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Bridging the “New GAAP” in the Upcoming 10-K
Th e FASB has adopted a sweeping new revenue rec-
ognition standard. Public companies face year-end 
fi nancial reporting challenges in preparing the transition 
disclosure required.

By Catherine Dixon, Ellen Odoner, 
and Alicia Alterbaum

One of the most diffi  cult fi nancial reporting 
challenges many calendar-year reporting companies 
will face in preparing their upcoming annual reports 
on Form 10-K will be the transition disclosure 
required by the SEC relating to FASB’s sweeping 
new revenue recognition accounting standard, 
Accounting Standards Codifi cation (ASC) Topic 
606, Revenue from Contracts with Customers.1 Th e 
new standard will take eff ect for these companies 
on January 1, 2018. Th rough speeches, announce-
ments and comment letters, the SEC staff  has 
off ered detailed guidance on the pre-adoption dis-
closures they believe companies should be providing 
in accordance with Staff  Accounting Bulletin No. 
74 (SAB 74).2 So too, they have provided guid-
ance on the factors they believe companies should 

be considering in determining whether and how 
internal control over fi nancial reporting (ICFR) 
should be changed to meet the demands of the 
new standard and, if such changes are material, 
disclosed. Th e SEC staff  also has emphasized the 
important roles that audit committees and outside 
auditors should play in the transition process.

Th e impact of these messages has been rein-
forced by PCAOB Staff Audit Practice Alert 
No. 15, Matters Related to Auditing Revenue from 
Contracts with Customers,3 issued on October 5, 
2017. While addressed to auditors, the Staff 
Practice Alert lets fi nancial management and audit 
committees know what to expect as their auditors 
evaluate the company’s pre-adoption transition 
disclosures, implementation and related ICFR 
matters in connection with upcoming year-end 
audits. 

Companies should note that the transition to 
ASC 606 is a prelude to other transition challenges. 
SEC and PCAOB staff  scrutiny has been expanding 
beyond revenue recognition to cover the transition to 
other important U.S. GAAP standards whose eff ec-
tive dates loom on the near horizon—including in 
particular leases (ASC 842, eff ective in 2019)4 and 
fi nancial instrument credit losses (ASC 326, eff ective 
in 2020)5—both of which, along with ASC 606, 
SEC Chief Accountant Wesley Bricker has termed 
the “New GAAP.”6 
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Revenue Recognition in a Nutshell

ASC 606 creates a comprehensive new revenue 
recognition accounting model based on a core 
principle:

an entity shall recognize revenue to depict 
the transfer of promised goods or services 
to customers in an amount that refl ects the 
consideration to which the entity expects to 
be entitled in exchange for those goods or 
services.7

Superseding most (if not all) of FASB’s previous, 
sometimes industry-specifi c revenue recognition 
guidance, the new standard establishes fi ve general 
criteria for recognizing revenue in accordance with 
this core principle: (1) identify the contract with a 
customer; (2) identify the performance obligations 
in the contract; (3) determine the transaction price; 
(4) allocate the transaction price to the performance 
obligations in the contract; and (5) recognize revenue 
when (or as) the customer obtains control of that 
good or service. Extensive new quantitative and 
qualitative footnote disclosure also will be required. 

ASC 606 must be applied retrospectively under 
one of two basic transition methods: (1) full ret-
rospective, requiring restatement of revenues (and 
expenses) for all historical reporting periods pre-
sented in the fi nancial statements, subject to elec-
tion of certain transitional “practical expedients” 
permitted by FASB; and (2) modifi ed retrospective, 
which dispenses with restatement of prior-period 
revenue but requires a cumulative adjustment for the 
eff ects of the new standard upon adoption on the 
eff ective date. As discussed below, various types of 
relief, including relief to facilitate use of short-form 
shelf registration on Form S-3, may be available to 
companies choosing the full retrospective method.

Companies now wrestling with complex imple-
mentation issues for ASC 606 (or any other New 
GAAP standard) should note that the SEC’s Offi  ce 
of Chief Accountant (OCA) has expressed its 
continued willingness to engage in non-public, 

pre-fi ling consultations with individual companies, 
and has stressed that the staff  has and will continue 
to accept reasonable judgments made by manage-
ment in the application of these standards. Division 
of Corporation Finance Chief Accountant, Mark 
Kronforst, who will be departing in January 2018, 
has suggested that companies consider invoking 
the waiver process available under Rule 3-13 of 
Regulation S-X. 

SEC Staff Guidance for Pre-Adoption 
Transition Disclosure

During a September 2016 meeting of FASB’s 
Emerging Issues Task Force (EITF), SEC Assistant 
Deputy Chief Accountant Jenifer Minke-Girard 
announced the staff ’s position on the application of 
SAB 74 to disclosures in the fi nancial statement foot-
notes regarding the potential impact of adopting the 
new revenue recognition standard in a future period.8 
Since last fall, this guidance has been reinforced and 
expanded to cover leases and fi nancial instruments (with 
a particular emphasis on the new credit loss standard).9 

SAB 74 disclosure guidance recognizes that, at 
a given reporting date, company management may 
not know, or may not be able to estimate reason-
ably, the fi nancial statement impact of adopting a 
new accounting standard. Where this is the case, 
however, the guidance calls for this fact to be dis-
closed in the footnotes to the fi nancial statements 
and, as necessary or appropriate, in Management’s 
Discussion and Analysis (MD&A); for example, as a 
“known material trend or uncertainty” and/or critical 
accounting estimate. 

In addition, the guidance calls for the follow-
ing qualitative disclosures, which the staff  expects 
to evolve “and become more informative to users 
of financial statements” as the effective date 
approaches:

Th e date of mandatory adoption of the new 
standard, and the date on which the company 
plans to adopt it.
Where there are alternatives (in the case of reve-
nue recognition, full retrospective and modifi ed 
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retrospective), which transition method will be 
selected, if decided, and why that method has 
been chosen. 
Th e status of the company’s implementation 
process.
A description of any signifi cant implementation 
issues that have not yet been addressed.
Th e anticipated impact of the accounting poli-
cies the company plans to adopt, if known, and 
an explanation of how these new policies may 
diff er from current accounting policies (e.g., in 
terms of timing of revenue recognition; impact 
on particular revenue streams, such as licenses, 
gift cards, etc.).
Th e potential impact of other signifi cant mat-
ters the company believes might result from 
adoption (e.g., tax accounting implications; 
planned or intended changes in business 
practices).

