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How Companies Implemented the New Revenue Recognition
Standard: An Overview

Five years after the Financial Accounting Standards Board (FASB) first issued new revenue recognition rules, we
finally get to see its impact on reported financials. The new standard was originally scheduled to go into effect in
2016, but the FASB delayed implementation until 2018 due to concerns over the difficulty of implementation. As
a result, the first 10-K’s utilizing the new standard came out earlier this year for most companies.

Get the best fundamental research

While the new standard, ASU 2014-09 (also referred to as ASC 606), primarily deals with revenue, it will also
have significant impacts on how companies report expenses, as well as assets and liabilities on the balance
sheet.

Most companies have seen relatively little impact from the new revenue recognition rules, but for a handful of
industries it significantly distorted revenue and earnings over the past year. This report digs into how the new
rule works, what’s changed, and how investors should respond.

How the New Rule Works

The FASB announced the new revenue recognition rule in 2014 as part of an effort to standardize accounting
treatments and continue to converge U.S. Generally Accepted Accounting Principles (GAAP) with International
Financial Reporting Standards (IFRS). As the FASB wrote in the announcement of the new rule:

“Previous revenue recognition guidance in U.S. GAAP comprised broad revenue recognition concepts together
with numerous revenue requirements for particular industries or transactions, which sometimes resulted in
different accounting for economically similar transactions.”

The new revenue recognition standard replaced the more than 100 different industry and transaction-specific
guidelines with a basic, five-step framework. Under the new rule, companies must carry out the following steps:

Step 1: Identify the contract(s) with a customer.

Step 2: Identify the performance obligations in the contract.

Step 3: Determine the transaction price.

Step 4: Allocate the transaction price to the performance obligations in the contract.
Step 5: Recognize revenue when (or as) the entity satisfies a performance obligation.

In principle, these steps sound straightforward, but executing them is not always simple. The full standard runs
700 pages long with all the amendments included. These amendments give guidance on specific issues related
to revenue recognition and outline the increased disclosure that will be required from companies under the new
rules.

In addition to changing the way companies recognize revenue, the new rule impacts some of the expenses
related to how companies obtain and satisfy contracts with customers. For example, companies now have more
discretion to capitalize sales commissions for long-term contracts. Rather than being expensed immediately,
these commissions are now recognized as contract assets on the balance sheet and amortized over the life of
the contract.

All in all, the new standard was so complex that the FASB pushed back the implementation date to give
companies more time to adjust. Fiscal year 2018 was the first year for which companies delivered fully audited
financial statements under ASU 2014-09.
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While every company that files under GAAP is subject to the new rule, the impact can vary widely. Some
companies, like US Steel (X), saw no change to their financial statements. Others experienced significant boosts
to revenue or earnings based on the new accounting rules. Below, we’ll walk through examples from three
different industries that have been especially impacted.

Software: Verint Systems (VRNT)

We previously highlighted how ASU 2014-09 |mpacted Verint Systems’ (VRNT) 2018 earnings in our article,
“This Tech Laggard Is Back in the Danger Zone.” The software industry has been particularly impacted by the

new rule due to the long-term nature of many cloud software recurring revenue contracts.

Under previous guidelines, revenue from software licensing agreements where payment for the license is paid in
installments over more than 12 months could only be recognized when the customer was billed for each
payment. Under the new standards, contracted revenue can be recognized upon transfer of control of the
software license.

This change accelerated the recognition of contracted revenue for software companies in 2018 and led to a
significant increase in revenue for some companies. In fiscal year 2018, VRNT, for example, recognized
additional revenues of $48 million (4% of total revenue and 50% of revenue growth) due to the adoption of the
new standard, as shown in Figure 1.

