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Disclosure, Accounting and Form Considerations for Issuers
Preparing Filings for Fiscal Year 2018

SUMMARY

As issuers prepare their Form 10-K and 20-F filings for fiscal year 2018, they should consider the
guidance provided in some recent speeches from officials of the Securities and Exchange Commission
(“SEC”), which highlight a number of considerations relating to disclosure in periodic reports. This
memorandum summarizes several of those disclosure and accounting considerations, and highlights the
key changes to SEC disclosure rules that will affect Form 10-K and 20-F filings this upcoming reporting

season.

DISCLOSURE CONSIDERATIONS

As issuers prepare their annual SEC reports, they should take a fresh look at a number of topics that
have received increasing attention over the past year, particularly in speeches by SEC commissioners
and staff members. Although some issuers may not need to make changes, all issuers should evaluate
their disclosures in these areas in light of this increasing attention. SEC senior staff have observed in
public forums that a good way for issuers to gauge what disclosure may be appropriate is to consider
what information management has shared with the issuer’s board of directors on the particular topic, as
that should inform the type of information that ought to be considered for disclosure to investors in

periodic reports.

e LIBOR Phase Out. Financial regulators are actively working on transitions away from the London
Interbank Offered Rate (“LIBOR”) by the end of 2021, considering potential effects of the LIBOR
phase out, including their timing and magnitude, and developing benchmarks that may replace
LIBOR. LIBOR rates are commonly used as benchmark rates across a wide range of financial
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products and instruments. Issuers that may be impacted by the transition away from LIBOR should
consider disclosing that fact, as well as the risks associated with the transition. Issuers will need to
consider the particular impact on them of this transition, both in the near term, as a result of potential
market uncertainty and disruptions, as well as over the longer term, on debt instruments and
contracts already in effect that extend past 2021. Issuers should be reviewing their debt instruments
and contracts to understand the events that trigger a LIBOR substitution event and how a LIBOR
substitution would be implemented. Many legacy instruments do not address these matters in clear
and workable ways, and so issuers may need further efforts to work through the LIBOR transition. In
addition, issuers will need to consider the effects the LIBOR phase out will have on their accounting
policies and financial statements, including the impact it may have on their hedge accounting and
their ability to manage and hedge exposures to fluctuations in interest rates. SEC Chairman Jay
Clayton has publicly indicated that the SEC will scrutinize disclosure regarding the phase out of
LIBOR, identifying it as a major market risk that the SEC is monitoring.*

e Brexit. The United Kingdom’s pending exit from the European Union (“Brexit”) is approaching, with a
deadline for withdrawal in March 2019. In light of ongoing Brexit developments, issuers should
consider whether updates to their Brexit disclosures are warranted, particularly as uncertainties
remain unresolved or evolve, and as they develop a more informed understanding of the risks and
potential effects associated with Brexit. Chairman Clayton has indicated that the SEC has an interest
in ensuring that issuers provide adequate Brexit disclosure.?

As issuers consider revisions to their existing disclosure, they should consider the extent to which
they have developed plans and begun adjusting their businesses and operations in light of Brexit. To
the extent material, issuers should include more detailed disclosure around those preparations or, if
relevant, risks relating to the status of those preparations. For example, issuers may have begun
implementing plans to establish operations in other European countries as a way to maintain their
“passport” to engaging in business in Europe, or they may have identified the importance of such
plans but not made sufficient progress implementing them. Issuers’ understanding of the risks and
potential effects of Brexit will most likely continue to develop, and issuers’ disclosure should evolve
accordingly. Importantly, issuers should tailor their disclosure regarding the impact of Brexit to their
particular situations and avoid generic disclosures that do not give a clear indication of the anticipated
or possible effects of Brexit on their businesses and operations.

