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Renewed SEC Focus On Non-GAAP Measures: 1 Year Later
By Elaine Harwood, Frank Mascari and Laura Simmons, Cornerstone Research
Law360, New York (May 16, 2017, 3:56 PM EDT) -In recent years, the use of non-GAAP financial measures[1] has become more
widespread, and the magnitude of the differences between non-GAAP and GAAP
(generally accepted accounting principles) measures has grown. For example, in
fiscal year 2015, non-GAAP earnings per share (EPS) of companies in the Dow Jones
Industrial Average were approximately 31 percent higher than EPS reported based
on GAAP.[2] Earnings for S&P 500 firms grew nearly 14 percent from 2012 to 2015
based on non-GAAP measures, but were essentially unchanged based on GAAP.[3]
One year ago, on May 17, 2016, the U.S. Securities and Exchange
Commission issued interpretive guidance on non-GAAP financial measures,
signaling an increased focus on these measures. This article explores the effect of
this increased focus on SEC enforcement and litigation and what the future may
hold.
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Non-GAAP Measures
Non-GAAP measures may be presented in registrants’ periodic reports, as well as
registration statements, as long as they comply with Regulation G and Item 10(e) of
Regulation S-K. Guidance related to the use of non-GAAP measures includes that
they generally must be reconciled to the most directly comparable GAAP measure,
they cannot be presented in a manner that gives them greater prominence than
comparable GAAP measures, and they must be accompanied by disclosures as to
why management believes they are useful to investors.[4]
Non-GAAP measures are commonly reported by public companies. In fact, Audit
Analytics reported that 88 percent of S&P 500 companies used at least one nonGAAP measure in their earnings releases between July and September 2015.[5] As
shown below, the most common measures were adjusted EPS and adjusted
income/operating income, followed by adjusted cash flows and EBITDA/adjusted
EBITDA (earnings before interest, tax, depreciation and amortization).
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While not the first time attracting attention, non-GAAP measures received renewed focus one year ago
with the SEC’s issuance of revised compliance and disclosure interpretations (C&DIs) that clarified the
SEC’s views on non-GAAP measures.[6] The C&DIs addressed a number of concerns regarding the use of
non-GAAP measures, including “cherry-picking” adjustments to create the measures, the prominence of
non-GAAP measures over GAAP measures, failures to reconcile non-GAAP to GAAP measures, and
consistency in presentation of non-GAAP measures between periods.[7]
The SEC continues to emphasize the need for caution with regard to the use of non-GAAP measures.
Earlier this month, SEC Chief Accountant Wesley Bricker described that issues concerning non-GAAP
financial measures have implications for other measures reported by firms, such as operating metrics,
noting that these also are subject to bias in reporting. He further observed that reporting processes
associated with non-GAAP metrics may require more effort than GAAP-related processes because the
latter benefit from the standard-setting process associated with GAAP while the former do not.[8]
Regulatory Actions and Private Litigation
It is well-known that SEC comment letters on non-GAAP measures became highly prevalent following
the May 2016 C&DIs.[9] Our research focuses on SEC enforcement actions, as well as private litigation
(i.e., securities class actions) involving non-GAAP measures.
Prior to the May 2016 C&DIs, SEC enforcement actions involving non-GAAP financial measures had been
rare.[10] However, as of the date of this article, we are aware of three enforcement actions since the

May 2016 C&DIs, two involving individuals and the third involving a public company. Across these three
cases, allegations included manipulations of adjusted EBITDA, falsely reporting adjusted funds from
operations (AFFO) to meet analyst consensus projections, presenting non-GAAP financial measures with
greater prominence than GAAP measures, and failing to reconcile a non-GAAP measure to GAAP.[11]
Thus, the SEC’s enforcement actions to date allege issues that are consistent with concerns addressed in
its C&DIs.
Turning to private litigation, there are not many traditional securities class action filings involving nonGAAP measures.[12] This may not be surprising in light of the lack of disclosure requirements for
changing or correcting non-GAAP measures that could trigger a stock price decline that would provide
the basis for a shareholder class action. For example, there is no requirement to issue a Form 8-K to
correct an error in a previously reported non-GAAP measure.[13]
The inclusion of non-GAAP metrics in proxy statements has been growing dramatically. For example,
Audit Analytics reported that in 2009 less than 20 percent of proxy statements included non-GAAP
measures, but that by 2016 the frequency of non-GAAP language had increased to almost 60
percent.[14] Accordingly, we researched private litigation involving claims related to the use of nonGAAP measures in conjunction with merger and acquisition transactions.
Overall, an unprecedented number of federal class actions involving M&A transactions were filed in
2016, a significant portion of which involved non-GAAP issues. In particular, our findings indicate that
nearly one-third of the M&A lawsuit filings included allegations related to non-GAAP measures —
specifically, the lack of a reconciliation of non-GAAP to GAAP measures.[15] The vast majority of the
M&A lawsuits involving non-GAAP measures were filed subsequent to the SEC’s May 2016 C&DIs, and a
number of the complaints cite the SEC’s concerns about the use of those measures.
Although plaintiffs allege that companies did not include a reconciliation of projected non-GAAP
measures to the most directly comparable GAAP measure as required, the SEC guidance provides an
exception to the reconciliation requirement for forward-looking information when the information
needed for the reconciliation is not available without “unreasonable efforts.”[16] The SEC’s C&DIs
directly address the use of this exception and require a company that relies on the exception to disclose
that fact, as well as to identify the information that is unavailable and its probable significance.[17]
The chart below shows the frequency of specific non-GAAP measures identified in M&A-related
litigation. While adjusted EPS was the most prevalent measure reported in earnings releases, it was
identified in the smallest proportion of cases for the categories shown for M&A lawsuits. In contrast,
EBITDA/adjusted EBITDA and adjusted cash flows were the most prevalent measures involved in M&A
case allegations.[18]

Looking Ahead
The future of regulatory actions and/or litigation involving non-GAAP measures depends in large part on
how firms respond to last year’s guidance. Audit Analytics issued a report noting varying degrees of
“improvement” across different categories of non-GAAP disclosure issues following the issuance of the
C&DIs.[19] For example, there was a substantial reduction in the prominence of non-GAAP measures as
presented in the headlines and text of press releases, but smaller changes for other issues. Part of the
reason for the variation in responses to the C&DIs is that they involve judgment to interpret. For
example, whether an adjustment to arrive at a non-GAAP measure that is not specifically prohibited by
SEC guidance could result in a non-GAAP measure that is misleading requires judgment, and the SEC
and/or plaintiffs may not agree with management’s judgment.[20]
With respect to regulatory actions, the SEC has indicated that it expects to provide more comment
letters on non-GAAP disclosures. Those could lead to informal or formal investigations, but we expect
that enforcement actions may take a while to surface.
With respect to securities class action filings, some of what the future holds may be connected with SEC
actions. For example, traditional securities class actions may increase if, as a result of the comment
letter process, the SEC requires disclosure of corrections of non-GAAP measures, and those disclosures
trigger stock price declines. In addition, we observed that some of the companies that were sued by
shareholders in M&A lawsuits were also subject to a comment letter from the SEC related to their use of
non-GAAP measures. The ultimate resolution of the existing private litigation, and the potential filing of

more litigation, may depend on the SEC’s conclusions as to the appropriateness of firms’ non-GAAP
disclosures.
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