Figure 1: VRNT Income Statement with and Without the New Revenue Recognition Rule

Year Ended January 31, 2019
Balances without Adoption of ASU

(in thousands) As Reported Ho. 2014-09 Effect of Change Higher (Lower)

Consolidated Statement of

Operaticns

Product 5 454,650 ] 418,531 ] 36,119

Service and support 775,097 Te3,444 11,653

Costh of revenue; '

Product 129,922 124,705 5,217

Service and support 293,888 294,580 {692 1}
and Nthcoe

ISe".ling, general and I

administrative 426,183 440,124 113,941

Provislon for income Laxes F=T 1,842 H,1au

Net income T0,220 18,732 51,488

Sources: New Constructs, LLC and company filings

Figure 1 also shows that VRNT's selling, general, and administrative expense declined by $14 million, primarily
due to the capitalization of commissions paid to agents and sales personnel. As a result, VRNT received a $51.5
million boost to net income last year, which significantly impacted NOPAT as well. See Figure 2.

Figure 2: VRNT NOPAT With and Without Accounting Rule Change: 2013-TTM

Accounting Rule Change Accounts for Majority of
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Sources: New Constructs, LLC and company filings.
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Normally, our Robo-Analyst1 technology would collect this information and make an adjustment to account for
the impact of a new accounting rule change. However, ASU 2014-09 represents a complete overhaul of the
revenue recognition process, and the disclosure around its impact is too inconsistent for us to fully disaggregate
and adjust for its impact across all companies over all of their histories. Limited disclosures force us to accept
this new standard as the default going forward and study disclosures on a case by case basis with the hope that
we can find profit distortions.

Clearly, investors need to be on the lookout for companies — like Verint — with unusual changes to their income
statement in 2018 based on this new rule. Because disclosures on how the companies apply the rule vary so
much, we do not yet have comprehensive data on the rule’s impact. But, the rule has a material impact on every
software company we’ve analyzed so far.

The good news for investors is that the distortionary effect of this rule should dissipate after a year. The revenue
that was pulled forward into 2018 should be a one-time boost. The commissions that were capitalized appear on
the income statement as amortization. VRNT, and other companies like it, should see their revenue growth and
after-tax operating profit (NOPAT) revert to historical levels going forward.

Telecom: AT&T (T)

Telecom companies face significant challenges regarding the timing and allocation of their revenue due to their
tendency to bundle a variety of products and services together. These bundles make it difficult to determine what
portion of a transaction price is attributable to each performance obligation (Step 4 of the new standard) and
when each performance obligation is completed (Step 5 of the new standard).

As an example, a telecom company such as AT&T may sell a cell phone and cell service together with the price
of both bundled into a single monthly payment. This arrangement raises two important questions:

1. Are the cell phone and cell service two distinct performance obligations, or are they a single performance
obligation?

2. If they are separate performance obligations, should the revenue from the sale of the cell phone be
recognized immediately, or over the lifetime of the contract?

Under previous revenue guidance, the cell phone and the service were considered to be a single performance
obligation, and revenue from both could only be recognized as payments were received.

Under ASU 2014-09, however, these two items can be treated as distinct performance obligations. The revenue
from the cell service would be recognized monthly, but the entirety of the expected revenue from the sale of the
phone would be immediately recognized upon its transfer to the customer. The revenue that has been
recognized but not yet billed is recorded on the balance sheet as a contract asset.

In addition, the new revenue recognition standard advises companies to allocate transaction prices based on a
stand-alone selling price basis, i.e. the amount that a good or service would sell for on its own without a bundle.
Since AT&T often sells phones at highly discounted prices as part of its bundles, this new guidance causes the
company to report higher equipment revenue and lower service revenues than in the past, as shown in Figure 3.