In a mid-November speech aimed primarily at 
members of fi nancial management and other person-
nel responsible for preparing their companies’ fi scal 
2017 fi nancial statements, SEC Chief Accountant 
Wesley Bricker observed that “[s]ome public com-
panies may need to accelerate the pace of their work 
to complete their [ASC 606] implementation [in a] 
timely” manner.10 In his view, companies focusing 
on their third and fourth quarter reporting should 
“be in a position to disclose in their SAB 74 disclo-
sures the anticipated impact, at least qualitatively 
and directionally, of adoption of the [new] revenue 
standard.”11 

In a recent report,12 Financial Executives Inter-
national (FEI) reviewed the progress the Fortune 
500 had made as of their Q3 2017 Form 10-Q fi l-
ings. According to FEI, 14 percent of the Fortune 
500 disclosed an estimated quantitative impact of 
adopting ASC 606, 58 percent disclosed that they 
expected the impact to be immaterial, and 45 per-
cent disclosed that they are continuing to assess the 
impact of adoption. With respect to the method of 
adoption, 15 percent of the Fortune 500 disclosed 
they would use the full retrospective method, 71 
percent disclosed they would use the modified 

retrospective method and 14 percent did not disclose 
the selection of a method.

Along with the disclosure implications of adopt-
ing a new standard itself, SEC staff  accountants 
have urged companies to keep a watchful eye on the 
disclosure implications of changes made to ICFR in 
anticipation of adopting the standard. As the eff ec-
tive date of ASC 606 (and/or any of the other New 
GAAP) nears, these changes may rise to the level of 
a “material change” in ICFR that must be disclosed 
under Item 9A, Part II of Form 10-K. 

Internal Control Considerations

SEC Chief Accountant Bricker and other OCA 
staff  members have identifi ed factors that they 
believe companies should consider in determining 
whether and how to update their ICFR systems as 
they prepare for adoption of ASC 606 and other 
New GAAP standards. Companies should keep in 
mind that their outside auditors, put on height-
ened alert by the PCAOB, will be considering 
these factors in conducting the integrated audit 
of their clients’ fi scal 2017 fi nancial statements 
and ICFR.

Accounting resources. Employees charged with 
applying ASC 606 must have the professional 
competence to evaluate revenue arrangements 
and apply the principles of ASC 606 properly. To 
ensure this, companies “need to assess and con-
tinually reassess the impact [of the new standard] 
to their existing accounting and fi nancial reporting 
competencies and make adjustments as appropri-
ate to their training, retention and recruitment 
programs.”13

Management judgment. ASC 606 will require 
the application of signifi cant management judg-
ment,14 thus “highlight[ing] the importance of a 
company’s control environment – setting the right 
‘tone at the top’ and expectations for responsible 
conduct throughout the organization.”15 Under 
the oversight of the audit committee, “[m]anage-
ment should consider whether [ICFR] changes 
to support the formation of sound judgments 
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are needed in applying the new standard[s].” 
Management should document the evidentiary 
support for judgments made in respect of the 
company’s transition to all of the New GAAP 
standards, in anticipation of the next integrated 
audit of the annual fi nancial statements and ICFR. 
Recognizing the inherent complexity of this task, 
OCA Deputy Chief Accountant Teotia suggested 
taking a holistic approach to implementation and 
post-adoption application of ASC 606, explaining 
that there are so many areas demanding manage-
rial judgment that 

it may be most eff ective and effi  cient to 
think about the accounting, [footnote] dis-
closures, and ICFR concurrently, including 
the disclosure of disaggregated revenue and 
the disclosure of remaining performance 
obligations.16

Technology. Mr. Bricker pointed out, in a 
September 2017 speech focusing on the new credit 
losses standard, that there are more technology 
options than ever available to help companies prepare 
their accounting books and records and to re-design 
(if necessary) and operate internal accounting con-
trol processes as they transition to the New GAAP. 
He went on to explain that “automated, preventive 
controls can off er certain benefi ts versus manual, 
detective controls.” Along with the obvious benefi ts 
of technology, however, “there can also be a shift 
in the nature of risk to be identifi ed and addressed 
through internal controls.”17 Th e recent spate of 
corporate cyber-hacking attacks underscores the vul-
nerability of automated fi nancial reporting control 
systems, and the concomitant need for heightened 
security measures. 

Documentation. Mr. Bricker also reminded 
management that “[d]ocumentation can facilitate the 
retention or transfer of knowledge useful in resolving 
discussions more quickly related to things like the 
identifi cation and assessment of risks, control design, 
testing strategy, and evaluation of defi ciencies.” To 
illustrate, he observed that “suffi  ciently detailed 

control descriptions can support the quality and 
consistency of control operation, particularly where 
there is judgment in the execution.”18 

Internal communications. Companies should 
assess the financial reporting implications of 
changes that may be made to their established 
business practices during the transition period, 
such as changes to customer contracts. Because of 
the unprecedented level of disaggregated footnote 
disclosure that will be required, application of 
ASC 606 may call for the collection, sharing and 
analysis of new and diff erent types of information 
throughout the entire organization. Accordingly, 
“it will be important to take a fresh look at the 
information and communication component of 
ICFR and the related controls over a company’s 
information technology.” 

Identifi cation and mitigation of new or chang-
ing risks. Finally, management must consider 
whether the potential for management bias in for-
mulating the reasonable judgments required by ASC 
606 will trigger “new risks, or changes in previously 
identifi ed risks, including fraud risks.”19 Specifi c 
examples of areas susceptible to management bias 
cited by the staff  include 

identifi cation of performance obligations, 
the estimation of standalone selling price 
for distinct goods and services, as well as the 
estimation of variable consideration when 
determining the transaction price.

