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Generally accepted accounting principles (GAAP)
provide for a standardized method of calculating va-
rious performance measures, such as net income, in-
come from continuing operations, and cash flow from
operations. There are two primary sources of GAAP -
the International Financial Reporting Standards (IFRS),
as developed by the International Accounting Standards
Board (IASB), and the U.S. GAAP, as developed by the
Financial Accounting Standards Board (FASB). Howe-
ver, non-GAAP performance measures have been repor-

1 REVIEW: NON-GAAP REPORTING

ted by companies for several decades, as an alternative
to these GAAP measures. Managers argue that these
non-GAAP measures improve the information about
the core earnings of their companies. Company mana-
gers have discretion in determining what is included and
what is not included in the calculation of these non-GA-
AP performance measures. In this essay, I review non-
-GAAP reporting, make a call for the ethical reporting
of non-GAAP performance measures, and make recom-
mendations for ways to improve non-GAAP reporting.

Since 2001, the U.S. Securities and Exchange Com-
mission (SEC) has expressed concern about the poten-
tial for non-GAAP earnings disclosures to mislead in-
vestors (Dow Jones & Company, 2001; Securities and
Exchange Commission, 2001a, 2001b). While non-GA-
AP earnings figures may not be credible to all finan-
cial statement users, prior research suggests that some
stakeholders rely heavily on non-GAAP earnings (Fre-
derickson & Miller, 2004; Elliot, 2006; Bhattacharya,
Black, Christensen, & Mergenthaler, 2007). In 2010,
Howard Scheck, Chief Accountant at the SEC’s Division
of Enforcement, identified non-GAAP earnings me-
trics as a fraud risk factor (Leone, 2010). In July 2013,
the SEC formed a taskforce to scrutinize companies’
non-GAAP earnings metrics that could potentially be
misleading “with an eye toward possible enforcement
cases” (Rapoport, 2013). In addition, aggressive non-
-GAAP reporting is now one of the top five reasons for
the SEC comment letters (Ernst & Young, 2012).

In response to fears that companies could use non-
-GAAP earnings disclosures to mislead investors, the
SEC issued a warning to investors about the potential
dangers of relying on pro forma earnings figures in De-
cember 2001. Then, in July 2002, the Sarbanes-Oxley
Act became law, prohibiting the use of non-GAAP ear-
nings to mislead investors in any way. Moreover, as a
part of the 2002 Sarbanes-Oxley Act (SOX), the U.S.
Congress directed the SEC to issue regulations to imple-
ment these rules. Subsequently, the SEC issued Regula-

tion G, which became effective in early 2003. The SEC
Rule 33-8176 defines a non-GAAP financial measure as
follows:

Definition of Non-GAAP Financial Measure: nu-
merical measure of a registrant’s historical or futu-
re financial performance, financial position or cash
flows that includes amounts that are not part of the
most directly comparable GAAP measure or exclu-
des amounts that are part of the most directly com-
parable GAAP measure.

Non-GAAP reporting has also been an area of at-
tention internationally. In 2002, the International Or-
ganization of Securities Commissions (IOSCO) issued
a release to alert and caution investors and other users
of financial statements about non-GAAP earnings dis-
closures (International Organization of Securities Com-
missions, 2002) . More recently, Hans Hoogervorst,
chairman of the IASB, in a panel discussion at the Ac-
counting & Finance/TFRS Research Forum, indicated
his willingness to consider additional standard setting
on non-GAAP performance reporting . In addition, in
2014, IOSCO issued a proposed statement, patterned
soon after on the use and presentation of non-GAAP
financial measures, stating that:

Non-GAAP financial measures can be useful to
issuers and investors because they can provide addi-
tional insight into an issuer’s financial performan-



ce, financial condition and/or cash flow. The use of
non-GAAP financial measures also can provide is-
suers with flexibility in communicating useful, entity-
-specific information. Problems can arise, however,
when non-GAAP financial measures are presented
inconsistently, defined inadequately, or obscure fi-
nancial results determined in accordance with GAAP.
Furthermore, non-GAAP financial measures typically
lack a standardised meaning and thus are generally
not comparable from one issuer to the next (Inter-
national Organization of Securities Commissions,
2014).