e Cybersecurity Disclosure. As cybersecurity has increasingly become a key area of risk for all public
companies, the SEC has over the past year and a half increased its focus on the topic as well. In
February, the SEC issued an interpretive release on cybersecurity,3 providing guidance to assist
public companies in their disclosure of cybersecurity risks and incidents, as well as ensuring the
adequacy of disclosure controls and procedures in the area of cybersecurity. In light of a number of
SEC enforcement actions against issuers for deficiencies in disclosures of cybersecurity risks and
incidents, as well as an SEC report of an investigation pursuant to Section 21(a) of the Securities
Exchange Act of 1934* of cyber-related frauds perpetrated against public companies, all issuers
should carefully review their existing disclosures about cybersecurity and update them as needed.

Key areas of focus for issuers include review of risk factors related to the potential harm of
cybersecurity incidents to their business, disclosure about cybersecurity controls and procedures and
discussion in management’s discussion and analysis of financial condition and results of operations
(“MD&A”) where cybersecurity events or compliance costs have had or are expected to have a
material effect on the issuer’s financial condition or results of operations. Issuers should also consider
risks relating to incident response, as well as whether changes in their business and operations—
such as entering new lines of business or changing business processes or practices—could have a
material effect on their risk exposure to cybersecurity incidents.

e Tariffs and Global Trade Uncertainties. Issuers have increasingly disclosed the experienced and
potential effects of tariffs and global trade uncertainties, and as these issues develop, issuers that
face risks associated with these matters should update their disclosure accordingly. In particular,
issuers should review their risk factor disclosure, as well as their MD&A, to the extent that tariffs and
global trade have been and are anticipated to continue to be factors significantly affecting their
financial condition or results of operations.
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e Impacts of Tax Reform. In the year since the Tax Cuts and Jobs Act (“Tax Act’) was enacted,
issuers have been including disclosure of the impact of the Tax Act on their businesses. Although this
disclosure has been included in periodic reports over the past year, issuers may still be finalizing their
evaluation of the income tax effects of the Tax Act and should be therefore updating their Tax Act
disclosures.® Issuers are required to finalize the income tax effects of the Tax Act in this year's Form
10-K and 20-F filings, and SEC staff have stated that they are monitoring Tax Act disclosure.®

ACCOUNTING CONSIDERATIONS
Recently Enacted Accounting Standards.
A number of accounting standards have gone into effect recently or will go into effect in coming years.
Wesley Bricker, the SEC’s Chief Accountant, recently identified several key areas of review for the SEC

arising out of accounting standards changes for which issuers should ensure adequate disclosure:

e Lease Accounting. New lease accounting standards require changes to how issuers will account for
leases on their balance sheets.” For most issuers, the new lease accounting standards will take effect
starting in the first quarter of 2019 (fiscal years starting after December 15, 2018). In advance of this,
many issuers have been including disclosure in their Forms 10-Q regarding the expected impact of
the adoption of the accounting standard. Chief Accountant Bricker stated that it is critical for
companies to identify and resolve transition, application and other implementation issues stemming
from the new lease accounting standards, and, drawing on experience from the revenue recognition
transition period, recommends early and thorough discussion about implementation with an issuer’s
auditor and audit committee.

e Current Expected Credit Losses. Beginning in 2020, issuers will be required to implement new
accounting standards related to the recognition of credit losses.? The new credit loss standards will
change how issuers recognize credit losses, shifting from an incurred loss model to an expected loss
model. Issuers affected by these new accounting standards, particularly financial institutions and
other issuers engaged in lending businesses, should begin evaluating the enhanced disclosure
regarding credit risk and credit losses that will be required. Although the standards will not be
effective for most issuers until 2020, the SEC staff expects issuers to include at least qualitative
disclosure in Forms 10-K on the expected impact of the implementation of these new accounting
standards.’

e Revenue Recognition. New accounting standards relating to revenue recognition went into effect in
2018. Chief Accountant Bricker stated that the SEC continues to monitor implementation of the
revenue recognition standards and issuers’ disclosure related to that implementation.lo Depending on
an issuer’'s circumstances, it may be appropriate for an issuer to consider how its peers have
approached new disclosures relating to the revenue recognition standards, particularly if industry
practices have evolved over the course of the year or its peers or others in its industry have received
comments on the new disclosures from the SEC staff.