1 Harvard Business School features our Robo-Analyst research automation technology in the case New Constructs: Disrupting Fundamental
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Figure 3: T Income Statement with and Without the New Revenue Recognition Rule

As
At or for the year ended December 31, 2018 Reported Historical Accounting Method
i il mt of Tneosmes

Service Revenues % 152,345 g 157,979
Equipment Hevenues 18,411 16,324
mperat;ng HKevenues 1T, 7506 L, 303
Other cost of revenues 32,9086 36,636
Selling, general and administrative expenses 36,765 38,961
Total Operating Expenses 144,660 150 ,5B&
Operating income 26,096 23,717
Income before income taxes 24,873 22,494
Income tax expenge 4,920 4,337
Net income 19,953 18,157
Net income attributable to ATa&T 5 19,370 5 17,597
Basic Earnings per Share Attributable to ATET g 2.85 g 2.59
Diluted Earnings per Share Attributable to ATET 5 2.85 5 2.59
Consolidated Balance Sheet:

Other current assets S 17,704 g 14,754
Other Asseks 24,809 22,144
Accounts payable and accrued liabilities 43,184 43,363
Advanced billings and customer deposits 5,948 6,012
Deferred income taxes 57,859 56,485
Other noncurrent liabilities 30,233 29,0837
Retained earnings 58,753 54,616
Accumulated other comprehensive income 4,249 4,258
Noncontrolling interest 1 9,795 g 9,737

Sources: New Constructs, LLC and company filings
Defense Industry: Lockheed Martin (LMT)

Roughly 70% of LMT’s revenue comes from contracts with the U.S. government, and many of these contracts
cover large-scale projects that may take years to complete and consist of a large number of deliverables. In
addition, the company often receives payment — or part of its payment — for these contracts prior to fulfilling the
performance obligations.

Under the prior revenue recognition guidance, LMT recognized revenue in two different ways based on the
nature of products or services delivered. It either recorded revenue under:

1. Percentage of Completion Cost-to-Cost: Recognize revenue as the costs to fulfill the contract are
incurred.

2. Percentage of Completion Units-of-Delivery: Recognize revenue as the various units of the contract
are delivered to the customer.

Under ASU 2014-09, this disparity has been resolved, and all contracts are now accounted for using the Cost-to-
Cost method. Since costs are typically incurred prior to the delivery of a unit, this new standard accelerates the
recognition of revenue for contracts that had previously been accounted for under the Units-of-Delivery method.

Unlike VRNT and T, LMT does not disclose how the new accounting rule impacted its financial statements for
2018. However, the company does show the impact of the retrospective adoption of the rule on its 2017 financial
statements.

It appears that about half of companies disclose the rule’s impact on current financials and half only disclose its
impact on past financials. So far, very few companies have disclosed the impact of the rule (past or present) on
their balance sheet as Lockheed Martin does. See Figure 4.
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Figure 4: LMT 2017 Balance Sheet With and Without the New Revenue Recognition Rule

Adjustments for
ASC 606

Historical Adjusted

Assets
Current assets

Receivables, net 16,338 )

Contract assels 7,992

Inventories 1,609
ner current assets

Total current assets 17,461 44 17,505
Property, plant and eguipment, net 5,775 - 5,775
Goodwill 10,807 - 10,807
Intangible assets, net 3,797 - 3,797
Deferred iIncome taxes 3,111 45 3,156
Other noncurrent assets B.570 10 5,580
Total assets £ 46,521 5 a9g L 46,620

Liabilities and equity
Current liabhilities

Accounts payable £ 1,487 5 - L 1,487
Contract liabilities “(a)} 6,752 276 7,028
Salaries, benefits and payroll taxes 1,785 - 1,785
Current maturities of long-term debt 750 - 75D
Other current liabilities 1,883 - 1,883
Total current liabilities 12,637 276 12,9132
Long-term debt, net 13,513 - 13,513
Accrued pension liabilities 15,703 - 15,703
Other postretirement benefit liakilities 7149 - 719
Other noncurrent liabilities 4,558 E10 ¥ 4,548
Total liabilities 47,130 266 47,39
Stockholders' eguity

