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Executive Summa

Revenue recognition rules are changing and they will impact countless accounting
departments and systems. Key concerns include:

e Older financial or ERP software solutions may lack enough functionality to fully
support the new requirements leaving customers to use a kludge of spreadsheets
and other inelegant and inefficient workarounds.

¢ New revenue recognition rules will be going into effect in 2018 and 2019. Many firms,
especially subscription economy and service firms may be ill-prepared to meet the
new requirements.

e Even newer cloud financial accounting solutions may have material differences in
how elegantly or efficiently they will accommodate these new accounting rules.

e More than a regulatory change, these rules could impact how deals are made/sold,
what gets bundled into deals, how commissions are paid, etc.

e For Finance groups that have outgrown or have outdated accounting software, now
maybe the time to replace their solutions. Delays in doing so could require the use of
sub-optimal, labor intensive, error prone and expensive alternatives.

¢ Bolt-on solutions may seem attractive but they may introduce more data latency
issues and raise audit costs versus a solution that is part of a larger, fully integrated
financial software suite.

Time is of the essence regarding these rules changes. Smart firms must act now so as to:

Understand new requirements

Acquire, populate and test new systems

Model and communicate the financial impact of the changes to key stakeholders
Prepare for even more rules changes to come
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Who is Impacted?

Revenue recognition, like the matching principle, exists to ensure that the recording of a
business event accurately reflects the income and expenses of a given transaction or
contract across all relevant accounting periods. All firms must adhere to these two principles.
Of the two methods of accounting, cash and accrual, most mid-to-large firms use the accrual
method. But with this method, companies must exercise additional care as to how and when
they record income and expenses. The key to this determination is assessing when five key
(or critical) events have occurred. Roughly, these criteria identify when:

- risks/rewards are now in the control of the buyer

- the seller has no control over the goods

- the payment is assured

- the amount to be paid is known with certainty, and,
- the costs of goods/sales/etc. are measurable

These rules guide accountants in determining when and what they should book in
corresponding accounts during each accounting period. Granted, simple transactions, like
retail point of sale purchases, are easy to record as monies and goods are transferred in the
moment. There is no argument over the price and the cost of goods sold. But in other
situations, guidance is needed. A partial list of transactions that require special consideration
include those where:

- payments are tendered over the life of a contract or subscription

- sellers demand advances or deposits prior to the completion of a sale or delivery of
the goods/services

- sellers offer a warranty that extends beyond the current accounting period

- the goods are bundled with services that may require several accounting periods to
complete

- commissions (and/or other expenses) are earned over the life of a deal’s term or
earned unevenly

- some or all of the sale is possibly subject to a buyback provision

- goods can be returned for a full or partial refund for some time after the sale

- additional products or services are added to the original contract or the term of a
contract is altered

There are also rules that apply when cash is received at a different time than when
goods/services are delivered or billed. Likewise, there are rule differentiations based on the
kind of asset sold (tangible vs. intangible) or service delivered. Large construction or IT
projects (e.g., where percentage completion or other billing methods might be used) present
other, specialized accounting requirements.

Many industries will be impacted by these changes. These include financial services firms,
firms using grant monies, hospitality firms, technology firms and more. Software-as-a-
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Service (SaaS) and other software companies will be significantly affected as could
construction, service firms (e.g., outsourcers), cellular phone businesses, cable companies
and many more. Any company that has products or services delivered across multiple time
periods, with billing occurring over multiple time periods or permits adjustments to be made
to these customer agreements during the life of the deal may find that its revenue
recognition practices will need to be updated.

L ETAUES

New accounting rules go into effect in 2018 for public firms and 2019 for private companies.
(Note: firms with multi-year contracts may need to implement the changes earlier).
Specifically, these new requirements can be found in the Accounting Standards Codification
606 (this supersedes ASC 605). IFRS 15 also addresses these matters and has similar
effective dates.

