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More than 18 months have passed since 
most registrants to the Securities and 
Exchange Commission (SEC) began 
adhering to new revenue recognition 
rules known as ASC 606, and the 
change took effect for private companies 
earlier this year. As companies adapt 
to this significant shift, we examine the 
implementation of the new rules thus far, 
as well as other recent developments in 
the area of financial disclosure.

Compared to some SEC rule changes 
from years past, the roll-out of the 
revenue recognition requirements has 

progressed smoothly. The SEC has 
engaged in active dialogue with filers to 
address problem areas, which in turn 
has provided useful guidance for other 
registrants. Certain industries have 
faced challenges, however, such as the 
technology sector, due to its reliance on 
the subscription revenue model.

In a separate area of disclosure, the SEC 
has proposed changes to requirements 
related to M&A transactions that are 
drawing praise from dealmakers. As 
part of the Commission’s ongoing 
disclosure effectiveness project, the 

changes would eliminate the need for 
buyers to file financial statements for 
some acquisitions, and the effect on 
shareholders is expected to be minimal.

Finally, the debate surrounding 
disclosures related to a company's effect 
on the environment continues. Will filers 
be swayed by increasing shareholder 
pressure to provide more information?
 
We spoke with three leading experts  
on SEC disclosure policies to understand 
how registrants are handling these 
complex issues.

We shine a spotlight on several important disclosure issues, 
including ASC 606 and a proposal that would affect M&A deals.

Financial Disclosure in 2019: 
Revenue Recognition and More
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The SEC’s new revenue accounting 
standard came into effect more 
than a year ago, and dozens of 
companies have corresponded 
with the Commission about its 
implementation. In your practice 
and to your knowledge, what have 
been the biggest flash points when 
it comes to the new rule? And on 
the shareholder side, what has the 
reaction been?

It was an important year for many of 
our clients in 2018 because of the new 
standard – we spent a lot of time with 
clients walking them through the changes 
and explaining how to approach their 
financial disclosure. Although we are 
not accountants, as lawyers we are still 
always in the weeds in assisting with 
interpretation of new standards, and 
also in advising on related qualitative 
disclosure issues.

For example, companies are very 
focused on ensuring that investors 
understand the changes and don't 
interpret them the wrong way. 
Companies are also providing a lot more 
disclosure regarding how they make 

Mergermarket 

Andrea Basham, 
Cleary Gottlieb

The experts

Andrea Basham 
Counsel, Cleary Gottlieb

Jeffrey Cohen 
Capital Markets Partner, 
Linklaters

Amisha Shrimanker Kotte 
Partner, Jones Day
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SEC staff also made themselves available 
to answer questions preemptively, in 
order to avoid comments down the road.

In speaking with clients as they were 
preparing for the new accounting 
standard, one of the biggest flashpoints 
was obviously the impact the change 
would have on their internal systems and 
processes. For example, salespeople may 
need to be trained in how to think about 
contracts and performance obligations 
under the new standard. I think in some 
ways that was an underappreciated 
aspect of the change. Companies also 
needed to think about any impact on their 
compensation structures or compliance 
with their debt covenants based on 
the new standard. In leading up to 
implementation, lining things up internally 
was a major focus.

One result of the new standard has been 
a significant increase in the amount of 
information companies are releasing 
about their revenue activities. This is 
mainly because the standard relies heavily 
on estimates and judgements, and 
inevitably that requires more extensive 
disclosure on the judgments being 
applied. Companies need to explain their 
approach to the new standard, and I think 
you can certainly see that as a response 
to some of the comment letters issued 
by the SEC. The staff wants to know why 
they chose the approach they did, what 
assumptions they were making, and what 
processes were followed.

In terms of specific areas of focus by 
the SEC, the identification of what was 
going to be considered a performance 
obligation became an important issue. 
The staff wanted to understand how 
companies determined the purchase 

Amisha 
Shrimanker 

Kotte,  
Jones Day

their determinations under the new 
standard than they have in the past.

