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i
Preface

About AICPA Audit Guides

This AICPA Audit Guide has been developed under the supervision of the
AICPA Auditing Revenue Steering Task Force to assist auditors in auditing
assertions about revenue. This guide is intended to be helpful in pointing to
accounting principles generally accepted in the United States (U.S. GAAP) re-
lated to revenue recognition; however, it does not have the authority of the
original accounting guidance. Therefore, readers should not use this guide as
their source of accounting guidance for revenue recognition but should instead
rely on the referred authoritative guidance in its entirety.

Auditing guidance included in an AICPA Audit Guide is recognized as an inter-
pretive publication pursuant to AU section 150, Generally Accepted Auditing
Standards (AICPA, Professional Standards, vol. 1). Interpretive publications
are recommendations on the application of Statements on Auditing Standards
(SASs) in specific circumstances, including engagements for entities in special-
ized industries. An interpretive publication is issued under the authority of the
Auditing Standards Board (ASB) after all ASB members have been provided
an opportunity to consider and comment on whether the proposed interpretive
publication is consistent with the SASs. The members of the ASB have found
this guide to be consistent with existing SASs.

The auditor should be aware of and consider interpretive publications appli-
cable to his or her audit. If an auditor does not apply the auditing guidance
included in an applicable interpretive publication, the auditor should be pre-
pared to explain how he or she complied with the SAS provisions addressed by
such auditing guidance.

Purpose and Applicability

Revenue recognition continues to pose significant audit risk to auditors and
has contributed to perceived erosion in the integrity of the financial report-
ing process. In recent years, several high-profile incidents of improper revenue
recognition attracted the attention of the business media and led to unflatter-
ing coverage. A substantial portion of recent litigation against accounting firms
reported to the AICPA Securities and Exchange Commission Practice Section
(SECPS) Quality Control Inquiry Committee cite revenue recognition issues.
In March 1999, the Committee of Sponsoring Organizations of the Treadway
Commission released Fraudulent Financial Reporting: 1987-1997, An Anal-
ysis of U.S. Public Companies. The report examines incidents of fraudulent
financial reporting alleged by the Securities and Exchange Commission (SEC)
in accounting and auditing enforcement releases issued between January 1987
and December 1997. More than half of the frauds involved overstating revenues
by recording them either fictitiously or prematurely. In August 2000, the Public
Oversight Board's Panel on Audit Effectiveness, established in October 1998 in
response to a request by the SEC, published its final report. The report included
recommendations that the Financial Accounting Standards Board (FASB) and
the AICPA's ASB provide additional guidance on revenue. On May 1, 2002,
the Public Oversight Board terminated its operations and the SECPS of the
AICPA ceased existence on December 31, 2003, transferring is operations and
oversight responsibility to The Center for Public Company Audit Firms, which
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commenced operations on January 1, 2004. Its membership is voluntary. On
January 30, 2007, the center changed its name to The Center for Audit Quality.
More information can be found at www.thecaq.org.

The implications are wide reaching. Investor confidence has driven the unpar-
alleled success of the U.S. capital markets, and a key component in creating that
confidence is the confirming role of audited financial statements. In this guide,
the AICPA's intent is to help auditors fulfill their professional responsibilities
with regard to auditing assertions about revenue. This guide

®  discusses the responsibilities of management, boards of directors,
and audit committees for reliable financial reporting.

® gsummarizes key accounting guidance regarding whether and
when revenue should be recognized in accordance with GAAP.

® identifies circumstances and transactions that may signal im-
proper revenue recognition.

® summarizes key aspects of the auditor's responsibility to plan and
perform an audit under generally accepted auditing standards
(GAAS).

®  describes procedures that the auditor may find effective in limiting
audit risk arising from improper revenue recognition.

® provides guidance on auditing revenue transactions in selected
industries not covered by existing AICPA Audit and Accounting
Guides.

The primary focus of this publication is revenue recognition for sales of goods
and services (other than lending activities) by for-profit entities in the ordinary
course of business. Revenue recognition for governmental and not-for-profit
entities is beyond the scope of this publication.

Recognition

Darrel R. Schubert
Chair, Auditing Standards Board

The AICPA gratefully acknowledges those who have reviewed and other-
wise contributed to the development of this guide: Thomas A. Ratcliffe, Jeff
Feiereisen, and Daniel Zwarn.

AICPA Staff

Kristy L. Illuzzi
Technical Manager
Accounting and Auditing Publications

Guidance Considered in This Edition

This edition of the guide has been modified by the AICPA staff to include cer-
tain changes necessary due to the issuance of authoritative guidance since the
guide was originally issued. Authoritative guidance issued through March 1,
2010, has been considered in the development of this edition of the guide. This
includes relevant guidance issued up to and including the following:
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® FASB Accounting Standards Update (ASU) No. 2010-10, Consol-
idation (Topic 810): Amendments for Certain Investment Funds

® SAS No. 120, Required Supplementary Information (AICPA, Pro-
fessional Standards, vol. 1, AU sec. 558)

® Interpretation No. 19, "Financial Statements Prepared in Con-
formity With International Financial Reporting Standards as Is-
sued by the International Accounting Standards Board," of AU
section 508, Reports on Audited Financial Statements (AICPA,
Professional Standards, vol. 1, AU sec. 9508 par. .93-.97)

® Revised interpretations issued through March 1, 2010, including
Interpretation Nos. 1-4 of AU section 325, Communicating Inter-
nal Control Matters Identified in an Audit (AICPA, Professional
Standards, vol. 1, AU sec. 9325 par. .01-.13)

® Statement of Position 09-1, Performing Agreed-Upon Procedures
Engagements That Address the Completeness, Accuracy, or Con-
sistency of XBRL-Tagged Data (AICPA, Technical Practice Aids,
AUD sec. 14,440)

®  Public Company Accounting Oversight Board (PCAOB) Auditing
Standard No. 7, Engagement Quality Review (AICPA, PCAOB
Standards and Related Rules, Auditing Standards)

Users of this guide should consider guidance issued subsequent to those items
listed previously to determine their effect on entities covered by this guide.
In determining the applicability of recently issued guidance, its effective date
should also be considered.

The changes made to this edition of the guide are identified in the schedule
of changes in appendix B. The changes do not include all those that might be
considered necessary if the guide were subjected to a comprehensive review
and revision.

References to Professional Standards

In citing the professional standards, references are made to AICPA Professional
Standards. In those sections of the guide that refer to specific auditing stan-
dards of the PCAOB, references are made to the AICPA's PCAOB Standards
and Related Rules publication. When referencing professional standards, this
guide cites section numbers and not the original statement number, as appro-
priate. For example, SAS No. 54, Illegal Acts by Clients, is referred to as AU
section 317, Illegal Acts by Clients (AICPA, Professional Standards, vol. 1).

FASB Accounting Standards Codification™

Overview

Released on July 1, 2009, FASB Accounting Standards Codification™ (ASC)
is a major restructuring of accounting and reporting standards designed to
simplify user access to all authoritative U.S. GAAP by topically organizing the
authoritative literature. FASB ASC disassembled and reassembled thousands
of nongovernmental accounting pronouncements (including those of FASB, the
Emerging Issues Task Force, and the AICPA) to organize them under approxi-
mately 90 topics.
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FASB ASC also includes relevant portions of authoritative content issued by
the SEC, as well as selected SEC staff interpretations and administrative guid-
ance issued by the SEC; however, FASB ASC is not the official source of SEC
guidance and does not contain the entire population of SEC rules, regulations,
interpretive releases, and SEC staff guidance. Moreover, FASB ASC does not
include governmental accounting standards.

FASB published a notice to constituents that explains the scope, structure, and
usage of consistent terminology of FASB ASC. Constituents are encouraged to
read this notice to constituents because it answers many common questions
about FASB ASC. FASB ASC, and its related notice to constituents, can be
accessed at http://asc.fasb.org’/home and are also offered by certain third party
licensees, including the AICPA. FASB ASC is offered by FASB at no charge in
a basic view and for an annual fee in a professional view.

FASB Statement No. 168

In June 2009, FASB issued the last FASB statement referenced in that form:
FASB Statement No. 168, The FASB Accounting Standards Codification™ and
the Hierarchy of Generally Accepted Accounting Principles—a replacement of
FASB Statement No. 162. This standard establishes FASB ASC as the authori-
tative source of U.S. accounting and reporting standards for nongovernmental
entities, in addition to guidance issued by the SEC, and is effective for financial
statements issued for interim and annual periods ending after September 15,
2009.

This standard flattened the historic U.S. GAAP hierarchy to two levels: one
that is authoritative (in FASB ASC) and one that is nonauthoritative (not in
FASB ASC). Exceptions include all rules and interpretive releases of the SEC
under the authority of federal securities laws, which are sources of authoritative
U.S. GAAP for SEC registrants, and certain grandfathered guidance having an
effective date before March 15, 1992.

Issuance of New Standards

New standards are now issued by FASB through ASUs and will serve only to
update FASB ASC. FASB does not consider the ASUs authoritative in their
own right; new standards become authoritative when they are incorporated
into FASB ASC.

New standards will be in the form of ASU No. 20YY-XX, in which "YY" is the last
two digits of the year and "XX" is the sequential number for each update. For
example, ASU No. 2010-01 is the first update in the calendar year 2010. New
standards will include the standard and an appendix of FASB ASC update in-
structions. ASUs will also provide background information about the standards
and provide the basis for conclusions on changes made to FASB ASC.

Pending Content in FASB ASC

Any ASUs (or other authoritative accounting guidance issued prior to the re-
lease date of FASB ASC) issued but not yet fully effective for all entities or trans-
actions within its scope are reflected as "Pending Content" in FASB ASC. This
pending content is shown in text boxes below the paragraphs being amended in
FASB ASC and includes links to the transition information. The pending con-
tent boxes are meant to provide users with information about how a paragraph
will change when new guidance becomes authoritative. When an amended para-
graph becomes fully effective, the outdated guidance will be removed, and the
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vii
amended paragraph will remain without the pending content box. FASB will

keep any outdated guidance in the applicable archive section of FASB ASC for
historical purposes.

Because not all entities have the same fiscal year-ends, and certain guidance
may be effective on different dates for public and nonpublic entities, the pend-
ing content will apply to different entities at different times. As such, pending
content will remain in place within FASB ASC until the "roll off" date. Gener-
ally, the roll-off date is six months following the latest fiscal year end for which
the original guidance being amended or superseded by the pending content
could be applied as specified by the transition guidance. For example, assume
an ASU has an effective date for fiscal years beginning after November 15,
2009. The latest possible fiscal year end of an entity still eligible to apply the
original guidance being amended or superseded by the pending content would
begin November 15, 2009 and end November 14, 2010. Accordingly, the roll-off
date would be April 14, 2011.

Entities cannot disregard the pending content boxes. Instead, all entities must
review the transition guidance to determine if and when the pending content
is applicable to them. This Audit Guide identifies pending content where appli-
cable.

Select Recent Developments Significant to This Guide

Withdrawal of GAAP Hierarchies From the Auditing Standards

In response to the issuance of recent pronouncements by FASB, the Govern-
mental Accounting Standards Board, and the Federal Accounting Standards
Advisory Board to incorporate their respective GAAP hierarchies into their
respective authoritative literature, the ASB has withdrawn SAS No. 69, The
Meaning of Present Fairly in Conformity With Generally Accepted Accounting
Principles, from the auditing literature, effective September 2009. Similarly,
with the release of PCAOB Auditing Standard No. 6, Evaluating Consistency of
Financial Statements (AICPA, PCAOB Standards and Related Rules, Auditing
Standards), and conforming amendments in January 2008, the PCAOB also
removed the GAAP hierarchy from its interim auditing standards applicable to
issuers.

FASB and International Accounting Standards Board Revenue
Recognition Project

In May 2002, after considering 32 comment letters on the revenue recognition
project proposal, FASB added to its technical agenda a project to develop a
comprehensive revenue recognition standard and to amend the related guid-
ance on revenues and liabilities in some FASB concepts statements. In October
2004, FASB and the International Accounting Standards Board (IASB) (collec-
tively, the boards) added to their agenda a joint project to develop and improve
common conceptual framework. The project is intended to improve financial re-
porting by (a) converging U.S. and international revenue recognition standards,
(b) eliminating inconsistencies in existing revenue recognition standards and
practices, (c) providing clearer principles for addressing future revenue recog-
nition issues, and (d) filling voids in existing revenue recognition guidance.

Prior to May 2005, the boards were developing a revenue recognition model that
would measure assets and liabilities at fair value (the fair value or measurement
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model). In that approach, the boards tentatively agreed that performance obli-
gations should be measured at fair value—that is, the price that the reporting
entity would have to pay an unrelated party to assume legal responsibility for
performing all of its remaining obligations. However, some board members had
concerns about reasonably estimating those prices when they are not observ-
able (which they often would not be). Other board members had concerns about
the pattern of revenue recognition when applying that model. As a result, the
boards agreed to develop an alternative model—the customer consideration
model. In that model, performance obligations would be measured at an allo-
cated customer consideration (that is, transaction price) amount.

In October 2006, the boards decided to further develop both the fair value model
and the customer consideration model. That initiative was undertaken by the
staff using two small groups of board advisors drawn from both boards and was
completed in July 2007. The boards discussed the two models from October
2007 to May 2008. As a result of those discussions, the boards coalesced around
a single contract-based revenue recognition model. In May 2008, the boards
reached a preliminary view in favor of the allocated customer consideration
approach of measuring performance obligations.

In December 2008, the boards published, for public comment, a discussion pa-
per, Preliminary Views on Revenue Recognition in Contracts with Customers.
The FASB discussion paper and the IASB discussion paper are the same except
for minor differences in spelling, style, and format. The comment period ended
on June 19, 2009. In July 2009, the boards considered a summary of comment
letters received. In their February 2010 meeting, the boards tentatively decided
that the proposed standard would apply to an entity's contracts with customers,
except for

® lease contracts within the scope of International Accounting Stan-
dards (IAS) 17, Leases, or FASB ASC 840, Leases.

® insurance contracts within the scope of International Financial
Reporting Standard (IFRS) 4, Insurance Contracts, or FASB ASC
944, Financial Services—Insurance.

® contracts within the scope of IFRS 9, Financial Instruments;
IAS 39, Financial Instruments: Recognition and Measurement; or
FASB ASC 825, Financial Instruments.

® guarantees (other than product warranties) within the scope of
IFRS 4, IAS 39, or FASB ASC 460, Guarantees.

At a future meeting, the boards will consider further how an entity accounts for
a contract that includes some performance obligations within the scope of the
proposed standard and other performance obligations that fall outside it, but
that are within the scope of other standards. At their March 2010 joint meeting,
the boards plan to continue their discussions on disclosure, scope and contract
costs. More information, including the most current status of the project, can be
found on the FASB Web site at www.fasb.org/project/revenue_recognition.shtml.

ASB’s Clarity Project

In an effort to make GAAS easier to read, understand, and apply, the ASB
launched the Clarity Project. When completed, clarified auditing standards
will be issued as one SAS that will supersede all prior SASs. The new audit
standards are expected to apply to audits of financial statements for periods
beginning no earlier than December 15, 2010.
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The foundation of the ASB's Clarity Project is the establishment of an objective
for each auditing standard. These objectives will better reflect a principles-

based approach to standard-setting. In addition to having objectives, the clari-
fied standards will reflect new drafting conventions that include

® adding a definitions section, if relevant, in each standard.

® geparating requirements from application and other explanatory
material.

® numbering application and other explanatory material para-
graphs using an A prefix and presenting them in a separate section
(following the requirements section).

® using formatting techniques, such as bulleted lists, to enhance
readability.

® adding special considerations relevant to audits of smaller, less
complex entities.

® adding special considerations relevant to audits of governmental
audits.

The project also has an international convergence component. The ASB ex-
pects that, upon completion of the project, nearly all the requirements of the
International Standards on Auditing will also be requirements of U.S. GAAS.
AICPA Audit and Accounting Guides, as well as other AICPA publications, will
be conformed to reflect the new standards resulting from the Clarity Project
after issuance and as appropriate based on the effective dates.

International Financial Reporting Standards

IFRSs consist of accounting standards and interpretations developed and is-
sued by the IASB, a London-based independent accounting standard-setting
body. The IASB began operations in 2001, when it succeeded the International
Accounting Standards Committee (IASC). The IASC was formed in 1973, soon
after the formation of FASB. In 2001, when the IASB replaced the IASC, a new,
independent oversight body, the IASC Foundation, was created to appoint the
members of the IASB and oversee its due process. The IASC Foundation's over-
sight role is very similar to that of the Financial Accounting Foundation in its
capacity as the oversight body of FASB.

The term IFRSs has both a narrow and a broad meaning. Narrowly, IFRSs
refer to the new numbered series of pronouncements issued by the IASB, as
differentiated from the IASs issued by its predecessor, the IASC. More broadly,
however, IFRSs refer to the entire body of authoritative IASB pronouncements,
including those issued by the IASC and their respective interpretive bodies.
Therefore, the authoritative IFRS literature, in its broadest sense, includes the
following:

® Standards, whether labeled IFRSs or IASs

® Interpretations, whether labeled IFRIC (referring to the Interna-
tional Financial Reporting Interpretations Committee, the cur-
rent interpretive body of the IASC Foundation) or the Standing
Interpretations Committee, the predecessor to IFRIC and former
interpretive body of the IASC

® JFRS framework
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The preface to the IFRS 2009 bound volume states that IFRSs are designed to
apply to the general purpose financial statements and other financial reporting
of all profit-oriented entities including commercial, industrial, and financial
entities regardless of legal form or organization. Included within the scope of
profit-oriented entities are mutual insurance companies and other mutual coop-
erative entities providing dividends or other economic benefits to their owners,
members, or participants.

IFRSs are not designed to apply to not-for-profit entities or those in the public
sector, but these entities may find IFRSs appropriate in accounting for their
activities. In contrast, U.S. GAAP is designed to apply to all nongovernmen-
tal entities, including not-for-profit entities, and includes specific guidance for
not-for-profit entities, development stage entities, limited liability entities, and
personal financial statements.

The AICPA governing council voted in May 2008 to recognize the IASB as an
accounting body for purposes of establishing international financial accounting
and reporting principles. This amendment to appendix A of Rule 202, Com-
pliance With Standards (AICPA, Professional Standards, vol. 2, ET sec. 202
par. .01), and Rule 203, Accounting Principles (AICPA, Professional Standards,
vol. 2, ET sec. 203 par. .01), of the AICPA's Code of Professional Conduct gives
AICPA members the option to use IFRSs as an alternative to U.S. GAAP. As a
result, private entities in the United States can prepare their financial state-
ments in accordance with U.S. GAAP as promulgated by FASB; an other com-
prehensive basis of accounting, such as cash- or tax-basis; or IFRSs, among
others. However, domestic issuers are currently required to follow U.S. GAAP
and rules and regulations of the SEC. In contrast, foreign private issuers may
present their financial statements in accordance with IFRSs as issued by the
TASB without a reconciliation to U.S. GAAP, or in accordance with non-IFRS
home-country GAAP reconciled to U.S. GAAP as permitted by Form 20-F.

The growing acceptance of IFRSs as a basis for U.S. financial reporting could
represent a fundamental change for the U.S. accounting profession. Acceptance
of a single set of high-quality accounting standards for worldwide use by public
companies has been gaining momentum around the globe for the past few years.
See appendix A for a discerning look at the status of convergence with IFRS in
the United States and the important issues that accounting professionals need
to consider now.
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Chapter 1

Overview: Audit Issues in Revenue
Recognition

Responsibility for Reliable Reporting

1.01 This chapter discusses the responsibilities of management and those
charged with governance! for reliable financial reporting. It also provides an
overview of the key accounting guidance relevant to revenue recognition for
sales of goods and services, identifies circumstances and transactions that may
signal improper revenue recognition, and summarizes key aspects of the au-
ditor's responsibility to plan and perform an audit under generally accepted
auditing standards (GAAS) and auditing standards established by the Public
Company Accounting Oversight Board (PCAOB).

1.02 Management is responsible for the preparation and fair presenta-
tion of financial statements, including reported revenues. Among the financial
reporting objectives relevant to assertions about revenue are the following:

® Recorded sales during the accounting period represent actual ship-
ments of goods (or delivery, depending upon whether the arrange-
ment is free on board [FOB] destination or shipping point) or ren-
dering of services to customers who have made firm, enforceable
commitments to purchase such goods or services

® Deferred revenues are recognized in the appropriate period when
shipments are made (or delivery occurs, depending on the arrange-
ment as noted in the preceding bullet point), services are rendered,
or other conditions requiring deferral are no longer present

® [Estimated amounts of reserves for sales returns, provision for cus-
tomer rebates and dealer or customer discounts, and allowances
for uncollectible receivables are reasonable

®  Policies for revenue recognition are adequately disclosed?

1.03 Misstatements in reported revenue may result from error or from
faulty judgment in the application of accounting principles. Revenue recogni-
tion principles sometimes are difficult to apply, especially in complex or unusual
transactions, and often vary by industry. Management may inappropriately
use "aggressive" accounting policies that reflect their understanding of the eco-
nomic substance of the transactions and of industry practice. Misstatements
in revenue also may arise when entity personnel at various levels participate
in schemes, frequently with the collusion of others within the entity or with
customers or suppliers, to overstate revenues intentionally. Intentional mis-
statement of the financial statements is fraudulent financial reporting.

1 AU section 380, The Auditor's Communication With Those Charged With Governance (AICPA,
Professional Standards, vol. 1), uses the term those charged with governance to refer to those with
responsibility for overseeing the strategic direction of the entity and obligations related to the ac-
countability of the entity, including overseeing the financial reporting process.

2 Revenue recognition in this guide is understood to be in accordance with U.S. generally accepted
accounting principles (GAAP).
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2 Auditing Revenue in Certain Industries

1.04 This section discusses the factors and conditions within an entity that
may mitigate the risk that improper revenue recognition will occur, whether it
is caused by error or fraud.

Deterrents to Improper Revenue Recognition

1.05 The National Commission on Fraudulent Financial Reporting, called
the Treadway Commission (the commission) after its Chairman, James C.
Treadway, Jr., undertook a study from 1985 to 1987 to identify causal factors
that can lead to fraudulent financial reporting and to develop recommendations
to reduce its incidence. The commission's recommendations also are relevant
for reducing the incidence of misstatements in financial reporting that result
from errors, including the unintentional misapplication of accounting princi-
ples. Some of the commission's recommendations for public companies, includ-
ing recommendations that address the tone set by top management, the audit
committee, the internal audit function, and internal control, are discussed in
the following paragraphs.

Tone at the Top
1.06 The commission stated the following:

The tone set by top management—the corporate environment or cul-
ture within which financial reporting occurs—is the most important
factor contributing to the integrity of the financial reporting process.
Notwithstanding an impressive set of written rules and procedures, if
the tone set by management is lax, fraudulent financial reporting is
more likely to occur.?

1.07 The commission recommended that top management and the board
of directors develop, communicate, and enforce a code of corporate conduct to
foster a strong ethical climate within the entity.

1.08 On July 30, 2002, legislation to address shortcomings in financial
reporting for publicly held companies and issuers was signed into law, and the
Sarbanes-Oxley Act of 2002 (act) became the most significant legislation af-
fecting the accounting profession since 1933. The act, which applies in general
to issuers and their audit firms, dramatically affected the accounting profes-
sion. The act caused the formation of the PCAOB, which is overseen by the
Securities and Exchange Commission (SEC). To increase the tone set by top
management, the act requires additional responsibilities of chief executive of-
ficers and chief financial officers, of issuers, who are now required to certify the
issuer's financial statements. They also have a greater duty to communicate
and coordinate with their audit committees who are now responsible for hiring,
compensating, and overseeing the independent auditors. There are additional
requirements regarding enhanced financial disclosures as well. Readers may
obtain additional information by directly accessing the SEC and PCAOB Web
sites at www.sec.gov and www.pcaob.org.

Audit Committee of the Board of Directors

1.09 The commission recommended that the audit committee of the board
of directors be composed of independent (outside) directors. It also recom-
mended that a written charter set forth their duties and responsibilities, and

3 See Report of the National Commission on Fraudulent Financial Reporting, October 1987, p. 32.
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that they be given adequate resources and authority to fulfill their role of in-
formed, vigilant, and effective overseers of the financial reporting process and
the entity's internal controls. An effective audit committee can help deter im-
proper conduct by management. The important role of the audit committee in
corporate governance also has been discussed in reports by the Public Over-
sight Board of the Securities and Exchange Commission Practice Section of the
AICPA.*In 1998, Arthur Levitt, chairman of the SEC, and Lynn Turner, its chief
accountant, reiterated the call for the empowerment of audit committees that
function as qualified, independent, committed, and tough-minded guardians of
investor interests and corporate accountability. In response, the New York Stock
Exchange (NYSE) and the National Association of Securities Dealers (NASD)
sponsored a Blue Ribbon Committee drawn from the various constituencies of
the financial community to study the effectiveness of audit committees and to
make concrete recommendations for improving audit committee oversight of
the financial reporting process. The Report and Recommendations of the Blue
Ribbon Committee on Improving the Effectiveness of Corporate Audit Commit-
tees was issued in February 1999. It included recommendations that the NYSE,
the NASD, the SEC, and the Auditing Standards Board (ASB) take various ac-
tions to strengthen the independence of the audit committee and make it more
effective and to address mechanisms for accountability among the audit com-
mittee, the outside auditors, and management.’

Internal Audit Function

1.10 The commission recommended that entities maintain an effective
internal audit function that is adequately staffed with qualified personnel ap-
propriate to the size and nature of the entity. To enhance the objectivity of the
internal audit function, the chief internal auditor should have direct access and
report regularly to the entity's chief executive officer and to the audit commit-
tee. An important responsibility of the internal audit function is to monitor the
performance of an entity's controls.

Internal Control

1.11 The commission also recommended that a framework of internal con-
trol be developed to enable management to identify and assess the risks of
fraudulent financial reporting and to design and implement internal controls
that will provide reasonable assurance that fraudulent financial reporting will
be prevented or subject to early detection. The outcome of this recommendation
is Internal Control—Integrated Framework, a report published in 1992 by the

4 These reports are In the Public Interest: Issues Confronting the Accounting Profession, pub-
lished in March 1993, and Strengthening the Professionalism of the Independent Auditor—Report to
the Public Oversight Board of the SEC Practice Section, AICPA—from the Advisory Panel on Audi-
tor Independence, published in September 1994. The Public Oversight Board terminated on May 1,
2002. The Securities and Exchange Commission Practice Section of the AICPA ceased existence on
December 31, 2003, transferring its operations and oversights to the Center for Public Company Audit
Firms, which commenced operations on January 1, 2004. The Center for Audit Quality (CAQ) then
restructured and expanded the AICPA's Center for Public Company Audit Firms. The CAQ, which
began operating in January 2007, is an autonomous body affiliated with the AICPA. Its membership
is voluntary.

5 In December 1999, the Auditing Standards Board issued Statement on Auditing Standards
(SAS) No. 90, Audit Committee Communications, in response to recommendations of the Blue Rib-
bon Committee. SAS No. 90 amended SAS No. 61, Communication With Audit Committees, and in
December 2006, SAS No. 61 was superseded by AU section 380. Among other things, AU section 380
states that the auditor must communicate with those charged with governance matters related to the
financial statement audit that are, in the auditor's professional judgment, significant and relevant to
the responsibilities of those charged with governance in overseeing the financial reporting process.
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Committee of Sponsoring Organizations of the Treadway Commission (COSO).
The COSO report describes internal control as a process consisting of 5 inter-
related components that are necessary for entity objectives, including reliable
financial reporting, to be achieved. The 5 components of internal control are the
control environment, risk assessment, control activities, information and com-
munication, and monitoring. Echoing the commission's conclusion, the COSO
report states that the control environment sets the tone of an organization,
influencing the control consciousness of its people, and is the foundation for all
other components of internal control. In 2006, COSO issued new guidance, titled
Internal Control over Financial Reporting—Guidance for Small Public Compa-
nies. This guidance takes the concepts of the 1992 framework and demonstrates
their applicability for achieving financial reporting objectives of smaller pub-
licly traded companies.

1.12 In addition, the Foreign Corrupt Practices Act of 1977 establishes a
legal requirement that every SEC registrant devise and maintain a system of
internal accounting controls sufficient to provide reasonable assurance that cer-
tain objectives are met, including that transactions are recorded as necessary
to permit preparation of financial statements in conformity with U.S. generally
accepted accounting principles (GAAP). Some companies document the policies
that management has established to comply with requirements of the Foreign
Corrupt Practices Act of 1977 and also require their employees, including the
sales and marketing organizations, to certify that they have read and complied
with the entity's policies.

1.13 In its Final Rule Release No. 33-8238, Management's Report on In-
ternal Control Over Financial Reporting and Certification of Disclosure in Ex-
change Act Periodic Reports, the SEC directs companies subject to the reporting
requirements of the Securities Exchange Act of 1934, other than registered in-
vestment companies, to include in their annual reports a report of management
on the company's internal control over financial reporting. Issued for the pur-
pose of implementing Section 404 of the Sarbanes-Oxley Act of 2002, this rule
is effective August 14, 2003, and requires registrants to (a) take responsibility
for establishing and maintaining adequate internal control structure and pro-
cedures for financial reporting and (b) assess their effectiveness at the end of
each fiscal year. Moreover, the final rule requires a company's annual report to
include an internal control report of management that contains

® 3 statement of management's responsibility for establishing and
maintaining adequate internal control over financial reporting for
the company.

® 3 statement identifying the framework used by management to
evaluate the effectiveness of the company's internal control over
financial reporting.

® management's assessment of the effectiveness of the company's
internal control over financial reporting as of the end of the com-
pany's most recent fiscal year, including a statement as to whether
or not internal control over financial reporting is effective.

®  disclosure of any material weaknesses in internal control over fi-
nancial reporting. Management is not permitted to conclude that
the company's internal control over financial reporting is effective
if there are one or more material weaknesses.
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® a3 statement that its auditor has issued an attestation report on
management's assessment of the company's internal control over
financial reporting. The auditor's attestation report must be in-
cluded in the company's annual report.®

With respect to the application of this rule to quarterly reporting required
under the Securities Exchange Act of 1934, management's responsibilities are
less extensive than those required for annual reporting.

Quarterly Reporting Requirements

The SEC rules also require management to evaluate any change in the entity's
internal control that occurred during a fiscal quarter and that has materially
affected, or is reasonably likely to materially affect, the entity's internal control
over financial reporting.

Additionally, management is required to evaluate the effectiveness of the en-
tity's disclosure controls and procedures and issue a report as to their effective-
ness on a quarterly basis. With these rules, the SEC introduced a new term,
disclosure controls and procedures, which is different from internal control over
financial reporting and much broader.

As defined, disclosure controls and procedures encompass the controls over all
material financial and nonfinancial information in Securities Exchange Act of
1934 reports. Information that would fall under this definition that would not
be part of an entity's internal control over financial reporting might include the
signing of a significant contract, changes in a strategic relationship, manage-
ment compensation, or legal proceedings.

Internal Control” and Assertions About Revenue

1.14 The significant financial statement accounts relating to manage-
ment's assertions about revenue include sales, sales returns and allowances,
service revenue, accounts receivable and related allowance accounts, deferred
revenues, and cash. Management is responsible for the design, implementation,
and effective operation of internal control over transactions in these accounts,
including the development of significant accounting estimates and disclosures,
in order to achieve the financial reporting objectives that were discussed in

6 Securities and Exchange Commission (SEC) Final Rule Release No. 33-8238, Management's
Report on Internal Control Over Financial Reporting and Certification of Disclosure in Exchange Act
Periodic Reports, has been amended multiple times by subsequent final rules, primarily for purposes
of extending the compliance dates and providing transition guidance for newly public companies.

Currently, SEC Final Rule Release No. 33-9072, Internal Control Over Financial Reporting in
Exchange Act Periodic Reports of Non-Accelerated Filers, provides that a nonaccelerated filer will be
required to file the auditor's attestation report on internal control over financial reporting when it
files an annual report for a fiscal year ending on or after June 2010.

Public Company Accounting Oversight Board (PCAOB) Auditing Standard No. 5, An Audit of
Internal Control Over Financial Reporting That Is Integrated With An Audit of Financial Statements
(AICPA, PCAOB Standards and Related Rules, Auditing Standards), clarifies that the auditor's report
must include the auditor's opinion on whether the company maintained effective internal control over
financial reporting. The standard eliminates the requirement that the auditor also include an opinion
on whether management's assessment of the effectiveness of the company's internal control over
financial reporting is fairly stated.

7 For additional nonauthoritative guidance pertaining to internal control and the risk assess-
ment standards (SAS Nos. 104-111), refer to Technical Questions and Answers (TIS) section 8200.05,
"Testing the Operating Effectiveness of Internal Control," through TIS section 8200.16, "Examining
Journal Entries" (AICPA, Technical Practice Aids).
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paragraph 1.02. Internal control with respect to assertions about revenue is a
process that involves management's

® identification, analysis, and management of risks that may cause
misstatements of accounts involving relevant assertions about
revenue, including a consideration of how significant estimates
are developed, the possibility that unauthorized transactions may
be recorded, and the possibility that authorized transactions may
be recorded erroneously or omitted.

® design and implementation of an information system, which in-
cludes the accounting system, and consists of the procedures,
whether IT or manual, and records established to initiate, au-
thorize, record, process, and report transactions, as well as the
processes used to prepare significant accounting estimates and
disclosures, regarding relevant assertions about revenue.

® design and implementation of control activities, including docu-
mented policies and procedures applied in the processing of trans-
actions that flow through the accounting system in order to pre-
vent, or promptly detect, misstatements in revenue.

® monitoring of the design and operating effectiveness of internal
controls over relevant assertions about revenue to determine if
they are operating as intended, and if not, to take corrective action.

1.15 Underlying the preceding points, the control environment is the most
significant factor influencing the integrity of reported revenue. The control en-
vironment includes such factors as integrity and ethical values, management's
philosophy and operating style, board of directors or audit committee partic-
ipation, commitment to competence, organizational structure, assignment of
authority and responsibility, and human resource policies and practices.

1.16 The COSO report notes that internal control has inherent limitations.
The benefits of controls must be considered relative to costs due to resource con-
straints. Another limiting factor is faulty human judgment in decision making,
or mistakes in application, on the part of a person responsible for establish-
ing or performing a control. Furthermore, controls can be circumvented by the
collusion of two or more people and by management override.

1.17 The Treadway Commission, the COSO report, and the Sarbanes-
Oxley Act of 2002 stress the importance of management establishing and main-
taining an appropriate tone at the top. An effective control environment fosters
and in turn is reinforced by an effective audit committee, internal audit func-
tion, and internal control process. Collectively, these functions support man-
agement in achieving its objective of fair presentation of financial information.

Summary of Selected Accounting Literature
on Revenue Recognition

1.18 As noted previously, revenue recognition for purposes of this guide is
understood to mean in accordance with U.S. GAAP. This section summarizes
some of the key authoritative accounting literature relevant to revenue recog-
nition for sales of goods and services, including the conceptual basis for revenue
recognition and also specific revenue recognition guidance for right of return,
bill and hold, contract accounting, sales of software, and multiple-element ar-
rangements, among others.
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Conceptual Basis for Revenue Recognition

1.19 The conceptual basis for revenue recognition is contained in Financial
Accounting Standards Board (FASB) Concept No. 5, Recognition and Measure-
ment in Financial Statements of Business Enterprises. Paragraph 83 states that
recognition of revenue involves consideration of 2 factors: (a) being realized or
realizable and (b) being earned. Paragraph 83b states

Revenues are not recognized until earned. An entity's revenue-earning
activities involve delivering or producing goods, rendering services, or
other activities that constitute its ongoing major or central operations,
and revenues are considered to have been earned when the entity has
substantially accomplished what it must do to be entitled to the ben-
efits represented by the revenues. [Footnote omitted.]

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 Accounting Standards Codification (ASC) 605, Revenue Recog-
nition, explains the accounting and reporting for sales of a product when the
buyer has the right to return the product. FASB ASC 605-15-25-1 provides that,
in such circumstances, revenue from the sales transaction should be recognized
at time of sale only if all 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.
If the buyer does not pay at time of sale and the buyer's obligation
to pay is contractually or implicitly excused until the buyer resells
the product, then this condition is not met.

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. This condition relates pri-
marily to buyers that exist on paper, that is, buyers that have little
or no physical facilities or employees. It prevents entities from rec-
ognizing sales revenue on transactions with parties that the sellers
have established primarily for the purpose of recognizing such sales
revenue.

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

f The amount of future returns can be reasonably estimated (see
paragraphs 3—4 of FASB ASC 605-15-25). 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 FASB ASC 605-15.

1.21 Per FASB ASC 605-15-25-1, if the conditions in the preceding list
are not met, sales recognition should be postponed until the right of return
substantially expires or until such time that the conditions are met, whichever
occurs first.
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1.22 If revenue is recognized at time of sale because the conditions in
the preceding list are met, FASB ASC 605 requires that costs or losses that
may be expected in connection with returns must be accrued in accordance
with FASB ASC 450-20. Per FASB ASC 605-15-45-1, sales revenue and cost of
sales reported in the income statement should be reduced to reflect estimated
returns.

1.23 FASB ASC 605-15-25-3 describes a number of factors that may im-
pair (but not necessarily preclude) the ability to make a reasonable estimate of
the amount of future returns. Among those factors are the susceptibility of the
product to significant external factors (for example, obsolescence or changes in
demand); the absence of or lack of relevance of historical experience to the cir-
cumstances (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 FASB ASC 605-15-15-3 notes that the guidance in FASB ASC 605-
15 does not apply to (a) 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.

Contract Accounting

Construction-Type and Production-Type Contracts

1.25 FASB ASC 605-35 describes the advantages and disadvantages of
the percentage-of-completion and completed-contract methods of accounting for
long-term construction-type contracts. FASB ASC 605-35-25-57 indicates that
the percentage-of-completion method is preferable when estimates of costs to
complete and all of the following conditions exist:

®  Contracts executed by the parties normally include provisions that
clearly specify the enforceable rights regarding goods or services
to be provided and received by the parties, the consideration to be
exchanged, and the manner and terms of settlement.

® The buyer can be expected to satisfy all obligations under the con-
tract.

® The contractor can be expected to perform all contractual obliga-
tions.

1.26 According to FASB ASC 605-35-05-7, the principal advantages
of percentage-of-completion are the periodic recognition of income currently
rather than irregularly as contracts are completed, and the reflection of the sta-
tus of uncompleted contracts that is provided through the current estimates of
costs to complete or of progress toward completion. The principal disadvantage
is that it is necessarily dependent upon estimates of ultimate costs and conse-
quently of currently accruing income and, therefore, subject to uncertainty.

1.27 In the absence of reasonably dependable estimates, or if inherent
hazards cause forecasts to be doubtful, the completed-contract method is prefer-
able. The completed contract method does not permit the recording of income
before completion, or substantial completion, of the contract. Therefore, the
recording of income is not subject to the uncertainties of estimates, but the
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principal disadvantage is that the completed-contract method does not reflect
current performance when the contract extends into more than one accounting
period. FASB ASC 605-35-50 requires disclosure of the method followed.

1.28 FASB ASC 605-35 includes accounting for the performance of con-
tracts for which specifications are provided by the customer for the construc-
tion of facilities or the production of goods or for the provision of related ser-
vices. FASB ASC 605-35-05-5 states that use of the percentage-of-completion or
the completed-contract method of accounting should not be acceptable alterna-
tives for the same circumstances. Determination of which of the two methods is
preferable should be based on a careful evaluation of the circumstances. FASB
ASC 605-35-05 identifies the circumstances appropriate to each of the methods,
the bases of applying the methods, and the reasons for the recommendations.

1.29 Percentage-of-completion method. Paragraphs 56-57 of FASB ASC
605-35-25 conclude that the percentage-of-completion method is the prefer-
able accounting policy when reasonably dependable estimates of the extent
of progress toward completion, contract revenues, and contract costs can be
made.

1.30 FASB ASC 605-35-25-58 states that the ability to produce reasonably
dependable estimates is an essential element of the contracting business and
persuasive evidence to the contrary is necessary to overcome that presumption.
According to FASB ASC 605-35-25-64, a contractor's estimates of total contract
revenue and total contract costs should be regarded as reasonably dependable if
the minimum total revenue and the maximum total cost can be estimated with
a sufficient degree of confidence to justify the contractor's bid on contracts.

1.31 Completed-contract method. According to FASB ASC 605-35-25-92,
the completed contract method may be used as an entity's basic accounting
policy in circumstances in which financial position and results of operations
would not vary materially from those resulting from the use of the percentage-
of-completion method, for example, when an entity has primarily short-term
contracts. FASB ASC 605-35-25-61 states that an entity using the percentage-
of-completion method as its basic accounting policy should use the completed-
contract method for a single contract or a group of contracts for which reason-
ably dependable estimates cannot be made or for which inherent hazards make
estimates doubtful. According to FASB ASC 605-35-25-65, examples of inher-
ent hazards are contracts whose validity is seriously in question (that is, which
are less than fully enforceable), contracts whose completion may be subject to
the outcome of pending legislation or pending litigation, or contracts exposed to
the possibility of the condemnation or expropriation of the resulting properties.

1.32 Determining the profit center. The basic presumption is that each
contract is the profit center for revenue recognition, cost accumulation, and in-
come measurement. That presumption may be overcome only if a contract or
a series of contracts meets the conditions described for combining or segment-
ing contracts. Combining contracts for profit recognition purposes may occur
when a group of contracts is so closely related that the contracts are, in effect,
parts of a single project with an overall profit margin, such as when a group of
contracts has been negotiated as a package with the objective of achieving an
overall profit. Paragraphs 8-9 of FASB ASC 605-35-25 detail specific criteria
that should be met for contracts to be combined for accounting purposes.

1.33 Paragraphs 10-11 of FASB ASC 605-35-25 state that a single contract
or a group of contracts that otherwise meet the criteria for combining may
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include several elements or phases, each of which the contractor negotiated
separately with the same customer and agreed to perform without regard to
the performance of the others. A project consisting of a single contract or a
group of contracts with segments that have different rates of profitability may
be segmented if it meets specific criteria described in paragraphs 12—-14 of FASB
ASC 605-35-25. The criteria for segmenting should be applied consistently to
contracts with similar characteristics and in similar circumstances.

