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Non-GAAP measures:
The role of the audit committee

Understanding the use of non-GAAP measures continues to be an area
of focus for investors and the SEC. Is it for your audit committee, to0?
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Introduction

More than 20 years after the dot-com boom sparked a proliferation of
non-GAAP financial measures, they continue to expand and remain an
important part of the financial reporting process. The measures can play an
important role in showing a view of the company’s financial or operational
results to supplement what is captured in the financial statements.
Non-GAAP measures adjust a company’s operating performance, financial
position, or cash flows by excluding or including amounts from the most
directly comparable GAAP measure. They can help management tell the
company'’s story to users of the financial statements that gives a view into
the company “through the eyes of management.”

Today, non-GAAP measures are so ubiquitous that nearly all S&P 500
companies include at least one measure in their regulatory filings, earnings
release, and other company-prepared materials. At the same time, investors
and other stakeholders are increasingly evaluating companies based on data
outside of the audited US GAAP financial information. Non-GAAP measures
are used for several reasons, including valuing companies, evaluating
executive compensation, and understanding a company’s strategy and
long-term outlook. Given the ongoing global disruptions associated with
world events, and an overall uncertain global economic environment, more
companies may consider non-GAAP adjustments to give effect to infrequent
or unusual gains or charges.




o—| Common non-GAAP financial measures
o_
o_

e Operating income that excludes one or more expense items

e Adjusted revenue, adjusted earnings, and adjusted earnings per share
e EBIT and EBITDA, and adjusted EBIT and EBITDA

e Core earnings

* Free cash flow

e Funds from operations

¢ Net debt, which could be calculated as borrowings less cash and cash equivalent
or borrowings less derivative assets used to hedge the borrowings

e Measures presented on a constant-currency basis, such as revenues and operating expenses

What'’s the big deal about using non-GAAP measures? For one thing, the information needs to be
“investor-grade,” meaning the information presented is complete, accurate, and consistent with how
management understands the business. Second, the SEC is watching and asking questions. So, what
should companies and their audit committees be thinking about when it comes to non-GAAP measures?
That’s what we want to share with you.

It is important that audit committees understand whether—and how
and why —management uses non-GAAP measures and performance
metrics, and how those measures are used in addition to GAAP
financial statements in the company’s financial reporting and in
connection with internal decision making. We encourage audit
committees to be actively engaged in the review and presentation of
non-GAAP measures and metrics to understand how management
uses them to evaluate performance, whether they are consistently
prepared and presented from period to period, and the company’s
related policies and disclosure controls and procedures.”

SEC, Statement on Role of Audit Committees in Financial Reporting and Key Reminders Regarding , ,
Oversight Responsibilities.
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A brief history

2001 2003 2010 2003-2022

] [ ] [ ] [ ]
SEC issues SEC adopts Regulation SEC issues SEC increases focus on
“cautionary advice” G and Item 10(e) of compliance non-GAAP measures
and enforces action Regulation S-K, and disclosure and updates its guidance
based on non-GAAP addressing the interpretations by releasing additional
financial measures disclosure of non-GAAP compliance and
for the first time financial measures disclosure interpretations

The use of non-GAAP measures is not new nor the debate around them. Non-GAAP measures were
popular in the 1990s, and many companies used them in earnings press releases. However, the
accounting scandals of the early 2000s caused concern that those measures were misleading investors,
resulting in the SEC issuing “cautionary advice,” and leading to the Commission’s first enforcement
action based on non-GAAP measures. In 2003, as directed by the Sarbanes-Oxley Act, the SEC
adopted regulations to address the disclosure of non-GAAP measures. Key among the regulations was
a minimum requirement that public companies disclose a reconciliation of the non-GAAP measure to the
closest GAAP metric and require that the measure not be misleading.

In 2010, the SEC revised its guidance, allowing companies to include non-GAAP measures in SEC filings
that adjusted for non-recurring items, as long as recurring items were not labeled as non-recurring.
Further, the SEC encouraged companies using non-GAAP measures outside of their SEC filings to
include those measures in SEC filings so that communications with investors were consistent.

In 2016 the SEC updated its interpretive guidance by releasing additional compliance and disclosure
interpretations (C&DIs).