According to OCA staff , “[i]t is important for 
management to consider whether new or changes 
in internal controls are warranted to reduce the risk 
associated with management bias.” 

Th e private sector Anti-Fraud Collaboration, 
whose members include individuals serving on 
corporate audit committees, fi nancial executives, 
internal auditors and external auditors, also has 
sounded a cautionary note about the potential for 
fraud in the application of ASC 606—and therefore 
the importance of instituting robust controls.20 In 
a March 2017 report, the Collaboration identifi ed 
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certain characteristics of the new revenue recogni-
tion standard that make the standard particularly 
vulnerable to earnings management. Among these 
characteristics are the close ties between revenue 
recognition and certain key metrics—earnings, 
margins and revenue itself—that are crucial to the 
market’s valuation of a company’s stock and often 
form the basis for employee compensation per-
formance targets and decision-making within the 
C-suite. Th e Collaboration also cited as fraud risks 
the complexity and latitude for judgment inherent 
in the new revenue recognition standard, and the 
communication and training challenges facing 
multinational companies that derive a signifi cant 
percentage of revenues from overseas activities 
and may be required to address changes in both 
U.S. GAAP and International Financial Reporting 
Standards (IFRS). 

Finally, senior OCA staff  members have empha-
sized the perils to eff ective ICFR stemming from 
serial adoption of each of the New GAAP stand-
ards according to its future eff ective date, with 
the company potentially running out of time to 
achieve full and timely compliance with all such 
standards. SEC Chief Accountant Bricker cau-
tioned against taking a “purely sequential imple-
mentation” approach to the mandatory transition 
to New GAAP, whereby a company might defer 
implementation of the new accounting standards 
for leases (2019) and credit losses (2020), for 
example, until after meeting the 2018 deadline 
for adoption of ASC 606.21 OCA Deputy Chief 
Accountant Sagar Teotia has similarly warned that, 
while not prohibited, 

sequential implementation of the rev-
enue recognition standard followed by 
the leases standard may leave a company 
in a situation where it finds that it has 
potentially limited its time to adopt the 
new leases standard and has limited its 
time to formulate reasonable judgments 
and assess potential changes needed in 
ICFR.22

Insights from Transition Disclosures 
by Three Reporting Companies 

To give readers some idea of the type of transi-
tion disclosures companies have been providing 
in periodic reports, we selected three large public 
companies—Microsoft Corporation, Ford Motor 
Company and General Electric Company—for 
analysis. As we discuss below, the level of granular-
ity of each company’s SAB 74 disclosure appears 
to be tailored to the anticipated magnitude of the 
impact on that company’s fi nancial statements and 
the expected method of adoption (modifi ed vs. full 
retrospective). 

Microsoft 
An excellent example of detailed SAB 74 and 

ICFR-related disclosure can be found in Microsoft 
Corporation’s Form 10-K for the fi scal year ended 
June 30, 2017, fi led with the SEC on August 2, 2017. 
Based on Audit Analytics’ research, we believe that 
Microsoft to date may have the distinction of being 
the only large-cap “double early adopter” of both 
the new revenue recognition and lease accounting 
standards in 2017. As Microsoft’s Chief Accounting 
Offi  cer explained during a subsequent investor/
analyst conference call, 

‘[w]e chose to adopt … [ASC 606 and ASC 
842] early, primarily to simplify the com-
munication of our results by eliminating the 
need for non-GAAP revenue reporting … . 
[and] to provide one set of restated fi nancial 
statements to investors.’23 

Microsoft’s Form 10-K contains an expansive 
fi nancial statement footnote presentation—in both 
narrative and tabular format, in Note 1 to the audited 
fi nancial statements fi led as part of the Form 10-K—
of the expected quantifi ed eff ects of the company’s 
adoption of these New GAAP standards on July 1, 
2017. Moreover, while disclaiming any reportable 
material ICFR changes during its fi scal 2017 fourth 
quarter, Microsoft disclosed in management’s annual 
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ICFR report (in the body of the company’s fi scal 
2017 Form 10-K) that

[d]uring fi scal year 2017, we implemented 
internal controls to ensure we have ade-
quately evaluated our contracts and properly 
assessed the impact of the new accounting 
standards related to revenue recognition and 
leases on our fi nancial statements to facili-
tate the adoption on July 1, 2017. We do not 
expect signifi cant changes to our internal 
control over fi nancial due to the adoption of 
the new standards.

Microsoft chose the full retrospective transition 
method upon ASC 606 adoption, which will entail 
recasting historical revenues and expenses for com-
parable prior interim periods pending the company’s 
fi ling of audited, restated annual fi nancial statements 
for fi scal years 2017 and 2016. In light of this, the 
company seemed to anticipate investor and analyst 
questions on the implications of such adoption 
for previously reported revenues and costs and fi s-
cal 2018 earnings guidance. Shortly after fi ling its 
2016 Form 10-K, Microsoft published unaudited, 
restated historical fi nancial information designed to 
facilitate its contemporaneous webcast explanation to 
the market of the expected eff ects of post-adoption 
application of the new revenue and lease accounting 
standards rather than waiting for its Form 10-K for 
the fi scal year ending June 30, 2018.

Ford 
Ford Motor Company, a calendar-year registrant, 

disclosed in the fi nancial statement footnotes in its fi scal 
2016 Form 10-K fi led with the SEC on February 9, 
2017, that it planned to adopt ASC 606 early—
eff ective January 1, 2017—and would apply the mod-
ifi ed retrospective transition method. Th e company 
further indicated that it expected the total adjustment 
to the opening balance of retained earnings to be 
less than $100 million, and that there would be “an 
immaterial impact to its net income on an ongoing 
basis.” Ford also disclosed, in the body of the Form 

10-K (in response to Item 9A), that there were no 
reportable ICFR changes for the quarterly period 
preceding ASC 606 adoption. However, Ford had this 
to say, in its Q1 2017 Form 10-Q fi led in late April 
2017, about the ICFR eff ects of ASC 606 adoption, 
without characterizing any of the enumerated changes 
as “material”:

Beginning January 1, 2017, we imple-
mented ASC 606, Revenue from Contracts 
with Customers. Although the new revenue 
standard is expected to have an immaterial 
impact on our ongoing net income, we did 
implement changes to our processes related 
to revenue recognition and the control 
activities within them. Th ese included the 
development of new policies based on the 
fi ve-step model provided in the new revenue 
standard, new training, ongoing contract 
review requirements, and gathering of infor-
mation provided for disclosures.