Critical Audit Matters.

In addition, Chief Accountant Bricker stated that his office continues to monitor the implementation of the
Public Company Accounting Oversight Board (“PCAOB”) requirement for audit reports to disclose critical
audit matters (“CAMs”)."* These requirements take effect for large accelerated filers for fiscal years
ending in the second half of 2019, and for fiscal years ending on or after December 2020 for other
issuers. For large accelerated filers, in particular, issuers and their audit committees should be working

now with their independent auditors to understand the implications of CAMs disclosure.
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Recent publications from the Center for Audit Quality recommend issuers conduct a “dry run” on the
audited financial statements included in their upcoming Form 10-K and 20-F filings.'* Large accelerated
filers may wish to ask their auditors to consider, as they work on the 2018 year-end audit, what items
would have been considered CAMs in connection with that audit. Among other things, this would permit
the issuer to consider whether its own disclosures (for example, of critical accounting policies) are

consistent with, and provide fair context for, the items that the auditors would deem to be CAMs.

SEC FORM UPDATES

In August 2018, the SEC adopted rules (the “Disclosure Rules”)13 that changed certain disclosure
requirements applicable to Form 10-K and Form 20-F that were intended to eliminate or update
requirements that have become “redundant, duplicative, overlapping, outdated, or superseded” in light of
other SEC requirements, U.S. Generally Accepted Accounting Principles (“U.S. GAAP”), International
Financial Reporting Standards (“IFRS”) or changes in the information environment. The amendments do
not impose significant new disclosure obligations and seek to consolidate in a single section of a reporting
company’s annual report the presentation of certain information that previously appeared in several
sections of the document. The changes are incremental in nature and are intended “to facilitate the
disclosure of information to investors and simplify compliance without significantly altering the total mix of
information provided to investors.” This memorandum does not cover all changes made to the
regulations, but rather focuses on key provisions of the Disclosure Rules applicable to corporate issuers
as they prepare their Form 10-K and 20-F filings for fiscal year 2018.

e Segment Financial Information. Issuers are no longer required to include segment financial
information in the description of their business in Item 1 of Form 10-K. The Disclosure Rules deleted
Iltem 101(b) of Regulation S-K, which required disclosure of segment financial information,
restatement of prior periods when reportable segments change and discussion of interim segment
performance that may not be indicative of current or future operations. U.S. GAAP requires similar
disclosures and Item 303(b) of Regulation S-K requires an issuer to discuss material changes in
results of operations to identify any significant elements of the issuer’s income or loss from continuing
operations which do not arise from or are not necessarily representative of the issuer's ongoing
business. Segment disclosure will instead continue to be required in the notes to the financial
statements and the MD&A section, to the extent applicable.

e Research and Development. Issuers are no longer required to disclose amounts spent on research
and development in the business description in Iltem 1 of Form 10-K and Item 5.C of Form 20-F. The
Disclosure Rules deleted Item 101(c)(1)(xi) of Regulation S-K, which required disclosures in the
business description, if material, of the amount spent on research and development activities, and
deleted the corresponding provision in Item 5.C of Form 20-F. The SEC noted that compliance with
requirements of U.S. GAAP and IFRS result in reasonably similar, and in some cases, broader,
disclosures in the financial statements despite a difference in terms used.

