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Introduction 

In this article, we explore the underlying fraud risks associated with the recently enacted revenue recognition standard in 

relation to capitalization of internally generated intangibles at a point of creation. This new accounting standard became 

effective after many years of delay, in first quarter of 2018 (FASB ASC 606, 2016) (Shoemaker, 2019) (Tysiac, 2019). 

Under the current regulation, more emphasis is being placed on the transfer of control of the goods and services, as the 

trigger for recognition. In general, the fundamental change in the new standard would allow companies to “recognize 

revenue to depict a transfer or promised good/services to customers in an amount that reflects the consideration (payment) 

to which the entity expects to be entitled in exchange for those goods or services” (FASB ASC 606, 2016), (AICPA, 2016). 

We believe that this revenue recognition standard creates an opportunity for companies engage in cost transferring scheme 

of internally generated intangibles to outside entities (at the point of creation), under a controlled shifting transaction. Once 

this step is accomplished and if there is no company level control (as it is in the case of controlled companies, such as 

subsidiaries, subject to consolidated eliminating entries), the third party could “sell” these intangibles back to the initiating 

party and therefore bypassing the SFAS142 rules on internally generated assets (2001). Since the control is not present on 

an entity level (but present on a transactional level) which is necessary for the revenue recognition under the new standard, 

such transaction would not be deemed as related party transaction and as such would not be eliminated in the normal course 

of the financial reporting. This approach, however, carries significant fraud risk and regulatory and supervisory bodies 

within companies need to be informed.  

This research provides an overview of this scheme, its risks and how it could be avoided. To show this information,  

the new revenue recognition standard are analyzed and an overview of the scheme is provided along with how it would be 

able to “assist companies” in curing this transaction or series of transactions. Further, the article continues with the current 

accounting rules regarding internally generated intangibles. We show that companies cannot capitalize internally generated 

intangibles to the balance sheet, even though they meet the definition of an asset, because internally generated intangibles 

possess some of the characteristics of an asset. However, regulatory bodies have not allowed the capitalization of internally 

generated intangibles. There have been some past attempts with the capitalization of research and development costs but 

these attempts been rather limited and regulatorily reversed. The rationale revolves around the valuation of such internal 

costs and their future generating revenue capacities. However, we acknowledge that any company, if given an opportunity, 

will try to capitalize such costs on their balance sheet as assets which increases the overall value of the company. That is, 

indirectly, if such opportunity exists, it would be used as one of the key incentives to pursue capitalization. In the past (pre-

revised revenue recognition standard), even though incentive and rationale were present, opportunity did not exist.  

With the new revenue regulation, companies can utilize the standards to accomplish the capitalization of previously 

unrecordable internally generated intangibles. Note that we are referring to intangibles which are in their research/planning 

stage or as we refer them – at point of creation (i.e., not already created and expensed intangible)s. To elaborate further, this 

revenue recognition provides the opportunity for companies to utilize a weakness in the standard and record internal 

intangibles on the balance sheet by mimicking external purchase even though using majority own resources and expertise 

to create the item. The hypothesis used in this research is as follows:  

H: New revenue recognition standards provides an opportunity of companies to record internally generated 

intangibles on the balance sheet by following a scheme of transferring costs and repurchasing them back from an 

uncontrollable entity at point of creation 
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A theoretical approach is used to research and answer these hypothesis questions. That is, we analyze the standards 

and our current understanding of their applicability to the accounting of intangibles. This research can be used to formulate 

proposals or guidance to supervisory bodies to address the weaknesses in the revenue recognition accounting standard. For 

the purposes of this article, we mainly use the accounting standards as basis to formulate the arguments used to deliver and 

prove our hypothesizes. Thus, this paper has its own limitations, and we try to address those in the following paragraph. 