The most significant themes of the updated C&DlIs were:

e Guidance on the kinds of non-GAAP measures that are potentially misleading

e Ensuring that the presentation of GAAP measures relative to non-GAAP measures is presented with
“equal or greater prominence”

e The prohibition of certain per-share presentations

¢ The calculation and presentation of the income tax effects of non-GAAP measure adjustments
Certain of the C&DIs denoted a shift by SEC staff to a more prescriptive approach to non-GAAP financial
measures. For example, the C&DIs provided examples of disclosures that give undue prominence to

non-GAAP measures, such as including only a non-GAAP measure in an earnings release headline. The
C&DlIs were updated in 2018 and further updated in 2022.
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Why is this topic relevant?

Over the last several years, non-GAAP measures have been back in the spotlight. Non-GAAP measures
are used more than ever before, and most of the time, companies’ non-GAAP results are stronger than
those reported under GAAP. Companies are also faced with recording and disclosing infrequent or
unusual gains and charges resulting from significant global events. At the same time, SEC scrutiny of
non-GAAP disclosures has kept it as a perennial top comment letter theme.

SEC comment letter trends

The SEC staff continues to focus on whether non-GAAP financial measures comply with its C&Dls on
this topic, including whether certain performance indicators should have been identified as non-GAAP
measures and whether identified non-GAAP measures are presented with the most directly comparable
GAAP financial measure at the appropriate prominence level.

In recent years, non-GAAP measures has been one of the top areas of SEC comment letters. In 2024, it
was the top area receiving SEC comment letters. Most of the SEC staff comments focused on
registrants’ use of non-GAAP measures in earnings releases and SEC filings. The SEC staff also reviews
non-GAAP measures that registrants include in communications elsewhere (e.g., on their website, in
investor presentations). Past areas of focus have included:

e The presentation with equal or greater prominence of the most directly comparable GAAP
financial measure;

e The reconciliation to the most comparable GAAP financial measure;

e The appropriateness of adjustments to eliminate or smooth items identified as non-recurring,
infrequent, or unusual;

e The use of individually tailored accounting principles; and

e The disclosure of why management believes the non-GAAP presentation provides useful information
to investors regarding the financial condition or results of operations of the registrant.

Topics receiving the most SEC comment letters

Current Period Relative change in number Absolute change in number
(10/1/2023 - 9/30/2024)" of letters compared to the  of letters compared to the

Prior Period? Prior Period?

1 Non-GAAP measures - T
2 Management’s discussion and analysis —_ J
3  Segment reporting —_ N
4  Revenue recognition — N
5  Business combinations J J

(1) This analysis was performed based on topical areas assigned by research firm Audit Analytics for comment letters publicly issued in the 12 months ended September 30,
2024 (Current Period) and the 12 months ended October 1, 2023 (Prior Period) in relation to Form 10-K and Form 10-Q filings.

(2) Compares the change in percentage of each type of comment letter relative to the total population of comment letters in the Current Period and Prior Period of 1,296 and
1,359, respectively.

(3) Compares the number of each type of comment letter in the Current and Prior periods as defined in (1) above.

Source: PWC, SEC comment letter trends, November 2024.
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What are the rules around non-GAAP information?

Unless you are steeped in the SEC rules covering non-GAAP information, they can be confusing.

Part of this is caused by rules that are dependent on where or how the non-GAAP information is
communicated. A measure becomes a non-GAAP measure and is subject to the SEC’s non-GAAP rules
and interpretive guidance when it excludes amounts that are included in (or includes amounts that are
excluded from) the most directly comparable GAAP measure. Operating or other statistical measures
(for example, unit sales, number of employees, and number of subscribers), certain ratios,' and financial
information that does not provide numerical measures that are different from the comparable GAAP
measures (for example, the amount of debt repayments planned but not yet made) are not subject to
the non-GAAP guidance.

Which non-GAAP rules govern the presentation of non-GAAP measures depends on where the
disclosure will appear. The disclosure requirements vary based on the applicable regulation. Regardless
of the source, all of the governing regulations share an overarching principle that non-GAAP information
cannot be misleading.

We summarize below elements of the various rules but do not address all aspects of the regulations and
interpretive guidance. For more information, see the SEC’s website.

