
Commuters on the London Underground would be familiar with the warning to “mind the 
gap”. The investment industry is in dire need of a similar warning but with an extra A – 
“Mind the GAAP”. GAAP refers to Generally Accepted Accounting Principles. 

The aim of GAAP is to help management teams present 
the affairs of a business in a fair and transparent manner. 
These accounting principles should make the value of a 
dollar earned in one company comparable to another. 
However, in our view GAAP and its global counterparts 

are also arming management teams with the tools to paint 
a vague and sometimes distorted picture of reality. We 
have always believed cash flows provide a better lens to 
understand the health of any business. However, analysing 
broader accounts gives us important clues about the 
quality of management. At the other end of these 
accounts is a manager painting a picture for investors to 
observe and interpret. 

Accounting distortions often happen under the guise of 
being transparent. For example, in order to be clearer and 
more comparable across borders, there is a rising trend, 
particularly in the US, to report two sets of accounts – 
one based on US GAAP and the other non-GAAP. 
Firstly, it is a strange concept to digest that a company 
could have two very different profit numbers. Secondly, 
the difference between these numbers continues to widen 
raising more questions than the intended transparency 
seeks to answer. It is akin to producing two versions of 
the Mona Lisa using different painting techniques and 
brushes. And, as they age, these paintings begin to look 
increasingly different. So which one is the real painting or 
which set of accounts is the more accurate representation 
of the business? 

Ansys* is a world-leading software simulation provider and 
has been publishing GAAP and non-GAAP statements for 
many years. Non-GAAP operating profits and net profits 
are higher than GAAP numbers by 56%, and 43% 
respectively in 20211. And this disparity has been rising 
over the years. In 2016, non-GAAP operating profits and 
net profits were only 23% and 21% higher than GAAP 
accounts2. As per company disclosures, non-GAAP results 
exclude stock-based compensation, payroll taxes related 
to stock-based compensation, amortisation of acquired 
intangibles, transaction expenses related to mergers and 
acquisitions and adjustments for the income tax effect of 
the excluded items. To our simple minds, all of the above 
are regular expenses which should be accounted for. It is 
our firm belief that such accounting choices do not 
accurately represent the financial health of the business. 

Management at Ansys advocates the virtues of 
transparency as the basis for reporting non-GAAP 
numbers. But annual report disclosures state that non-
GAAP financial measures are used to evaluate 

management performance, allocate resources, set targets, 
and, most importantly, determine management 
compensation. There is danger in this approach that goes 
well beyond the stated aims of transparency. Being 
measured on non-GAAP metrics means there is potential 
that management teams ignore the actual costs of doing 
business, take excessive risks and are not held financially 
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accountable for the negative consequences of their 
decisions. The increasing gulf between the two sets of 
accounts, alongside a rapid increase in stock-based 
compensation, suggests a financial engineering flywheel 
could be at work.

The longer this continues the larger the risks become. 
We have observed over many years that the aggressive 
use of options as a compensation tool impacts culture 
and incentivises poor behaviour. For example, KLA 
Corporation*, which makes technologies that enable 
metrology, advanced inspection and computational 
analysis in the electronics industry, engaged in generous 
options issuance and used aggressive accounting 
practices leading up to 2006. An investigation by the SEC3 
forced KLA to restate its accounts and replace its senior 
leadership. The restatements wiped out a material portion 

of equity that had been patiently built over decades. KLA 
had to spend many valuable years rebuilding its trust with 
employees, customers and shareholders.

Accounting is about choices, and understanding these 
choices helps us build a better picture of financial and 
management quality. And history continues to serve as an 
important lens through which to interpret these 
accounting portraits. Irrational and aggressive accounting 
practices are neither unusual nor recent. In a time of 
generally rising share prices, we believe management 
teams are emboldened and encouraged to employ such 
practices. The rewards encourage them to persist with 
these practices. It becomes a self-fulfilling prophecy. 
However, when share prices fall or when growth starts 
slowing, the accounting shenanigans become clearer and 
attract attention. This time should not be any different.
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This article was originally published by ESG Investor on 25th 
November 2022

* For illustrative purposes only. Reference to the names of each company mentioned in this communication is merely for 
explaining the investment strategy and Stewart Investors does not necessarily maintain positions in such companies. 
Any fund or stock mentioned in this presentation does not constitute any offer or inducement to enter into any 
investment activity nor is it a recommendation to purchase or sell any security.

1 Source: Ansys 2021 Annual Report

2 Source: Ansys 2016 Annual Report

3 Source: US Securities and Exchange Commission
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Important information
This material is for general information purposes only. It does not constitute investment or financial advice and does not 
take into account any specific investment objectives, financial situation or needs. This is not an offer to provide asset 
management services, is not a recommendation or an offer or solicitation to buy, hold or sell any security or to execute 
any agreement for portfolio management or investment advisory services and this material has not been prepared in 
connection with any such offer. Before making any investment decision you should conduct your own due diligence and 
consider your individual investment needs, objectives and financial situation and read the relevant offering documents 
for details including the risk factors disclosure. Any person who acts upon, or changes their investment position in 
reliance on, the information contained in these materials does so entirely at their own risk.