In the footnotes to the interim fi nancial state-
ments included in this Form 10-Q (for the quarter 
ended March 31, 2017), Ford explained that because 
it had recognized the cumulative eff ect of applying 
ASC 606 (on January 1, 2017) as an adjustment to 
the opening balance of retained earnings, the com-
pany was not required to restate the prior-period 
comparative information. Note 3 to these fi nancial 
statements provides interesting insights into how a 
large U.S. automotive company is addressing the 
new disaggregated revenue disclosure requirements. 

GE
Robust SAB 74 and/or ICFR change-related 

disclosure has not been confi ned to periodic reports 
fi led by early adopters of New GAAP. GE, which 
plans to adopt ASC 606 on January 1, 2018 pursu-
ant to the full retrospective method, disclosed in the 
body of its fi scal 2016 Form 10-K fi led February 24, 
2017, under the caption “Other Items,” that it will 
update prior-period results for fi scal 2016 and 2017, 
respectively, upon adoption. 
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Th e company went on, in this Form 10-K, to 
state that it “expect[s] signifi cant changes in the 
presentation of [its] fi nancial statements, including: 
(1) timing of revenue recognition; and (2) changes in 
classifi cation between revenue and costs.” Although 
application of ASC 606 

will have no cash impact and, as such, does 
not aff ect the economics of [GE’s] underlying 
customer contracts[,] [t]he eff ect of applying 
the new guidance to our existing book of con-
tracts will result in lower reported earnings in 
2018 (and comparative periods previously 
reported) and in the early years after adop-
tion. However, we expect to experience an 
increase in reported earnings, on that existing 
book of contracts, as they mature.

Following a largely qualitative technical dis-
cussion of the anticipated impact on customer 
contracts involving specifi c lines of business, GE 
disclosed that it expects a non-cash charge to its 
restated January 1, 2016 retained earnings balance 
of approximately $4 billion, with about $1 billion 
related to commercial aircraft engines and $3 billion 
to Services businesses (predominantly Power and 
Aviation), as well as a reduction in restated fi scal 
2016 EPS of approximately $0.10. Turning to the 
potential dilutive eff ect of the new standard on 2018 
earnings, GE stated that its estimates indicate that 
EPS will be lower by approximately $0.05 compared 
with results that would have been calculated under 
current GAAP. 

Without identifying the expected adoption date 
for the new lease accounting standard, and with the 
caveat that the company “continue[s] to evaluate the 
eff ect of [ASC 842] on its ongoing fi nancial report-
ing,” GE also disclosed in the 2016 Form 10-K that 
“adoption of … [this standard] may materially aff ect 
our Statement of Financial Position.”

GE’s Form 10-Q for its third fi scal 2017 quarter, 
fi led on October 31, 2017, contains a fairly com-
prehensive qualitative and quantitative discussion 
and analysis (in the “Other Items” section of the 

MD&A) of the anticipated financial statement 
impact of ASC 606 adoption on January 1, 2018. 
While largely reaffi  rming the disclosures made in 
the fi scal 2016 Form 10-K, there were some notable 
changes. Specifi cally, under the sub-caption “Current 
Range of Financial Statement Eff ect,” GE disclosed 
(among other things) that it now estimated that the 
2016 restated EPS would decrease by $0.13 rather 
than the previously reported $0.10

due to further refi nements in the application 
of our technical interpretations and detailed 
assessments at a contract level, which is a 
complex process for our long-term contracts. 
In addition, the impact on 2017 will also 
be a decrease to earnings; however, we are 
unable to complete that calculation until we 
fi nalize our 2017 results. 

Finally, GE indicated that it would discontinue 
estimates of the impact of ASC 606 adoption on 
2018 earnings because its books and records would 
be prepared exclusively under the new standard 
eff ective January 1, 2018. 

Anticipating Post-Adoption Challenges

Communicating with the Market
Market observers are predicting that the applica-

tion of ASC 606 will result in substantial diff erences 
in the accounting for contractual revenues and 
costs by companies in certain industries, which in 
turn could wreak havoc with established fi nancial 
performance trend lines and pre-adoption earn-
ings forecasts. A recent Morgan Stanley research 
study reportedly concludes, for example, that the 
computer software sector “‘is likely to be the most 
impacted due to relatively conservative revenue 
recognition rules currently in practice[.]’ ”24 In addi-
tion to presenting the quantitative and qualitative 
eff ects of New GAAP adoption in their SEC-fi led 
fi nancial statements, companies in a variety of 
sectors thus are now considering how best to com-
municate these eff ects to their analysts and investors 
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outside the four corners of their SEC-mandated 
periodic reports. 

Microsoft decided to meet these challenges head-
on, opting for simultaneous early adoption of the 
New GAAP relating to revenues and leases and an 
investor-friendly preview of the historical and future 
fi nancial-statement impact under the full retro-
spective transition method. Depending on which 
retrospective transition methodology it has chosen, 
a company contemplating a January 1, 2018, adop-
tion date may fi nd helpful the following summary 
of Microsoft’s multi-pronged approach to disclosure. 

Companies are now considering 
how best to communicate these 
effects to their analysts and 
investors outside the four corners 
of their SEC-mandated periodic 
reports.

