  Y o rk : 
A IC P A , 1998.
R am os, M ic h a e l, A u d it in g  E s tim a te s  a n d  O th e r  S o ft  A c c o u n tin g  In fo rm a t io n .  
N e w  Y o rk : A IC P A , 2004.
R e p o rt to  th e  P u b lic  O v e rs ig h t B o a rd  o f th e  SEC P ra c tice  S ection  F ro m  th e  
A d v is o ry  P a ne l on  A u d ito r  Independence . S tre n g th e n in g  the  P ro fe s s io n a lis m  o f  
th e  In d e p e n d e n t A u d ito r .  N e w  Y o rk : A IC P A , 1994.

Secu rities a n d  E x ch a n g e  C o m m issio n
(N o te : W h ile  SEC A c c o u n tin g  a n d  A u d it in g  E n fo rce m e n t Releases a n d  S ta ff  
A c c o u n tin g  B u lle tin s  a re  d ire c te d  s p e c ific a lly  to  tra n s a c tio n s  o f p u b lic  com pa
n ies , m a n a g e m e n t a n d  a u d ito rs  o f n o n p u b lic  com pan ies m a y  fin d  th e  gu idance  
th e re in  h e lp fu l in  a n a ly z in g  revenue  re c o g n itio n  m a tte rs .)

W e b  Site

w w w .sec.gov
SEC A c c o u n tin g  and  A u d it in g  E n fo rce m e n t Release N o. 108, in  F e d e ra l S e cu 
r it ie s  L a w  R e p o rts . C hicago: C om m erce C le a rin g  H ouse, In c . (loose-lea f)

SEC S ta ff  A c c o u n tin g  B u lle t in  (S A B ) N o. 101, R e ven ue  R e c o g n it io n  in  F in a n 
c ia l  S ta te m e n ts , am ended a nd  c o d ifie d  b y  S A B  N o. 103, U p d a te  a n d  C o d if ic a 
t io n  o f  S t a f f  A c c o u n tin g  B u l le t in s  (C o d ific a tio n  o f S ta ff  A c c o u n tin g  B u lle tin s , 
T op ic  13, R e ven ue  R e c o g n it io n ), as am ended b y  S A B  N o. 104, R e v is io n  o f  T o p ic  
13  (C o d ific a tio n  o f S ta ff  A c c o u n tin g  B u lle tin s , T op ic  13-R evenue  R e c o g n it io n ,  
S e ction  A -S e lec ted  R even ue  R e c o g n it io n  Issu e s )

SEC  S A B  N o. 101: R evenue  R e c o g n it io n  in  F in a n c ia l S ta te m e n ts — F re q u e n tly  
A s k e d  Q u e s tio n s  a n d  A n s w e rs , am ended a n d  c o d ifie d  b y  S A B  N o. 103, U p d a te  
a n d  C o d if ic a t io n  o f  S ta f f  A c c o u n tin g  B u l le t in s  (C o d ific a tio n  o f S ta ff  A c c o u n tin g  
B u lle tin s , T op ic  13, R evenue  R e c o g n it io n ), as am ended b y  SA B  N o. 104, R e v i
s io n  o f  T o p ic  13  (C o d ific a tio n  o f S ta ff  A c c o u n tin g  B u lle tin s , T op ic  13-R evenue  
R e c o g n it io n , S ection  A -S e lec ted  R e ven ue  R e c o g n it io n  Issu e s )

Speech b y  R. S co tt B la c k le y , P ro fess io na l A c c o u n tin g  F e llo w , O ffice  o f th e  C h ie f 
A c c o u n ta n t o f th e  SEC, a t th e  28th A n n u a l N a tio n a l C on fe rence  on  C u rre n t 
SEC D eve lop m e n ts , D ecem ber 2000.

Speech b y  E r ic  G. Jacobsen, P ro fess io na l A c c o u n tin g  F e llo w , O ffice  o f th e  C h ie f 
A c c o u n ta n t o f  th e  SEC , a t th e  28th A n n u a l N a tio n a l C on fe rence  on  C u rre n t 
SEC D eve lop m e n ts , D ecem ber 2000.
Speech b y  S co tt A . T au b , P ro fess io na l A c c o u n tin g  F e llo w , O ffice  o f th e  C h ie f 
A c c o u n ta n t o f th e  SEC , a t th e  27th A n n u a l N a tio n a l A IC P A  C onfe rence  on 
C u rre n t SEC D eve lopm en ts , D ecem ber 1999.

