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Guidance on Guidance: 
Two Viewpoints 

By Eugene Donati 

The practice of earnings guid-
ance is under sustained scru-
tiny. High-profile calls to end the 

practice have come from consulting giant 
McKinsey & Co. and the U.S. Chamber of 
Commerce as well as a handful of acade-
micians, corporate officers and representa-
tives of several sell-side firms. 

But I believe that ending guidance is 
the wrong action for most companies to 
take, given how the earnings game is now 
structured. It would cede control of the 
conversation away from companies and 
into the hands of disparate third parties 
without providing the benefits envisioned 
by proponents. 

Much of the current discussion comes 
from a McKinsey study debunking earn-
ings guidance as ineffective on valuation, a 
waste of management’s time and a source 
of excessively short-term focus. McKinsey 
recommends corporations stop providing 
it. But this and other studies sharing sim-
ilar methodology are flawed.

The McKinsey study ignores a key 
element of financial communication: 
Regardless whether a corporation issues 
its own quarterly guidance, analysts will 
continue to issue theirs. Management will 
remain obliged to deal with these quar-
terly proprietary estimates and the “con-
sensus” estimate drawn from them, with 
the cost to management time and risk of 
excessive short-term focus unchanged.

The reason McKinsey finds no mean-
ingful benefit on valuation for a guidance-
versus-no-guidance regimen is because 
companies in its study were obliged to 
deal with a quarterly number of someone’s 
provenance throughout. Thus McKinsey 
failed to control the most critical factor in 
its analysis. By always having the element 
of a quarterly number present, McKinsey 
has not tested for what would happen in 
its absence, although it reaches a conclu-
sion that supposes it has. Other studies 
calling for the end of guidance make the 
same mistake.

The question, then, is not the quarterly 

number but who gets to wield its power. 
This is where those who want to end guid-
ance get it exactly backward and where 
corporations have the greatest risk of 
harming themselves. Who better knows 
a company’s prospects than the company 
itself, which by law must say so accu-
rately and honestly, if it chooses to say 
anything at all? If a company does miss its 
own estimate, or cannot or will not issue 
guidance, that tells investors something 
important and different from if it misses 
some analyst’s number. 

Analysts will react to what the com-
pany says — not vice versa, which would 
happen under McKinsey’s recommenda-
tion. If guidance ends, quarterly target 
numbers will not go away. Corporate 
executives will still continue to spend 
resources in responding to various Street 
estimates. The overall quality of company 
information will shrink, and CEOs, CFOs 
and IROs will have surrendered control 
over the dialogue with third parties, put-
ting themselves 
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Guidance on Guidance: 
Two Viewpoints 

By Candace Browning 

For much of the 18 years that 
I was a U.S. airlines analyst, 
there was no such thing as quar-

terly earnings guidance. The role of the 
analyst was then, and remains today, to pro-
vide investors with insight into companies 
and industries that results in sensible and 
profitable long-term allocations of capital.

Whether evaluating the merits of a new 
business model in an initial public offering 
or identifying excess capital that should be 
reaped for shareholders’ benefit, the ana-
lyst’s role in the capital formation process 
remains critical to transparent capital mar-
kets. Projecting a company’s future earn-
ings and tracking shorter-term quarterly 
performance are important, but in recent 
years the focus on quarterly earnings has 
overshadowed the rest of the job.

Quarterly earnings can be tweaked by 
cutting expenses such as advertising and 
technology investments or accelerating 
the recognition of revenue. Managing 
to this short-term orientation presents 

obvious drawbacks, as highlighted by the 
U.S. Chamber of Commerce and a recent 
McKinsey & Co. study. Both argue that 
quarterly earnings guidance fails to reduce 
short-term volatility and can inappropri-
ately create an illusion of stability. But the 
ancillary effects and unintended conse-
quences of such guidance are arguably 
more damaging and unrecognized.

By providing specific earnings guidance, 
a company dictates both the measure-
ment stick and the expected outcome. 
The measurement stick is typically a 
certain level of earnings — which may 
or may not be appropriate. And guid-
ance is typically given without regard to 
important non-operating items such as 
write-offs or restructuring charges, which 
should be included because they reflect 
management’s prior decisions regarding 
allocation of capital. The company’s goal is 
to encourage the market’s acceptance of its 
self-defined measurement stick and then 
beat the resulting consensus, thus proving 
that it is earning higher-than-expected 

returns and so worthy of further allocation 
of investor capital.

This process creates an echo chamber 
that drowns out investor debate and dis-
tills what should be a complex message 
about a company’s operations and perfor-
mance into a single number — dictated by 
the company itself.

At Merrill Lynch, analysts are advised 
to not only discount heavily and question 
earnings guidance, but also analyze what 
the guidance — and the way it is con-
structed — says about management. For 
example, analysts who follow companies 
with high operating leverage and little vis-
ibility into actual earnings per share know 
that the reason they give guidance is to 
ensure they are able to beat that guidance. 