On August 3, 2017, one day after fi ling its fi s-
cal 2017 Form 10-K with the SEC as discussed 
above—and slightly more than a month after adopt-
ing ASC 606 and ASC 842—Microsoft submitted 
a “furnished” Item 7 Form 8-K (Regulation FD 
Disclosure) that announced a webcast investor/
analyst conference call to be held later that day, 
and attached the company’s fi nancial results for fi s-
cal years 2017 and 2016 as restated to refl ect such 
adoption. In the body of this Form 8-K, Microsoft 
disclosed the material eff ects (or lack thereof ) of the 
adoption of each of these new accounting standards 
on the company’s historical consolidated fi nan-
cial statements. Th at afternoon, Microsoft Chief 
Accounting Offi  cer Frank Brod and his colleague 
Chris Suh together “walked” analysts and inves-
tors through these restated results with the aid of a 
power-point slide deck. Th e Microsoft offi  cers also 
discussed the expected impact of adoption on fi scal 
2018 earnings. Along with the slides, the archived 
webcast, a transcript of the conference call and 

an Excel spreadsheet are available on Microsoft’s 
Investor Relations website at http://www.microsoft.
com/en-us/investor. 

Among the most interesting aspects of Microsoft’s 
approach to communicating with the market via 
the August 3 conference call was its inclusion of an 
explanatory “bridge” between the company’s pre-
adoption non-GAAP earnings guidance practices 
and the prospective use of GAAP-only results as a 
medium for disclosure of past and future earnings. 
Put another way, Microsoft seemed to be using this 
call to ease its investors, and the analyst community, 
toward acceptance of the company’s decision to 
jettison the use of non-GAAP earnings measures. 
If the Q&A session that followed management’s 
presentation is any guide, the audience seemed to 
understand the intended message.

Implications for Use of Non-GAAP Measures 
Not all companies will decide, as Microsoft did, 

to drop the use of non-GAAP earnings measures 
in response to signifi cant changes in the timing 
and/or amount of revenue and costs recognized 
under ASC 606. Companies that, like Ford (another 
early adopter of ASC 606), choose to apply the modi-
fi ed retrospective transition method, and otherwise 
do not anticipate a material impact on future fi nan-
cial statements, may not fi nd it necessary to modify 
their earnings communications practices in light of 
this or any of the other New GAAP standards. But 
corporate managers facing ASC 606’s January 1, 
2018, deadline should be thinking about these issues 
now, and discussing them with the audit committee.

Implications for Compensation Plans 
Another important issue, for management as 

well as the audit and compensation committees, is 
the expected impact of the new revenue account-
ing standard on existing and future executive (and 
other employee) incentive compensation arrange-
ments. Some employee benefi t plans have pay-out 
provisions linked to achieving specifi c GAAP or 
non-GAAP performance targets over a multi-year 
period. Will a company with such a plan that fi nds 
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itself mid-way through a revenue-based performance 
cycle on January 1, 2018, have to amend the plan, 
or should the company instead maintain fi nancial 
statements prepared under both the old and new 
GAAP standards (one for compensatory purposes, 
and the other for GAAP compliance purposes)? With 
respect to the company’s ICFR system, will any ASC 
606-driven variations in the timing or amount of 
management compensation give rise to new or dif-
ferent fraud risks that will be subject to enhanced 
auditor scrutiny during the integrated fi nancial 
statement/ICFR audit? Th ese are just a few of the 
many complex issues that audit and compensation 
committees may be confronting between now and 
the January 1, 2018 eff ective date. 

The Audit Committee’s Role 
in the Transition to New GAAP 

On several occasions this year, members of the 
SEC’s accounting staff  highlighted the central role 
of audit committees in overseeing eff ective imple-
mentation of the New GAAP. Audit committees 
should understand management’s “implementation 
plans and … the status of progress, including any 
required updates to [ICFR].”25 In discharging their 
oversight responsibilities, audit committees also 
have been “encouraged” by OCA “to anticipate, 
and require, dialogue with the [outside] auditor 
about the auditor’s views of implementation pro-
gress.”26 In late September, OCA Deputy Chief 
Accountant Teotia noted that “the importance of 
the audit committee in promoting an environment 
for management’s successful implementation of the 
[N]ew GAAP standards cannot be overstated.” Audit 
committees should “set the tone for the adoption of” 
these standards by “actively monitoring [manage-
ment’s] … implementation eff orts, including taking 
the time to understand and assess the quality and 
status of implementation.”27 

From OCA’s perspective, management is well-
advised to engage audit committees “early and 
often” in the risk assessment process to help ensure 
successful implementation of the New GAAP. Th e 

audit committee’s oversight of management’s risk 
assessment, along with its oversight of the internal 
controls that mitigate the identifi ed risks, not only 
helps management in “[g]etting the accounting and 
disclosures right … [, which] include[s] providing 
timely disclosure about the anticipated eff ect of 
transition,” but also “serves as a potential deterrent 
to fraudulent activity.”28 SEC Chief Accountant 
Bricker recently stated that audit committees should 
expect to receive, 

as part of required communications, infor-
mation from the [outside] auditor about any 
concerns with the anticipated implementa-
tion. It can be valuable for audit committees 
to listen for any diff erences in assessment of 
implementation status, milestones, or issue 
resolution between management’s and the 
auditor’s presentations.29 

Korn Ferry International, which has a FYE of 
April 30 and will adopt ASC 606 on May 1, 2018, 
fi led a defi nitive proxy statement earlier this year 
that offers interesting insights into the role its 
audit committee has been playing in overseeing the 
company’s implementation of ASC 606. According 
to this disclosure, which is substantially similar to 
the SAB 74 disclosure Korn Ferry later made in a 
Form 10-Q fi led September 8, 2017 (in a footnote 
to the quarterly fi nancial statements):

Th e Audit Committee is playing an active 
role in overseeing the Company’s imple-
mentation of the new revenue recogni-
tion standard. Under the oversight of the 
Audit Committee, Company management 
has developed a project plan that includes 
working sessions to review, evaluate and 
document the arrangements with customers 
under its various reporting units to identify 
potential diff erences that would result from 
applying the requirements of the new stand-
ard. Th e Audit Committee meets regularly 
with management to discuss the outcome of 



INSIGHTS   VOLUME 31, NUMBER 12, DECEMBER 201710

such working sessions and the Company’s 
progress toward implementing the new 
standard.