One thing we and I think our clients 
appreciated about the process in 2018 
in the run-up to adoption of the standard 
was the level of interaction with the 
Commission. If you look at the SEC 
comments that came out after some 
of the first companies incorporated the 
standard, they were consistent in a way 
that gave us and our clients comfort 
that we were interpreting the standard 
correctly. We were able to look at 
comments issued previously in a given 
industry and help clients preemptively 
make adjustments to their disclosure, 
which I think facilitated the process 
and made the time period during which 
companies could have been subject to 
back-and-forth communication with the 
SEC much shorter.
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price, along with its allocation, and how 
a company would then measure when 
it would actually recognize revenue. For 
example, the SEC wanted to understand 
why a company would note a contract had 
one performance obligation if the contract 
included multiple goods and services.

For the most part, companies tried to 
be clear about these issues without 
going overboard in their disclosure. For 
shareholders, the purpose was to provide 
greater transparency, along with a way 
to compare revenue across multiple 
industries. It may take time for investors 
to understand how these new disclosures 
align with the other disclosures a 
company makes including within a 10-K 
since reviewing revenue disclosures may 
not fully align with how a company talks 
about its business segments.

The SEC has scrutinized the 
accounting of some companies 
under the new rule, and a number  
of them have been technology 
firms, such as Microsoft and Adobe. 
Do you think technology companies 
face particular difficulty with the 
new standard due to the nature  

Mergermarket 

of their businesses? As technology 
becomes more central to all 
businesses, how, if at all, do you 
think the SEC needs to adapt their 
disclosure rules to technology-
derived revenue?

I would agree that the new rule is 
probably most complicated for technology 
companies. To be clear, we definitely have 
some clients for whom there was little to 
no impact. But for tech companies, it's 
different, because the new standard forces 
companies to really determine who their 
customers are, and what the company's 
obligation is with respect to a deliverable 
or contracts with that customer. And if you 
think about tech companies – in fact it's 
not just tech but also professional service 
providers, where you have a contract that 
is meant to deliver certain types of services 
over time or that are contingent on certain 
implementation of software, for example 
– all the questions that are required to 
be answered in the accounting standard 
create a sort of road map.

In their communications with the SEC, 
a lot of the letters from tech companies 
explained how their accounting would play 
out if they determined that they entered 
into a contract to provide service at one 
particular point in time, and then they might 
look at another branch of the tree and 
explain how things would look if they took 
that path instead. For a lot of companies, 
the implication of these decisions was 
determining whether your top revenue  
line became smaller because there 
were things you were forced to net out 
of revenue that you weren't previously 
required to. For certain companies, it was 
definitely complicated.

Andrea Basham, 
Cleary Gottlieb

"In terms of specific areas 
of focus by the SEC, the 
identification of what was 
going to be considered a 
performance obligation 
became an important issue."
Amisha Shrimanker Kotte, Jones Day
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With respect to the issue of investor 
relations in the context of these changes, 
we did not see a lot of confusion. Analysts 
understand this and changed their models 
accordingly, and I think companies were 
very careful to explain it in their disclosures.

Based on certain technology company 
models, I think they certainly faced 
difficulty under the new standard. One 
of the biggest issues under discussion 
has been subscription-based services, 
because one aspect of these services 
is that you have returning customers, 
so they aren't completing a one-time 
transaction. Instead it’s a transaction that 
can evolve over time, or can be spread 
out over different kinds of contracts or 

Amisha 
Shrimanker 

Kotte,  
Jones Day

subscriptions. So I think a number of 
companies faced challenges with trying 
to square that model with the new 
accounting standard.

For instance, if there was a customer who 
wanted to modify a service under one 
of their contracts, the modification may 
be considered a new contract at some 
point under the standard. For companies 
that implement software platforms, that 
process may only be considered fully 
delivered after certain steps are complete, 
which can change the timing of revenue 
recognition for them. The timeline of when 
performance obligations are considered 
to be fulfilled is critical, and that's where I 
think tech companies face an issue.

Going forward, as the technology market 
grows, we will need to think about how 
subscription-based and cloud services 
will need to report revenue.