1.34 Measuring progress on contracts. Per FASB ASC 605-35-25, the mean-
ingful measurement of the extent of progress toward completion is essential
because this factor is used in determining the amounts of estimated con-
tract revenue and the estimated gross profit that will be recognized in any
given period. A number of acceptable methods are used, including cost-to-cost,
efforts-expended, units-of-delivery, and units-of-work-performed. Use of any
given method depends on whether input measures (terms of efforts devoted to
a contract) or output measures (terms of results achieved) are used. Output
measures are generally the best method of progress toward completion, but of-
ten they cannot be established and input measures must be used. The methods
selected should be applied consistently to all contracts having similar charac-
teristics. The acceptability of the results of input or output measures should
be periodically reviewed and confirmed by alternative measures that involve
observation and inspection, perhaps by comparison to results of calculations
based on physical observations by engineers, architects, or similarly qualified
personnel.

1.35 Computation of income earned under the percentage-of-completion
method. Per FASB ASC 605-35-25-82, total estimated gross profit on a contract,
the difference between total estimated contract revenue and total estimated
contract cost, must be determined before the amount earned on the contract
for a period can be determined. The portion of total revenue earned or the total
amount of gross profit earned to date is determined by the measurement of the
extent of progress toward completion using one of the methods discussed in
paragraphs 70-81 of FASB ASC 605-35-25. The computation of income earned
for a period involves a determination of the portion of total estimated contract
revenue that has been earned to date (earned revenue) and the portion of to-
tal estimated contract cost related to that revenue (cost of earned revenue).
Paragraphs 83-84 of FASB ASC 605-35-25 discuss two acceptable alternative
approaches to determining earned revenue and cost of earned revenue. Either
of the alternative approaches may be used on a consistent basis.

1.36 Revised estimates. Per FASB ASC 605-35-25-85, estimates of total
contract revenue, total costs to complete, and the extent of progress toward
completion must be continually reevaluated throughout the life of a contract.
Additional information that enhances and refines the estimating process for
changing conditions and new developments is often obtained after the balance
sheet date but before the financial statements are issued or are available to
be issued. Unless the event is outside the normal exposure and risk aspects of
the contract as indicated in FASB ASC 605-35-50-10, such information should
result in an adjustment of the unissued financial statements. Per FASB ASC
605-35-50-10, events occurring after the date of the financial statements that
are outside the normal exposure and risk aspects of the contract should not be
considered refinements of the estimating process of the prior year, but should be
disclosed as subsequent events in accordance with FASB ASC 855, Subsequent
Events. As indicated in FASB ASC 605-35-25-86, revisions in revenue, cost, and
profit estimates or in measurements of the extent of progress toward completion
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are changes in accounting estimates, and, accordingly, such revisions should be
accounted for in accordance with FASB ASC 250, Accounting Changes and Er-
ror Corrections. Per FASB ASC 250-10-45-17, a change in accounting estimate
should be accounted for in (a) the period of change if the change affects that
period only or (b) the period of change and future periods if the change affects
both. A change in accounting estimate should not be accounted for by restating
or retrospectively adjusting amounts reported in financial statements of prior
periods or by reporting pro forma amounts for prior periods. FASB ASC 250
explains two alternative methods of accounting for changes in accounting esti-
mates. Although estimating is a continuous and normal process for contractors,
FASB ASC 250-10-50-4 requires disclosure of the effect of significant revisions
if the effect is material.

1.37 Provisions for anticipated losses on contracts. FASB ASC 605-35-
25-46 states that provisions for losses should be made in the period in which
they become evident under either the percentage-of-completion method or the
completed-contract method.

1.38 Disclosures. FASB ASC 605-35-50 requires disclosure of the basic
method of accounting used for contracts, departures from the basic accounting
policy, methods of measuring extent of progress toward completion for contracts
accounted for using the percentage-of-completion method, and specific criteria
used to determine when a contract is substantially completed for contracts
accounted for using the completed-contract method. For significant revisions of
estimates refer to FASB ASC 250 for disclosure guidance.

Software Revenue Recognition® *

1.39 FASB ASC 985-605 provides guidance on applying U.S. GAAP in
recognizing revenue on software transactions. Key provisions are discussed in
the following' paragraphs.

8 Also see chapter 2 of this guide, "Auditing Revenue Transactions in the Computer Software
Industry."

* In October 2009, the Financial Accounting Standards Board (FASB) issued Accounting Stan-
dards Update (ASU) No. 2009-14, Software (Topic 985): Certain Revenue Arrangements That Include
Software Elements—a consensus of the FASB Emerging Issues Task Force, to significantly improve the
accounting and reporting of transactions involving revenue arrangements that contain tangible prod-
ucts and software to more closely reflect the underlying economics of transactions. The amendments
in FASB ASU No. 2009-14

1. change the accounting model for revenue arrangements that include both tangible products
and software elements.

2. require that hardware components of a tangible product containing software components
always be excluded from the software revenue guidance.

3. provide additional guidance on

a. how to determine which software, if any, relating to the tangible product also would
be excluded from the scope of the software revenue guidance.

b. how a vendor should allocate arrangement consideration to deliverables in an
arrangement that includes both tangible products and software.

c. how to allocate arrangement consideration when an arrangement includes deliver-
ables both included and excluded from the scope of the software revenue recognition
guidance.

FASB ASU No. 2009-14 should be applied prospectively for revenue arrangements entered into or
materially modified in fiscal years beginning on or after June 15, 2010. Early adoption is permitted. If
a vendor elects early adoption and the period of adoption is not the beginning of a vendor's fiscal year,
the vendor is required to apply this ASU retrospectively from the beginning of its fiscal year. A vendor
may also elect, but is not required, to adopt this ASU retrospectively to prior periods, with certain
exceptions. See FASB Accounting Standards Codification (ASC) 985-605-65-1 for specific disclosure
requirements related to early application and adoption year disclosure requirements.
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12 Auditing Revenue in Certain Industries

1.40 According to FASB ASC 985-605-25-3, if an arrangement (such as an
arrangement to deliver software or a software system) does not require signifi-
cant production, modification, or customization of software, revenue should be
recognized when all of the following criteria are met:

® Persuasive evidence of an arrangement exists.
® Delivery has occurred.

® The vendor's fee is fixed or determinable.

®  (Collectibility is probable.

Persuasive Evidence of an Arrangement Exists

1.41 According to paragraphs 16—17 of FASB ASC 985-605-25, if the ven-
dor has a customary business practice of using written contracts, evidence of
the arrangement is provided only by a contract signed by both parties. Ven-
dors that do not rely on signed contracts should have other forms of evidence
to document the transaction, such as a purchase order from a third party or
online authorization. Even if all other requirements in FASB ASC 985-605 for
recognition of revenue are met (including delivery), revenue should not be rec-
ognized on any element of the arrangement unless persuasive evidence of an
arrangement exists.

Delivery Has Occurred

1.42 Per FASB ASC 985-605-25-18, the principle of not recognizing rev-
enue before delivery applies whether the customer is a user or a reseller. For
software that is delivered electronically, delivery has been met when the cus-
tomer takes possession of the software via a download (that is, when the cus-
tomer takes possession of the electronic data on its hardware) or has been pro-
vided with access codes that allow the customer to take immediate possession
of the software on its hardware pursuant to an agreement or purchase order
for the software.

1.43 According to FASB ASC 985-605-25, if uncertainty exists about cus-
tomer acceptance after delivery, license revenue should not be recognized until
acceptance occurs. Delivery should not be considered complete unless the des-
tination is the customer's place of business or another site specified by the
customer. If the customer specifies an intermediate site, but a substantial por-
tion of the fee is not payable until the delivery by the vendor to another site
specified by the customer, revenue should not be recognized until delivery is
made to that other site. Revenue from transactions involving delivery agents of
the vendor should be recognized when the software is delivered to the customer,
not to the delivery agent.

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

1.44 A software licensing fee is not fixed or determinable if it is based on the
number of units distributed or copied, or on the expected number of users of the
product. If an arrangement includes rights of return or rights to refunds without
return, conditions that must be met for the vendor to recognize revenue include
that the amount of future returns or refunds can be reasonably estimated in
accordance with FASB ASC 605-15. Per FASB ASC 985-605-25, any extended
payment terms may indicate that the fee is not fixed or determinable. If payment
of a significant portion of the fee is not due until after expiration of the license
or more than twelve months after delivery, the licensing fee should be presumed
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not to be fixed or determinable unless the vendor can demonstrate a standard
business practice of using long-term or installment contracts and a history
of successfully collecting under the original payment terms without making
concessions. If it cannot be concluded that a fee is fixed or determinable at the
outset of an arrangement, revenue should be recognized as payments become
due.

1.45 For reseller arrangements, such factors as the following may indicate
that the fixed or determinable fees and collectibility criteria have not been met:

® Payment is substantially contingent on the reseller's success in
distributing the product.

® Resellers may not be able to honor a commitment to make fixed
and determinable payments until they collect cash from their cus-
tomers.

®  Uncertainties indicate the amount of future returns cannot be
reasonably estimated.

® Distribution arrangements with resellers require the vendor to
rebate or credit a portion of the original fee if the vendor subse-
quently reduces its price for a product and the reseller still has
rights with respect to that product (price protection).

1.46 Per FASB ASC 985-605-25-37, fees from licenses cancelable by the
customer are neither fixed nor determinable until the cancellation privileges
lapse. Fees from licenses with cancellation privileges that expire ratably over
the license period are considered to become determinable ratably as the can-
cellation privileges lapse.

Contract Accounting

1.47 According to FASB ASC 985-605-25-2, if an arrangement to deliver
software or a software system, either alone or together with other products
or services, requires significant production, modification, or customization of
software, the entire arrangement should be accounted for in conformity with
FASB ASC 605-35. Paragraphs 88-107 of FASB ASC 985-605-25 also provide
guidance on the application of contract accounting in arrangements involving
software.

Multiple-Element Arrangements® 1

1.48 Software arrangements may consist of multiple elements, that is, ad-
ditional software products, upgrades and enhancements, postcontract customer

9 The SEC Codification of Staff Accounting Bulletins (SABs) Topic 13, Revenue Recognition,
directly refers to the use of this FASB guidance when a multiple element arrangement exists:

® Revenue arrangements with multiple deliverables should be divided into separate units of
accounting if the deliverables in the arrangement meet the criteria in FASB ASC 605-25-
25-5.

® Arrangement consideration should be allocated among the separate units of accounting
based on their relative fair values (or as otherwise provided in paragraphs 2-3 of FASB
ASC 605-25-30). The amount allocated to the delivered item(s) is limited as discussed in
FASB ASC 605-25-30-5.

® Applicable revenue recognition criteria should be considered separately for separate units
of accounting.

 In October 2009, FASB issued ASU No. 2009-13, Revenue Recognition (Topic 605): Multiple-
Deliverable Revenue Arrangements—a consensus of the FASB Emerging Issues Task Force, to sig-
nificantly improve the accounting and reporting of transactions involving multiple-deliverable

(continued)
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14 Auditing Revenue in Certain Industries

support (PCS), or services, including elements deliverable only on a when-and-
if-available basis. If contract accounting does not apply, the vendor's fee must
be allocated to the various elements based on vendor-specific objective evidence
of fair values,'? regardless of any separate prices stated within the contract for
each element.

1.49 Per FASB ASC 985-605-25-6, vendor-specific objective evidence of fair
value is limited to the following:

® The price charged when the same element is sold separately.

® For an element not yet being sold separately, the price established
by management having the relevant authority; it must be prob-
able that the price, once established, will not change before the
separate introduction of the element into the marketplace.

1.50 According to FASB ASC 985-605-25-9, if sufficient vendor-specific
objective evidence of fair values does not exist for the allocation of revenue to
the various elements of an arrangement, all revenue from the arrangement
should be deferred until such sufficient evidence exists, or until all elements
have been delivered. Exceptions to this guidance are provided for PCS, services
that do not involve significant customization, subscriptions, and arrangements
in which the fee is based on the number of copies. Instances may exist in which
vendor-specific objective evidence of the fair values of all undelivered elements
exists, and vendor-specific objective evidence of fair value does not exist for one
or more of the delivered elements. In such circumstances, it requires recognition
of revenue in accordance with the residual method. Under the residual method,
the total fair value of the undelivered elements is deferred, and the difference
between the total arrangement fee and the amount deferred for the undelivered
elements is recognized as revenue related to the delivered elements. Per FASB
ASC 605-25-30-3, the reverse residual method (that is, using a residual method

(footnote continued)

arrangements to more closely reflect the underlying economics of transactions. FASB ASU No. 2009-13
amends FASB ASC 605-25 to

1. require separating consideration in multiple-deliverable arrangements in more circum-
stances than under existing U.S. GAAP.

2. establish a selling-price hierarchy for determining the selling price of a deliverable.

3. replace the term fair value in the revenue allocation guidance with selling price to clarify
that the allocation of revenue is based on entity-specific assumptions rather than assump-
tions of a marketplace participant.

4. eliminate the residual method of allocation and require that arrangement consideration
be allocated at the inception of the arrangement to all deliverables using the relative selling
price method.

5. require that a vendor determine its best estimate of selling price in a manner that is
consistent with that used to determine the price to sell the deliverable on a standalone
basis.

6. significantly expand the disclosures related to a vendor's multiple-deliverable revenue
arrangements.

FASB ASU No. 2009-13 should be applied on a prospective basis for revenue arrangements entered
into or materially modified in fiscal years beginning on or after June 15, 2010, unless the vendor
elects to adopt the pending content in this ASU on a retroactive basis in accordance with FASB
ASC 605-25-65-1(e). Early application is permitted. See FASB ASC 605-25-65-1 for specific disclosure
requirements related to early application and adoption year disclosure requirements.

10 FASB ASC 820, Fair Value Measurements and Disclosures, does not apply to accounting guid-
ance that permits measurements that are based on, or otherwise use, vendor-specific evidence of fair
value. Throughout this guide, reference is made to vendor-specific evidence of fair value. Readers
should refer to the applicable guidance to determine whether FASB ASC 820 should be applied to a
specific measurement.
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to determine the fair value of an undelivered item) is not an acceptable method
of allocating arrangement consideration to the separate units of accounting,
unless a separate unit of accounting is required to be recorded at fair value
under U.S. GAAP.

1.51 According to FASB ASC 985-605-25, the portion of the fee allocated
to an element should be recognized as revenue when all of the revenue recog-
nition criteria have been met for that element. In applying those criteria, the
delivery of an element is considered not to have occurred if there are undeliv-
ered elements that are essential to the functionality of any delivered elements.
In addition, no portion of the fee (including amounts otherwise allocated to de-
livered elements) meets the criterion of collectibility if the portion of the fee
allocable to delivered elements is subject to forfeiture, refund, or other conces-
sion if the undelivered elements are not delivered. In order for the revenue
related to an arrangement to be considered not subject to forfeiture, refund,
or other concession, management must intend not to provide refunds or con-
cessions that are not required under the provisions of the arrangement. The
vendor's historical pattern of making refunds or other concessions that were
not required under the original provisions (contractual or other) of other ar-
rangements should be considered more persuasive than terms included in the
arrangement that indicate that no concessions are required.

Service Elements

1.52 According to FASB ASC 985-605-25-78, separate accounting for a
service element of an arrangement is required if both of the following criteria
are met:

® The services are not essential to the functionality of any other
element of the transaction.

® The services are described in the contract such that the total price
of the arrangement would be expected to vary as the result of the
inclusion or exclusion of the services.

1.53 FASB ASC 985-605-55 provides comprehensive guidance on dif-
ferent kinds of multiple-element arrangements, PCS, services, and contract
accounting. In addition, it includes implementation guidance and illustra-
tions of the application of certain provisions of FASB ASC 985-605 and a
flowchart illustrating a decision process for recognizing revenue on software
arrangements.

SEC Codification of Staff Accounting Bulletins,
Topic 13, Revenue Recognition''

1.54 The SEC Codification of Staff Accounting Bulletins (SABs) Topic 13,
Revenue Recognition, summarizes the staff's views in applying U.S. GAAP to
selected revenue recognition issues. SABs are not rules or interpretations of
the SEC but, rather, represent the interpretations and practices followed by
the SEC in administering the disclosure requirements of the federal securities
laws.

11 For additional information on the SEC's Codification of SABs, visit www.sec.gov.
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1.55 Topic 13 presents various fact patterns, questions, and interpretive
responses concerning whether the following criteria of revenue recognition are
met:

Persuasive evidence of an arrangement exists.
Delivery has occurred or services have been rendered.

The seller's price to the buyer is fixed or determinable.

Collectibility is reasonably assured.

1.56 Topic 13 addresses recurring questions from preparers, auditors, and
analysts about how the guidance should be applied to particular transactions.

1.57 Topic 13 reflects the basic principles of revenue recognition in U.S.
GAAP and does not supersede any existing authoritative literature. Accord-
ingly, although it is directed specifically to transactions of public companies,
management and auditors of nonpublic companies may find the guidance
therein helpful in analyzing revenue recognition matters.

Bill and Hold Sales

1.58 Inabill and hold transaction, a customer agrees to purchase the goods
but the seller retains physical possession until the customer requests shipment
to designated locations. Normally, such an arrangement does not qualify as a
sale because delivery has not occurred. Under certain conditions, however, when
a buyer has made an absolute purchase commitment and has assumed the risks
and rewards of the purchased product but is unable to accept delivery because
of a compelling business reason, bill and hold sales may qualify for revenue
recognition.

1.59 The SEC's SAB No. 104 (Topic 13.A, Selected Revenue Recognition
Issues) specifies certain conditions or criteria that a bill and hold transaction of a
public entity should meet in order to qualify for revenue recognition. In addition,
it specifies certain factors that should be considered in evaluating whether a
bill and hold transaction meets the requirements for revenue recognition. SAB
No. 104 sets forth criteria to be met in order to recognize revenue when delivery
has not occurred. These include the following:

a. The risks of ownership must have passed to the buyer.

b. The customer must have made a fixed commitment to purchase the
goods, preferably reflected in written documentation.

c¢. The buyer, not the seller, must request that the transaction be on
a bill and hold basis. The buyer must have a substantial business
purpose for ordering the goods on a bill and hold basis.

d. There must be a fixed schedule for delivery of the goods. The date for
delivery must be reasonable and must be consistent with the buyer's
business purpose (for example, storage periods are customary in the
industry).

e. The seller must not have retained any specific performance obliga-
tions such that the earning process is not complete.

[ The ordered goods must have been segregated from the seller's in-
ventory and not be subject to being used to fill other orders.

g. The equipment must be complete and ready for shipment.
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The listed conditions are the important conceptual criteria that should be used
in evaluating any purported bill and hold sale. This listing is not intended as a
check list. In some circumstances, a transaction may meet all the factors listed
but not meet the requirements for revenue recognition.

1.60 In applying the criteria in the preceding paragraph to a purported
bill and hold sale, the individuals responsible for preparation and filing of the
financial statements should also consider the following factors:

a. The date by which the seller expects payment, and whether it has
modified its normal billing and credit terms for this buyer.!?

b. The seller's past experiences with and pattern of bill and hold trans-
actions.

c¢. Whether the buyer has the expected risk of loss in the event of a
decline in the market value of the goods.

d. Whether the seller's custodial risks are insurable and insured.

e. Whether extended procedures are necessary in order to assure that
there are no exceptions to the buyer's commitment to accept and pay
for the goods sold, that is, that the business reasons for the bill and
hold have not introduced a contingency to the buyer's commitment.

1.61 Although SAB No. 104 is directed specifically to transactions of public
companies, management and auditors of nonpublic companies may find the
guidance therein helpful in analyzing bill and hold transactions.

Sales of Real Estate

1.62 FASB ASC 360-20 includes guidance for recognition of profit on all
real estate transactions without regard to the nature of the seller's business.!?
It includes extensive guidance for the recognition of profit both for retail land
sales and for real estate transactions that are not retail land sales. The general
requirements for recognition of all the profit at the date of sale on real estate
sales other than retail land sales are set forth in paragraphs 3-5 of FASB ASC
360-20-40 and are summarized in the following paragraphs. Similar to FASB
ASC 985-605, the guidance in FASB ASC 360-20 demonstrates the applica-
tion of the concept of recognizing revenue when earned and when realized or
realizable to a specific subject matter.

1.63 Per FASB ASC 360-20-40-3, for sales of real estate other than retail
land sales, use of the full accrual method, that is, recognition of all of the profit
at the date of sale, depends on the existence of the following two conditions:
(a) the profit is determinable, that is, the collectibility of the sales price is
reasonably assured or an uncollectible amount can be estimated and (b) the
earnings process is virtually complete, that is, the seller is not obligated to
perform significant tasks after the sale to earn the profit. Part or all of the
profit should be deferred until both conditions exist.

12 Such individuals should consider whether FASB ASC 835-30, pertaining to the need for dis-
counting the related receivable, is applicable. FASB ASC 835-30-15-3(a) indicates that the require-
ments to record receivables at a discounted value are not intended to apply to "receivables and payables
arising from transactions with customers or suppliers in the normal course of business which are due
in customary trade terms not exceeding approximately one year."

13 For additional guidance on the accounting for real estate time-sharing transactions, refer to
FASB ASC 978, Real Estate—Time-Sharing Activities. For real estate transactions that include a
buy-sell clause, see "Pending Content" in FASB ASC 360-20-55-21A.
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1.64 Per FASB ASC 360-20-40-4, collectibility is demonstrated by the
buyer's commitment to pay as supported by substantial initial and continuing
investments in the property such that the buyer's risk of loss through default
motivates the buyer to honor the obligation to the seller. Collectibility should
also be assessed by considering factors such as the credit standing of the buyer,
age and location of the property, and adequacy of cash flow from the property.

1.65 According to FASB ASC 360-20-40-5, profit on real estate transactions
should not be recognized by the full accrual method unless all of the following
criteria are met:

® A sale is consummated, meaning that the parties are bound by
the terms of a contract, all consideration has been exchanged,
any permanent financing for which the seller is responsible has
been arranged, and all conditions precedent to closing have been
performed.'* These four conditions usually are met at the time of
closing, not when an agreement to sell has been signed or at a
preclosing.

® The buyer's initial and continuing investments are adequate to
demonstrate a commitment to pay for the property.

The seller's receivable is not subject to future subordination.

The seller has transferred to the buyer the usual risks and rewards
of ownership in a transaction that is in substance a sale and does
not have a substantial continuing involvement with the property.

Profit on a sale of a partial interest in real estate shall be subject to the same
criteria for profit recognition as a sale of a whole interest.

1.66 Paragraphs 28-64 of FASB ASC 360-20-40 also provide guidance on
accounting for sales of real estate in circumstances in which criteria for the full
accrual method are not met and partial recognition of profit may be appropriate.

Financial Statement Disclosures

Related Party Disclosures

1.67 FASB ASC 850, Related Party Disclosures, requires disclosures of
material related-party transactions other than compensation arrangements,
expense allowances, and other similar items in the ordinary course of business,
unless the transactions are eliminated in the preparation of consolidated or
combined financial statements. Transactions between related parties are con-
sidered to be related-party transactions even though they may not be given ac-
counting recognition. FASB ASC 850-10-50-1 states that the disclosures should
include the following:

a. The nature of the relationship(s) involved

b. A description of the transactions, including transactions to which
no amounts or nominal amounts were ascribed, for each of the pe-
riods for which income statements are presented, and such other
information deemed necessary to an understanding of the effects of
the transactions on the financial statements

14 FASB ASC 360-20-40-28 provides an exception to the preceding requirements if the seller is
constructing office buildings, condominiums, shopping centers, or similar structures.
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c¢. The dollar amounts of transactions for each of the periods for which
income statements are presented and the effects of any change in
the method of establishing the terms from that used in the preced-
ing period

d. Amounts due from or to related parties as of the date of each bal-
ance sheet presented and, if not otherwise apparent, the terms and
manner of settlement

e. The information required by FASB ASC 740-10-50-17

1.68 Per FASB ASC 850-10-50-3, in some cases, aggregation of similar
transactions by type of related party may be appropriate. Sometimes, the effect
of the relationship between the parties may be so pervasive that disclosure of
the relationship alone will be sufficient. If necessary to the understanding of
the relationship, the name of the related party should be disclosed.

1.69 FASB ASC 850-10-50-5 states that transactions involving related
parties cannot be presumed to be carried out on an arm's-length basis, and
representations about related-party transactions should not imply that they
were consummated on terms equivalent to arm's-length transactions unless
such representations can be substantiated.

1.70 FASB ASC 850-10-50-6 states that when a reporting enterprise is
under common ownership or management control with one or more other enter-
prises, the nature of that control relationship should be disclosed, even though
there are no transactions between the enterprises, if the existence of that con-
trol could result in operating results or financial position of the reporting en-
terprise that differ significantly from those that would have been obtained if
the enterprises were autonomous.

Disclosure of Accounting Policies

1.71 FASB ASC 235, Notes to Financial Statements, requires that a de-
scription of all significant accounting policies of the reporting entity should be
included as an integral part of the financial statements. Disclosure of account-
ing policies should identify and describe the accounting principles followed by
the reporting entity and the methods of applying those principles that mate-
rially affect the financial statements. FASB ASC 235-10-50-3 states that in
general, the disclosure should encompass important judgments as to appropri-
ateness of principles relating to recognition of revenue and allocation of asset
costs to current and future periods; in particular, it should encompass those
accounting principles and methods that involve any of the following:

a. A selection from existing acceptable alternatives

b. Principles and methods peculiar to the industry in which the re-
porting entity operates, even if such principles and methods are
predominantly followed in that industry

¢. Unusual or innovative applications of U.S. GAAP

Disclosure of Certain Significant Risks and Uncertainties

1.72 FASB ASC 275-10-50-1 requires entities to include in their financial
statements disclosures about the nature of their operations and about the use
of estimates in the preparation of financial statements. It also requires disclo-
sures about certain significant estimates and the current vulnerability due to
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certain concentrations, for example, concentrations in the volume of business
transacted with a particular customer or concentrations in revenue from par-
ticular products or services.

Other Sources of Revenue Recognition Guidance

1.73 In circumstances in which there is no specifically relevant author-
itative accounting guidance and application by analogy does not seem appro-
priate, preparers and auditors may refer to nonauthoritative sources, such as
the AICPA Industry Audit and Accounting Guides, certain AICPA Technical
Practice Aids, AICPA Audit Risk Alerts, and articles in the Journal of Accoun-
tancy or other professional publications. The inside back cover of this guide lists
AICPA Industry Audit and Accounting Guides that provide auditing as well as
accounting guidance and addresses industry-specific issues.

Indicators of Improper Revenue Recognition

1.74 Management engages the independent auditor to express an opinion
on the financial statements that management prepares in accordance with U.S.
GAAP. Auditors should consider indicators of improper revenue recognition that
may indicate special attention in performing the audit. This section discusses
risk indicators that may signal improper revenue recognition, including risk
factors that relate to misstatements arising from fraudulent financial reporting,
other issues that may warrant special consideration, and examples of specific
transactions or events that may indicate improper accounting for revenue.

Risk Factors Relating to Misstatements Arising
From Fraudulent Financial Reporting'>

1.75 AU section 316, Consideration of Fraud in a Financial Statement
Audit (AICPA, Professional Standards, vol. 1), is the primary source of author-
itative requirements and guidance about an auditor's responsibilities concern-
ing the consideration of fraud in a financial statement audit. AU section 316
(AICPA, Professional Standards, vol. 1) establishes requirements and provides
guidance to auditors in fulfilling their responsibility to plan and perform the
audit to obtain reasonable assurance about whether the financial statements
are free of material misstatement, whether caused by error or fraud, as stated
in paragraph .02 of AU section 110, Responsibilities and Functions of the Inde-
pendent Auditor (AICPA, Professional Standards, vol. 1).

Considerations for Audits Performed in Accordance with PCAOB Stan-
dards

Paragraph .01 of AU section 316, Consideration of Fraud in a Finan-
cial Statement Audit (AICPA, PCAOB Standards and Related Rules,
Interim Standards), states when performing an integrated audit of fi-
nancial statements and internal control over financial reporting (sub-
sequently referred to as integrated audit), refer to paragraphs 14-15 of
Auditing Standard No. 5, An Audit of Internal Control Over Financial

15 PCAOB Release No. 2007-001, Observations on Auditors' Implementation of PCAOB Standards
Relating to Auditors' Responsibilities With Respect to Fraud (AICPA, PCAOB Standards and Related
Rules, Select PCAOB Releases), discusses auditors' implementation of PCAOB interim standards
regarding the auditor's responsibility with respect to fraud.
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Reporting That Is Integrated with An Audit of Financial Statements
(AICPA, PCAOB Standards and Related Rules, Auditing Standards),
regarding fraud considerations in addition to the fraud considerations
set forth in AU section 316 (AICPA, PCAOB Standards and Related
Rules, Interim Standards).

1.76 There are two types of misstatements relevant to the auditor's con-
sideration of fraud in a financial statement audit:

® Misstatements arising from fraudulent financial reporting

® Misstatements arising from misappropriation of assets

1.77 Three conditions generally are present when fraud occurs. First, man-
agement or other employees have an incentive or are under pressure, which
provides a reason to commit fraud. Second, circumstances exist—for example,
the absence of controls, ineffective controls, or the ability of management to
override controls—that provide an opportunity for a fraud to be perpetrated.
Third, those involved are able to rationalize committing a fraudulent act.

1.78 There is a presumption that improper revenue recognition exists as a
fraud risk factor. Material misstatements due to fraudulent financial reporting
often result from an overstatement of revenues (for example, through prema-
ture revenue recognition or recording fictitious revenues) or an understatement
of revenues (for example, through improperly shifting revenues to a later pe-
riod). Therefore, the auditor should ordinarily presume that there is a risk of
material misstatement due to fraud relating to revenue. (See paragraphs .41
and .54 of AU section 316 (AICPA, Professional Standards, vol. 1) for examples
arising from fraudulent financial reporting.)

1.79 The appendix of AU section 316 (AICPA, Professional Standards, vol.
1) located in paragraph .85, contains examples of fraud risk factors relating to
misstatements arising from fraudulent financial reporting that are discussed
as follows:

Incentives/Pressures
a. Financial stability or profitability is threatened by economic,

industry, or entity operating conditions, such as (or as indicated
by):

® High degree of competition or market saturation, accom-
panied by declining margins

® High vulnerability to rapid changes, such as changes in
technology, product obsolescence, or interest rates

® Significant declines in customer demand and increasing
business failures in either the industry or overall economy

® Operating losses making the threat of bankruptcy, fore-
closure, or hostile takeover imminent

® Recurring negative cash flows from operations or an in-
ability to generate cash flows from operations while re-
porting earnings and earnings growth

® Rapid growth or unusual profitability, especially com-
pared to that of other companies in the same industry

® New accounting, statutory, or regulatory requirements

AAG-REV 1.79



22 Auditing Revenue in Certain Industries

b. Excessive pressure exists for management to meet the require-
ments or expectations of third parties due to the following:

® Profitability or trend level expectations of investment ana-
lysts, institutional investors, significant creditors, or other
external parties (particularly expectations that are un-
duly aggressive or unrealistic), including expectations cre-
ated by management in, for example, overly optimistic
press releases or annual report messages

® Need to obtain additional debt or equity financing to stay
competitive—including financing of major research and
development!® or capital expenditures

® Marginal ability to meet exchange listing requirements or
debt repayment or other debt covenant requirements

® Perceived or real adverse effects of reporting poor finan-
cial results on significant pending transactions, such as
business combinations or contract awards

c. Information available indicates that management or the board
of directors' personal financial situation is threatened by the
entity's financial performance arising from the following:

® Significant financial interests in the entity

® Significant portions of their compensation (for example,
bonuses, stock options, and earn-out arrangements) be-
ing contingent upon achieving aggressive targets for stock
price, operating results, financial position, or cash flow
[Footnote omitted.]

® Personal guarantees of debts of the entity

d. There is excessive pressure on management or operating per-
sonnel to meet financial targets set up by the board of directors
or management, including sales or profitability incentive goals.

Opportunities

a. The nature of the industry or the entity's operations provides
opportunities to engage in fraudulent financial reporting that
can arise from the following:

® Significant related-party transactions not in the ordinary
course of business or with related entities not audited or
audited by another firm

® A strong financial presence or ability to dominate a certain
industry sector that allows the entity to dictate terms or
conditions to suppliers or customers that may result in
inappropriate or non-arm's-length transactions

® Assets, liabilities, revenues, or expenses based on signif-
icant estimates that involve subjective judgments or un-
certainties that are difficult to corroborate

16 For information regarding the accounting for certain advance payments made for research
and development costs, the reader may refer to "Pending Content" in paragraphs 13—14 of FASB ASC
730-20-25. FASB ASC 730-20-25 provides further guidance regarding treatment of advance payments
that will be used in future research and development activities.
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® Significant, unusual, or highly complex transactions, es-
pecially those close to period end that pose difficult "sub-
stance over form" questions

® Significant operations located or conducted across inter-
national borders in jurisdictions where differing business
environments and cultures exist

® Significant bank accounts or subsidiary or branch opera-
tions in tax-haven jurisdictions for which there appears
to be no clear business justification

b. There is ineffective monitoring of management as a result of
the following:

® Domination of management by a single person or small
group (in a nonowner-managed business) without com-
pensating controls

® [Ineffective board of directors or audit committee oversight
over the financial reporting process and internal control

c¢. There is a complex or unstable organizational structure, as
evidenced by the following:

® Difficulty in determining the organization or individuals
that have controlling interest in the entity

® Overly complex organizational structure involving un-
usual legal entities or managerial lines of authority

® High turnover of senior management, counsel, or board
members

d. Internal control components are deficient as a result of the
following:

® Inadequate monitoring of controls, including automated
controls and controls over interim financial reporting
(where external reporting is required)

® High turnover rates or employment of ineffective account-
ing, internal audit, or information technology staff

® [Ineffective accounting and information systems, includ-
ing situations involving significant deficiencies or mate-
rial weaknesses in internal control

Attitudes/Rationalizations

Risk factors reflective of attitudes/rationalizations by board
members, management, or employees, that allow them to en-
gage in or justify fraudulent financial reporting, may not be
susceptible to observation by the auditor. Nevertheless, the au-
ditor who becomes aware of the existence of such information
should consider it in identifying the risks of material misstate-
ment arising from fraudulent financial reporting. For example,
auditors may become aware of the following information that
may indicate a risk factor:

® Ineffective communication, implementation, support, or
enforcement of the entity's values or ethical standards by
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management or the communication of inappropriate val-
ues or ethical standards

Nonfinancial management's excessive participation in or
preoccupation with the selection of accounting principles
or the determination of significant estimates

Known history of violations of securities laws or other laws
and regulations, or claims against the entity, its senior
management, or board members alleging fraud or viola-
tions of laws and regulations

Excessive interest by management in maintaining or in-
creasing the entity's stock price or earnings trend

A practice by management of committing to analysts,
creditors, and other third parties to achieve aggressive
or unrealistic forecasts

Management failing to correct known significant deficien-
cies or material weaknesses in internal control on a timely
basis

An interest by management in employing inappropriate
means to minimize reported earnings for tax-motivated
reasons

Recurring attempts by management to justify marginal
or inappropriate accounting on the basis of materiality

The relationship between management and the current
or predecessor auditor is strained, as exhibited by the fol-
lowing:

— Frequent disputes with the current or predecessor
auditor on accounting, auditing, or reporting mat-
ters

— Unreasonable demands on the auditor, such as un-
reasonable time constraints regarding the comple-
tion of the audit or the issuance of the auditor's re-
port

— Formal or informal restrictions on the auditor that
inappropriately limit access to people or information
or the ability to communicate effectively with those
charged with governance

— Domineering management behavior in dealing with
the auditor, especially involving attempts to influ-
ence the scope of the auditor's work or the selection
or continuance of personnel assigned to or consulted
on the audit engagement

Other Issues to Consider

Side Agreements

1.80 Side agreements are used to alter the terms and conditions of recorded
sales transactions to entice customers to accept the delivery of goods and ser-
vices. They may create obligations or contingencies relating to financing ar-
rangements or to product installation or customization that may relieve the
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customer of some of the risks and rewards of ownership. Frequently, side agree-
ments are hidden from the entity's board of directors and outside auditors, and
only a very few individuals within an entity are aware that they exist.

1.81 Side agreements appear to be prevalent in high-technology indus-
tries, particularly the computer hardware and software segments. The terms
they provide may preclude revenue recognition.

Channel Stuffing

1.82 Distributors and resellers sometimes delay placing orders until the
end of a quarter in an effort to negotiate a better price on purchases from sup-
pliers that they know want to report good sales performance. This practice may
result in a normal pattern of increased sales volume at the end of a reporting
period. An unusual volume of sales to distributors or resellers, particularly at
or near the end of the reporting period, may indicate channel stuffing. Channel
stuffing (also known as trade loading) is a marketing practice that suppliers
sometimes use to boost sales by inducing distributors to buy substantially more
inventory than they can promptly resell. Inducements to overbuy may range
from deep discounts on the inventory to threats of losing the distributorship if
the inventory is not purchased. Channel stuffing without appropriate provision
for sales returns is an example of booking tomorrow's revenue today in order to
window-dress financial statements. Channel stuffing also may be accompanied
by side agreements with distributors that essentially negate some of the sales
by providing for the return of unsold merchandise beyond the normal sales re-
turn privileges. Even when there is no evidence of side agreements, channel
stuffing may indicate the need to increase the level of anticipated sales returns
above historical experience. In some cases, channel stuffing may even preclude
the ability to make reasonable and reliable estimates of product returns.!”

Related-Party Transactions and Significant Unusual Transactions

1.83 Related-party transactions require special consideration because re-
lated parties may be difficult to identify, and related-party transactions may
pose significant "substance over form" issues. Undisclosed related-party trans-
actions may be used to fraudulently inflate earnings. Examples include the
recording of sales of the same inventory back and forth among affiliated enti-
ties that exchange checks periodically to "freshen" the receivables, and sales
with commitments to repurchase that, if known, would preclude recognition
of revenue. Although unusual material transactions, particularly close to year
end, may be an indicator of related-party transactions, a series of sales may be
executed with an undisclosed related party that individually are insignificant
but in total are material.

1.84 Significant, unusual, or highly complex transactions resulting in rev-
enue recognition that are executed with customers who are not related parties
similarly may be given special consideration because they also may pose "sub-
stance over form" questions and may involve the collusion of the entity and the
customer in a fraudulent revenue recognition scheme.

17 Refer to SEC SAB No. 104 Topic 13, Revenue Recognition, for further information on chan-
nel stuffing. Although SEC SABs are directed specifically to transactions of public companies, man-
agement and auditors of nonpublic companies may find this guidance helpful in analyzing revenue
recognition matters.
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Nature of Business and Accounting for Revenue

1.85 Improper revenue recognition is not confined to any single industry.
Risk factors also differ depending on the nature of the product or service and its
distribution. Products that are sold to distributors for resale pose different risks
than products or services that are sold to end users. Sales in high-technology
industries where rapid product obsolescence is a significant issue pose different
risks than sales of inventory with a longer life, such as farm or construction
equipment, automobiles, trucks, and appliances. Although U.S. GAAP broadly
governs revenue recognition, how those principles are applied in specific cir-
cumstances varies from industry to industry.

1.86 In gaining an understanding of the nature of the entity's business,
the auditor may consider factors that are relevant to the entity's revenue recog-
nition, such as the following:

® The appropriateness of an entity's application of accounting prin-
ciples in the context of the industry in which it operates

®  Whether there has been a change in the entity's revenue recogni-
tion policy and, if so, why

® The entity's practice with regard to sales and payment terms, and
whether there are deviations from industry norms or from the
entity's own practices, such as the following:

— Sales terms that do not comply with the entity's normal
policies

— The existence of longer than expected payment terms or
installment receivables

— The use of nonstandard contracts or contract clauses with
regard to sales

® Practices with regard to the shipment of inventory that could indi-
cate the potential for misstatements of revenue or that could have
other implications for the audit, such as the following:

— The entity's shipping policy is inconsistent with previ-
ous years. For example, if an entity ships unusually large
quantities of product at the end of an accounting period,
it may indicate an inappropriate cutoff of sales. Alterna-
tively, if an entity that normally ships around-the-clock
has stopped shipments one or two days before the end of
the current accounting period, it may indicate that man-
agement is abandoning its normal operating policies in
an effort to manage earnings, which may have broader
implications for the audit.

— Shipments recorded as revenue are sent to third-party
warehouses rather than to customers.

— Shipments recorded as revenue result from billing for
demonstration products that already are in the field.

Integrity of Evidence

1.87 Another issue requiring special consideration is the sufficiency and
appropriateness of audit evidence supporting revenue recognition. Indicators
that revenue may have been improperly recorded include
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® responses from management or employees to inquiries about sales
transactions or about the basis for estimating sales returns that
are inconsistent, vague, or implausible.

documents to support sales transactions are missing.

bills of lading have been signed by entity personnel rather than a
common carrier.

® documents such as shipping logs or purchase orders have been
altered.

1.88 AU section 316 (AICPA, Professional Standards, vol. 1), which is
discussed in the section of this chapter titled "Auditing Revenue Assertions,"
provides guidance on how the auditor's judgment about the risk of material
misstatement due to fraud may affect the conduct of the audit.

Potential Accounting Misstatements

1.89 The following paragraphs discuss specific indicators relating to sales
transactions that may evidence improper revenue recognition. A number of
these examples represent obvious misstatements (and fraud as well). Others
are transactions that merit further investigation to determine whether revenue
has been improperly recorded. The indicators are categorized into sales that
may fail as a result of the absence of an agreement, lack of delivery, or an
incomplete earnings process.

Absence of an Agreement

1.90 A sale has not taken place if there is no actual, firm agreement be-
tween seller and buyer. Examples of obvious bogus sales are sales to nonexis-
tent customers, sales to existing customers in which terms such as quantities
or prices have been altered, and shipments on canceled or duplicate orders. In-
dicators of sales that may be improperly recorded because of lack of agreement
between buyer and seller include the following:

® Theuseofletters of intent in lieu of signed contracts or agreements

®  Sales of merchandise that are shipped in advance of the scheduled
shipment date without evidence of the customer's agreement or
consent or documented request for such shipment

®  Sales recorded upon shipment of a product to customers who have
been given a free tryout period after which the customer can return
the product with no obligation

® Recognition of sales when customers have unilateral cancellation
or termination provisions

®  Sales in which evidence indicates the customer's obligation to pay
for the product is contingent on the following:

— Resale to another (third) party (for example, sale to dis-
tributor or consignment sale)

— Receipt of financing from another (third) party

Lack of Delivery

1.91 FASB Concept No. 5 states that revenues from manufacturing and
selling activities are commonly recognized at the time of sale, usually meaning
delivery. Indicators that delivery may not have occurred include the following:
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® Sales are billed to customers before the delivery of goods and held
by the seller (bill and hold or ship in place sales).

