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Accounting is about the unsexiest of all company
departments. They are the Debbie Downers of SaaS.
They don’t care about your vision or your vanity; they
only care about your bottom line.
And because of that, they are the most
important people you can have. They have
one job—to give you an entirely accurate
picture of your business’s finances. Whereas
everyone else in your company will always
be looking to give you their most optimistic
assessment and metrics, accounting will tell
you how it is. Because of this, they are the
most important people for your vision. Only
when you know how well everything is working, and how financially stable your company
is, can you start to think about the
future and growth.
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Audit Proof is all about these unsung heroes
of SaaS. We want to show you the importance
of good accounting in SaaS, and why, this
year, in particular, an acute understanding of
your finances and revenue is vital to success.
To start off this series, we want to show you
the basics of accounting, and why this underrated department is the key to the future
success of your SaaS business.
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TH E T WO T Y PES OF ACCOU NTING

There are two types of accounting, and you are doing the wrong
one. Cash accounting is how you run your life. For many, it will
also be how you run your business. This is probably a mistake.
It is an understandable mistake as cash accounting is simple,
common, and a natural fit with the early stages of a subscription-based company. Cash accounting is, unsurprisingly, based on
cash flow. In this type of accounting, cash and revenue are equivalent. Your income and loss for the month are based on cash
taken in from subscriptions and cash out in expenses.
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Say you have 100 customers all paying $100/month. You also
have an employee that you pay $5,000/month. Your “accounts”
over a year might look like the chart above:
This is how almost any SaaS startup, especially in the early days,
works. Every month your customers pay you, every month you
pay expenses—people, tools, rent. Intuitively, cash accounting
makes sense. This is one of the reasons for its prevalence.
But it makes sense right up until the moment it doesn’t, and then
you start to see the real issues with living paycheck to paycheck.
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WH AT YOU S HOU LD DO: ACC RUA L ACCOU NTING

Accrual accounting is how any large company manages its
books. It allows you to have a stronger understanding of the
financial basis of your company. The difference between cash accounting and accrual accounting that allows it to do this is subtle
but crucial:
•

In cash accounting, you report revenue when you receive the
cash.

•

In accrual accounting, you report revenue when you earn it.

For small SaaS companies, working month to month, cash accounting, and accrual accounting look identical. But they aren’t,
and the larger your company becomes, the more these two forms
of accounting will diverge. This is because of three components
of accounting that you are treating the same but are different:
bookings, revenue, and collections.

But almost immediately, these three can disassociate. In fact, we
recommend it. With annual plans, you get a guaranteed customer
for one year, and their cash upfront to help you invest in your
business. A year’s booking and collection. But not a year’s
revenue. Though you have the cash, in accounting terms, you
haven’t earned it. You will do that gradually through the year in a
process known as revenue recognition.
Revenue recognition is one of the two main components of accrual accounting (the other being the matching principle). Revenue recognition is the term for the rules that decide when you
can say you “earned” the payment your customers gave you. You
literally recognize the revenue in your accounts.
Going back to the annual plan example, we can see what that
might mean. Say you have a plan that costs $1,200 per year. A
customer signs up and you get the $1,200 cash immediately. But
you have to earn that $1,200 over the course of the coming year.

Bookings is when you sign up a customer. Revenue is when you
earn that customer’s money. Collections is when you collect
their cash.
When you are a small SaaS company, these three processes
are the same. A new customer comes to your site and signs up
(booking). You charge their credit card (collection), and then they
are free to start using your product and you are earning
the revenue.
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The easiest way to do this is to recognize $100 per month:
By the end of the year you have recognized all of the revenue. This
is the essence of revenue recognition.
For a lot of SaaS companies, revenue recognition might not go a
lot past this. But this simple example belies the complexity of the
process.
Firstly, you don’t just have one customer on one annual plan. Every new customer that signs up changes how you have to recognize your revenue. Secondly, you don’t just have one plan. If you
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are taking good pricing advice, you will have at least three plans
for different tiers of customers. As you grow, you will also expand
out to allow your customers more flexibility within your platform
and to offer them more value and more help.
A great example of this is the OG SaaS—Salesforce. Let’s look at
what they offered back in 2000 when the service was first opened
up to the wider world:
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They offered what you think of as Salesforce—a
CRM for your sales team, at $50/month/user.
Fast forward to 2018 and the core CRM is still
available, but now Salesforce offers all types of
customization and features to help companies
way beyond just the sales department:
Let’s think about how Salesforce might recognize their revenue. Firstly, there is that little *
next to all the pricing. Salesforce doesn’t offer
monthly plans. You have to sign an annual
contract. That means that payment for the use
of the core CRM product has to be recognized
over 12 months. But then it gets more complicated. Salesforce offers a lot of other features
to customers, such as:
•

Standard Success plan

•

Online case submission

•

Online training

•

Configuration services

•

Access to accelerators
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Each of these services has to be recognized. But unlike the core
product, that recognition isn’t necessarily spread out over the
year. For instance, the Success plan and configuration services
are something customers will take advantage of at the start of
their contract. Remember, revenue recognition requires that you
recognize revenue as you earn it. In this case, Salesforce is probably earning that revenue in the first 90 days. So that is when they
have to recognize it.
Let’s use a simpler example to model out a potential revenue recognition scenario. Your “enterprise” plan is priced at $100/month/
user. Contained within that plan is use of your product, a training
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package, and a consultancy package. A company with 100 users
signs up for an annual contract. You have:
•

Bookings: $100 * 12 months * 100 users = $120,000

•

Collections: $100 * 12 months * 100 users = $120,000

•

Revenue: $0

You have the bookings and the cash, but at this point, you are
unable to recognize any of the revenue as you haven’t earned it.
If it all came through your main product, you would amortize over
12 months, recognizing $10,000 per month.
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But revenue comes from three separate products:
your core tool, your training, and your consultancy.
You have to determine how much revenue should be
allocated to each of the three products. Let’s say we
choose 60%/20%/20% for the core product, training,
and consulting, respectively. Now we can work out
how to recognize each part of this revenue.
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•

The core product is used continuously over the 12-month period, so should be amortized over that period.

•

The training is only for the first 30 days, so has to be recognized during the first month.

•

The consultancy is also over the entire 12 months, so is recognized over the 12 months.

You earn the training portion of your revenue earlier than the rest,
so you can recognize it earlier than the rest. In this scenario, your
revenue recognition would look like the chart above:
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You can guarantee the execs at Salesforce are happy they have
an accounting team to help them. If we take the Lightning Unlimited plan as an example, this has 62 features that are encompassed in the $300/month/user pricing. Each of these will have a
different revenue recognition scenario. The accountants at Salesforce have to determine:
1. When each of these features should be recognized, and
2. How to divide up the $300 revenue among each of these features and revenue recognition scenarios.
And this is only the start. Revenue recognition changes depending on churn, how and when new customers start, and how you
calculate usage. Each of these is a consideration you need to
make when you switch to accrual accounting.
But getting it wrong can be catastrophic. If you are a public company and misrepresent your financial statements, you are deceiving shareholders. Even if you aren’t public, if you don’t understand
how much revenue you are making, you stand the chance of
submitting inaccurate tax returns. If the IRS decides you acted
willfully, you are going to be in trouble.

GOOD ACCOU NTING IS N E E DE D FOR G ROW TH,
IN T WO WAYS:

1. The benefit of accrual accounting is that it gives you a
better understanding of the financial health of your company. When you understand how your revenue is coming
in, and how your expenses are going out, you can better
plan for growth and for the future.
2. If you want to grow and offer more value, you are going
to hit the scenarios laid out above. More features, more
customization, more bespoke services. With each comes
different revenue recognition challenges. Without a good
accounting team behind you, you simply won’t be able
to realistically understand where your revenue is coming
from.
Growth is why you need to think about that from day one.
If you want to be Salesforce, you need to think about this.
A lot of companies don’t.

That is one of the reasons why accounting is so important. But it
isn’t the most important reason. The real audience for accounting
isn’t potential shareholders or the IRS—it’s you.

AUDIT PROOF

11

TH E FUTU RE OF SA AS ACCOU NTING

Why are you reading all about revenue recognition all of a sudden? It is because of Accounting Standards Codification 606.
The concept of accrual accounting and revenue recognition has
been around for a long time. This meant that the rules were for
another era. When you provided a physical service or product and
invoiced a client for payment, the difference between bookings
and collection and revenue was more tangible.
In the era of SaaS, the lines are blurred. That, along with the development of financial metrics that aren’t part of GAAP (generally
accepted accounting principles), mean no one really knows what
is going on.
That changes this year with ASC 606 and IFRS 15. These two
standards from the main American and International accounting
bodies codify revenue recognition in SaaS. In the next chapter of
Audit Proof, we will take a deeper dive into these new standards
and what they mean for SaaS. But when we look at the five specific steps laid out, we can already see how they can help SaaS
execs and accounting teams recognize revenue better:

1. Identify contract with customer. For most SaaS, this is
going to be the contract a new customer chooses when
they sign up for your service.
2. Identify contract obligations. This is deciding how you
break down your plan into the different obligations, such as
training, consultancy, and tools above.
3. Determine the transaction price. You have to determine
the whole price for the contract. For your lower tier plans,
this will be a set price, but for your “contact us”
enterprise-level plans it will be a bespoke price for each
customer.
4. Allocate the transaction price to obligations. Then
you can allocate portions of the price to each of your
obligations as your team sees fit.
5. Recognize revenue when or as obligations are
satisfied. Finally, you recognize the revenue on an
independent time frame for each obligation, depending
on when you earn the revenue.
Each of these will require expert input from your accounting team. GAAP is just that, generally accepted principles.
It is not law. There are no exact rules for doing this. Each
company has to use their own judgment for when to
recognize what revenue.
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TH E IM PORTA NC E OF ACCOU NTING

If you are still doing your accounts by hand in Excel, stop.
You are going to make a mistake. That mistake won’t just
cause you issues with the taxman; it will cause you
issues with you. The audience for an accounting team
is the CEO. They are there not just to make sure you file
your taxes properly. They are there to let you achieve
your vision.
By building a proper accounting team and letting them
run your accounts, you’ll not only have a financially
healthier business, but you will be laying the foundation
for a future where you have Salesforce-type problems.
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The accounting standards that have underpinned
revenue recognition were written when Pets.com
was still a world-leading website.
But the SaaS world changed everything. The concept of physically delivering a product in exchange for money, the very
concept of a transaction, has dramatically shifted in the past
20 years. Now a transaction is default digital, and products are
services that are never delivered anywhere.
Finally, the world of revenue recognition is changing to catch up
with this dynamic. Accounting boards around the world have
come together to give companies a greater understanding of
how they should recognize their revenue in the modern world. In
turn, this gives businesses a greater understanding of their own
company, its current state, and how it can grow.
In this chapter of Audit Proof, we want to introduce you to two
accounting standards that you need to know: ASC 605 and ASC
606. The former is controlling your life now, the latter is coming
this year. But by understanding both, you can understand why
revenue recognition has had to change and how our revenue
model can benefit.
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TH E 2 BASIC C RITE RIA OF RE V E N U E RECOG NITION

