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Non-GAAP Financial Measures

SEC Staff Updates Guidance and Indicates Plans to Increase Scrutiny
of Non-GAAP Financial Measures

SUMMARY

The SEC’s Division of Corporation Finance has issued new and revised Compliance and Disclosure
Interpretations (“C&DIs”) regarding the use of non-GAAP financial measures by reporting companies in
public disclosures and filings. The new C&DIs note several uses of non-GAAP financial measures that
the staff views as potentially misleading; interpret very expansively the “equal or greater prominence”
requirement applicable to SEC filings and earnings releases included in a Form 8-K Report; and provide
restrictive new guidance on the use of certain per share measures. The guidance comes against a
backdrop of growing criticism in the financial press and in recent public statements by senior SEC officials
of companies’ use of non-GAAP financial measures. In public comments since the release of the new
guidance, the staff has indicated that it intends to increase its scrutiny of non-GAAP financial measures

and the number of comments it issues relating to use of these measures by reporting companies.

BACKGROUND

Regulation G addresses the use of non-GAAP financial measures in public disclosures by U.S. and
non-U.S. reporting companies, and Item 10(e) of Regulation S-K imposes additional restrictions on the
use of such measures in SEC filings (including earnings releases furnished under Iltem 2.02 of Form 8-K).
Both Reg. G and ltem 10(e) define a “non-GAAP financial measure” as a numerical measure of a
reporting company’s historical or future financial performance, financial position or cash flows that
excludes or includes amounts that are included or excluded, as the case may be, from the most directly
comparable financial measure calculated and presented under GAAP in the company’s financial

statements.
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Reg. G requires that when a reporting company publicly discloses material information containing a
non-GAAP financial measure, it must accompany the measure with a presentation of the most directly
comparable GAAP measure and a reconciliation of the differences between the non-GAAP measure and
the comparable GAAP measure. Item 10(e) requires that when a reporting company discloses a
non-GAAP financial measure in an SEC filing (or earnings release furnished in a Form 8-K), the filing
must present the most directly comparable GAAP measure with equal or greater prominence, and must
include a numerical reconciliation of the kind required by Reg. G, an explanation of the reasons why
management believes the non-GAAP measure provides useful information to investors and, to the extent

material, the additional purposes, if any, for which management uses the measure.

In recent months, a number of senior SEC officials have expressed concern about misleading non-GAAP
financial measures, non-GAAP financial measures that are presented in an unduly prominent manner and
the increasing reliance and reporting on non-GAAP measures by analysts and the financial press. For
example, in March, the SEC’s chief accountant, James V. Schnurr, noted that the SEC staff had observed
“a significant and, in some respects, troubling increase over the past few years in the use of, and nature
of adjustments within, non-GAAP measures by companies as well [as the] prominence that the analysts

and media have accorded such measures when reporting on the results of the companies they cover.”*

HIGHLIGHTS FROM THE REVISED GUIDANCE
The revised guidance provides examples of non-GAAP financial measures that the staff views as
potentially misleading, an expansive interpretation of the “equal or greater prominence” requirement, and

examples of per share measures that the staff considers objectionable.

Misleading Non-GAAP Financial Measures

The revised guidance states that a non-GAAP measure could be misleading if it excludes non-recurring
charges but does not exclude non-recurring gains that occurred in the same period. The guidance also
notes that a non-GAAP “performance measure that excludes normal, recurring, cash operating expenses
necessary to operate a registrant’s business could be misleading.” The guidance only addresses cash
operating expenses, and does not address measures excluding stock-based compensation expense and
other non-cash recurring expenses, although such measures have also been criticized in the financial

press.

Another new interpretation proscribes non-GAAP performance measures that accelerate revenue, relative
to when it is permitted to be recognized under GAAP, and notes that measures that use “individually
tailored recognition and measurement methods” to adjust other GAAP financial statement line items

would raise a similar concern.