®  Shipments are made after the end of the period (books kept open
to record revenue for products shipped after the end of the period
do not satisfy the delivery criterion for the current period).

® Shipments are made to a warehouse or other intermediary location
without the instruction of the customer.

®  Goods are preinvoiced before or in the absence of actual shipment.

Partial shipments are made in which the portion not shipped is a
critical component of the product.

® Purchase orders are recorded as completed sales.

Incomplete Earnings Process

1.92 FASB Concept No. 5 states that revenues are not recognized until
earned. Indicators that sales have been recorded before the revenue has been
earned include the following:

® There are sales in which evidence indicates the customer's obli-
gation to pay for the merchandise depends on fulfillment by the
seller of material unsatisfied conditions.

®  Goods are preinvoiced while still in the process of being assembled.

Shipments are sent to and held by freight forwarders pending
return to the entity for required customer modifications.

® There are sales that require substantial continuing vendor in-
volvement after delivery of merchandise (for example, software
sales requiring installation, debugging, extensive modifications,
and other significant support commitments).

Auditing Revenue Assertions

1.93 The objective of an audit of financial statements conducted in accor-
dance with GAAS or PCAOB standards is to express an opinion on the financial
statements. The auditor has a responsibility to plan and perform the audit to
obtain reasonable assurance about whether the financial statements are free
of material misstatement, whether caused by error or fraud.

1.94 No audit can be designed to provide absolute assurance that all rev-
enue recorded by the entity is appropriate or that fraudulent financial reporting
is discovered. Nevertheless, an awareness of the conditions that increase au-
dit risk, along with an appropriately skeptical response to issues identified
throughout the audit process, can help auditors increase the likelihood that
either inadvertent or intentional material misstatements of revenue will be
detected.

1.95 Revenue recognition issues continue to pose significant audit risk to
auditors. The auditor's understanding of the entity's business—how it earns
revenue, who is involved in the revenue process, how its controls over revenue
transactions may be overridden, and what its motivation to misstate revenue
may be—is important in helping the auditor reduce that risk. Auditors need
to pay particular attention to warning signals, such as those discussed in the
previous section titled "Indicators of Improper Revenue Recognition," that can
be indicative of improper revenue recognition practices. The auditor should plan
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and perform the audit with an attitude of professional skepticism.'® Additional
audit procedures directed to the audit of revenues may be needed to reduce
the risk of failing to detect material misstatement of the financial statements
to an acceptably low level. This section of the chapter on "Auditing Revenue
Assertions" summarizes both authoritative and nonauthoritative guidance to
help auditors achieve that objective.

Audit Planning

1.96 The first standard of field work states, "The auditor must adequately
plan the work and must properly supervise any assistants." AU section 311,
Planning and Supervision (AICPA, Professional Standards, vol. 1), establishes
requirements and provides guidance on the considerations and activities ap-
plicable to planning and supervision of an audit conducted in accordance with
GAAS, including appointment of the independent auditor; establishing an un-
derstanding with the client; preliminary engagement activities; establishing
the overall audit strategy; developing the audit plan; determining the extent of
involvement of professionals with specialized skills; and communicating with
those charged with governance. The nature, timing, and extent of planning vary
with the size and complexity of the entity and with the auditor's experience with
the entity and understanding of the entity and its environment, including its
internal control.

1.97 Paragraph .03 of AU section 311 (AICPA, Professional Standards,
vol. 1) states that the auditor must plan the audit so that it is responsive to
the assessment of the risks of material misstatement based on the auditor's
understanding of the entity and its environment, including its internal control.
Planning is not a discrete phase of the audit, but rather an iterative process
that begins with engagement acceptance and continues throughout the audit as
the auditor performs audit procedures and accumulates sufficient appropriate
audit evidence to support the audit opinion.

Considerations for Audits Performed in Accordance with PCAOB Stan-
dards

Paragraph .01 of AU section 311, Planning and Supervision (AICPA,
PCAOB Standards and Related Rules, Interim Standards), states that
when performing an integrated audit of financial statements and in-
ternal control over financial reporting, refer to paragraph 9 of Auditing
Standard No. 5 regarding planning considerations in addition to the
planning considerations set forth in AU section 311 (AICPA, PCAOB
Standards and Related Rules, Interim Standards).

Assignment of Personnel and Supervision

1.98 AU section 311 (AICPA, Professional Standards, vol. 1) also discusses
the supervision of personnel who are involved in the audit. The extent of super-
vision appropriate in a given instance depends on many factors, including the
complexity of the subject matter and the qualifications of persons performing
the work, including knowledge of the entity's business and industry. An under-
standing of an entity's business, its accounting policies and procedures, and the

18 Professional skepticism is characterized as "an attitude that includes a questioning mind and
a critical assessment of audit evidence. The auditor uses the knowledge, skill, and ability called for by
the profession of public accounting to diligently perform, in good faith and with integrity, the gathering
and objective evaluation of evidence." See paragraph .07 of AU section 230, Due Professional Care in
the Performance of Work (AICPA, Professional Standards, vol. 1).

29
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nature of its transactions with customers is useful in assessing the extent of
experience or the level of supervision appropriate to audit revenue transactions.

1.99 Unusual or complex transactions, related-party transactions, and
sales transactions based on contracts with complex terms may signal the need
for more experienced personnel assigned to those segments of the engagement,
more extensive supervision, or the use of industry or other specialists. If special-
ized skills are needed, the auditor should seek the assistance of a professional
possessing such skills who may be either on the auditor's staff or an outside pro-
fessional. AU section 336, Using the Work of a Specialist (AICPA, Professional
Standards, vol. 1), establishes requirements and provides guidance to the au-
ditor who uses the work of a specialist in performing an audit in accordance
with GAAS.

Audit Risk

1.100 AU section 312, Audit Risk and Materiality in Conducting an Audit
(AICPA, Professional Standards, vol. 1), states that audit risk is the risk that
the auditor may unknowingly fail to appropriately modify his or her opinion
on financial statements that are materially misstated. Audit risk is a function
of the risk that the financial statements prepared by management are mate-
rially misstated and the risk that the auditor will not detect such material
misstatement. The auditor should consider audit risk in relation to the rele-
vant assertions related to individual account balances, classes of transactions,
and disclosures and at the overall financial statement level.

1.101 At the account balance, class of transactions, relevant assertion, or
disclosure level, audit risk consists of (a) the risks of material misstatement
(consisting of inherent risk and control risk) and (b) the detection risk. Para-
graph .23 of AU section 312 (AICPA, Professional Standards, vol. 1) states that
auditors should assess the risk of material misstatement at the relevant asser-
tion level as a basis for further audit procedures (tests of controls or substantive
procedures). It is not acceptable to simply deem risk to be "at the maximum."
This assessment may be in qualitative terms such as high, medium, and low,
or in quantitative terms such as percentages.

1.102 In considering audit risk at the overall financial statement level, the
auditor should consider risks of material misstatement that relate pervasively
to the financial statements taken as a whole and that potentially affect many
relevant assertions. Risks of this nature often relate to the entity's control envi-
ronment and are not necessarily identifiable with specific relevant assertions at
the class of transactions, account balance, or disclosure level. Such risks may
be especially relevant to the auditor's consideration of the risks of material
misstatement arising from fraud, for example, through management override
of internal control.

Planning Materiality

1.103 The auditor's consideration of materiality is a matter of professional
judgment and is influenced by the auditor's perception of the needs of users of
financial statements. Materiality judgments are made in light of surrounding
circumstances and necessarily involve both quantitative and qualitative con-
siderations.

1.104 In accordance with paragraph .27 of AU section 312 (AICPA, Profes-
sional Standards, vol. 1), the auditor should determine a materiality level for
the financial statements taken as a whole when establishing the overall audit
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strategy for the audit. The auditor often may apply a percentage to a chosen
benchmark as a step in determining materiality for the financial statements
taken as a whole.

Considerations for Audits Performed in Accordance with PCAOB Stan-
dards

In accordance with PCAOB standards, paragraph .03 of AU section
312, Audit Risk and Materiality in Conducting an Audit (AICPA,
PCAOB Standards and Related Rules, Interim Standards), states that
when performing an integrated audit, refer to paragraph 20 of Audit-
ing Standard No. 5 regarding additional materiality considerations.

Tolerable Misstatement'®

1.105 The initial determination of materiality is made for the financial
statement taken as a whole. However, the auditor should allow for the possibil-
ity that some misstatements of lesser amounts than the materiality levels could,
in the aggregate, result in a material misstatement of the financial statements.
To do so, the auditor should determine one or more levels of tolerable misstate-
ment. Paragraph .34 of AU section 312 (AICPA, Professional Standards, vol. 1)
defines tolerable misstatement (or tolerable error) as the maximum error in a
population (for example, the class of transactions or account balance) that the
auditor is willing to accept. Such levels of tolerable misstatement are normally
lower than the materiality levels.

Qualitative Aspects of Materiality

1.106 As indicated previously, judgments about materiality include both
quantitative and qualitative information. As a result of the interaction of
quantitative and qualitative considerations in materiality judgments, misstate-
ments of relatively small amounts that come to the auditor's attention could
have a material effect on the financial statements. For example, an illegal pay-
ment of an otherwise immaterial amount could be material if there is a reason-
able possibility that it could lead to a material contingent liability or a material
loss of revenue.

1.107 Qualitative considerations also influence the auditor in reaching
a conclusion about whether misstatements are material. Paragraph .60 of AU
section 312 (AICPA, Professional Standards, vol. 1) provides qualitative factors
that the auditor may consider relevant in determining whether misstatements
are material.

Use of Assertions in Obtaining Audit Evidence

1.108 Paragraphs .14—.19 of AU section 326, Audit Evidence (AICPA, Pro-
fessional Standards, vol. 1), discuss the use of assertions in obtaining audit
evidence. In representing that the financial statements are fairly presented in
accordance with GAAP, management implicitly or explicitly makes assertions
regarding the recognition, measurement, and disclosure of information in the
financial statements and related disclosures. Assertions used by the auditor
fall into the following categories.

19 SEC SAB No. 108 Topic 1.N, Considering the Effects of Prior Year Misstatements when
Quantifying Misstatements in Current Year Financial Statements, provides interpretive guidance
on how the effects of the carryover or reversal of prior year misstatements should be consid-
ered in quantifying a current year misstatement. For additional information, see the issuance at
www.sec.gov/interps/account/sab108.pdf.
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Categories of Assertions

Description of Assertions

Classes of
Transactions and  Account Balances
Events During the at the Presentation and
Period End of the Period Disclosure

Occurrence/  Transactions and  Assets, liabilities, Disclosed events

Existence events that have  and equity and transactions
been recorded interests exist. have occurred.
have occurred and
pertain to the
entity.

Rights and — The entity holds or Disclosed events

Obligations controls the rights and transactions

to assets, and pertain to the
liabilities are the  entity.
obligations of the

entity.

Completeness All transactions All assets, All disclosures
and events that liabilities, and that should have
should have been  equity interests been included in
recorded have that should have  the financial
been recorded. been recorded have statements have

been recorded. been included.

Accuracy/ Amounts and Assets, liabilities, Financial and

Valuation other data relating and equity other information

and Allocation to recorded interests are is disclosed fairly
transactions and  included in the and at
events have been  financial appropriate
recorded statements at amounts.
appropriately. appropriate

amounts, and any
resulting valuation

Cut-off

Classification
and Under-
standability
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adjustments are
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appropriately.
Transactions and — —
events have been
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period.
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information in
disclosures is
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1.109 The auditor should use relevant assertions for classes of transac-
tions, account balances, and presentation and disclosures in sufficient detail to
form a basis for the assessment of risks of material misstatement and the design
and performance of further audit procedures. The auditor should use relevant
assertions in assessing risks by considering the different types of potential mis-
statements that may occur, and then designing further audit procedures that
are responsive to the assessed risks.

Understanding the Entity, lts Environment, and lts Internal Control

1.110 AU section 314, Understanding the Entity and Its Environment and
Assessing the Risks of Material Misstatement (AICPA, Professional Standards,
vol. 1), establishes requirements and provides guidance about implementing
the second standard of field work as follows:

The auditor must obtain a sufficient understanding of the entity and
its environment, including its internal control, to assess the risks of
material misstatement of the financial statements whether due to er-
ror or fraud, and to design the nature, timing, and extent of further
audit procedures.

1.111 Obtaining an understanding of the entity and its environment, in-
cluding its internal control, is a continuous, dynamic process of gathering, up-
dating, and analyzing information throughout the audit. Throughout this pro-
cess, the auditor should also follow the guidance in AU section 316 (AICPA,
Professional Standards, vol. 1). See paragraphs 1.164—.166 for additional guid-
ance pertaining to AU section 316 (AICPA, Professional Standards, vol. 1).

Risk Assessment Procedures

1.112 As described in AU section 326, audit procedures performed to ob-
tain an understanding of the entity and its environment, including its internal
control, to assess the risks of material misstatement at the financial statement
and relevant assertion levels are referred to as risk assessment procedures.
Paragraph .21 of AU section 326 states that the auditor must perform risk as-
sessment procedures to provide a satisfactory basis for the assessment of risks
at the financial statement and relevant assertion levels. Risk assessment pro-
cedures by themselves do not provide sufficient appropriate audit evidence on
which to base the audit opinion and must be supplemented by further audit
procedures in the form of tests of controls, when relevant or necessary, and
substantive procedures.

1.113 In accordance with paragraph .06 of AU section 314, the auditor
should perform the following risk assessment procedures to obtain an under-
standing of the entity and its environment, including its internal control:

® Inquiries of management and others within the entity
®  Analytical procedures
®  (Observation and inspection

See paragraphs .06—.13 of AU section 314 for additional guidance on risk as-
sessment procedures.

Discussion Among the Audit Team

1.114 In obtaining an understanding of the entity and its environment,
including its internal control, AU section 314 states that there should be
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discussion among the audit team. In accordance with paragraph .14 of AU
section 314, the members of the audit team, including the auditor with final
responsibility for the audit, should discuss the susceptibility of the entity's fi-
nancial statements to material misstatements. This discussion could be held
concurrently with the discussion among the audit team that is specified by AU
section 316 (AICPA, Professional Standards, vol. 1) to discuss the susceptibility
of the entity's financial statements to fraud.

Understanding of the Entity and Its Environment

1.115 Asdiscussed previously, AU section 314 states that the auditor must
obtain an understanding of the entity and its environment, including its inter-
nal control. In accordance with paragraph .04 of AU section 314, the auditor
should use professional judgment to determine the extent of the understanding
required of the entity and its environment, including its internal control. The
auditor's primary consideration is whether the understanding that has been
obtained is sufficient to assess risks of material misstatement of the financial
statements and to design and perform further audit procedures (tests of con-
trols and substantive tests).

1.116 The auditor's understanding of the entity and its environment con-
sists of an understanding of the following aspects:
a. Industry, regulatory, and other external factors
b. Nature of the entity

c. Objectives and strategies and the related business risks that may
result in a material misstatement of the financial statements

d. Measurement and review of the entity's financial performance

e. Internal control, which includes the selection and application of
accounting policies (see the following section for further discussion)

Refer to appendixes A—B of AU section 314 for examples of matters that the
auditor may consider when obtaining an understanding of the entity and its
environment relating to categories (a)—(e) in the preceding list.

1.117 With regard to assertions about revenue, the auditor may consider
obtaining information relating to the following matters:

® The kinds of products and services sold

®  Whether seasonal or cyclical variations in revenue may be ex-
pected

® The marketing and sales policies customary for the entity and the
industry

® Policies regarding pricing, sales returns, discounts, extension of
credit, and normal delivery and payment terms

®  Who, particularly in the marketing and sales functions, is involved
with processes affecting revenues including order entry, extension
of credit, and shipping

®  Whether there are compensation arrangements that depend on
the entity's recording of revenue, for example, whether the sales
force is paid commissions based on sales invoiced or sales collected,
and the frequency with which sales commissions are paid, might
have an effect on the recording of sales at the end of a period
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1.118 An understanding of the classes and categories of the entity's
customers—whether there are sales to distributors or value-added resellers
or to related parties—is important. For example, if sales to distributors are
material, it is important to understand whether concessions have been made
in the form of return product rights or other arrangements in the distribution
agreements the entity has entered into. For example, distribution agreements
in the high-technology industry might include such terms as price protection,
rights of return for specified periods, rights of return for obsolete product, and
cancellation clauses, such that the real substance of the agreement is that it
results in consignment inventory.

1.119 Other factors that may be relevant to the auditor's understanding in-
clude whether the entity assists distributors in placing product with end users,
and how the entity manages, tracks, and controls its inventory that is held by
distributors. For example, the entity may take physical inventories of product
held by distributors or receive periodic inventory reports from distributors that
are reconciled to the entity's records.

1.120 The auditor may consider the accounting principles that are appro-
priate for the entity's sales transactions, including special industry practices.
In considering the appropriateness of recognizing revenue on sales to distrib-
utors, for example, the auditor may consider that a sale is not final until the
customer accepts the product and the risks and rewards of ownership have been
transferred to the buyer.

1.121 Auditors may find procedures such as those subsequently described
to be useful in obtaining knowledge about an entity's sales transactions.

Inquiry

1.122 Inquiry of management is an effective auditing procedure in obtain-
ing knowledge of the entity and its internal controls. In situations involving
unusual or complex revenue transactions, the auditor may consider making
inquiries of representatives of the entity's sales, marketing, customer service
and returns departments, and other entity personnel familiar with the transac-
tions to gain an understanding of the nature of the transactions and any special
terms that may be associated with them. Inquiries of legal staff also may be ap-
propriate when sales contracts have nonstandard, unusual, or complex terms.
Inquiry alone is not a sufficient auditing procedure, but information obtained
from discussions with management and entity personnel may help the auditor
identify matters that need to be corroborated with evidence obtained from other
procedures, including confirmation from independent sources outside the entity.

Reading and Understanding Contracts

1.123 Reading and understanding the terms of sales contracts will help
the auditor obtain an understanding of what the customer expects and what
the entity is committed to provide. In addition, reading the contents of the
entity's sales contract (and sales correspondence) files may provide evidence of
side agreements.

Understanding of Internal Control Over Revenue Recognition

1.124 The COSO report broadly defines internal control as a process,
affected by an entity's board of directors, management, and other personnel,

35
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designed to provide reasonable assurance regarding the achievement of objec-
tives including reliable financial reporting. (See the section titled "Responsibil-
ity for Reliable Reporting.")

1.125 Paragraph .40 of AU section 314 states that the auditor should ob-
tain an understanding of the five components of internal control sufficient to
assess the risks of material misstatement of the financial statements whether
due to error or fraud, and to design the nature, timing, and extent of further
audit procedures. The auditor should obtain a sufficient understanding by per-
forming risk assessment procedures to

a. evaluate the design of controls relevant to an audit of financial
statements.

b. determine whether they have been implemented.
1.126 The auditor should use such knowledge to

® identify types of potential misstatements.

® consider factors that affect the risks of material misstatement.

® design tests of controls, when applicable, and substantive proce-
dures.

1.127 Obtaining an understanding of controls should be distinguished
from testing the operating effectiveness of controls. The objective of obtaining
an understanding of controls is to evaluate the design of controls and determine
whether they have been implemented for the purpose of assessing the risks of
material misstatement. In contrast, the objective of testing the operating effec-
tiveness of controls is to determine whether the controls, as designed, prevent
or detect a material misstatement.

1.128 Internal control consists of five interrelated components:
. The control environment

. Risk assessment

. Information and communication systems

QLU o o R

. Control activities
e. Monitoring

Refer to paragraphs .40-.101 of AU section 314 for a detailed discussion of the
internal control components.

1.129 The auditor should obtain an understanding of internal control over
revenue transactions, which may include the entity's policies and procedures for
receiving and accepting orders, extending credit, shipping goods, relieving in-
ventory, billing and recording sales transactions, receiving and recording sales
returns, and authorizing and issuing credit memos. The understanding would
include whether the entity has procedures for determining the proper cutoff
of sales at the end of the accounting period. It also is important for the audi-
tor to have an understanding of the computer applications and key documents
(for example, purchase orders, shipping reports, bills of lading, invoices, credit
memos) used during the processing of revenue transactions.

1.130 Paragraph .55 of AU section 314 states that the auditor should per-
form risk assessment procedures to obtain an understanding of internal control.
Procedures to obtain audit evidence about the design and implementation of
relevant controls may include inquiring of entity personnel, observing the ap-
plication of specific controls, inspecting documents and reports, and tracing
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transactions through the information system relevant to financial reporting.
Inquiry alone is not sufficient to evaluate the design of a control relevant to
an audit and to determine whether it has been implemented. For example, the
auditor might obtain knowledge of the design and operation of internal controls
over the extension of credit to customers by performing procedures such as the
following:

® Inquire of the credit manager and other credit department per-
sonnel about the entity's documented policies for approving sales
orders before a shipping or production order is generated, includ-
ing how

— new customers' creditworthiness is determined.

— standing customers' credit limits are established and re-
viewed.

— exceptions are handled if orders outside predetermined
limits are received.

— management monitors the functioning of controls over
the extension of credit.

® Inspect the documents that are used in various steps of the credit
authorization process.

®  Observe how the authorization of orders is executed by credit de-
partment personnel.

1.131 The auditor's understanding of internal control may include such
information as how the entity monitors its sales contracts. Relevant aspects of
this include the entity's policy about management or other personnel who are
authorized to approve nonstandard contract clauses; whether those personnel
understand the accounting implications of changes to contractual clauses; and
whether the entity enforces its policies regarding negotiation and approval of
sales contracts and investigates exceptions. A lack of documented policies may
give rise to a lack of compliance or inconsistent compliance with stated policies.

1.132 A sufficient understanding of the entity's application of accounting
principles, given the nature of its sales transactions, is important. The audi-
tor should obtain an understanding of the entity's financial reporting process
to prepare the financial statements, including disclosures. This understanding
ordinarily will include how the entity develops significant estimates, such as
reserves for sales returns and allowances for doubtful accounts. It also ordi-
narily will include considering the entity's procedures for accounting for and
disclosing related-party transactions. (See the discussion about related parties
in the section "Transactions With Related Parties," which follows.)

Assessing the Risks of Material Misstatement

1.133 Paragraph .102 of AU section 314 states that the auditor should
identify and assess the risks of material misstatement at the financial state-
ment level and at the relevant assertion level related to classes of transactions,
account balances, and disclosures. For this purpose, the auditor should

a. identify risks throughout the process of obtaining an understand-
ing of the entity and its environment, including relevant controls
that relate to the risks, and considering the classes of transactions,
account balances, and disclosures in the financial statements.
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b. relate the identified risks to what can go wrong at the relevant
assertion level.

c. consider whether the risks are of a magnitude that could result in
a material misstatement of the financial statements.

d. consider the likelihood that the risks could result in a material
misstatement of the financial statements.

1.134 The auditor should use information gathered by performing risk
assessment procedures, including the audit evidence obtained in evaluating
the design of controls and determining whether they have been implemented,
as audit evidence to support the risk assessment. The auditor should use the
assessment of the risks of material misstatement at the relevant assertion
level as the basis to determine the nature, timing, and extent of further audit
procedures to be performed.

Identification of Significant Risks

1.135 As part of the assessment of the risks of material misstatement,
the auditor should determine which of the risks identified are, in the auditor's
judgment, risks that require special audit consideration (such risks are defined
as significant risks). One or more significant risks normally arise on most au-
dits. In exercising this judgment, the auditor should consider inherent risk to
determine whether the nature of the risk, the likely magnitude of the potential
misstatement including the possibility that the risk may give rise to multiple
misstatements, and the likelihood of the risk occurring are such that they re-
quire special audit consideration. Refer to paragraphs .45 and .53 of AU section
318, Performing Audit Procedures in Response to Assessed Risks and Evaluat-
ing the Audit Evidence Obtained (AICPA, Professional Standards, vol. 1), for
requirements and guidance regarding further audit procedures pertaining to
significant risks.

Designing and Performing Further Audit Procedures

1.136 AU section 318 establishes requirements and provides guidance
about implementing the third standard of field work, as follows:

The auditor must obtain sufficient appropriate audit evidence by per-
forming audit procedures to afford a reasonable basis for an opinion
regarding the financial statements under audit.

1.137 Toreduce audit risk to an acceptably low level, the auditor (a) should
determine overall responses to address the assessed risks of material misstate-
ment at the financial statement level and (b) should design and perform fur-
ther audit procedures whose nature, timing, and extent are responsive to the
assessed risks of material misstatement at the relevant assertion level. The
purpose is to provide a clear linkage between the nature, timing, and extent
of the auditor's further audit procedures and the assessed risks. The overall
responses and the nature, timing, and extent of the further audit procedures to
be performed are matters for the professional judgment of the auditor.

Overall Responses

1.138 The auditor's overall responses to address the assessed risks of ma-
terial misstatement at the financial statement level may include emphasizing
to the audit team the need to maintain professional skepticism in gathering
and evaluating audit evidence, assigning more experienced staff or those with

AAG-REV 1.134



Overview: Audit Issues in Revenue Recognition 39

specialized skills or using specialists, providing more supervision, or incorporat-
ing additional elements of unpredictability in the selection of further audit pro-
cedures to be performed. Additionally, the auditor may make general changes
to the nature, timing, or extent of further audit procedures as an overall re-
sponse, for example, performing substantive procedures at period end instead
of at an interim date.

Further Audit Procedures

1.139 Further audit procedures provide important audit evidence to sup-
port an audit opinion. These procedures consist of tests of controls and substan-
tive tests. The nature, timing, and extent of the further audit procedures to be
performed by the auditor should be based on the auditor's assessment of risks of
material misstatement at the relevant assertion level. In some cases, an audi-
tor may determine that performing only substantive procedures is appropriate.
However, the auditor often will determine that a combined audit approach using
both tests of the operating effectiveness of controls and substantive procedures
is an effective audit approach. Regardless of the audit approach selected, the
auditor should design and perform substantive procedures for all relevant as-
sertions related to each material class of transactions, account balance, and
disclosure.

1.140 The auditor should perform tests of controls when the auditor's risk
assessment includes an expectation of the operating effectiveness of controls or
when substantive procedures alone do not provide sufficient appropriate audit
evidence at the relevant assertion level.

Considerations for Audits Performed in Accordance with PCAOB Stan-
dards

Paragraph .97 of AU section 319, Consideration of Internal Control in
a Financial Statement Audit (AICPA, PCAOB Standards and Related
Rules, Interim Standards), states that when performing an integrated
audit of financial statements and internal control over financial re-
porting, refer to paragraph 54 of PCAOB Auditing Standard No. 5 for
discussion on the extent of tests of controls.

Also, refer to paragraphs B10-B16 of appendix B, "Special Topics," in
Auditing Standard No. 5 for guidance about tests to be performed when
an entity has multiple locations or business units, the use of service
organizations, and benchmarking of automated controls.

1.141 The greater the risk of material misstatement, the less detection risk
that can be accepted and, consequently, the greater the extent of substantive
procedures. For example, if the auditor discovers that the entity's approval
process for nonstandard sales contracts is ineffective, he or she may decide to
confirm contract terms with major customers. If the auditor determines that a
control has been intentionally overridden, AU section 316 (AICPA, Professional
Standards, vol. 1), discussed in the following paragraphs, provides guidance on
how the audit may be affected.

1.142 The auditor's substantive procedures should include the following
audit procedures related to the financial statement reporting process to address
the risk of management override of controls:

® Examining journal entries and other adjustments for evidence of
possible material misstatement due to fraud
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® Reviewing accounting estimates for biases that could result in
material misstatement due to fraud

® [Evaluating the business rationale for significant unusual trans-
actions

The nature and extent of the auditor's examination of journal entries and other
adjustments depend on the nature and complexity of the entity's financial re-
porting system and the associated risks of material misstatement.

Cutoff Tests, Vouching, and Other Substantive Tests of Details

1.143 Substantive procedures include tests of details and substantive an-
alytical procedures. The auditor may determine that tests of details or sub-
stantive analytical procedures alone may be sufficient to reduce the planned
level of detection risk to an acceptably low level, or that a combination of both is
more responsive to the assessed risk. The auditor may perform tests of details of
transactions to determine whether transactions have been properly recorded in
accordance with the entity's stated accounting policies. Such tests may include
cutoff tests and vouching.

Revenue Cutoff Tests

1.144 If sales transactions involve the shipment of a product, revenue
cutoff tests are used to test the revenue recognition process by determining
whether goods have been shipped (assuming terms are FOB shipping point)
to the customer and whether the related revenues have been recorded in the
same accounting period as shipment occurred. Revenue cutoff tests often are
performed in connection with inventory cutoff tests. The scope of cutoff tests
may be influenced by the following:

® Large quantities of merchandise awaiting shipment being noted
during the year-end inventory observation

® Significant in-transit inventory at year end, significant change
from the prior year, or both

® An unusual increase in sales in the last few days of the audit
period followed by an unusual decrease in the first few days after
the audit period

Numerous shipping locations
Products with a relatively large per unit value

Situations in which revenue is recognized before shipment or pas-
sage of title

1.145 An example of a cutoff test is to examine invoices and shipping
documents for several days before and after the end of the accounting period
and to trace such documents to the receivables and revenue records for the
appropriate period. Compare the date of the invoices to the date of the related
shipping documents. The date of billing is not necessarily the time when the
revenue should be recognized—it is merely an indication of when the goods
were billed. Compare quantities invoiced to quantities shipped and verify that
shipment was made to the customer's site. To review the records properly, use
the entity's mechanism for establishing control over the recording of shipments
and billing of goods, for example, prenumbered shipping reports and prenum-
bered invoices, for each shipping point. In addition, refer to paragraph 1.160
for additional testing considerations as they relate to inventory cutoff.
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Vouching

1.146 Vouching transactions is an effective and efficient procedure relat-
ing to occurrence or accuracy and completeness assertions when controls are
weak. The objective is to determine whether recorded transactions actually
occurred (are supported by valid source documents or records) and were accu-
rately recorded. An example of vouching transactions is to select a sample of
sales invoices from the revenue journal for a period before and a period after
the balance sheet date and test for the propriety of revenue recognition with
reference to the contractual terms with the customer and relevant legal and
accounting regulations. Trace all information (for example, customer's name,
product description, quantities, prices, terms, and shipping date) to shipping
documents and approved sales order or other customer authorization. Trace
prices charged to price lists or job quotations. Check extensions and foot in-
voices or billings for clerical accuracy. Trace invoiced amounts to the subsidiary
accounts receivable ledger.

Other Substantive Tests of Details

1.147 Other tests of details might include, depending on the assessment
of the risks of material misstatements, the following:

® Examine inventory reports or other correspondence from distrib-
utors and reconcile this information with the entity's records

®  Vouch all large or unusual sales made at quarter end and year end
to original source documents

® Perform a detailed review of the entity's quarter-end or year-end
adjusting entries and investigate any that appear unusual as to
nature or amount

®  Scan the general ledger, accounts receivable subledger, and sales
journal for unusual activity

®  Check the clerical accuracy of the revenue journal or similar record
and trace the postings of the totals to the appropriate account in
the general ledger

®  (Check the reconciliation of revenue journals during the audit pe-
riod to the general ledger control account or check the postings
to the general ledger control account from sources other than the
revenue journal for unusual or unexpected activity

® Analyze and review deferred revenue accounts at end of the period
for propriety of deferral

® Analyze and review credit memos and other accounts receivable
adjustments for the period subsequent to the balance sheet date

®  Scan the general ledger or subsidiary ledgers, as appropriate, for
a period subsequent to year end for reversals of sales or large sales
returns

® Review significant year-end contracts for unusual pricing, billing,
delivery, return, exchange, or acceptance clauses. Perform post
year-end specific review for contract revisions or cancellations and
for refunds or credits issued
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Confirmations

1.148 AU section 330, The Confirmation Process (AICPA, Professional
Standards, vol. 1), establishes requirements and provides guidance to audi-
tors about obtaining evidence from third parties about financial statement as-
sertions made by management. AU section 326 states that in general, it is
presumed that "audit evidence is more reliable when it is obtained from knowl-
edgeable independent sources outside the entity."

1.149 Paragraph .35 of AU section 330 states that an auditor who has
not requested confirmations in the examination of accounts receivable should
document how he or she overcame this presumption.

1.150 Interpretation No. 1, "Use of Electronic Confirmations," of AU sec-
tion 330 (AICPA, Professional Standards, vol. 1, AU sec. 9330 par. .01-.08) clar-
ifies, among other matters, that the use of an electronic confirmation process is
not precluded by AU section 330. Although no confirmation process with a third
party is without some risk of interception or alteration, including the risk that
the confirmation respondent will not be the intended respondent, paragraph .05
of Interpretation No. 1 states that confirmations obtained electronically can be
considered to be reliable audit evidence if the auditor is satisfied that (a) the
electronic confirmation process is secure and properly controlled, (b) the infor-
mation obtained is a direct communication in response to a request, and (c¢)
the information is obtained from a third party who is the intended respondent.
The interpretation also provides guidance to assist the auditor in assessing the
confirmation process.

1.151 Paragraph .25 of AU section 330 also states the following:

The auditor's understanding of the entity's arrangements and transac-
tions with third parties is key to determining the information to be con-
firmed. The auditor should obtain an understanding of the substance
of such arrangements and transactions to determine the appropriate
information to include on the confirmation request. The auditor should
consider requesting confirmation of the terms of unusual agreements
or transactions, such as bill and hold sales, in addition to the amounts.
The auditor also should consider whether there may be oral modifica-
tions to agreements, such as unusual payment terms or liberal rights
of return. When the auditor believes there is a moderate or high de-
gree of risk that there may be significant oral modifications, he or she
should inquire about the existence and details of any such modifica-
tions to written agreements. One method of doing so is to confirm both
the terms of the agreements and whether any oral modifications exist.

1.152 As previously discussed, the confirmation of contract terms is sug-
gested in AU section 316 (AICPA, Professional Standards, vol. 1) in response
to the auditor's assessment of the risks of material misstatements arising from
fraudulent financial reporting and in AU section 334, Related Parties (AICPA,
Professional Standards, vol. 1), to determine the purpose, nature, and extent of
transactions with related parties and their effect on the financial statements.

1.153 In addition, in some entities, the nature of the business is such that
the majority of revenues are made up of complex transactions evidenced by
individual contracts. Entities in which the majority of sales are made pursuant
to standard terms also may enter into such contracts for amounts that may
be material to recorded revenue. Auditors may consider reading the terms of
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contracts because they may significantly affect the accounting treatment for
the transaction. In situations in which the auditor requests confirmation of
contract terms, he or she may consider confirming with the customer all the
significant contract terms, including information about payment terms, right-
of-return privileges, acceptance criteria, termination arrangements, or bill and
hold transactions. The auditor may consider the need to confirm with the cus-
tomer whether there are significant unfulfilled vendor obligations or the exis-
tence of any oral or written agreements, particularly with regard to return or
termination arrangements, that may alter the terms of the contract. In some
circumstances, auditors might also consider contacting major customers orally
in addition to written confirmations to determine whether the responses to
confirmation requests received appropriate attention from personnel who are
knowledgeable about the contract.

Evaluating Accounting Estimates Relevant to Revenue Recognition

1.154 The auditor is responsible for evaluating the reasonableness of ac-
counting estimates made by management in the context of the financial state-
ments taken as a whole. Evaluation of estimates is always an area of auditing
concern because the measurement of estimates is inherently uncertain and
depends on the outcome of future events. Paragraph .10 of AU section 342, Au-
diting Accounting Estimates (AICPA, Professional Standards, vol. 1), states the
following:

In evaluating reasonableness, the auditor should obtain an under-
standing of how management developed the estimate. Based on that
understanding, the auditor should use one or a combination of the
following approaches:

a. Review and test the process used by management to de-
velop the estimate.

b. Develop an independent expectation of the estimate to cor-
roborate the reasonableness of management's estimate.

c¢. Review subsequent events or transactions occurring prior
to the date of the auditor's report.

Considerations for Audits Performed in Accordance with PCAOB Stan-
dards

Paragraph .10 of AU section 342, Auditing Accounting Estimates
(AICPA, PCAOB Standards and Related Rules, Interim Standards),
states that when performing an integrated audit of financial state-
ments and internal control over financial reporting, the auditor may
use any of the three approaches in the preceding list. However, the
work that the auditor performs as part of the audit of internal con-
trol over financial reporting should necessarily inform the auditor's
decisions about the approach he or she takes to auditing an estimate
because, as part of the audit of internal control over financial report-
ing, the auditor would be required to obtain an understanding of the
process management used to develop the estimate and to test controls
over all relevant assertions related to the estimate.

1.155 Some estimates that are significant to management's assertions
about revenue include sales returns, the allowance for doubtful accounts, re-
bates and incentive programs, and revenues from contracts accounted for by
the percentage-of-completion method of accounting.

AAG-REV 1.155



44

Auditing Revenue in Certain Industries

1.156 Auditors often use historical data to evaluate the reasonableness of
such estimates as reserves for sales returns. Historical data may indicate en-
tity practices to take back inventory even when no contractual right of return
exists. Analysis of the aging of accounts receivables that reflects a "building
up" of receivables may indicate contingent sales or concessions to customers
regarding the return of goods. Auditors also might consider reviewing sales to
major customers, particularly to distributors, to detect excess purchases (chan-
nel stuffing) that may be at greater risk of return in the subsequent period. An
entity's ability to make reasonable estimates of sales returns may be impaired
if the entity does not have sufficient visibility into what is going on in the sales
channel. Reliance on solely historical averages may be insufficient, especially
if the environment is somewhat volatile.

1.157 Estimating reserves for sales returns is particularly difficult when
a new product has been introduced for which there are no historical data. Pro-
cedures that the auditor may consider include the following:

® Read trade magazines and analysts' reports to gain an under-
standing of the acceptance of the product in the marketplace

® Analyze activity subsequent to year end when actual product re-
turns may have occurred

®  Consider the susceptibility of the product to technological change
and how thoroughly tested it was prior to release

®  Analyze historical returns for similar product lines

1.158 The ability to make reasonable estimates of future returns is one
of the conditions that must be met for recognition of revenue at the time of
sale in accordance with FASB ASC 605-15. (See the section of this chapter
titled "Summary of Selected Accounting Literature on Revenue Recognition.")
Ifreasonable estimates cannot be made, revenue recognition should be deferred.

1.159 In addition to analyzing historical data and the accounts receiv-
able aging reports, auditors may consider testing the entity's estimate of the
collectibility of receivables by procedures such as the following:

®  Obtain publicly available information on major customers to de-
termine their ability to honor outstanding obligations to the entity

® Investigate unusual credit limits or nonstandard payment terms
granted to customers

® Test subsequent collections of receivables

1.160 Revenue recognition for contracts accounted for by the percentage-
of-completion method is dependent on estimates of contract revenues, contract
costs, and the extent of progress toward completion. Meaningful measurement
of the extent of progress toward completion is essential because this factor is
used in determining the amounts of estimated contract revenue and estimated
gross profit that will be recognized as earned in any given period. All of the
factors that affect total estimated revenue, including the basic contract price,
contract options, change orders, claims, and contract provisions for penalties
and incentive payments, ordinarily should be reevaluated throughout the life
of a contract. Although costs incurred to date may be verifiable, estimated costs
to complete also are subject to continual refinement as work progresses. Au-
ditors should obtain a sufficient understanding of the contract to evaluate the
reasonableness of management's assumptions regarding the estimates. Man-
agement also may rely on engineers or architects to make significant estimates.
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In that case, AU section 336 provides requirements and guidance to an auditor
who uses the work of a specialist. The auditor should evaluate the relationship
of the specialist to the entity, including circumstances that might impair the
specialist's objectivity. If the auditor believes the specialist's objectivity might
be impaired, the auditor should perform additional procedures with respect to
some or all of the specialist's findings to determine that the findings are not
unreasonable or should engage another specialist for that purpose.

Observation of Inventory

1.161 In cases in which inventory is observed at the end of a reporting
period, auditors frequently obtain information pertaining to the final shipments
of goods made during the period. This information later is compared to the
entity's sales records to determine whether a proper cutoff of sales occurred.
Additional procedures include inspecting the shipping areas at the observation
site and making inquiries about whether goods in the shipping area will be
included in inventory. If they are not to be included in inventory, the auditor
may need to obtain information about the nature of the goods and the quantities
and make additional inquiries of management. Auditors also might inspect the
site to determine whether any other inventory has been segregated and inquire
of management whether the entity's shipping policy is consistent with prior
periods and, if not, why.

1.162 Ifentities have numerous shipping locations, auditors may consider
observing inventory counts at all locations on the same day. Alternatively, audi-
tors may consider observing inventory counts at certain locations on an unan-
nounced basis to detect whether inventories are being shipped from one entity
location to another and recorded as sales.

1.163 In situations in which potential obsolescence or technology issues
may pose special problems, the auditor may consider whether the staff who have
been assigned to observe the inventory have the appropriate experience and
training and whether the extent of supervision is appropriate for the assessed
level of risk.

Evaluating Misstatements

1.164 Based on the results of substantive procedures, the auditor may
identify misstatements in accounts or notes to the financial statements. Para-
graph .42 of AU section 312 (AICPA, Professional Standards, vol. 1) states that
auditors must accumulate all known and likely misstatements identified during
the audit, other than those that the auditor believes are trivial, and commu-
nicate them to the appropriate level of management. AU section 312 (AICPA,
Professional Standards, vol. 1) further states that auditors must consider the
effects, both individually and in the aggregate, of misstatements (known and
likely) that are not corrected by the entity. This consideration includes, among
other things, the effect of misstatements related to prior periods.

Considerations for Audits Performed in Accordance with PCAOB Stan-
dards

Paragraph .12 of AU section 312 (AICPA, PCAOB Standards and Re-
lated Rules, Interim Standards) states that when performing an inte-
grated audit of financial statements and internal control over financial
reporting, refer to paragraphs 9 and 20 of PCAOB Auditing Standard
No. 5 regarding planning considerations and materiality, respectively.
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1.165 For detailed guidance on evaluating audit findings and audit evi-
dence, refer to AU section 312 (AICPA, Professional Standards, vol. 1) and AU
section 326, respectively. In addition, see footnote 19 to the "Tolerable Misstate-
ment" heading in this chapter for further information on SAB No. 108, Topic
1.N, Considering the Effects of Prior Year Misstatements when Quantifying Mis-
statements in Current Year Financial Statements.

