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Introduction
Thank you for the kind introduction and invitation to speak at today’s conference. Before I continue, let
me remind you that the views expressed today are my own and not necessarily those of the
Commission, the individual Commissioners, or other colleagues on the Commission staff.
Credible, reliable, and useful financial reporting for investors requires not only highquality accounting and
auditing standards but also robust application of those standards by management and auditors. Today, I
would like to provide observations on the ongoing transition period activities for the new standards on
revenue recognition and leases as well as the FASB’s financial instruments’ credit impairment proposal. I
would also like to address certain nonGAAP reporting practices. Finally, I will comment on the important
role of the PCAOB in promoting auditor attention on current and emerging financial reporting risks through
its standardsetting, inspection, and other important programs.

Transition Period Activities
I expect the FASB will soon issue a standard for credit impairment of financial instruments.[1] If issued,
the standard will join other recently issued guidance on revenue,[2] leases,[3] and financial instruments
classification and measurement,[4] thereby completing the key priorities identified in the FASB and
IASB’s 2002 Memorandum of Understanding.[5] I commend the FASB and IASB’s efforts to enhance the
quality, consistency, and comparability of financial reporting across the globe through these standard
setting activities.
To provide perspective on the magnitude of the transactions addressed by the new revenue and leasing
standards, consider the following:
In 2014, the S&P 1500 companies, which cover approximately 90% of the U.S. market
capitalization, recognized revenue in their financial statements that sums to over $12.8 trillion.[6]
The new revenue standard, when adopted by public companies as early as next year, will enhance
the reporting and disclosures for the vast majority of those revenue transactions by providing
comprehensive guidance that will apply across industries and registrants, whether domestic or
foreign.

For leases, the magnitude is also significant. In 2005, the SEC staff estimated the value of lease
obligations of SEC registrants to total $1.25 trillion. Under the new standard, which permits early
application and is effective in 2019 for calendar yearend public companies, these lease obligations
and assets will be reported on the balance sheet.[7]
Given the pervasiveness of these changes, now is a good time for companies to focus on investor
outreach and education so that investors can sufficiently understand the effect of the new standards on
companies’ financial reporting.[8] In that spirit, I would like to provide a few observations on steps
investors might consider taking to gain an understanding of the new standards.

Understanding what is changing, why it is changing, and how
First, disclosure from management regarding what is changing, why it is changing, and how should be
useful to investors. Take, for instance, revenue. Revenue is the starting point for performance measures
such as operating income, net income, and EPS; for key analytical ratios such as margins, return on
equity, and return on assets; and for valuation metrics such as revenue multiples and pricetoearnings.
As a result, the new revenue standard has the potential to change not only the top line, but also the
bottom line and analysis that depends on the financial statements.
While all industries and business models will likely be impacted to some degree by the new guidance,
investors should pay particular attention to those companies with complex business models (such as
those with longterm contracts or multiple performance obligations within a contract) since the new
guidance could significantly impact the timing and amount of reported revenue.
Under the new fivestep model, revenue is recognized when control of the good or service transfers from
the seller to a customer. This model represents a shift from the current revenue recognition guidance
which emphasizes the transfer of “risks and rewards,” rather than control, as a criterion for recognition.
For some companies, such as those with construction and productiontype contracts, this control based
model may impact the timing of revenue recognition as compared to current GAAP.
In attempting to understand how revenue recognition is changing, investors might want to consider some
of the important building blocks of the model, such as the role and definition of a contract with a
customer; identifying the portions of a contract that are important in the context of the standard (called
performance obligations); understanding distinctions between transfers of control at a point in time or over
a period of time; and the delineation between contract assets and accounts receivable. Investors will be
better positioned to understand the reporting under the new guidance with a familiarity of these core
reporting concepts.[9]
I also encourage investors to begin to understand the companyspecific impacts of the new guidance.
This understanding may include considering the following questions:
Does the company have an implementation plan for adopting the new standards? If so, how will
the audit committee monitor the company’s progress of that implementation plan?
What changes will be made to the company’s accounting policies due to adoption of the new
standards, and what is the potential impact of those changes on financial results and trends?
How will the standards affect the company’s corporate policies and practices, such as sales
commissions, compensation plans, and contracting approaches?
What are the income tax accounting implications of adopting the new standards?

While this list is clearly not allinclusive, it underscores for management the importance of full and
transparent communication with investors.