Accountants will need to plan for the transition to the new standards. Of particular concern
will be multi-year contracts or contracts that originate pre-2018 (or 2019 for private firms)
but whose term goes into the 2018 or beyond timeframe. Those contracts will need to be re-
examined under the new requirements once the January 1, 2018 (or January 1, 2019 for
private firms) threshold date occurs. Soon, some companies may find they will be:

- doing more frequent reallocation of contract amounts
- see a material difference as to when revenue is now realized
- evaluating contracts under new and old rules for a time

Readers would do well to consider previous accounting standards such as:

- IAS 18 (Revenue Recognition) — Issued in the 1980’s and due to be superseded by
IRFS 15in 2018

- AICPA Statement of Position (SOP) No. 97-2 — Guidance as to software revenue
recognition

- EITF Issue No. 00-21 — Guidance as to the allocation of contract components

The newest standards/requirements should make financial statement comparisons across
companies more comparable. Differences in revenue recognition methods used by
companies should be lessened. New regulations will make the accounting more challenging
in the short term but hopefully, bring a more consistent set of rules/processes going forward.
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Compliance Challenges

Users will need tools to compare the pre- and post- effect of the accounting rules changes on
contracts, contract alterations (e.g., add-on sales), commissions and more. Data for these
calculations will come from a variety of sources and may include software systems such as:

- Financial Accounting or Enterprise Resource Planning (ERP)

- Customer Relationship Management (CRM)

- Sales Force Automation (SFA)

- Sales Performance Management (SPM)/Sales Commission Management
- Subscription Management

- Contract or Document Management/Contract Lifecycle Management

Once collected, the needed data must be analyzed with decisions made as to the amounts to
be booked to specific accounts within specific accounting periods. The worksheets needed to
make these determinations could exist within a financial accounting solution (i.e., the best
practice), in a custom system, or, in spreadsheets (i.e., not an optimal, long-term solution).

Where the Rev Rec Data Originates

Billing/
Invoicing

HVITAL
= ANALYSIS

These worksheets also need to serve another function: they may be needed to explain the
effect of new Revenue Recognition standards on pre-existing and new contracts. This view
could highlight material changes in the financial condition of a firm. Management and
shareholders will need to understand how these accounting changes may impact future
financial statements. Businesses may need to create an alternate set of books within their
current financial accounting system to capture and report these different views of revenue.
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There will likely be other changes required as well. Organizations may discover that prior
sales practices, commission structures, etc. may warrant change. When companies bundle
services, warranties and products into a single contract, these amounts must be unbundled
to determine their correct revenue recognition impact. Moreover, other factors (e.g.,
commissions earned in subsequent periods, add-on sales to a pre-existing contract, contract
term extensions/contractions) may warrant a re-examination as well. Why? The new
accounting rules for some of these actions may become onerous. For example, some
contract changes may simply be easier to accommodate via an all-new contract than a re-
casting of an existing contract.

So, how will businesses cope with these new requirements? There are roughly three options:

- Develop a custom solution
- Create spreadsheets, spreadsheet templates, etc.
- Upgrade or acquire new financial accounting software

Choosing among these three options, accountants and businesses must determine which
option is best short-term and long-term. But, if the wrong option is chosen, businesses will
find they have created a time-consuming and costly mess.

The Custom Solution option:
Custom-developed financial applications are rarely a good use of IT resources. The best use
of scarce IT budget and personnel should be in the development of “strategic” applications
(e.g., Internet of Things data analytics) — not in the development of a “tactical” back office
application. Revenue Recognition functionality should be licensed/subscribed not custom-
made. Smart firms do just this as it would take too much time for IT to research, design, test
and build the accounting software to handle the current and future Revenue Recognition
functionality. It's doubtful that there is enough time now to build a custom, well-tested,
accurate, highly functional and integrated Revenue Recognition application by January 1,
2018.

The Spreadsheet option:
Accounting departments could develop a number of custom spreadsheets/worksheets to
allocate the costs and income for each transaction or contract. This option is fraught with
potential problems as there could be substantive issues with version control, unintentional
errors, hard to find/resolve errors, different spreadsheets producing different results for the
same data, etc. Additionally, the output of these calculations would need to be correctly
entered into the financial and other systems. Would spreadsheets also forecast future period
revenues? Would spreadsheets show the pre-/post- effect of hew Revenue Recognition
standards? Would spreadsheets handle mid-contract adjustments/extensions/add-ons?
Would there be automated or manual interfaces to/from these numerous spreadsheets to
the affected systems (e.g., general ledger)? If the interface is manual, then additional error
opportunities could arise.

There exists a real problem for those firms that end up using hundreds or thousands of
spreadsheets for Revenue Recognition calculations. When the time comes to upgrade their
financial accounting software, how will they convert all of the formulas, implied rules, data
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values, etc. within these Revenue Recognition worksheets to a new accounting package? The
amount of manual labor to do so could be daunting and prone to errors.