As this revenue and accounting concept is new, there is a limited research on the ability of the revenue standard to 

accommodate sale of intangibles in a controlled transaction. Most of the theoretical underpinnings used in in this research 

is based on our contemporary understanding of the accounting rules and how they could be applied. We would avoid any 

applicability based on principle. Rather, we would use the accounting standards as they have been created without placing 

any additional basis on other interpretation. The purpose of the revenue standard is to set the tone and rules of engagement 

for revenue recognition. Anything outside of scope would be deemed subject to interpretation. We conclude that the new 

revenue recognition standard has created new opportunities for accountants to engage in creative accounting and record the 

previously uncapitalized internally generated intangibles on the balance sheet by engaging in the controlled transaction 

scheme to repurchase intangibles. As such, if management is to participate in such an elaborate scheme, the two accounting 

standards would be inconsistently applied and at least one would be incompliant. As part of this study, we do not address 

the choice of preference among the two but try to show that these two accounting standards in relation to their accountability 

to this scheme cannot coexist with each other. As such, the opportunity is created, and now companies can use it to record 

the previously unrecordable assets. This approach cannot be fraudulent activity per se. If management is to follow the rules 

on the new revenue recognition, it could allow capitalization of internal intangibles. As such, accountants, and regulators to 

have a more honest discussion and clearly address these underlying issues. 

From a historical perspective, management of companies has inherent incentive to manipulate their earning in order 

to achieve a certain level of established objectives or earnings. This manipulation could be achieved in variety of ways but 

also could encompass manipulation of economic events and their reporting. In the U.S., companies must follow the 

established means of reporting which is U.S. GAAP. Whenever there is an estimate, companies should exercise proper 

judgment in order to justify their assumptions used to derive at its value. This estimation creates an opportunity for 

discretional behavior in the application of GAAP. There should be a clear distinction between “unfaithful” and reasonable 

application of GAAP. The secondary, most likely does not constitute a fraud per se. For the accounting and valuation of 

intangibles has always carried its own financial and fraud related risks. Under the current regulation, internally generated 

intangibles are expensed as incurred. As such, there is relatively low risk in expensing the costs of these assets (since this 

would be views as a Non-GAAP application and also due to the substance of the transaction). In this section, we provide a 

historical perspective of frauds involving intangible. This is not an all-inclusive list but rather provides a good historical 

perspective and the means for comparison with the proposed fraud scheme involving the new revenue recognition standard.  

Historically, there have been many companies that have tried to capitalize intangible assets as start-up, advertising, 

or R&D. An example of such is Computer Science Corporation (among others) (Albrecht, 2011). They have argued these 

costs are at the development stage and as such would be referred to as deferred charges against future revenues (Albrecht, 

2011). In some cases, this approach could be in accordance with GAAP. In the case of the Computer Science Corp., the 

company capitalized the development costs associated with their main product “Computicket” (Albrecht, 2011). The 

purpose of this capitalization was to offset future revenues as the result of the sales of this new product. However, as time 

passed, the company starts losing some of its major customers, and the previously projected revenues never materialized 

(Albrecht, 2011). As such, the deferral of the intangibles is deemed inappropriate.  

Note that fraudulent reporting of intangibles does not happen overnight. Companies can capitalize relatively small 

charges as means of earnings management on continuous bases without getting caught. Key example of such fraud case 

related to WorldCom, where in their report, SEC states: 

In its amended complaint against WorldCom, the SEC alleged that World Com overstated the income reported in 

its financial statements by approximately 9 billion… one-way WorldCom allegedly accomplished this 

overstatement was to improperly reduce its operating expenses by capitalized certain expenses as assets. WorldCom 

(U.S. SEC, 2002) 

For externally generated or externally purchased intangibles, as long as there is an arm’s length (third party 

transaction), the capitalization price is at relatively low risk. The main fraud risks with intangibles deal with the valuation 
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and impairment of externally purchased goodwill. Externally generated goodwill is calculated by taking the difference 

between the purchased price of the acquired company and the fair value of the acquired assets and liabilities. The fair value 

is subject to third party valuation and as a result, there could be the potential risk of mispricing. In addition, once such 

goodwill assets is capitalized on the balance sheet, it subject to impairment. The procedure to test for impairment is based 

on the valuation of the acquired company calculated by the acquiror later. This procedure carries a high fraud risk. However, 

the externally purchased intangibles (and its goodwill) are out of scope, so we look for opportunities of companies to 

capitalize the “uncapitalized intangible”. With the creation of the new accounting standard on revenues, such opportunity 

is created. As such, our duty as researchers and practitioners is to point it out. 

Regarding fraud incurred with internally generated intangibles or cases where management has capitalized the 

internal cost of intangibles, there have been quite few cases. However, they mainly are under the NON-GAAP umbrella and 

therefore more easily detected. 

