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Corporate accounting and the earnings reports issued by publicly-traded companies (that is, those
that trade on the stock market) would seem to be a matter of simple mathematics. The company
took in X amount of money, and its expenses in aggregate came to Y, and one might imagine
that this tells us the earnings trajectory of the company (X today vs. X yesterday) and how
profitable the company is (X-Y).

As it happens, accountants spend four years taking very challenging coursework that explores the
many nuances of X-Y, and the surprising amount of subjective decision-making that goes into
how companies can report their revenues and expenses. This matters because all of us read
headlines saying that ‘corporate earnings are up,” or that “ABC Company beat its estimates.”
When you read that, or its opposite, you can be forgiven for imagining that the value of stocks is
trending up or down.
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The headlines today are talking about ‘solid earnings,” which means growth above what was
expected or above historical numbers. But corporate managers are under pressure to deliver
good news about their companies in order to satisfy their shareholders and maintain their
reputation in the marketplace, and they have lately been using their accounting creativity to dress
up their balance sheets. Without getting into all the technical details of amortization and
depreciation, carefully timed write-offs, and revenues booked before the payments are actually
received, it appears that the managers have been working overtime to provide those positive
headlines. A recent report by Bloomberg noted that companies, overall, reported 14% more
income than cash flows in 2022 through September. For every dollar in reported profits, only 88
cents were matched by cash inflows—which the report says is the largest discrepancy since at
least 1990.

The euphemistic term that analysts use is ‘poor quality of earnings,” but you don’t see that phrase
in the headlines because explaining it would require some depth of reporting and an
understanding of all those things that accountants learn in college. Bloomberg cites ‘accruals’
(where companies have the leeway to book sales they haven’t been paid for yet) and counting
inventory that is sitting unsold in warehouses as assets on the balance sheet. In one concrete
example, homebuilder PulteGroup reported $2.6 billion in profits last year, but only took in $670
million of cash flows. The company had $2.3 billion worth of houses on its balance sheet that it
had built but not sold.

Accounting tricks can only last so long before reality catches up to the balance sheet—and for
some, it already has. Bloomberg reports that over the 12 months through January, 32% of the
firms in the Russell 3000 Index fessed up to actually losing money, and such a widespread
decline has happened only twice since 1978.

There is surely more to come. What all this means is that we should prepare for some bad news
on corporate earnings at some undetermined point in the future, and not be surprised by it. Like
all of us, companies go through rough patches and generally come out strong on the other side.
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If you have any questions about this article or want to discuss your family finances, investment
portfolio, or financial planning advice, please call on me anytime at my number (215) 325-1595
or you can click here to schedule a meeting.

Please feel free to forward this article and offer to anyone you know who might have financial
questions or need some unbiased advice. Most financial advice is sales advice. In stark contrast,
we are fee-only (non-commissioned) fiduciary advisors. We just provide truthful, unbiased

advice to our clients.
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MBA, CFA, CFP
Broadhurst Financial Advisors, Inc.
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This message is intended only for the individual or entity to which it is addressed and may
contain information that is privileged, confidential, or exempt from disclosure under applicable
federal or state law. You are hereby notified that any dissemination, distribution, or copying of
this communication, except in accordance with its intended purpose, is strictly prohibited.
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1911 West Point Pike
P.O. Box 301
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