While spreadsheets may appear to be short-term option, the long-term costs could be huge.
There is an efficiency (and error-risk) concern with all of the spreadsheet data that would
need to be moved from these spreadsheets into journal entries. This is a cost and data
quality concern. Likewise, external auditors might find the audit trail of such patchwork
activity to be a concern. This could drive up audit costs.

Spreadsheets are great tools but it's rare to see one make a great replacement for a fully
functioning, tightly integrated accounting solution. Before any company goes this route, they
may want to see if their external auditor likes this approach.

The Upgraded/New Financial Accounting solution:
This may be the best, logical and long-term solution of all. The key advantages of a pre-built,
pre-tested solution include:
- a consistent approach to Revenue Recognition
- immediate availability to the solution so that users have time to assess current as well
as future deals with new and old accounting standards
- afully tested solution
- asolution that meets accounting standards
- asolution that may be tightly integrated with the customer’s financial accounting/ERP
software
- calculations and audit trail of same to satisfy internal and external auditors

Moreover, if the solution is from a multi-tenant cloud solution provider, the vendor, not the
customer, is on the hook for future accounting standard and functional upgrades.

Regardless of the solution chosen, finance executives must assess whether:

- their existing financial accounting system is past its prime and should be replaced

- itis cost effective or technically relevant to put more capital into an old-technology
based solution

- new functionality for Revenue Recognition will be available and installed on their
existing solution in a timeframe that permits testing now and a go-live for January 1,
2018

- their current system will also support additional accounting standards and regulatory
changes to come
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Key Components of a Great Revenue

Recognition Solution

* Full-suite of accounting software not just a single revenue management
application — To do revenue recognition activities easily, efficiently and with few
errors, the revenue management solution should be tightly integrated with as many
of the feeding systems (e.g., CRM, billing, etc.) and accounting systems (e.g.,
general ledger) as possible.

+ What-if or other revenue recognition scenarios should be kept in the same
accounting book — If different books are required for these scenarios, then the
production of comparative financial results is more difficult and costly. These multiple
sets of books could also introduce errors.

« Unlimited scenarios — If your firm has a rich legacy of writing all kinds of one-off
deals, bundled deals and/or granting mid-term contract changes, then you will want
extensive scenario modelling capabilities to understand the effect of new rules on
these transactions.

+ One or many contracts within a single scenario — When defining different
scenarios, users may want to lump numerous, similar contracts/deals into a single
scenario for allocation processing.

* Functionality for expense recognition — Revenue recognition technically covers
both revenue and associated expenses (e.g., sales commissions) for a given
transaction. However, not all solutions are ready yet for modelling rules changes for
both revenue and expenses. Vendors have been working on the revenue side first
and may deliver new expense functionality in a future release. Make sure you have
both capabilities in time for your firm’s needs.

+ Large pool of potential allocation rules/bases — Some amounts will need to be
spread out evenly across the life of a deal. Some will have lumpy distributions. Some
will be one-time and others may occur as a result of some other basis (e.g.,
percentage of completion or milestone).

* Flexible date options — Make sure you can recognize revenue during any
accounting period, accounting year, quarter, etc.

* Transition tools, data conversion tools, etc. for new software — Software
buyers should look for tools to help load data from prior contracts and accounting
systems. Given how many data elements must be converted and how these were
used for prior revenue recognition rules calculations, any help with this is great to
have.

« Transition tools, data conversion tools, etc. for existing software — If you
currently have a revenue management software solution, will the vendor provide you
with tools to painlessly convert data from one set of revenue recognition rules to the
new rules?

+ Substantial notes retention functionality — Users should be able to annotate
any allocation or other decision. These notes should stay with the transactions and be
available to auditors and other authorized users
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Implementation Timing for New Revenue Recognition Requirements

So, when should firms start acting on new revenue recognition requirements? The short
answer is NOW!

For some companies, the impact of these new requirements may be minimal to non-existent
as their firm or industry does not have many bundled, long-term or other affected
transactions. As a result, they may not need new or updated financial software. They do,
however, need to test their knowledge and assumptions re: new Revenue Recognition
requirements internally and with their auditors to verify their understanding and compliance
needs.

For those firms modestly or materially impacted by these new requirements, they must act
quickly to determine how they will meet these requirements and what potential impact these
changes will have on current and future earnings.