Analysis and Fraud Risks 

Under the current accounting regulation for intangibles assets, companies can only capitalize, or record the costs 

incurred to create or generate intangible assets only as the result of external purchase (SFAS142, 2001). The cost of 

capitalization is determined by the fair market price paid by the company at the point of purchase of the assets. Internally 

generated intangibles are expensed on the income statement (Fraser, 2018; SFAS142, 2001). This expensing creates a 

significant disparity in the accounting treatment followed by the valuation of companies. We can observe this firsthand by 

looking at the book valuations of companies following U.S. GAAP and their respective market value calculated by the 

market price of the outstanding shares. We do agree there are a lot of factors that could explain such disparities such as 

intangible valuation or lack thereof, different basis used in the valuation of assets/liabilities using U.S. GAAP vs market 

understanding of these values (Lev, 2019; Nichita, 2019). However, we must note that the creation of U.S. GAAP and 

overall, any accounting language takes into consideration knowledgeable and reasonable person’s perspective when coming 

with valuation methods of assets and liabilities. As such, the difference in the valuation of assets and liabilities would be 

there but should not be significant enough to create significant disparities. There is, of course, the speculation factor. 

However, if there is low volatility in the stock, such factor could be minimized as an explanation. So, certain items or 

intangibles are missing from the value of companies.  

Any approaches to include internally generated intangibles into the balance sheet should be welcomed as they would 

be able to further merge the gap in valuations. There have been many proposed valuations in recent literature as to how to 

deal with these internally generated intangibles. One such approach is to estimate the market value of the company using 

its year end stock prices and compare it to Balance sheet’s book value of the company (Petkov, 2019). The resulting 

difference could be appropriately allocated between book and fair value of identifiable tangible/intangible assets/liabilities 

as listed on the balance sheet and all else to internally generated intangibles and anything left could be using towards these 

intangibles (Petkov, 2019). This approach has its own weaknesses as it would incentivize companies to maximize the fair 

value of their stock to achieve maximum allocation. In addition, with the volatility of the market such approach could be 

deemed unsuccessful. 

As previously noted, there are incentives for companies to report some of the internally generated intangibles on 

their balance sheet. Some of these incentives do not involve fraudulent reporting per se. We must note that the premise for 

creating accounting regulation is to improve the transparency of the economic activity affecting the company for a period 

or as of date. That is, regulators create or further improve the accounting language to help companies better present their 

results in more transparent and consistent manner. However, in the case of internally generated intangible assets, there 

seems to be some inconsistencies between the general accounting premise and the specific regulation. We could argue that 

the regulators have consistently stayed on the sidelines. For example, just looking at the definition of an asset, we see these 

items need to meet the following conditions (SFAS 6, 1985): 

• ability to generate future revenues  

• Could be controlled  

• Results from the past. 

It is relatively easy to make the argument that internally generated intangibles meet the conditions for an asset. Clearly, 

the cost spent to create an intangible could benefit the company not only in the current period. The item is subject to control 

as the company could decide whether to continue with the use and the proper means of utilization. In addition, since costs 
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were spent in the past, we can show an accounting trail. However, per the currently established regulation, we cannot 

recognize these costs as an asset (SFAS142, 2001). Given the met definition, the management of any company (by analyzing 

the met conditions of an asset and the incompatibility with the internally intangible assets), could deem the accounting 

treatment as unfair and punitive. In addition, the company might argue that it does not properly allow them to show their 

true economic conditions for the period. This argument provides an incentive for companies to find ways to circumvent the 

rules and record the unrecordable internally generated intangibles. In the past, to carry out this process was almost 

impossible. However, with the new revenue recognition standard, there is now an opportunity to shift the cost to an outside 

company by a controlled transaction, and then repurchase the costs back as an asset. In the following section, we discuss 

the new revenue recognition standard,  and how it applies to intangibles. 

There have been some dramatic changes in the way we recognize revenues. Under the previous regulation, revenue was 

recognized at the points of transfer of risks of ownership, which could occur either at a point of time or over a period. Under 

the currently regulation, this model is replaced and more emphasis is being placed on the transfer of control of the goods 

and services, as the trigger for recognition. In general, the fundamental change in the new standard would allow companies 

to (AICPA, 2018): 

recognize revenue to depict a transfer or promised good/services to customers in an amount that reflects the 

consideration (payment) to which the entity expects to be entitled in exchange for those goods or services (FASB 

ASC 606-10-05-3). As discussed in FASB ASC 606-10-05-4: An entity recognizes revenue in accordance with the 

core principle by applying the following steps: 

• Identify the contract or contracts with the customer. 