Accrual accounting separates out the concept of cash from the
concept of revenue. With accrual accounting, as opposed to cash
accounting, you can have one without the other. That is why we
need the process of revenue recognition. The incredible array of
possibilities in this process is why we need standards.
The process of revenue recognition is complicated. That is why
there is a whole industry built up to help you understand your
revenue. That is why we built a tool to help you understand your
revenue.
But the concept of revenue recognition isn’t complicated. At its
core, revenue recognition is just two fundamental criteria:
1. The revenue must be realized or realizable—you either have
the cash or you know you can get the cash from your customer.
2. The revenue must be earned—you did what you said you
would do to help your customer.
That is revenue recognition in a nutshell. A transaction took place
where you did what you said—provided a service/widget to your
customer—and in return they gave you or are going to give you
money. If the transaction satisfies these two conditions, you can
recognize. If it doesn’t, you can’t.
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Understanding these individually allows you to grasp the intuition
behind revenue recognition and work through its puzzles as your
revenue becomes more complicated.
1. TH E RE V E N U E M US T BE RE A LIZE D OR RE A LIZ A BLE

Realized revenue is revenue you have received. Your customer
has paid you and the money is in your bank account. Realizable
revenue is revenue that you haven’t received but will get. It is
money that you’ve sent out an invoice for asking for payment in
the next 30, 60, or 90 days.
That “will get” phrase is crucial to revenue recognition and is
doing a lot of heavy lifting in this basic understanding of revenue
recognition. Revenue recognition is a two-way street. Yes, you
have to earn the revenue, but your customer also has the obligation to pay for what was provided.
This is why you have contracts, or some similar arrangement.
Revenue has to be realized or realizable before it can be recognized. That is, you have to be sure you will get your money or
already have it for recognition to occur.
2. TH E RE V E N U E M US T BE E A RN E D

This is the crux of revenue recognition. You have to earn your
money. This means that if you sign a $1,000,000 contract today to start a service in June, you don’t get to count that $1M
as revenue until June. Even if your customer sends you 10,000

16

Benjamins in a leather briefcase—that money isn’t yours until you
earned it.
But if you do receive such a briefcase, you do have realized
revenue. Or if you’ve signed a contract saying that your customer
will hand over the briefcase on May 31, then you have realizable
revenue. But until you start work, you can’t start recognition.
These two criteria make revenue recognition sound simple. Make
sure you do what you say and make sure your customer pays up.
What’s the problem?
The problem comes when you start to think about the real world.
TH E 4 C U RRE NT PRINCIPLES OF RE V E N U E RECOG NITION IN
ASC 605 SA B 104

The criteria above are simple. They help you understand what
revenue recognition is trying to achieve.
But they aren’t actionable. What does realizable mean? When do
you earn something? This is where GAAP comes in. As we saw in
the previous chapter GAAP is the Generally Accepted Accounting
Principles. These are the principles that companies are supposed
to abide by in the US when reporting financial information and
performing accounting.

Exchange Commission is the public body that has adopted GAAP
and oversees its implementation. Misreport your finances and the
SEC will want a word. To help companies implement GAAP, the
SEC issues Staff Accounting Bulletins (SABs).
If that wasn’t acronym-heavy enough for you, the actual accounting standards are set by a different body, the Financial Accounting
Standards Body (FASB), who publish a series called the Accounting Standards Codification (ASC).
There are dozens of SABs and ASCs telling you how to do everything with your finances from performing share-based payments
(SAB 110) to accounting for retirement obligations (SAB 106) to
calculating R&D expenses (ASC 730) and correcting your accounts (ASC 250).
For revenue recognition purposes though you only need to know
three: ASC 605 and SAB 104, which together delineate how revenue recognition currently works, and ASC 606, which is the standard being adopted worldwide in 2018 for revenue recognition.
Both ASC 605 and SAB 104 help make the two fundamental
criteria above actionable through breaking those criteria into four
discrete principles of revenue recognition.

When they don’t is when the SEC get called. The Securities and
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1. PE RS UASIV E E VIDE NC E A N A RR A NG E M E NT E XIS TS

In most business situations, this is a contract. Both buyer and
seller produce a contract together that details who will do what
and the terms of delivery and pricing. Then both parties will sign
it. For auditing purposes, this is very “persuasive evidence an
arrangement” exists.

This might be what happens in enterprise SaaS, or if you are
building bespoke plans for certain customers. But in the majority of self-serve SaaS, we don’t fax over a copy of a contract to a
customer before. Instead, we have terms of use.
You can see the ProfitWell terms of use here.
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TE RMS OF US E RE A DS:

Access to and use of the 200OK LLC applications (the
“apps”), website and/or any other services (collectively,
the “services”) that 200OK LLC (the “company”) offers
is provided by the company subject to these terms of
use (the “agreement”). By accessing, using or registering as a user and/or subscriber of any of the services,
you (the “user”) are concluding a legally binding agreement with the company based on the terms of this
agreement. If you do not agree with the terms of this
agreement, please do not use any of the services.
When you sign up for ProfitWell, you agree to this policy. This serves
as “persuasive evidence an arrangement exists” for revenue recognition purposes.
If you want to use accrual accounting and recognize revenue, you
should use an agreement. In theory, you could get away without
one. Under SAB 104, when auditing your accounts, an auditor will
decide on what is “persuasive evidence” by looking at the customary business practices of the company. If that customary business
practice is to send a new customer a video every time they signed
up, that could be enough.
But if the customary business practice of all SaaS is to provide a
terms of use, then it is easier to use one as well.
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2. S E LLE R’S PRIC E TO TH E BU Y E R IS FIXE D OR DE TE RMIN A BLE

For the most part this isn’t a problem in SaaS. Either the price is
fixed, or it is determinable:
• Fixed price SaaS. This accounts for some SaaS companies.
Though we recommend pricing variably across a value metric,
sometimes it makes sense for SaaS companies to keep pricing
constant. An example is our own Recognize product. The price is
fixed at $1,000 per month. This price is independent of your
company size or usage.
AUDIT PROOF

• Determinable price SaaS. Most SaaS companies use some
variable pricing. Pricing might be determined by users (seats in a
CRM) or by usage (data analytics events). In either case though,
the price is determinable even if it varies across a value metric.
An example is our Retain product. The price is determined by how
much revenue you recover from involuntary churn. But you can
determine this roughly from the outset.
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In each of these situations, SaaS companies can satisfy this
principle and continue on with their revenue recognition.
3. COLLECTA BILIT Y IS RE ASON A BLY AS S U RE D

Again, an unlikely problem with SaaS. This is because payment
for most SaaS is nearly always upfront. You charge your customer at the start of their billing cycle, either monthly or annually.
The only time this could become a problem in most self-serve
SaaS is with involuntary churn. If you choose to allow your customers a grace period continuing with your product after their
credit card payment has been declined, you could have trouble
recognizing that revenue in the event you can’t recover it.

AUDIT PROOF

In that scenario, the failed payment would serve as an indication
collectability isn’t reasonably assured. It would warn you that you
aren’t going to get your money. An auditor going through your
statements wouldn’t class this as revenue.
Another possibility is when you are producing bespoke, enterprise
plans for some customers. Then you have to take into consideration the ability of the other party to pay any follow-on fees that
aren’t paid upfront. If you are working on a one-year contract, with
50% of the fee paid upfront and 50% at the half-way point, you
have to be “reasonably assured” that the company will pay the
second half of the payment.
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4. DE LIV E RY H AS OCC U RRE D OR S E RVIC ES H AV E
BE E N RE N DE RE D

For SaaS, this is the most complex part of revenue recognition.
There is no physical delivery. Service is ongoing. So deciding
when “delivery has occurred or services have been rendered” can
be a challenge.
Let’s start with the simplest option: immediate recognition. Let’s
say you have a customer that pays upfront annually. Can you
recognize that revenue immediately? No.
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You haven’t earned that revenue. At the point you receive the
cash, no delivery has occurred and no services have
been rendered.
In SaaS, the simplest way to correctly recognize revenue is
straight-line revenue recognition.
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This does make the assumption that the customer will use the
product equally throughout the year, but it is an understandable
assumption. You are rendering service throughout the year, so
you can recognize throughout the year. If you are billing monthly,
you could do the same per day (though accounting is usually considered on a monthly cadence).
But this option doesn’t account for all SaaS. Some SaaS products,
especially custom enterprise plans have multiple element arrangements. This problem is what ASC 605-25 codifies.
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For this arrangement, you have to consider each part of the “contract” separately, allocate a proportional price to them, and then
recognize as that particular service is rendered. To take the example from chapter one, let’s say you have a $120,000 contract with
an enterprise client.
They are using three different products: your core tool, your training, and your consultancy. You have to apportion revenue separately for each of these three products, and recognize separately.
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•

The core product is 60% of the revenue and used continuously
over the 12-month period, so should be amortized over that
period.

•

The training is 20% of revenue and only for the first 30 days,
so has to be recognized during the first month.

•

The consultancy is also 20% but over the entire 12 months, so
is recognized over the 12 months.

When you have multiple element arrangements with customers,
that is when revenue recognition gets complicated. As well as
ASC 605 and SAB 104 try to help you with this process, the language has always been vague. The above example is a possible
way to recognize revenue for this arrangement, but is not financial
advice. There could be multiple ways to recognize that are just
as valid. It depends entirely on your particular arrangement. This
is why your accountants are so important, and why the SEC and
FASB are strengthening the guidelines this year with ASC 606.

1. Identify the contract with a customer. This encompasses both principles 1 & 3 from above. You want to identify
the contract, which it defines as an agreement that creates
rights and obligations between two or more parties. So it
can still be a terms of use. You then make sure each party
is committed to it and decide that collectibility from the
customer is probable.
2. Identify the performance obligations in the contract.
The performance obligations are the “multiple element
arrangements” of above. Here, deciding on these is one of
the first steps, showing the importance of these in modern
SaaS arrangements. An important component of this however is that a performance obligation is a service that is
independent of any other. Your training goes hand in hand
with your tool, so is not a separate performance obligation. Your consulting however could be something entirely
standalone, so is a separate performance obligation.

TH E 5 COMING S TE PS OF RE V E N U E RECOG NITION IN ASC 606

SaaS is very new. Salesforce is still less than 20 years old. The
SaaS explosion is less than a decade old. Accounting just hasn’t
kept up.
ASC 606 is an attempt to keep up. It breaks down the concepts
above even further, laying out an easier-to-understand step-bystep process for recognizing revenue from multiple element
arrangements. We’ll go deeper into these in the next chapter, but
here is a brief overview:
AUDIT PROOF

3. Determine the transaction price. The price you are
asking for the entire service. At the low-level this is simple
to compute, but when you factor in discounts for bundling,
upfront fees or non-cash payments, this can be a challenging aspect of revenue recognition.
4. Allocate the transaction price to the performance
obligations in the contract. You then allocate the transaction price to each obligation in proportion to its standalone
price.
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5. Recognize revenue when (or as) the entity satisfied the performance obligations. Then you can recognize the revenue as
you satisfy and earn that revenue from each performance
obligation.
With ASC 606, revenue recognition is still challenging for complex
SaaS deals, but the framework is stronger for making the right
decisions for your business and any auditing process.
TH E CON V E RGING WORLD OF ACCOU NTING

SaaS is global. You can be based anywhere. Your customers
could come from Brazzaville as easily as they could come from
Boston. Your investors could be from 10 different timezones. This
is one of the beauties of the model.
But laws are local. The rules and standards you have to abide by
are tied up within 100 jurisdictions. Shifting these rules towards
global enterprise is another reason revenue recognition is changing. ASC 606 is known as that in the US, but it will be known as
International Financial Reporting Standard 15 elsewhere around
the globe.
This is the first time the US and the international accounting community have come together on revenue recognition. By doing so,
you will be able not only have a better understanding of your commitments, a better understanding of your business, and a better
understanding of your future, but your future can be one without
borders, with the opportunity for growth worldwide.
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In 2019, a big change is coming to the world of accounting. And you need to prepare for it now.
ASC 606/IFRS 15 is the culmination of years of work by US and
international accounting bodies. The idea is to bring all the
decades-old, disparate revenue recognition advice from all over
the world and all different industries together in one cogent form.
This may sound dull, but understanding this shift is vital to the
long-term growth of your business.
ASC 606 is real. It isn’t just some accounting curio. If you either a)
use accrual accounting, or b) want to use accrual accounting (and
you should if you want to grow), it will have a big impact on your
business.
Every important decision you make in your business will require
you to think about the impact of ASC 606. In fact, you will be on
a continuous loop of “how does this decision impact my revenue
recognition?” and “how does my revenue recognition impact my
decision?”`
In this chapter of Audit Proof, we are taking a deeper dive into
the new standards for revenue recognition, looking at how it will
impact SaaS and how you can use these standards to build a
greater understanding of your business and where your money
comes from.
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TH E T WO MOS T IM PORTA NT WORDS FOR ASC 606: PE RFORM A NC E OBLIGATION

In general, SaaS is a simple business model. That’s why we love
it. But to offer true value to your customers, you have to offer
something a little different to everything else out there. It is these
little differences that means you have to consider your own
revenue recognition framework independently of others.
In ASC 606, revenue recognition is now performance-based. You
are asked to break down your business into all the components
that you offer and perform for customers. Each of these will be
tied to a part of your overall price and each piece of revenue associated with these performance obligations will then be recognized separately. So revenue recognition depends on your own
performance. Here are some of the possible questions you’ll have
to ask yourself as you sync up your business with ASC 606:
•

If you have rolling contracts with customers, over what term
are you going to recognize the revenue? With each billing
cycle? The average customer lifecycle?