Th e Audit Committee is also very much 
focused on how the new standard will aff ect 
the Company’s businesses, processes and 
fi nancial reporting and how the Company’s 
processes and controls will be aff ected or will 
need to be changed. Company management 
is in the process of developing an updated 
accounting policy (which has been discussed 
with the Audit Committee). Th e Company 
is utilizing a bottoms-up approach in review-
ing its current contracts with customers by 
various revenue streams, evaluating new 
disclosure requirements and identifying 
and implementing appropriate changes to 
business processes, systems and controls to 
support revenue recognition and disclosure 
under the new standard. Th e Company 
is still evaluating the impact of ASU No. 
2014-09 [ASC 606, as amended] on its 
fi nancial statements. Based upon its evalu-
ation to date, capitalization of costs associ-
ated with obtaining contracts will have an 
impact upon adoption of the new standard. 
Th e Company expects to fi nalize the evalua-
tion in upcoming quarters and will provide 
updates on its progress in future fi lings. 

What to Expect from the 
Outside Auditor

SEC Chief Accountant Bricker recently 
reminded auditors of their PCAOB-mandated 
duty to “communicate with the audit committee 
about concerns identifi ed by the auditor regard-
ing management’s anticipated application of a 
new accounting pronouncement that, while it is 
not yet eff ective, might have a signifi cant eff ect 
on future fi nancial reporting.”30 How well audit 
fi rms’ fulfi ll their duty to communicate eff ectively 
with client audit committees, regarding the fi scal 

2017 integrated audit of the fi nancial statements 
and ICFR, is sure to be under staff  microscopes at 
the SEC and PCAOB, particularly when it comes 
to revenue recognition. 

PCAOB Staff Practice Alert
On October 5, 2017, the PCAOB itself pub-

lished more specifi c guidance to registered public 
accounting fi rms—in the form of Staff  Practice Alert 
No. 15—on how best to discharge their “gatekeeper” 
responsibilities in connection with auditing (or 
reviewing, as the case may be) the fi nancial state-
ments of corporate clients now in the process of 
implementing the new revenue recognition standard. 
Beginning with the proposition that “revenue is one 
of the largest accounts in the fi nancial statements and 
is an important driver of operating results[,]” the 
Alert highlights six major areas for focus by auditors 
when addressing ASC 606 implementation and/or 
post-adoption application in their upcoming interim 
reviews and year-end audits.

Management’s SAB 74 transition disclosures in 
fi nancial statement footnotes, including “when 
the transition disclosure asserts that the impact 
of the standard is not expected to be material to 
the [company’s] fi nancial statements.”
Transition adjustments, or adjustments made by 
the company in applying ASC 606 pursuant to 
the full retrospective or modifi ed retrospective 
transition method, and in electing optional 
practical expedients that must be consist-
ently applied and disclosed in the fi nancial 
statements.
ICFR—the PCAOB cautioned that client 
management’s “[i]nadequate or ineffective 
design or implementation of changes to [the 
company’s] systems, processes, and controls can 
pose heightened risks of material misstatement, 
including the risks of material misstatement 
due to fraud … .”
Identifying and assessing fraud risks—“the 
auditor should presume that there is a fraud 
risk involving improper revenue recognition 
and evaluate which types of revenue, revenue 
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transactions, or assertions should give rise to 
such risks.” In particular, auditors are required 
“to make certain fraud-related inquiries of 
management, the audit committee (or the 
equivalent), and others within the company.” 
Whether a client company’s implementation of 
ASC 606 might aff ect the auditor’s evaluation 
of whether revenue is being recognized by the 
company, upon adoption, in conformity with 
the applicable fi nancial reporting framework.
Whether the fi nancial statements include the 
required footnote disclosures regarding revenue, 
once the transition to ASC 606 has been made.

Th e Alert echoes the skepticism expressed by the 
SEC’s accounting staff  regarding blanket manage-
ment assertions that the impact of ASC 606 is not 
expected to be material. Th e Alert emphasizes the 
need for auditors to perform procedures to test the 
accuracy of these assertions, reminding auditors of 
SEC Chief Accountant Bricker’s admonition that 
the basis for an assertion of immateriality made 
in a company’s SAB 74 disclosure “should refl ect 
consideration of the anticipated eff ect of the full 
scope of the standard, which covers recognition, 
measurement, presentation and disclosure for rev-
enue transactions.”31 

PCAOB Staff Inspection Briefs 
In dealing with their audits of public client 

financial statements and ICFR systems, outside 
auditors are also likely to be influenced heavily 
by two PCAOB Staff  Inspection Briefs published 
within the last six months. Th e fi rst Staff  Inspection 
Brief, issued in August, outlines the priorities of the 
PCAOB’s Division of Registration and Inspections 
in connection with the 2017 inspections cycle.32 
Consistent with the Staff  Practice Alert, the August 
Brief indicates that one of the key areas of inspection 
focus is determining what changes audit fi rms may 
have made, or plan to make, in their audit processes 
and/or procedures in response to their corporate audit 
clients’ implementation and adoption of the new rev-
enue recognition and lease accounting standards. For 
certain selected issuer audit engagements, the PCAOB 

Inspections staff  is discussing the following with 
individual audit fi rms subject to inspection: (1) how 
is the fi rm addressing pending accounting changes 
with the issuer client; (2) how/what is the audit fi rm 
communicating to the audit committee regarding 
management’s readiness and technical ability; and 
(3) what process has the audit fi rm followed to ensure 
that it maintains its independence with respect to 
the issuer client’s implementation of the New GAAP. 

The PCAOB staff indicates that 
auditors “should presume that 
there is a fraud risk involving 
improper revenue recognition.”