In a recent article published by The New York Ti-
mes, it is informed that 334 companies in the Standard
& Poor’s 500-stock index reported non-GAAP earnings
last year, up from 232 such companies in 2009. The dollar
amount of cost adjustments made to those companies’
profits totaled $132 billion last year, more than double
the amount in 2009 (Morgenson, 2015). Prior research
debates whether these ‘manager-customized’ earnings
provide investors with a clearer picture for forecasting
future operating performance (not conveyed by GAAP
earnings) or simply portray an overly optimistic depic-
tion of performance (Bhattacharya, Black, Christensen,
& Larson 2003; Curtis, McVay, & Whipple, 2014). This
skepticism about non-GAAP reporting stems from the
fact that these earnings disclosures are not audited, the-
refore, allow managers increased discretion in providing

non-standard performance metrics.

As an example of the extreme nature of some of these
non-GAAP disclosures, recently one company provided
11 different non-GAAP financial measures. This com-
pany presents the following financial measures to supple-
ment its Consolidated Financial Statements, which are
prepared in accordance with the IFRS. These measures
are designed to measure growth, capital efficiency, cash
and profit generation, and optimization of XYZ’s capital
structure:

¢ Orders and order backlog;

¢ Adjusted or organic growth rates of revenue and
orders;

¢ Book-to-bill ratio;

¢ Total sectors profit;

¢ Return on equity (ROE) (after tax);

¢ Return on capital employed (ROCE) (adjusted);
+  Free cash flow (FCF);

¢ Adjusted EBITDA, adjusted EBIT, and adjusted
EBITDA margins;

+  Earnings-effects from purchase price allocation
(PPA);

¢ Net debt; and
¢ Adjusted industrial net debt.

2 ETHICAL REPORTING OF NON-GAAP FINANCIAL MEASURES

Black, Black, Christensen, and Heninger (2012)
found that non-GAAP reporting in the U.S. is generally
viewed in a more positive light in the post-Sarbanes
Oxley legislation period, after the implementation of
Regulation G. In addition, investors seem to be able to
distinguish some types of aggressive reporting and dis-
count these firms on the stock market. Further, our re-
sults imply that earnings regulation may have increased
the average quality of non-GAAP earnings disclosures
by filtering out misleading disclosures.

Managers have a menu of choices from which they
can choose to influence stakeholder perceptions, and
their selection within a given period depends on the
relative costs and benefits of each menu choice. If ma-
nagers can meet their strategic objectives based on
neutral reporting of solid operating performance, then
they have no need to manage GAAP earnings or report
non-GAAP earnings to alter stakeholder perceptions.
However, operating performance alone does not enable
companies to meet or beat earnings targets, then mana-

gers can use the discretion allowed within GAAP to in-
fluence the reporting of current performance with their
available menu choices, such as real earnings manage-
ment (e.g. decreasing discretionary spending), accruals
management (e.g. managing reserves), classification
shifting (McVay, 2006; Fan, Barua, Cready, & Thomas,
2010; Abernathy, Beyer, & Rapley, 2014), and expecta-
tion management (Matsumoto, 2002). However, some-
times managers’ best efforts to manage earnings cannot
produce GAAP earnings that meet or beat strategic ear-
nings targets or expectations. It is then that we hypothe-
size that managers are most likely to turn to non-GAAP
reporting.

Black, Christensen, Joo and Schmardebeck (2015)
found evidence suggesting that managers prefer to meet
expectations based on neutral reporting of solid ope-
rational performance. They also found that, conditio-
nal on missing analysts’ expectations after employing
both accruals and real earnings management, firms are



more likely to report non-GAAP earnings. They report
a substitute relation between earnings management and
managers propensity to report earnings and to do so
aggressively, even after controlling for past accruals ma-
nagement, current operating performance, prior non-
-GAAP reporting, and the costs of earnings manage-
ment.