Speech b y  S co tt A . T a u b , P ro fess io na l A c c o u n tin g  F e llo w , O ffice  o f th e  C h ie f 
A c c o u n ta n t o f th e  SEC , a t th e  28th A n n u a l N a tio n a l C on fe rence  on  C u rre n t 
SEC  D eve lop m e n ts , D ecem ber 2000.
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Public C o m p a n y  A cco u n tin g  O v e rsig h t B o ard  

W e b  Site

w w w .pca ob us.gov

O th e r Pu b licatio n s
F ra u d u le n t  F in a n c ia l R e p o r tin g : 1 9 8 7 -1 9 9 7 , A n  A n a ly s is  o f  U .S . P u b lic  C o m 
p a n ie s . CO SO  (C o m m itte e  o f S ponso ring  O rg a n iz a tio n s  o f th e  T re a d w a y  C om 
m iss io n ), 1999.

In te r n a l C o n tro l— In te g ra te d  F ra m e w o rk .  CO SO  (C o m m itte e  o f S ponso ring  
O rg a n iz a tio n s  o f th e  T re a d w a y  C om m iss ion ), 1991.

R e p o rt o f  th e  N a t io n a l C o m m is s io n  o n  F ra u d u le n t  F in a n c ia l R e p o r tin g . N a 
t io n a l C om m iss io n  on F ra u d u le n t F in a n c ia l R e p o rtin g , 1987.

R e p o rt a n d  R e c o m m e n d a tio n s  o f  th e  B lu e  R ib b o n  C o m m itte e  o n  Im p ro v in g  th e  
E ffe c tiv e n e s s  o f  C o rp o ra te  A u d i t  C o m m itte e s . B lu e  R ibbon  C o m m itte e  on  Im 
p ro v in g  th e  E ffec tive ne ss  o f C o rp o ra te  A u d it  C om m ittee s , 1999.
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Appendix B
Schedule of Changes M ade to Auditing 
Revenue in Certain Industries
A s  o f  M a y  1, 2004
B e g in n in g  M a y  2001, a ll  schedules o f changes re fle c t o n ly  c u rre n t y e a r a c t iv ity  
fo r  im p ro v e d  c la r ity .

Reference

Preface

P a ra g ra p h  1.08

R enum bered  
p a ra g ra p h  1.09

R enum bered  
p a ra g ra p h  1.13

R enum bered  
p a ra g ra p h  1.17

R enum bered  
p a ra g ra p h s  1.47 
and  1.52

R enum bered  
p a ra g ra p h s  1.53, 
1.54, 1.55, 1.56, 
and  1.58 
(re n u m b e re d  
fo o tn o te  11)

P a ra g ra p h s  1.75, 
1 .7 6 ,1 .7 7 , 1.78, 
a n d  1.79

R enum bered  
p a ra g ra p h  1.88

R enum bered  
p a ra g ra p h s  1.96 
a nd  1.101 
(foo tn o te s  *  and  t)

R enum bered  
p a ra g ra p h  1.102

R enum bered  
p a ra g ra p h  1.111 
(fo o tn o te  ‡)

C hange

U p d a te d  to  re fle c t th e  a p p lic a b ility  and  re q u ire m e n ts  
o f th e  S a rba ne s-O x le y  A c t, re la te d  SEC re g u la tio n s , 
a n d  S ta n d a rd s  o f th e  P C A O B ; F oo tn o te  1 added.

A d de d  to  re fle c t th e  issuance  o f th e  S a rbanes-O xley A c t 
and  th e  P C A O B ; F oo tn o te  3 added; S ubsequent p a ra 
g ra p h s  a n d  fo o tno tes  ren u m b e re d .

F oo tno tes 4 and  6 added to  re fle c t th e  d e fin it io n  o f an  
Is s u e r a n d  app ro ved  ru le s  file d  b y  th e  N Y S E  and  N A S D , 
respective ly . S ubsequent footnotes fu r th e r  renum bered .

A d de d  to  re fle c t ru le  404 o f th e  A c t.

R evised  to  c la r ify  gu idance .

F oo tno tes 9 a n d  10 added to  re fle c t th e  issuance  o f E IT F  
Issue  N os. 00-21 and  03-5, re s p e c tiv e ly ; S ubsequent 
fo o tno tes  fu r th e r  re n um be red .