Consideration of Fraud in a Financial Statement Audit

1.166 As stated in the section titled "Risk Factors Relating to Misstate-
ments Arising from Fraudulent Financial Reporting," AU section 316 (AICPA,
Professional Standards, vol. 1) is the primary source of authoritative require-
ments and guidance about an auditor's responsibilities concerning the consid-
eration of fraud in a financial statement audit. AU section 316 (AICPA, Pro-
fessional Standards, vol. 1) establishes requirements and provides guidance to
auditors in fulfilling their responsibility to plan and perform the audit to obtain
reasonable assurance about whether the financial statements are free of ma-
terial misstatement, whether caused by error or fraud, as stated in paragraph
.02 of AU section 110.

Considerations for Audits Performed in Accordance with PCAOB Stan-
dards

Paragraph .01 of AU section 316 (AICPA, PCAOB Standards and Re-
lated Rules, Interim Standards) states that when performing an inte-
grated audit of financial statements and internal control over finan-
cial reporting, refer to paragraphs 14-15 of PCAOB Auditing Standard
No. 5 regarding fraud considerations, in addition to the fraud consid-
erations set forth in AU section 316 (AICPA, PCAOB Standards and
Related Rules, Interim Standards).

The Importance of Exercising Professional Skepticism

1.167 Because of the characteristics of fraud, the auditor's exercise of pro-
fessional skepticism is important when considering the risks of material mis-
statement due to fraud. Professional skepticism is an attitude that includes
a questioning mind and a critical assessment of audit evidence. The auditor
should conduct the engagement with a mindset that recognizes the possibil-
ity that a material misstatement due to fraud could be present, regardless
of any past experience with the entity and regardless of the auditor's belief
about management's honesty and integrity. Furthermore, professional skepti-
cism requires an ongoing questioning of whether the information and evidence
obtained suggests that a material misstatement due to fraud has occurred.

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

1.168 Members of the audit team should discuss the potential for material
misstatement due to fraud in accordance with the requirements of paragraphs
.14—-.18 of AU section 316 (AICPA, Professional Standards, vol. 1). The discus-
sion among the audit team members about the susceptibility of the entity's

20 The brainstorming session to discuss the entity's susceptibility to material misstatements
due to fraud could be held concurrently with the brainstorming session required under AU section
314, Understanding the Entity and Its Environment and Assessing the Risks of Material Misstate-
ment (AICPA, Professional Standards, vol. 1), to discuss the potential of the risks of material mis-
statement.
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financial statements to material misstatement due to fraud should include a
consideration of the known external and internal factors affecting the entity
that might (a) create incentives or pressures, or both, for management and oth-
ers to commit fraud, (b) provide the opportunity for fraud to be perpetrated, and
(c) indicate a culture or environment that enables management to rationalize
committing fraud. Communication among the audit team members about the
risks of material misstatement due to fraud also should continue throughout
the audit.

Accounting Principles and Policies

1.169 The auditor may decide to further consider management's selection
and application of significant accounting policies, particularly those related to
revenue recognition. The auditor may have a greater concern about whether
the accounting principles selected and policies adopted are being applied in
an inappropriate manner to create a material misstatement of the financial
statements.

Controls

1.170 Even if specific risks of material misstatement due to fraud are not
identified by the auditor, there is a possibility that management override of
controls could occur, and accordingly, the auditor should address that risk (see
paragraph .57 of AU section 316 [AICPA, Professional Standards, vol. 1]) apart
from any conclusions regarding the existence of more specifically identifiable
risks. Specifically, the procedures described in paragraphs .58-.67 of AU sec-
tion 316 (AICPA, Professional Standards, vol. 1) should be performed to further
address the risk of management override of controls. These procedures include
(a) examining journal entries and other adjustments (especially contract cost
accounting adjustments) for evidence of possible material misstatement due to
fraud, (b) reviewing accounting estimates for biases that could result in mate-
rial misstatement due to fraud, and (c) evaluating the business rationale for
and contract allowability of significant unusual transactions.

1.171 Paragraph .54 of AU section 316 (AICPA, Professional Standards,
vol. 1) gives the following example of a specific response to the auditor's assess-
ment of the risk of material misstatement arising from fraudulent financial
reporting of revenue:

If there is a risk of material misstatement due to fraud that may in-
volve or result in improper revenue recognition, it may be appropriate
to confirm with customers certain relevant contract terms and the ab-
sence of side agreements—inasmuch as the appropriate accounting
is often influenced by such terms or agreements. For example, accep-
tance criteria, delivery and payment terms and the absence of future
or continuing vendor obligations, the right to return the product, guar-
anteed resale amounts, and cancellation or refund provisions often are
relevant in such circumstances. [Footnote omitted.]

1.172 Paragraphs .51-.53 of AU section 316 (AICPA, Professional Stan-
dards, vol. 1) note that the nature, timing, and extent of audit procedures may
need to be modified in response to the auditor's assessment of the risk of mate-
rial misstatement due to fraud. It includes specific examples of responses that
are included in the discussion of various auditing procedures throughout this
section.
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Transactions With Related Parties

1.173 AU section 334 establishes requirements and provides guidance on
procedures to obtain audit evidence on related-party relationships and trans-
actions that must be disclosed in accordance with FASB ASC 850-10. (See the
section of this chapter titled "Summary of Selected Accounting Literature on
Revenue Recognition.") Paragraph .02 of AU section 334 states that "the au-
ditor should be aware that the substance of a particular transaction could be
significantly different from its form and that financial statements should rec-
ognize the substance of particular transactions rather than merely their legal
form."?! In the absence of evidence to the contrary, transactions with related
parties should not be assumed to be outside the ordinary course of business.
The auditor should, however, be aware of the possibility that transactions with
related parties may have been motivated by such conditions as an urgent desire
for a continued favorable earnings record in the hope of supporting the price of
the entity's stock, or significant obsolescence dangers because the entity is in a
high-technology industry.

1.174 Paragraph .08 of AU section 334 describes examples of procedures
for identifying material transactions with parties known to be related and for
identifying material transactions that may indicate the existence of previously
undetermined relationships. Among the procedures are the following:

® Review proxy and other material filed with the SEC and compara-
ble data filed with other regulatory agencies for information about
material transactions with related parties

® Review conflict-of-interests statements obtained by the entity
from its management

® Review the extent and nature of business transacted with ma-
jor customers, suppliers, borrowers, and lenders for indications of
previously undisclosed relationships

® Review accounting records for large, unusual, or nonrecurring
transactions or balances, paying particular attention to transac-
tions recognized at or near the end of the reporting period

1.175 AU section 334 states that the auditor should place emphasis on
testing material transactions with parties he or she knows are related to the
reporting entity. It states that procedures should be directed toward obtaining
and evaluating sufficient appropriate audit evidence and should extend beyond
inquiry of management. The following are among the procedures that should
be considered to obtain satisfaction concerning the purpose, nature, and extent
of related-party transactions and their possible effect on revenue recognition:

® Obtain an understanding of the business purpose of the transac-
tion.

® Examine invoices, executed copies of agreements, contracts, and
other pertinent documents, such as receiving reports and shipping
documents.

21 Some FASB guidance specifies criteria for determining, presenting, and accounting for the
substance of certain transactions and events. Examples include (a) presenting consolidated financial
statements instead of separate statements of the component legal entities (FASB ASC 810, Consoli-
dation); (b) capitalizing leases (FASB ASC 840, Leases); and (c) imputing an appropriate interest rate
when the face amount of a note does not reasonably represent the present value of the consideration
given or received in exchange for it (FASB ASC 835).
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® Determine whether the transaction has been approved by the
board of directors or other appropriate officials.

®  Confirm the transaction amount and terms, including guarantees
and other significant data, with the other party or parties to the
transaction.

® Refer to financial publications, trade journals, credit agencies, and
other information sources when there is reason to believe that
unfamiliar customers, suppliers, or other business entities with
which material amounts of business have been transacted may
lack substance.

® With respect to material uncollected balances, guarantees, and
other obligations, obtain information about the financial capabil-
ity of the other party or parties to the transaction. Such informa-
tion may be obtained from audited or unaudited financial state-
ments, tax returns, reports issued by regulatory agencies or taxing
authorities, financial publications, or credit agencies.

1.176 The auditor should consider whether he or she has obtained suffi-
cient appropriate audit evidence to understand the relationship of the parties
and the effects of related-party transactions on the financial statements.

Analytical Procedures

1.177 AU section 329, Analytical Procedures (AICPA, Professional Stan-
dards, vol. 1), states that the use of analytical procedures in the planning and
review phases of the audit is required. Analytical procedures also may be used
as substantive tests, although AU section 329 notes that they may not be as
effective or efficient as tests of details in providing the desired level of assur-
ance for some assertions. In accordance with paragraph .06 of AU section 314,
analytical procedures are also performed as risk assessment procedures to ob-
tain an understanding of the entity and its environment, including its internal
control. AU section 339, Audit Documentation (AICPA, Professional Standards,
vol. 1), establishes standards, provides guidance on audit documentation, and
provides further guidance in this area, including, among other things, the doc-
umentation requirement regarding substantive analytical procedures.

Considerations for Audits Performed in Accordance with PCAOB Stan-
dards

PCAOB Auditing Standard No. 3, Audit Documentation (AICPA,
PCAOB Standards and Related Rules, Auditing Standards), estab-
lished general requirements for documentation the auditor should pre-
pare and retain in connection with engagements conducted pursuant
to PCAOB standards.

1.178 Analytical procedures involve the comparisons of recorded amounts,
or ratios developed from the recorded amounts, to expectations developed by the
auditor. The auditor's expectations may be developed from a variety of sources
including the financial information for comparable prior periods, anticipated
(budgetary) results, and information regarding the industry in which the entity
operates and its normal business practices with regard to sales and distribu-
tion. For analytical procedures to be effective, the expectation should be precise
enough to provide the desired level of assurance that differences that may be
potential material misstatements, individually or when aggregated with other
misstatements, would be identified for the auditor to investigate.
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1.179 An objective of applying analytical procedures in the planning phase
of the audit is to identify areas that may represent specific risks relevant to the
audit, such as the existence of unusual transactions and events, and amounts,
ratios, and trends that might indicate matters that have financial statement
and audit planning ramifications. The following analytical procedures are par-
ticularly useful in identifying unusual fluctuations in the revenue cycle that
warrant additional consideration. Depending on the presence of risk factors
and other judgments made during audit planning, the auditor may wish to
perform one or more of the following procedures:

® Compare monthly and quarterly sales by location and by product
line with sales of the preceding comparable periods and for com-
parable periods in prior years. Consider whether the results are
consistent with other known information, such as expanding or
declining markets, changes in sales price mix, and new or discon-
tinued product lines. Comparison of weekly and daily sales may
be appropriate for certain periods such as the last month or week
of the year.

®  Analyze the ratio of sales in the last month or week to total sales
for the quarter or year.

® (Compare revenues recorded daily for periods shortly before and
after the end of the audit period for unusual fluctuations such as
an increase just before and a decrease just after the end of the
period.

®  Compare gross profit ratio, overall and by product line, to previous
years and to budget and consider in the context of industry trends.

® Compare details of units shipped with revenues and production
records and consider whether revenues are reasonable compared
to levels of production and average sales price.

® Compare the number of weeks of inventory in distribution chan-
nels with prior periods for unusual increases that may indicate
channel stuffing.

® Compare percentages and trends of sales into the distributor chan-
nel with industry and competitors' sales trends, if known.

® (Compare revenue deductions, such as discounts and returns and
allowances, as a percentage of revenues with budgeted and prior
period percentages for reasonableness in light of other revenue
information and trends in the business and industry.

® (Compare sales credits for returns subsequent to year end with
monthly sales credits during the period under audit to determine
whether there are unusual increases that may indicate contingent
sales or special concessions to customers.

®  Analyze the ratio of returns and allowances to sales.

® Compare the aging of accounts receivable in the current and prior
periods for buildup of accounts receivable.

® Compare monthly cash receipts for the period under audit to cash
receipts subsequent to year end to determine whether receipts
subsequent to year end are unusually low compared to the collec-
tion history during the months under audit.

AAG-REV 1.179



Overview: Audit Issues in Revenue Recognition 51

1.180 AU section 329 states that the auditor should evaluate significant
unexpected differences that are identified by analytical procedures. Manage-
ment responses ordinarily should be corroborated with other audit evidence. In
situations in which an explanation for the difference cannot be obtained, the au-
ditor should obtain sufficient evidence about the assertion by performing other
audit procedures to determine whether the difference is a likely misstatement.
This may be particularly appropriate in investigating individually significant
revenue transactions.

1.181 When designing substantive analytical procedures, the auditor also
might evaluate the risk of management override of controls. As part of this pro-
cess, the auditor may evaluate whether such an override might have allowed
adjustments outside of the normal period-end financial reporting process to
have been made to the financial statements. Such adjustments might have
resulted in artificial changes to the financial statement relationships being
analyzed, causing the auditor to draw erroneous conclusions. For this reason,
substantive analytical procedures alone are not well suited to detecting fraud.
In addition, before using results obtained from substantive analytical proce-
dures, the auditor should either test the design and operating effectiveness of
controls over financial information used in the substantive analytical proce-
dures or perform other procedures to support the completeness and accuracy
of the underlying information.

1.182 For significant risks of material misstatement, it is unlikely that
audit evidence obtained from substantive analytical procedures alone will be
sufficient.

Management Representations

1.183 AU section 333, Management Representations (AICPA, Professional
Standards, vol. 1), states that the auditor should obtain written representa-
tions from management as a part of an audit of financial statements performed
in accordance with GAAS or PCAOB standards. Paragraph .09 of AU section
333 (AICPA, Professional Standards, vol. 1) states that the representations
should be made as of the date of the auditors report. Such representations are
part of the audit evidence the independent auditor obtains, but they are not a
substitute for the application of those auditing procedures necessary to afford
a reasonable basis for an opinion. Written representations from management
complement other auditing procedures.

Considerations for Audits Performed in Accordance with PCAOB Stan-
dards

Paragraph .05 of AU section 333, Management Representations
(AICPA, PCAOB Standards and Related Rules, Interim Standards),
states that when performing an integrated audit of financial state-
ments and internal control over financial reporting, refer to para-
graphs 75-77 of PCAOB Auditing Standard No. 5 for additional re-
quired written representations to be obtained from management.

1.184 AU section 333 (AICPA, Professional Standards, vol. 1) establishes
requirements and provides guidance on the matters to which specific repre-
sentations should relate, including the financial statements; completeness of
information; recognition, measurement and disclosure; subsequent events; and
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audit adjustments. Examples of such representations that are relevant to rev-
enue recognition include representations that

® there has been no fraud that could have a material effect on the
financial statements.

® related-party transactions, including sales and amounts receiv-
able from related parties, have been properly recorded and dis-
closed.

® 3]l financial records and related data have been made available.

® ignificant estimates and material concentrations that are re-
quired to be disclosed in accordance with FASB ASC 275-10 have
been disclosed.

® the effects of any uncorrected financial statement misstatements
aggregated by the auditor during the current engagement and
pertaining to the latest period presented are immaterial, both in-
dividually and in the aggregate, to the financial statements taken
as a whole. (A summary of such items would ordinarily be included
in or attached to the letter.)

1.185 The representation letter ordinarily should be tailored to include
additional appropriate representations from management relating to matters
specific to the entity's business or industry. The auditor may consider it useful to
obtain written representations concerning specific revenue recognition issues,
such as the terms and conditions of unusual or complex sales agreements. Such
representations may include confirmation that there are no contingencies that
affect the obligation of customers to pay for merchandise purchased and may
also include confirmation regarding the existence of side agreements.

1.186 Auditors may consider whether there is a need to obtain written
representations from individuals below the executive level, such as sales per-
sonnel.

Adequacy of Disclosure

1.187 AU section 431, Adequacy of Disclosure in Financial Statements
(AICPA, Professional Standards, vol. 1), states that the auditor should express
a qualified or an adverse opinion if management omits from the financial state-
ments, including the accompanying notes, information that is required by U.S.
GAAP. The auditor should also provide the information in his or her report,
if practicable, unless its omission from the auditor's report is recognized as
appropriate by a specific Statement on Auditing Standards.

1.188 The auditor should review the financial statements to determine
whether disclosures are adequate with regard to revenue recognition policies,
information about major customers or significant concentrations of credit risk,
related-party transactions, and the effect of significant revisions to estimates
in percentage-of-completion contracts.

Evaluation of Audit Evidence

1.189 In accordance with paragraph .74 of AU section 318, the auditor
should conclude whether sufficient appropriate audit evidence has been ob-
tained to reduce to an appropriately low level the risk of material misstate-
ment in the financial statements. In developing an opinion, the auditor should
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consider all relevant audit evidence, regardless of whether it appears to corrob-
orate or to contradict the relevant assertions in the financial statements.

1.190 The sufficiency and appropriateness of audit evidence to support
the auditor's conclusions throughout the audit are a matter of professional
judgment. Refer to paragraph .75 of AU section 318 for a list of factors that may
influence the auditor's judgment as to what constitutes sufficient appropriate
audit evidence.

1.191 Ifthe auditor has not obtained sufficient appropriate audit evidence
as to a material financial statement assertion, the auditor should attempt to
obtain further audit evidence. If the auditor is unable to obtain sufficient ap-
propriate audit evidence, the auditor should express a qualified opinion or a
disclaimer of opinion.

1.192 Paragraphs .68-.78 of AU section 316 (AICPA, Professional Stan-
dards, vol. 1) provide requirements and guidance for evaluating audit evi-
dence. The auditor should evaluate whether analytical procedures that were
performed as substantive tests or in the overall review stage of the audit in-
dicate a previously unrecognized risk of material misstatement due to fraud.
The auditor also should consider whether responses to inquiries throughout the
audit about analytical relationships have been vague or implausible, or have
produced evidence that is inconsistent with other audit evidence accumulated
during the audit.
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Chapter 2

Auditing Revenue Transactions in the
Computer Software Industry’

Overview of the Computer Software Industry

2.01 Entities that participate in the computer software industry typically
are engaged in various aspects of the design, development, customization, dis-
tribution, licensing, implementation, and support of computer software prod-
ucts. As discussed in more detail in this chapter, the industry is characterized
by intense competition among industry players and rapid technological inno-
vation.

2.02 Auditors of computer software vendors may consider obtaining an
understanding of the entity's software products, services, and distribution pro-
cesses, as well as the terms and conditions of sales arrangements. Such an
understanding will enhance the auditor's ability to plan and perform auditing
procedures for software revenue transactions. In addition, the auditor should
be knowledgeable of U.S. generally accepted accounting principles (GAAP) ap-
plicable to software revenue recognition.

2.03 This chapter provides guidance on auditing software revenue trans-
actions that fall within the scope of Financial Accounting Standards Board
(FASB) Accounting Standards Codification (ASC) 985, Software. It applies to
all entities that earn such revenue, whether or not the entities regard them-
selves as software vendors. It does not apply, however, to revenue earned from
the sale of products or services containing software that is incidental to the
products or services as a whole.

Types of Revenue Transactions

2.04 Software vendors generally do not sell or transfer title of their prod-
ucts to their customers; rather, they earn revenues from licensing fees. Fees
can relate to products or, as is frequently the case, the licensing of products
together with related services, as discussed in the following paragraphs:

®  Products. Some software vendors are involved in the retail licens-
ing of "shrink-wrapped" software products to end users. Those
users typically receive no maintenance or other services with the
exception of telephone or Internet support, sometimes for a lim-
ited period of time. Shrink-wrapped software products frequently
are marketed through distribution channels, such as distributors
and resellers. Software also may be delivered electronically, with
the customer taking possession of the product via download or
by receiving access codes that allow immediate possession of the
software on the customer's hardware.

®  Products and services. Many software vendors are engaged in

providing more comprehensive software "solutions" to their cus-
tomers. In that capacity, software vendors license their software

1 See chapter 1, "Overview: Audit Issues in Revenue Recognition," of this guide for a related
discussion of the matters presented in this chapter.
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products together with postcontract customer support (PCS); up-
grades or enhancements;? or such services as installation, train-
ing, or consultation. Revenue transactions that involve both prod-
ucts and services typically are evidenced by a license agreement
that describes the terms and conditions of the arrangement.

2.05 The complexity of certain software products has led software cus-
tomers to demand more services from software vendors, including, for example,
consulting, systems integration, and ongoing support. Accordingly, as software
vendors meet these customer needs, their revenue mix will shift toward an in-
creased percentage of service revenues. As described in paragraphs 2.17—.24,
the bundling of software products with additional software products, upgrades
or enhancements, PCS, or other services in an arrangement with a customer
creates what is referred to as a multiple-element arrangement, which can sig-
nificantly complicate the revenue recognition process.

2.06 Barter® and other nonmonetary exchanges also may occur in the in-
dustry. For example, a software vendor may accept shares of its customer's stock
as payment for its products, services, or both. Also, a software vendor may ac-
cept a customer's products, services, or both, in exchange for its own. Therefore,
careful evaluation is important when transactions involve consideration other
than cash or there is a back-to-back transaction. This may not be apparent if
checks are exchanged.

Competitive Environment

2.07 The software industry is intensely competitive, and industry partic-
ipants use a variety of pricing mechanisms and other product offerings to gain
market share and increase their installed customer base. Techniques used to
generate revenues may include the following:

The licensing of "suites" of interrelated products

® Upgrades or enhancements

® F'ree installation, maintenance, or both

® Fees based on the number of units distributed or the expected
number of users

°

Site licensing arrangements
® Time-based licenses
Software hosting arrangements

2 The terms upgrades and enhancements are used interchangeably to describe improvements to
software products that are intended to extend the life or improve significantly the marketability of the
original product. As described in paragraphs 2.20 and 2.24, upgrades or enhancements are accounted
for differently depending on whether they are deemed to be unspecified or specified.

3 For additional guidance on exchange transactions, refer to Financial Accounting Standards
Board (FASB) Accounting Standards Codification (ASC) 605-20 as well as FASB ASC 985-845-25.
FASB ASC 985-845-25 includes information from the Technical Practice Aids Technical Questions
and Answers (TIS) section 5100.46, "Nonmonetary Exchanges of Software (Part I)," and TIS section
5100.47, "Nonmonetary Exchanges of Software (Part I1)" (AICPA, Technical Practice Aids). TIS section
5100, Revenue Recognition (AICPA, Technical Practice Aids), was the only TIS section that FASB
codified and therefore made authoritative. FASB issued transition provisions for the software revenue
recognition TISs that moved to authoritative literature with the issuance of FASB ASC. Nonissuers
are required (issuers should have already been applying the TISs) to apply prospectively for new
transactions for fiscal years beginning on or after December 15, 2009, and interim periods within
those years. See FASB ASC 105-10-65-1 for further information.
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2.08 The competition for market share among software vendors gives cus-
tomers significant leverage and buying power. This buying power, together with
no cost or low cost of reproducing the software, creates an incentive for software
vendors to cut prices, provide liberal sales terms, or grant concessions (changes
to the original terms of the arrangement), to maintain an existing or obtain a
new customer relationship. Common sales terms or concessions that may affect
revenue recognition in the software industry include the following:

® [Extended payment terms

® Rightstoreceive future products or services free or at a substantial
discount

Extension of the contractual license term

Cancellation privileges

Rights of return, or rights to refunds without return of the software
Acceptance clauses

Rebates

Issuance of equity or other equity instruments to customers

Accommodations to resellers and distributors, such as
— price protection agreements*
— guaranteed margin agreements
— reseller stock balancing arrangements

— consignment sales
® Participation in financing arrangements for its customers

2.09 In addition to competing for customers, software vendors also com-
pete for technically skilled employees. Computer software is a knowledge-based
product, and companies need to attract and retain highly skilled personnel to
remain competitive. In many geographic areas, the demand for qualified man-
agerial, research and development, technical, and marketing personnel exceeds
availability. As a result, software vendors have been, and likely will continue
to be, required to increase compensation and incentives to continue to recruit
and retain the required personnel. Frequently, compensation is linked either
directly or indirectly (for example, in the form of entity stock or stock options)
to revenue growth.

2.10 Rapid innovation and substantial technological change also charac-
terize the industry. New industry players and products continually emerge, and
software vendors are under constant pressure to enhance the capabilities and
quality of their products and services. Vendors whose products become tech-
nologically inferior become vulnerable to customer demands for price or other
concessions.

2.11 A software vendor's customers frequently look at their purchase of the
vendor's product as part of a longer-term relationship. This is particularly true
when the software provides a complex, enterprise-wide type of solution versus
a shrink-wrap solution that runs on a personal computer. With the enterprise-
wide solution, the customer may look to the vendor to keep its software current,

4 A price-protection agreement clause requires the software vendor to rebate or credit a portion
of the original fee if the vendor subsequently reduces its price for a product and the reseller still has
rights with respect to that product.
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for example, to operate on new platforms, or may count on the vendor to contin-
uously add more features and functionality to the purchased software. In these
situations, the customer may place significant value on the vendor's ongoing
maintenance program, which could be a significant factor in the customer's de-
cision to purchase the vendor's software instead of that of a competitor. As a
result, customers that purchase enterprise-wide applications are interested in
information about the features and functionality of a software vendor's next re-
lease. Depending on whether and how this information is communicated, there
may be a question about whether the customer is entitled to a specified upgrade
right.

2.12 For publicly traded software vendors, the market price of the entity's
stock has important strategic implications. As previously described, software
vendors frequently use entity stock and stock options to compensate employees.
The more valued the stock and options, the easier it will be for the entity to
recruit and retain needed employees. Additionally, software vendors may ac-
quire other entities as a means to capture market share or to expand the depth
and breadth of products and services. The entity's common stock frequently is
used to make acquisitions, so an increasing stock price will greatly enhance an
entity's ability to pursue these growth strategies.

2.13 Auditors may consider that stock market valuations for software
vendors are subject to significant volatility and are dependent on growth in
revenues and earnings. Accordingly, the ability to record revenue in a partic-
ular reporting period can have a significant effect on an entity's stock price.
As described in paragraph 2.41, a motivation to achieve unduly aggressive or
clearly unrealistic targets for revenue growth creates a risk factor relating to
misstatements arising from fraudulent financial reporting.

2.14 The pressure to meet quarterly or annual earnings expectations cre-
ates a strong incentive for entities to complete transactions by the end of the
reporting period. Even entities that are not yet public but are positioning them-
selves for a public offering may have an incentive to demonstrate a history of
recent revenue growth. Customers can take advantage of this desire to meet
revenue expectations by forcing software vendors to lower prices or provide
more liberal sales terms in contracts negotiated near the end of a reporting pe-
riod. For these reasons, it is common for software vendors to have a significant
number of sales near the end of a reporting period. As described in paragraph
2.36, significant transactions near the end of a reporting period generally lead
to increased risks of material misstatement.

Summary of Significant Accountir}’g Guidance Relevant
to Software Revenue Recognition

Software Revenue Recognition*

2.15 FASB ASC 985-605 provides the primary guidance on accounting
for software revenue recognition. Consistent with the guidance in FASB ASC

5 This discussion provides an overview of the significant accounting guidance relevant to soft-
ware revenue recognition and is intended merely to provide background information for the auditing
guidance that follows. Readers who implement accounting standards related to software revenue
recognition should refer to FASB ASC 985-605 as appropriate.

* In October 2009, FASB issued Accounting Standards Update (ASU) No. 2009-14, Software
(Topic 985): Certain Revenue Arrangements That Include Software Elements—a consensus of the FASB

(continued)
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985-605-25-3, revenue should be recognized when all of the following criteria

are met:

Persuasive evidence of an arrangement exists. With the exception
of the packaged software sector of the industry, most software ven-
dors rely on written contracts to document the arrangement with
their customers. The contract should be fully executed by both par-
ties. Vendors that normally do not rely on contracts should have
other evidence, for example, purchase orders or online authoriza-
tions, to document transactions.

Delivery has occurred. With certain exceptions,® delivery is con-
sidered to have occurred upon the transfer of the product master
or the first copy, as applicable (with the ability to retrieve an elec-
tronic download, fewer vendors are physically shipping disks). The
delivery of an element is considered not to have occurred if there
are undelivered elements that are essential to the functionality
of the delivered element, because the customer would not have
the full use of the delivered element. After delivery, if uncertainty
exists about customer acceptance of the software, license revenue
should not be recognized until acceptance occurs. It is not uncom-
mon for software vendors to include acceptance clauses in their
arrangements with their customers.

Additionally, the Securities and Exchange Commission (SEC) Cod-
ification of Staff Accounting Bulletins Topic 13, Revenue Recogni-
tion, provides guidance on revenue recognition that applies to the
financial statements of SEC registrants. As noted in Topic 13, with
respect to tangible products, title transfer should occur to satisfy
the delivery criterion. Because title to products does not trans-
fer before delivery to the customer in a free on board destination
shipment, revenue should not be recognized until delivery to the
designated location has occurred. Unless otherwise provided by
authoritative literature, the SEC staff applies this same analysis

(footnote continued)

Emerging Issues Task Force, to significantly improve the accounting and reporting of transactions
involving revenue arrangements that contain tangible products and software to more closely reflect
the underlying economics of transactions. The amendments in FASB ASU No. 2009-14

1. change the accounting model for revenue arrangements that include both tangible products
and software elements.

2. require that hardware components of a tangible product containing software components
always be excluded from the software revenue guidance.

3. provide additional guidance on

a. how to determine which software, if any, relating to the tangible product also would
be excluded from the scope of the software revenue guidance.

b. how a vendor should allocate arrangement consideration to deliverables in an
arrangement that includes both tangible products and software.

c. how to allocate arrangement consideration when an arrangement includes deliver-
ables both included and excluded from the scope of the software revenue recognition
guidance.

FASB ASU No. 2009-14 should be applied prospectively for revenue arrangements entered into or
materially modified in fiscal years beginning on or after June 15, 2010. Early adoption is permitted.
If a vendor elects early adoption and the period of adoption is not the beginning of a vendor's fiscal
year, the vendor is required to apply this ASU retrospectively from the beginning of its fiscal year.
A vendor may also elect, but is not required, to adopt this ASU retrospectively to prior periods, with
certain exceptions. See FASB ASC 985-605-65-1 for specific disclosure requirements related to early
application and adoption year disclosure requirements.

6 See FASB ASC 985-605-25-18 for exceptions.
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to intellectual property physically delivered on a tangible medium,
such as a compact disc, as it does to the delivery of tangible prop-
erty.

Also, Topic 13 A.3(d) states that "if a licensed product or technology
is physically delivered to the customer, but the license term has
not yet begun, revenue should not be recognized prior to inception
of the license term."”

The software vendors fee is fixed or determinable. Paragraphs 30—
40 of FASB ASC 985-605-25 provide detailed guidance on deter-
mining whether a software vendor's fee is fixed or determinable.
Sales terms that may indicate the vendor's fee is not fixed or de-
terminable include

— extended payment terms. Any extended payment terms in
a software licensing arrangement may indicate that the
fee is not fixed or determinable. Moreover, if a substantial
portion of the fee is not due within one year of delivery
or expiration of the license term, it is presumed that the
vendor's fee is not fixed or determinable. However, this
presumption may be overcome by evidence that the ven-
dor has a standard business practice of using long-term
or installment contracts and a history of successfully col-
lecting under the original payment terms without mak-
ing concessions. In such a situation, a vendor shall con-
sider such fees fixed or determinable and shall recognize
revenue upon delivery of the software, provided all other
conditions for revenue recognition in this subtopic have
been satisfied.

— cancellation privileges. Fees from licenses that are can-
celable by customers are neither fixed nor determinable
until the cancellation privileges lapse.

Collectibility is probable. The term probable means that collection
of the fee is likely to occur.® No portion of the fee meets the crite-
rion of collectibility if the portion of the fee allocable to delivered
elements is subject to forfeiture, refund, or other concessions if
any of the undelivered elements are not delivered. To meet this
requirement, management must intend not to provide refunds or
concessions that are not required under the provisions of the ar-
rangement.

2.16 Software developers, including providers of shrink-wrapped software,
often distribute their products through resellers. FASB ASC 985-605-25-36 pro-
vides a list of factors to consider in evaluating whether the fixed or determinable
fee and collectibility criteria for revenue recognition are met. In general, these
factors include

indications that payment from the reseller is substantially con-
tingent on the reseller's success in distributing individual units of
the product.

7 See paragraphs 101-104 of FASB ASC 985-605-55 for additional information on the effect of
commencement of an initial license term.

8 FASB ASC 985-605 uses the term probable as that term is defined in FASB ASC 450, Contin-

gencies.
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® financial conditions that indicate the reseller is unable to make
fixed or determinable payments until it collects cash from its cus-
tomers.

® inability to reasonably estimate future returns, as described in
paragraphs 2.30—.33 of this chapter.

® price protection agreements in which the vendor is unable to rea-
sonably estimate future price changes or if significant uncertain-
ties exist about the vendor's ability to maintain its price.

2.17 As described in paragraph 2.05, it is becoming increasingly common
for software vendors to bundle their products with additional software prod-
ucts, upgrades or enhancements, PCS, or other services. FASB ASC 985-605-25
refers to these arrangements as multiple-element arrangements and includes
guidance on how to allocate fees to each element of the arrangement. The por-
tion of the fee allocated to an element should be recognized as revenue when all
the revenue recognition criteria specified in FASB ASC 985-605-25 have been
met related to that element.

2.18 FASB ASC 985-605-25 requires the use of vendor-specific objective
evidence (VSOE) of fair value® when allocating the fee to various elements in
a multiple-element arrangement. FASB ASC 985-605-25-6 limits VSOE of fair
value to

® the price charged when the same element is sold separately.

® if the element is not yet being sold separately, the price for each
element established by management having the relevant author-
ity; it must be probable that the price, once established, will not
change before the separate introduction of the element into the
marketplace.

When sufficient VSOE does not exist, all revenue from the arrangement should
be deferred until the earlier of the point at which (a) such VSOE does exist,!°
or (b) all elements of the arrangement have been delivered. Certain excep-
tions to this rule are discussed in FASB ASC 985-605-25-10. In addition, FASB
ASC 985-605-25-10 requires the use of the residual method in situations where
VSOE exists for all undelivered elements but does not exist for one or more of
the delivered elements. Under the residual method, the VSOE of fair value of
the undelivered elements is deferred, and the difference (residual) between the
total fee and the amount deferred for the undelivered elements is recognized
as revenue related to the delivered elements.

2.19 As noted in paragraph 2.05, many software vendors derive an in-
creasing percentage of their revenues from providing services. FASB ASC 985
provides separate accounting guidance for PCS services and services other than
PCS-related services.

9 FASB ASC 820, Fair Value Measurements and Disclosures, does not apply to accounting guid-
ance that permits measurements that are based on, or otherwise use, vendor-specific evidence of fair
value. Throughout this guide, reference is made to vendor specific evidence of fair value. Readers
should refer to the applicable guidance to determine whether FASB ASC 820 should be applied to a
specific measurement.

10 See paragraphs 93-95 of FASB ASC 985-605-55 for further information on subsequent events
related to vendor-specific objective evidence.
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2.20 PCS includes those activities undertaken after the product has been
released to correct errors'! or keep the product updated with current infor-
mation. Typical PCS arrangements include telephone support and unspecified
product upgrades or enhancements developed by the vendor during the period
in which the PCS is provided. In some instances, a software vendor may have an
implied PCS arrangement with its customers, even in the absence of a written
contract acknowledging the PCS arrangement. For example, an implied PCS
arrangement may occur when the vendor has a historical pattern of regularly
providing all customers or certain kinds of customers with the services or un-
specified product upgrades or enhancements normally associated with PCS, or
if the vendor provides free upgrades or enhancements through a Web site.

2.21 Per FASB ASC 985-605-25-67, the fair value of PCS in a multiple-
element arrangement should be determined by reference to the price the cus-
tomer would pay for PCS when it is sold separately, that is, the renewal rate.!?
Because PCS services are presumed to be provided ratably, the portion of the
fee allocated to PCS generally should be recognized ratably over the contractual
or expected period of service.

2.22 Per FASB ASC 985-605-25-76, service elements other than PCS-
related services include training, installation, or consulting. Consulting ser-
vices often include implementation support, software design or development, or
the customization or modification of the licensed software. FASB ASC 985-605-
25-78 states that separate accounting for a service element of an arrangement
to deliver software and services applies only if sufficient VSOE exists to permit
allocation of the revenue to the various elements of the arrangement, and both
of the following criteria are met:

® The services are not essential to the functionality of any other
element of the transaction.

® The services are described in the contract such that the total price
of the arrangement would be expected to vary as the result of
inclusion or exclusion of the services.

2.23 Ifthe service elements other than PCS-related services meet the cri-
teria for separate accounting, revenue allocated to the service elements should
be recognized as the services are performed. If the nature of the services is
such that the service elements other than PCS-related services do not qualify
for separate accounting as a service, the software vendor would be required to
account for both the software and service elements of the arrangement using
long-term contract accounting as described in FASB ASC 605, Revenue Recogni-
tion. Contract accounting also is required whenever an arrangement between a
software vendor and its customer requires significant production, modification,
or customization of software.

2.24 As noted in paragraph 2.20, the PCS element of an arrangement
may include the right to receive unspecified upgrades or enhancements on a
when-and-if-available basis. A multiple-element arrangement also may include
a contractual or implied upgrade right for a specified upgrade or enhancement.
Once an upgrade right is specified, it must be treated as a separate element

11 See paragraphs 76-78 of FASB ASC 985-605-55 for information on bug fixes provided to cus-
tomers that choose not to obtain postcontract customer support.

12 See paragraphs 53-55 of FASB ASC 985-605-55 for further information regarding postcontract
customer support during the deployment phase.
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even if the customer is entitled to receive it under PCS. Because the software
vendor may not sell the upgrade separately, the vendor may not have VSOE
of fair value for the upgrade. Thus, the entire sale might be deferred until the
upgrade is delivered. This is very typical when a software entity announces a
product release before a period end but the software is not generally available
until after the reporting period.

Barter and Other Nonmonetary Transactions

2.25 As noted in paragraph 2.06, software vendors sometimes enter into
barter transactions or nonmonetary exchanges.'®* FASB ASC 845, Nonmonetary
Transactions, provides guidance on the accounting for nonmonetary exchanges.
Generally, a nonmonetary transaction that has commercial substance results
in the recognition of gain or loss, measured based on the fair value of the assets
surrendered to the extent that the fair value can be reasonably determined. If
the fair value of the assets surrendered is not clearly evident, then the fair value
of the asset received should be used to measure the gain or loss. A transaction
that does not have commercial substance is based on the recorded amount of
the asset relinquished. FASB ASC 985-845 also provides more specific guidance
on the measurement of exchanges of software technology or products.

Accounting for Price Protection Agreements

2.26 A price protection clause requires the software manufacturer to re-
bate or credit a portion of the sales price if the manufacturer subsequently
reduces its price for a product and the distributors and resellers are entitled
to the benefits of the price concession for past sales or for software in inven-
tory. A software vendor ordinarily should provide appropriate allowances at
the date of revenue recognition for price concessions; however, revenue should
not be recognized until reasonable and reliable estimates of the effects of price
concessions can be made.

Accounting for Collaborative Arrangements

2.27 Software vendors sometimes enter into arrangements with other en-
tities to jointly research and develop intellectual property or products. Often,
the arrangement will call for the sponsoring software vendor to provide ex-
pertise, administration, manufacturing or other services and no separate legal
entity is created for the joint operating activity. When two or more sponsors of
the joint operating activity are active participants in the activity and are ex-
posed to significant risks and rewards that depend on the commercial success
of the activity, it is called a collaborative arrangement.

2.28 "Pending Content" in FASB ASC 808-10-45-1 states that it is not
appropriate for an entity to apply the equity method of accounting to a col-
laborative arrangement. Rather, the sponsor should report the costs incurred
and revenues generated from the collaborative arrangement's transactions with
third parties (that is, parties that do not participate in the arrangement) based
on whether the sponsor's role in the transaction is that of a principal (gross
basis) or an agent (net basis).'*

13 See FASB ASC 985-845-25.

14 See FASB ASC 605-45 for additional guidance regarding reporting revenue gross as a principal
versus net as an agent.
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2.29 To account for payments between the collaborative arrangement's
sponsors, the sponsor should look first to any specific accounting literature
that addresses the payments' income statement classification. Otherwise, such
payments should be accounted for using an analogy to authoritative account-
ing literature or using an accounting policy that is reasonable, rational and
consistently applied.

Sales Returns

2.30 It is common for software vendors to provide their customers with
rights of return. FASB ASC 605-15-25 specifies how an entity should account
for sales of its products in which the buyer has a right to return the product.
FASB ASC 605-15-25-1 provides a list of conditions, all of which must be met
to recognize revenue from the transaction at the time of sale. One of these
conditions is that the amount of future returns can be reasonably estimated.

2.31 FASB 605-15-25-3 lists factors that may impair the ability to make
a reasonable estimate of product returns and concludes by stating that "other
factors may preclude a reasonable estimate" of product returns. In Topic 13
A.4(b) SEC staff list the following factors that may preclude an SEC registrant
from making reasonable and reliable estimates of product returns:

®  Significant increases in or excess levels of inventory in a distribu-
tion channel (sometimes referred to as channel stuffing)

® Lack of visibility into or the inability to determine or observe the
levels of inventory in a distribution channel and the current level
of sales to end users

® [Expected introductions of new products that may result in the
technological obsolescence of and larger than expected returns of
current products

® The significance of a particular distributor to the registrant's (or
a reporting segment's) business, sales, and marketing

® The newness of a product

® The introduction of competitors' products with superior technol-
ogy or greater expected market acceptance, and other factors that
affect market demand and changing trends in that demand for the
registrant's products

2.32 In considering the application of FASB ASC 605-15 to a new entity or
an entity entering a new line of business, the SEC staff believes the focus should
be on the substantive factors that may affect the registrant's ability to make
reasonable estimates of product returns. For example, entities may adopt new
business models that involve significant changes to the way similar products
have traditionally been supplied, such as the use of new distribution channels,
the elimination of distributors or resellers, or the supply of a broader selection
of products. Such factors may impair an entity's ability to make a reasonable
estimate of returns.