Managers and analysts also have conference calls in
which information is exchanged and expectations about
financial performance are made. Black, Christensen,
Kiosse and Steffen (2015b) found that managers can
influence analysts’ street earnings expectations and ad-
justments through these conference calls.

Given the influence management has on providing
financial performance measures, it is imperative that
managers exercise this influence in an ethical manner.
Non-GAAP financial measures are used by a varie-
ty of stakeholder groups, including investors, lenders,
employees, compensation committees. Such measures
should be developed and provided to these stakehol-
ders so that it is clear for these users to understand and
use them in various ways. Non-GAAP numbers may be
very beneficial, but they can also be used to manipulate
information in order to mask underlying firm perfor-
mance. To this end, managers need to make sure that
adjustments and modifications that are made do not

create confusion.

Many financial users are able to distinguish this
management attempt to manipulate firm perceptions
and, in fact, research has shown that these firms’ sto-
ck returns are punished (Black & Christensen, 2009).
However, not all investors and other users are able to
discriminately determine the usefulness of non-GAAP
measures, and small less sophisticated investors are at a
disadvantage (Bhattacharya et al., 2007).

Regulation G requires companies that make availa-
ble non-GAAP financial measures to the public to also
provide a clear and understandable reconciliation to the
most closely comparable GAAP financial measure. Re-
gulation G is intended to ensure that investors receive
adequate information in evaluating a company’s use of
non-GAAP financial measures. The earnings announ-
cement that provides non-GAAP figures is furnished
on Form 8-K and it might provide users with a sour-
ce of reference for obtaining a company’s most recent
statements regarding its financial condition. The new
rules and amendments are in the public interest and
consistent with the protection of investors. In addition,
for providing a reconciliation of non-GAAP with GAAP
financial measures, the company needs to provide an
explanation and statement of purpose for non-GAAP
disclosure.

3 RECOMMENDATIONS FOR NON-GAAP REPORTING

Unfortunately, there is no Regulation G required or
enforceable worldwide. Therefore, it is of paramount im-
portance that international firms that provide non-GAAP
disclosure adhere to the spirit and requirements that Re-
gulation G recommends. There is a long way to ensure that
non-GAAP financial reporting is done in a way that makes
information useful to various stakeholders.

Nevertheless, this is not enough. Non-GAAP financial
measures need to be determined in a way that is not misle-
ading, even if there is full reconciliation and disclosure. The
use of non-recurring items as adjustments when preparing
a non-GAAP financial measure is a questionable practice,
just as the use of a non-GAAP figure to meet a benchma-
rk or target that could not have been met through normal
GAAP.

I recommend the following to be done: even though the
audit committee is responsible for the audited financial sta-
tements, they should also play a role in providing oversight
in non-GAAP reporting that a company does to help ensu-
ring that transparent and unbiased non-GAAP disclosure
has been provided, which is useful and not misleading to

users. This might elevate the importance and monitoring
over non-GAAP reporting.

In addition, there is evidence that ethical training is
beneficial to improve the behavior of accounting profes-
sionals (Black, Burton & Stocks, 2015). I recommend that
ethical training on the preparation and use of non-GAAP
financial measures is provided to accounting professionals
on an ongoing basis. The SEC keeps having many comment
letters related to problems with non-GAAP reporting. They
may provide the basis for case studies on the preparation,
calculation, and disclosure of non-GAAP performance
measures.

In conclusion, I make the following non-GAAP finan-
cial reporting recommendations for companies worldwide:

1. Follow the guidelines from the SEC, Regulation G.

2. Avoid the use of recurring items as adjustments for
non-GAAP measures.

3. Include audit committee oversight of non-GAAP re-



porting.

4. Provide training through continuing professional
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