Common stock, £1 par wvalue per share 284 - 284
Additional paid-in capital - - -
Retained earnings 11,573 {168 ) 11,405
Accurmilated other comprehensive loss (12,540 ) 1 112,539 )
Total stockholders' deficit (EB3 ) {167 } [B5D )
Moncontrolling interests in subsidiary T4 - 74
Total deficit (609 ) (16T ) (776 )
Total liabilities and eguity £ 45,521 L 99 % 46,620

Sources: New Constructs, LLC and company filings

The two largest changes under the rule are:

1. The reclassification of a significant portion of accounts receivables as contract assets instead.
2. A $1.6 billion reduction in inventories to reflect the accelerated recognition of revenue under the Cost-to-
Cost method.

While the components of the balance sheet shift around, the ultimate impact on total assets and liabilities is
negligible. In other words, the actual cash flows and assets of the company are not changing despite the new
revenue recognition standard.

How To Protect Yourself

Given the distortionary impact of the new rule, how should investors avoid being misled by changing accounting
rules?

The first step is to analyze free cash flow. While the new rule may atrtificially increase NOPAT for some
companies, those changes will also flow through the balance sheet and increase invested capital.
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Take the example of VRNT above. The new rule may have increased the company’s NOPAT from $30 million to
$90 million, but it also contributed to a $145 million increase in invested capital due to the increase in contract
assets and decrease in current liabilities on the balance sheet.

As a result, even though VRNT’s NOPAT increased in 2018, its free cash flow declined from -$27 million to -$54
million. When the trend in a company’s NOPAT and its free cash flow diverges in this manner, investors need to
focus on free cash flow.

In addition, investors should be on the lookout for companies that try to game the new revenue recognition rules
to maximize their reported revenue. On page 82 of its fiscal 2019 10-K, VRNT wrote:

“While the table below indicates that calculated revenue for the year ended January 31, 2019 without
the adoption of ASU No. 2014-09 would have been lower than the revenue we are reporting under the new
accounting guidance, this lower calculated revenue results not only from the impact of the new accounting
guidance, but also from changes we made to our business practices in anticipation and as a result of the new
accounting guidance.”

In other words, the company states it modified its business practices solely in an effort to hit accounting
numbers, even though those accounting numbers don’t actually have an impact on the real cash flows of the
business.

This gaming of the numbers should be a stark reminder to investors that financial statements do not tell the full
story of a business. Over the long-term, it is the economic cash flows, not the accounting earnings, of a business
that drive stock prices.

This article originally published on September 18, 2019.

Disclosure: David Trainer, Kyle Guske Il, and Sam McBride receive no compensation to write about any specific
stock, sector, style, or theme.

Follow us on Twitter, Facebook, LinkedIn, and StockTwits for real-time alerts on all our research.
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New Constructse - Research to Fulfill the Fiduciary Duty of Care

Ratings & screeners on 3000 stocks, 450 ETFs and 7000 mutual funds help you make prudent
investment decisions.

New Constructs leverages the latest in machine learning to analyze structured and unstructured
financial data with unrivaled speed and accuracy. The firm's forensic accounting experts work
alongside engineers to develop proprietary NLP libraries and financial models. Our investment ratings
are based on the best fundamental data in the business for stocks, ETFs and mutual funds. Clients
include many of the top hedge funds, mutual funds and wealth management firms. David Trainer, the
firm's CEQ, is regularly featured in the media as a thought leader on the fiduciary duty of care,
earnings quality, valuation and investment strategy.

To fulfill the Duty of Care, research should be:

1. Comprehensive - All relevant publicly-available (e.g. 10-Ks and 10-Qs) information has been
diligently reviewed, including footnotes and the management discussion & analysis (MD&A).

Un-conflicted - Clients deserve unbiased research.