At a recent investor conference, a 
spokesman stated proudly that his 
company either “met” or “beat” its guid-
ance in 56 of the last 59 quarters. That 
this metric is carefully tracked shows 
that beating the guidance is what is 
important, and 
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and their companies in the weakened 
position of being able only to react.

In the game as it is now, it is hard to 
identify hands-down winners. Guidance 
critics are correct to point out that the 
exercise sometimes takes an exorbitant 
amount of senior officers’ time. For this 
reason, annual or semiannual 
guidance may make sense in 
some cases. 

The guidance critics are also 
correct that certain CEOs are 
tempted to engineer numbers to 
meet projections. Will these CEOs react 
any differently in the face of a consensus 
number rather than guidance? And isn’t it 
the responsibility of the board of directors, 
not outsiders, to set disclosure policy on 
when, for instance, income smoothing is 
permissible? Interestingly, several recent 
academic studies posit that some forms of 

income smoothing may actually enhance 
the quality of information and improve 
valuations. While this is hard for many to 
swallow, it is worth noting that the case 
against income smoothing is not watertight.

Guidance critics also believe that, in the 
absence of guidance, there will be greater 
dispersion of estimates generated by ana-
lysts and that they will do better research. 
Flip that coin over and see that the more 

dispersion increases, the more accuracy 
of estimates decreases. More analysts will 
be generating more information that, in 
the end, does not reflect reality. Do we 
really want to adopt a practice where the 
amount of bad information in the market-
place actually increases? 

There are only two clear winners under 
the current regime: the few companies 

that assemble, calculate and sell the infor-
mation that comes to be known as the 
consensus estimate, and the media who 
report that data. These benefactors provide 
the issue’s source and its drama. 

IROs need to give senior management 
the realpolitik of financial communication. 
The consensus number (or whatever it is 
called this week) will still be out there. 
Missing consensus is just as costly as 

missing guidance. Indeed, uni-
versity researchers have observed 
that companies offering guidance 
see a reduced bid-ask spread and 
have greater institutional owner-

ship. We had better be careful what we 
throw away.

In the end, a company’s guidance policy 
will be determined by a trade-off between 
costs and benefits. Perhaps the best pro-
posal comes from Harvard’s Michael C. 
Jensen, who calls for an end to earnings 
guidance, which may seem as a contradic-
tion to my thesis. But he does not propose 

“ending guidance … would cede control of 

the conversation away from companies and 

into the hands of disparate third parties.”
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a stand-alone burden falling only on 
management, while everyone else goes on 
unchanged. Instead he calls for a compre-
hensive restart of the conversation that 
must begin with the recognition that the 
earnings game, as Dr. Jensen puts it, has 
had a bias toward collusion and “lying” 
all along.  

The key precondition for this new 
conversation is the abolition of consensus 
numbers. We need to have a clear-eyed 
recognition where this dysfunction truly 
originates. If data providers do not calcu-
late consensus numbers, or analysts and 
their firms jointly refuse to participate in 
them, they will cease to exist. Then per-
haps the conversations can begin anew 
among companies, analysts and investors. 
But until then, guidance remains a most 
effective and powerful way to ensure com-
pany control of its conversation.  IRU

Eugene Donati is a financial communication con-
sultant in New York. He can be reached at gene.
donati@utoronto.ca.

that the guidance is clearly not accurate 
and should be heavily discounted. Where 
cyclical companies with high operating 
leverage provide guid-
ance, an analyst should 
question not only the 
figures, but also manage-
ment’s wisdom in pro-
viding guidance at all.

But breaking free 
from company guidance 
is a tall order. An earnings forecast that 
contradicts management is provocative. 
Analysts who disagree with companies 
are sometimes subject to retaliation, such 
as being excluded from asking questions. 
Even Thomson First Call presumes that 
company guidance is correct and asks ana-
lysts to confirm their estimates if they fall 
outside it. For all these reasons, forecasts 
that contradict management guidance do 
not happen as often as they 
should.

Merrill Lynch believes 
it would be in the best 
interests of investors if com-
panies dropped quarterly 
earnings guidance. Market 
participants need to see 
it for what it is: a rough 
assessment of one indicator 
of a company’s well-being. 
Earnings guidance dictates 
an outcome and discourages 
debate. Worst of all, this 
one number cannot possibly 
convey the subtle forces that 
shape a wise capital alloca-
tion decision, and ultimately 
investors are let down.

None of this means a 
company should stop pro-
viding the marketplace 
with the financial data 
needed to make a determi-
nation regarding its future 

expected performance, particularly if it is 
aware of an adverse development that will 
dramatically affect its results. Information 
on long-term goals or targets such as 
reducing costs, increasing market share, 
growing capacity and improving return 

on equity are all examples of healthy 
objectives that should be communicated 
to investors. Running a company is a com-
plex task; the dialogue between analysts 
and companies should reflect that.   IRU

Candace Browning is senior vice president, Global 
Securities Research and Economics Group at 
Merrill Lynch.

“This process creates an echo chamber that 

drowns out investor debate and distills ... a 

complex message about a company’s opera-

tions and performance into a single number.”
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