Determining the applicable non-GAAP rules

Where does the non-GAAP disclosure appear? Which regulation governs?

e Earnings calls Regulation G
e Media interviews
¢ |nvestor and industry presentations

e Certain press releases (including earnings

guidance)

e Annual and quarterly earnings press releases Item 2.02 of Form 8-K

e Filings with the SEC Regulation S-K Item 10(e)
— Form 10-K
- Form 10-Q

— Registration statements

— Proxy statements

1 Those calculated using exclusively (1) GAAP financial measures, and/or (2) operating measures that
are not non-GAAP financial measures
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Non-GAAP disclosure requirements

Disclosure requirements Regulation G Item 2.02 of Form 8-K Regulation S-K
Item 10(e)

Most directly comparable
GAAP measure

Reconciliation to

Equal or greater
prominence to GAAP X X
measure

Why management
believes investors would

find the non-GAAP 8 8
measure useful

Management purpose,

if any, of the non-GAAP X X

measure

Companies may also be subject to express prohibitions depending on which regulation governs a
particular non-GAAP disclosure. For example, charges or liabilities that require cash settlement cannot
be excluded from any measure of liquidity. Additionally, adjusting a non-GAAP performance measure

to eliminate or smooth items described in a filing with the SEC as being non-recurring, infrequent, or
unusual when such items are likely to recur or have occurred over a two-year period is prohibited under
Item 10(e). And, importantly, non-GAAP disclosures are prohibited from being included in financial
statements or pro-forma financial information.

Remember: Non-GAAP financial measures may not be subject to a company’s internal control over
financial reporting—but should be.
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Can the non-GAAP adjustments be trusted?

The use of GAAP provides uniformity in how companies report their financial performance. But, as
discussed above, most S&P 500 companies choose to report non-GAAP measures in addition to GAAP
measures. If done appropriately, non-GAAP measures can provide insights into how management views
a company’s business, past performance, and potential prospects.

However, with the emergence of more “non-traditional” non-GAAP measures (e.g., associated with newer
industries and business models) and the proliferation of non-GAAP measures generally, the majority

of which show non-GAAP results exceeding GAAP results, critics have questioned whether, in some
instances, the alternative measures are painting too rosy a financial picture. These factors could lead

to an overall lack of trust of non-GAAP measures.

Importantly, non-GAAP measures are not audited, and the preparation of non-GAAP information is
typically not covered by a company’s internal control over financial reporting. Since non-GAAP measures
and metrics are not included in the financial statements and are often included only in press releases, the
information is not covered by the external auditor’s professional auditing literature. Although auditors do
not report on these measures, some management and audit committees may use the external auditor

as an informal sounding board on whether the company has complied with non-GAAP regulations.

Given the continued interest in non-GAAP measures from stakeholders, advocacy groups, and the SEC,
companies should periodically reevaluate the purpose of their non-GAAP measures and the process and
controls around them, and stay abreast of further developments in this area.

| o
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The impact of global events

Over the past couple of years, companies have been faced with recording and disclosing infrequent
or unusual gains or charges as a direct result of significant global events. So how should a company
identify the adjustments that are attributable to these kinds of events? As with other non-GAAP
adjustments, this identification will require judgment based on the facts and circumstances.

Some questions to consider when evaluating non-GAAP adjustments that may relate to significant
global events include:

e |s the adjustment e |s the amount e |s the adjustment e |s the adjustment
directly attributable to incremental to based on actual sufficiently defined
a significant global normal operations? amounts (versus to allow reasonable
event? hypothetical costs or quantification?

e Would the item have lost opportunities)?
been incurred absent ¢ The SEC staff has
the significant global stated it does
event? not believe it is

appropriate to present
a non-GAAP measure
that adjusts for lost
revenue.

e |s it expected to
continue after the
global event is over?

As with any non-GAAP measure, a company that decides to present non-GAAP measures that
include adjustments relating to significant global events should:

¢ Provide robust disclosure relating to the adjustments attributable to the significant event;

e Ensure the controls and procedures surrounding the presentation of the event-related non-GAAP
measures include appropriate governance practices and policies;

¢ Present the non-GAAP information consistently between periods;
e Consider presenting the gross amount of adjustments separate from the tax effects; and

e Highlight why management finds the measure or metric useful and how it helps investors assess the
impact of a significant event on the company.
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Distinguishing non-GAAP measures and key
performance indicators

In addition to non-GAAP measures, companies may choose to present key performance indicators
(KPls) that also assist in understanding the financial performance, growth, and business operations or
model of a company. KPIs consist of operating and other statistical metrics that cover both financial
and non-financial reporting information but are not presented in the financial statements nor derived
from measures on the financial statements. KPIs are not defined by an authoritative standard-setter and
are not subject to the same SEC rules as non-GAAP measures. KPIs are usually operating metrics that
supplement the financial statements to give further insight into the core activity of a business. Examples
of KPIs include number of clients, same store sales, net revenue expansion, and average selling price.