In early November 2017, the PCAOB Inspections 
staff  released another brief “previewing” staff  observa-
tions drawn from the results of the 2016 inspection 
cycle.33 As in prior years, the “Big Th ree” areas of 
recurring audit defi ciencies identifi ed in the staff ’s 
review of selected corporate audit engagements are: 
(1) assessing and responding to risks of material mis-
statement; (2) auditing ICFR, with a special empha-
sis on testing management review controls; and 
(3) auditing accounting estimates. Th e November 
Brief off ers concrete examples of how certain uniden-
tifi ed auditors fell short in auditing signifi cant man-
agement judgments, estimates and controls relating 
to a particular company’s application of the current 
revenue recognition standard (ASC 605). Based on 
experience, the PCAOB staff  indicates that auditors 
“should presume that there is a fraud risk involving 
improper revenue recognition and evaluate the types 
of revenue, revenue transactions, or assertions that 
may give rise to such risks.” 

Advice from the Outside Auditor
Former OCA Deputy Chief Accountant Brian 

Croteau, speaking at a July 11, 2017, webinar co-
sponsored by the Center for Audit Quality, expressed 
the view that preparers of corporate financial 
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statements and outside auditors should communi-
cate throughout the New GAAP implementation 
process to avoid surprises. Citing SEC and PCAOB 
authority, Mr. Croteau stated that an outside audi-
tor may furnish advice or assistance to management 
in this context without impairing its independence 
or otherwise improperly performing a management 
function.34 To the contrary, as OCA stated in a 2005 
release endorsed by the SEC:

Investors benefi t when auditors and manage-
ment engage in dialogue, including regarding 
new accounting standards and the appropri-
ate accounting treatment for complex or 
unusual transactions. Th e staff  believes that 
as long as management, and not the audi-
tor, makes the fi nal determination as to the 
accounting used, including determination of 
estimates and assumptions, and the auditor 
does not design or implement accounting 
policies, such auditor involvement is appro-
priate and is not [in and] of itself indicative 
of a defi ciency in the registrant’s internal 
control over fi nancial reporting. Further, 
timely dialogue between management and 
the auditor may positively impact audit qual-
ity and the quality of fi nancial reporting.35

Post-Adoption Relief and Guidance 
from the SEC 

Relief for Companies Adopting ASC 606 
via the Full Retrospective Method

As part of a broad initiative to facilitate capital 
formation, SEC Chair Jay Clayton36 and senior 
accounting staff  have urged registrants choosing the 
full retrospective method of ASC 606 adoption that 
plan to fi le a new Form S-3 in 2018 to consider seeking 
relief on “impracticability” grounds under Rule 3-13 of 
Regulation S-X. Rule 3-13 states that the SEC, which 
would include the staff  acting by delegated authority, 

may, upon the informal written request of 
the registrant, and where consistent with the 

protection of investors, permit the omission 
of one or more of the fi nancial statements 
herein required or the fi ling in substitution 
therefor of appropriate statements of com-
parable character.

In this regard, Division of Corporation Finance 
offi  cials have encouraged these companies to consult 
with the staff  on a pre-fi ling basis as to the availability 
of relief from Form S-3’s Item 11.b. requirement to 
provide audited restated fi nancial statements for fi scal 
year 2015 as well as 2016 and 2017 (rather than the 
two years’ worth of required restatements, for fi scal 
years 2016 and 2017, that otherwise would be called 
for in the fi scal 2018 audited fi nancial statements). In 
addition, the Division has indicated that companies 
applying the full retrospective transition method 
are permitted to provide three, rather than the fi ve, 
years of selected fi nancial data in the tabular format 
required by Item 301 of Regulation S-K.37

Extended Adoption Deadlines for Certain 
Equity Investees of Reporting Companies

Certain non-reporting companies fall within the 
defi nition of “public business entity” (PBE)—which 
also includes SEC registrants—solely because their 
fi nancial statements and/or other fi nancial information 
must be fi led with the SEC by a reporting company 
that itself is a PBE. A key example is where a private 
company is a “signifi cant” equity method investee 
of a registrant within the meaning of Rule 3-09 or 
Rule 4-08(g) of Regulation S-X. According to reports 
from attendees at an EITF meeting held on July 20, 
2017, an SEC staff  observer announced that the staff  
would not object if such private companies elect to 
defer adoption of the new revenue and lease account-
ing standards until the more distant eff ective dates 
permitted for private companies that are not PBEs.38 
OCA’s announcement, which has been codifi ed by 
the FASB,39 comes as welcome news to registrants 
required to include fi nancial statements or summarized 
fi nancial information of non-consolidated investees 
that would not otherwise qualify as PBEs and over 
which, by FASB’s own defi nition, these registrants may 
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lack the degree of control that would be necessary to 
compel accelerated adoption of the new standards.

Other SEC Interpretive Guidance Relating 
to ASC 606

On August 18, 2017, the SEC and its accounting 
staff  published interpretive guidance on the post-
adoption application of ASC 606 in certain very 
specifi c circumstances. 

SAB No. 116. Staff  Accounting Bulletin (SAB) 
No. 11640 updates the Staff  Accounting Bulletin 
Series to bring existing staff  interpretive guid-
ance into conformity with ASC 606. Specifi cally, 
SAB Topic 8 (retail companies) and SAB 13 
(general guidance on application of the current 
revenue recognition standard, ASC 605), no 
longer apply once a company adopts ASC 606. 
In addition, SAB Topic 11.A (miscellaneous 
disclosure) has been modifi ed to make clear that 
revenues from operating-diff erential subsidies 
(under the Merchant Marine Act of 1936, as 
amended) should be present either under a sepa-
rate revenue caption from ASC 606 revenues, 
or as a credit in the costs and expenses section. 
Bill-and-hold arrangements. Th e SEC issued 
interpretive guidance indicating that once a 
registrant adopts ASC 606, it no longer may 
rely on a previous SEC interpretive position 
allowing deferral of revenue recognition, in a 
situation where the registrant bills a customer 
while retaining physical possession of the prod-
uct, until that product is transferred to the cus-
tomer at some point in the future. With respect 
to these “bill-and-hold” arrangements, ASC 
606 “acknowledges that, for some customers, a 
customer may obtain control of a product even 
though that product remains in … [the registrant-
seller’s] physical possession.”41

Certain vaccine sales to the Federal govern-
ment. Th e SEC updated a 2005 interpretive 
release intended to address questions about 
the timing of revenue recognition by vaccine 
manufacturers who sold vaccines to the fed-
eral government for placement in the nation’s 