' James V. Schnurr, Remarks before the 12th Annual Life Sciences Accounting and Reporting

Congress (March 22, 2016), available at https://www.sec.gov/news/speech/schnurr-remarks-12th-life-
sciences-accounting-congress.html.
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The guidance notes that a non-GAAP measure could be misleading if it is presented inconsistently
between periods — for example, if a company adjusts for a charge or gain in one period, but then does not
adjust that measure for a similar charge or gain in a subsequent period — unless the change is disclosed
and the reasons for it are explained. However, “depending on the significance of the change, it may be
necessary to recast prior measures to conform the current presentation and place the disclosure in the
appropriate context.” The requirement for consistency between periods may also lead to staff comments
where a company discontinues using a non-GAAP measure, suggesting that companies may wish to

proactively explain in their filings the rationale for such changes.

Prominence of Non-GAAP Financial Measures

The guidance provides a new and very expansive reading of the “equal or greater prominence”
requirement applicable to SEC filings and earnings releases included in a Form 8-K. Although it
acknowledges that determining “whether a non-GAAP measure is more prominent than the comparable
GAAP measure generally depends on the facts and circumstances in which the disclosure is made,” the
guidance then gives eight examples of presentations the staff finds unacceptable, several of which

effectively require that the corresponding GAAP measure receive greater prominence:

e Presenting a full income statement of non-GAAP measures or presenting a full non-GAAP
income statement when reconciling non-GAAP measures to the most directly comparable GAAP
measures;

e Omitting comparable GAAP measures from an earnings release headline or caption that includes
non-GAAP measures;

e Presenting a non-GAAP measure using a style of presentation (e.g., bold, larger font) that
emphasizes the non-GAAP measure over the comparable GAAP measure;

e A non-GAAP measure that precedes the most directly comparable GAAP measure (including in
an earnings release headline or caption);

e Describing a non-GAAP measure as, for example, “record performance” or “exceptional” without
at least an equally prominent descriptive characterization of the comparable GAAP measure;

e Providing tabular disclosure of non-GAAP financial measures without preceding it with an equally
prominent tabular disclosure of the comparable GAAP measures or including the comparable
GAAP measures in the same table;

e Excluding a quantitative reconciliation with respect to a forward-looking non-GAAP measure in
reliance on the “unreasonable efforts” exception in Item 10(e)(1)(i)(B) without disclosing that fact
and identifying the information that is unavailable and its probable significance in a location of
equal or greater prominence; and

e Providing discussion and analysis of a non-GAAP measure without a similar discussion and
analysis of the comparable GAAP measure in a location with equal or greater prominence.

Per Share Measures
The new guidance confirms the longstanding staff position that non-GAAP liquidity measures (other than
the traditional “funds from operations” metric commonly reported by real estate investment trusts) may not

be presented on a per share basis in SEC filings. The guidance goes on to state that even when
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management presents a metric solely as a performance measure, “the staff will focus on the substance of
the non-GAAP measure and not management’s characterization” of it, and as an application of that

approach, states the EBIT and EBITDA may never be presented on a per share basis.

IMPLICATIONS

Historically, earnings releases have attracted relatively few SEC staff comments, despite their being
submitted to the SEC under Item 2.02 of Form 8-K. We would expect an increased volume of staff
comments relating to the use of non-GAAP measures in these earnings releases, and in other SEC filings,

going forward. Companies should therefore be reviewing their disclosures in light of the new guidance.

Implications for Foreign Private Issuers

The application of these developments to “foreign private issuers” is somewhat complex. Earnings
releases of dual-listed foreign private issuers are generally not subject to the Reg. G and Item 10(e)
requirements, even when submitted to the SEC on Form 6-K. However, these requirements do apply to
any earnings release submitted on Form 8-K (including by a foreign private issuer using that form), and to
any materials included or incorporated by reference into an Annual Report on Form 20-F (though not an
Annual Report on Form 40-F, under the MJDS system) or a registration statement under the Securities
Act of 1933. Foreign private issuers may also wish to consider the extent to which these requirements

might be seen to represent “best practice”, at least in some quarters.

* * *
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