3. Transparent - Advisors should be able to show how the analysis was performed and the data
behind it.

4. Relevant - Empirical evidence must provide tangible, quantifiable correlation to stock, ETF or

mutual fund performance.
Value Investing 2.0: Diligence Matters: Technology is Key to Value Investing With Scale

Accounting data is only the beginning of fundamental research. It must be translated into economic
earnings to truly understand profitability and valuation. This translation requires deep analysis of
footnotes and the MD&A, a process that our robo-analyst technology empowers us to perform for
thousands of stocks, ETFs and mutual funds.
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DISCLOSURES

New Constructs®, LLC (together with any subsidiaries and/or affiliates, “New Constructs”) is an independent organization with no management
ties to the companies it covers. None of the members of New Constructs’ management team or the management team of any New Constructs’
affiliate holds a seat on the Board of Directors of any of the companies New Constructs covers. New Constructs does not perform any
investment or merchant banking functions and does not operate a trading desk.

New Constructs’ Stock Ownership Policy prevents any of its employees or managers from engaging in Insider Trading and restricts any trading
whereby an employee may exploit inside information regarding our stock research. In addition, employees and managers of the company are
bound by a code of ethics that restricts them from purchasing or selling a security that they know or should have known was under consideration
for inclusion in a New Constructs report nor may they purchase or sell a security for the first 15 days after New Constructs issues a report on
that security.

DISCLAIMERS

The information and opinions presented in this report are provided to you for information purposes only and are not to be used or considered
as an offer or solicitation of an offer to buy or sell securities or other financial instruments. New Constructs has not taken any steps to ensure
that the securities referred to in this report are suitable for any particular investor and nothing in this report constitutes investment, legal,
accounting or tax advice. This report includes general information that does not take into account your individual circumstance, financial
situation or needs, nor does it represent a personal recommendation to you. The investments or services contained or referred to in this report
may not be suitable for you and it is recommended that you consult an independent investment advisor if you are in doubt about any such
investments or investment services.

Information and opinions presented in this report have been obtained or derived from sources believed by New Constructs to be reliable, but
New Constructs makes no representation as to their accuracy, authority, usefulness, reliability, timeliness or completeness. New Constructs
accepts no liability for loss arising from the use of the information presented in this report, and New Constructs makes no warranty as to results
that may be obtained from the information presented in this report. Past performance should not be taken as an indication or guarantee of
future performance, and no representation or warranty, express or implied, is made regarding future performance. Information and opinions
contained in this report reflect a judgment at its original date of publication by New Constructs and are subject to change without notice. New
Constructs may have issued, and may in the future issue, other reports that are inconsistent with, and reach different conclusions from, the
information presented in this report. Those reports reflect the different assumptions, views and analytical methods of the analysts who prepared
them and New Constructs is under no obligation to insure that such other reports are brought to the attention of any recipient of this report.
New Constructs’ reports are intended for distribution to its professional and institutional investor customers. Recipients who are not
professionals or institutional investor customers of New Constructs should seek the advice of their independent financial advisor prior to making
any investment decision or for any necessary explanation of its contents.

This report is not directed to, or intended for distribution to or use by, any person or entity who is a citizen or resident of or located in any
locality, state, country or jurisdiction where such distribution, publication, availability or use would be contrary to law or regulation or which
would be subject New Constructs to any registration or licensing requirement within such jurisdiction.

This report may provide the addresses of websites. Except to the extent to which the report refers to New Constructs own website material,
New Constructs has not reviewed the linked site and takes no responsibility for the content therein. Such address or hyperlink (including
addresses or hyperlinks to New Constructs own website material) is provided solely for your convenience and the information and content of
the linked site do not in any way form part of this report. Accessing such websites or following such hyperlink through this report shall be at
your own risk.

All material in this report is the property of, and under copyright, of New Constructs. None of the contents, nor any copy of it, may be altered in
any way, copied, or distributed or transmitted to any other party without the prior express written consent of New Constructs. All trademarks,
service marks and logos used in this report are trademarks or service marks or registered trademarks or service marks of New Constructs.
Copyright New Constructs, LLC 2003 through the present date. All rights reserved.
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