2.33 In circumstances where a registrant concludes that it cannot reason-
ably estimate the actual return rate due to a product's limited history, the SEC
staff also believes that deferring revenue based on an estimate of the maximum
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possible returns, and recognizing revenue for the portion of the sales that ex-
ceeds the maximum estimated return rate, is inconsistent with FASB ASC
605-15.1°

Obtaining an Understanding of Software
Revenue Transactions

2.34 As discussed in more detail in chapter 1, "Overview: Audit Issues
in Revenue Recognition," AU section 314, Understanding the Entity and Its
Environment and Assessing the Risks of Material Misstatement (AICPA, Pro-
fessional Standards, vol. 1), states that the auditor must obtain a sufficient
understanding of the entity and its environment, including its internal control.
In accordance with paragraph .04 of AU section 314, the auditor should use
professional judgment to determine the extent of the understanding required
of the entity and its environment, including its internal control. The auditor's
primary consideration is whether the understanding that has been obtained
is sufficient (@) to assess risks of material misstatement of the financial state-
ments and (b) to design and perform further audit procedures (tests of controls
and substantive tests). For software revenue transactions, the auditor may con-
sider obtaining information relating to the following:

® The type of software being developed and marketed

® The software vendor's development schedule, which includes de-
tails of features and functionality and estimated release dates

® The vendor's marketing strategy for its products

® The nature of the customer base, for example, whether it includes
resellers, end users, or both

® The types of arrangements the entity typically enters into with its
customers

® The nature and extent of any services provided in arrangements
and the related effect on the recognition of revenue including, for
example, whether contract accounting should be used

® The competitive environment
® How the software vendor's customer uses the software

® The nature of services provided and their impact on the recogni-
tion of the software license revenue

2.35 Software sales transactions may involve complex revenue recogni-
tion issues and may require the assignment of more experienced auditors to
perform the substantive audit procedures applied to revenue recognition and
more extensive supervision. Paragraph .06 of AU section 230, Due Professional
Care in the Performance of Work (AICPA, Professional Standards, vol. 1), states
that auditors should be assigned to tasks and supervised commensurate with
their level of knowledge, skill, and ability so that they can evaluate the audit
evidence they are examining.

15 See the Securities and Exchange Commission (SEC) Codification of Staff Accounting Bulletins
(SABs) Topic 13: Revenue Recognition, question A.4(b).
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Inherent Risk Considerations

2.36 The following inherent risk factors are those that might lead the au-
ditor to assess the risks of misstatement as high for assertions about computer
software revenue recognition:

®  Multiple-element arrangements.'®" As described in paragraphs
2.17-.18, when a software vendor bundles a software product
with services, additional software products, upgrades or enhance-
ments, or PCS, the fee from the arrangement should be allo-
cated to the individual elements. In addition, the accounting for
multiple-element arrangements may involve significant subjec-
tive estimates or other complexities, including

— determining whether product and service, or contract, ac-
counting applies.

— determining whether the undelivered elements are es-
sential to the functionality of any of the delivered ele-
ments.”

®  The potential for side agreements. The vendor and its customers
may enter into side arrangements that are either undocumented

16 SEC SAB Topic 13 directly refers to the use of the following FASB guidance when a multiple
element arrangement exists:

Revenue arrangements with multiple deliverables should be divided into separate units of
accounting if the deliverables in the arrangement meet the criteria in FASB ASC 605-25-
25-5.

Arrangement consideration should be allocated among the separate units of accounting
based on their relative fair values (or as otherwise provided in paragraphs 2-3 of FASB
ASC 605-25-30). The amount allocated to the delivered item(s) is limited as discussed in
FASB ASC 605-25-30-5.

Applicable revenue recognition criteria should be considered separately for separate units
of accounting.

T In October 2009, FASB issued ASU No. 2009-13, Revenue Recognition (Topic 605): Multiple-
Deliverable Revenue Arrangements—a consensus of the FASB Emerging Issues Task Force, to signifi-
cantly improve the accounting and reporting of transactions involving multiple-deliverable arrange-
ments to more closely reflect the underlying economics of transactions. FASB ASU No. 2009-13 amends
FASB ASC 605-25 to

1.

2.
3.

require separating consideration in multiple-deliverable arrangements in more circum-
stances than under existing U.S. GAAP.

establish a selling-price hierarchy for determining the selling price of a deliverable.
replace the term fair value in the revenue allocation guidance with selling price to clarify
that the allocation of revenue is based on entity-specific assumptions rather than assump-
tions of a marketplace participant.

. eliminate the residual method of allocation and require that arrangement consideration

be allocated at the inception of the arrangement to all deliverables using the relative selling
price method.

. require that a vendor determine its best estimate of selling price in a manner that is con-

sistent with that used to determine the price to sell the deliverable on a standalone basis.

. significantly expand the disclosures related to a vendor's multiple-deliverable revenue

arrangements.

FASB ASU No. 2009-13 should be applied on a prospective basis for revenue arrangements entered
into or materially modified in fiscal years beginning on or after June 15, 2010, unless the vendor
elects to adopt the pending content in this ASU on a retroactive basis in accordance with FASB
ASC 605-25-65-1(e). Early application is permitted. See FASB ASC 605-25-65-1 for specific disclosure
requirements related to early application and adoption year disclosure requirements.

7 The auditor should consider whether specialized skills are needed in performing the audit. In
some circumstances, the auditor may decide that such matters require special skill or knowledge. AU
section 311, Planning and Supervision, and AU section 336, Using the Work of a Specialist (AICPA,
Professional Standards, vol. 1), establish requirements and provide guidance to the auditor who uses
the work of a specialist.
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or documented in agreements separate from the main contract.
The potential for side agreements is greater for complex or mate-
rial transactions or when complex relationships exist between the
vendor and its customers. When side agreements exist, there is
a greater risk that accounting personnel will be unaware of such
agreements or will fail to understand all of the terms of the trans-
action, which may result in improper revenue recognition. More-
over, executing the side agreement after period end may indicate
that evidence of the arrangement was not finalized and, thus, did
not exist at the balance sheet date.

Transactions with significant price or other incentives, or conces-
stons. As described in paragraph 2.08, price and other incentives,
or concessions, may affect revenue recognition. When incentives
or concessions exist, there is a risk that accounting personnel will
fail to properly recognize the effect they have on revenue recogni-
tion.

Transactions near the end of the reporting period. As described in
paragraph 2.14, it is common for software vendors to have sig-
nificant amounts of transactions near the end of the reporting
period. These transactions may be characterized by significant
sales incentives and other conditions that affect revenue recog-
nition. There also is an increased risk that all documents neces-
sary to document evidence of an arrangement between the parties
have not been executed fully or that they may be subsequently
amended.

Transactions related to new or evolving technologies. Customers
that license software products related to new or evolving tech-
nologies may demand more liberalized rights to return the prod-
uct, extended periods to accept the product, or other terms. These
terms, whether stated or implied, may affect revenue recog-
nition.

International transactions with customers in higher risk eco-
nomies. Transactions with customers in high-risk economies have
an increased risk that the fee may not be collectible. Probable col-
lection is one of the criteria for revenue recognition. In assessing
the relative risk of the economies in which the software vendor's
customers operate, auditors may consider several conditions, in-
cluding

— the health of the economy.

— the political stability of the country.

— the strength of the country's currency.
Barter transactions and other nonmonetary exchanges. Transac-
tions that do not involve an exchange of monetary consideration

have an increased risk of not being captured by the accounting sys-
tem or of not being accounted for in conformity with U.S. GAAP.

Back-to-back transactions. Arrangements that are entered into
within a short time frame of one another may be part of a sin-
gle negotiated arrangement that should be accounted for as such.
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Fraud Risk Factors

2.37 AU section 316, Consideration of Fraud in a Financial Statement
Audit (AICPA, Professional Standards, vol. 1), is the primary source of author-
itative requirements and guidance about an auditor's responsibilities concern-
ing the consideration of fraud in a financial statement audit. AU section 316
(AICPA, Professional Standards, vol. 1) establishes requirements and provides
guidance to auditors in fulfilling their responsibility to plan and perform the
audit to obtain reasonable assurance about whether the financial statements
are free of material misstatement, whether caused by error or fraud, as stated
in paragraph .02 of AU section 110, Responsibilities and Functions of the Inde-
pendent Auditor (AICPA, Professional Standards, vol. 1).

Considerations for Audits Performed in Accordance with PCAOB Stan-
dards

Paragraph .01 of AU section 316, Consideration of Fraud in a Finan-
cial Statement Audit (AICPA, PCAOB Standards and Related Rules,
Interim Standards) states that when performing an integrated audit
of financial statements and internal control over financial reporting,
refer to paragraphs 14-15 of Public Company Accounting Oversight
Board (PCAOB) Auditing Standard No. 5, An Audit of Internal Control
Over Financial Reporting That Is Integrated with An Audit of Financial
Statements (AICPA, PCAOB Standards and Related Rules, Auditing
Standards), regarding fraud considerations, in addition to the fraud
considerations set forth in AU section 316 (AICPA, PCAOB Standards
and Related Rules, Interim Standards).

2.38 Asdiscussed in chapter 1 of this guide, there are two types of misstate-
ments relevant to the auditor's consideration of fraud in a financial statement
audit:

Misstatements arising from fraudulent financial reporting

® Misstatements arising from misappropriation of assets

2.39 Three conditions generally are present when fraud occurs. First, man-
agement or other employees have an incentive or are under pressure, which
provides a reason to commit fraud. Second, circumstances exist—for example,
the absence of controls, ineffective controls, or the ability of management to
override controls—that provide an opportunity for a fraud to be perpetrated.
Third, those involved are able to rationalize committing a fraudulent act.

2.40 There is a presumption that improper revenue recognition exists as a
fraud risk factor. Material misstatements due to fraudulent financial reporting
often result from an overstatement of revenues (for example, through prema-
ture revenue recognition or recording fictitious revenues) or an understatement
of revenues (for example, through improperly shifting revenues to a later pe-
riod). Therefore, the auditor should ordinarily presume that there is a risk of

18 Public Company Accounting Oversight Board (PCAOB) Release No. 2007-001, Observations
on Auditors' Implementation of PCAOB Standards Relating to Auditors' Responsibilities With Respect
to Fraud (AICPA, PCAOB Standards and Related Rules, Select PCAOB Releases), discusses auditors'
implementation of PCAOB interim standards regarding the auditor's responsibility with respect to
fraud.
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material misstatement due to fraud relating to revenue recognition. (See para-
graphs .41 and .54 of AU section 316 [AICPA, Professional Standards, vol. 1]
for examples arising from fraudulent financial reporting.)

2.41 Risk factors that may indicate material misstatement of revenue
arising from fraudulent financial reporting in a software vendor may be as

follows:

® DMotivations for management to engage in fraudulent financial re-
porting. Specific indicators might include

management's excessive interest in maintaining sales or
earnings without regard to proper accounting or to the
entity's established revenue recognition policies.

significant amounts of executive compensation tied to
stock performance.

the use of unusually aggressive accounting practices to
maintain or increase stock price or earnings.

committing to unduly aggressive or unrealistic forecasts
to analysts, creditors, and other third parties.

® A failure by management to display and communicate an appro-
priate attitude regarding internal control and financial reporting.
Specific indicators might include

lack of control over contract documentation and insuffi-
cient review and understanding of the sales agreements
by finance personnel.

the existence of side agreements.

lack of communication throughout the organization re-
garding acceptable revenue recognition practices.

poor or no coordination between sales, accounting, and
legal personnel regarding the terms of license agreements
that affect revenue recognition.

management or other individuals responsible for revenue
recognition lack sufficient accounting expertise.

® [Excessive involvement of nonfinancial management, such as sales
personnel in financial reporting.

® Strained relations between management and the current or pre-
decessor auditor. Specific indicators might include

unreasonable pressure on the independent auditors for a
quick sign-off on the audit.

resistance on the part of management to allow open com-
munication of the auditor with the software vendor's per-
sonnel outside of the accounting function.

frequent disagreements with the current or predecessor
auditor on accounting, auditing, or reporting matters.

® A highly competitive environment accompanied by declining
margins.
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®  High vulnerability to technological changes and product obsoles-
cence.

®  Significant, unusual, or highly complex transactions, especially
near the end of the reporting period, including

— unusual transactions or volume of transactions with key
resellers.

— a significant number or value of contracts with unusual
terms, for example, extended warranties, discounts, fu-
ture discounts, rebates, return rights, or extended pay-
ment terms.

— the existence of an unusual number of contract amend-
ments, late changes, or both.

— material or unusual barter transactions.

— back-to-back or round-trip relationships, with or without
cash exchanged.

— transactions in which the entity commits to buy material
amounts of products or services from a customer with
similar payment and contract terms.

— contracts entered into with the same customer within
a relatively short period of time of the original contract
signing.

Significant contracts with related parties.

Significant volumes of product sold into a distribution channel
without a corresponding increase in end-user demand.

® Continuing sales or provision of services to customers coupled with
alack of enforcement of payment terms on previously outstanding
balances.

® Late payments or a lack of payment on contracts that include
undelivered elements.

® Frequent changes in marketing or distribution methods and
strategies.

Responses to the Presence of Fraud Risk Factors

2.42 AU section 316 (AICPA, Professional Standards, vol. 1) establishes
requirements and provides guidance on an auditor's consideration of and re-
sponse to the presence of fraud risk factors. If there is a risk of material mis-
statement due to fraud that may result from improper revenue recognition, the
auditor should consider audit procedures addressing revenue recognition that
will limit audit risk to an appropriate level in light of the risk factors present.
For example, the auditor may decide to alter the nature, timing, or extent of
substantive procedures. Examples of specific responses might be to perform
substantive analytical procedures at a detailed level by comparing sales by
product or service to auditor-developed expectations. The auditor also might
conduct interviews of personnel about the risks of material misstatement of
revenue due to fraud to obtain their insights about the risk and whether or
how controls address the risk. Paragraph .54 of AU section 316 (AICPA, Pro-
fessional Standards, vol. 1) states that it may be appropriate to confirm with
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customers certain relevant contract terms, including acceptance criteria, deliv-
ery and payment terms, the absence of future or continuing vendor obligations,
the right to return the product, guaranteed resale amounts, cancellation or re-
fund provisions, and the absence of side agreements. Guidance on the use of
confirmations to gather audit evidence about revenue recognition is contained
in paragraphs 2.75-.77 of this chapter.

Obtaining an Understanding of Internal Control

2.43 Paragraph .40 of AU section 314 states that the auditor should obtain
an understanding of the five components of internal control sufficient to assess
the risks of material misstatement of the financial statements whether due
to error or fraud, and to design the nature, timing, and extent of further audit
procedures. The auditor should obtain a sufficient understanding by performing
risk assessment procedures to

a. evaluate the design of controls relevant to an audit of financial
statements.

b. determine whether they have been implemented.
2.44 The auditor should use such knowledge to

® identify types of potential misstatements.
®  consider factors that affect the risks of material misstatement.

®  design tests of controls, when applicable, and substantive proce-
dures.

2.45 Obtaining an understanding of the entity and its environment, in-
cluding internal control, is a continuous, dynamic process of gathering, updat-
ing, and analyzing information throughout the audit. The objective of obtaining
an understanding of controls is to evaluate the design of controls and determine
whether they have been implemented for the purpose of assessing the risks of
material misstatement. In contrast, the objective of testing the operating effec-
tiveness of controls is to determine whether the controls, as designed, prevent
or detect a material misstatement.

2.46 Many revenue transactions in the software industry are character-
ized by unique, negotiated arrangements between the software vendor and its
customers that culminate in the delivery of products and services. In obtaining
an understanding of internal control over these transactions, the auditor would
consider controls at each stage in this process, which generally consist of the
following:

®  Deal negotiation. Sales personnel negotiate the terms of the ar-
rangement with the customer. Among other items, these terms
specify the nature of the products and services that will be pro-
vided by the vendor, the price, and the customer's payment re-
quirements, acceptance terms, and rights of return.

® Contract development. The negotiated arrangement is docu-
mented in a contract between the software vendor and its cus-
tomer.

®  (Credit evaluation. The software vendor evaluates the payment
terms of the arrangement and the customer's creditworthiness.
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®  Deal approval. The software vendor and its customer review the
contract and all other pertinent documentation and approve the
arrangement by executing the contract. The contract ordinarily
should be approved by the vendor's accounting and legal depart-
ments in addition to sales personnel.

®  Delivery of products and services. The vendor delivers the products
and services stipulated in the contract.

2.47 At each step in the process, controls may be designed according to
objectives based on the five components of internal control described in AU sec-
tion 314. The components of internal control are the control environment, risk
assessment, control activities, information and communication systems, and
monitoring. The auditor should assess control risk for the relevant assertions
embodied in the account balances, transaction class, and disclosure components
of the financial statements. Paragraphs 2.48—.52 of this chapter describe exam-
ples of controls over revenue recognition that may be in place in each of these
components.

Control Environment

2.48 The control environment sets the tone of an organization, influencing
the control consciousness of its people. It is the foundation for all other compo-
nents of internal control, providing discipline and structure. Characteristics of
a software vendor's control environment that may improve the effectiveness of
controls and decrease control risk may include

® the adherence to a written code of conduct that expressly prohibits
the departure from stated policies affecting revenue recognition.
For example, the code of conduct ordinarily should prohibit sales-
people from making undocumented side agreements with cus-
tomers or otherwise modifying standard contracts without proper
approval.

® an audit committee that is knowledgeable about revenue recogni-
tion accounting matters and related controls and that can effec-
tively carry out its responsibilities.

® the extent to which the vendor's accounting personnel or internal
auditors communicate directly with the vendor's customers.

Risk Assessment

2.49 An entity's risk assessment for financial reporting purposes is its
identification, analysis, and management of risks relevant to the preparation
of the financial statements. Characteristics of a software vendor's risk assess-
ment process that may improve the effectiveness of controls and decrease con-
trol risk include managing risks associated with the improper application of
U.S. GAAP related to software revenue recognition. For example, the entity
should take steps to train accounting personnel properly in the application of
FASB ASC 985-605 relating to software revenue recognition. Furthermore, the
entity should also consider adopting standard contract terms and provisions
and take steps to ensure that all additions or modifications to those terms and
conditions are reviewed and evaluated by accounting personnel for the effect
of the additions or modifications on revenue recognition under FASB ASC 985-
605.
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Control Activities

2.50 Control activities are the policies and procedures that help ensure
that management directives are carried out. Control activities that may im-
prove the effectiveness of internal control and decrease control risk include the

following:

Written standard prices and terms, along with guidelines for al-
lowable discounts, payment terms, and other terms

Written policies requiring appropriate management and legal ap-
proval of nonstandard terms in the arrangement relating to fees,
unique provisions or concessions, and unusual discounts or re-
bates

The early and continued involvement of accounting personnel or
others with a detailed understanding of U.S. GAAP for software
revenue recognition'® in the deal negotiation stage

Written policies that prohibit unauthorized side agreements be-
tween the sales people (or other entity employees) and the cus-
tomer

A written policy requiring a contract signed by both parties to
document the terms of the arrangement

Standardized licensing contracts

Proper physical control of all contracts, including any amend-
ments

Procedures, whether manual or automated, to monitor the agree-
ment to and compliance with terms of contracts

Written policies describing the customer credit approval process
and the periodic evaluation of existing customers' credit and pay-
ment history

Separation of sales and credit functions

Timely approval of customer creditworthiness

Management review and approval of revenue recognition, includ-

ing the allocation of the fee to individual elements in a multiple-
element arrangement

Timely review of contracts and all related transaction documen-
tation by accounting personnel

Written policies that describe shipping guidelines and, if applica-
ble, the electronic transfer of software products

Comparison of shipping or other delivery documentation to the
contract

Verification of timely and complete delivery in proper accounting
period before revenue recognition

A written policy requiring a signed service contract before revenue
recognition for services

19 Some software vendors with complex licensing arrangements have created a revenue recogni-
tion committee to provide feedback to sales people during the contract negotiations and to review the
resulting contracts thoroughly to ascertain that the contract is accounted for properly. The revenue
recognition committee includes the participation of the principal financial officer, principal accounting
officer, and the revenue recognition manager.
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® Prompt management action concerning noncompliance with en-
tity policies with regard to contract approval and revenue recog-
nition

Information and Communication

2.51 The information system relevant to the financial reporting objectives
of revenue recognition includes the accounting system and consists of the pro-
cedures, whether automated or manual, and records established to initiate,
authorize, record, process, and report revenue transactions (as well as events
and conditions) and to maintain accountability for the related assets, liabilities,
and equity. Communication involves providing an understanding of individual
roles and responsibilities pertaining to internal control over revenue recogni-
tion. Characteristics of a software vendor's information and communication
systems that may improve the effectiveness of controls and decrease control
risk include the following:

®  Accounting systems that maintain a history of pricing terms, re-
funds, and collection history

® Accounting systems that quantify the value of concessions
whether they relate to refunds, free services, or additional prod-
ucts, for example

® Accounting and operating systems that will help develop pricing
policies and track price trends

®  Accounting systems that properly evaluate and maintain the ini-
tial deferral and subsequent recognition of revenue

® Accounting systems that track and maintain historical data on
input measures, such as labor hours for measuring progress to
completion under the percentage-of-completion method of contract
accounting

® Adequate coordination and communication between sales, legal,
and accounting functions regarding the terms of the arrangement
between the entity and its customer, especially those terms that
affect revenue recognition

Monitoring

2.52 Management monitors controls to consider whether they are oper-
ating as intended and that they are modified as appropriate for changes in
conditions. Characteristics of a software vendor's monitoring process that may
improve the effectiveness of internal control and decrease control risk include
the following:

® A robust management reporting process that allows management
to take timely action on sales and revenue recognition related mat-
ters, including

— the identification of new or unusual transactions.
— the introduction of new product offerings.

— changes to existing marketing programs or the introduc-
tion of new ones.

— the implications of customer acceptance provisions.

® Management oversight of customer credit and payment issues
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®  Monitoring of compliance with written policies regarding contract
documentation

® Monitoring days' sales outstanding (DSO) and other internal met-
rics

® Monitoring progress to completion

Assessing Control Risk

2.53 The auditor's assessment of control risks and determination of
whether to obtain audit evidence about the operating effectiveness of controls
for assertions related to software revenue recognition often is influenced by

®  theentity's use of IT. In entities where a significant amount of in-
formation is initiated, authorized, recorded, processed, or reported
electronically, the auditor may determine that it is not practical or
possible to restrict detection risk to an acceptable level by perform-
ing only substantive tests for one or more financial statement as-
sertions. In such circumstances, the auditor should perform tests
of controls to gather audit evidence that the controls operate ef-
fectively.

® nonroutine or complex transactions. Software revenue arrange-
ments are negotiated between the vendor and the customer, and
this negotiation process may result in unique, nonroutine transac-
tions. For revenue recognition related to nonroutine transactions
or complex applications of U.S. GAAP, control risk may be greater.

®  unsophisticated internal controls. Smaller computer software ven-
dors may be characterized by unsophisticated organizational
structures that lack certain pervasive controls, for example, seg-
regation of duties. A lack of controls over revenue transactions
may cause the auditor to assess control risk as high and perform
substantive audit procedures;2° however, the auditor needs to be
satisfied that performing only substantive procedures for the rel-
evant assertions related to revenue would be effective in reducing
detection risk to an acceptably low level.

Assessing the Risks of Material Misstatement?!

2.54 Paragraph .102 of AU section 314 states that the auditor should iden-
tify and assess the risks of material misstatement at the financial statement
level and at the relevant assertion level related to classes of transactions, ac-
count balances, and disclosures. For this purpose, the auditor should

a. identify risks throughout the process of obtaining an understand-
ing of the entity and its environment, including relevant controls
that relate to the risks, and considering the classes of transactions,
account balances, and disclosures in the financial statements.

20 See TIS section 8200.10, "Defaulting to Maximum Control Risk" (AICPA, Technical Practice
Aids), for further guidance.

2L SEC SAB No. 108 Topic 1N, Considering the Effects of Prior Year Misstatements when
Quantifying Misstatements in Current Year Financial Statements, provides interpretive guidance
on how the effects of the carryover or reversal of prior year misstatements should have been con-
sidered in quantifying a current year misstatement. For additional information, see the issuance at
http://sec.gov/interps/account/sab108.pdf.
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b. relate the identified risks to what can go wrong at the relevant
assertion level.

c. consider whether the risks are of a magnitude that could result in
a material misstatement of the financial statements.

d. consider the likelihood that the risks could result in a material
misstatement of the financial statements.

2.55 The auditor should use information gathered by performing risk as-
sessment procedures, including the audit evidence obtained in evaluating the
design of controls and determining whether they have been implemented, as
audit evidence to support the risk assessment. The auditor should use the as-
sessment of the risks of material misstatement at the relevant assertion level
as the basis to determine the nature, timing, and extent of further audit proce-
dures to be performed.

Identification of Significant Risks

2.56 As part of the assessment of the risks of material misstatement, the
auditor should determine which of the risks identified are, in the auditor's judg-
ment, risks that require special audit consideration (such risks are defined as
significant risks). One or more significant risks normally arise on most audits.
In exercising this judgment, the auditor should consider inherent risk to de-
termine whether the nature of the risk, the likely magnitude of the potential
misstatement including the possibility that the risk may give rise to multiple
misstatements, and the likelihood of the risk occurring are such that they re-
quire special audit consideration. Refer to paragraphs .45 and .53 of AU section
318, Performing Audit Procedures in Response to Assessed Risks and Evaluat-
ing the Audit Evidence Obtained (AICPA, Professional Standards, vol. 1), for
requirements and guidance regarding further audit procedures pertaining to
significant risks.

Designing and Performing Further Audit Procedures

2.57 AU section 318 establishes requirements and provides guidance
about implementing the third standard of field work, as follows:

The auditor must obtain sufficient appropriate audit evidence by per-
forming audit procedures to afford a reasonable basis for an opinion
regarding the financial statements under audit.

2.58 To reduce audit risk to an acceptably low level, the auditor (a) should
determine overall responses to address the assessed risks of material misstate-
ment at the financial statement level and (b) should design and perform fur-
ther audit procedures whose nature, timing, and extent are responsive to the
assessed risks of material misstatement at the relevant assertion level. The
purpose is to provide a clear linkage between the nature, timing, and extent
of the auditor's further audit procedures and the assessed risks. The overall
responses and the nature, timing, and extent of the further audit procedures to
be performed are matters for the professional judgment of the auditor.

Overall Responses

2.59 The auditor's overall responses to address the assessed risks of mate-
rial misstatement at the financial statement level may include emphasizing to
the audit team the need to maintain professional skepticism in gathering and
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evaluating audit evidence, assigning more experienced staff or those with spe-
cialized skills or using specialists, providing more supervision, or incorporating
additional elements of unpredictability in the selection of further audit proce-
dures to be performed. Additionally, the auditor may make general changes to
the nature, timing, or extent of further audit procedures as an overall response,
for example, performing substantive procedures at period end instead of at an
interim date.

Further Audit Procedures

2.60 Further audit procedures provide important audit evidence to sup-
port an audit opinion. These procedures consist of tests of controls and substan-
tive tests. The nature, timing, and extent of the further audit procedures to be
performed by the auditor should be based on the auditor's assessment of risks of
material misstatement at the relevant assertion level. In some cases, an audi-
tor may determine that performing only substantive procedures is appropriate.
However, the auditor often will determine that a combined audit approach using
both tests of the operating effectiveness of controls and substantive procedures
is an effective audit approach. Regardless of the audit approach selected, the
auditor should design and perform substantive procedures for all relevant as-
sertions related to each material class of transactions, account balance, and
disclosure. Refer to the sections in this chapter titled "Tests of Controls" and
"Substantive Procedures" in addition to AU section 318 for additional guidance
on further audit procedures.

Considerations for Audits Performed in Accordance with PCAOB Stan-
dards

Paragraph .97 of AU section 319, Consideration of Internal Control in
a Financial Statement Audit (AICPA, PCAOB Standards and Related
Rules, Interim Standards), states that when performing an integrated
audit of financial statements and internal control over financial re-
porting, refer to paragraph 54 of PCAOB Auditing Standard No. 5 for
discussion on the extent of tests of controls.

Also, refer to paragraphs B10-B16 of appendix B, "Special Topics," in
Auditing Standard No. 5 for guidance about tests to be performed when
an entity has multiple locations or business units, the use of service
organizations, and benchmarking of automated controls.

Test of Controls

2.61 The auditor should perform tests of controls when the auditor's risk
assessment includes an expectation of the operating effectiveness of controls or
when substantive procedures alone do not provide sufficient appropriate audit
evidence at the relevant assertion level.

2.62 In circumstances where a software vendor sells primarily shrink-
wrapped software under standard license terms with no installation or services,
the auditor may decide to perform tests of controls over revenue recognition to
obtain audit evidence to support the assessed risk of material misstatement.
Examples of tests of controls that an auditor might consider are

® determining that established policies for revenue recognition are
in accordance with U.S. GAAP and are communicated and under-
stood throughout the entity.
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® testing whether the vendor complied with policies and procedures
for recognizing revenue. For example, the auditor might test to
determine that

— orders were not entered without a purchase order or on-
line authorization.

— credit was extended in accordance with the vendor's pre-
determined limits.

— sales were not recorded until shipment occurred.

— revenue was not recognized before commencement of the
license term.

— payment was enforced in accordance with the vendor's
standard terms.

® test controls over accumulating information necessary for finan-
cial statement preparation, including the vendor's development of
estimated sales returns.

Substantive Procedures

2.63 The auditor's substantive procedures should include the following
audit procedures related to the financial statement reporting process:

® Agreeing the financial statements, including their accompanying
notes, to the underlying accounting records

® Examining material journal entries and other adjustments made
during the course of preparing the financial statements??

The nature and extent of the auditor's examination of journal entries and other
adjustments depend on the nature and complexity of the entity's financial re-
porting system and the associated risks of material misstatement.

2.64 Auditors should design substantive procedures that are responsive to
the assessed risks of material misstatement for the relevant assertions about
software revenue recognition—existence or occurrence, completeness, rights
and obligations, valuation and allocation, cutoff, classification, and presentation
and disclosure—and the risks of misstatement that are specific to software
revenue recognition.

2.65 The risks of misstatement unique to software revenue recognition pri-
marily relate to the improper application of the accounting guidance contained
in FASB ASC 985-605, and intentional misstatements of earnings. Therefore,
auditors who perform substantive procedures related to software revenue recog-
nition should be knowledgeable in the application of FASB ASC 985-605 and
all related guidance.

Types of Potential Misstatement

2.66 The types of potential misstatements related to software revenue
recognition and the improper application of FASB ASC 985-605 include the
following.

22 See TIS section 8200.16, "Examining Journal Entries" (AICPA, Technical Practice Aids), for
further information regarding the types of journal entries to be examined.
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Potential Misstatement

Example

a. Arrangement does not exist.

b. Software was not delivered

during the reporting period.

c. Fee is not fixed or
determinable.

d. Collectibility is not
probable.

Both parties did not execute a final
contract during the reporting period.

There is no purchase order or online
authorization.

Uncertainty exists about customer
acceptance.

Product master has not been transferred
to the customer.

Undelivered elements are essential to the
functionality of the delivered elements.

Shipping documents indicate software
was not delivered during the reporting
period.

Vendor has delivered software but has
also agreed to deliver unspecified
additional software products in the future
such that the arrangement is in substance
a subscription.

License term has not yet begun. (Topic
13)23

Arrangement allows for extended
payment terms.

Fee is based on number of units
distributed or copied or expected number
of users of the product.

Vendor has participated in financing
arrangements for the customer.

® Reseller issues.

® Vendor has granted concessions in the

past.

Customer's lack of creditworthiness calls
into question its ability to make
contractual payments.

Fee is subject to forfeiture, refund, or
other concession if any undelivered
elements are not delivered.

(continued)

23 See paragraphs 101-104 of FASB ASC 985-605-55 for the effect of commencement of initial

lease term.
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Potential Misstatement

Example

e. Fee is not properly allocated ®
to individual elements.

[, Discounts and rights of ®
return or refund have not
been accounted for properly.

g. Fees relating to PCS ®
services are recognized
improperly. °

°

h. Fees relating to ®

arrangements that include
services other than
PCS-related services are
recognized improperly.

i. Deferred revenue is ®
improperly stated.

Software vendor fails to identify all the
elements in a multiple-element
arrangement.

Vendor-specific objective evidence of fair
value?* is not properly determined or is
not available for all undelivered elements.

Elements are essential to each other's
functionality.

The contract requires significant
modification or customization, making
contract accounting applicable.

Discounts are improperly allocated to
individual elements in a multiple-element
arrangement.

Improper application of FASB ASC
605-15 has been made regarding sales
returns and refunds.

Software vendor fails to allocate a portion
of the fee to implied PCS arrangements.

Revenue from PCS arrangements is
incorrectly recognized on delivery of
software when specified criteria have not
been met.

Fee accounted for as PCS includes a
specified upgrade.

Fees relating to a product in an
arrangement including services other
than PCS-related services are improperly
recognized upon delivery of product when
services do not meet the criteria for
separate accounting or when contract
accounting is required.

Functionality depends on undelivered
elements.

Revenue deferred due to a lack of VSOE is
not recognized when VSOE exists or all
the elements in the arrangement have
been delivered.

Software vendor lacks evidence to support
the performance of services.

24 FASB ASC 820 does not apply to accounting pronouncements that permit measurements that
are based on, or otherwise use, vendor-specific evidence of fair value. Throughout this guide, reference
is made to vendor specific evidence of fair value. Readers should refer to the applicable standard to
determine whether the guidance of FASB ASC 820 should be applied to a specific measurement.
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2.67 There is not necessarily a one-to-one correspondence between sub-
stantive procedures and audit objectives—some procedures accomplish more
than one objective and address several potential risks of misstatement. To re-
duce the risks of material misstatement of revenue from software transactions,
auditors might consider the substantive procedures described in paragraphs
2.63-.89.

Read and Analyze Contracts

2.68 Typically, software vendors document the terms of their arrange-
ments with their customers in a licensing agreement or other legal contract.
Reading and analyzing the terms of these contracts will allow auditors to de-
termine whether the fees associated with the transaction were recognized in
accordance with U.S. GAAP.

2.69 In determining which contracts to read and analyze, the auditor
should select a sufficient number and type of contracts to reduce audit risk
to an acceptable level. In determining which contracts to select for analysis,
the auditor might consider the following.

a. The materiality of the transaction. An auditor may be able to reduce
audit risk to an acceptable level by analyzing all material contracts
entered into during the audit period together with a selection of
other contracts that, individually, were not considered material.

b. The date the contract was entered into. It is common for software
vendors to enter into licensing arrangements with their customers
close to the end of the reporting period. To reduce the risk of rev-
enues being recorded in the wrong period, auditors might consider
focusing audit attention on transactions near the end of the report-
ing period. Also, contracts signed in close proximity with the same
customer may be part of a single arrangement.

c. Contracts relating to transactions with a high inherent risk. Para-
graph 2.34 describes revenue transactions that typically have a
higher inherent risk of material misstatement. When selecting con-
tracts for detailed analysis, auditors might consider focusing audit
attention on such transactions. For example, a careful review of
the contract can help the auditor develop an understanding of the
scope and nature of services to be performed. Indications of the im-
portance of the services to the overall arrangement often can be
viewed through the conditions of acceptance and payment terms.
If there are acceptance tests and milestone payments, there is a
higher likelihood that the services are essential to the functional-
ity of the software.

2.70 Some software vendors use standardized agreements for all revenue
transactions or for certain specified transactions. When the software vendor
uses standardized agreements, audit procedures may be limited to

® evaluating the standardized contract for terms that may affect
revenue recognition.

® reviewing a sample of contracts for compliance with the standard-
ized agreement and appropriate allocation of the fee to individual
elements in a multiple-element arrangement.
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2.71 Asdescribed in paragraph 2.15 of this chapter, FASB ASC 985-605 re-
quires persuasive evidence of an arrangement between the software vendor and
its customer before revenue is permitted to be recognized. When the software
vendor uses written contracts to document its arrangements with its customers,
the contract must be fully executed by both parties before revenue on the con-
tract may be recognized. Vendors that normally do not rely on contracts should
have other evidence, for example, purchase orders or online authorizations, to
document transactions. Oral agreement to the terms of the contract does not
constitute full execution.

2.72 When the auditor concludes there is significant risk that revenue
may be recorded before the existence of an agreement, he or she might consider
reviewing or obtaining copies of contracts or other evidence of arrangements
executed near the end of the audit period.

2.73 When analyzing a contract, the auditor might consider

® whether the contract was fully executed by both parties during
the audit period.

® whether the client has identified all the products and services
(the elements) in a multiple-element arrangement. To identify and
understand all the elements of a contract, the auditor may need
to use the work of a specialist. AU section 336, Using the Work of
a Specialist (AICPA, Professional Standards, vol. 1), establishes
requirements and provides guidance to the auditor who uses the
work of a specialist in performing an audit in accordance with
GAAS.

®  whether products and services or contract accounting is appropri-
ate, if a multiple-element arrangement includes services.

® the fees provided for under the contract and payment provisions.

the existence of provisions that affect whether the fee is fixed or
determinable, such as price protection, returns, and cancellations.

the obligations of both parties under the contract.
the specified delivery dates and methods.
whether the contract is part of another arrangement.

all other provisions that could affect revenue recognition.

2.74 Software vendors may enter into oral or written "side agreements" to
contracts that effectively modify those contracts. Auditors may make inquiries
of those familiar with the terms of the arrangement (for example, sales person-
nel) to determine whether side agreements exist and to ensure that all terms
of the agreement between the software vendor and its customer have been con-
sidered when determining revenue recognition.

Confirm Terms of the Arrangement

2.75 AU section 330, The Confirmation Process (AICPA, Professional Stan-
dards, vol. 1), establishes requirements and provides guidance on the use of
confirmations to gather audit evidence. When the combined level of inherent
risk and control risk is high, AU section 330 states that the auditor should
consider confirming the terms of complex transactions with other parties in
addition to examining documentation held by the entity. Complexity combined
with high levels of inherent and control risk frequently characterize software
revenue transactions.
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2.76 Interpretation No. 1, "Use of Electronic Confirmations," of AU section
330 (AICPA, Professional Standards, vol. 1, AU sec. 9330 par. .01-.08), clarifies,
among other matters, that the use of an electronic confirmation process is not
precluded by AU section 330. Although no confirmation process with a third
party is without some risk of interception or alteration, including the risk that
the confirmation respondent will not be the intended respondent, paragraph
.05 of Interpretation No. 1 states that confirmations obtained electronically
can be considered to be reliable audit evidence if the auditor is satisfied that
(a) the electronic confirmation process is secure and properly controlled, (b) the
information obtained is a direct communication in response to a request, and (c)
the information is obtained from a third party who is the intended respondent.
The interpretation also provides guidance to assist the auditor in assessing the
confirmation process.

2.77 The auditor's understanding of the client's arrangements and trans-
actions with its customers is the key to determining the information to be con-
firmed. By reading the contract and understanding the terms of the arrange-
ments, the auditor should determine the appropriate information to include on
the confirmation request. When confirmations are used to gather audit evidence
relating to software revenue recognition, the auditor might consider confirming
the following terms:

®  Date(s) of delivery
® Date of customer acceptance
® Date of installation

® The date of the contract that is the subject of the confirmation
request and the existence of any side agreements or modifications
to the contract

®  Pricing details
® Delivery of all elements in accordance with the contract

®  Any undelivered elements' effect on the functionality of delivered

elements
® Right of return, cancellation privileges, or warranty provisions
®  Stage of completion, if applicable
®  Other pertinent contract provisions
®  Amount due to software vendor and payment terms
°

Any additional provisions not described in the contract

2.78 Software vendors may enter into oral or written "side agreements"
to contracts that effectively modify those contracts. Some side agreements may
contain terms prohibiting the customer from disclosing the existence of the side
agreement to third parties. Auditors might make inquiries of those familiar
with the terms of the sale (for example, sales personnel) to determine whether
side agreements exist and to ensure that all terms of the agreement between
the entity and its customer have been considered when determining revenue
recognition. To detect the existence of undisclosed side agreements, the auditor
might consider the need to perform substantive procedures, such as reviewing
credit memos, sales concessions, or similar marketing allowances granted in
subsequent periods for adjustment or reversal of revenues previously recorded.
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Test for Delivery

2.79 As described in paragraph 2.15, revenue from software transactions
cannot be recognized until the product is delivered. Therefore, auditors should
obtain audit evidence to corroborate the delivery of the product. In addition
to confirming the delivery with the customer, the auditor might consider the
following:

® Reviewing shipping documents and packing slips to ensure all
elements were delivered before the end of the reporting period,
especially for sales of shrink-wrapped software

® For software delivered electronically, reviewing documents from
the customer confirming the product was received

® Determining that the product ordered was available and deliv-
ered (for example, customers ordered version 5.0, but it was not
available, so version 4.5 was shipped)

®  Whether there are undelivered elements that are essential to the
functionality of the delivered element

Test for Collectibility

2.80 As described in paragraph 2.15, the collectibility of the fee must be
probable to recognize revenue from software transactions. For material transac-
tions, the auditor may obtain audit evidence to support creditworthiness of the
customer and the related collectibility of the receivable. For example, the au-
ditor might consider performing a detailed specific accounts receivable balance
review to understand why customers are not paying in accordance with terms.
Factors to consider include creditworthiness, technical product problems, de-
lays in product release, and entity failure to enforce payment terms. Such a
review might help the auditor evaluate whether problems with collectibility
affect current revenue recognition or whether the original treatment was ap-
propriate. Also, subsequent cash receipts can provide audit evidence to support
the collectibility of the fee.

Test for Contingencies

2.81 In order to address the completeness assertion, the auditor also
should determine whether the fee allocated to delivered elements is subject
to forfeiture, refund, or other concessions if any of the undelivered elements
are not delivered. To make this determination the auditor may consider such
factors as

® the terms of the arrangement specified in the contract.

® management's intent to provide refunds or other concessions that
are not required under the provisions of the arrangement.

® the entity's historical pattern of making refunds or other conces-
sions that were not required under the provisions of the arrange-
ment.

Gather Audit Evidence to Support VSOE or Residual Value

2.82 As described in paragraph 2.18, FASB ASC 985-605-25-6 requires
that allocation of the fee to various software or software-related elements
in a multiple-element arrangement should be based on VSOE of fair value.
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FASB ASC 985-605-25 provides guidance on how to allocate the fee (and dis-
count, if any) among the individual elements of multiple-element arrangements
that include upgrade rights, additional software products, PCS, or service el-
ements (other than PCS-related services) that meet the criteria for separate
accounting.

2.83 Auditors should gather audit evidence to support VSOE for each
element in a multiple-element arrangement. This audit evidence should be
consistent with the definition of VSOE specified in the FASB ASC glossary. In
obtaining VSOE for each element, auditors may

® examine documentation to support the price charged for the ele-
ment when it is sold separately.