•

If you have rolling contracts, what exactly is your contract?

•

What separate performance obligations do you offer
customers?

•

How much are each of these worth?

•

What happens if a customer upgrades, downgrades, churns?
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And a thousand more. This is why we started Audit Proof with a
paean to accountants. What follows isn’t financial or accounting
advice. It is a breakdown of possible ways ASC 606 is going to
work in SaaS. Your mileage may vary. You need to talk to your
accountants and financial team to discover exactly how all of this
will work for you. Because, it depends.
The best advice, beyond getting an accountant, is be consistent.
Because there isn’t a one-size-fits-all approach to revenue recognition, you should apply the provisions as best you see fit consistently. Talk with your finance team about the decisions to be
made, listen to their advice, and then always do the same thing for
every contract, for every customer, for every performance obligation. Not only does this help towards being audit proof, but it will
also give you the foundation to make the important decisions necessary to grow your business. Fundamentally, this is what ASC
606 specifically, and revenue recognition in general, is all about—
better business decisions.
How does ASC 606 help you do that? By simplifying the revenue
recognition process and laying out five provisions to follow to help
you understand your company and how it generates revenue.
They are:
1. Identify the contract with the customer
2. Identify your performance obligations
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3. Determine your transaction price
4. Allocate the transaction price to obligations
5. Recognize revenue when or as obligations are satisfied
Let’s go into each step a little deeper, showing, with examples,
what you will have to think about this year to prepare yourself for
next. At the start of each section, we have the text from ASC 606.
You can find the full guidance at FASB.
1. IDE NTIF Y CONTR ACT WITH C US TOM E R

Revenue recognition starts with the contract between company and customer. But in SaaS, this can already cause a problem. Provision one states:
A contract is an agreement between two or more parties that creates enforceable rights and obligations. An entity should apply the
requirements to each contract that meets the following criteria:
1. Approval and commitment of the parties
2. Identification of the rights of the parties
3. Identification of the payment terms
4. The contract has commercial substance
5. It is probable that the entity will collect the consideration to
which it will be entitled in exchange for the goods or services that
will be transferred to the customer.
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In some cases, an entity should combine contracts and account
for them as one contract. In addition, there is guidance on the
accounting for contract modifications.
For a lot of types of companies, this provision proves no hurdle.
They have contracts with their customers.

SaaS is different. As we pointed out in chapter two, for self-serve
SaaS, traditional explicit contracts that both parties sign aren’t the
norm. Instead, SaaS companies use terms of service that each
new sign-up agrees to when they enroll. Of course, most people
don’t read these, but they function as the contract in this case.
Let’s use database tool Airtable as an example. If you go and sign
up for their product, you’ll come to the page above:
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Underneath the sign-up box is the same text
(or variation thereof) that is on every SaaS
product: “By creating an account, you agree
to the Terms of Service.” Clicking that link
takes you through to the terms of service for
using Airtable:

This serves the same purpose as a more regular contract would
in a custom deal. Looking through the considerations of provision
one of ASC 606, we can see how these terms of service can be
considered a contract for revenue recognition purposes:
1. Approval and commitment of the parties. “By creating an account, you agree” to commit to these terms. Airtable is showing
their commitment by publishing them.
2. Identification of the rights of the parties. The terms set out
what an Airtable customer can expect from the service once they
sign up. As with most terms, though, it sets out more concretely
what Airtable can expect from the customer.
3. Identification of the payment terms. Pricing isn’t in the terms
of service. But it is elsewhere on the site. In this respect, your
entire marketing site can be seen as the contract.
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Most companies write terms that allow for price changes so you
can test and update your pricing frequently.
4. The contract has commercial substance. The entire terms of
service are about how Airtable can serve the customer.
5. It is probable that the entity will collect the consideration to
which it will be entitled in exchange for the goods or services
that will be transferred to the customer. When you create an
account, you also make the first payment (unless using the free
tier). So it is beyond probable that you will collect the payment—
you already will have.
At enterprise-level tiers, bespoke contracts will be drawn up
between company and customer. To recognize revenue with
ASC 606, each of these considerations will have to be taken
into account.
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What if you don’t have a terms of service? Get one. Whereas ASC
605 and SAB 104 were more vague on what could be considered
a contract, ASC 606 needs these to be in place. This is because
ASC 606 is performance-based, and the performance is measured against what each party, company and customer, said they
would do. By having either full contracts if you are doing custom
deals or terms of service for self-serve SaaS in place, you make
the rest of the revenue recognition process a lot easier.
Complications can occur here when there are changes to the
contract midway. For most businesses, this isn’t a common occurrence. In SaaS, this is incredibly frequent and actually desired.
You want your customers to upgrade over time. The contract will
coincide with the billing cycle, so if paying month-to-month, this
isn’t an issue. However, if the customer wants to upgrade during
an annual contract, you will have to revise the contract and the
obligations.

good or service as a performance obligation only if it is (1) distinct
or (2) a series of distinct goods or services that are substantially
the same and have the same pattern of transfer.
A good or service is distinct if both of the following criteria are
met:
1. Capable of being distinct—The customer can benefit from the
good or service either on its own or together with other resources
that are readily available to the customer.
2. Distinct within the context of the contract—The promise to
transfer the good or service is separately identifiable from other
promises in the contract.
A good or service that is not distinct should be combined with
other promised goods or services until the entity identifies a bundle of goods or services that is distinct.

2. IDE NTIF Y PE RFORM A NC E OBLIGATIONS

ASC 606 is all about performance. Understanding your performance obligations is the fundamental component of revenue
recognition with the new standard. Provision two states:
A performance obligation is a promise in a contract with a customer to transfer a good or service to the customer. If an entity
promises in a contract to transfer more than one good or service
to the customer, the entity should account for each promised
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A performance obligation is a distinct service that you offer. At
the lower end of your pricing, you will probably only have one
performance obligation—access to your software. But as you
offer more features across your packages, you are offering more
performance obligations.
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They offer two different
plans--standard and premium:

Sellbrite is an e-commerce platform that helps sellers list their
merchandise on multiple channels.
In this case, let’s consider the standard offer as a distinct performance obligation, as it is all software-based. Sellbrite could then
recognize the $90 for this as a straightline across the month, or
$900 across the year if an annual contract.
For the premium plan, though they offer more than just software,
customers also get access to a Success Manager. As this is
distinct from the software (it’s not software and isn’t in the previous plan), this could be a separate performance obligation and
the revenue from it, the difference in cost of standard to premium
plan, recognized separately.
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• Performance obligation 1: Software. Revenue: $900 recognized
straight through the year
• Performance obligation 2: Success Manager. Revenue: $300
recognized straight through the year
What else counts as performance obligations for Sellbrite within
their plans? It depends. This is why you need an accountant and to
use the proper tools for revenue recognition.
The more complicated your plans, the more performance obligations you will have. Though this may seem a challenge, the change
to performance-based revenue recognition is a big plus with ASC
606. It makes it clear that as long as an element of your contract is
distinct from others, you can recognize it independently.
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3. DE TE RMIN E TH E TR A NSACTION PRIC E

For most self-serve SaaS, the transaction price is clear. It is
what’s on your pricing page. Provision three states:
The transaction price is the amount of consideration (for
example, payment) to which an entity expects to be entitled
in exchange for transferring promised goods or services to
a customer, excluding amounts collected on behalf of third
parties. To determine the transaction price, an entity should
consider the effects of:
1. Variable consideration

price stays the same. There is a certain variability as customers
can move up and down (ideally up!) plans. But this will usually
require a separate contract in some way.
•

If they are paying month-to-month they will upgrade during
their next billing cycle, which could be considered a separate
contract. It probably won’t affect revenue recognition as you
would recognize the revenue on a monthly cadence.

•

If they are paying annually and requested an upgrade, you
would have two options:

•

Cancel the existing contract and write a new one for the
increased price and obligations. You could then recognize the
new revenue over a new timeframe and would go through
each of these provisions from ASC 606 again.

•

Amend the existing contract to include price increase and new
obligations. In this case, you might have some revenue recognition difficulties associated with identifying the contract in
provision one.

2. Constraining estimates of variable consideration
3. The existence of a significant financing component
4. Noncash consideration
5. Consideration payable to the customer
Three through five aren’t effects likely to occur in SaaS. However, “Variable consideration” is something that can happen
depending on how your value metric is set.
For most companies, the value metric isn’t variable. You offer
different plans at different price points, but within those plans, the
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But some SaaS companies have truly variable pricing. A customer
can be charged completely different from one month to the other
depending on how they used the service during that period. An
example would be Amazon Web Services (AWS). Their pricing is
entirely dependent on usage and highly complicated:
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The revenue team at Amazon must be gluttons
for punishment. A more straightforward example comes from analytics and experimentation
engine Taplytics. They use scalable pricing:

The price is $39/month for every 1,000 monthly
average users. This means that their pricing scales
as their customers do. If a Taplytics customer
starts out with 500 customers, finds real success
with Taplytics, and sees 30% growth every month:
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If Taplytics, or any other company with variable usage pricing,
want to determine the transaction price for these type of customers, what price do they use?
They decide based on the expected usage by the customer over
the year. You do this through a probability-weighted approach.
Say your company deals in event data and you price on events
recorded. You sign an annual contract with a customer and say
that:
•

Any event up to the first 1,000 events will cost $1 each

•

Any event between 1,000 and 10,000 will cost $0.90 each

•

Any event between 10,000 and 50,000 will cost $0.80 each
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From your previous customer data and what you know of this
customer (using, for instance, quantified buyer personas), you build
an expected usage portfolio for the customer. Over the course of
the year, these type of customers spend 20% of their time using
less than 1,000 events, 55% of their time in the middle bucket, and
25% using over 10,000 events. The transaction price would weight
these probabilities for a more likely estimate:
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1

Events

Price

Probability

2
3

<1,000
1,00110,000
10,00150,000
Total

1
0.9

20%
55%

Weighted
events
200
5500

0.8

25%

12500

4
5

18200

This customer is expected to use 18,200 events over the course of
the year. The estimated transaction price for this contract would
then be $16,599.20:
•

The first 1,000 events @ $1 = $1,000

•

The next 10,000 @ $0.90 = $9,000

•

The final 8,199 @ $0.80 = $6,599.20

This is then the transaction price that can be used as an estimate
for revenue for the contract. As we say though, for most SaaS
companies with simpler pricing, you can probably use the price of
the plan the customer signed up for to satisfy this provision.
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4. A LLOCATE TH E TR A NSACTION PRIC E TO OBLIGATIONS

Provision four is where the fun really starts. It states:
For a contract that has more than one performance obligation, an entity should allocate the transaction price to
each performance obligation in an amount that depicts
the amount of consideration to which the entity expects
to be entitled in exchange for satisfying each performance obligation.
To allocate an appropriate amount of consideration to each
performance obligation, an entity must determine the standalone selling price at contract inception of the distinct goods
or services underlying each performance obligation and
would typically allocate the transaction price on a relative
standalone selling price basis. If a standalone selling price is
not observable, an entity must estimate it. Sometimes, the
transaction price includes a discount or variable consideration that relates entirely to one of the performance obligations in a contract. The requirements specify when an entity
should allocate the discount or variable consideration to one
(or some) performance obligation(s) rather than to all performance obligations in the contract.
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An entity should allocate to the performance obligations in the
contract any subsequent changes in the transaction price on
the same basis as at contract inception. Amounts allocated
to a satisfied performance obligation should be recognized as
revenue, or as a reduction of revenue, in the period in which the
transaction price changes.
Each performance obligation needs its own price. Even if you
don’t sell the parts independently (so they don’t have a “standalone price”), you have to estimate it.

