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How to read earnings’

 

publications

Introduction:

For an equity investor, publications of results by issuers are one of the highlights of the financial year. These results impact significantly on the share 
price, and therefore on the gains investors hope to make. Unfortunately, there is no standard format for interpreting these results. These guidelines 
for investors set out to clarify some of the key elements in financial reporting.

Understanding financials

Companies usually publish three types of 
accounting documents:

-The income statement (or profit and loss) 
includes all the company's income  
(revenue from sales, financial income,  
exceptional items, etc.) and expenses 
(purchases of raw materials, payroll, 
financial expenses, taxes, etc.) for the 
period under consideration. The income 
statement presents the most significant 
aggregates, i.e. revenue, operating  
income and net profit/(loss).

-The balance sheet provides a snapshot 
of the company's assets, which are 
partially owned by the shareholder. The 
balance sheet summarises the company's 
assets (tangible and intangible assets,  
cash and cash equivalents, etc.) and its 
liabilities (shareholders' equity and the 
company's debt). Unlike the income  
statement and the cash flow statement  
(see below), which shows the cash flows 
during the year, the balance sheet is 
drawn up on a precise date (the reporting 
date, for example).

-The cash flow statement details the  
changes in cash and cash equivalents / 
net debt. This statement summarises 
operating cash flows (related to the day- 
to-day operation of the company),  
investment flows (acquisitions and  
disposals of assets) and financing flows 
(financing, new debt lines, and so on).

These documents are closel y 
interlinked

As you can see, these documents are  
complementary: one provides the inflows 
and outflows, while the other gives a 
'snapshot'. The approaches al so 
complement each other, as the income 
statement reflects all the changes that  
generated the profit/(loss), while the cash 
flow statement only shows flows that 
impact on cash and cash equivalents. 

Although prepared according to different 
methods, they are designed to ensure 
that the financial statements are  
consistent. All these documents are  
interlinked. For example, a capita l 
expenditure in a new production tool will 
be recorded as follows:

-under assets in the balance sheet: an 
increase in capital assets offset by a 
reduction in cash and/or increase in debt 
(under liabilities);

-in the income statement: recurrent  
depreciation to reflect the annual loss in 
value of the production assets acquired. 
In addition, changes in cash flow / debt 
will have an impact on financial income;

- in the cash flow statement: the cash and 
cash equivalents generated in the period 
under consideration will be reduced by 
the investment amount, which will 
therefore have an impact on net cash 
(reflected in the balance sheet).

Publication tricks

Company financial statements ar e 
generally standardised throughout a 
region (prepared according to US GAAP 
in the United States and IFRS in Europe). 
Although these accounting standards 
have been prepared to ensure the 
greatest possible consistency, they fall  
short of total convergence between the 
US and Europe, so that attempting to  
compare company performances can be 
misleading.

More importantly, these standards allow 
companies to take advantage of a certain 
degree of flexibility that may be conducive 
to improving the presentation of their 
financial statements. For example, a  
company can choose amortization or  
depreciation over a more or less lengthy 
period, a decision that impacts  
substantially on its financial statements: 
an asset valued at €100 million and 
amortized over 10 years will generate an 
expense of €10 million per year, but the 
expense generated by the same asset 
amortized over 20 years will be half that 
amount.

Investors will need to address how 
accounting (amortisation/depreciation,  
revenues, etc.) and financial (operating 
income, financial income, net profit/(loss) 
and so on) figures are arrived at to avoid 
potential tricks.



By carefully scrutinising the balance sheet 
and its structure, potential investors can 
gauge a company's financial soundness. 
A balance sheet showing a very high level 
of debt (for example relative to the gross 
operating income, cash flow or  
shareholders' equity) should retain your 
very close attention.

The cash flow statement on the other 
hand reveals whether the company is 
generating cash. More precisely, the  
distinction between operating flows, 
investment flows and financing flows 
shows how the company's cash and cash 
equivalents are generated throughout the 
year. For example, the investment flows 
given an idea of the capital intensity of 
the business (how much needs to be 
invested to generate 1 euro in revenues?) 
and the nature of the investment cycle.