To your knowledge, what effect 
is the new revenue accounting 
standard expected to have on 
investment funds such as private 
equity firms and hedge funds?

I am not currently working with any funds 
directly on disclosure issues, but I do think 
that private companies will face a bit of a 
steeper hill when it comes to implementing 
the new accounting standard since they 
are not used to these levels of disclosures 
like public companies are, and that in turn 
will affect private equity owners.

With respect to PE firms and hedge funds, 
they're going to have to think about their 
fees – both base management fees and 
performance fees – and how they're 
accounting for them. A base fee may be 
included in a transaction since it's not 

Mergermarket 

Amisha 
Shrimanker 

Kotte,  
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going to change, but performance-based 
fees are going to be variable so they may 
be recognized at different points in time 
when there wouldn't be any reversal of 
those amounts. This may result in funds 
recognizing these fees as revenue at later 
points in time than they did previously.

The SEC recently proposed changes 
to financial disclosures related to 
acquisitions and divestitures. If this 
proposal is ultimately adopted, what 
effect do you think it would have on 
acquirers and sellers? Could this 
be a significant benefit? And for 
shareholders, could this be a major 
point of controversy?

Just as background, this rule proposal 
comes out of the Disclosure Simplification 
Initiative that began in 2012 with the  
JOBS Act. In 2015, Congress then 
mandated the SEC to look at ways to 
make disclosure simpler, which was a big 
shift at the time. And the SEC has done a 
lot to fulfill that mission.

This particular rule proposal comes out 
of an SEC concept release responding 
to the Congressional mandate, and it 
follows a prior rule proposal also on 
financial disclosures. Separately, there 

Mergermarket 

Andrea Basham, 
Cleary Gottlieb

have been a number of other proposals 
on more qualitative disclosure mandated 
by Regulation S-K.

This rule specifically is one that we and 
our clients really support. For lawyers, 
acquirers, and targets in an M&A 
deal, financial disclosure related to the 
acquisition that will be required down the 
road is something that frequently ties up 
negotiations for some period of time. The 
reason is that when you have a private 
target that is material or significant to the 
acquirer, the acquiring company suddenly 
has an obligation to produce audited, 
historical financial statements, which the 
target may never have maintained, and pro 
forma financial information.

I think the market’s view generally is that 
investors don’t need the level of detail 
required by the existing rules and the new 
proposal is more realistic in balancing 
investor needs with practical solutions 
for companies. So this proposal could be 
really quite impactful from a disclosure 
burden perspective.

I doubt that this change would have any 
effect on actual M&A activity. That being 
said, it would be a helpful fix, because 
what happens a lot of the time is that we 
wind up needing to complete financial 
statements and pro formas for acquisitions 
that are really just not material. You end up 
with some odd results when you run the 
tests that determine whether or not you 
need to file those financial statements.

Basically, there are three tests. First is 
how much an acquirer is paying relative  
to their total assets – if that number is over 
20%, you have to include the financials  
and the pro formas. The next test looks  
at the buyer’s assets compared to the 

Jeffrey Cohen, 
Linklaters

"... private companies  
will face a bit of a steeper 
hill when it comes to 
implementing the new 
accounting standard."
Amisha Shrimanker Kotte, Jones Day
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assets they’re acquiring – if that number  
is over 20%, you need to include historical 
financials and pro formas. And the third 
test is basically earnings – specifically, it 
looks at income from continuing operations 
before taxes, and compares it to the 
target’s income.

So if you reach 20% for acquisitions or 
10% for dispositions on any of those tests, 
you have to include at least one year of 
historical financials of the target and one 
year of pro formas. And that can cause all 
kinds of difficulties in terms of timing and 
expense. In some cases, you have to get 
the cooperation of the target before you've 
closed the deal, which can be difficult.  
So there are lots of practical issues with 
doing it.