Understanding when it is changing
Investors may also want to understand when and how companies will transition into reporting under a
given standard. For example, the new standard on financial instruments’ classification and measurement
permits, but does not require, early adoption of certain provisions of the standard. Further, some
provisions should be applied by means of a cumulativeeffect adjustment, while other provisions are only
applied prospectively. On the other hand, the new revenue recognition standard provides companies with
several transition options including full retrospective, retrospective with several available practical
expedients, and cumulative catch up. For its part, the new lease standard also provides for a number of
practical expedients that a company may apply upon transition. Understanding the transition options
selected will inform comparisons of financial results within a company, from company to company, or
across an industry.

Transition disclosures
Consistent with these comments, the SEC staff has long advised that a registrant should provide
disclosures to investors of the impact that a recently issued accounting standard will have on its financial
statements when that standard is adopted in a future period (socalled “transition disclosures”).[10]
Without adequate transition disclosures, investors may not be prepared to fully understand changes in
the company’s financial performance from one period to the next and the impact of adopting a new
accounting standard. Investors should expect the level of disclosures to increase as companies make
further progress in their implementation plans for adopting the new standards and, when necessary,
engage with company management to understand these disclosures.
The importance of timely investor education and engagement is highlighted by examples from past
adoptions of accounting standards when the transition goes well, and when it does not. For example,
during the transition period for the FASB’s standards on consolidation and transfers of financial assets,
[11] certain financial institutions disclosed the anticipated impact of bringing substantial assets and
liabilities back onto the balance sheet in multiple reporting periods leading up to the effective date without
adverse market reaction attributed to the reporting in the first period of adoption.[12] By contrast, a
change to the revenue recognition rules in 2010 resulted in one registrant reporting financial results that
surpassed analyst expectations by billions of dollars. Although the registrant was simply complying with
the new accounting rules, afterhours trading of its stock was temporarily halted in order to give investors
time to digest the news.[13]

Transition Activities for Revenue Recognition
I’d now like to turn to a few additional transition matters specific to revenue recognition.
As companies apply the new revenue recognition standard to their specific revenue arrangements,
interpretive questions may arise. The FASB’s Revenue Transition Resource Group (TRG) has addressed
a number of questions to date and I continue to encourage management, auditors, and others to refer
interpretive issues to the TRG.
Application of the new standard also requires preparers to make judgments in financial reporting that will
later be evaluated by auditors, regulators, and investors. An appropriate application of judgment will often
identify and define the issue; gather the facts and information, including an understanding of the
contractual terms and economic substance; perform the analysis and identify alternatives; reach a
decision; and complete documentation and rationale for the conclusion.

The SEC staff will continue to respect wellreasoned, practical judgments when those judgments are
grounded in the principles of the standard and considered the utility of the resulting information to
investors. Conversely, aggressive interpretations that appear to be taken to achieve a specific outcome,
such as preserving existing reporting, will not be well received, particularly when that outcome is
inconsistent with the principles of the new standard.
Because of its importance, the SEC staff has been, and will likely continue to be, focused on the
reporting of revenue arrangements and the related disclosures. I encourage consultation with OCA,
particularly when:
a registrant has unusual, complex, or innovative transactions for which no clear guidance exists,
or
a preparer finds that it is applying the guidance in a manner differently from the manner in which
TRG members believed the guidance should be applied.
To date, OCA has consulted with registrants on various questions.
One example addressed the application of the definition of a “contract” within Topic 606. While a
future contract might appear to be likely or even compelled economically or by regulation, in the
staff’s view it would be inappropriate to recognize revenue for a contract before the contract exists
with enforceable rights and obligations.
OCA also addressed the contract combination guidance, noting the guidance in Topic 606 explicitly
limits what contracts may be combined. The staff objected to a registrant’s proposal to extend the
contract combination guidance beyond contracts with the same customer or related parties of the
same customer.
Finally, OCA has also observed that the FASB did not intend to change practice with respect to the
timing of loss recognition for those contracts in the scope of Topic 60535 (as amended) and did
not object to a registrant’s proposal to continue to apply its current accounting policy for loss
contracts.
I am also aware that registrants have expressed concern about the requirement to provide restated
financial statements when a Form S3 registration statement is filed after the registrant has filed its first
Form 10Q reflecting adoption of the revenue standard. This requirement to restate the financial
statements means that companies that adopt the revenue standard under a fullretrospective transition
approach would be required to restate an additional year in its Form S3 to show the effect of the new
revenue standard on that earlier period.[14]
While this issue is not specific to the new revenue standard, the pervasive impact of the new revenue
standard amplifies the issue.
To this, I would observe the transition provisions in the new revenue standard reference existing GAAP,
which provides for an impracticability exception to retrospective application if, for example, a company is
unable to apply the requirement after making every reasonable effort to do so.[15] OCA is available for
consultation if a registrant believes that, based on its facts and circumstances, a retrospective
application of the new revenue recognition standard to all periods required to be presented in a Form S3
is impracticable.