e Financial Information by Geographic Area. Instead of detailed disclosure of information by
geographic area in the description of an issuer’s business in Item 1 of Form 10-K, scaled disclosure
must now be included in MD&A, Item 7 of Form 10-K. The Disclosure Rules deleted Items 101(d)(1)
and 101(d)(2) of Regulation S-K, which required disclosure of financial information by geographic
area, Item 101(d)(3), which required disclosures of any risks associated with an issuer’s foreign
operations and any segment’s dependence on foreign operations and Item 101(d)(4), which required,
where interim financial statements are presented, a discussion of the facts that indicate the three-year
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financial data for geographic performance may not be indicative of current or future operations.
Comparable U.S. GAAP and other SEC disclosure requirements include Item 503(c) of
Regulation S-K, which requires disclosure of significant risk factors in Item 1A of Form 10-K, and Item
303(a) of Regulation S-K, which requires disclosure of trends and uncertainties by segment as well as
elements of income which are not necessarily indicative of the issuer’'s ongoing business in Item 7 of
Form 10-K. However, the SEC amended Item 303(a) of Regulation S-K to add explicit references to
geographic areas in the requirement to disclose trends and uncertainties by segments, so issuers will
likely provide the same scope of information in the MD&A as used to be disclosed in the Business
section.

e Market for Issuer’s Common Equity. The Disclosure Rules amended Item 201(a)(1) of
Regulation S-K, which required disclosure of the principal U.S. markets where an issuer's common
equity trades, high and low sale prices or bid quotations for an issuer's common equity for each
qguarter within the two most recent fiscal years and subsequent interim period and the price of
common equity as of the last practicable date. Issuers are no longer required to disclose this
information in Item 5 of Form 10-K. The SEC noted that daily market prices of most publicly traded
common equity securities are freely and readily available through a number of sources, including the
exchanges’ websites. The Disclosure Rules added a requirement that issuers identify the trading
systems for each class of their common equity.

Similarly, the Disclosure Rules eliminated the requirement to disclose price history of stock to be
offered or listed for both the U.S. market and the principal trading market outside the United States in
Iltem 9.A.4 of Form 20-F, including annual, quarterly and monthly high and low market prices, and the
Disclosure Rules now require only disclosure of the U.S. and principal foreign markets where the
issuer's common equity trades and trading symbols assigned to such common equity.

e Dividends and Restrictions on Transfer of Securities. Certain disclosure about dividends and
restrictions on dividends and related items will be found only in an issuer’s financial statements rather
than Item 5 of Form 10-K or Items 10.F and 14 of Form 20-F. The Disclosure Rules amended Item
201(c)(1) of Regulation S-K and these Items in Form 20-F to eliminate the requirement to disclose the
frequency and amount of cash dividends declared. The SEC noted that Rule 3-04 of Regulation S-X,
as amended, will require disclosure of the amount of dividends in interim periods and the frequency of
dividends will be evident from this disclosure.

The Disclosure Rules also amended the requirement in Item 201(c)(1) of Regulation S-K, and
Item 10.F of Form 20-F to disclose restrictions (including restrictions on the ability of an issuer’s
subsidiaries to transfer funds to it in the form of cash dividends, loans or advances) that currently or
are likely to materially limit the issuer's ability to pay dividends on its common equity. These
disclosures will continue to be in the financial statements pursuant to revised Rule 4-08(e)(3) of
Regulation S-X.

e Elimination of Ratios of Earnings to Fixed Charges, Statements of Computation of Per Share
Earnings. Issuers are no longer required to disclose historical and pro forma ratios of earnings to
fixed charges (or fixed charges and preferred stock dividends). The Disclosure Rules deleted
Iltem 503(d) of Regulation S-K, Item 1010(a)(3) of Regulation M-A and relevant portions of
Instruction 7 to “Instructions as to Exhibits” of Form 20-F, which required such disclosure for issuers
that register debt securities or preferred stock. Accordingly, issuers will no longer be required to file
the corresponding exhibits with their Form 10-K or Form 20-F filings, as the Disclosure Rules deleted
ltem 601(b)(12) of Regulation S-K, which required statements of computation of ratios. The
Disclosure Rules also eliminated Item 601(b)(11) of Regulation S-K and Instruction 6 to “Instructions
as to Exhibits” of Form 20-F, which required statements of computation of earnings per share.