® review the entity's procedures to establish pricing policies for ele-
ments that have not yet been sold separately, and determine that
management does not change prices once established.

2.84 In most instances, audit evidence to support VSOE for each element
in a multiple-element arrangement may be obtained from an evaluation of a
vendor's historical sales of products and services. FASB ASC 985-605-55-25!
provides the following examples of factors that may be useful in evaluating a
vendor's product and service pricing history:

®  Similarity of customers

— Type or class of customer
®  Similarity of products included

— Types of products

— Stage of product life cycle

— Elements included in the arrangement
®  Similarity of license economics

— Length of payment terms

— Economics of license arrangement

Test Recognition of Deferred Revenue
2.85 Deferred revenue from software revenue transactions may result
from the following circumstances:

a. The terms of the arrangement do not meet the criteria for revenue
recognition as described in FASB ASC 985-605.

b. As described in paragraph 2.18, sufficient VSOE does not exist to
allocate the fee to various elements in a multiple-element arrange-
ment.

! This information comes from TIS section 5100.57, "Overcoming Presumption of Concessions
in Extended Payment Term Arrangements and Software Revenue Recognition" (AICPA, Technical
Practice Aids). TIS section 5100 was the only TIS section that FASB codified and therefore made
authoritative. FASB issued transition provisions for the software revenue recognition TISs that have
now moved to authoritative literature with the issuance of FASB ASC. Nonissuers are required (is-
suers should have already been applying the TISs) to apply prospectively for new transactions for
fiscal years beginning on or after December 15, 2009, and interim periods within those years. See
FASB ASC 105-10-65-1 for further information.
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c¢. As described in paragraphs 2.21 and 2.23, fees for PCS services
and services other than PCS-related services generally should be
deferred and recognized ratably and as the service is performed,
respectively.

2.86 For deferred revenue relating to the items described in paragraph
2.85(a)—(b), the auditor should obtain audit evidence to support management's
assertion that all deferred revenue has been recognized when the criteria for
revenue recognition have been met.

2.87 The recognition of revenue related to service elements depends on
when the service is performed. Similarly, when product revenue is deferred
because VSOE does not exist, or an undelivered service is essential to the prod-
uct's functionality, the recognition of that deferred revenue depends on when
the service is performed. When the services are performed over several account-
ing periods, management may be required to estimate the percentage of the
service that has been performed to date. AU section 342, Auditing Accounting
Estimates (AICPA, Professional Standards, vol. 1), establishes requirements
and provides guidance on evaluating the reasonableness of accounting esti-
mates made by management. The auditor should evaluate the reasonableness
of accounting estimates made by management. In doing so, the auditor may
consider focusing on key factors and assumptions underlying the estimate. For
estimates relating to the performance of software-related services, the auditor
may consider factors and such assumptions as

® thetechnical complexity of the project. The more complex a project,
the more difficult it may be to estimate the percentage of the work
that has been performed.

® whether an appropriate measure of progress has been selected.
For example, output measures may provide a better estimate of
progress than costs incurred.?”

® the project maturity. The closer the service project is to comple-
tion, the more reliable the estimate of the percentage of the work
performed to date.

® the project duration and size.

the vendor's controls over cost accumulation.

for cost-based estimates, whether the appropriate pool of costs has
been included in the calculation.

the vendor's history of completing similar projects.
the susceptibility of the project design to change.

the entity's history of revisions of estimates.

the vendor's history of budgeting services (for example, if the abil-
ity to estimate expenses historically has been off by 10 percent,
adjust up-front, accordingly).

whether there are nonchargeable fees incurred on projects.

the adequacy of the entity's records on performance of services.

25 Paragraphs 93-96 of FASB ASC 985-605-25 include detailed guidance on measuring progress
to completion.
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2.88 To evaluate the reasonableness of estimates relating to the perfor-
mance of services, the auditor may consider such procedures as the following:

® Making inquiries of management, both financial and operational

® Reviewing data, such as time cards, to support the estimate of
services performed

® Review management's current estimate to complete the project

® Confirming the stage of completion with the customer

Analyze Allowance for Sales Returns

2.89 As described in paragraph 2.29, management is required to estimate
sales returns at the time the sale of the product is made. Auditors might perform
the following procedures as a means to obtain audit evidence to evaluate the
reasonableness of management's estimate:

® Review credit memos and accounts receivable, revenue, and mar-
keting and promotion expense adjustments made after the end of
the reporting period.

® Analyze the entity's historical experience with sales returns of
similar products.

® Make inquiries regarding the presence of the factors listed in
FASB ASC 605-15-25-3 and, if applicable, the additional factors
listed in paragraph 2.30 of this chapter, to determine whether the
amount of returns can be reasonably estimated.

Designing Analytical Procedures

2.90 AU section 329, Analytical Procedures (AICPA, Professional Stan-
dards, vol. 1), establishes requirements and provides guidance on the use of
analytical procedures and the use of analytical procedures in the planning and
overall review stages of all audits. In addition, it states that in some cases,
analytical procedures may be more effective or efficient than tests of details
to achieve particular substantive testing objectives. In accordance with para-
graph .06 of AU section 314, analytical procedures are also performed as risk
assessment procedures to obtain an understanding of the entity and its envi-
ronment, including its internal control. AU section 339, Audit Documentation
(AICPA, Professional Standards, vol. 1), establishes standards on audit docu-
mentation and provides further guidance in this area, including, among other
things, the documentation of substantive analytical procedures. The purpose of
analytical procedures in the planning stage of the audit of a software vendor is
to assist the auditor in planning the nature, timing, and extent of the auditing
procedures that will be used to obtain evidence to support software revenue
recognized during the period.

Considerations for Audits Performed in Accordance with PCAOB Stan-
dards

Auditing Standard No. 3, Audit Documentation (AICPA, PCAOB Stan-
dards and Related Rules, Auditing Standards), established general
requirements for documentation the auditor should prepare and re-
tain in connection with engagements conducted pursuant to PCAOB
standards.
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The following analytical procedures may be used for planning purposes and
also, in some circumstances, as substantive tests:

® Review DSO, and trend of DSO, over the last several quarters for
both software and services, as applicable.

® Segregate and analyze DSO by geography, industry, and sales-
person, as appropriate, based on identified or perceived risk (for
example, economic conditions in certain countries or industries,
and key salespeople identified as being aggressive).

® Compare the number of weeks of inventory in distribution chan-
nels with prior periods for unusual increases that may indicate
channel stuffing.?6

® Compare aging of accounts receivable in the current and prior
periods.

® Perform a historical comparison of the revenue attributable to
each of the various services as a percentage of the whole.

® Compare current and historic sales (in dollars and in units) to
identify unusual trends.

®  (Consider fluctuations (or the absence of fluctuations) in recorded
revenues in light of industry conditions, product life cycles, new
product introductions, and competitive conditions.

® Review internally used metrics or nonfinancial indicators of sales
activity.

® Review margins on services other than PCS-related services to
evaluate whether the delivered software requires substantial ser-
vices once delivered.

2.91 According to AU section 318, when designing substantive analytical
procedures, the auditor also should evaluate the risk of management override
of controls. As part of this process, the auditor should evaluate whether such an
override might have allowed adjustments outside of the normal period-end fi-
nancial reporting process to have been made to the financial statements. Such
adjustments might have resulted in artificial changes to the financial state-
ment relationships being analyzed, causing the auditor to draw erroneous con-
clusions. For this reason, substantive analytical procedures alone are not well
suited to detecting fraud. In addition, before using results obtained from sub-
stantive analytical procedures, the auditor may either test the design and oper-
ating effectiveness of controls over financial information used in the substantive
analytical procedures or perform other procedures to support the completeness
and accuracy of the underlying information.

2.92 For significant risks of material misstatement, it is unlikely that
audit evidence obtained from substantive analytical procedures alone will be
sufficient.

26 Refer to SEC SAB No. 104, Revenue Recognition, for further information on channel stuffing.
Although SEC SABs are directed specifically to transactions of public companies, management and
auditors of nonpublic companies may find this guidance helpful in analyzing revenue recognition
matters.
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Presentation and Disclosure

2.93 According to paragraph .15 of AU section 326, Audit Evidence (AICPA,
Professional Standards, vol. 1), assertions used by the auditor fall into the

following categories:

® Assertions about classes of transactions and events for the period
under audit:

Occurrence. Transactions and events that have been
recorded have occurred and pertain to the entity.

Completeness. All transactions and events that should
have been recorded have been recorded.

Accuracy. Amounts and other data relating to recorded
transactions and events have been recorded appropri-
ately.

Cutoff. Transactions and events have been recorded in
the correct accounting period.

Classification. Transactions and events have been re-
corded in the proper accounts.

® Assertions about account balances at the period end:

Existence. Assets, liabilities, and equity interests exist.

Rights and obligations. The entity holds or controls the
rights to assets, and liabilities are the obligations of the
entity.

Completeness. All assets, liabilities, and equity interests
that should have been recorded have been recorded.

Valuation and allocation. Assets, liabilities, and equity
interests are included in the financial statements at ap-
propriate amounts and any resulting valuation or alloca-
tion adjustments are appropriately recorded.

® Assertions about presentation and disclosure:

Occurrence and rights and obligations. Disclosed events
and transactions have occurred and pertain to the entity.

Completeness. All disclosures that should have been in-
cluded in the financial statements have been included.

Classification and understandability. Financial informa-
tion is appropriately presented and described and disclo-
sures are clearly expressed.

Accuracy and valuation. Financial and other information
are disclosed fairly and at appropriate amounts.

2.94 The auditor should evaluate whether the presentation and disclosure
of software revenue are in conformity with U.S. GAAP.

2.95 Marketing arrangements may vary among software distributors and
resellers. For example, some distributors may not take title to the software sold
to the customer and have no risk of loss or other responsibility for the product.
In those situations a question may arise concerning whether revenue from the
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sale of the software should be reported gross with a separate display of cost
of sales to arrive at gross profit or whether the margin on the sale should be
reported net, similar to a commission.

2.96 FASB ASC 605-45-45-1 states that whether a company should rec-
ognize revenue based on (a) the gross amount billed to a customer because it
has earned revenue from the sale of the goods or services or (b) the net amount
retained (that is, the amount billed to the customer less the amount paid to a
supplier) because it has earned a commission or fee is a matter of judgment.
Paragraphs 3-18 of FASB ASC 605-45-45 set forth factors or indicators to con-
sider in making the evaluation.

2.97 Regulation S-X requires SEC registrants to disclose separately, on
the face of the income statement, revenue from the sales of products, services,
and other products. In addition, Topic 13 B question 1 states that the SEC staff
believes that costs related to each type of revenue similarly should be reported
separately on the face of the income statement.

2.98 With respect to disclosure, FASB ASC 235-10-50-3 states:

Disclosure of accounting policies shall identify and describe the ac-
counting principles followed by the entity and the methods of applying
those principles that materially affect the determination of financial
position, cash flows, or results of operations. In general, the disclosure
shall encompass important judgments as to appropriateness of prin-
ciples relating to recognition of revenue and allocation of asset costs
to current and future periods; in particular, it shall encompass those
accounting principles and methods that involve any of the following:

a. A selection from existing acceptable alternatives

b. Principles and methods peculiar to the industry in which
the entity operates, even if such principles and methods
are predominantly followed in that industry

¢. Unusual or innovative applications of GAAP

2.99 Accordingly, software vendors should consider disclosing their ac-
counting policies concerning the following:

® Revenue recognition for each significant type of revenue (for exam-
ple, product sales; maintenance and PCS; installation and other
services; and barter transactions)

®  Accounting for discounts, incentives and sales returns, and the
methods used to develop estimates of significant sales allowances

®  Amortization of deferred revenues

2.100 AU section 431, Adequacy of Disclosure in Financial Statements
(AICPA, Professional Standards, vol. 1), states that if management omits from
the financial statements, including the accompanying notes, information that
is required by U.S. GAAP, the auditor should express a qualified or an adverse
opinion and should provide the information in his or her report, if practica-
ble, unless its omission from the auditor's report is recognized as appropri-
ate by a specific Statement on Auditing Standards. The auditor should review
the financial statements to determine whether disclosures are adequate with
regard to such matters as software revenue recognition policies, information
about major customers or significant concentrations of credit risk, related-party
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transactions, and the effect of significant revisions to estimates in percentage-
of-completion contracts.

Written Representations From Management

2.101 AU section 333, Management Representations (AICPA, Professional
Standards, vol. 1), establishes a requirement that the independent auditor
obtain written representations from management and provides guidance con-
cerning the representations to be obtained. Such representations are part of
the audit evidence the auditor obtains but are not a substitute for the applica-
tion of the substantive auditing procedures outlined in this chapter. Paragraph
.07 of AU section 333 (AICPA, Professional Standards, vol. 1) states that the
representation letter ordinarily should be tailored to include appropriate repre-
sentations from management relating to matters specific to the entity's business
or industry. The letter should be dated as of the date of the auditor's report.

Considerations for Audits Performed in Accordance with PCAOB Stan-
dards

Paragraph .05 of AU section 333, Management Representations
(AICPA, PCAOB Standards and Related Rules, Interim Standards),
states that when performing an integrated audit of financial state-
ments and internal control over financial reporting, refer to para-
graphs 75-77 of PCAOB Auditing Standard No. 5 for additional re-
quired written representations to be obtained from management.

Representations specific to software revenue transactions may include the fol-
lowing:

® Management is not aware of any side agreements, either written
or oral, to its software revenue arrangements.

® The entity has recognized revenue for software and software-
related elements in accordance with the provisions of FASB ASC
985-605 and other authoritative literature.

® Management intends not to provide refunds or concessions that
are not required under the provisions of the arrangement, and its
historical performance supports such intent.

® Management does not anticipate providing PCS services that are
not required under the provisions of the arrangement without ap-
propriate additional consideration.

® [f there is a situation where VSOE for an element not yet being
sold was established by management having the authority to do so,
such VSOE should be disclosed in a representation together with
a statement that the entity will not change the prices of individual
elements once established.

® Management believes that unbilled revenue is realizable in accor-
dance with the provisions of the contract.

® [Estimates used in estimating returns are reasonable, to the best
of management's knowledge and ability.

®  Unspecified upgrades offered during the PCS arrangement are
expected to remain minimal and infrequent.
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2.102 AU section 333 (AICPA, Professional Standards, vol. 1) also states
that in certain circumstances, the auditor may want to obtain written represen-
tations from other individuals. The auditor should consider obtaining additional
representations relating to revenue assertions, which might include obtaining
representations directly from the software vendor's operating management,
such as sales personnel.
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Chapter 3

Auditing Revenue Transactions in the
High-Technology Manufacturing Industry’

Overview of the High-Technology Manufacturing Industry

3.01 The term high technology is not defined precisely, and high-technology
manufacturing includes several industries whose participants provide a broad
range of products and services to numerous customers on various terms. In
general, high-technology companies are involved in the practical application of
physical science and the use of scientific theories and methods to develop new
products that enhance the way we live.

3.02 This chapter considers the auditing and accounting for revenue
recognition transactions for companies involved in the manufacture of high-
technology products, such as

® computers, including personal computers (PCs), systems, and
servers (ranging up to large-scale systems, such as mainframes
and supercomputers) and workstations.

® computer peripheral equipment, such as storage devices, moni-
tors, and printers.

® semiconductors, including analog and digital semiconductors,
such as microprocessors, memory chips, and logic devices.

® clectronic products and components, such as electron tubes,
printed circuit boards, capacitors, resistors, transformers, and
other items that are used in a variety of industries.

® telecommunications, data communications, networking, medical,
analytical, diagnostic, and other types of equipment that are man-
ufactured with electronic products and components.?

3.03 Auditors of high-technology manufacturing companies should obtain
an understanding of the client's products, services, and distribution processes,
and the terms and conditions of sales arrangements in meeting the require-
ments of paragraph .01 of AU section 314, Understanding the Entity and Its
Environment and Assessing the Risks of Material Misstatement (AICPA, Pro-
fessional Standards, vol. 1). Such an understanding will enhance the auditor's
ability to plan and perform auditing procedures for revenue transactions of
high-technology manufacturers. In addition, auditors should be knowledgeable
of generally accepted accounting principles (GAAP) and keep apprised of new
accounting guidance that could affect revenue recognition by manufacturers of
high-technology products.

Competitive Environment

3.04 Aggressive pricing and sales concessions. The high-technology man-
ufacturing industry is intensely competitive, and some segments of the

1 See chapter 1, "Overview: Audit Issues in Revenue Recognition," of this guide for a related
discussion of the matters presented in this chapter.

2 See paragraphs 3.13—.14 for guidance on sales of products that include embedded software.
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industry—most notably, the PC segment—sell what is considered to be a com-
modity. When a product is considered a commodity, the primary means of dif-
ferentiation is price, and it is not unusual for participants in the industry to
engage in aggressive pricing practices or offer generous sales concessions to
gain or retain market share.

3.05 Rapid technological change. Short product life cycles are a fundamen-
tal characteristic of the high-technology manufacturing industry. For example,
the life cycle of a desktop PC is thought to be two years or less, and it is estimated
that up to 50 percent of profits for PCs and related products are now generated
in the first three to six months of sales. Constant technological advancement
affects the industry in many ways, including the following:

® The threat of imminent product obsolescence provides an addi-
tional incentive for high-technology manufacturers to offer dis-
counts or provide other incentives and concessions as a way to
make sales and move inventory. As described in paragraph 3.08,
many concessions raise questions about the propriety or timing of
revenue recognition.

® Rapid technological change has resulted in the creation of ever
more complex high-technology products. In some instances, it may
be difficult to determine whether the product will perform as re-
quired at the time of shipment. To overcome customer resistance in
these situations, manufacturers may engage in a number of prac-
tices that have revenue recognition implications. These practices
include

— delivering products to customers for demonstration pur-
poses.

— providing liberal evaluation, acceptance, or cancellation
clauses in the sales contract.

— offering separately priced extended warranties or main-
tenance agreements.

— promising the delivery of future products. Before these
products are complete, the entity will ship current prod-
ucts to the customer.

® The quick pace of innovation can force companies to speed new
products to market. The constant introduction of new products
may raise questions about an entity's ability to estimate product
returns.

® The rapid pace of change results in companies constantly evalu-
ating and modifying their business model and how their products
are brought to market. For example, as products near the end of
their life cycle, an entity may offer sales incentives or introduce
other strategies for extending the sales life of the product.

3.06 Pressure to meet earnings expectations. For publicly traded manu-
facturers, the market price of the entity's stock has important strategic impli-
cations. High-technology companies frequently use entity stock and stock op-
tions to compensate management, and the value of that compensation allows
those companies to recruit and retain top talent. Additionally, some segments
of the industry may undergo consolidation as companies seek ways to maintain
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growth or create marketing, production, or distribution efficiencies. An acquir-
ing entity's common stock frequently is used to make these acquisitions, and so
an increasing stock price will greatly enhance an entity's ability to pursue its
business strategy.

3.07 Stock analysts commonly use revenue growth and market share to
value high-technology companies. This focus creates pressure to meet quarterly
or annual revenue expectations, which in turn creates an incentive for entities
to complete sales by the end of the reporting period. Even entities that are
not yet public but are positioning themselves for a public offering have an
incentive to demonstrate a history of recent revenue growth. For this reason,
it is common for high-technology companies to report a proportionately higher
number of sales near the end of a reporting period. As described in paragraph
3.40, significant transactions near the end of a reporting period generally lead
to greater inherent risks of material misstatement.

Characteristics of Revenue Transactions

3.08 In an industry as varied as high-technology manufacturing, invari-
ably there will be significant differences among companies regarding the types
of products they sell and how they are sold. Characteristics of high-technology
revenue transactions that may affect revenue recognition include the following:

®  The move toward total-solution selling and bundled sales. Many
companies in the high-technology manufacturing sector sell stan-
dardized products. For example, manufacturers of electronic com-
ponents, semiconductors, and to a large degree, computer periph-
erals, are engaged primarily in the design, manufacture, and sale
of a product. The product is shipped to a customer, who takes im-
mediate title and bears all the responsibility for installation.

However, other companies (most notably computer manufactur-
ers) are moving toward providing their customers with a total so-
lution, in response to customer need for outsourcing IT functions
and a desire to work with vendors that provide one-stop shopping.
This trend leads to companies migrating from shipping hardware
to the customer site and having the customer be responsible for
completing the implementation, to the entity selling a "total so-
lution," which requires installation, customization, and any other
services necessary to make the product functional. The customer
may not accept the solution until functionality is achieved.

Some entities may not have the resources to provide "total solu-
tions" but nevertheless may bundle their products together with
other products or services. For example, this strategy may be un-
dertaken as a way to increase sales or differentiate the entity from
its competitors. The bundling of installation or other services with
product sales (whether or not these are part of a "total solution")
can complicate the revenue recognition process, as described in
paragraph 3.27.

®  Indirect vs. direct selling. Some high-technology manufacturers
sell their products directly to end-users, typically with standard
rights of return. Direct consumer sales (and small dollar sales
to other end users) usually have relatively standard terms and
conditions.
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Other manufacturers use a direct sales approach combined with
a network of value-added resellers (VARs) and distributors to sell
their products to end users. Sales made through distributors, as
well as significant single sales (in terms of size to the seller or pur-
chaser), often can have unique, nonstandard terms. It is common
for the manufacturer to provide incentives or sales concessions
to their VARs and distributors that go beyond the rights of re-
turn granted to end users. Many of the incentives and concessions
granted to distributors raise revenue recognition issues. The most
common of sales concessions include

— price protection agreements.?

— guaranteed margin agreements.

— stock balancing or rotation arrangements.
— sales subject to sale to the end user.

— extended payment terms.

— issuance of equity or other equity instruments to cus-
tomers.

®  Bill and hold sales. 1t is not uncommon for high-technology com-
panies to enter into bill and hold transactions. In a bill and hold
transaction, a customer agrees to purchase the goods but the seller
retains physical possession until the customer requests shipment
to designated locations. Normally, such an arrangement does not
qualify as a sale because delivery has not occurred. Under cer-
tain conditions, however, when a buyer has made an absolute pur-
chase commitment and has assumed the risks and rewards of the
purchased product but is unable to accept delivery because of a
compelling business reason, bill and hold sales may qualify for
revenue recognition.

®  [nternational sales. Technology manufacturing companies may
make sales in non-U.S. legal jurisdictions. The laws in these ju-
risdictions relating to product sales can vary significantly from
U.S. laws. For example, some countries may prohibit the billing
for goods until delivery occurs or may have rules regarding trans-
fer of title (for example, title may not transfer until delivery or
receipt of payment) that may be significantly different from U.S.
rules.

Summary of Significant Accounting Guidance#

3.09 High-technology manufacturing companies can be involved in a vari-
ety of revenue transactions. Certain of these transactions fall within the scope of

3 A price protection agreement clause requires the manufacturer to rebate or credit a portion of
the sales price if the manufacturer subsequently reduces its price for a product and the distributors
and value-added resellers still have rights with respect to that product.

4 This discussion provides an overview of the significant accounting guidance for revenue recog-
nition most frequently applicable to high-technology manufacturing companies. This discussion is
intended merely to provide background information for the auditing guidance that follows. Read-
ers who wish to implement accounting guidance related to revenue recognition for high-technology
companies should refer to the applicable Financial Accounting Standards Board (FASB) Accounting
Standards Codification™ (ASC) sections.
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specific authoritative literature. For other transactions, only the broad revenue
recognition criteria specified in the Financial Accounting Standard Board's
(FASB's) conceptual framework exists.

3.10 To assess whether the client's revenue recognition policies are con-
sistent with the applicable accounting literature, auditors should identify and
understand the terms of the entity's revenue transactions and whether these
terms are consistent for all customer types. To determine whether a particular
transaction falls within the scope of a particular standard, the auditor should
refer to the relevant FASB Accounting Standards Codification™ (ASC) section.

Is the Product Sold Together With Services?

3.11 Asdescribed in paragraph 3.08, some high-technology manufacturers
provide computer "solutions" to their customers or otherwise bundle together
their products and services. The accounting guidance applicable to these trans-
actions is summarized in paragraph 3.27.

Applicability of FASB ASC 985, Software’

3.12 When products are sold without services, the accounting for the sale
depends on whether the product includes embedded software and, if so, whether
that software is incidental to the product as a whole. When the software is not
incidental, the software should be accounted for in accordance with the guidance
contained in FASB ASC 985.

3.13 According to FASB ASC 985-605-15-3(c), indicators of whether
software is more than incidental to a product as a whole include, but are not
limited to

®  whether the software is a significant focus of the marketing effort
or is sold separately;

whether the vendor is providing postcontract customer support; or

whether the vendor incurs significant costs that are within the
scope of FASB ASC 985-20.

“ In October 2009, FASB issued Accounting Standards Update (ASU) No. 2009-14, Software
(Topic 985): Certain Revenue Arrangements That Include Software Elements—a consensus of the FASB
Emerging Issues Task Force, to significantly improve the accounting and reporting of transactions
involving revenue arrangements that contain tangible products and software to more closely reflect
the underlying economics of transactions. The amendments in FASB ASU No. 2009-14

1. change the accounting model for revenue arrangements that include both tangible products
and software elements.

2. require that hardware components of a tangible product containing software components
always be excluded from the software revenue guidance.

3. provide additional guidance on

a. how to determine which software, if any, relating to the tangible product also would
be excluded from the scope of the software revenue guidance.

b. how a vendor should allocate arrangement consideration to deliverables in an
arrangement that includes both tangible products and software.

c. how to allocate arrangement consideration when an arrangement includes deliver-
ables both included and excluded from the scope of the software revenue recognition
guidance.

FASB ASU No. 2009-14 should be applied prospectively for revenue arrangements entered into or
materially modified in fiscal years beginning on or after June 15, 2010. Early adoption is permitted.
If a vendor elects early adoption and the period of adoption is not the beginning of a vendor's fiscal
year, the vendor is required to apply this ASU retrospectively from the beginning of its fiscal year.
A vendor may also elect, but is not required, to adopt this ASU retrospectively to prior periods, with
certain exceptions. See FASB ASC 985-605-65-1 for specific disclosure requirements related to early
application and adoption year disclosure requirements.
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Accounting for Product Sales

3.14 The conceptual basis for revenue recognition is contained in FASB
Concept No. 5, Recognition and Measurement in Financial Statements of Busi-
ness Enterprises. Paragraph 83 states that recognition of revenue involves con-
sideration of two factors, (a) being realized or realizable and (b) being earned.
Paragraph 83(b) states:

Revenues are not recognized until earned. An entity's revenue-earning
activities involve delivering or producing goods, rendering services, or
other activities that constitute its ongoing major or central operations,
and revenues are considered to have been earned when the entity has
substantially accomplished what it must do to be entitled to the ben-
efits represented by the revenues. [Footnote omitted.]

3.15 Paragraph 84(a) of FASB Concepts No. 5 states that revenues from
manufacturing and selling activities are commonly recognized at time of sale,
usually meaning delivery.

3.16 Revenue typically is considered to be realizable and earned when
the product has been shipped and the risk of loss and title has been passed
to the customer. Payment must be anticipated and deemed probable, which
requires evidence that the customer desired shipment of the product. However,
for high-technology companies, judgment may be required to determine when
the earnings process is complete, such as in the following examples:

® In the case of custom products, when uncertainty exists about the
ultimate functionality of the product, the earnings process may not
be complete until the equipment is determined to be operational
and the customer has accepted it.

® Distributors, whether contractually obligated to or not, may not
take the risks of ownership of the inventory until the product ul-
timately is sold to the end user. The financial condition of the
distributor may also indicate that the distributor cannot finan-
cially complete the transaction before selling the product to the
end user. Under these circumstances, the earnings process may
not be complete until the end user purchases the product.

® The existence of significant post sales seller obligations may in-
dicate that the earnings process is not complete until after the
obligations have been fulfilled.

3.17 The Securities and Exchange Commission (SEC) Codification of Staff
Accounting Bulletins (SAB) Topic 13, Revenue Recognition, summarizes certain
of the SEC staff's views on the application of GAAP to revenue recognition in
financial statements of SEC registrants. Topic 13 states that "the staff believes
that revenue generally is realized or realizable and earned when all of the
following criteria are met."

a. Persuasive evidence of an arrangement exists. Many high-
technology manufacturers use written contracts to document the
terms of an arrangement, particularly when the arrangement is
complex. In other situations, the manufacturing entity may use a
purchase order or online authorization from the customer to docu-
ment its understanding with the customer.
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Topic 13 A.2 question 2 states that the presence of one or more of the
following characteristics in a transaction precludes revenue recog-
nition, even if title to the product has passed to the buyer, because
the substance of the transaction is that of a consignment or a fi-
nancing. Such arrangements require a careful analysis of the facts
and circumstances of the transaction, as well as an understanding
of the rights and obligations of the parties, and the seller's custom-
ary business practices. The presence of one or more of the following
characteristics may preclude revenue recognition:

® The buyer has the right to return the product and

— the buyer does not pay the seller at the time of
sale, and the buyer is not obligated to pay the
seller at a specified date or dates.

— the buyer does not pay the seller at the time of sale
but rather is obligated to pay at a specified date
or dates, and the buyer's obligation to pay is con-
tractually or implicitly excused until the buyer
resells the product or subsequently consumes or
uses the product.

— the buyer's obligation to the seller would be
changed (for example, the seller would forgive the
obligation or grant a refund) in the event of theft
or physical destruction or damage of the product.

— the buyer acquiring the product for resale does
not have economic substance apart from that pro-
vided by the seller.

— the seller has significant obligations for future
performance to directly bring about resale of the
product by the buyer.

® The seller is required to repurchase the product (or a sub-
stantially identical product or processed goods of which
the product is a component) at specified prices that are
not subject to change except for fluctuations due to finance
and holding costs, and the amounts to be paid by the seller
will be adjusted, as necessary, to cover substantially all
fluctuations in costs incurred by the buyer in purchasing
and holding the product (including interest). Indicators of
the latter condition include

— the seller provides interest-free or significantly
below-market financing to the buyer beyond the
seller's customary sales terms and until the prod-
ucts are resold.

— the seller pays interest costs on behalf of the buyer
under a third-party financing arrangement.

— the seller has a practice of refunding (or intends to
refund) a portion of the original sales price repre-
sentative of interest expense for the period from
when the buyer paid the seller until the buyer
resells the product.
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® The transaction possesses the characteristics set forth in
FASB ASC 840-10-55 and does not qualify for sales-type
lease accounting.

® The product is delivered for demonstration purposes.

b. Delivery has occurred or services have been rendered. The SEC staff
believes that delivery has not occurred unless the buyer has taken
title to the product and has assumed the risks and rewards of own-
ership, and the seller has not retained any specific performance
obligations indicating the earnings process is not complete. Typi-
cally, this occurs when the product is delivered to the buyer's deliv-
ery site (if the terms are "free on board [FOB] destination") or when
the product is turned over to a carrier for shipment to the customer
(if the terms are "FOB shipping point").?

After delivery, if uncertainty exists about customer acceptance, rev-
enue should not be recognized until acceptance occurs. As noted in
paragraph 3.05, it is not uncommon for high-technology manufac-
turers to include acceptance clauses in their arrangements with
their customers. Customer acceptance provisions may be included
in a contract, among other reasons, to enforce a customer's rights
to

® test the delivered product.

® require the seller to perform additional services subse-
quent to delivery of an initial product or performance of
an initial service (for example, a seller is required to in-
stall or activate delivered equipment).

® jdentify other work necessary to be done before accepting
the product.

When contractual acceptance provisions exist, Topic 13 states "the
staff generally believes that the seller should not recognize rev-
enue until customer acceptance occurs or the acceptance provisions
lapse." In Topic 13 A.3(b) the staff notes that "formal customer sign-
off is not always necessary to recognize revenue provided that the
seller objectively demonstrates that the criteria specified in the ac-
ceptance provisions are satisfied." The staff observes that customer
acceptance provisions generally take one of four general forms that
are described in Topic 13 question 1, as well as the staff's assess-
ment of whether the customer acceptance provisions should result
in revenue deferral.

Topic 13 A.3(a) also sets forth the criteria that must be met in order
to recognize revenue when delivery has not occurred, such as in bill
and hold transactions. See paragraph 3.34 of this chapter.

c. The seller's price to the buyer is fixed or determinable. If the customer
has the right to cancel or terminate the agreement, the sales price is
neither fixed nor determinable, and therefore revenue recognition
should be deferred until the cancellation privilege lapses. Topic 13
A.4(a) states:

5 See Topic 13: Revenue Recognition, A.3(a) concerning the consideration of transfer of title in
non-U.S. jurisdictions.
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An entity's contracts may include customer cancellation or
termination clauses. Cancellation or termination provisions
may be indicative of a demonstration period or an other-
wise incomplete transaction. Examples of transactions that
financial management and auditors should be aware of and
where such provisions may exist include "side" agreements
and significant transactions with unusual terms and condi-
tions. These contractual provisions raise questions concern-
ing whether the sales price is fixed or determinable. The sales
price in arrangements that are cancelable by the customer is
neither fixed nor determinable until the cancellation privi-
leges lapse. If the cancellation privileges expire ratably over
a stated contractual term, the sales price is considered to be-
come determinable ratably over the stated term. Short-term
rights of return, such as thirty-day money-back guarantees,
and other customary rights to return products are not consid-
ered to be cancellation privileges, but should be accounted for
in accordance with FASB ASC 605-15 [Footnotes omitted.]

d. Collectibility is probable. The term probable means that collection of
the fee is likely to occur.® No portion of the fee meets the criterion of
collectibility if the portion of the fee allocable to delivered elements
is subject to forfeiture, refund, or other concessions if any of the
undelivered elements are not delivered. To meet this requirement,
management must intend not to provide refunds or concessions that
are not required under the provisions of the arrangement.

3.18 Rights of return. It is common for high-technology manufacturers to
provide their customers with rights of return. FASB ASC 605-15-25 specifies
how an entity should account for sales of its products in which the buyer has a
right to return the product. FASB ASC 605-15-25-1 provides a list of conditions,
all of which must be met to recognize revenue from the transaction at the time
of sale. One of these conditions is that the amount of future returns can be
reasonably estimated.

3.19 FASB ASC 605-15-25-3 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 the factors that are most prevalent in the
high-technology industry are the following:

® The product is subject to significant obsolescence or changes in
demand.

® There is an absence of or lack of relevance of historical experience
to the circumstances because the product, market, or customer is
new.

3.20 Entities that make sales through distribution channels may be unable
to reasonably estimate the amount of future returns. For example, this may
occur when the entity does not receive accurate reporting from its distributors
regarding inventory levels in the distribution channels and the current level of
sales to end users.

6 FASB ASC 985-605 uses the term probable as that term is defined in FASB ASC 450, Contin-
gencies.

AAG-REV 3.20



102 Auditing Revenue in Certain Industries

3.21 When an entity is unable to reasonably estimate the amount of future
returns, revenue recognition should be postponed until the right of return sub-
stantially expires or until such time as the returns can be reasonably estimated
and the other conditions listed in FASB ASC 605 have been met.

3.22 Auditors of SEC registrants might consider reviewing the interpre-
tive response in Topic 13 A.4(b). In that response, the SEC staff lists the fol-
lowing factors, in addition to those provided in FASB ASC 605-15-25, that may
affect or preclude the ability to make reasonable and reliable estimates of prod-
uct returns:

®  Significant increases in or excess levels of inventory in a distribu-
tion channel (sometimes referred to as channel stuffing).

® Lack of visibility into or the inability to determine or observe the
levels of inventory in a distribution channel and the current level
of sales to end users.

® [Expected introductions of new products that may result in the
technological obsolescence of and larger-than-expected returns of
current products. As described in paragraph 3.05, the continuous
introduction of new products is one of the fundamental character-
istics of the high-technology industry.

® The significance of a particular distributor to the registrant's (or
reporting segment's) business, sales, and marketing.

® The newness of a product.

The introduction of competitors' products with superior technol-
ogy or greater expected market acceptance, and other factors that
affect market demand and changing trends in that demand for the
registrant's products.

3.23 In considering the application of FASB ASC 605 to a new entity
or an entity entering a new line of business, the SEC staff believes the focus
should be on the substantive factors that may affect the registrant's ability to
make reasonable estimates of product returns. For example, companies may
adopt new business models that involve significant changes to the way similar
products have traditionally been supplied, such as the use of new distribution
channels, the elimination of distributors or resellers, or the supply of a broader
selection of products. Such factors may impair an entity's ability to make a
reasonable estimate of returns.

3.24 In circumstances where a registrant concludes that it cannot reason-
ably estimate the actual return rate due to a product's limited history, the SEC
staff also believes that deferring revenue based on an estimate of the max-
imum possible returns, and recognizing revenue for the portion of the sales
that exceeds the maximum estimated return rate, is inconsistent with FASB
ASC 605.7

3.25 In some sales of high-technology equipment, the seller must install
the equipment at the customer's site. The arrangement may include a retainage
that the customer is not obligated to pay until installation is complete. If, before
completing the installation, the customer has a right to return the equipment,
FASB ASC 605-15-25-1 may preclude revenue recognition to the extent of the
retainage.

7 See Topic 13 A.4(b).
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Accounting for Transactions That Involve Both
Products and Services

3.26 FASB ASC 605-25 includes accounting guidance applicable to
multiple-element arrangements involving services, products, or both, that are
not performed or delivered to the customer at the same time.®! Topic 13 A.3
has been modified to incorporate the guidance on separate elements of an ar-
rangement from the Emerging Issues Task Force. Topic 13 A.1 states that

some revenue arrangements contain multiple revenue-generating ac-
tivities. The staff believes that the determination of the units of ac-
counting within an arrangement should be made prior to the applica-
tion of the guidance in this SAB topic by reference to the applicable
accounting literature.

Accounting for Services

3.27 As described in paragraph 3.08, some manufacturers have begun
to provide services in addition to selling products. When an entity provides
services, management ordinarily should consider whether to apply contract
accounting.

3.28 Contract accounting. Contracts to design, develop, manufacture, or
modify complex high-technology equipment to a buyer's specification may be
subject to the requirements of FASB ASC 605-35. For example, as described in
paragraph 3.08, some high-technology manufacturers are involved in selling

8 Topic 13 directly refers to the use of the following FASB guidance when a multiple-element
arrangement exists:

® Revenue arrangements with multiple deliverables should be divided into separate units of
accounting if the deliverables in the arrangement meet the criteria in FASB ASC 605-25-
25-5.

® Arrangement consideration should be allocated among the separate units of accounting
based on their relative fair values (or as otherwise provided in paragraphs 2-3 of FASB
ASC 605-25-30). The amount allocated to the delivered item(s) is limited as discussed in
FASB ASC 605-25-30-5.

® Applicable revenue recognition criteria should be considered separately for separate units
of accounting.

 In October 2009, FASB issued ASU No. 2009-13, Revenue Recognition (Topic 605): Multiple-
Deliverable Revenue Arrangements—a consensus of the FASB Emerging Issues Task Force, to signifi-
cantly improve the accounting and reporting of transactions involving multiple-deliverable arrange-
ments to more closely reflect the underlying economics of transactions. FASB ASU No. 2009-13 amends
FASB ASC 605-25 to

1. require separating consideration in multiple-deliverable arrangements in more circum-
stances than under existing U.S. GAAP.

2. establish a selling-price hierarchy for determining the selling price of a deliverable.

3. replace the term fair value in the revenue allocation guidance with selling price to clarify
that the allocation of revenue is based on entity-specific assumptions rather than assump-
tions of a marketplace participant.

4. eliminate the residual method of allocation and require that arrangement consideration
be allocated at the inception of the arrangement to all deliverables using the relative selling
price method.

5. require that a vendor determine its best estimate of selling price in a manner that is con-
sistent with that used to determine the price to sell the deliverable on a standalone basis.

6. significantly expand the disclosures related to a vendor's multiple-deliverable revenue
arrangements.

FASB ASU No. 2009-13 should be applied on a prospective basis for revenue arrangements entered
into or materially modified in fiscal years beginning on or after June 15, 2010, unless the vendor
elects to adopt the pending content in this ASU on a retroactive basis in accordance with FASB
ASC 605-25-65-1(e). Early application is permitted. See FASB ASC 605-25-65-1 for specific disclosure
requirements related to early application and adoption year disclosure requirements.
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complete hardware, software, and service "solutions" to their customers. When
solution selling involves significant customization of the computer system to
the customer's specifications, contract accounting may be appropriate.

3.29 For services that do not qualify for contract accounting, revenue gen-
erally is recognized ratably over the contractual period or as the services are
performed.

Accounting for Maintenance Agreements
and Extended Warranties

3.30 Some manufacturers sell their products with maintenance agree-
ments or extended warranties. FASB ASC 605-20-25 provides accounting guid-
ance for these types of agreements. FASB ASC 605-20-25-3 requires that
revenue from these transactions be deferred and recognized in income on a
straight-line basis over the contract period, except in those circumstances in
which sufficient historical evidence indicates that the costs of performing ser-
vices under the contract are incurred on other than a straight-line basis. In
those circumstances, revenue should be recognized over the contract period in
proportion to the costs expected to be incurred in performing services under the
contract.

3.31 In some circumstances, warranty and product maintenance agree-
ments are developed, marketed, and administered by an administrator whose
business focuses on these activities. The administrator may enter into an ar-
rangement with a manufacturer that provides for the manufacturer to offer
the warranty to customers who purchase applicable products. For each war-
ranty sold, the manufacturer pays a specified fee to the administrator who has
responsibility for servicing the contracts. The administrator generally uses a
portion of its fee to purchase insurance from an insurer that agrees to accept
the risk of loss under the contracts. Although the insurance entity assumes the
risk of loss, it does not legally become the obligor under the contracts. Depend-
ing on applicable state law, either the manufacturer or the administrator that
purchased the insurance is the legal obligor.

3.32 In such circumstances, SEC staff has noted that a registrant who
is the obligor under the warranty contracts should recognize revenue over the
life of the underlying contracts as specified in Technical Bulletin 90-1 even
if the risk of loss has been passed to another party. The staff also concluded
that Technical Bulletin 90-1 does not apply when the registrant is not the
named obligor. When the manufacturer is the obligor, the administrator is act-
ing as an agent with regard to the insurance contract between the manufacturer
and the insurance entity. When the administrator is the obligor, the manufac-
turer is acting only as an agent with regard to the warranty contract between
the administrator and the consumer. In either case, the nonobligor registrant
should present only its net commission as revenue as it performs under the
contracts.