Vaccines for Children Program and the Strategic 
National Stockpile. Under the revised SEC 
interpretation, vaccine manufacturers must 
recognize revenue and provide the required 
disclosures under ASC 606 “when [certain] 
vaccines are placed into Federal Governmental 
stockpile programs because control of the 
enumerated vaccines will have been transferred 
to the customer and the criteria to recognize 
revenue in a bill-and-hold arrangement under 
ASC Topic 606 will have been met.”42 

What to Expect When the Staff 
Reviews Post-Adoption Filings

Senior SEC accountants struck a somewhat 
reassuring note on how the Staff will approach 
revenue recognition during the 2018 review and 
comment process. Speaking on November 8 during 
the Practising Law Institute’s 49th Annual Institute 
on Securities Regulation, Division of Corporation 
Finance Chief Accountant Kronforst reportedly 
stated that, “‘I don’t think you’re going to see us try 
to regulate registrant by registrant on [the new] rev-
enue recognition … . I don’t think you’ll be fi nding us 
making the comment process the news story.’ ” SEC 
Chief Accountant Bricker encouraged companies to 
“use ‘practical judgment’ and a ‘fresh perspective’ on 
revenue-generating contracts” when applying ASC 
606, and to “‘[t]ake a look at the [new footnote] 
disclosures as they come out in the 2018 period and 
learn over time.’ ”43 

The Division’s accounting staff will 
be monitoring revenue-related 
disclosures carefully in 2018.

Despite these promising signs of SEC staff  fl ex-
ibility, at least in the early period of post-ASC 606 
adoption by calendar-year reporting companies, 
Mr. Kronforst made clear that the Division’s 
accounting staff  will be monitoring revenue-related 
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disclosures carefully in 2018, and will comment “if 
something is clearly wrong or omitted.”44 From the 
small number of Division comment letters issued this 
year to early adopters, it also appears that the Division 
may request additional information via the comment 
process if staff  members have trouble understanding 
a company’s revenue footnote disclosure.

In its recent report,45 FEI summarized the results 
of its evaluation of Division comment letters received 
by 21 unidentifi ed companies in 2017. Th is “mixed” 
sample was comprised of three early ASC 606 
adopters and 18 companies that were still in the 
implementation phase. According to FEI, comments 
issued to the early adopters sought clarifi cation on 
decisions each company made in “operationaliz-
ing” ASC 606 upon adoption. Representative staff  
comments cited in the report covered these topics 
(among others):

Accounting for sources of variable considera-
tion (e.g., refund liabilities and reassessment 
of variable consideration);
Accounting for customer rebate payments;
Disclosure of the nature of changes in customer 
contract balances, including how the timing of 
payments and satisfaction of performance obli-
gations aff ect contract assets and liabilities; and
Determining the appropriate amortization 
period for commissions costs, with considera-
tion to contract renewals. 

What to Do Now

SAB 74 disclosures provided by calendar year 
companies in their upcoming fi scal 2017 Form 10-Ks 
should be more specifi c and quantitative as to the 
anticipated fi nancial statement eff ects of adopting ASC 
606, given the new standard’s January 1, 2018 eff ective 
date. Do not forget to assess the obligation to disclose 
any ICFR change made during the fourth quarter 
“that has materially aff ected, or is reasonably likely to 
materially aff ect,” the company’s ICFR (S-K 308(c)). 

Remember that the outside auditor will be scruti-
nizing with a gimlet eye your remaining SAB 74 tran-
sition disclosure about the new revenue recognition 

standard and possibly, despite the longer time hori-
zon, your transition disclosures about the new lease 
accounting and credit loss standards. Expect that scru-
tiny to be particularly rigorous in light of the PCAOB 
Staff  Practice Alert and the August and November 
2017 Staff  Inspection Briefs. In this connection, it 
is very important that the company’s accounting, 
IT and SOX 404 compliance teams work together 
and have a meeting of the minds with respect to the 
company’s readiness for timely adoption of ASC 606. 
Above all, make sure that the audit committee is fully 
informed of the company’s progress and any remain-
ing implementation issues. Recognize that the audit 
committee is likely to be hearing a lot on this subject 
from the auditors in their required communications, 
in light of the PCAOB staff ’s guidance. 

For companies anticipating that the adoption of 
ASC 606 or any of the other New GAAP will have 
a material impact on their fi nancial statements in 
future periods, either alone or in the aggregate, dis-
closure committees and investor relations personnel 
should evaluate the most eff ective timing and means 
of communicating that impact to the market. Both 
timing and content considerations may turn on 
such factors as early adoption, sequence of adoption 
of multiple New GAAP standards and transition 
methods chosen, and the implications of all relevant 
facts and circumstances for the intended use of 
non-GAAP fi nancial measures to report historical 
and/or future earnings. Keep the audit committee 
in the informational loop. 

Consider the impact that adoption of the new rev-
enue recognition standard will have on tax accounting 
prescribed by rules of the U.S. Treasury Department 
and the Internal Revenue Service. Th e accounting pro-
fession is calling attention to the question of whether 
changes in GAAP, or “book,” accounting for revenue 
may necessitate a change in income tax accounting 
methods that could require advance IRS approval.46 
Some companies that plan to adopt ASC 606 via the 
full retrospective method may fi nd that modifi cations 
in the timing or amount of revenue recognition will 
compel retrospective adjustments to deferred income 
tax amounts refl ected in the fi nancial statements. 
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Assess the anticipated effects on executive/
employee compensation—how are multi-year revenue-
focused performance plans aff ected? Consider the 
ICFR impact of management incentives as well. 

Do not overlook the SAB 74 and ICFR disclosure 
implications of another, less sweeping New GAAP 
standard with a January 1, 2018, deadline: account-
ing for non-consolidated equity investments below 
a 20 percent ownership threshold (other than those 
accounted for under the equity method).47 Examples 
include investments in partnerships, unincorporated 
joint ventures and limited liability companies.
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