Credit Impairment on Financial Instruments

I’d like to move on now to the FASB’s proposed standard on credit impairment on financial instruments. I
am pleased that in making decisions to date about their proposal, the FASB has solicited and received
broad input from investors, including at a recent credit impairment TRG meeting. I support the FASB’s
decision to establish a transition resource group to solicit, analyze, and discuss implementation issues
that could arise when companies implement the upcoming credit impairment standard.[16]
If finalized as proposed, the standard would incorporate concepts that are consistent with the current
guidance:
First, the estimate should reflect management’s best estimate. Management should be positioned
to make a best estimate and communicate that estimate to users of the financial statements.
Next, management is required to use all available information, without misusing or overlooking
available information, when making their best estimate.
Third, documentation and procedural discipline, including the identification of relevant data,
assumptions, and methodologies, will be required to ensure that the estimate is adequately
supported. The documentation and supporting evidence should be able to support review,
validation, and audit of the estimate.
Many aspects of the Commission’s existing guidance related to loan loss allowance methodology[17] will
continue to be relevant under the new credit impairment standard. In evaluating the proposed accounting
standard, management should focus in the first instance on the company’s own requirements to make
and keep books and records in reasonable detail and devise and maintain a sufficient system of internal
accounting controls.
I have already heard some suggestions that management will need to look to their auditor to determine
what processes are required. I find these suggestions troubling since management should be looking to
the accounting standard, books and records, and internal control requirements rather than to auditors in
the first instance to make their determinations. This approach should also facilitate the audit process
and help avoid the perception that auditors are directing management’s processes through the audit,
which of course could lead to other questions around internal controls or auditor independence.
However, auditors will have a role in working through new applications of existing standards for auditing
management’s credit impairment estimates. I understand that the AICPA Depository Institutions Expert
Panel is already evaluating the guidance, application questions and approaches, and illustrative
examples.
OCA will continue to actively monitor those efforts, much like we have done with revenue recognition.

Non-GAAP Reporting
Now, I would like to spend a few minutes on nonGAAP measures. Recently, you may have heard
concerns about nonGAAP measures from Chair White, Commissioners, Jim Schnurr, Keith Higgins, and
others. Today, I would like to reiterate and add to those comments.
The Commission’s original nonGAAP rules were adopted in 2003. Seven years later in 2010, the staff
observed that while those rules had achieved substantial progress towards reducing the inappropriate use
of nonGAAP measures, certain staff interpretive guidance had resulted in some unintended
consequences. For example, certain measures that some argued would be useful were being effectively
prohibited. In light of this, the staff guidance was revised in 2010 to avoid that result.[18]

Since those revisions, the Division of Corporation Finance has continued to issue comments concerning
nonGAAP measures and, in some cases, has objected to certain measures. These comments have
focused on a company’s disclosure as to why their nonGAAP measures are useful;[19] apparent cherry
picking adjustments within a nonGAAP measure; and adjustments to remove normal, cash operating
expenses.
Recent examples of company practices related to nonGAAP measures have caused concern, including
the use of individuallytailored accounting principles to calculate nonGAAP earnings; providing per share
data for nonGAAP performance measures that look like liquidity measures; and nonGAAP tax expense.
Recent examples of company practices related to operating metrics have also caused concern. I’ll
discuss the first of the nonGAAP examples now and Mark Kronforst, Chief Accountant in the Division of
Corporation Finance, will discuss the other two, operating metrics, and other observations during our
panel discussion.
On the use of individuallytailored accounting principles, consider a company that has a subscription
based business. The company bills for the full subscription at the outset, but since it will deliver over
time, it earns and recognizes GAAP revenue over that same period. Now assume this company
calculates nonGAAP revenue as though it had a different business. That is, it calculates what revenue it
would have had, had it not sold a subscription, but rather had sold a product.
The effect of the measure is that the company accelerates revenue recognition to the billing date and
proceeds to calculate earnings based on this nonGAAP revenue. At that point, this company’s GAAP
results are based on revenues recognized as the service is provided and the nonGAAP results are
based on revenues that are merely billed to the customer.
In this instance, the measure does not appear to help investors understand and analyze core operating
results. Rather, it is a replacement of an important accounting principle with an alternate accounting
model that does not match the company’s subscriptions business or earnings process, which is over
time.
Revenue adjustments do more than just adjust from GAAP: they change the very starting point from
which other performance analyses flow. As the staff monitors current practices and implementation of
the new revenue standard, we will be looking to see if the reporting concepts within those standards are
supplanted by any number of companyspecific nonGAAP alternatives. For all of these reasons, if you
present adjusted revenue, you will likely get a comment; moreover, you can expect the staff to look
closely, and skeptically, at the explanation as to why the revenue adjustment is appropriate.
Before I move on, I think it’s important to reiterate four points that have been made about nonGAAP
measures in recent months.
First, preparers should consider how their disclosure controls and procedures apply to the
disclosure of nonGAAP measures.
Second, despite the fact that GAAP measures sometimes gets forgotten once analysts and the
press start commenting on a company’s results, investors should refer back to a company’s
financial statements so that the nonGAAP measures are put into the proper context.
Third, audit committees should be paying close attention to the nonGAAP measures a company
presents, including the required related disclosures, and the processes it follows to consider both
the appropriateness and reliability of the measures.[20]