R evised  to  re fle c t th e  c o d ific a tio n  o f SA B  N o. 101, as 
am ended b y  S A B  N o. 103, and  T op ic  13, as am ended  b y  
S A B  N o. 104; S ubsequen t p a ra g ra p h s  fu r th e r  re n u m 
bered .

A d de d  to  re fle c t th e  issuance  o f SAS N o. 99; S ubsequent 
p a ra g ra p h s  fu r th e r  ren u m b e re d .

R evised  to  re fle c t th e  issuance  o f SAS N o. 99.

A dded.

R evised  to  c la r ify  gu idance .

A dded .
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R eference 
R enum bered  

p a ra g ra p h  1.118 
P a ra g ra p h s  1.119, 

1 . 1 2 0 , 1 . 1 2 1 , 
1.122, and  1.123 

R enum bered  
p a ra g ra p h s  1.125, 
1.126, a nd  1.127 

R enum bered  
p a ra g ra p h  1.132 

R enum bered  
p a ra g ra p h  1.141 
(foo tn o te  | | )

R enum bered  
p a ra g ra p h s  1.144 
and  1.156 

R enum bered  
p a ra g ra p h  1.162 
(foo tn o te  #) 

R enum bered  
p a ra g ra p h  1.163 

P a ra g ra p h  2.03

P a ra g ra p h  2.06

P a ra g ra p h s  2.15 
a n d  2.28

P a ra g ra p h  2.30 
(re n u m b e re d  
fo o tn o te  14) 

P a ra g ra p h  2.31 
(foo tn o te  t)  

P a ra g ra p h  2.33

P a ra g ra p h s  2.34, 
2 .35, 2 .36, 2.37, 
and  2.38 

R enum bered  
p a ra g ra p h  2.39 

R enum bered  
p a ra g ra p h s  2.40 
a n d  2.43
(footnotes ‡ and | | ) 

R enum bered  
p a ra g ra p h  2.51

C hange
R evised to  re fle c t th e  issuance  o f SAS N o. 99.

A dded  to  re fle c t th e  issuance  o f SAS N o. 99; S ubsequent 
p a ra g ra p h s  fu r th e r  ren um be red .

R evised to  re fle c t th e  issuance  o f SAS N o. 99.

R evised re fe rence  to  SAS N o. 96 to  c la r ify  gu idance . 

A dded.

R evised to  re fle c t th e  issuance  o f SAS N o. 99.

A dded.

A d de d  to  re fle c t th e  issuance  o f  SAS N o. 99.

F oo tno te  1 added to  re fle c t th e  issuance  o f  E IT F  Issue  
N o. 03-5; S ubsequent fo o tno tes  ren um be red .
F oo tno te  3 added to  p ro v id e  a d d itio n a l gu idance ; S ub
sequen t foo tno tes  fu r th e r  ren um be red .
R evised to  re fle c t th e  c o d ific a tio n  o f S A B  N o. 101, as 
am ended b y  S A B  N o. 103, a nd  T op ic  13, as am ended b y  
SA B  N o. 104; F oo tn o te  8 added to  re fle c t th e  issuance  
o f A IC P A  T P A  5100.70; S ubsequent fo o tno tes  fu r th e r  
ren um be red .
R evised to  re fle c t th e  c o d ific a tio n  o f S A B  N o. 101, as 
am ended b y  SA B  N o. 103, and  T op ic  13, as am ended b y  
SA B N o. 104.
A dded.

F o o tn o te  15 a dd e d  to  in c lu d e  n e w  M u lt i-E le m e n t 
A rra n g e m e n t g u idance ; S ubsequent fo o tno tes  fu r th e r  
ren um be red .
A d de d  to  re fle c t th e  issuance  o f SAS N o. 99; S ubsequent 
p a ra g ra p h s  fu r th e r  re n um be red .

R evised to  re fle c t th e  issuance  o f SAS N o. 99.

A dded.