While KPIs are not considered non-GAAP financial measures and are not directly subject to the rules and
interpretations for non-GAAP measures, SEC staff has indicated that companies should provide certain
disclosures about them, many of which are similar to those a company would provide for non-GAAP
financial measures.

Recent developments in KPI guidance

In recent years the use of KPIs has sparked discussions around the need for authoritative guidance
relating to their use. In January 2020, the SEC released interpretive guidance relating to the disclosure
requirements of Regulation S-K when presenting KPIs and other metrics in a company’s MD&A. The
updates more closely align the KPI guidance with the disclosure requirements for non-GAAP measures.

Registrants should consider whether additional disclosure is necessary to provide investors with
adequate context for understanding the metrics presented. The staff would generally expect additional
disclosures addressing and ensuring:

e A clear definition of the metric and how it is calculated
e A statement indicating the reasons why the metric provides useful information to investors

e A statement indicating how management uses the metric in managing or monitoring the performance
of the business

The guidance also directs registrants to evaluate whether the disclosure of significant estimates or
assumptions that are used in deriving KPI calculations are required to prevent the metric from being
materially misleading. Additionally, companies are advised to disclose (if material) any differences in how
the metric is calculated or presented between periods, the reasons for any changes in methodology,

the effects of the change on any amounts disclosed or previously reported, and any other differences

in methodology and results that are reasonably expected to be relevant to understand the company’s
performance. The guidance also reinforces the importance of effective disclosure controls and procedures.
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Where does the audit committee fit in?

Here are some questions audit committees may want to ask management in fulfilling their oversight
responsibilities:

/@ Why has management chosen to present the non-GAAP measure?

e What is the purpose of the non-GAAP measure?

e Which competitors and peer companies use non-GAAP measures and how do they compare
to those used by the company?

e What questions or feedback has management received from investors or analysts on a
specific non-GAAP measure(s)?

What is management’s process to calculate the non-GAAP measure?

e What procedures are in place to ensure the calculations are accurate and consistent with
those of prior periods?

e |s the process covered by management’s internal control over financial reporting or other
disclosure controls? If not, why not?

e Has the company considered having internal audit perform a review of the internal controls
over the derivation of non-GAAP measures to determine whether the controls are effective?

a— What are the incentives for possible “earnings management”?

e What is the company’s policy on what will give rise to a non-GAAP adjustment? How is
materiality considered in this policy?

e What are the areas of judgment?
e How do non-GAAP measures impact management compensation?

¢ How does management’s disclosure committee focus on non-GAAP measures and consider
their appropriateness?

AFIK Is the presentation and disclosure fair, balanced, and transparent?

¢ Are GAAP measures presented with equal or greater prominence?
¢ |s the disclosure descriptive and transparent or “boilerplate”?

e Has the company received an SEC comment letter focused on any non-GAAP matters?

>
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—B Do the measures comply with the SEC regulations and the SEC staff’s
(;I interpretive guidance?

e (Can the measures potentially be considered misleading?
¢ Are prohibited measures excluded?

e Are adjustments to arrive at a non-GAAP measure labeled as non-recurring, infrequent,
or unusual expected to recur in the next two years?

o—] Are KPlIs clearly defined and appropriately disclosed?
o_

* |s additional disclosure necessary to ensure the metric is not materially misleading, including
further information on any estimates or assumptions underlying the metric or its calculation?

¢ Are the reasons for any changes in the methodology of material KPIs appropriately disclosed?

e \What disclosure controls and procedures are in place to ensure the completeness and
accuracy of KPIs?

The audit committee has a significant role in overseeing the presentation of non-GAAP measures. Given
the current volatile global environment and potential impacts on companies’ reporting, this will likely
continue to be an area of focus for the SEC staff.

For more information about the steps companies can take to build confidence in their non-GAAP
measures, see the following resources:

To GAAP or to non-GAAP

US SEC Comment Letter Trends: Non-GAAP Measures

Non-GAAP: What'’s trending in SEC comments (Podcast)

Non-GAAP financial measures: 5 things you need to know (Podcast)

How non-GAAP measures and key performance indicators can impact your IPO
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How PwC can help

To have a deeper discussion about how this topic might
impact your business, please contact your engagement
partner or a member of PwC’s Governance Insights Center.

Contacts

Ray Garcia
Leader, Governance Insights Center
ray.r.garcia@pwc.com

Stephen G. Parker
Partner, Governance Insights Center
stephen.g.parker@pwc.com

Gregory Johnson
Director, Governance Insights Center
gregory.johnson@pwc.com
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