• Identify the performance obligations in the contract. 

• Determine the transaction price. 

• Allocate the transaction price to the performance obligations in the contract. 

• Recognize revenue when or as the entity satisfies a performance obligation. p. 3). 

Note that in accordance with this new standard, the key trigger is the transfer of control rather than the risk (Hepp, 

2018; Jonick, 2018; Lyons, 2018). Therefore, in a case of services, revenues are recognized at the point of transfer of the 

control; the ability of the other company to receive the activity. The contract price is subject to few interpretations based on 

the services provided. There is a  theoretical question – is it possible, and what are the means of companies shifting resources 

to an outside entry which they would engage to create an intangible product? So, there is a  proposed scheme companies 

could follow to record internally generated intangibles which would otherwise be expensed.  

Illustration 1: Depicting the transfer of cost from A to B, followed by retransfer from B to A. 

 

 

 

 

In  Illustration 1, Company A engages Company B to produce an intangible asset that otherwise it would have produced. 

The two companies are not related parties, and therefore, any transaction among the two would not need to be eliminated. 

Company B would be engaged to manage the product and create the intangible. It is highly likely that Company B would 

not have the appropriate expertise in this scheme. In this scenario, Company B would outsource the work to Company A. 

In this scenario, there would be another contract for Company A to provide outsourced work to B. Once the product is 

complete by B (with the outsourced work by A), they would deliver it to Company A as a finished good. Since, this 

transaction would be an outside/external purchase, the intangible needs to be recorded on the balance sheet as an asset. This 

scheme provides the necessary ‘accounting vehicle’ for companies to record the unrecordable. 

In the past, revenue was driven by the transfer of risks from the seller to the buyer. Under the new regulation, 

revenues are recognized at the point of transfer of control. In this case of the above scheme both companies would engage 

of proving control over the process. If we assume they work together, they could easily and most importantly record these 

series of events without properly being detected. Since the two companies are unrelated, we do not need to eliminate the 

transaction from their respective books. Once Company B once has completed its agreed upon contract to create the 
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intangible, they would recognize the revenue. At that point of completion of the intangible, they would provide as agreed 

upon product to A. In following this scheme, Company A could circumvent FAS142 rules on internally generated 

intangibles and capitalized the cost as they would rely on external purchase. 

Under the proposed schematic, companies could mimic an external purchase with a third party and therefore, 

restructure the costs to the balance sheet. This transaction could be “candy wrapped” in the currently established accounting 

regulation but in general, it would be in a violation of US GAAP. Therefore, companies need to identify this as a fraud risk 

of financial misreporting. Again, from a fraud perspective, we must note that due to the new revenue recognition standard 

and its ability to allow such scheme to be carried out, the opportunity triggers have changed. In the past, these triggers were 

no existent. With the current regulation, as noted above, there is now an opportunity for companies to carry on U.S. GAAP 

and still record the unrecordable internally generated intangible assets. For this, companies could perform tasks to lower its 

risk. Example of such would be simply to identify this as a fraud risk and to thoroughly test for this possibility. In addition, 

supervisory bodies need to be informed such cost shifting scheme and be more diligent in their review procedures.  

Conclusion 

In this research, we explore the underlying fraud risks associated with the recently enacted revenue recognition 

standard in relation to capitalization of internally generated intangibles at a point of creation. We believe that this revenue 

recognition standard creates an opportunity for companies to engage in a cost transferring scheme of internally generated 

intangibles to outside entities (at the point of creation), under a controlled shifting transaction. Under the proposed 

schematic, companies can mimic an external purchase with a third party and therefore, restructure the costs to the balance 

sheet. Since, this scheme would be an outside/external purchase, the intangible needs to be recorded on the balance sheet as 

an asset. This step provides the necessary ‘accounting vehicle’ for companies to record the unrecordable. We believe this 

scheme is a violation of U.S. GAAP. Therefore, companies need to identify this approach as a fraud risk of financial 

misreporting. We highlight this scheme and the fraud risks it carries. In addition, we recommended the course of action to 

correct or mitigate such risks. Such action includes, but are not limited to, informing companies about these potential risks 

and proper procedures to address these risks. 
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