We have taken reasonable care to ensure that this material is accurate, current, and complete and fit for its intended 
purpose and audience as at the date of publication but the information contained in the material may be subject to 
change thereafter without notice. No assurance is given or liability accepted regarding the accuracy, validity or 
completeness of this material.

To the extent this material contains any expression of opinion or forward-looking statements, such opinions and 
statements are based on assumptions, matters and sources believed to be true and reliable at the time of publication 
only. This material reflects the views of the individual writers only. Those views may change, may not prove to be valid 
and may not reflect the views of everyone at First Sentier Investors.

Past performance is not indicative of future performance. All investment involves risks and the value of investments and 
the income from them may go down as well as up and you may not get back your original investment. Actual outcomes 
or results may differ materially from those discussed. Readers must not place undue reliance on forward-looking 
statements as there is no certainty that conditions current at the time of publication will continue.

References to specific securities (if any) are included for the purpose of illustration only and should not be construed as 
a recommendation to buy or sell the same. Any securities referenced may or may not form part of the holdings of First 
Sentier Investors’ portfolios at a certain point in time, and the holdings may change over time.

References to comparative benchmarks or indices (if any) are for illustrative and comparison purposes only, may not be 
available for direct investment, are unmanaged, assume reinvestment of income, and have limitations when used for 
comparison or other purposes because they may have volatility, credit, or other material characteristics (such as number 
and types of securities) that are different from the funds managed by First Sentier Investors.

Selling restrictions
Not all First Sentier Investors products are available in all jurisdictions.

This material is neither directed at nor intended to be accessed by persons resident in, or citizens of any country, or 
types or categories of individual where to allow such access would be unlawful or where it would require any 
registration, filing, application for any licence or approval or other steps to be taken by First Sentier Investors in order to 
comply with local laws or regulatory requirements in such country.

This material is intended for ‘professional clients’ (as defined by the UK Financial Conduct Authority, or under MiFID II), 
‘wholesale clients’ (as defined under the Corporations Act 2001 (Cth) or Financial Markets Conduct Act 2013 (New 
Zealand) and ‘professional’ and ‘institutional’ investors as may be defined in the jurisdiction in which the material is 
received, including Hong Kong, Singapore, Japan, and the United States, and should not be relied upon by or be passed 
to other persons.

About First Sentier Investors
References to ‘we’, ‘us’ or ‘our’ are references to First Sentier Investors, a global asset management business which is 
ultimately owned by Mitsubishi UFJ Financial Group, Inc (MUFG). Our investment team operates under the trading name 
of Stewart Investors which is part of the First Sentier Investors Group.

This material may not be copied or reproduced in whole or in part, and in any form or by any means circulated without 
the prior written consent of First Sentier Investors.

We communicate and conduct business through different legal entities in different locations. This material is 
communicated in:

 > Australia and New Zealand by First Sentier Investors (Australia) IM Ltd, authorised and regulated in Australia by the 
Australian Securities and Investments Commission (AFSL 289017; ABN 89 114 194311)

 > the European Economic Area by First Sentier Investors (Ireland) Limited, authorised and regulated in Ireland by the 
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Central Bank of Ireland (CBI ref no. C182306; Registered office: 70 Sir John Rogerson’s Quay, Dublin 2, Ireland; 
Company no. 629188).

 > Hong Kong by First Sentier Investors (Hong Kong) Limited and has not been reviewed by the Securities & Futures 
Commission in Hong Kong. First Sentier Investors and Stewart Investors are business names of First Sentier 
Investors (Hong Kong) Limited.

 > Singapore by First Sentier Investors (Singapore) (Company no. 196900420D) and this advertisement or material has 
not been reviewed by the Monetary Authority of Singapore. First Sentier Investors (registration number 
53236800B) and Stewart Investors (registration number 53310114W) are business divisions of First Sentier 
Investors (Singapore).

 > Japan by First Sentier Investors (Japan) Limited, authorised and regulated by the Financial Service Agency (Director 
of Kanto Local Finance Bureau (Registered Financial Institutions) No.2611).

 > the United Kingdom by First Sentier Investors (UK) Funds Limited, authorised and regulated by the Financial 
Conduct Authority (FCA ref no. 143359;  Registered office: Finsbury Circus House, 15 Finsbury Circus, London 
EC2M 7EB; Company no. 2294743).

 > the United States by First Sentier Investors (US) LLC, authorised and regulated by the Securities Exchange 
Commission (RIA 801-93167).

 > other jurisdictions, where this document may lawfully be issued, by First Sentier Investors International IM Limited, 
authorised and regulated in the UK by the Financial Conduct Authority (FCA ref no. 122512; Registered office: 23 
St. Andrew Square, Edinburgh, EH2 1BB; Company no. SC079063).

To the extent permitted by law, MUFG and its subsidiaries are not liable for any loss or damage as a result of reliance on 
any statement or information contained in this document. Neither MUFG nor any of its subsidiaries guarantee the 
performance of any investment products referred to in this document or the repayment of capital. Any investments 
referred to are not deposits or other liabilities of MUFG or its subsidiaries, and are subject to investment risk, including 
loss of income and capital invested.
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