LE T’S CONSIDE R TH AT FOR E AC H PL A N A PE RFORM A NC E
OBLIGATION IS A DDE D:

•

In the Standard plan, the performance obligation is the core
software product.

•

In the Pro plan, the performance obligations are the core software product and the reseller rights.

•

In the Premium plan, the performance obligations are the
core software product, the reseller rights, and the dedicated
account manager.

Shakr is a video marketing platform that helps people make
quick, attractive videos for social media. Their basic plan starts
at $49/month, with their three main plans ranging from $99/
month to $349/month:
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Shakr could then break down the transaction prices for each
plan and allocate to the performance obligations:
1. Performance Obligation #1 = $99
2. Performance Obligation #2 = $179 - $99 = $80
(the Pro plan price minus price already allocated to
Performance Obligation #1)
3. Performance Obligation #3 = $349 - $80 - $99 = $170
(the Premium plan price minus price already allocated to
Performance Obligations #1 and #2)
For revenue recognition purposes, this might not make much
difference. If you are recognizing each as a straight line across
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the time period, all the revenue will be recognized together. But you
can easily see that this might not always be the case. Let’s say that
a customer signed an annual contract on the Premium plan. The
full revenue for Shakr for this deal will be $4,188 for the year. This
would be allocated across the performance obligations:
1. Performance Obligation #1 = $1,188
2. Performance Obligation #2 = $960
3. Performance Obligation #3 = $2,040
The straight-line revenue recognition for the year would look like
this:
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If one of the performance obligations were satisfied on a different
cadence to the rest, then the revenue from that performance obligation would also have to be recognized on that cadence. Let’s say
that the dedicated account manager
is only there to help the customer
get set up in the first three months.
Then the recognition for that would
also occur only in the first three
months:

The other important consideration in
this provision is for discounting. Monika Saha, GM of the Finance Product
Line at Zuora, gave a great overview of
how discounting can affect revenue at
SaaSFest 2017.
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Imagine you have three products, A, B, and C. For a new customer, you are bundling these products together and offering a discount on the package:
•

Product A has a standalone selling price of $1,200. You offer
it in the package for $1,100.

•

Product B has a standalone selling price of $800. You offer it
in the package for $700.

•

Product C has a standalone selling price of $160. You offer it
in the package for $100.

others. For instance, Product A is discounted only about 8%,
whereas Product C is discounted by over a third.
For revenue allocation purposes, however, these individual discounts aren’t important. Instead, your revenue team will ask:

If we sold at the standalone selling prices, what
weight of revenue would each line item have?
Here, from Monika’s talk, is how the revenue allocation would
work in this scenario:

The discounted, bundled package costs the customer $1,900 for
$2,160 worth of products, an overall discount of about 12%. But
within the package, some products are discounted more than
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Each product takes a discount of ~12% no matter its individual
discount in the bundle. The sales team discounted Product C to
$100 for the bundle, but the company is still allowed to recognize
$140 from that product.
In this example, the difference is negligible, but noticeable. If you
are the product leader for Product A, the main product in this line,
you’ve just seen your revenue for the year take a hit because of
discounting of other products.
If we take this a step further, you can see the problem more clearly. What if, in order to close the deal and introduce the customer
quickly to the products, the sales team offered an introductory
discount where Product B was free for a year. Now the bundle
price would be $1,200. This has to be allocated to each product
according to the original weighted standalone selling prices:
•

Product A = $1,200 * 56% = $672

•

Product B = $1,200 * 37% = $444

•

Product C = $1,200 * 7% = $84

This discounting decision hasn’t hurt Product B as much as it has
hurt Product A, which has seen revenue slashed to almost half.

marketing might not realize the true ramifications of these
discounting decisions. This is also another reason why you
shouldn’t discount.
5. RECOG NIZE RE V E N U E WH E N OR AS OBLIGATIONS A RE SATIS FIE D

By provision five we get to the heart of the issue—actual
revenue recognition. This provision states:
An entity should recognize revenue when (or as) it satisfies a
performance obligation by transferring a promised good or
service to a customer. A good or service is transferred when
(or as) the customer obtains control of that good or service.
For each performance obligation, an entity should determine
whether the entity satisfies the performance obligation over time
by transferring control of a good or service over time. If an entity
does not satisfy a performance obligation over time, the performance obligation is satisfied at a point in time.
An entity transfers control of a good or service over time and,
therefore, satisfies a performance obligation and recognizes revenue over time if one of the following criteria is met:

This is why you need a pricing team and that pricing team should
contain people from your finance and revenue teams. Sales or
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1. The customer simultaneously receives and consumes the benefits provided by the entity’s performance as the entity performs.
2. The entity’s performance creates or enhances an asset (for
example, work in process) that the customer controls as the asset
is created or enhanced.
3. The entity’s performance does not create an asset with an alternative use to the entity, and the entity has an enforceable right
to payment for performance completed to date.
If a performance obligation is not satisfied over time, an entity
satisfies the performance obligation at a point in time. To determine the point in time at which a customer obtains control of a
promised asset and an entity satisfies a performance obligation,
the entity would consider indicators of the transfer of control,
which include, but are not limited to, the following:
1. The entity has a present right to payment for the asset.

For each performance obligation that an entity satisfies over time,
an entity shall recognize revenue over time by consistently applying a method of measuring the progress toward complete satisfaction of that performance obligation. Appropriate methods of
measuring progress include output methods and input methods.
As circumstances change over time, an entity should update its
measure of progress to depict the entity’s performance completed to date.
Revenue is recognized per performance obligation. You can recognize that revenue over time or at a point in time depending on
how you satisfy the exact performance obligation.
For most SaaS companies, revenue recognition is going to occur
over time, usually on a straight-line basis. This is because delivery
of SaaS is continuous. This issue was one of the major problems
of previous revenue recognition frameworks. There was no true
guidance for SaaS. Now you can satisfy a performance obligation
over time easily.

2. The customer has legal title to the asset.
3. The entity has transferred physical possession of the asset.
4. The customer has the significant risks and rewards of ownership of the asset.
5. 5. The customer has accepted the asset.
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The “over time” is dependent on how long it takes you to satisfy each
performance obligation. Let’s say you have three performance
obligations that you bundle together in your annual package.
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•

Performance obligation A is priced at $1,200 and satisfied over
the whole year

•

Performance obligation B is priced at $1,200 and satisfied over
three months

•

Performance obligation C is priced at $600 and satisfied over six
months

•

Your revenue recognition over the year would look like this:
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This isn’t abstract. The idea of ASC 606 is to ground revenue
recognition is the reality of business. In this scenario, you are
charging the customer $3,000, but most of the “work” for that
revenue is performed in the first six months. So you are entitled
to that money. Revenue follows the work.

The latter gives a truer representation of your likely revenue and
commitments so is more useful from a business perspective.
The ultimate aim of revenue recognition is to be useful from a
business perspective, but unless you have solid data and a large
customer base, using customer lifetime is difficult.

If you don’t have an obvious contract, as many SaaS companies
don’t, the actual term you use is one of those “it depends” and
“be consistent” moments. You could choose to recognize over
the billing cycle as we have generally used here. An alternative
is to recognize over the average lifecycle of your customers. The
former is easier and potentially the way to start.

If you operate more as an agency, then you might recognize
your performance obligations and associated revenue at a point
in time when you deliver an asset or project. In this case, the
more traditional second half of provision five is used. Let’s say
you are a design agency and have to deliver four new assets
each month. In this case, it might be that you recognize revenue
as you deliver, whether that is once a week, or all on the 30th.
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Again, this is because ASC 606 is all
about performance. Once you have
performed the work, you can get the
revenue. For such an agency,
revenue recognition could look like
the chart on the right:

Or it could look like the chart on
the right:
Of course, such an agency could also
offer a continuous service. Perhaps
they design a website. They provide
assets, but also keep the site maintained. In that case, revenue recognition
would be hybrid—some over time and
some at a point in time:
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Finally, “as circumstances change over time, an entity should
update its measure of progress to depict the entity’s performance
completed to date.” You need to keep your revenue team in the
loop on performance. If you aren’t delivering what was expected
by your customers, you aren’t performing, and don’t get the revenue.
Imagine a case where a product team doesn’t tell the revenue
team that a key obligation isn’t being satisfied. Thousands of dollars of revenue could be recognized that should still be deferred. If
the company is using that revenue for future plans, the dramatic
shift in revenue base when the product teams come clean could
be disastrous. Keeping everyone in the loop on performance and
revenue means the company understands its current position
and trajectory.
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M A K ING IN FORM E D DECISIONS