Accounting for Bill and Hold Sales

3.33 SAB No. 104 (Topic 13 A.3[a]) specifies certain conditions and criteria,
all of which must be met, in order for a bill and hold transaction of a public entity
to qualify for revenue recognition. In addition, it specifies certain factors that
should be considered in evaluating whether a bill and hold transaction meets
the requirements for revenue recognition. Although SAB No. 104 is directed
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specifically to transactions of public companies, management and auditors of
nonpublic companies may find it useful in analyzing bill and hold transactions.
See chapter 1 of this guide for a discussion of SAB No. 104 on bill and hold
sales.

Accounting for Price Protection Agreements

3.34 A price protection clause requires the manufacturer to rebate or credit
a portion of the sales price if the manufacturer subsequently reduces its price
for a product and the distributors and VARs still have rights with respect to that
product. A manufacturer ordinarily should provide appropriate allowances at
the date of revenue recognition for price concessions; however, revenue should
not be recognized until reasonable and reliable estimates of the effects of price
concessions can be made.

Accounting for Sales With a Guaranteed Minimum Resale Value

3.35 FASC ASC 840 provides guidance when a manufacturer sells equip-
ment to a purchaser and guarantees that the purchaser will receive a minimum
resale amount at the time the equipment is disposed of. According to FASB ASC
840-10-55-13, the seller may agree to (a) reacquire the equipment at a guaran-
teed price at specified time periods as a means to facilitate its resale or (b) pay
the purchaser for the deficiency, if any, between the sales proceeds received for
the equipment and the guaranteed minimum resale value. According to FASB
ASC 840-10-55-14, the manufacturer is precluded from recognizing a sale of
equipment if the manufacturer guarantees the resale value of the equipment
to the purchaser. Rather, the manufacturer should account for the transaction
as a lease, using the principles of lease accounting described in FASB ASC
840-10.

Obtaining an Understanding of Revenue Transactions
in the High-Technology Manufacturing Industry

3.36 As discussed in more detail in chapter 1 of this guide, AU section
314 states that the auditor must obtain an understanding of the entity and its
environment, including its internal control. In accordance with paragraph .04
of AU section 314, the auditor should use professional judgment to determine
the extent of the understanding required of the entity and its environment,
including its internal control. The auditor's primary consideration is whether
the understanding that has been obtained is sufficient (a) to assess risks of
material misstatement of the financial statements and (b) to design and perform
further audit procedures (tests of controls and substantive tests). For audits of
high-technology companies, the auditor may consider obtaining information
relating to

® the types of products (or combined products and services) being
developed and marketed as well as their corresponding life cycles.

® whether those products are relatively standard or require signifi-
cant customization.

® whether the entity has a practice of allowing customers to return
products for new or upgraded models.

® whether the entity sells standalone products or a bundle of
products and services to its customers that includes hardware,
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software, peripherals, and installation and other services (that is,
multiple-element arrangements).

the entity's current marketing programs, for example, pricing in-
centives and the nature of any incentives that may affect the tim-
ing of revenue recognition.

whether the entity uses a standard form of sales agreement; if
standard sales agreements are not used, the processes by which
sales agreements are evaluated for propriety of revenue recogni-
tion.

compensation plans for management and sales personnel that may
provide an incentive to misstate revenues.

factors used by stock analysts to value the entity.

the general terms of the entity's arrangements with distributors
and VARs, if the entity uses them. Paragraph 3.08 describes some
of the terms an entity may have with its distributors that may
increase the risks of material misstatement.

the types of arrangements and warranty provisions the entity typ-
ically enters into with its end-user customers.

if sales are made internationally, the laws in the local jurisdiction
relating to billing, transfer of title, or other items that may affect
revenue recognition.

the competitive environment.

3.37 After gaining an understanding of the revenue transactions entered
into by the entity, the auditor should assess adequacy of the entity's accounting
policies for revenue recognition for each type of transaction and class of cus-
tomer. The auditor should determine whether those policies are in accordance
with U.S. GAAP.

3.38 The auditor must obtain an understanding of the nature of the en-
tity, which includes gaining an understanding of the products (or products and
services) being sold by the entity to determine whether certain characteristics
of the product itself pose revenue recognition issues. For example, the auditor
may consider whether
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the product contains embedded software that is not incidental and
that would require the transaction to be accounted for under FASB
ASC 985-605 (as described in paragraphs 3.13—.14).

the complexity of the product creates uncertainty about the ulti-
mate functionality of the product, which would require a deferral
of revenue (as described in paragraph 3.17).

the product is new or subject to significant obsolescence (that is, it
is nearing the end of its life cycle), which would preclude manage-
ment from reasonably estimating product returns (as described in
paragraph 3.20).

the entity enters into price protection or similar agreements with
customers and has the ability to make reasonable and reliable
estimates of the price concessions granted.

the product is sold as part of a bundle that may include hardware,
software, design, implementation or other services, which may
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require separate revenue recognition policies for each element (as
described in paragraph 3.27), or which may require contract or
another type of accounting if the elements cannot be separated.’

® the postsale obligations of the seller are significant (as described in
paragraph 3.17). In assessing significance, the auditor might con-
sider the estimated cost of the obligation, whether the obligation
is routine, and the significance of the obligation to the customer
(that is, were these separately negotiated terms).

The following are examples of circumstances any one of which
would likely lead to the conclusion that the remaining perfor-
mance obligations are significant:

— The performance period is lengthy. The term performance
period could relate either to the time needed to complete
the remaining activity (for example, installation requires
two weeks) or the time between the delivery of the initial
elements and the delivery of the later element (for exam-
ple, two weeks elapse between the date the equipment is
delivered and the date it is installed). There is no "bright
line" for determining whether the period is lengthy.

— The cost of performing the remaining activity is other
than insignificant. Again, there is no "bright line" for de-
termining whether the cost is other than insignificant.
Additionally, note that the converse of this circumstance
(that is, the cost of the remaining activity is insignificant)
is not itself sufficient when evaluating whether a contin-
uing obligation should affect revenue recognition.

— The skills required to complete the remaining activity
are specialized, that is, they are not widely available. For
example, the equipment has been delivered but has not
yet been calibrated and the seller's technicians are the
only ones who can properly calibrate the equipment.

— The due date of a meaningful portion of the sales price is
subsequent to the performance of the remaining activity.
For example, the payment terms stipulate that 20 percent
of the purchase price is due subsequent to installation.

— A meaningful portion of the payments already made by
the customer would be refundable if the remaining activ-
ity is not completed successfully. The terms of the sales
contract as well as past practice may be considered when
evaluating whether a portion of the purchase price would
be refundable.

These circumstances are not all-inclusive. As discussed previously,
the customer's perspective and the functionality of the delivered
elements are important in assessing whether the remaining ac-
tivities are inconsequential or perfunctory.

9 Paragraphs 3—-6 of FASB ASC 605-35-15 provide specific criteria for the application of contract
accounting.
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Inherent Risk Considerations

3.39 The inherent risk for an assertion about revenue recognition in the
high-technology manufacturing industry is its susceptibility to a material mis-
statement, assuming there are no related controls. As part of obtaining an
understanding of revenue transactions in the high-technology manufacturing
industry to assess the risks of material misstatement, the auditor may also

consider the

following inherent risk factors that might lead the auditor to as-

sess the risks of material misstatement as high for relevant assertions about
revenue recognition of high-technology companies:
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Transactions with distributors and VARs. Transactions with dis-
tributors and VARs affect revenue recognition in a number of ways,
including the following.

— Asdescribed in paragraph 3.08, companies typically offer
distributors and VARs price protection and other types
of incentives that may affect the timing and amount of
revenue recognition.

— As described in paragraph 3.18, certain arrangements
with distributors and VARs, whether contractual or im-
plied, may require revenue to be deferred until the prod-
ucts are sold by the distributor to the end user.

— Asdescribed in paragraph 3.21, the availability of reliable
information about inventory and sales levels provided by
the distributor and VARs to the seller may preclude the
seller from developing a reasonable estimate of sales re-
turns.

"Solution selling" and bundled sales. As described in paragraph
3.08, companies in some industry sectors are migrating toward
providing total, customized solutions and other bundled sales to
their customers. These bundled sale arrangements include the
sale of hardware and some or all of the following: software, pe-
ripherals, installation, customization, and other services. When
transactions contain multiple elements, it may be difficult to de-
termine the amount and timing of the related revenue recognition.

The potential for side agreements. The entity and its customers
may enter into side arrangements that remain either undocu-
mented or documented in agreements separate from the main
contract. The potential for side agreements is greater for com-
plex or material transactions. When side agreements exist, there
is a greater risk that accounting personnel will not be aware of
all of the terms of the transaction, which may result in improper
revenue recognition.

Transactions near the end of the period. As described in paragraph
3.07, it is common for high-technology companies to have a pro-
portionately higher number of transactions near the end of the pe-
riod. These transactions may be characterized by significant sales
incentives and other conditions that affect revenue recognition.
There also is an increased risk that all documents necessary to
provide evidence of an arrangement between the parties have not
been executed fully.
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®  Transactions that indicate the earnings process is not complete.
As described in paragraph 3.15, revenue should be recognized
only when (a) it has been realized or is realizable and (b) it has
been earned. Transactions common to the high-technology indus-
try that may indicate the revenue recognition criteria have not
been met include

— bill and hold sales.
— unfinished products shipped to customers.
— unauthorized products shipped to customers.

— sales or shipments to entities other than the customer.

Consideration of Fraud 1°

Fraud Risk Factors

3.40 AU section 316, Consideration of Fraud in a Financial Statement
Audit (AICPA, Professional Standards, vol. 1), is the primary source of au-
thoritative requirements and guidance about an auditor's responsibilities con-
cerning the consideration of fraud in a financial statement audit. AU section
316 establishes requirements and provides guidance to auditors in fulfilling
their responsibility to plan and perform the audit to obtain reasonable assur-
ance about whether the financial statements are free of material misstatement,
whether caused by error or fraud, as stated in paragraph .02 of AU section 110,
Responsibilities and Functions of the Independent Auditor (AICPA, Professional
Standards, vol. 1).

Considerations for Audits Performed in Accordance with PCAOB Stan-
dards

Paragraph .01 of AU section 316, Consideration of Fraud in a Finan-
cial Statement Audit (AICPA, PCAOB Standards and Related Rules,
Interim Standards), states that when performing an integrated audit
of financial statements and internal control over financial reporting,
refer to paragraphs 14-15 of Public Company Accounting Oversight
Board (PCAOB) Auditing Standard No. 5, An Audit of Internal Control
Over Financial Reporting That Is Integrated with An Audit of Financial
Statements (AICPA, PCAOB Standards and Related Rules, Auditing
Standards), regarding fraud considerations, in addition to the fraud
considerations set forth in AU section 316 (AICPA, PCAOB Standards
and Related Rules, Interim Standards).

3.41 There are two types of misstatements relevant to the auditor's con-
sideration of fraud in a financial statement audit:

® Misstatements arising from fraudulent financial reporting

® Misstatements arising from misappropriation of assets

10 Public Company Accounting Oversight Board (PCAOB) Release No. 2007-001, Observations
on Auditors' Implementation of PCAOB Standards Relating to Auditors' Responsibilities With Respect
to Fraud (AICPA, PCAOB Standards and Related Rules, Select PCAOB Releases), discusses auditors'
implementation of PCAOB interim standards regarding the auditor's responsibility with respect to
fraud.
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3.42 Three conditions generally are present when fraud occurs. First, man-
agement or other employees have an incentive or are under pressure, which
provides a reason to commit fraud. Second, circumstances exist—for example,
the absence of controls, ineffective controls, or the ability of management to
override controls—that provide an opportunity for a fraud to be perpetrated.
Third, those involved are able to rationalize committing a fraudulent act.

3.43 There is a presumption that improper revenue recognition exists
as a fraud risk factor. Material misstatements due to fraudulent financial re-
porting often result from an overstatement of revenues (for example, through
premature revenue recognition or recording fictitious revenues) or an under-
statement of revenues (for example, through improperly shifting revenues to
a later period). Therefore, the auditor should ordinarily presume that there is
a risk of material misstatement due to fraud relating to revenue recognition.
See paragraph .54 of AU section 316 (AICPA, Professional Standards, vol. 1)
for examples arising from fraudulent financial reporting.

3.44 Risk factors that may indicate material misstatement of revenue
arising from fraudulent financial reporting in a high-technology entity may be
as follows:

® DMotivations for management to engage in fraudulent financial re-
porting. Specific indicators might include

— management's excessive interest in maintaining sales or
earnings without regard to proper accounting or to the
entity's established revenue recognition policies.

— significant amounts of executive compensation tied to
stock performance.
® [Excessive involvement of nonfinancial management, such as sales
personnel in financial reporting.

® A failure by management to display and communicate an appro-
priate attitude regarding internal control and financial reporting.
Specific indicators might include

— poor or no coordination between sales, accounting, and
legal personnel regarding the terms of sales agreements
that affect revenue recognition.

— lack of control over contract documentation, and insuffi-
cient review and understanding of the sales agreements
by finance personnel.

— lack of communication throughout the organization re-
garding acceptable revenue recognition practices.

— the existence of side agreements.

A highly competitive environment.

High vulnerability to technological changes and product obsoles-
cence.

®  Significant volumes of product sold into a distribution channel
without a corresponding increase in end-user demand.

® (Continuing sales to resellers coupled with a lack of enforcement
of payment terms on previously outstanding balances.
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® Frequent changes in marketing or distribution methods or strate-
gies.

® Existence of an unusual number of contract amendments, late
changes, or both.

® [Existence of nonmonetary transactions.

Responses to the Presence of Fraud Risk Factors

3.45 AU section 316 (AICPA, Professional Standards,vol. 1) provides guid-
ance on an auditor's consideration of and response to the presence of fraud risk
factors. If there is a risk of material misstatement due to fraud that may involve
or result in improper revenue recognition, the auditor should consider audit
procedures addressing revenue recognition that will limit audit risk to an ap-
propriate level in light of the risk factors present. For example, the auditor may
decide to alter the nature, timing, or extent of substantive procedures. Exam-
ples of specific responses might be to perform substantive analytical procedures
at a detailed level by comparing sales by product or service to auditor-developed
expectations. The auditor also might conduct interviews of personnel about the
risk of material misstatement of revenue due to fraud to obtain staff's insights
about the risk and whether or how controls address the risk. Paragraph .54
of AU section 316 states that it may be appropriate to confirm with customers
certain relevant contract terms, including acceptance criteria, delivery, and
payment terms and the absence of future or continuing vendor obligations, the
right to return the product, guaranteed resale amounts, cancellation or refund
provisions, and the absence of side agreements. Guidance on the use of con-
firmations to gather audit evidence about revenue recognition is contained in
paragraphs 3.78-.80 of this chapter.

Obtaining an Understanding of Internal Control

3.46 AU section 314 states that the auditor should obtain an understand-
ing of the five components of internal control sufficient to assess the risks of ma-
terial misstatement of the financial statements whether due to error or fraud,
and to design the nature, timing, and extent of further audit procedures. The
auditor should obtain a sufficient understanding by performing risk assessment
procedures to

a. evaluate the design of controls relevant to an audit of financial
statements.

b. determine whether they have been implemented.
3.47 The auditor should use such knowledge to

® identify types of potential misstatements.
®  consider factors that affect the risks of material misstatement.

®  design tests of controls, when applicable, and substantive proce-
dures.

3.48 Obtaining an understanding of the entity and its environment, in-
cluding internal control is a continuous, dynamic process of gathering, updating,
and analyzing information throughout the audit. The objective of obtaining an
understanding of controls is to evaluate the design of controls and determine
whether they have been implemented for the purpose of assessing the risks of
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material misstatement. In contrast, the objective of testing the operating effec-
tiveness of controls is to determine whether the controls, as designed, prevent
or detect a material misstatement.

3.49 The auditor's understanding of internal control over revenue trans-
actions may include the client's policies and procedures for receiving and ac-
cepting orders, extending credit, shipping goods, relieving inventory, billing and
recording sales transactions, receiving and recording sales returns, and autho-
rizing and issuing credit memos. The understanding ordinarily will include
whether the entity has procedures for determining the proper cutoff of sales at
the end of the accounting period. It also is important for the auditor to have an
understanding of the computer applications and key documents (for example,
purchase orders, shipping reports, bills of lading, invoices, credit memos) used
during the processing of revenue transactions.

3.50 The significant financial statement accounts relating to manage-
ment's assertions about revenue include sales, sales returns and allowances,
service revenue, accounts receivable and related allowance accounts, deferred
revenues, and cash. Controls may be designed according to objectives based on
the five components of internal control described in AU section 314. The compo-
nents of internal control are the control environment, risk assessment, control
activities, information and communication systems, and monitoring. The au-
ditor should assess control risk for the relevant assertions embodied in the
account balances, transaction class, and disclosure components of the financial
statements. Paragraphs 3.52—.56 of this chapter describe examples of controls
over revenue recognition that may be in place in each of these components.

Control Environment

3.51 Underlying the internal control components described in paragraph
3.47, the control environment is the most significant factor influencing the in-
tegrity of reported revenue. The control environment includes such factors as
integrity and ethical values, management's philosophy and operating style,
participation of those charged with governance, commitment to competence,
organization structure, assignment of authority and responsibility, and human
resource policies and practices. Characteristics of a high-technology entity's
control environment that may improve the effectiveness of controls and de-
crease control risk include the following.

®  Written policies defining the entity's revenue recognition prac-
tices should be developed and communicated to all relevant parties
(that is, accounting, sales, marketing, legal, and senior manage-
ment). Such policies ordinarily should include

— a statement of when revenue is recorded and when it is
not.

— a definition of the documentation required by the entity
and from customers to ship products and record revenue.

— policies that describe how timely the documentation
should be.

— policies for identifying and approving nonstandard trans-
actions.

— policies regarding the approval of any deviations from the
documented practices or any changes to the documented
practices.
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® A written code of conduct generally should be adhered to that
expressly prohibits the departure from stated policies affecting
revenue recognition. For example, the code of conduct ordinar-
ily should prohibit salespeople from making undocumented side
agreements with customers or otherwise modifying standard con-
tracts without proper approval.

® The board of directors and senior management ordinarily should
take responsible actions when intentional unauthorized depar-
tures to the policies are identified.

® The audit committee generally should be knowledgeable about
revenue recognition accounting matters and related controls, and
be composed of independent members so that it can effectively
carry out its responsibilities.

Risk Assessment

3.52 An entity's risk assessment for financial reporting purposes is its
identification, analysis, and management of risks that may cause misstate-
ments of accounts involving relevant assertions about revenue, including a
consideration of how significant estimates are developed, the possibility that
unauthorized transactions may be recorded, and the possibility that authorized
transactions may be recorded erroneously or omitted. Characteristics of a high-
technology entity's risk assessment process that may improve the effectiveness
of controls and decrease control risk include

® managing risks associated with the improper application of U.S.
GAAP related to revenue recognition. For example, the entity or-
dinarily should take steps to properly train accounting, sales, and
legal personnel in the entity's revenue recognition policies.

® controls over approval of nonstandard agreements or significant
modifications to agreements.

® a process to identify revenue recognition issues when the entity
is about to ship products for the first time, to ship newly designed
products, or enter a new line of business.

Control Activities

3.53 Control activities are the policies and procedures that help ensure
that management directives are carried out. Control activities that may im-
prove the effectiveness of internal control and decrease control risk include the
following:

® Standardized sales contracts for standard, recurring transactions

® For nonstandard, negotiated transactions, the early and contin-
ued involvement of accounting personnel or others with a detailed
understanding of U.S. GAAP for revenue recognition

®  Written policies that prohibit unauthorized side agreements be-
tween the salespeople (or other entity employees) and the cus-
tomer

®  Proper physical control of all contracts, including any amend-
ments, in a single customer file

®  Written policies that describe how to assess when customer accep-
tance provisions have been satisfied
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®  Written policies that describe how to monitor the performance of
postdelivery obligations, such as installation and training

®  Written policies describing the customer credit approval process
and the periodic evaluation of existing customers' credit and pay-
ment history

® Separation of sales and credit functions

® Accounting personnel timely receiving and reviewing all sales
transaction documents, including the sales contract and all re-
lated transaction documentation for nonstandard transactions

®  Written policies that describe shipping guidelines

® Comparing shipping or other delivery documentation to the con-
tract

® Prompt management action concerning noncompliance with en-
tity policies with regard to contract approval and revenue recog-
nition

Information and Communication

3.54 The information system relevant to the financial reporting objectives
of revenue recognition includes the accounting system and consists of the pro-
cedures, whether automated or manual, and records established to initiate, au-
thorize, record, process, and report transactions (as well as the processes used
to prepare significant accounting estimates and disclosures, regarding relevant
assertions about revenue) and to maintain accountability for the related assets,
liabilities, and equity. Characteristics of a high-technology entity's information
and communication systems that may improve the effectiveness of controls and
decrease control risk include the following:

®  Accounting systems that maintain a history of data necessary to
estimate sales returns, price protection credits, and other sales
incentives liabilities

®  (Collection of timely, reliable data from distributors, if applicable,
to estimate sales returns

® Adequate coordination and communication between sales, legal,
and accounting functions regarding the terms of the arrangement
between the entity and its customers, especially those terms that
affect revenue recognition

Monitoring

3.55 Management monitors controls to consider whether they are operat-
ing as intended and, if not, to take corrective action. Characteristics of a high-
technology entity's monitoring process that may improve the effectiveness of
internal control and decrease control risk include the following:

® A robust management reporting process that allows management
to take timely action on sales and revenue recognition related mat-
ters, including

— the identification of new or unusual transactions.
— the introduction of new product offerings.

— changes to existing marketing programs or the introduc-
tion of new ones.

— the implications of customer acceptance provisions.
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® Management oversight of customer credit and payment issues.

® Monitoring of compliance with written policies related to revenue
recognition.

Assessing Control Risk

3.56 The auditor's assessment of control risk and determination of
whether to obtain audit evidence about the operating effectiveness of controls
for relevant assertions related to revenue recognition often is influenced by the
following:

®  Theentity's use of IT. In entities where a significant amount of in-
formation is initiated, authorized, recorded, processed, or reported
electronically, the auditor may determine that it is not practical or
possible to restrict detection risk to an acceptable level by perform-
ing only substantive tests for one or more financial statement as-
sertions. In such circumstances, the auditor should perform tests
of controls to gather audit evidence that the controls operate ef-
fectively.

®  Nonroutine or complex transactions. Software revenue arrange-
ments are negotiated between the vendor and the customer, and
this negotiation process may result in unique, nonroutine transac-
tions. For revenue recognition related to nonroutine transactions
or complex applications of GAAP, the control risks may be greater.

®  Unsophisticated internal controls. Smaller computer software
vendors may be characterized by unsophisticated organizational
structures that lack certain pervasive controls, for example, segre-
gation of duties. A lack of controls over revenue transactions may
cause the auditor to assess the control risks as high and perform
substantive audit procedures;!' however, the auditor needs to be
satisfied that performing only substantive procedures for the rel-
evant assertions related to revenue would be effective in reducing
detection risk to an acceptably low level.

Assessing the Risks of Material Misstatement 12

3.57 Paragraph .102 of AU section 314 states that the auditor should iden-
tify and assess the risks of material misstatement at the financial statement
level and at the relevant assertion level related to classes of transactions, ac-
count balances, and disclosures. For this purpose, the auditor should

a. identify risks throughout the process of obtaining an understand-
ing of the entity and its environment, including relevant controls
that relate to the risks, and considering the classes of transactions,
account balances, and disclosures in the financial statements.

11 See Technical Questions and Answers (TIS) section 8200.10, "Defaulting to Maximum Control
Risk" (AICPA, Technical Practice Aids), for further guidance.

12 Securities and Exchange Commission (SEC) Staff Accounting Bulletin (SAB) No. 108 Topic 1N,
Considering the Effects of Prior Year Misstatements when Quantifying Misstatements in Current Year
Financial Statements, provides interpretive guidance on how the effects of the carryover or reversal
of prior year misstatements should be considered in quantifying a current year misstatement. For
additional information, see the issuance at www.sec.gov/interps/account/sab108.pdf.
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b. relate the identified risks to what can go wrong at the relevant
assertion level.

c. consider whether the risks are of a magnitude that could result in
a material misstatement of the financial statements.

d. consider the likelihood that the risks could result in a material
misstatement of the financial statements.

3.58 The auditor should use information gathered by performing risk as-
sessment procedures, including the audit evidence obtained in evaluating the
design of controls and determining whether they have been implemented, as
audit evidence to support the risk assessment. The auditor should use the as-
sessment of the risks of material misstatement at the relevant assertion level
as the basis to determine the nature, timing, and extent of further audit proce-
dures to be performed.

Identification of Significant Risks

3.59 As part of the assessment of the risks of material misstatement, the
auditor should determine which of the risks identified are, in the auditor's judg-
ment, risks that require special audit consideration (such risks are defined as
significant risks. One or more significant risks normally arise on most audits.
In exercising this judgment, the auditor should consider inherent risk to de-
termine whether the nature of the risk, the likely magnitude of the potential
misstatement including the possibility that the risk may give rise to multiple
misstatements, and the likelihood of the risk occurring are such that they re-
quire special audit consideration. Refer to paragraphs .45 and .53 of AU section
318, Performing Audit Procedures in Response to Assessed Risks and Evaluat-
ing the Audit Evidence Obtained (AICPA, Professional Standards, vol. 1), for
requirements and guidance regarding further audit procedures pertaining to
significant risks.

Designing and Performing Further Audit Procedures

3.60 AU section 318 establishes requirements and provides guidance
about implementing the third standard of field work, as follows:

The auditor must obtain sufficient appropriate audit evidence by per-
forming audit procedures to afford a reasonable basis for an opinion
regarding the financial statements under audit.

3.61 To reduce audit risk to an acceptably low level, the auditor (a) should
determine overall responses to address the assessed risks of material misstate-
ment at the financial statement level and (b) should design and perform fur-
ther audit procedures whose nature, timing, and extent are responsive to the
assessed risks of material misstatement at the relevant assertion level. The
purpose is to provide a clear linkage between the nature, timing, and extent
of the auditor's further audit procedures and the assessed risks. The overall
responses and the nature, timing, and extent of the further audit procedures to
be performed are matters for the professional judgment of the auditor.

Overall Responses

3.62 The auditor's overall responses to address the assessed risks of mate-
rial misstatement at the financial statement level may include emphasizing to
the audit team the need to maintain professional skepticism in gathering and
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evaluating audit evidence, assigning more experienced staff or those with spe-
cialized skills or using specialists, providing more supervision, or incorporating
additional elements of unpredictability in the selection of further audit proce-
dures to be performed. Additionally, the auditor may make general changes to
the nature, timing, or extent of further audit procedures as an overall response,
for example, performing substantive procedures at period end instead of at an
interim date.

Further Audit Procedures

3.63 Further audit procedures provide important audit evidence to sup-
port an audit opinion. These procedures consist of tests of controls and substan-
tive tests. The nature, timing, and extent of the further audit procedures to be
performed by the auditor should be based on the auditor's assessment of risks of
material misstatement at the relevant assertion level. In some cases, an audi-
tor may determine that performing only substantive procedures is appropriate.
However, the auditor often will determine that a combined audit approach using
both tests of the operating effectiveness of controls and substantive procedures
is an effective audit approach. Regardless of the audit approach selected, the
auditor should design and perform substantive procedures for all relevant as-
sertions related to each material class of transactions, account balance, and
disclosure. Refer to the following sections titled "Tests of Controls" and "Sub-
stantive Procedures" in addition to AU section 318 for additional guidance on
further audit procedures.

Considerations for Audits Performed in Accordance with PCAOB Stan-
dards

Paragraph .97 of AU section 319, Consideration of Internal Control in
a Financial Statement Audit (AICPA, PCAOB Standards and Related
Rules, Interim Standards), states that when performing an integrated
audit of financial statements and internal control over financial report-
ing, if the auditor assesses control risk as other than low for certain
assertions or significant accounts, the auditor should document the
reasons for that conclusion. Refer to paragraph 54 of PCAOB Auditing
Standard No. 5 for a discussion on the extent of tests of controls.

Also refer to paragraphs B10-B16 of appendix B, "Special Topics," of
PCAOB Auditing Standard No. 5 for discussion of considerations when
an entity has multiple locations or business units, the use of service
organizations, and benchmarking of automated controls.

Test of Controls

3.64 The auditor should perform tests of controls when the auditor's risk
assessment includes an expectation of the operating effectiveness of controls or
when substantive procedures alone do not provide sufficient appropriate audit
evidence at the relevant assertion level.

Substantive Procedures

3.65 The auditor's substantive procedures should include the following
audit procedures related to the financial statement reporting process:

® Agreeing the financial statements, including their accompanying
notes, to the underlying accounting records
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® Examining material journal entries and other adjustments made
during the course of preparing the financial statements!?

The nature and extent of the auditor's examination of journal entries and other
adjustments depend on the nature and complexity of the entity's financial re-
porting system and the associated risks of material misstatement.

3.66 Auditors should design substantive procedures that are responsive to
the assessed risks of material misstatement for the relevant assertions about
revenue recognition—existence or occurrence, completeness, rights and obli-
gations, valuation and allocation, cutoff, classification, and presentation and
disclosure—and the risks of misstatement that are specific to software revenue
recognition.

Types of Potential Misstatement

3.67 The following table lists the types of potential misstatements related
to revenue recognition for high-technology companies.

Potential Misstatement Example

a. Failure to identify the existence of ® The product contains embedded

multiple elements in the software that is not incidental,

transaction therefore requiring the
application of FASB ASC
985-605.

® The arrangement includes
vendor obligations for more than
just the product (for example,
services and future products).

b. Inappropriate recognition of ® Undelivered elements of the
revenue related to separate arrangement are essential to the
elements of an arrangement or a functionality of delivered
transaction elements.

® (Objective evidence of fair value of
undelivered elements does not

exist.
c. For sale of product, earnings ® The product has not been
process is not complete shipped.
® Title and risk of loss has not
passed to the buyer.

® Installation or acceptance
provisions exist.

® Buyer's payment is not probable.

® Buyer did not order the product.

13 See TIS section 8200.16, "Examining Journal Entries" (AICPA, Technical Practice Aids), for
further information regarding the types of journal entries to be examined.
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Potential Misstatement

Example

d. Revenue recognized at time of
sales with right of return when
management is unable to
reasonably estimate future
product returns

e. Improper accounting for service
revenue

f Improper accounting for revenue
from maintenance agreements
and extended warranties

g. For sales to distributors, failure
to account for incentives and
concessions

h. Improper recognition of bill and
hold sales

Uncertainty exists about the
ultimate functionality of the
product.

Significant postsale seller
obligations exist.

Distributors do not assume the
risks of ownership.

Transaction includes extended
payment terms that are
inconsistent with the entity's
historical credit practices.

Product is subject to significant
obsolescence.

Absence of relevant historical
experience.

Lack of "visibility" into
distribution channels.
Distributors are new,

undercapitalized, or in financial
difficulty.

Service revenue is not recognized
ratably over contract period or as
the service is performed.

Failure to consider or improper
application of contract
accounting.

Revenue from maintenance
agreements and extended
warranties is not deferred.

Deferred revenue is improperly
amortized.

Potential price protection credits
and other sales incentives are
not properly accrued against
current period sales.

Revenue from bill and hold sales
is recognized when criteria
stated in SAB No. 104 have not
been met.

3.68 There is not necessarily a one-to-one correspondence between sub-
stantive procedures and audit objectives—some procedures accomplish more
than one objective and address several potential risks of misstatement. To re-
duce the risks of material misstatement of revenue, auditors might consider
the substantive procedures described in paragraphs 3.65—.82.
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Understand Terms of Sale

3.69 The entity ordinarily should document the terms of its arrangements
with its customers, either with a standard sales agreement for routine sales,
or a legal contract for nonroutine sales. Additional documentation regarding
the entity's arrangements with its customers may be found in the customer
correspondence files. Reading this documentation, including the contract and
customer correspondence, and analyzing the terms of the arrangement will al-
low auditors to determine whether the revenue associated with the transaction
was recognized in accordance with U.S. GAAP.

3.70 In determining which contracts and correspondence files to read and
analyze, the auditor should select a sufficient number and type of transactions
to reduce audit risk to an acceptable level. Auditors generally will not need to
read and analyze all contracts and customer correspondence supporting rev-
enue recognized during the audit period. In determining which transactions to
select for analysis, the auditor might consider the following information pro-
vided in paragraphs 3.71-.73.

3.71 Deferred revenue from high-technology entity sales may result from
the following circumstances:

a. The materiality of the transaction. For example, an auditor may
be able to reduce audit risk to an acceptable level by analyzing all
material transactions entered into during the audit period together
with a selection of other transactions that, individually, were not
considered material.

b. The date the contract was entered into. It is not uncommon for high-
technology companies to make a proportionately higher amount of
sales close to the end of the reporting period. In order to reduce
the risk of revenues being recorded in the wrong period, auditors
might consider focusing audit attention on those transactions near
the end of the period.

c. Contracts relating to transactions with a high inherent risk. Para-
graph 3.40 describes revenue transactions that typically have a
higher inherent risk of material misstatement. When selecting con-
tracts for detailed analysis, auditors may focus audit attention on
such transactions. For example, a careful review of the contract can
help the auditor develop an understanding of the scope and nature
of services to be performed. Indications of the importance of the
services to the overall arrangement often can be viewed through
the conditions of acceptance and payment terms.

3.72 When the entity uses standardized agreements, audit procedures
may be limited to

® evaluating the standardized contract for terms that may affect
revenue recognition.

® reviewing a sample of transactions for compliance with the stan-
dardized agreement.

® reviewing documentation, such as purchase orders, that indicate
the product was desired and ordered by the customer.

® reviewing shipping or acceptance documentation to ensure proper
cut-off and revenue recognition.
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3.73 When analyzing a contract and customer correspondence, the auditor
might consider

® whether the contract was fully executed by both parties during
the audit period.

® the specified delivery dates.

®  all provisions that could affect the timing of revenue recognition,
such as

— significant postsale seller obligations.

— rights of return.

— price protection and other sales incentive programs.
— cancellation privileges.

— installation requirements and other service delivera-
bles.!*

— acceptance clauses.

3.74 High-technology companies may enter into oral or written "side agree-
ments" to contracts that effectively modify those contracts. Some side agree-
ments may contain terms prohibiting the customer from disclosing the exis-
tence of the side agreement to third parties. Auditors should make inquiries
of those familiar with the terms of the sale (for example, sales personnel) to
determine whether side agreements exist and to ensure that all terms of the
agreement between the entity and its customer have been considered when
determining revenue recognition. To detect the existence of undisclosed side
agreements, the auditor might consider the need to perform substantive proce-
dures, such as reviewing credit memos, sales concessions, or similar marketing
allowances granted in the subsequent period for adjustment or reversal of rev-
enues previously recorded.

Understand Arrangements With Distributors and VARs

3.75 The auditor may review relevant documentation and make inquiries
to gain an understanding of arrangements the entity has with its distributors
and VARs. Terms of those arrangements that are relevant for revenue recogni-
tion include

® the presence of incentives or concessions that may affect the tim-
ing of revenue recognition, including those items listed in para-
graph 3.08.

® the reliability of the information provided by the distributors and
VARs, for example inventory and sales levels, that enables man-
agement to make a reasonable estimates of product returns, price
protection credits, and other sales incentive liabilities.

® the economic substance of the distributor or VAR and its ability to
pay and whether its distributor's financial condition indicates that
the earnings process may not be complete until the distributor or
VAR sells the product to the end user.

14 See paragraph 3.27.
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Confirm Terms of the Sale

3.76 AU section 330, The Confirmation Process (AICPA, Professional Stan-
dards, vol. 1), establishes requirements and provides guidance on the use of
confirmations to gather audit evidence. When the combined level of inherent
risk and control risk is high, AU section 330 states that the auditor should
consider confirming the terms of complex transactions with other parties in
addition to examining documentation held by the entity. Complexity combined
with high levels of inherent and control risk frequently characterize certain
high-technology entity sales, including

® nponroutine sales;

® 'golution sales" and other bundles that include products and ser-
vices;

bill and hold sales; and

unusual rights of return, acceptance or installation provisions,
cancellation privileges, or warranty provisions.

3.77 Interpretation No. 1, "Use of Electronic Confirmations," of AU section
330 (AICPA, Professional Standards, vol. 1, AU sec. 9330 par. .01-.08) clarifies,
among other matters, that the use of an electronic confirmation process is not
precluded by AU section 330. Although no confirmation process with a third
party is without some risk of interception or alteration, including the risk that
the confirmation respondent will not be the intended respondent, paragraph
.05 of Interpretation No. 1 states that confirmations obtained electronically
can be considered to be reliable audit evidence if the auditor is satisfied that
(a) the electronic confirmation process is secure and properly controlled, (b) the
information obtained is a direct communication in response to a request, and (c)
the information is obtained from a third party who is the intended respondent.
The interpretation also provides guidance to assist the auditor in assessing the
confirmation process.

3.78 The auditor's understanding of the client's arrangements and trans-
actions with its customers is key to determining the information to be confirmed.
By reading the contract and customer correspondence file and understanding
the terms of the arrangements, the auditor should determine the appropriate
information to include on the confirmation request. When confirmations are
used by the auditor to gather audit evidence relating to revenue recognition,
the auditor should consider the types of information respondents will be readily
able to confirm. Such information includes confirming the following terms:

®  Date(s) of delivery
®  Pricing details

® The existence of any side agreements or oral modifications to the
contract

®  Unusual rights of return, acceptance or installation provisions,
cancellation privileges, or warranty provisions

Rights to future products or services
Other pertinent contract provisions
3.79 AU section 330 states that the auditor should direct the confirmation

request to a third party that the auditor believes is knowledgeable about the
information to be confirmed. When confirming the terms of sales agreements in
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the high-technology industry, the customer's representative who executed the
sales contract typically is most knowledgeable of its terms.

Test for Product Shipment

3.80 Revenue from product sales may not be recognized until the product
is shipped (assuming FOB shipping point).'> Auditors should obtain audit evi-
dence to corroborate that the product was shipped and title transferred to the
buyer. To obtain audit evidence, the auditor might consider the performing the
following procedures on a sample basis:

®  Confirm the delivery and acceptance of the product with the cus-
tomer, as described in paragraphs 3.76-.79

® Review shipping documents and packing slips to ensure the prod-
uct was delivered and title transferred before the end of the re-
porting period and a proper accounting cut-off was achieved

®  Physically observe the appropriateness of the shipping cutoff, ei-
ther in conjunction with the observation of physical inventory or
as a standalone audit procedure

Test for Collectibility

3.81 The earnings process is not considered complete unless payment from
the customer is probable. For material transactions, the auditor should consider
obtaining audit evidence to support creditworthiness of the customer and the
related collectibility of the receivable. Subsequent cash receipts can provide
audit evidence to support the collectibility of the fee.

Test Recognition of Deferred Revenue

3.82 Deferred revenue from high-technology entity sales may result from
the following circumstances:

a. Terms of the sale that indicate that the earnings process is not
complete, as described in paragraph 3.17 of this chapter

b. The sale of services when the performance of the services extends
over more than one accounting period

c¢. The sale of maintenance agreements or extended warranties

3.83 For deferred revenue relating to the items described in paragraph
3.78, the auditor should obtain audit evidence to support management's asser-
tion that all deferred revenue has been recognized when the criteria for revenue
recognition have been met.

3.84 Contract accounting requires the deferral of revenue and subsequent
revenue recognition as the service is performed. When the services are per-
formed over several accounting periods, management may be required to es-
timate the percentage of the service that has been performed to date in order
to recognize revenue under contract accounting. AU section 342, Auditing Ac-
counting Estimates (AICPA, Professional Standards, vol. 1), provides guidance
on evaluating the reasonableness of accounting estimates made by manage-
ment. The auditor should evaluate the reasonableness of accounting estimates
made by management. In doing so, the auditor may consider focusing on key
factors and assumptions underlying the estimate. For estimates relating to the

15 See paragraph 3.17(b).
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performance of high-technology services, the auditor might consider factors and
assumptions related to the following:

® The technical complexity of the project (the more complex a
project, the more difficult it may be to estimate the percentage
of the work that has been performed)

® The project maturity (the closer the service project is to comple-
tion, the more reliable the estimate of the percentage of the work
performed to date)

The project duration and size
The entity's history of completing similar projects
The susceptibility of the project design to change

The entity's history of revisions of estimates

3.85 To evaluate the reasonableness of estimates relating to the perfor-
mance of services, the auditor may consider the following procedures:

® Make inquiries of management, both financial and operational

® Review detailed client analysis of hours or costs, or both, incurred
and estimates to complete

® Review data, such as time cards, to support the estimate of services
performed

3.86 For deferred revenue related to the sale of maintenance contracts
and extended warranties, the auditor may review the terms of the contracts or
warranties and evaluate whether the revenue from their sale is being amortized
over the life of the agreement using the straight-line method. If the straight-line
method is not being used, the auditor should obtain audit evidence to support
management's assertion that the costs of performing services under the contract
are incurred on other than a straight-line basis.

Analyze Allowance for Sales Returns

3.87 As described in paragraph 3.19, management is required to estimate
sales returns at the time the sale of the product is made. Auditors might perform
the following procedures as a means to obtain audit evidence to evaluate the
reasonableness of management's estimate:

® Review credit memos and accounts receivable or revenue adjust-
ments made subsequent to the end of the reporting period.

® Analyze the entity's historical experience with sales returns of
similar products to similar customers.

® Make inquiries regarding the presence of the factors listed in
FASB ASC 605-15-25-3 and, if applicable, the additional factors
listed in paragraph 3.23 of this chapter, to determine whether the
amount of returns can be reasonably estimated.

® Determine that the other criteria for revenue recognition when
the right of return exists have been met.

Designing Analytical Procedures

3.88 AU section 329, Analytical Procedures (AICPA, Professional Stan-
dards, vol. 1), establishes requirements and provides guidance on the use of
analytical procedures and requires auditors to the use of analytical procedures
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to some extent in the planning and overall review stages of all audits. Analytical
procedures are used for the following purposes:

® To assist in planning the nature, timing, and extent of other au-
diting procedures

® Asanoverall review of the financial information in the final review
stage of the audit

Analytical procedures also may be used as substantive tests to obtain audit
evidence about revenue recognition. In accordance with paragraph .06 of AU
section 314, analytical procedures are also performed as risk assessment proce-
dures to obtain an understanding of the entity and its environment, including
its internal control. AU section 339, Audit Documentation (AICPA, Professional
Standards, vol. 1), establishes standards on audit documentation and provides
further guidance in this area, including, among other things, the documentation
of substantive analytical procedures.