Looking the figures in themselves, it is  
also important to consider variations from 
one period to another (quarter to quarter, 
for example). Such variations can be  
analysed from a number of angles: before 
restatements, organically (i.e. like-for-like, 
neutralising the impact of disposals  
and/or acquisitions) or like-for-like  
excluding currency effects (i.e. excluding 
the negative or positive impact of  
exchange rate variations). 
When considering these variations, it is 
important to distinguish: 
- sequences of aggregate growth: the 
third quarter compared with the second, 
which is in turn compared with the first 
quarter; 
- analysis of the basis for comparison: 
assessment of the aggregate level used 
as the basis for comparison (abnormally 
high/low); 
- seasonal effects: a rationale based on 
periods that naturally influence the 
company's business volume.

Quantity ... but also the quality of the 
results

Beyond 'simply' analysing the levels of  
financial aggregates, it is also essential to 
look at what is known as the 'quality' of 
the results. Three factors underlie the 
earnings quality : 
- sustainability: is the profit/(loss) reported 
sustainable as an absolute figure or in 
terms of margin, or does it result from a 
short-term policy or an exceptional, non- 
recurring event? For example, for a 
company where one division  would  
generate margins of 50%, but with a 20% 
reduction in revenues per year, and 
another would generate a margin of 10% 
but with a 5% increase in revenues, the 
results are poor quality, since they are set 
to fall year after year. 

The importance of the ‘earnings 
seasons'

The company earnings publication 
dates depend on the financial year  
closing dates. A financial year is a  
maximum of 12 months, unless there is 
a change in the closing date. The 
closing date depends on the issuer, but 
is usually 31 December (or 31 March in 
some countries). 

Industry accounting standards and  
practices have led to a higher reporting 
frequency for some financial information 
for public listed companies. In the 
developed world, issuers publish  
quarterly financial statements, half-year 
financial statements at the end of the 
second quarter, as well as their annual 
financial statements at the year-end.  
Naturally, there is a clear order of  
importance for these publications: 
annual first, followed by half-year and 
lastly quarterly. The annual results 
provide more detail for potential and 
current shareholders. 

In terms of the market, you will often 
find renewed interest and volatility just 
before the results seasons (known as 
season in view of the number of  
publications that appear in the space of 
a few weeks). These ‘earnings seasons' 
are the busiest times of year for  
investors and  market operators alike, 
providing a mine of valuable information 
directly and transparently. 

Know how to interpret the figures

Contrary to a widely-held belief, there is 
no ready-made template for interpreting 
published results. Generally speaking,  
we recommend focusing on the income 
statement, balance sheet and cash flow 
statement (which may not be detailed) 
for a picture of a company's  
performance. 

The income statement reveals the 
business volume (through revenue) and 
profitability (operating income and net  
profit/(loss). Readers can draw  
conclusions regarding improved  
profitability, outperformance relative to  
competitors, etc. A metric to pay close 
attention to is Earnings Per Share (EPS) 
to anticipate the dividend that may be 
proposed to the Annual Genera l 
Meeting of Shareholders for approval. 
Note that the dividend is the share of 
profit paid to shareholders in return for 
their stake in the company. 

- controllable: are the good results 
obtained as a result of a specific company 
policy, or do they reflect external factors 
(favourable exposure to particular  
currencies, for example)?

- non-artificial: a company can make a 
number of accounting choices to present 
a good performance. These include 
amortisation and depreciation policies 
(see above) and write-backs of provisions 
(total or partial cancellation of existing 
provisions). 

In addition, the quality of the results can 
be assessed based on signals from  
management, particularly the stated 
financial targets for the coming period or 
periods.

Results compared with consensus

Stock market reactions are dictated by  
how investors view the level and quality of 
published results.

The chief assessment criterion remains  
the level of the aggregates in the income 
statement (especially net profit/(loss) and 
Earnings Per Share) compared with 
expectations. These expectations take  
the form of what is known as consensus, 
a figure based on the combined estimates 
of the analysts covering the issuer. If a 
company's results are above consensus, 
the market generally responds positively.

However, the picture is complicated by  
the fact that companies rely on differing 
strategies to guide consensus: some are 
particularly prudent and systematically  
publish figures above consensus, while  
others are more aggressive to attract  
investors, but with the risk of 
disappointing at the end of the year.

In conclusion, examining the earnings  
published by a company is important  
early on and at all stages of the 
investment.

Unfortunately, there is no ready-made 
template to judge an issuer's operating 
and financial performance.  

While it is essential to look at the figures 
published in company results, it is equally 
vital to assess the quality of these results.

A key guideline is to compare results with 
consensus, provided that the company's 
strategy in guiding consensus is taken 
into account.

Conclusion
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