In truth, your company will probably start out with the most basic
revenue recognition for SaaS—straight-line recognition for the
main software performance obligation in accordance with billing
cycle. But as you scale, so will your obligations. As your obligations scale, you have to think about how you will recognize each.
This goes all the way back to your revenue recognition mental
cycle: “how does this decision impact my revenue recognition?”
and “how does my revenue recognition impact my decision?”
Keep this loop in your head at all times, and revenue recognition
and ASC 606 will be working for you.
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Revenue recognition seems a world away from the day-to-day considerations of
running a growing SaaS company. Most SaaS companies run on SaaS metrics, not
GAAP metrics. Founders are worried about making revenue, not recognizing it.
They certainly don’t care about the SEC, FASB, or ASC 606.
They should. Revenue recognition isn’t just a
weird accounting term; it is a real thing that has
a real impact on your company. That impact
increases as you grow. Understanding revenue
recognition early can fuel this growth. It allows
you to know exactly where your money comes
from. Know that, and you can drill down into
those areas and exploit them for growth.
In the previous two chapters of Audit Proof, we
introduced you to some of the standards that
focus on revenue recognition. In this chapter,
we want to move beyond this high level and
work through a specific example of how
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revenue recognition works in a growing SaaS
company. The fundamental principle of revenue recognition
For all revenue recognition—whether you are a
one-person lifestyle company with 10 new customers or a billion-dollar enterprise firm serving
millions of users—there is a single principle that
governs what you have to do:
“You must do the work to get the money.”
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That is the fundamental concept of revenue recognition that
hasn’t changed from SAB 104 to ASC 606. You can get the cash
whenever, but the revenue can only be counted on your books
once you have performed the work you promised. In basic SaaS,
that work is providing access to your service. But as you grow,
the value you offer to customers grows, the revenue you receive
grows, and the complexity of your revenue recognition grows:
• When you are a small SaaS company, you might not even need
to recognize revenue. But understanding the concepts will help
you plan for the future.
• As a growing SaaS company, revenue recognition can play a
crucial role in that growth, as it helps you manage your finances
and know where your revenue is truly coming from, and when.
• As a large, successful SaaS company, revenue recognition will
be a core component of how you plan out product and how you
offer services to your top-end customers.
Below, we’ll go through each of these in turn to look at the basic
revenue recognition ideas at every stage of your growth. We
highly recommend three things:
• Audit Proof is designed as a primer on ASC 606 and revenue
recognition in SaaS; it isn’t financial advice. To work out the exact
details of how this will impact your business, you must talk to a
financial professional.
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• Get everyone involved. This isn’t something just for your finance department. Everyone should have knowledge of revenue
recognition. It impacts pricing strategy, product, sales, and marketing. The leaders of these teams should know how revenue
recognition impacts them, and how their decisions will impact
revenue recognition.
• Go automatic. If you do this manually, you will make mistakes.
As you grow, at some point other people—board members, investors, team leads—will rely on these numbers to make decisions. If
you get it wrong, the best-case scenario is that you screw up your
business. Worst case is that someone accuses you of fraud. Revenue recognition allows you to give an accurate picture of your
company to everyone. Automated revenue recognition makes that
as easy as a few clicks.
RE V E N U E RECOG NITION IN A G ROWING SA AS COM PA N Y

WellProfit is your entirely new, and entirely fictional, SaaS company. You opened for business two months ago and already have 10
paying customers. Congratulations!
As a startup, you want growth. As the founder of a successful
new company, you want that growth to come fast and be sustainable. To do so, you need to understand your revenue. To
understand your revenue, you need revenue recognition. Let’s
go through the stages of a SaaS company to show how you can
recognize revenue the right way throughout your growth.
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S TA RTING OUT: DO YOU E V E N N E E D RE V REC?

If you are a small SaaS company, the chapters of Audit Proof
might have filled you with fear so far. A mass of new accounting
regulations for a process you hadn’t even realized you needed.
In a strict financial sense, a small SaaS company does not need
accrual-based revenue recognition. Most startups, unless they
have significant financial investment behind them, are going to
start using cash accounting. Cash accounting records revenue
when you receive the cash, whereas accrual accounting records
revenue when it is earned.
Cash accounting is going to get you up and running. At this point,
accrual accounting adds an extra burden to an already overworked team. Dealing with accounts receivable and accounts
payable is an added stress you don’t need.
But that doesn’t mean it shouldn’t be on your radar. If you want
to grow and be successful, at some point you will have to make
the switch to accrual-based accounting, and you will need to start
following revenue recognition guidelines. This is necessary for
two reasons:

AUDIT PROOF

1. It provides the best snapshot of the financial health
of your company, which you will need for your board and
investors.
2. It helps you grow and be successful by providing the
best snapshot of the financial health of your company, regardless of whether you have a board or investors.
Let’s look at our fictional company, WellProfit. They have a
small team and a few customers. They have no board and
no investors, they are not public—why would they bother with
revenue recognition?
Their 10 customers pay $100/month each for access to the
platform. This is the one and only price point they have and
the one and only product they have. In this scenario, their
cash flow and when then earn that cash are pretty much the
same thing:
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WellProfit gets a large injection of cash in
January, which is great—annual plans are great for growth.
But they haven’t earned that money. The customers signing up in
January are expecting free access to the WellProfit platform for
the next 12 months. WellProfit now has to provide it. WellProfit
can do what they want with that $10,000 from annual-paying customers, but the company now has a liability that has to be paid
back over the next year as a service.
This is how, even with the simplest subscriptions business models, the fundamental principle of revenue recognition can help
with understanding your business:

The next change will be tiering your pricing across a value metric.
Now you are offering different value at different prices, all, most
likely, with annual plans. Even “easy” accounting isn’t easy.
This is why you need to start thinking about revenue recognition
early. It helps you understand your company better. Even if you aren’t officially using it, having the data makes you better and helps
your company grow. Here are two things you can do to speed that
along:
•

Talk to a finance professional. You are not going to have a
CFO at this stage. But bringing in an accountant or a CFO-asa-Service early will be beyond worth it in the long run. If they
can put you on the right course to start, you can head off a lot
of the financial problems that many SaaS companies run into.

•

Set up a way to automate this. You will be looking at this and
thinking, “That’s not too difficult.” This is a toy example: 10X
the customer numbers, add in a few customers that churn,
some that want to upgrade (including a few that are halfway
through their annual plan), a failed pricing update, and a new
product launch. Finance is difficult. If you screw it up, you can
kill your company. There are a number of tools around for
every size of company that can do all these calculations automatically. Use them. Start baking them into your process early
so you can have stress-free, audit-proof growth.

You must do the work to get the money.
WellProfit has the cash but hasn’t done the work. If they want to
really “earn” that money, they have to provide the service for the
next year. If they don’t, those 10 customers are entirely within their
rights to ask for some of their money back. For the team, understanding this difference is paramount to understanding how well
their business is doing. They may have a lot of cash in the bank,
but that isn’t earned cash—it has been advanced for services not
yet rendered.
This is how SaaS—one of the simplest business models going—
can quickly become complicated. This is the most basic change
any SaaS company can make to pricing and already the WellProfit
team is having to project revenue and earnings into the future.
AUDIT PROOF
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G ROWING INTO ACC RUA L

You’ve got those initial customers. You’ve got specific packages to offer each level of customer. You’ve got a valuable product. Now you want to turn the firehose on and get growing.
At this point, revenue recognition is no longer an option. Your
finances will become too complicated for simply cash-based
accounting, and you will have to move to accrual-based. If you
have already thought about revenue recognition early in your
company’s life, this is an easy shift. If using an automated
finance package, even easier.
If not, there is a challenge, but it’s not insurmountable. At this
point you have to think about the five components of revenue
recognition that we introduced in the previous chapter when
talking about ASC 606:
1. Identify the contract with the customer.
2. Identify your performance obligations.
3. Determine your transaction price.
4. Allocate the transaction price to obligations.
5. Recognize revenue when or as obligations are satisfied.
For most growing SaaS companies, points 1 and 3 are already
known. You have a specific contract (in most cases, a monthly
rolling contract), and you know what your transaction price is.
AUDIT PROOF

Points 4 and 5 are inextricably linked to point 2: Identify your
performance obligations. This is the service or services that you
perform for your customer. It is the “work” in:

You must do the work to get the money.
For most straightforward SaaS companies, that performance
obligation is going to be access to your product. With that information, you can then address points 4 and 5:
• Allocate the transaction price to obligations. If you offer no
other performance obligation, then you can allocate 100 percent
of your transaction price to this performance obligation.
• Recognize revenue when or as obligations are satisfied. For the
type of straightforward SaaS performance obligation, you need to
continually recognize revenue over the contract length.
Let’s go back to WellProfit. Their product is a SaaS analytics
platform that gives you financial and SaaS metrics for all of your
customers. Customers pay $100/month if they have fewer than
100 customers, $200/month for 100–199 customers, and $300
per month if they have 300+ customers. (What, no freemium? We
know a better option if their customers want to switch.)
They have 100 customers on the lower tier, 200 on the middle tier,
and 300 on the top tier. In each tier, 10 percent of customers are
choosing to use the annual plan. Their numbers look like this:

52

Column 1

Column 2
Bottom tier
$100
90

Column 3
Middle tier
$200
180

$9,000

$36,000

Annual Pricing
Annual Customers
Revenue from
Annual Customers

$1,000
10
$10,000

$2,000
20
$40,000

Subtotal (Monthly
Customers)
Subtotal (Annual
Customers)

$1,512,000

ARR

$1,652,000

Monthly Pricing
Monthly Customers
MRR
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In SaaS metric terms, the annual recurring revenue
for WellProfit is $1,652,000. Cashwise, they get
$140,000 up front for services not yet rendered.
As a company grows, the need to keep track of
unearned revenues increases. This is how revenue
recognition helps. Let’s look at how that revenue is
recognized over time, taking into account our two
assumptions: a) There is only one performance obligation and b) access to the product is steady over
time, so we will recognize on a straight-line basis:

$140,000
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When billing monthly, WellProfit’s revenue recognition tracks their
cash balance. This is because they are performing the obligation
in the contract in that single month (months are the natural unit of
finance. In theory, you could recognize part of the revenue each
day of the month, but your accountant might not like you).

AUDIT PROOF

When billing annually, they recognize the revenue over the course
of the contract—one year—as the performance obligation is satisfied. As they are offering the same service each day/week/month,
the recognition can be just a straight line, with ~$11,666.67
recognized each month. WellProfit can spend that $140,000 cash
injection on growth, but they need to make sure they are still giving
great value on December 31 if they want to actually earn
that money.
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RECOG NITION AT TH E E NTE RPRIS E LE V E L

WellProfit’s pricing is simple even for a simple SaaS company.
Most companies will grow to include an enterprise plan offering
bespoke services to their most valuable customers at a premium
price.
This is the level at which revenue recognition becomes the domain of professionals. You may have multiple performance obligations that are recognized over different time periods. These
might be:
•

Implementation, training, or setup fees

•

Service level agreements

•

Professional services, such as consulting or custom
development

•

Ongoing support

Each of these could be separate or not, depending on what contract you have with the customer, how that contract is implemented, and what other options the customer has. When deciding
whether a service is a separate performance obligation, you need
to follow the advice of ASC 606/IFRS 15:
A good or service is distinct if both of the following criteria are
met: The customer can benefit from the good or services on its
own or in conjunction with other readily available resources, and

AUDIT PROOF

the entity’s promise to transfer the good or service to the customer is separately identifiable from other promises in the contract.
These concepts are important for the timing of revenue recognition. Imagine you charge a $5,000 upfront setup fee for your
product. If this is not a separate performance obligation, then you
have to recognize that revenue across the same timing as the rest
of your product—the course of the contract. If it is separate, then
you can recognize that revenue immediately upon conclusion of
the setup.
Which option is correct is entirely dependent on your own scenario. As ever, consult a financial professional to help you follow the
guidance. Let’s look at two ways this could play out for WellProfit.
WellProfit has launched an enterprise-level plan priced at
$10,000/year. For this, the customer gets:
•

Access to the WellProfit service

•

Customized setup and data integration

•

10 hours of consulting services to help them understand their
analytics and plan their growth

Revenue recognition regarding access to the platform is the same
for a customer on the simple plan or the enterprise plan. But are
the two other deliverables part of the same performance obligation as the main service? That will depend on whether:
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1. The customer can benefit from the service on its own; and
2. The service is separately identifiable in the contract.
For the customized setup, it is unlikely a WellProfit customer
could benefit from that service own its own. The access to the
platform is integral to the customization. However, a customer
could benefit from just the consulting services, and it is independent in the contract. This doesn’t mean that WellProfit has to sell
the consulting independently, just that a customer doesn’t need
the first performance obligation (access to the platform) to use
the consulting services. Additionally, the customer could use
other consultancy firms to understand their SaaS metrics. The
access and the consulting are separate.
So WellProfit has two performance obligations in their enterprise
contract:
1. Access to the service, including the setup
2. 100 hours of consulting services

AUDIT PROOF

As there are two performance obligations, we need to address step 4 in the ASC 606 guidelines, allocating the transaction price to each obligation. To allocate the pricing, you
need to determine the stand-alone selling price of each
performance obligation:
1. Access to the service, including the setup. The top-tier
pricing for just the WellProfit service is $3,000. We also need
to include setup costs. These don’t have a stand-alone
option, so WellProfit estimates it at $1,000.
2. 10 hours of consulting services. Again, as WellProfit
doesn’t offer this as a stand-alone product, we need to
estimate it at $5,000.