I also would note that Chair White has mentioned the possibility of future rulemaking in this area.
[21]
In the meantime, the staff will be sharing its observations on nonGAAP measures in various forums.
Obviously, if necessary, the staff will consider potential recommendations to the Commission for
rulemaking in this area, but I hope companies will seize this opportunity to review their practices and
make any necessary changes.

Importance of PCAOB Standard Setting and Attention to Emerging
Risk
Let me conclude with a few observations on two areas on which the PCAOB is focused: improving its
standard setting process and identifying and responding to emerging risks.
The PCAOB has been focused over the last year on improving its standard setting process to be more
effective and efficient. I believe this process holds promise for more transparency into the work
performed by the PCAOB, more opportunities for stakeholder input, and enhanced engagement by the
PCAOB Board members throughout the standard setting process.
The PCAOB has acknowledged that it is already working on integrating some new tools from this review
into its active standardsetting agenda. And indeed, the staff has already seen encouraging results from
some of the initial changes. For example, after years of work and deliberations, last December the Board
completed its transparency project under which audit firms will be required to disclose on a separate form
filed with the PCAOB the name of the engagement partner and other significant participants in the audit.
The final transparency rules adopted by the Board[22] are currently pending Commission action. In April,
the Board approved a proposal to strengthen existing requirements and impose a more uniform approach
to a lead auditor's supervision of other auditors.[23] In the next few months, you should see more
consultation papers and proposals coming out of the PCAOB in other important areas, including a revised
proposal for changes to the auditor’s reporting model. I encourage all of you, as stakeholders in the audit
process, to pay attention to the PCAOB standard setting activity and respond to requests for comment
from the PCAOB.
Another area of importance for the PCAOB’s focus is understanding and addressing, on a timely basis,
the implications to audit quality of new and emerging risks. Such risks are inherent in the dynamic
environment in which today’s public companies operate and include the impact of changes in technology
and the growing use of big data on the manner in which audits are conducted. The continuously evolving
accounting frameworks, including the new standards on revenue, leases, and classification and
measurement, are one such risk. Other risks may emerge as a result of trends such as new business
models, ever more complex transactions, and the continued global nature of business activities.
In order to preserve and, where necessary, strengthen the quality of independent audits in the years to
come, it is essential to ensure that auditing standards are appropriately responsive to these
developments. Similarly, it will be important to keep the PCAOB’s inspection program focused on those
new and emerging risks.
Some of the ways the PCAOB is addressing this challenge is by focusing on the implementation of new
standards and continuing to enhance its riskbased approach to inspections. In addition, the PCAOB is
working with its inspectors and economists to explore ways to introduce an element of randomization into
its inspections. Being less predictable could help facilitate more robust analysis of audit quality over
time.

Closing

Closing
In closing, I look forward to working with the accounting profession as we collectively embark on this
period of change and implementation. Preparers, auditors, audit committees, regulators, and standard
setters all play a role in providing investors with highquality, decisionuseful information that allows for
informed investment decisions and facilitates capital formation. While the magnitude and pervasiveness
of the forthcoming changes are significant, I am confident that the profession can meet the challenge.
Thank you for your kind attention, and I look forward to discussing these matters further during our panel
discussion.
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