And what happens sometimes is that 
the tests have odd results. I think most 
people's instinct would be to look at 
acquisitions by revenue – as in, how 
much is the buyer’s revenue relative to the 
target’s revenue? Because the income  
test involves income rather than revenue,  
if there is a one-time expense, that can put 
a weird spin on the test, and if you have 
losses, that also puts a weird spin on it. 
So what happens very often is that we get 
surprising results.

The SEC proposal would change the 
procedure so that the income test would 
only apply if you also trip the revenue 
test. That means that as long as revenue 
doesn't exceed 20%, you don't have to 
worry about the income test.

The upshot of this proposal is that at 
the margins, there would definitely be 
fewer situations in which you trigger this 
requirement. That's a good thing in many 
respects. It saves people money and time. 

From the SEC's point of view, it’s also 
good because what sometimes happens 
when we trip that test and are about to do 
a debt deal is that we switch to doing a 
144A deal instead of a registered deal.  
And that’s fine for us, but the SEC doesn't 
like it from a policy point of view, because 
they believe it's better that transactions  
be regulated.

This proposal has been well-received 
by issuers. The SEC is focusing on a 
principles-based approach and here they 
are easing the financial disclosure burden 
that comes with certain acquisitions 
and dispositions, while at the same 
time providing investors the material 
information they would want to have when 
a transaction at that level occurs. These 
changes essentially help both parties.

One of the most beneficial aspects of 
the proposal would be the elimination 
of the requirement to provide a third 
year of audited financial statements for 
acquired businesses. This is something 
we’ve discussed with a number of clients 
over the years, and that information is 
generally considered to be stale and not 
really beneficial for shareholders. These 
financials can also be rather difficult and 
costly to prepare if you have a private 
target. This would be a welcome change 
for companies generally, since it would 
certainly ease the compliance burden.

Other changes would actually take into 
account how companies are impacted 
in a transaction, and reflect the relative 
economic impact of an acquisition on 
filers. If you're a company that has low 
net income, you may hit a significance 
threshold under some of the tests just 
because of your low net income. The 
SEC has taken that into account in the 

Amisha 
Shrimanker 

Kotte,  
Jones Day
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proposal so that such companies with 
unique factors fall under a new definition of 
significance, allowing them to not have to 
provide unnecessary additional disclosure.

Overall, this proposal is viewed positively. 
The staff looks to have reflected on a 
number of issues that filers have raised 
over the years about these requirements, 
and has added in desired changes.

Public companies and investors are 
increasingly aware of the impact 
that environmental factors can 
have on a company’s bottom line, 
reputation, and effect on the planet. 
There are no official disclosure 

Mergermarket 

rules regarding the “E” in ESG, 
however, and the SEC has backed 
companies who have faced pressure 
from shareholders to disclosure 
more information. What do you 
see as the current best practices 
when it comes to disclosure in this 
area? Should companies begin 
preparing for a disclosure regime 
that mandates information about 
environmental impact, treating it as 
an inevitability?

It's an interesting question, especially 
in the context of the other disclosure 
topics we've been discussing, because 
as you said, it's an area that the SEC 
and Congress have not really addressed 
directly since Dodd-Frank, when Congress 
required the SEC to impose rules requiring 
companies to make disclosures regarding 
the use of conflict minerals in West Africa 
and disclosure around resource extraction. 
I think the market generally saw that as a 
way for Congress and the SEC to  
back-door companies into disclosure for 
political reasons and not necessarily for 
investor-protection reasons.

What we're seeing today is private 
ordering, right? It's shareholders and 
other market participants who are placing 
demands on companies, and everyone is 
waiting to see how the market will evolve, 
because we don't have a set of disclosure 
rules that companies need to comply with. 
So our advice to clients on best practices 
is to talk to their shareholders – not every 
shareholder necessarily, and obviously 
there are companies in certain industries 
for whom this is going to be much, much 
more important. The more they engage 
ex ante and really understand what 
shareholder demands and expectations are 
is really important.