Step 5 is then recognizing the revenue as the performance obligations are satisfied. Though the setup is
obviously right at the beginning of the relationship, as
it is part of the wider access performance obligation,
it is recognized over the lifetime of the contract:

56

Step 5 is then recognizing the revenue as the performance obligations are satisfied. Though the setup is
obviously right at the beginning of the relationship,
as it is part of the wider access performance obligation, it is recognized over the lifetime of the contract:

You must do the work to get the money.
The enterprise customer can use those 10 hours
as they see fit. That means that WellProfit can only
recognize the revenue from the consultancy as each
hour is used. Let’s say they use those 10 hours in
three chunks: three in month one, four in month six,
and three in month 10. This is what their revenue
recognition would look like the top right:
Recognizing the consultancy performance
obligation is different. Again, remember the
mantra: This shows how even having an understanding of revenue recognition and performance
obligations can help you plan your business model.
The SaaS model is based on defined, recurring revenue. If you offer a stand-alone product or service
that customers can us as-is, your revenue will be
recognized as-is. For large companies, this might
not be a problem, but for smaller companies, sticking to the pure recurring revenue model is going to
be better for growth.

AUDIT PROOF
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DO TH E WORK, G E T TH E MON E Y

Your milage is going to vary. A lot.
Revenue recognition depends on your
core product, your supplementary
products, how your contracts work, and
how you deliver services. There are a lot
of variables. But always think that you
must do the work to get the money. Your
accountants and any automated revenue-recognition software will handle the
details if you just remember that mantra.

AUDIT PROOF
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Every SaaS company is different, but the model stays
the same—access to a hosted software product in exchange for a monthly (or annual) fee. You might charge
by the seat, by the GB, by the MAU, or by the video, but
it all comes down to the same thing. That is part of the
beauty of the model; it’s simplicity.
Then people get involved. Your sales team has a bright
idea to start offering an add-on as a discount to get people through the door. Your marketing team wants to allow
new customers to pick and choose between features.
The CEO decides to launch a bespoke service to try and
land some bigger logos.
All these ideas make your accounting team weep. Not
just because they are bad ideas for the business, which
there are, but because they make their lives a whole lot
more difficult. As we’ve seen in the previous chapters of
Audit Proof, revenue recognition isn’t easy. In this chapter, we are going to look at some of the decisions teams
make that can make this challenging job even more difficult. We aren’t saying you shouldn’t do these, but if you
are moving towards these decisions, make sure you have
got the seal of approval from finance first.

AUDIT PROOF
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WH E N YOU R SA LES PEOPLE WA NT TO DISCOU NT

We don’t like discounting from a pricing perspective. It devalues
your product and sets low expectations for your customers.
Discounting is also a headache for revenue recognition. In the
previous chapter, we introduced our fictional SaaS company,
WellProfit. Let’s use them again here to work though some of the
tougher revenue recognition scenarios you can see with ASC 606.
WellProfit now has a sales team to handle their enterprise customers. To hit quota, the salespeople on this team aren’t against
offering prospective customers discounts on certain products
and features to close the deal. WellProfit has three different products that come bundled together for enterprise customers:
•

Product A has a standalone price of $2,000.

•

Product B has a standalone price of $1,000.

•

Product C has a standalone price of $500.

The complete cost of all products is then $3,500.
To close a customer, a WellProfit salesperson offers this bundle
at $2,500 saying that Product B is free. Intuitively, you would expect that the Product B team would be cursing that salesperson’s
name. They seem to have had their revenue cut to zero just so
one rep can hit their monthly target.
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Following ASC 606 rules it is all three product teams that will be
excoriating that salesperson—all three see their revenue cut. This
is because the discount is spread across all three products in the
performance obligation depending on how much they contribute
to the total pricing:
Bundled
Price
Product A
Product B
Product C
Totals

$2,000
$0
$500
$2,500

Standalone % Total
Price
Standalone
Price
$2,000
57.14%
$1,000
28.57%
$500
14.29%
$3,500
100%

Revenue
allocation
$1,429
$714
$357
$2,500

Product A’s revenue is reduced to $1,429, Product B’s revenue to
$714, and Product C’s to $357. So each team sees a hit of about
one-quarter to their revenue. If this is just a one off discount, this
might not be such an issue to the teams. But if this becomes a
constant practice for the sales team, each product team is going
to see their revenue hit by ~25%. If they are trying to hit a target,
the sales team is actively hurting them in order to hit their own
targets.
This is another reason why pricing decisions, including discounting, needs to be something made by a pricing team with insight
into all potential ramifications. These decisions need input from
the product teams and the sales team with the pricing team making the decision that will benefit the company, and revenue, the
most.
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WH E N YOU R PRICING COM MIT TE E WA NT TO GO VA RIA BLE

At Price Intelligently, we prefer simpler value metrics and tiered
pricing. When you price by usage, you lose a key benefit of the recurring revenue business model—consistent, predictable revenue.
With usage-based pricing, your revenue from the same cohort of
customers can change per month.
For some companies it can make sense. If you are charge by the
seat, by the GB, or by the MAU, your accounting team will have
to deal with variable consideration. In ASC 606, variable consideration is any time your transaction price isn’t exact. This could
be because your pricing is usage-based, or “discounts, rebates,
refunds, credits, price concessions, incentives, performance
bonuses, penalties or other similar items” could all be considered
variable consideration.
But in the ASC 606 five-step framework, you have to determine
your transaction price and then allocate it to the performance obligations. So you can’t leave this as variable. There are two ways
to estimate the potential transaction price:
1. The expected value method—the sum of the probability
weighted amounts for the range of possible contract outcomes; or
2. The mostly likely amount method—the single most likely contract outcome.
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The second option is the easiest, but is almost never the correct
method for SaaS as there isn’t two optional outcomes. So the
Expected value method should be used. We introduced this in
chapter three, but let’s walk through how this might impact your
pricing team a little bit more.
Let’s say that WellProfit’s pricing team take leave of their senses
and institute usage-based pricing. For annual customers, their
pricing is dependent on how many users that customer has:
•

Any user up to the first 1,000 will cost $1 each

•

Any user between 100 and 1,000 will cost $0.90 each

•

Any user between 1,000 and 5,000 will cost $0.80 each

To compute expected value, you need to know the expected usage for your customers. If you move to usage-based pricing, this
is a figure that it is critical to have. You cannot structure this type
of pricing well without knowing where customers will fall in usage
terms. It should be baked in to your quantified buyer personas.
WellProfit have this data. In an annual contract, a typical customer has fewer than 100 users for 15% of the time, fewer than 1,000
for 50% of the time, and more than 1,000 for 35% of the time.
With these numbers, we can compute an expected value for the
customer:
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Users

Price

Probability

<100
101-1,000
1,001-5,000
Total

1
0.9
0.8

15%
50%
35%

Weighted
Users
15
500
1750
2265

This customer is expected to have 2,265 users over the course of
the year. The estimated transaction price for this contract would
then be $1,922:
•

The first 100 events @ $1 = $100

•

The next 900 @ $0.90 = $810

•

The final 1,265 @ $0.80 = $1,012

This transaction price can then be used in the contract and allocated to the performance obligation. It might not be how much
revenue comes from the customer by the end of the contract, but
it allows you to start the revenue recognition ball rolling.
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WH E N YOU R C US TOM E R S UCC ES S TE A M WA NTS
TO U PS E LL

This is a pricing concept that we are in favor of. Upsell
leads to net negative churn which leads to growth. You
want your customer success team to make customers a
success and upgrade.
For the accounting team, any change to a contract requires
changes to the recognition of revenue in that contract.
For monthly “contracts” this isn’t an issue. You would just
wait to upgrade the customer in the next billing cycle. But
what if a customer is successful two months into a twelvemonth contract? You want them to upgrade now, not wait
out the year.
In that case, your customer success team need to loop in
finance to the new contract. Let’s say WellProfit have a customer that is three months into a yearly contract. They are
doing well and want to upgrade for the outstanding term of
the contract:
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The contract they are on is priced as $12,000, and they will upgrade to a contract of $18,000. If the recognition is on a straight
line basis, then the revenue recognition will go from $1,000/month
to $1,500/month.

This is one of the reasons that automated revenue recognition.
In 2017, enterprise storage company Box had to change active
subscriptions over 20,000 times. Upsells, down-sells, cross-sells
all mean that your accounting team will have to amend and reconsider the recognition of revenue in the contract.

This is a simple example. But this becomes more of a problem as
you grow and individual contracts become more comprehensive.
If a contract has multiple performance obligations and is multiyear, each contract could see dozens of changes over its lifetime.

AUDIT PROOF
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WH E N YOU R M A RK E TING DIRECTOR WA NTS TO A DD
R A M PING PRICING

Ramp pricing builds increasing value into a long-term contract.
With a regular monthly/annual contract, you want your customer
to upgrade to a larger plan when they renew. With a ramping
contract, this upgrade is guaranteed. If a customer is signed up
for a three-year contract, the pricing might be:
•

Year one: $50,000

•

Year two: $100,000

•

Year three: $150,000

AUDIT PROOF

There are benefits of this for both company and customer. The
customer gets a lower entry price, so there is less upfront cost for
an unproved product. For the company, they get a long-term customer and increasing revenue over time. The intuitive way to recognize this revenue would be:
Before ASC 606, this was how this type of arrangement would have
been recognized. With ASC 606 and the importance of contracts
and performance obligations, the recognition timing shifts. Here,
all the revenue is allotted to a single performance obligation that
is three years long. This means that the revenue is recognized in a
straight line over the three years of the performance obligation:
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Though this isn’t as obvious, it is better and aligns with the performance obligation. The SaaS company gets to recognize more
revenue earlier while they are offering the service. This is a “tricky
revenue recognition scenario” in terms of it be unintuitive. But it is
easier for your accounting team and better for business.
TH E GOOD COM PLICATIONS OF RE V E N U E RECOG NITION

When SaaS is simple, so is revenue recognition. If you keep
your pricing simple you can use the framework of
ASC 606 easily.
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As you grow, your pricing will become more complicated. Bigger
customers will want bigger plans that mean more performance obligations and longer time lines. When you complicate your pricing,
revenue recognition becomes complicated. But the framework of
ASC 606 will still help you understand what you need to do. These
scenarios here show you what is in wait as your grow and try new
pricing ideas. None are insurmountable with the right team and the
right support. Revenue recognition, even when it is at its toughest,
is there to help you and your business. Get an understanding for
the minutiae of the technique, and you will get an understanding of
the possibilities in designing your pricing strategy.
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C HOOSING TH E RIG HT ACCOU NTING TOOLS FOR YOU

Revenue recognition is complicated. You have to know what
your performance obligations are. You have to know what your
contract is. You have to know the timing and allocation of your
revenue. That is why, right at the start of this book, we made
one recommendation—talk to a professional. Even though ASC
606 has smoothed out some of the confusion, it is still a process that requires expert knowledge and guidance.

As you’ve read through Audit Proof, one idea should be obvious—all businesses are different. Your revenue recognition
needs are going to be different from the business next door. You
could both be SaaS analytics tools, but if they are packaging
their features differently, choosing a different value metric, or
offering different services, your accounting is going to end up
completely different.