Considerations for Audits Performed in Accordance with PCAOB Stan-
dards

PCAOB Auditing Standard No. 3, Audit Documentation (AICPA,
PCAOB Standards and Related Rules, Auditing Standards), estab-
lished general requirements for documentation the auditor should pre-

pare and retain in connection with engagements conducted pursuant
to PCAOB standards.

3.89 For high-technology manufacturing companies, analytical procedures
the auditor may apply include the following:

® Review days sales outstanding (DSO) and related trends over the
last several quarters

® Segregate and analyze DSO by geography, industry, and sales-
person, as appropriate, based on identified or perceived risk (for
example, economic conditions in certain countries or industries,
and key salespeople identified as being aggressive)

® 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 chan-
nels 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 rea-
sonable in light of other revenue information and current-year
trends in the business and industry

16 Refer to SEC SAB No. 104, Revenue Recognition, for further information on channel stuffing.
Although SEC SABs are directed specifically to transactions of public companies, management and
auditors of nonpublic companies may find this guidance helpful in analyzing revenue recognition
matters.
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3.90 According to AU section 318, when designing substantive analytical
procedures, the auditor also should evaluate the risk of management override
of controls. As part of this process, the auditor should evaluate whether such an
override might have allowed adjustments outside of the normal period-end fi-
nancial reporting process to have been made to the financial statements. Such
adjustments might have resulted in artificial changes to the financial state-
ment relationships being analyzed, causing the auditor to draw erroneous con-
clusions. For this reason, substantive analytical procedures alone are not well
suited to detecting fraud. In addition, before using results obtained from sub-
stantive analytical procedures, the auditor may either test the design and oper-
ating effectiveness of controls over financial information used in the substantive
analytical procedures or perform other procedures to support the completeness
and accuracy of the underlying information.

3.91 For significant risks of material misstatement in an integrated audit,
it is unlikely that audit evidence obtained from substantive analytical proce-
dures alone will be sufficient.

Presentation and Disclosure

3.92 According to paragraph .15 of AU section 326, Audit Evidence (AICPA,
Professional Standards, vol. 1), assertions used by the auditor fall into the
following categories:

® Assertions about classes of transactions and events for the period
under audit:

—  Occurrence. Transactions and events that have been
recorded have occurred and pertain to the entity.

— Completeness. All transactions and events that should
have been recorded have been recorded.

— Accuracy. Amounts and other data relating to recorded
transactions and events have been recorded appropri-
ately.

— Cutoff. Transactions and events have been recorded in
the correct accounting period.

— Classification. Transactions and events have been re-
corded in the proper accounts.

® Assertions about account balances at the period end:

— Existence. Assets, liabilities, and equity interests exist.

— Rights and obligations. The entity holds or controls the
rights to assets, and liabilities are the obligations of the
entity.

— Completeness. All assets, liabilities, and equity interests
that should have been recorded have been recorded.

— Valuation and allocation. Assets, liabilities, and equity
interests are included in the financial statements at ap-
propriate amounts and any resulting valuation or alloca-
tion adjustments are appropriately recorded.
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® Assertions about presentation and disclosure:

— Occurrence and rights and obligations. Disclosed events
and transactions have occurred and pertain to the entity.

— Completeness. All disclosures that should have been in-
cluded in the financial statements have been included.

— Classification and understandability. Financial informa-
tion is appropriately presented and described and disclo-
sures are clearly expressed.

— Accuracy and valuation. Financial and other information
are disclosed fairly and at appropriate amounts.

3.93 The auditor should evaluate whether the presentation and disclosure
of revenue are in conformity with U.S. GAAP.

3.94 Marketing arrangements may vary among distributors and value-
added resellers. For example, some distributors may not take title to the product
sold to the customer and have no risk of loss or other responsibility for the
product. In those situations, a question may arise concerning whether revenue
from the sale of the product should be reported gross with a separate display of
cost of sales to arrive at gross profit or whether the margin on the sale should
be reported net, similar to a commission.

3.95 FASB ASC 605-45-45-1 states that whether an entity should recog-
nize revenue based on (a) the gross amount billed to a customer because it has
earned revenue (as a principal) from the sale of the goods or services or (b) the
net amount retained (that is, the amount billed to the customer less the amount
paid to a supplier) because it has earned a commission or fee is a matter of judg-
ment. Paragraphs 3-18 of FASB ASC 605-45-45 set forth factors or indicators
to consider in making the evaluation.

3.96 Regulation S-X requires SEC registrants to disclose separately, on
the face of the income statement, revenue from the sales of products, services,
and other products. In addition, Topic 13 B question 1 states that the SEC staff
believes that costs related to each type of revenue similarly should be reported
separately on the face of the income statement.

3.97 With respect to disclosure, FASB ASC 235-10-50-3 states

Disclosure of accounting policies shall identify and describe the ac-
counting principles followed by the entity and the methods of applying
those principles that materially affect the determination of financial
position, cash flows, or results of operations. In general, the disclosure
shall encompass important judgments as to appropriateness of prin-
ciples relating to recognition of revenue and allocation of asset costs
to current and future periods; in particular, it shall encompass those
accounting principles and methods that involve any of the following:

a. A selection from existing acceptable alternatives

b. Principles and methods peculiar to the industry in which
the entity operates, even if such principles and methods
are predominantly followed in that industry

c¢. Unusual or innovative applications of GAAP
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3.98 Accordingly, high-technology manufacturers should consider disclos-
ing their accounting policies concerning

® revenue recognition for each significant type of revenue (for ex-
ample, product sales, installation and other services, and barter
transactions).

® accounting for discounts, incentives and sales returns, and, if ap-
plicable, the methods used to develop estimates of significant sales
allowances.

® recognition of deferred revenues.

3.99 AU section 431, Adequacy of Disclosure in Financial Statements
(AICPA, Professional Standards, vol. 1), states that if management omits from
the financial statements, including the accompanying notes, information that
is required by U.S. GAAP, the auditor should express a qualified or an adverse
opinion and should provide the information in his report, if practicable, unless
its omission from the auditor's report is recognized as appropriate by a spe-
cific Statement on Auditing Standards. The auditor should review the financial
statements to determine whether disclosures are adequate with regard to such
matters as revenue recognition policies, information about major customers or
significant concentrations of credit risk, related-party transactions, and the ef-
fect of significant revisions to estimates in percentage-of-completion contracts.

Written Representations From Management

3.100 AU section 333, Management Representations (AICPA, Professional
Standards, vol. 1), establishes a requirement that the independent auditor
obtain written representations from management and provides guidance con-
cerning the representations to be obtained. Such representations are part of
the audit evidence the auditor obtains but are not a substitute for the appli-
cation of auditing procedures. Paragraph .07 of AU section 333 states that the
representation letter ordinarily should be tailored to include appropriate repre-
sentations from management relating to matters specific to the entity's business
or industry. The letter should be dated as of the date of the auditor's report.

Considerations for Audits Performed in Accordance with PCAOB Stan-
dards

Paragraph .05 of AU section 333, Management Representations
(AICPA, PCAOB Standards and Related Rules, Interim Standards),
states that when performing an integrated audit of financial state-
ments and internal control over financial reporting, refer to para-
graphs 75-77 of PCAOB Auditing Standard No. 5 for additional re-
quired written representations to be obtained from management.

Representations specific to high-technology revenue transactions may include
the following:

® The entity has provided all relevant agreements, correspondence,
and documentation regarding revenue transactions. There are no
additional written or oral side agreements.

® Management intends not to provide refunds or concessions that
are not required under the provisions of the arrangement.

®  Provisions have been made for the fulfillment or inability to fulfill
any sales commitments.
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3.101 AU section 333 (AICPA, Professional Standards, vol. 1) states that
the management representation letter should be signed by those members of
management with overall responsibility for financial and operating matters
whom the auditor believes are responsible for and knowledgeable about, di-
rectly or through others in the organization, the matters covered by the repre-
sentations. AU section 333 also states that in certain circumstances, the auditor
may want to obtain written representations from other individuals. For entities
in the high-technology manufacturing industry, the auditor should consider ob-
taining additional representations relating to revenue assertions directly from
operating management, such as sales personnel.
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Appendix A
International Financial Reporting Standards

Introduction

The following information provides a discerning look at the globalization of
accounting standards, International Financial Reporting Standards (IFRSs)
as a body of accounting literature, the status of convergence with IFRSs in
the United States, and the related issues that accounting professionals need to
consider today.

Globalization of Accounting Standards

As the business world becomes more globally connected, regulators, investors,
audit firms, and public and private companies of all sizes are expressing more
interest in having common accounting standards among participants in capital
markets and trading partners around the world. Proponents of convergence
with or adoption of IFRSs for financial reporting in the United States believe
that one set of financial reporting standards would improve the quality and
comparability of investor information and promote fair, orderly, and efficient
markets.

Many critics, however, believe that U.S. generally accepted accounting princi-
ples (GAAP) are the superior standards and question whether the use of IFRSs
will result in more useful financial statements in the long term and whether
the cost of implementing IFRSs will outweigh the benefits. Implementing IFRSs
will require a staggering effort by management, auditors, and financial state-
ment users, not to mention educators. Critics assert that the sheer number of
changes required by converging with or adopting IFRSs will be overwhelming.
Another concern is that many countries in the process of converging to interna-
tional standards may never achieve 100 percent compliance. Certain countries
may reserve the right to selectively carve out or modify standards not considered
to be in the nation's interest, which would possibly lead to incomparability—the
issue that IFRSs seeks to address.

The increasing acceptance of IFRSs, both in the United States and around
the world, means that now is the time to become knowledgeable about these
changes. The discussion that follows explains the underpinnings of the interna-
tional support for a common set of high quality, global standards and many of
the challenges and potential opportunities associated with such a fundamental
shift in financial accounting and reporting.

The international standard-setting process began several decades ago as an
effort by industrialized nations to create standards that could be used by de-
veloping and smaller nations. However, as cross-border transactions and glob-
alization increased, other nations began to take interest, and the global reach
of IFRSs expanded. Nearly 117 nations and reporting jurisdictions permit or
require IFRSs for domestic listed companies (approximately 90 countries have
fully conformed to IFRSs as promulgated by the International Accounting Stan-
dards Board [IASB] and include a statement acknowledging such conformity in
audit reports). Other countries, including Canada, are expected to transition to
IFRSs by 2011. Mexico plans to adopt IFRSs for all listed companies starting
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in 2012. Japan has introduced a roadmap requiring a decision for adoption in
2012 (with likely adoption planned for 2016). Still other countries have plans to
converge (or eliminate significant differences between) their national standards
and IFRSs.

For many years, the United States has been a strong leader in international
efforts to develop globally accepted standards. Among other actions in support
of IFRSs, the U.S. Securities and Exchange Commission (SEC) removed the
requirement for foreign private issuers registered in the United States to rec-
oncile their financial reports with U.S. GAAP if their accounts complied with
IFRSs as issued by the IASB. In addition, the SEC continues to analyze and
evaluate appropriate steps toward and challenges related to converging U.S.
GAAP with IFRSs, as subsequently described.

In addition to the support received from certain U.S. based entities, finan-
cial and economic leaders from various organizations have announced their
support for global accounting standards. Most notably, in 2009, the Group of
20 Leaders (G20), a group of finance ministers and central bank governors
from 20 of the world's systematically important industrialized and develop-
ing economies (with the 20th member being the European Union, collectively),
called for standard-setters to redouble their efforts to complete convergence in
global accounting standards by June 2011. A summary of the IASB and the Fi-
nancial Accounting Standards Board's (FASB's) efforts regarding convergence
are subsequently described.

Acceptance of a single set of high quality accounting standards may present
many significant opportunities, including the improvement in financial report-
ing to global investors, the facilitation of cross-border investments, and the
integration of capital markets. Further, U.S. entities with international opera-
tions could realize significant cost savings from the use of a single set of finan-
cial reporting standards. For example, U.S. issuers raising capital outside the
United States are required to comply with the domestic reporting standards of
the foreign country and U.S. GAAP. As a result, additional costs arise from the
duplication and translation of financial reporting information.

Many multinational companies support the use of common accounting stan-
dards to increase comparability of financial results among reporting entities
from different countries. They believe common standards will help investors
better understand the entities' business activities and financial position. Large
public companies with subsidiaries in multiple jurisdictions would be able to
use one accounting language company-wide and present their financial state-
ments in the same language as their competitors. Some believe another benefit
is that in a truly global economy, financial professionals, including CPAs, will be
more mobile, and companies will more easily be able to respond to the human
capital needs of their subsidiaries around the world.

Although certain cost benefits are expected, the initial cost of convergence with
IFRSs is expected to be one of the largest obstacles for many entities, including
accounting firms and educational institutions. Overwhelming internal costs for
U.S. corporations in the areas of employee training, IT conversions, and general
ledger software have been predicted. In 2008, the SEC reported that the aver-
age U.S. corporation will spend nearly $32 million in IFRSs adoption-related
costs. In addition, the time and effort required from various external functions,
including auditor and investor education also will be significant factors for con-
sideration.
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Although the likelihood of acceptance of IFRSs may lack clarity for the time
being, U.S. companies should consider preparing for the costly transition to
new or converged standards, which likely will include higher costs in the areas
of training and software compliance.

Who Is The IASB?

The IASB is the privately funded independent standard-setting body of the In-
ternational Accounting Standards Committee Foundation (IASCF). The IASB
is funded by contributions from the major accounting firms, private financial
institutions and industrial companies around the world, central and develop-
ment banks, and other international and professional organizations. Although
the AICPA was a founding member of the International Accounting Standards
Committee (IASC), the IASB's predecessor organization, it is not affiliated with
the IASB.

The TASB, founded on April 1, 2001, in London, England, is responsible for
developing IFRSs and promoting the use and application of these standards.
In pursuit of this objective, the IASB cooperates with national accounting
standard-setters to achieve convergence in accounting standards around the
world.

The IASB structure includes the following primary groups: (a) the IASC Foun-
dation, an independent organization having two main bodies, the trustees and
the TASB, (b) the Standards Advisory Council, and (c¢) the International Fi-
nancial Reporting Interpretations Committee (IFRIC). The IASC Foundation
trustees appoint the IASB members, exercise oversight, and raise the funds
needed, but the IASB itself has responsibility for establishing IFRSs.

The IASB has 15 board members,! each with one vote. The members are se-
lected chiefly upon their professional competence and practical experience. The
main qualifications for membership are professional competence and practi-
cal experience. The trustees are required to select members so that the IASB
will comprise the best available combination of technical expertise and inter-
national business and market experience and to ensure that the IASB is not
dominated by any particular geographical interest or constituency. The mem-
bers of the IASB currently represent 9 countries, including the United States.
The members are responsible for the development and publication of IFRSs,
including International Financial Reporting Standard for Small- and Medium-
sized Entities (IFRS for SMEs), and for approving the interpretations of IFRSs
as developed by the IFRIC.

IFRIC, founded in March 2002, is the successor of the previous interpretations
committee, the Standing Interpretations Committee (SIC), and is the interpre-
tative body of the IASB. The role of the IFRIC is to provide timely guidance on
newly identified financial reporting issues not specifically addressed in IFRSs
or issues where interpretations are not sufficient.

According to the TASCF Constitution, IFRIC's mission is to interpret the ap-
plication of IFRSs and International Accounting Standards (IASs) and pro-
vide timely guidance on financial reporting issues not specifically addressed in

1 See www.iasb.org for a current listing of International Accounting Standards Board (IASB)
members.
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those standards in the context of the IASB Framework. IFRIC has 15 board
members,? 14 voting members, and one nonvoting chairman.

IFRSs are developed through a formal system of due process and broad inter-
national consultation. Formal due process for projects involves the following
steps mandated under the terms of the IASC Foundation Constitution:

® [ASB staff identify, review, and raise issues that might warrant
the attention of the board. Decisions to adopt new projects are
made after consultation with the Standards Advisory Council.?

® TheIASB publishes exposure drafts regarding the issue. Exposure
drafts must be approved by at least nine members of the IASB.
® After considering comment letters and other consultations, an

IFRS is drafted and approved by at least nine members of the
TASB.

In addition to the steps mandated by the IASB Foundation Constitution, the
TASB may perform the following when developing an IFRS:

® Determine whether to conduct the project alone or jointly with
another standard-setter (for example, FASB)

® Establish a working group to further examine the issue
Publish a discussion paper, including an invitation to comment
Conduct field visits, public hearings, or round-table style meeting

Interpretations are developed under a similar due process system as are IFRSs.
Interpretations of IFRSs are exposed for public comment (called draft interpre-
tations and numbered D1, D2, and so forth), approved by IFRIC, and then sent
to the IASB board for review and approval as final interpretations. At the board
level, the same vote is required as for a standard, which is 9 of the 15 board
members.

Readers are encouraged to become involved in the standard-setting process by
responding to open calls from the standard-setting organizations.

What Are IFRSs?

The term IFRSs has both a narrow and a broad meaning. Narrowly, IFRSs
refers to the numbered series of pronouncements issued by the IASB and the
numbered series of pronouncements issued by the IASC, collectively called stan-
dards. More broadly, however, IFRSs refer to the entire body of authoritative
TASB literature, including the following:

® Standards, whether labeled IFRSs or IASs*

® Interpretations, whether labeled IFRIC (the current interpretive
body of the IASC Foundation) or SIC (the predecessor to IFRIC)®

2 See www.iash.org for a current listing of International Financial Reporting Interpretations
Committee (IFRIC) members.

3 The Standards Advisory Council (SAC) is a group of approximately 40 members representing
diverse functional and geographic backgrounds, whose primary responsibilities include advising on
agenda decisions and prioritization of items and informing the IASB of the views of its members on
major standard-setting projects. The SAC normally holds public meetings three times per year.

4 See www.iasb.org for a current listing of International Financial Reporting Standards (IFRSs)
and International Accounting Standards (IASs).

5 See www.iasb.org for a current listing of IFRIC interpretations.
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The preface to the IFRS 2009 Bound Volume states that IFRSs are designed to
apply to the general purpose financial statements and other financial reporting
of all profit-oriented entities including commercial, industrial, and financial
entities regardless of legal form or organization. IFRSs are not designed to
apply to not-for-profit entities or those in the public sector, but these entities
may find IFRSs appropriate in accounting for their activities.

The Framework for the Preparation and Presentation of Financial Statements
(framework) establishes the concepts that underlie the preparation and pre-
sentation of financial statements for external users. IASC is guided by the
framework in the development of future standards and in its review of existing
standards. The framework is not an IFRS and where there is a conflict be-
tween the framework and any IFRS, the standard will prevail. The framework
is an overall statement of guidance for those interpreting financial statements,
whereas IFRSs are issue and subject specific.

When an IFRS specifically applies to a transaction, other event, or condition,
the accounting policy or policies applied to that item shall be determined by ap-
plying the IFRS and considering any relevant implementation guidance issued
by the IASB for the IFRS.

Further, if an IFRS does not address a specific transaction, event, or condition
explicitly, IAS 8, Accounting Policies, Changes in Accounting Estimates and
Errors, states that management should use its judgment in developing and
applying an accounting policy that results in information that is relevant and
reliable. With respect to the reliability of financial statements, IAS 8 states that
the financial statements (a) represent faithfully the financial position, financial
performance, and cash flows of the entity; (b) reflect the economic substance of
transactions, other events and conditions; (¢) are neutral; (d) are prudent; and
(e) are complete in all material respects. When making this type of judgment,
management should refer to and consider the applicability of the following in
descending order:

® Therequirements and guidance in IFRSs dealing with similar and
related issues

® The definitions, recognition criteria, and measurement concepts
for assets, liabilities, income, and expenses in the framework

® The most recent pronouncements of other standard-setting bodies,
for example, U.S. GAAP, other accounting literature, and accepted
industry practices, to the extent that these do not conflict with
IFRSs

Comparison of U.S. GAAP and IFRSs

One of the major differences between U.S. GAAP and IFRSs lies in the concep-
tual approach: U.S. GAAP is based on principles but with heavy use of rules to
illustrate the principles, whereas IFRS is principles-based without heavy use
of rules.

In general, a principles-based set of accounting standards, such as IFRSs, is
broad in scope. The standards are concise, written in plain language, and pro-
vide for limited exceptions and bright lines. Principle-based standards typi-
cally require a higher level of professional judgment, which may facilitate an
enhanced focus on the economic purpose of a company's transactions and how
the transactions are reflected in its financial reporting.
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A noticeable result of these differences is that IFRSs provides much less overall
detail. In developing an IFRS, the IASB expects preparers to rely on core princi-
ples and limited application guidance with fewer prescriptive rules. In contrast,
FASB often leans more toward providing extensive prescriptive guidance and
detailed rules. The guidance provided in IFRSs regarding revenue recognition,
for example, is significantly less extensive than U.S. GAAP. IFRSs also contain
relatively little industry-specific guidance.

An inherent issue in a principles-based system is the potential of different
interpretations for similar transactions across jurisdictions and entities, which
may affect the relative comparability of financial reporting.

Because of longstanding convergence projects between the IASB and FASB,
the extent of the specific differences between IFRSs and U.S. GAAP has been
shrinking. Yet significant differences remain, which could result in significantly
different reported results, depending on a company's industry and individual
facts and circumstances. For example, some differences include the following:

IFRSs do not permit last in, first out (LIFO) inventory accounting.
IFRSs allow for the revaluation of assets in certain circumstances.

IFRSs use a single-step method for impairment write-downs
rather than the two-step method used in U.S. GAAP, making write-
downs more likely.

® [FRSs have a different probability threshold and measurement
objective for contingencies.

U.S. GAAP also addresses some specific transactions not currently addressed in
IFRSs, such as accounting for reorganizations, including quasi-reorganizations,
troubled debt restructuring, spinoffs, and reverse spinoffs. In addition, U.S.
GAAP is designed to apply to all nongovernmental entities, including not-for-
profit entities, and includes specific guidance for not-for-profit entities, develop-
ment stage entities, limited liability entities, and personal financial statements.

The difference in the amount of industry-specific guidance also illustrates the
different approaches. Currently, IFRSs include only three standards (for exam-
ple, IAS 41, Agriculture)® that might be regarded as primarily industry-specific
guidance. However, the scope of these standards includes all entities to which
the scope of IFRSs applies. In contrast, U.S. GAAP has considerable guidance
for entities within specific industries. For example, on liability recognition and
measurement alone, U.S. GAAP contains specific guidance for entities in the
following industries, which is not found in IFRSs:

Health care
Contractors and construction

Contractors and the federal government

Entertainment, with separate guidance for casinos, films, and
music

® Financial services, with separate guidance for brokers and dealers,
depository and lending, insurance, and investment companies

6 In addition to IAS 41, Agriculture, the other IFRSs that address issues specific to certain
industries are IFRS 4, Insurance Contracts, and IFRS 5, Exploration for and Evaluation of Mineral
Resources.
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For nonmonetary transactions, U.S. GAAP provides specific guidance for the
airline, software, and entertainment industries.

IFRS for SMEs

IFRS for SMEs is a modification and simplification of full IFRSs aimed at meet-
ing the needs of private company financial reporting users and easing the fi-
nancial reporting burden on private companies through a cost-benefit approach.
IFRS for SMEs is a self-contained, global accounting and financial reporting
standard applicable to the general-purpose financial statements of entities that
in many countries are known as small- and medium-sized entities. Full IFRSs
and IFRS for SMEs are promulgated by the IASB.

SMEs are entities that publish general purpose financial statements for ex-
ternal users and do not have public accountability. An entity has public ac-
countability under the IASB's definition if it files its financial statements with
a securities commission or other regulatory organization, or it holds assets in
a fiduciary capacity (for example, banks, insurance companies, brokers and
dealers in securities, pension funds, and mutual funds). It is not the IASB's
intention to exclude entities that hold assets in a fiduciary capacity for reasons
incidental to their primary business (for example, travel agents, schools, and
utilities) from utilizing IFRS for SMEs.

The needs of users of SME financial statements often are different from the
needs of users of public company financial statements and other entities that
likely would use full IFRSs. Whereas full IFRSs were designed specifically to
meet the needs of equity investors in the public capital markets, IFRS for SMEs
was developed with the needs of a wide range of users in mind. Users of the
financial statements of SMEs may be more focused on shorter-term cash flows,
liquidity, balance sheet strength, interest coverage, and solvency issues. Full
IFRSs may impose a burden on SME preparers in that full [IFRSs contains topics
and detailed implementation guidance that generally are not relevant to SMEs.
This burden has been growing as IFRSs has become more detailed. As such,
a significant need existed for an accounting and financial reporting standard
for SMEs that would meet the needs of their financial statement users while
balancing the costs and benefits from a preparer perspective.

Practically speaking, IFRS for SMEs is viewed as an accounting framework for
entities that do not have the capacity or the resources to use full IFRSs. In the
United States, the term SME would encompass many private companies.

In May 2008, the AICPA Governing Council voted to recognize the IASB as an
accounting body for purposes of establishing international financial accounting
and reporting principles and amended appendix A of AICPA Rule 202, Com-
pliance With Standards (AICPA, Professional Standards, vol. 2, ET sec. 202
par. .01), and Rule 203, Accounting Principles (AICPA, Professional Standards,
vol. 2, ET sec. 203 par. .01). This amendment gives AICPA members the option
to use IFRSs as an alternative to U.S. GAAP. Accordingly, IFRSs is not consid-
ered to be an other comprehensive basis of accounting. Rather, it is a source of
GAAP.

As such, a key professional barrier to using IFRSs and, therefore, IFRS for

SMEs, has been removed. Any remaining barriers may come in the form
of unwillingness by a private company's financial statement users to accept
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financial statements prepared under IFRS for SMEs and a private company's
expenditure of money, time, and effort to convert to IFRS for SMEs."

The AICPA has developed a resource that compares IFRS for SMEs with cor-
responding requirements of U.S. GAAP. This resource is available in a Wiki
format, which allows AICPA members and others to contribute to its develop-
ment. To learn more about the resource, view available sections and contribute
to its content, visit the Wiki at http:/wiki.ifrs.com/.

SEC Work Plan

The SEC continues to affirm its continuing support for a single set of high-
quality, globally accepted accounting standards and for the convergence of U.S.
GAAP and IFRSs. In February 2010, the SEC issued Release No. 33-9109,
Commission Statement in Support of Convergence and Global Accounting Stan-
dards. This release provides an update to Release No. 33-8982, Roadmap for
the Potential Use of Financial Statements Prepared in Accordance with Interna-
tional Financial Reporting Standards by U.S. Issuers, subsequently discussed.
The February 2010 release provides a confirmation of the SEC's continued sup-
port for convergence, highlights positive aspects of narrowing the differences
between the two sets of standards, and outlines additional considerations re-
quired before adoption of a single standard is achieved.

The release states that a more comprehensive work plan is necessary to lay out
the work required to support a decision on the appropriate course to incorpo-
rate IFRSs into the U.S. financial reporting system for U.S. issuers, including
the scope, timeframe, and methodology for any such transition. The SEC has
indicated that it will carefully consider and deliberate whether a potential tran-
sition is in the best interest of U.S. investors and markets.

The SEC directed its staff to develop and execute a work plan, the results of
which will aid the SEC in its evaluation of the potential effects of incorporating
IFRSs into the U.S. reporting system on the U.S. capital market. The work
plan includes consideration of IFRSs, both as they currently exist and after
the completion of the various convergence projects underway by FASB and the
TASB. Among other things, the work plan addresses some of the comments and
concerns received in response to the roadmap, including the following:

Sufficient development and application of IFRSs

® Independence of standard setting
® Investor understanding and education regarding IFRSs
°

Examination of the U.S. regulatory environment that would be
affected by a change in accounting standards

® The impact on issuers, both large and small, including changes to
accounting systems, changes to contractual arrangements, corpo-
rate governance considerations, and litigation contingencies

® Human capital readiness

Beginning no later than October 2010, and frequently thereafter, the SEC staff
will provide public progress reports on the work plan and continue to monitor

7 CPAs are encouraged to consult their state boards of accountancy to determine the status of
reporting on financial statements prepared in accordance with IFRS for Small- and Medium-sized
Entities (IFRS for SMEs) within their individual state.
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the status of the FASB and TASB convergence projects until the work is com-
plete. By 2011, assuming completion of the convergence projects and the SEC
staff's work plan, the SEC will decide whether to incorporate IFRSs into the
U.S. financial reporting system, and if so, when and how. If the SEC determines
in 2011 to incorporate IFRSs into the U.S. financial reporting system, the first
time that U.S. entities would report under such a system would be no earlier
than 2015. This timeline will be further evaluated as part of the work plan. The
work plan is included as an appendix at the end of the SEC's release, which is
located on the SEC's Web site at www.sec.gov.

As previously noted, in August 2008, the SEC voted to publish for public com-
ment a proposed roadmap, which included a multiyear plan with several mile-
stones that could have led to the use of IFRSs by U.S. issuers beginning in
2014. The roadmap generated significant interest and thoughtful comments
from investors, issuers, accounting firms, regulators, and others regarding the
factors that the SEC should consider. The work plan, as previously described,
will be developed to address the areas of concern highlighted in the comment
letters.

FASB and IASB Convergence Efforts®

To address significant differences between IFRSs and U.S. GAAP, FASB and
the IASB agreed to a "Memorandum of Understanding" (MoU). The MoU high-
lights 11 major convergence projects scheduled for completion by June 2011.
In response to the requests from the G20, as previously described, the IASB
and FASB recently published a progress report, describing an intensification
of their work program, including monthly joint board meetings and quarterly
progress updates on these convergence projects.

As of the date of this guide, of the 11 projects outlined in the MoU, only one,
Business Combinations, has been completed. The future of two other projects
remains uncertain: Intangible Assets has been removed from the active agen-
das of both boards, and Post-Employment Benefits, though still on the IASB's
agenda, was removed from the list of priority MoU projects at the boards'
October joint meeting.

Of the remaining projects in the MoU, three of the convergence projects—
Financial Instruments, Consolidation, and Derecognition—have taken on
greater significance because of the financial crisis that began in 2008. As a
result, the standard-setters have been pressed to deal with these projects on an
accelerated schedule. The remaining highlighted projects deal with important
fundamental accounting issues such as revenue recognition, financial state-
ment presentation, and leases. Although still on the agendas, the boards have
provided fewer details on their plans to complete standards for Fair Value Mea-
surement and Financial Instruments with Characteristics of Equity.

Financial Instruments

FASB expects to issue one comprehensive proposed Accounting Standards Up-
date (ASU) that addresses the measurement, classification, and impairment of

8 The following discussion has been extracted from "Countdown to Convergence," an article
in the March 2010 issue of the Journal of Accountancy. Because the projects discussed are active
and subject to change, updates will be posted periodically to the online version of this article at
www.journalofaccountancy.com. Readers also are encouraged to monitor the progress of these projects
at the respective boards' Web sites at www.iasb.org and www.fasb.org.
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financial instruments, as well as hedge accounting. IASB decided to complete
its deliberations on the following projects in three separate proposals:

®  (lassification and measurement. Despite intense joint delibera-
tions, FASB and the IASB have yet to agree on a common ap-
proach for classification and measurement. The IASB published
its approach on November 12, 2009, with the release of IFRS 9,
Financial Instruments. The scope of the IFRS is limited to as-
sets, and the IASB continues to deliberate the classification and
measurement of financial liabilities. The IASB plans to issue an
exposure draft on this part of the project when FASB issues its
comprehensive proposed ASU.

®  mpairment. The IASB published its exposure draft dealing with
impairment in November 2009, with comments due July 2010.
The IASB also plans to publish a request for views on FASB's
model when FASB publishes its comprehensive proposed ASU.
The boards plan to jointly consider the comments received on
respective proposed credit impairment models (the incurred loss
model proposed by FASB versus an expected loss model proposed
by the IASB). They also will discuss feedback received from an ex-
pert advisory panel that has been established to advise the boards
on operational issues regarding the application of the different
credit impairment models and how those issues might be resolved.

®  Hedging. The IASB plans to publish an exposure draft on hedging
in the first half of 2010 to coordinate with the publication of FASB's
comprehensive proposed ASU.

Consolidation

In response to the recommendations of the Financial Stability Board (an orga-
nization created by the G20 to deal with the global financial crisis), the IASB
accelerated its consolidation project and published an exposure draft in Decem-
ber 2008. The comment period ended in March 2009. At their October 2009 joint
meeting, the boards agreed to conduct their respective consolidation projects
jointly. They also concluded that the objectives and principles for assessing con-
trol of structures that would be classified as variable interest entities are fun-
damentally the same under the amendments to U.S. GAAP, most recently, ASU
No. 2009-17, Consolidations (Topic 810): Improvements to Financial Reporting
by Enterprises Involved with Variable Interest Entities, and in the proposed
TASB model.

FASB is expected to publish a proposed ASU in the first half of 2010. The IASB
will make available a staff draft of its proposed final standard and also will
publish a request for views on the FASB proposals. The IASB and FASB are
aiming to publish final, converged standards on consolidation by the second
half of 2010.

Derecognition

FASB amended its requirements in relation to the derecognition of some finan-
cial assets and liabilities by issuing ASU No. 2009-16, Transfers and Servicing
(Topic 860): Accounting for Transfers of Financial Assets, and ASU No. 2009-17.
FASB's primary change was the elimination of qualifying special-purpose enti-
ties, or QSPEs. Eliminating the QSPE requirements requires many entities
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applying U.S. GAAP to retain more assets and liabilities in their statement of
financial position.

In March 2009, the IASB published an exposure draft proposing a derecog-
nition model based on control. The comment period closed in July 2009. The
proposal was not well received, although there was qualified support for an al-
ternative model also included in the exposure draft. The IASB plans to continue
developing derecognition requirements based on that alternative model.

The boards have agreed to assess in the first half of 2010 the differences between
IFRSs and U.S. GAAP. The boards will then consider together the model that
the IASB has been developing.

Revenue Recognition

The boards published a discussion paper, Preliminary Views on Revenue Recog-
nition in Contracts with Customers, together in December 2008. The new con-
verged standard is expected to apply one model and certain basic principles
across all industries.

Under the proposed new model presented in the discussion paper, an entity
should recognize revenue when it satisfies its performance obligations in a
contract by transferring control of goods and services to a customer. The boards
have agreed to publish a joint exposure draft in the first half of 2010 and a final
standard by the first half of 2011.

Financial Statement Presentation

The purpose of this project is to establish a standard that will guide the orga-
nization and presentation of information in the financial statements with the
objective of improving the usefulness of the information provided.

FASB and the IASB have undertaken the largest overhaul of financial state-
ments ever conducted in a single step. The work is being conducted in three
phases. The boards completed deliberations on phase A in December 2005, and
in September 2007, the IASB published a revised version of IAS 1, Presenta-
tion of Financial Statements, that brought IAS 1 largely in line with FASB
Accounting Standards Codification 220, Comprehensive Income.

In October 2008, both boards published a discussion paper, Preliminary Views
on Financial Statement Presentation, in which they set out the principles for
presenting financial statements in a manner that portrays a cohesive financial
picture of an entity's activities, disaggregates information so that it is useful
in predicting future cash flows, and helps users assess an entity's liquidity and
financial flexibility.

The IASB plans to publish an exposure draft in the first half of 2010 that allows
entities to present some components of total comprehensive income either in a
separate statement or directly in equity. In the first half of 2010, the boards plan
to publish a comprehensive exposure draft on financial statement presentation.

Leases

The aim of the project is to develop a new single approach to lease accounting
that would ensure that all assets and liabilities arising under lease contracts
are recognized in the statement of financial position (balance sheet).

The project was added to the IASB's agenda in July 2006; the project is part of
the 2006 MoU (updated in 2008).
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AICPA

On February 24, 2010, president and CEO of the AICPA Barry Melancon issued
a statement on the SEC's plan to work towards the incorporation of IFRSs in the
U.S. financial reporting system. The statement noted that the AICPA supports
the thoughtful and concrete steps the SEC is taking as outlined in its plan to
prepare for the transition. The AICPA understands that it will need to fulfill
a number of responsibilities to make the use of IFRSs in the United States a
success. Ongoing efforts include the following:

® Continuing to educate AICPA members about IFRS

®  Working with accounting educators, textbook authors, and educa-
tional institutions to prepare future professionals to use IFRSs

® Making certain the voice of U.S. CPAs is heard internationally
® Incorporating questions about IFRSs into the Uniform CPA Exam

The AICPA believes that it is critical for the SEC to set a date certain for
use of IFRSs in the United States and encourages the SEC, as it completes
this work plan in 2011, to ensure investor confidence is maintained and key
milestones lead successfully to global standards in 2015. In moving forward,
it is essential that all stakeholders—regulators, investors, auditors, educators,
financial statement users, and preparers—have the knowledge and tools they
need to successfully navigate any change in U.S. accounting rules. The AICPA
is doing its part now to prepare these stakeholders for this fundamental shift
in financial reporting.

Additional Resources

Web Site URL
American Institute of Certified Public Accountants www.aicpa.org
AICPA TFRS Resources www.ifrs.com
International Accounting Standards Board www.iasb.org
IFRS for SMEs—U.S. GAAP Comparison Wiki http://wiki.ifrs.com
Financial Accounting Standards Board www.fasb.org
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Appendix B

Schedule of Changes Made to the Text
From the Previous Edition

As of March 1, 2010

This schedule of changes identifies areas in the text and footnotes of this guide
that have been changed from the previous edition. Entries in the table of this ap-
pendix reflect current numbering, lettering (including that in appendix names),
and character designations that resulted from the renumbering or reordering
that occurred in the updating of this guide.

Reference Change
Notice to readers Deleted.
Preface Updated.
Former footnote 1 in heading before | Deleted.

paragraph 1.01

Footnote 6 in paragraph 1.13

Updated to reflect the issuance of
Securities and Exchange
Commission Final Rule Release
No. 33-9072.

Footnote * in heading before
paragraph 1.39

Added to reflect the issuance of
Financial Accounting Standards
Board (FASB) Accounting
Standards Update (ASU)

No. 2009-14.

Footnote 1 in heading before
paragraph 1.48

Added to reflect the issuance of
FASB ASU No. 2009-13.

Former footnote 1 in heading before
paragraph 2.01

Deleted.

Footnote * in heading before
paragraph 2.15

Added to reflect the issuance of
FASB ASU No. 2009-14.

Footnote 1 in paragraph 2.36

Added to reflect the issuance of
FASB ASU No. 2009-13.

Paragraph 2.93

Revised for clarification.

Paragraph 2.94

Updated due to the withdrawal of
Statement on Auditing Standards
(SAS) No. 69.

Former footnote 1 in heading before
paragraph 3.01

Deleted.

Footnote * in heading before
paragraph 3.12

Added to reflect the issuance of
FASB ASU No. 2009-14.

(continued)
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Reference

Change

Footnote { in paragraph 3.26

Added to reflect the issuance of
FASB ASU No. 2009-13.

Paragraph 3.92

Revised for clarification.

Paragraph 3.93

Updated due to the withdrawal of
SAS No. 69.

Former appendix A

Deleted.

Appendix A

Added.
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AICPA RESOURCE:
Accounting & Auditing Literature Online

AICPA RESOURCE is an electronic research tool that combines the power and speed of the Web with
comprehensive accounting and auditing literature. Through this online subscription to the AICPA

Library, you’ll get:
e Robust search engine — helps you narrow down your research to find your results quickly

e Links between titles —no need to search for the related information, AICPA RESOURCE links all
of the relevant materials for quick access and answers

e Improved document referencing — more easily identify your location in the literature

e Quick Find — separates the literature by document type or subject matter so you can browse
the materials

e Timely updates — new standards and conforming changes are added to keep you current with
all of the authoritative guidance

AICPA Library on AICPA RESOURCE: Accounting & Auditing Literature
includes the following:

e AICPA Professional Standards

e AICPA Technical Practice Aids

e AICPA Audit & Accounting Manual

e PCAOB Standards & Related Rules

e Accounting Trends & Techniques

e All current AICPA Audit and Accounting Guides

e All current Audit Risk Alerts

e All current Checklists and lllustrative Financial Statements

You can also add the FASB Accounting Standards Codification™ and the GASB Library

AICPA, FASB and GASB Libraries, one-year individual online subscription
No. WGLBY12

AICPA and FASB Libraries, one-year individual online subscription
No. WFLBY12

AICPA Library, one-year individual online subscription
No. WALBY12

“IFRS Accounting Trends & Techniques” is also available in
paperback and online formats.

AICPA RESOURCE offers a range of online subscription options to meet your
needs — log onto www.cpa2biz.com/AICPAresource for details.



For additional copies of this Audit and Accounting Guide log onto the AICPA Store at www.cpa2biz.
com — or to automatically receive an annual update immediately upon its release — call 1-888-777-
7077. To meet your research needs, the publications below are also available as online subscriptions
on AICPA Resource. Please see www.cpa2biz.com/resource for details.

Additional Publications
Audit Risk Alerts/Financial Reporting Alerts

Find out about current economic, regulatory and professional developments before you perform your audit
engagement. AICPA industry-specific Audit Risk Alerts will make your audit planning process more efficient
hy giving you concise, relevant information that shows you how current developments may impact your
clients and your audits. For financial statement preparers, AICPA also offers a series of Financial Reporting
Alerts. For a complete list of Audit Risk Alerts available from the AICPA, please visit www.cpa2biz.com/ara .

Checklists and lllustrative Financial Statements

Having been updated to reflect recent accounting and auditing standards, these industry-specific
practice aids are invaluable tools to both financial statement preparers and auditors. For a complete
list of Checklists available from the AICPA, please visit www.cpa2biz.com/checklists .

Audit and Accounting Guides - Industry Guides

e Airlines

e Brokers and Dealers in Securities

e (asinos

e Construction Contractors

e Depository and Lending Institutions: Banks and Savings Institutions,
Credit Unions, Finance Companies, and Mortgage Companies

e Employee Benefit Plans

e Entities With Oil and Gas Producing Activities

e Government Auditing Standards and Circular A-133 Audits
e Health Care Entities

e Investment Companies

e Life & Health Insurance Entities

e Not-for-Profit Entities

e Property and Liability Insurance Entities

e  State and Local Governments

Other Guides

e Analytical Procedures

e Assessing and Responding to Audit Risk In a Financial Statement Audit

e Audit Sampling

e  Auditing Derivative Instruments, Hedging Activities, and Investments in Securities
e Auditing Revenue in Certain Industries

e Compilation and Review Engagements

e Prospective Financial Information

To order log on to the AICPA Store at www.cpa2biz.com.
Call the AICPA at 1-888-777-7077 or fax to 1-800-362-5066
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