R evised re fe rence  to  SAS N o. 96 to  c la r ify  gu idance .
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Schedule o f Changes 1 1 5

R eference 
R enum bered  

p a ra g ra p h  2.54 
R enum bered  

p a ra g ra p h  2.79

R enum bered  
p a ra g ra p h  2.83 

P a ra g ra p h  3.03 
P a ra g ra p h  3.13 

(fo o tn o te  ‡) 
P a ra g ra p h s  3.18, 

3 .23, and  3.25

P a ra g ra p h  3.27

P a ra g ra p h  3.34

P a ra g ra p h  3.37 
(fo o tn o te  | | ) 

P a ra g ra p h s  3.41, 
3 .42, 3 .43, and
3.44 

R enum bered  
p a ra g ra p h  3.45 

R enum bered  
p a ra g ra p h  3.46

R enum bered  
p a ra g ra p h s  3.47 
and  3.50
(footnotes # and  * * )  

R enum bered  
p a ra g ra p h  3.57 

R enum bered  
p a ra g ra p h  3.82

R enum bered  
p a ra g ra p h  3.86 

A p p e n d ix

A p p e n d ix  B  
(schedu le  o f 
changes)

C hange
F oo tn o te  21 added to  re fle c t th e  issuance  o f A IC P A  T P A  
5100.70; S ubsequen t foo tno tes  fu r th e r  re n um be red . 
R evised  to  re fle c t th e  c o d ific a tio n  o f SA B  N o. 101, as 
am ended b y  S A B  N o. 103, and  T op ic  13, as am ended b y  
S A B  N o. 104.
R evised  to  re fle c t th e  issuance  o f SAS N o. 99.

R evised  to  c la r ify  g u idance ; F oo tn o te  † added.

A dded.

P a ra g ra p h s  a n d  fo o tno tes  4 a nd  5 re v ise d  to  re fle c t th e  
c o d ific a tio n  o f  S A B  N o. 101, as am ended b y  S A B  No. 
103, a nd  T op ic  13, as am ended b y  SA B  N o. 104. 
R evised  and  fo o tno tes  6 a nd  7 added to  in c lu d e  new  
M u lt i-E le m e n t A rra n g e m e n t g u id a n ce ; S u b se q ue n t 
fo o tno tes  fu r th e r  re n um be red .
R evised  to  re fle c t th e  c o d ific a tio n  o f SA B  N o. 101, as 
am ended b y  S A B  N o. 103, and  T op ic  13, as am ended b y  
S A B  N o. 104.
A dded .

A d de d  to  re fle c t th e  issuance  o f SAS N o. 99; S ubsequent 
p a ra g ra p h s  re n um be red .

R evised  to  c la r ify  gu idance .

R evised  to  re fle c t th e  issuance  o f SAS N o. 99.

A dded .

A d de d  re fe rence  to  SAS N o. 96 to  c la r ify  gu idance .

R evised  to  re fle c t th e  c o d ific a tio n  o f S A B  N o. 101, as 
am ended b y  S A B  N o. 103, and  T op ic  13, as am ended  b y  
S A B  N o. 104.
R evised  to  re fle c t th e  issuance  o f SAS N o. 99.

R edes igna ted  as A p p e n d ix  A  and  re v ise d  to  c la r ify  is s u 
ance o f p r io r  p end ing  and  n e w ly  accounting  and  a u d itin g  
gu idance ; C o d ific a tio n  o f SEC  S ta ff  A c c o u n tin g  B u l
le t in ;  and  P C A O B  w eb s ite  address.
A dded .
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AICPA RESOURCE: Accounting & Auditing Literature
The AICPA has created a unique online research tool by combining the power 
and speed of the Web with comprehensive accounting and auditing standards. 
AICPA RESOURCE includes AlCPA's and FASB's libraries:

• AICPA Professional Standards
• AICPA Technical Practice Aids
• AlCPA's Accounting Trends & Techniques
• AICPA Audit and Accounting Guides
• AICPA Audit Risk Alerts
• FASB Original Pronouncements
• FASB Current Text
• EITF Abstracts
• FASB Implementation Guides
• FA SB's Comprehensive Topical Index

Search for pertinent information from both databases by keyword and get the 
results ranked by relevancy. Print out important AICPA RESOURCE segm ents 
and integrate the literature into your engagem ents and financial statem ents. 
Available from anywhere you have Internet access, this comprehensive refer
ence library is packed with the A & A guidance you need— and use— the most. 
Both libraries are updated with the latest standards and conforming changes.

AICPA+FASB reference libraries, one-year individual online subscription
No. ORF-XX
AICPA Member $ 8 9 0 .0 0  
Nonmember $ 1 ,1 1 2 .5 0

AICPA reference library, one-year individual online subscription
No. ORS-XX
AICPA Member $ 3 9 5 .0 0  
Nonmember $ 4 9 3 .7 5

AICPA RESOURCE also offers over 50  additional subscription products— log 
onto www.cpa2biz.com/AICPAresource for details.