In this final chapter of Audit Proof, we have another recommendation—use professional equipment. Even if you are a qualified
CPA, you can’t do this by hand. Even the simplest accounting
procedures, when amplified by thousands of possible transactions—creating, amending, and renewing hundreds of subscriptions—quickly becomes too much if you are not automating the
process. You automate your marketing, your sales, your engineering. You need to automate your accounting as well. Let’s
walk through some of the options available to all SaaS businesses of any size that will let you execute on your accounting principles and become Audit Proof.

So you need to think about the right accounting solution for you,
not just take the first one that comes along or that your other
founder friends are using. Here are three criteria to keep in mind
when evaluating possible accounting solutions:

AUDIT PROOF
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• Cost. This is going to be a main factor. How much do I want to
spend on this tool? The difference between an SMB accounting
tool or a feature-specific accounting tool and the high-end enterprise accounting tools can be many magnitudes. If you are a
small SaaS company, you simply do not need to spend thousands
of dollars on accounting software.
• Features. Accounting tools can come loaded with a ton of
features—invoicing, revenue recognition, expense reporting, pointof-sale, SQL, integrations. The question you need to ask yourself
is: Do I need an all-in-one tool or some specific feature? If you are
looking to do just one single accounting procedure, getting an allin-one could make your process more confusing.

AUDIT PROOF

• Business needs. This is why you need to look at each of the
options outlined here (and more) and find the solution that is right
for you. Are you a non-profit that has certain tax exemptions? Are
you a subscription box company that has inventory, warehousing,
and distribution? Are you a real-estate company that has to deal
with property management? Each of these needs unique accounting solutions. Even if you are straight SaaS, we’ve seen time
and again throughout Audit Proof that your business might need
a level of accounting that Excel just isn’t going to provide.
Here is a breakdown of how we think about selecting accounting
tools using this framework:
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ACCOU NTING AT TH E S M B LE V E L

•

Revenue Recognition

We’ve opted to showcase five tools for smaller businesses. These
are tools that aren’t priced too high and are fairly easy-to-use for
people new to accounting.

•

Invoicing

•

Payroll

•

Profit and Loss

•

Taxes

E XC E L /GOOG LE S H E E TS

Using Excel for accounting is a terrible idea. Even from day
one of your company, you should invest in some kind of proper
accounting tool.
But we are putting it here because it can be done. Excel is a
powerful tool. As accounting is really just math, almost all
accounting can be done in a spreadsheet:
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But don’t. The main reason not to is simple: human error. Excel or
Google Sheets aren’t designed to catch the small errors you will
inevitably make. They are agnostic to the output you need. If you
want to do something extravagant in Excel, paint:
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Cost (All costs are as of April 2018): Microsoft Excel is priced as
low as $8.25/user/month with Office 365 Business. That price
also gets you access to Word, Outlook, and PowerPoint. Google
Sheets is free.
SAG E BUSIN ES S C LOU D

Choose this if you are just starting out.
Sage is a great choice purely through simplicity. Starting with the
easy pricing, you get full access to invoicing, tracking, metrics,
taxes, and contractor payments. You get all of that with the lower-tiered, $10/month option, which is a great value.
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The simplicity doesn’t transfer fully to the actual software—it isn’t
as easy-to-use as some of the other options. But if you are starting a business and want a fully working accounting tool, you can
get that for $10/month. This is the perfect place to start if you are
launching a side business and need something low cost to keep
track of revenue.
Cost: A 30-day free trial, then either $10/month for Accounting
Start or $25/month for the full Accounting suite.
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XE RO

Choose this if you are a small but serious business.
At the starter tier with Xero, you can only invoice five clients per
month or receive five bills per month. While this might not seem
like a lot, we can see who this will really appeal to: freelancers.
If you are an expert freelancer working with a few, well-paying
clients, then this is more than enough.
The serious side comes from two things: one, it isn’t as UX-first
as other options on this list. It is a pragmatic choice. Two, Xero
works on a true double-entry bookkeeping process. This gives
you the truest representation of your finances.
AUDIT PROOF

Cost: Xero has a 30-day free trial, then there are three possible
tiers to sign up for:
•

Starter, $9/month. In this tier you can send five invoices/
quotes, enter five bills, and reconcile 20 bank transactions.

•

Standard, $30/month. On this tier, you can send/receive
unlimited invoices, quotes, bills, and transactions. You can also
run payroll for five people.

•

Premium, $70/month. All of standard, but you can run payroll
for 10 people and use multiple currencies.
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FRES H BOOKS

Choose this if you are new to accounting.
If you are an SMB or freelancer completely new to accounting
software, FreshBooks is a great place to start. It was designed
to be easy-to-use and puts that simplicity at the forefront of the
product. The main issue with FreshBooks is that the value metric
ties you to a certain number of invoices. At the lower end you can
only send five invoices, like Xero. It also misses out on helping
track inventory or payroll that other options even in the SMB list
here feature. This makes it only good for service-industry people
with a few clients and just starting out.
AUDIT PROOF

As you go up the tiers, this also becomes a great option for
agencies or bespoke SaaS solutions. If you are looking to have
thousands of customers, this isn’t for you given the upper bound
on clients of 500. But if you are an agency looking to help a few
customers closely, this is great.
Cost: 30-day free trial, then three tiers priced at $15/month, $25/
month, and $50/month, respectively. The value metric FreshBooks is using is clients. At the lower tier you can only work with
with five clients, then you can move up to 50 and 500 with the
more expensive tiers.
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Q U IC K BOOKS ON LIN E

Choose this if you want a fully fledged accounting tool that will
grow with you. QuickBooks Online, or QBO, is a full-on accounting platform. This means that you can use it for accounts receivable and accounts payable, as well as tracking taxes and metrics.
Because it is based on full accounting principles, it is a solution
that you can use with your accountant to prepare any end-of-year
filings. With other tools that aren’t based on double-entry bookkeeping, your accountant might have to import your data into
their own software. Doing it all-in-one saves them time and you
money.
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One option missing from the main tier of QBO is payroll. This is an
add-on, so you either have to pay extra or incorporate Gusto (see
below) or another standalone solution. Without that as standard,
this can’t quite be the accounting tool of your dreams.
Cost: QuickBooks Online again has three tiers, priced at $20/
month, $40/month, and $60/month. The differentiation is through
features. With all tiers you can invoice and track taxes, but on the
lowest tier you can manage bills, have multiple users, or track
time. Those features are included with the $40/month option, but
that lacks the ability to track inventory or manage contractors,
both of which you can do with the $60/month plan.
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QBO also has two slight deviations to the pricing options we’ve
seen with the other SMB tools:
• Three-month discount. Like the other options, you can have a
30-day free trial. But to push people towards a buying decision, QBO
allows you to choose the free trial or have a 3-month 50% discount.
A switch on the pricing page allows you to choose which is better for
your needs.
• Add-ons. You can choose to add payroll to any tier for either $39/
month or $99/month depending on needs, with an extra $2/employee/month fee as well.
ACCOU NTING FOR E NTE RPRIS E

The whole of Audit Proof has been a warning about the true complexity of a growing SaaS company. Once you have millions in ARR
and offer multiple products, revenue recognition and accounting in
general gets difficult. At this point you will have a CFO and in-house
accountant. They will choose the right tool for you, but here are some
options from the leaders in enterprise accounting.

At the front end of your order-to-cash process it will integrate
directly with Salesforce to transfer prospects into customers. It
will then follow them through their lifecycle, offering billing solutions, GAAP and SaaS metrics, and ASC 606 revenue recognition.
Right at the end of the period, your accountants can use it to
close your books.

SAG E INTACCT

If you have a true, old-school accountant as CFO, this is the tool
they are going to recommend.

Choose if you want flexibility.
Sage Intacct can be considered a true accounting platform. It isn’t
really trying to be an all-in-one with a CRM and other business solutions bolted on. Instead Sage Intacct wants to offer your accountants
a place to live and own

AUDIT PROOF

Cost: Contact for a quote.
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N E TS U ITE C LOU D ACCOU NTING

Choose this if you want an all-in-one solution.
NetSuite differs from Sage Intacct by offering more than just
accounting. It is designed to be used as part of an entire
NetSuite Cloud workflow. You use their CRM, you use their
enterprise resource planning (ERP) platform, you use their
business intelligence (BI) platform.
There are pros and cons to this. The pro is obvious. If you buy into
this option, a lot of headaches around integrations and
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exporting/importing data are gone. The customer enjoys a seamless experience from the original quote all the way through their
lifetime.
The cons are lock-in. If you are already in Salesforce, you are
going to struggle. If you have an ERP or BI tool that you prefer, you
might not be able to use it with NetSuite. If this is on the table for
your accounting tool, make sure to include all departments in the
discussion so they won’t struggle if you choose to implement.
Cost: Contact for a quote.
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SA P S/4H A N A FIN A NC E

Choose if you want real-time analysis.
SAP S/4HANA is a mouthful, but the idea is to give finance professionals real-time access to their data. SAP wants to shift the
emphasis away from the static accounting data that CFOs and
your finance department are used to toward making them decision-makers.

This is the big difference between SAP and the other tools here.
They concentrate on reporting. SAP allows you to use machine
learning to run predictive analyses of your finance data. It brings
the strategic position of finance to the forefront. If you want a
straight accounting tool, SAP S/4HANA probably won’t be ideal.
If you are willing to see a different side of accounting and use it
more for real-time decisions, then it could be worth trying.
Cost: Contact for a quote.
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ZU OR A

Choose this for subscription economy accounting.
Our friends at Zuora have joined the unicorn club. Their successful April 2018 IPO was driven by the fact that they have crafted
such a great business model—they are building their own revenue
by driving revenue in the entire subscription economy.
As the OG in the subscription accounting space, Zuora is primed
for helping subscription companies with their accounting.
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The new concepts from ASC 606 are baked into their revenue recognition. Implicitly they understand that the linear order-to-cash
process of old no longer works, so the entire accounting process
has to shift as well. You need to account around performance
obligations rather than products and realize the process is not
order-cash-renewal-cash-upgrade-cash.
Cost: Contact for a quote.
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S TA N DA LON E ACCOU NTING TOOLS

You don’t always need to sign up for an entire accounting suite.
Neither should you worry if your favorite tool above is missing one
or two key features. SaaS is about disaggregation—companies
breaking up monoliths by offering certain features for a better
price and an easier workflow.
Here are a few tools that offer just one component of accounting,
but do that job expertly.

TE A M PAY

Choose this for tracking expenses.
If you have multiple team members but only one company credit card, you can quickly lose track of who is ordering what. This
could range from someone dropping $500/month on a CRM to
someone dropping $15 on smoothie delivery. In remote teams,
this is even more of an issue as you have to share sensitive card
information around.
Teampay is a Slack app that makes the workflow of purchases
much more transparent and much easier for both purchaser and
approver.
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The team member just sends a request to the Teampay bot
for what they want to buy. This is then sent to whoever is
approving the purchases. If it’s a yes, Teampay will give the
team member a virtual debit card number with the amount
needed on the card. They can then pay with all of this activity
tracked for an audit trail later.
Cost: Contact for a quote.
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SIG HTE D

Choose this for sending invoices.
If you just need to send invoices, you don’t need to spend
thousands of dollars a month on an enterprise accounting tool.
You can get them for free from Sighted.