Andrea Basham, 
Cleary Gottlieb
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I think a lot of companies, especially if under 
less shareholder pressure, are taking a 
wait-and-see approach. We have a lot of 
third-party providers now who are coming 
up with sustainability scores and giving 
companies grades on their disclosure, and 
at some point, not all of those third-party 
scoring systems will survive. It remains to 
be seen which ones investors will look to, 
and I think companies are being thoughtful 
and careful not to put the kitchen sink of 
ESG disclosure into their Ks and Qs. Some 
companies have acted outside of the SEC 
reporting regime and put sustainability 
reports on their websites as a way to say to 
investors, “Look, we're listening, but we're 
not going to make this a huge part of our 
formal disclosures quite yet. We'll give you 
some of this information you want because 
we do recognize it's important and we want 
to make sure you know we're listening.”

Companies definitely give this issue some 
thought, and ultimately the nature of their 
disclosures depends on the personality 
of the company, including its investor 
profile, as Andrea mentioned. There are 
companies that worry about this kind of 
thing, and there are companies that don't. 
I'm skeptical that there will be any legal 
developments in this regard in the short 
term and probably the medium term. We 
have a pro-company SEC, and we have 
had several pro-company SECs through 
different administrations.

Nevertheless, I do think we will see 
more disclosure related to environmental 
impact by companies. There is and will be 
pressure from shareholders, depending on 
the shareholder makeup of the company. 
And certainly a lot of companies are 
increasingly making disclosures in this 
area because they have a material impact 
on their businesses. For instance, some 

Jeffrey Cohen, 
Linklaters

utilities companies need to worry about 
the extent to which their product will be 
made illegal or further regulated, or the 
extent to which subsidies for competing 
products such as renewables will 
jeopardize their business. So of course 
they need to disclose that – but those are 
business issues that need to be disclosed.

In my view, real ESG disclosure would 
be to say, "Okay, we are concerned 
about the environment. And the fact is 
that our product does some harm to 
the environment, and here is that harm 
quantified." I don't think you're going 
to see that anytime soon – not until it's 
required, and that's going to take a 
different SEC.

There is a third category that could 
motivate companies to make environment-
related disclosures, and that is: What if 
it affects people's willingness to invest? 
There are pockets of social investing, 
and sometimes these funds explicitly 
focus on companies that do not harm the 
environment. If there was enough money in 
those kinds of funds, then it could become 
material to companies’ stock prices. But 
we're not at that point, and I don't see us 
getting there in the immediate future.

"We have a lot of third-party 
providers now who are 
coming up with sustainability 
scores ... and at some point, 
not all of those scoring 
systems will survive."
Andrea Basham, Cleary Gottlieb
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Learn more at www.toppanmerrill.com.
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Acuris Studios, the events and publications arm of Acuris, offers a range of publishing, 
research and events services that enable clients to enhance their brand profile, and  
to develop new business opportunities with their target audience.

To find out more, please visit www.acuris.com

Please contact:
Alissa Rozen  
Head of Sales, Acuris Studios 
Tel: +1 212 500 1394
 

Disclaimer

This publication contains general information and is not intended to be comprehensive nor  
to provide financial, investment, legal, tax or other professional advice or services. This publication  
is not a substitute for such professional advice or services, and it should not be acted on or relied upon 
or used as a basis for any investment or other decision or action that may affect you or your business. 
Before taking any such decision, you should consult a suitably qualified professional adviser. While 
reasonable effort has been made to ensure the accuracy of the information contained in this publication, 
this cannot be guaranteed and none of Mergermarket, Toppan Merrill nor any of their subsidiaries or 
any affiliates thereof or other related entity shall have any liability to any person or entity which relies on 
the information contained in this publication, including incidental or consequential damages arising from 
errors or omissions. Any such reliance is solely at the user's risk. The editorial content contained within 
this publication has been created by Acuris Studios staff in collaboration with Toppan Merrill. 

Mergermarket is an unparalleled, independent mergers & acquisitions (M&A) proprietary 
intelligence tool. Unlike any other service of its kind, Mergermarket provides a complete 
overview of the M&A market by offering both a forward-looking intelligence database 
and a historical deals database, achieving real revenues for Mergermarket clients. 