Impacted firms must decide the technical approach they will use to meet the new
requirements. They must assess the impact on their firm should they delay the
implementation of new or upgraded financial software. This decision requires an assessment
of the:

- availability of new software, software upgrade or custom functionality
- cost to implement new/upgraded software

- cost to support/maintain the new solution

- ability to apply new/future rules/standards

- potential risk if the rules are incorrectly applied

- reputation damage if the company misstates its financials

If businesses need any further encouragement to get acting on new Revenue Recognition
requirements, they should know that more changes are coming. Specifically, new rules
governing lease accounting are coming. Software vendors will likely address these
requirements in short order. Businesses will likely incur years of Revenue Recognition
accounting changes. As a result, the debate for firms won't be “Should we replace our
financial accounting software?’ but rather “ When should we replace our financial accounting
software?’

COPYRIGHT 2016 © TECHVENTIVE, INC. 9
UNAUTHORIZED REPRODUCTION, TRANSMISSION, STORAGE OR DISTRIBUTION PROHIBITED




CHANGING REVENUE RECOGNITION LANDSCAPE

Conversion Issues

As organizations prepare to meet new Revenue Recognition requirements, there are several
conversion and implementation issues to consider. Specifically:

- Any worksheets, contracts, etc. used in calculating the appropriate Revenue
Recognition journal entries for previous deals may need to be re-examined and
possibly re-worked given the new requirements especially if the term of the deal
crosses the January 1, 2018 timeframe.

- If the customer was using Revenue Recognition functionality in their current financial
accounting software, they may still face a material upgrade and conversion process
of their old system and data. This is due to the material changes in the requirements.

- Some vendors may charge extra for the new/upgraded functionality.

- New lease accounting functionality may follow later.

- Any company considering new financial accounting software should ensure that the
software already supports new revenue recognition rules now. Delays in receiving
this software could result in substantive problems.

- More data elements are needed to support hew Revenue Recognition requirements.
As such, some prior deals will need re-examination to collect these new data
elements.

There may be some people issues to consider as well. These include:

- Does your systems integrator (or vendor or vendor channel partner) possess
personnel who are skilled in both IT and Revenue Recognition requirements? These
subject matter experts (SME's) must possess deep accounting knowledge.

- Does the company’s accounting group have the appropriate knowledge re: new
Revenue Recognition requirements? If not, who will provide this training?

- Does the company’s accounting group have enough time to implement new Revenue
Recognition (or possibly an entirely new Financial Accounting) solution? Are current
accounting activities already taxing employees? Does the firm need to acquire some
short-term accounting talent so that it can free up its best accounting resources to
work on this initiative?

And, of course, there will likely need to be policy, pricing and other conversations within the
company as executives begin to understand the effect the new requirements will have on the
firm’s financials, accounting workload, etc. More specifically, the company may want to
change the way it bundles some products, services and/or warranties together. Simplifying
deals might simplify the accounting for same and, possibly, change the timing of when some
monies are booked. Likewise, the timing of when commissions are earned and paid may
need adjusting to better align with new accounting requirements. Will Sales agree with
these? And, should the firm adjust the way or terms for making a mid-term contract
adjustment? Companies will need to balance the ease with which sales people and customers
want to do business with the company versus the accounting workload these ‘conveniences’
place on Accounting. Who will arbitrate these discussions and how they will get resolved in a
timely manner will be a test of a great executive team.
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This wave of accounting rules changes will not be the only one to impact firms in the near
term. Additional changes can be expected with expense recognition and lease accounting.

The implication of this is that meeting the requirements for this latest set of changes may not
be all that companies must address. Selecting a technology approach for the current
requirements must be done in a way that maximizes short and long-term business
requirements.

The Cloud and Revenue Recognition

Software buyers have many choices when it comes to new financial accounting software.
They can deploy solutions: on-premises, private cloud, hosted single-tenant cloud, and,
multi-tenant cloud. One of the advantages of the multi-tenant solutions is that the vendor,
not the customer, is on the hook to upgrade the software for the customer.

Why is this important? For many non-multi-tenant solution users, their IT department will
have to acquire the new revenue recognition software, schedule the upgrade project(s), load
the software, convert data, configure all interfaces, test the software, etc. This effort(s) must
occur within the backlog of other, possibly more strategic, IT projects. A delay in getting the
new solution in place could create problems for the accounting organization in meeting the
new requirements in a timely and cost-effective manner.

Regardless of deployment method, all financial software vendors will likely release several
updates to their products as newer revenue recognition rules are required and supported.
The question for software users is can their IT department have the just-in-time resources to
implement these upgrades?

For multi-tenant solution users, the vendor should automatically update the software and
much of the data. Many multi-tenant solution providers already have released updated
solutions.