This is a great option if you are starting out as a freelancer or
building an agency as a sideline. Zero cost to get your accounting
up and running. Sighted offers not just invoicing, but also expense
tracking and reporting to give you an insight into the financials of
your new business.
Cost: Free.
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G US TO

Choose this for running payroll.
Audit Proof has concentrated entirely on revenue coming in. But you can’t generate revenue
without a great team and you don’t get a great
team without paying them.
So running payroll is one of the most important
accounting practices you have to do.
Gusto can let you run payroll in just a few minutes, sorting out federal and state taxes, different payment schedules, and generating W-2s
for your employees. It can also integrate with
other accounting and HR platforms so you can
easily transfer all your payroll data to your team
and accountants.
Cost: Gusto uses a dual value metric system.
There are three tiers. In the Core and Complete
tiers, access to the platform is priced at $39/
month. In the Concierge tier, the platform is
$149/month.
But there is also a per-employee price. In the
Core tier, it is $6/employee, while in the Complete and Concierge tiers it is $12/employee.
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RECOG NIZE

Choose this for revenue recognition.
Revenue recognition isn’t something that is a component of all
accounting software, particularly at the SMB level. At this lower
level it is still considered a “nice-to-have” rather than a necessity.
If you have read this far in Audit Proof you’ll know this isn’t true.
Revenue recognition helps you understand your business and
helps you grow your business. You should bake it into your
accounting pretty much from day one. This is a problem though
if you don’t want to pay top dollar for enterprise accounting
solutions.
AUDIT PROOF

ProfitWell Recognized allows any company to fold revenue
recognition into their accounting workflow.
ProfitWell Recognized saved SumoMe $5,000 in accounting fees.
By integrating directly with your billing system, it pulls in all your
subscriber data, analyzes in accordance with ASC 606 rules, and
sets out your recognized and deferred revenue for you automatically—everything we have talked about in the ebook so far—with a
single integration.
Cost: Contact for a quote
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THE RIGHT TOOL FOR YOU
Don't choose a tool because you know someone else is using it.
Don't choose a tool based on what we have said. Talk to these
companies, test drive the options, and see which one is for you.
Accounting is important, especially as you grow. If you want
to be truly Audit Proof, the choice you make here is essential.
Think about all the concepts we've talked about so far and how
they relate to you. Then talk to your accountant, make the right
choice, and revel in the fact that you have made a decision that
actively improves your company's chances of growth.
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Accounting is not usually a huge priority for early
stage companies, actions that fuel growth are. So
you’re putting a lot into product, marketing, and in
many cases, fundraising. The balance sheet? Eh, that’s
easy. You can just do the math in your head.
While this spit-and-glue solution may work for a little
while, it sets you up for some pretty costly mistakes,
not to mention serious long-term consequences. Like,
go-to-jail serious.
DIY accounting seems like a good idea for a SaaS
startup because it’s cheap and easy. When you don’t
have that many customers, there are few problems.
But when a subscription business with diverse offerings, recurring billing, and multiple plan types gains
momentum, keeping track of revenue becomes complicated quickly. You can no longer rely on spreadsheets or mental math.
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These errors are so serious that if they get out of hand, they
could not only ruin your company, but put you on the wrong
side of the law:
•

Calculation errors - anything that messes up your balance
sheet and leads to inaccurate reporting

•

Willful or accidental fraud - when you don’t know and therefore don’t follow the proper guidelines for reporting income to
government tax authorities

•

Revenue recognition failures - not knowing when to record
revenue earned due to various factors, including date of payment collection, subscription types, payment types, churn and
new customers

While the issues look thorny at the outset, each can be fixed with
a bit of forethought, smart tools, and professional counsel. Let’s
take a closer look at how these mistakes arise, how to avoid them,
and what happens when you don’t.

Source: Ars Technica

A notorious example of calculation error is the 2012
“London Whale” trades that led to over $2 billion in losses for JP
Morgan. Ironically, JP Morgan had developed the original
value-at-risk model, which is now considered an industry-standard metric. But in this case, the department had failed to
automate their VaR model, and instead was relying on “a series
of Excel spreadsheets, which had to be completed manually, by a
process of copying and pasting data.”

Rogue spreadsheets, and other calculation villains
You may be proud of your keyboard command skills, but Excel is
not exactly the most professional tool out there. Calculation errors
can make you plan with false budgets, place risk-laden bets, predict growth incorrectly, and raise money at the wrong time.
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While overconfident traders are unpredictable, at least some of
this loss could have been mitigated with better tools. If the bank
had used an in-house or third party tool that did their calculations
for them, they would have realized the danger of the
trades sooner.
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Spreadsheet errors are easy to make and hard to catch; as long
as you enter real numbers and the formulas work, Excel and
Google Sheets won’t alert you to any mistakes.

If Balfour and Chen can make these mistakes, you can too. But
yours might be in something more mission-critical than a CAC
model.

The most common spreadsheet errors include mistakes in data
entry, formulas, and formatting. Here’s a fun example from the
wild, from two extremely adept SaaS practitioners that you will
know:

As your subscription business grows, the ways you calculate
income and expenses will become more complicated. Perhaps
you add a new product, announce a quarterly plan, or you open
up a new marketing stream. Creating a new sheet for each of
these categories will become cumbersome and confusing. Not
to mention access: when you don’t know who’s entering the data,
how can you control the quality?
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When you use accounting tools to log every bill, invoice, and payment, the software will automate calculations for you. You don’t
have to adjust or re-enter formulas, complete mindless data entry,
or format spreadsheets for neater views. Because you’re not fussing with small digits, you’re free to look for meaningful patterns in
the data. Most accounting software offers many different ways to
visualize and organize income and expenses.
Here’s a sample of what different popular accounting
tools offer:
•

Xero - generate and customize financial reports from a super
simple interface for $10-$40/month. Best for startups and
small businesses that need to stay on top of their growing
accounts.

Former senator Jon Kyl with a copy of Geithner’s old tax forms.
Source: The New York Times

•

Intuit Quickbooks - a bit more robust, Quickbooks offers plans
for the solo entrepreneur up to enterprise level and offers
tons of support through educational docs and add-ons like its
point-of-sale product and customized checks. They boast that
even non-accountants can use it.

TA X TROU BLES

•

Sage Intacct - An enterprise-level software, Intacct is built for
companies with full finance teams. It integrates into your CRM
and develops advanced models for companies that operate
around the world.

From basic bookkeeping to advanced predictive models, these
tools leave much less margin for user error. And if you want, after
all that, you can export to Excel and double-check your work.
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If you have trouble doing your taxes, you’re in good company.
In his confirmation hearings, former US Treasury Secretary Timothy Geithner was asked about over $35,000 in missing income
taxes he failed to pay in the early 2000s. He blamed TurboTax,
which he had used for filing his returns. The software didn’t tell
him what he owed, he claimed. With some tough questioning by
senators, his explanation was accepted and he was approved.
The “TurboTax defense” as it’s now mockingly called, worked for
Geithner, but barely. Several defendants using the defense since
have been convicted of criminal tax evasion. When it comes to

88

This map is only one way to consider if you’re correctly paying sales taxes. Source: TaxJar

taxes, you are ultimately responsible for checking (and doubleand triple-checking) that all amounts owed are paid on-time, in full
to the U.S. government.
U.S. taxes are particularly complex for internet businesses due to
sales tax laws that vary from state to state. Subscription software
products don’t look like goods sold at the corner store, but are still
subject to sales tax. Sales tax on SaaS varies widely from state to
state, and usually must be paid where the company has a
physical presence.
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For instance, if your cloud storage company has an office in San
Francisco, California sales tax will apply to all transactions. Other
states demand a destination tax, where the customer is based.
The rules get pretty granular and can change depending on the
district, time of year, and customer exemptions.
Criminal tax fraud is determined by whether the individual committed willful or accidental fraud. “Willful,” or intentional tax evasion, can include “willful ignorance”of tax laws. Willful ignorance
convictions will take into account any efforts to conceal the true
value of income, or suspicious behavior, like including a family
vacation in your expenses.
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Accidental tax fraud is more like the calculation mistakes
described above, or Geithner’s TurboTax oversight. While you may
not be sent to federal prison for accidental fraud, depending on
the size of the mistake, you may be subject to a rigorous audit by
the IRS.
Whether you fear an impending audit or want to take preventative
measures, your company should be using an outside service or
advisor to manage taxes each year. These services range from
expensive tax lawyers to TurboTax’s more sophisticated relatives,
to sales-tax specific services like TaxJar and Avalara.
TaxJar offers the following services to help with sales
tax compliance:
•

connects to billing systems and automatically syncs with updated carts

•

support for different state taxability

•

automatically generates sales tax reports and files sales tax
returns for you

•

detects sales tax over-collection or under-collection

By using a service, you don’t have to look up tax codes for various
jurisdictions, track customer exemption certificates, pay late penalties, or unwittingly violate state law. You’ll also produce reports
that are CPA- and IRS-friendly, so you won’t look like you’re trying
to hide anything.
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RE WORK ING RE V E N U E RECOG NITION

The way companies recognize revenue “has the potential to impact sales, go-to-market strategies, compensation plans, product roadmaps, sales commissions, everything,” says Tien Tzuo,
founder of Zuora.
Look at Verizon Mobile. The telecom giant relies on income from
wireless service subscriptions and hardware sales, and until very
recently, recognized the revenue as it accrued over the length of
customer contracts. In 2017, the company was forced to overhaul the way it recognized revenue due to ASC 606 and the major
changes to the generally accepted accounting principles (GAAP).
Because of the changes, it now recognizes mobile phone sales
and wireless subscriptions upfront rather than slowly over time,
lowering the amount of deferred revenue from subscriptions.
The change took Verizon several years to incorporate, shifting
the responsibility from the finance and accounting teams to IT as
their billing automation systems had to be reprogrammed.
While revenue recognition doesn’t affect overall profit, it does impact how the health of public companies like Verizon and private
companies like Uber are perceived by consumers and investors,
and can limit company plans for the future.
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These changes help accountants more accurately reflect income
and expenses in real-time. In order to keep up with the standards,
companies have to find ways to dig into their data and generate
reports that accurately show their earnings to the day.
While Verizon chose to spend years reworking their in-house
tech, other companies large and small look to outside experts.
ProfitWell Recognize does the work of countless error-free
spreadsheets, keeping your subscription revenue data current and
aligned with GAAP standards.

Recognize uses the power of AI to do calculations faster and
more accurately than even professional accountants. All changes
in customer plans are reflected instantly. Since it’s audited by Big
Four accounting firms, compliance with the latest rules and regulations will be factored in without any effort on your part.
Failure to recognize revenue properly could mean you’re being
overly optimistic about the health of your company, or you’re
leaving money on the table. Without a reliable rev rec process,
you risk losing shareholders, employees, and present and future
customers.
TO MINIMIZE RIS K, AU DIT YOU R OWN AU DITING PROC ES S

If you’ve started with DIY accounting, you probably know enough
to see where your weak spots lie. Because you’ve had some
hands-on experience, when you do decide to level up, you’ll be
better positioned to pick the right tools and services for your business.

A closer look at subscription data in Recognize.
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Think about auditing not only your finances, but also the way you
do your finances. Subscription companies are lucky that they are
able to cultivate steady revenue through recurring billing. If you’re
not vigilant about bookkeeping, you can lose that stability. When
standards change, technology becomes more advanced, and
models become more accurate, you don’t want to get left
in the dust.
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Accounting is a chance to be
proactive about future financial
health, and to achieve easy wins
through small adjustments.
The surprises that appear in audits are the worst kinds
of surprises. By protecting yourself against these
major mistakes that are all too easy to make, you’ll
save yourself a lot of time, money, and pain in the future. Not only that, but you’ll be making current decisions based on accurate financial data that will keep
you out of trouble and ahead of competitors.
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