e Elimination of Exchange Rate Data for Foreign Private Issuers. The Disclosure Rules eliminated
the requirement for foreign private issuers to disclose exchange rate data in Form 20-F when financial
statements are prepared in a currency other than the U.S. dollar.

o Reference Room and Website Requirements. Issuers should update their disclosure in Item 1 of
Form 10-K on where investors can find copies of its filings and more information about the issuer. The
Disclosure Rules deleted the requirements to identify the SEC’s Public Reference Room and disclose
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its physical address and phone number, as paper filings are now only permitted or required in very
limited circumstances. In addition, the Disclosure Rules require all issuers, instead of just accelerated
and large accelerated filers, including foreign private issuers in Iltem 4 of Form 20-F, to disclose their
internet addresses, if available.

XBRL Updates
In addition, issuers should be prepared for upcoming changes implemented by the SEC related to

machine-readable eXtensible Business Reporting Language (“XBRL”) rules (the “XBRL Amendment”).*

e Elimination of Website Postings of XBRL Files. The XBRL Amendment eliminated the requirement
for issuers to make XBRL information available on their websites. The SEC noted that most XBRL
information is accessed through the SEC’s EDGAR system rather than through individual issuer
websites. The XBRL Amendment became effective on September 17, 2018, and corresponding
changes to the cover page of Form 10-K have been made to eliminate reference to the website
posting of XBRL files.

e Inline XBRL. All issuers that prepare financial statements in accordance with U.S. GAAP or IFRS are
required to comply with the SEC’s XBRL requirements, which entail providing information from
financial statements in XBRL format. Under the XBRL Amendment, issuers are required to utilize
Inline XBRL, which integrates the XBRL information into the issuer’s filings. Previously, the issuer
would submit XBRL information to the SEC through its EDGAR filing system, and then the EDGAR
system would create the interactive data files. Although the SEC began accepting Inline XBRL filings
in June 2016, the vast majority of issuers have not utilized the functionality. The SEC stated that it
expects Inline XBRL to reduce the time and effort to prepare XBRL disclosures, reduce
inconsistencies between the issuer’s filing and its XBRL data and improve data accessibility. Large
accelerated filers that prepare financial statements in accordance with U.S. GAAP will first be
required to use Inline XBRL for quarterly fiscal periods ending on or after June 15, 2019."
Accelerated filers that prepare financial statements in accordance with U.S. GAAP will be required to
comply with the requirements on the same date of the following year, and all others on the same date
in 2021.

SMALLER REPORTING COMPANIES

On June 28, 2018, the SEC adopted rules (the “SRC Rules”)le to expand the definition of “smaller
reporting companies” to allow additional issuers to take advantage of the scaled disclosure requirements
under Regulation S-K and Regulation S-X applicable to smaller reporting companies. The SRC Rules
became effective September 10, 2018. Under the SRC Rules, a company may qualify for the benefits of
smaller reporting company status if it either has a public equity float of less than $250 million or annual
revenues of less than $100 million and less than $700 million of public float (or no public float). The
adopting release for the SRC Rules provided that companies that meet these initial qualification
thresholds for fiscal years ending after September 10, 2018, the effective date of the SRC Rules, can
qualify as smaller reporting companies even if they did not qualify under the previous definitions."’ Issuers
that qualify as smaller reporting companies have scaled disclosure requirements for their description of

business, audited financial statements, MD&A and executive compensation and benefits disclosures.
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The topics reviewed above reflect recent trends that have developed over this past year, as well as public
statements from officials at the SEC, that all issuers should consider as they prepare for the Form 10-K
and 20-F season. However, each issuer’s disclosure is unique, and therefore needs to be tailored to its

particular facts and circumstances.

Copyright © Sullivan & Cromwell LLP 2018
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