But not all multi-tenant solutions are the same. One solution provider requires users to
implement an all-new revenue management module as the number of new data elements
and functional requirements with the new regulations made their prior solution obsolete. This
solution requires, essentially, a re-installation of revenue management.
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Workday’s Revenue Recognition Solution

Enterprise cloud application software firm Workday offers full contract-to-cash revenue management
functionality as part of its core financial capabilities. These revenue recognition capabilities enable customers
to: record revenue events, complete fair value analysis, link contracts, and, allocate and recognize revenue
for simple and multi-element arrangements. Customers looking to assess the impact of the new standards
on their revenue strategies might benefit from modeling different revenue scenarios using Workday’s What-if
scenario modeling capabilities (see graphic below) and create alternate contracts for dual reporting.

- o )

Workday’s solution was developed in concert with market experts and companies evaluating the new
standards. The software supports customers looking to transition to and adopt the new accounting rules
scheduled to go into effect in 2018 and later.

Going beyond Revenue Recognition: While the new standards relate to revenue recognition, there are
broader implications that may affect a firm’s commission processing, sales operations, expenses, forecasting,
policy decisions and more. We recommend Finance leaders work with other company leaders to assess
these impacts early on and seek a solution that can accommodate more than just the financial accounting
requirements. Workday’s single financial management solution includes contract management, payments and
collections, planning, and a general ledger. This solution addresses the most critical elements related to the
new standards and allows customers a minimally disruptive mechanism to easily assess and adjust to the
downstream effects of the new requirements on their broader organization.
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Workday’s Revenue Recognition Solution

Workday recommends that users follow a three-phase approach to transition to the new requirements
and functionality:

Assess: Review and assess the impact of the new standards on all aspects of the organization. A key part
of this review involves a detailed review of active contracts potentially impacted by the new requirements.
Workday users can define contracts sets — a capability that groups contracts with common characteristics
and how those contracts will be impacted re: transaction pricing and revenue allocation. By defining the
contract sets, users can quickly identify which contracts will be impacted.

Model Policy Changes: Workday possesses flexibility to configure revenue rules based on the new
standards, create alternate contracts for those with potential impact, and run what-if scenarios to assess
the total impact of the new standards on historical data. As such, users can understand the broader
implications of the new accounting requirements on their P&L statement and more.

~
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Dual Reporting: Once you have assessed the impact using the scenario functionality you can determine
the appropriate allocations to put into effect and automatically generate revenue adjustment accounting
entries based on alternate contracts. These adjustments are reflected in real-time across financial
statements and disclosures to meet these reporting requirements. Workday allows you to create and
maintain alternate contracts in a separate set of books, and run this retroactively during the dual reporting
transition period so that you can meet dual reporting and disclosure requirements.
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New Revenue Recognition requirements will create a significant amount of work for
accountants and accounting staff for the foreseeable future. The time required for
organizations to comply with the new rules is acutely short. Action is required NOW!

Solutions exist to help accounting teams better comply with the new rules but not all
solutions are the same. Based on the deployment method, functionality and degree of
conversion difficultly, one can expect to see some variations in new solutions. Buyers should
be careful in assessing different options.

Simultaneous with any software evaluation effort, accounting teams should already be
consulting with their external auditors and other subject matter experts about the new
requirements. Becoming more cosmopolitan (i.e., to be more aware of one’s environment) is
essential with regards to the new rules and solutions.

Accounting teams should also start engaging with other operational entities and executives
within their firm. Early conversations about the new rules and the consequences to
commissions, deal bundling, etc. should occur as early as possible. Potential process changes
could simplify matters for accounting personnel or sales professionals. How these decisions
get made could become a top Executive Committee matter. Move now on this issue.
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About Vital Analysis

= VITAL

= ANALYSIS

Vital Analysis is a very different kind of technology research organization. We are the intersection set
where exceptional technology market knowledge meets the executive suite. Where other ‘analysts’
replay vendor press releases, we give you the:

e Impact new technologies will have on your business.
e Reasons why you should care about specific emerging solutions.
e Business justifications why you may want specific solutions.

Vital Analysis was carved out of TechVentive, Inc. in 2007 as a new, but related, business. As
designed, Vital Analysis is the publishing, research and analytical arm of that company.

Our reach, like our blog readership, is truly global. We've consulted with top technology executives
across the globe and have been briefed by technology providers from virtually every corner of the
planet.
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