For more inform ation or to  order, log onto 
ww w.cpa2biz.com /AICPAresource, or call 1-888-777-7077.

http://www.cpa2biz.com/AICPAresource
http://www.cpa2biz.com/AICPAresource


For additional co p ie s of the Auditing Revenue in Certain Industries Audit Guide or 
to autom atically receive an annual update— im m ediately upon its re lease— ca ll 
1 -8 8 8 -7 7 7 -7 0 7 7 .

Additional Aud iting  Revenue in Certain Industries Publications 

General Audit R isk  Alert (A R A )
Find out about current eco nom ic, regulatory and p ro fessio n a l develo pm ents before you 
perform your audit engagem ent. This ARA will m ake your audit planning process more efficient 
by giving you co n cise , relevant information that show s you how current developm ents may 
im pact your c lients and your audits.
2 0 0 3 /0 4  (0 2 2 3 3 4 ) AICPA Member $ 3 0 ; Nonm em ber $ 3 7 .5 0

Audit and A cco u n tin g G uides —  2 0 0 4  Industry G uides
With conform ing ch an ges a s  of May 1, 2 0 0 4 .
Each —  AICPA Member $ 4 7 ; Nonm em ber $ 5 8 .7 5
• Agricultural Producers and Agricultural Cooperatives  (0 1 2 6 8 4 )
• Airlines (2003 )  (0 1 2 6 9 3 )
• Brokers and Dealers in Securities  (0 1 2 7 0 4 )
• Casinos  (0 1 2 7 1 4 )
• Common In terest Realty Associations  (0 1 2 5 7 4 )
• Construction Contractors  (0 1 2 5 8 4 )
• Depository and Lending Ins titu tions: Banks and Savings Institu tions, Credit Unions, 

Finance Companies, and Mortgage Companies (as o f  March 1, 2 0 0 4 )  (0 1 2 7 3 3 )
• Government Aud iting Standards and Circular A-133 Audits  (0 1 2 7 4 4 )
• Employee Benefit Plans (as o f March 1, 2 0 0 4 )  (0 1 2 5 9 4 )
• Entities With Oil and Gas Producing Activ ities  (0 1 2 6 5 4 )
• Federal Government Contractors  (0 1 2 6 0 4 )
• Health Care Organizations (as o f  January 1, 2 0 0 3 )  (0 1 2 6 1 4 )
• Investm ent Companies  (0 1 2 6 2 4 )
• Life & Health Insurance Entities  (0 1 2 6 3 4 )
• Not-for-Profit Organizations (0 1 2 6 4 4 )
• Property and Liab ility  Insurance Cos. (0 1 2 6 7 4 )
• Audits o f  S tate and Local Governmental Units (2 0 0 3  Non-GASB 34  Edition) (0 1 2 5 6 3 )
• State and Local Governments (GASB 34  Edition) (0 1 2 6 6 4 )

Audit and A cco u n tin g G uides —  General Guides
Each —  AICPA Member $ 4 7 ; Nonm em ber $ 5 8 .7 5
• Analytica l Procedures (2004 )  (0 1 2 5 4 4 )
• Audit Sam pling (2001 )  (0 1 2 5 3 0 )
• Auditing Derivative Instrum ents, Hedging Activities, and Investm ents  

in Securities (2001)  (0 1 2 5 2 0 )
• Auditing Revenue in Certain Industries (2004 )  (0 1 2 5 1 4 )
• Consideration o f  Internal Control in a Financial S ta tem ent Audit (1996)  (0 1 2 4 5 1 )
• Personal Financial S tatem ents (2003 )  (0 1 2 7 5 3 )
• Prospective Financial Inform ation (2003 )  (0 1 2 7 2 3 )
• Service Organizations: Applying SAS No. 70, as Amended (2004 )  (0 1 2 7 7 4 )
• Use o f  Real Estate Appraisal Inform ation (1997 )  (0 1 3 1 5 9 )

To order call the AICPA at 1 -8 8 8 -7 7 7 -7 0 7 7 , or fax to 1 -8 0 0 -3 6 2 -5 0 6 6  
or log on to w w w .cpa2biz.com

Prices do n o t include sa les  tax or sh ipp ing  &  hand ling . Prices may be su b je c t to  change w itho u t notice.

http://www.cpa2biz.com
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