Quality of earnings
Focus on integrity and quality

Integrity and quality have always been among the key
focus areas of the Indian financial reporting system.
However, recent events have shown that there is
room for improvement. These events, coupled with
increasingly complex global business structures, demand
that the time for improvement in quality and integrity is
now. We recognize that the current state of the financial
reporting system and the profession is not perfect.
Investors are certain to seek more information and
ask more questions regarding the quality of financial
reporting and a company’s financial condition. The
investing public’s needs and demands regarding the
quality of financial reporting and understanding a
company’s financial condition have multiple aspects.
These include, but certainly are not limited to, the
quality of earnings, liquidity, strength of the balance
sheet, and transparency of an enterprise’s financial
reporting—each of which, while intertwined, is a
separate, complex subject. Because earnings are at the
forefront of the investing public’s mind, this document
focuses on how audit committee members, boards,
management, and other financial statement users can
better understand and assess the quality of earnings.
Role of management and the audit committee
relative to quality of earnings.
Management has always had responsibility for the
selection and application of accounting principles, as
well as the underlying estimates and judgments used
in applying such principles. Hence, management is
ultimately responsible for the quality of earnings.
In contrast, the role of the audit committee has evolved
over time. As a best practice, the audit committee,
management, and the external auditors should
hold discussions regarding the quality, not just the
acceptability, of the entity’s accounting principles as
applied in the financial statements. It is important to
recognize that the quality of accounting principles is
not the same as the quality of earnings, but the two are
inherently linked in that the judgments used in selecting
and applying such principles directly impact the quality
of earnings.

What is the quality of earnings?
The quality of earnings is difficult to define and,
although there are no definitive criteria by which
to evaluate it, there are many factors that can be
considered in assessing the quality of earnings. Taken
as a whole, the quality of earnings can generally be
summarized as the degree to which earnings are cash
or noncash, recurring or nonrecurring, and based on
precise measurement or estimates that are subject to
change. Evaluating the quality of earnings will help the
financial statement user make judgments about the
“certainty” of current income and the prospects for the
future.
For those assessing the quality of earnings, it is critical
to understand that “lower” quality earnings are not
necessarily indicative of poor financial reporting or the
misapplication of accounting policies, judgments, and
estimates. In many cases, the “lower” quality earnings
items relate to transactions that by their nature are more
subjective or have a higher degree of risk or uncertainty.
In addition, accounting standards by design are flexible
so that they can be applied across many industries,
geographies, marketplaces, and differing circumstances.
A common factor is that some degree of judgment and/
or estimation is usually necessary in the application of
accounting principles. That degree varies according to
how measurable, predictable, and common a certain
transaction or situation may be. For example, a bank
cannot predict with precision what portion of its
outstanding loans will be collected, but historical data,
industry information, and knowledge of the customer
base and market trends can all help to estimate the
loan-loss reserve.
In doing so, management can apply its policy
for reserves and interpretation of the underlying
assumptions in a manner that can be characterized
as relatively “conservative” or “aggressive” in nature.
However, because the item being measured is unknown
as of yet and is likely not to be known for some
time, one cannot say that the estimate is “right” or
“wrong.”This is why clear and adequate
disclosure is imperative.
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Importance of disclosure. In many ways,
Management’s Discussion and Analysis (MD&A) is the
primary vehicle for management to inform investors
about the quality of a company’s earnings. Because
of the estimates and judgments inherent in the
application of accounting principles, many components
of earnings may be “fuzzy” and the reader of the
financial statements should be alerted to that through
complete and transparent disclosures in the financial
statements, footnotes, and MD&A. The disclosures
should convey that it is the object being measured that
contributes to the “fuzziness” rather than the camera
(i.e., the accounting in the financial statements) or the
photographer (i.e., management). It is helpful to provide
the reader with enough information to facilitate an
understanding of the various components of earnings

and risks and uncertainties that influence the future
results of the company.
Characteristics affecting the perceptions of quality
of earnings. It is an oversimplification to refer to the
quality of earnings as “good” versus “bad,” or even
“high” versus “low.” Quality of earnings is relative and
covers a spectrum. There are characteristics affecting the
quality of earnings that can be considered by financial
statement users to assist in the evaluation of particular
earnings components
The following table indicates characteristics and
examples of both income and expense earnings
components.

Cash
Based on fixed amount
Recurring

Non cash
Based on estimate
Nonrecurring

Characteristic

Example

Cash earnings

Recurring sales for which cash has been received

Based on fixed and certain amounts from completed transactions

Recurring sales of tangible delivered products

Result from consistent application of accounting principles

Consistent application of LIFO method of inventory valuation

Result from consistent application of estimation principles and methods

Consistent application of pension expense calculation
assumptions

Result from estimates for which the range of possible balances
is relatively small

Changes in the accounts receivable reserve that has a Rs. 10 lacs
range for the possible balance

Based on transactions that are recurring

Rental income

Result from arm’s-length, commonly executed transactions with independent
parties

Sales to an independent customer

Result from assets or liabilities recorded at cost

Interest on investments

Reflect proposed external/internal audit adjustments as presented in the
financial statements

Repairs and maintenance expense that reflects the recording of
external auditor adjustments for expenses that were originally
capitalized

Noncash earnings

Goods sold in exchange for
stock of another company

Based on amounts subject to change due to changes in estimates and future
market conditions

Mark-to-market derivative contracts

Result from discretionary changes to existing accounting principles that result
in earnings but no cash increase

Switch to the FIFO method of inventory valuation
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Cash
Based on fixed amount
Recurring

Non cash
Based on estimate
Nonrecurring

Characteristic

Example

Result from changes in application of estimation principles and methods that
increase earnings but not the reliability of the estimate

Change in the assumed rate of return on pension assets

Results from estimates for which the range of possible balances is relatively
large

Changes in the environmental contingencies reserve that has a
Rs. 1 crore range for the possible balance

Based on assets with uncertainty of recovery or liabilities subject to change

Expenses associated with warranty reserves

Result from sales to related parties or uniquely structured transactions

Sales to an off-balance sheet, special purpose entity

Result from assets or liabilities recorded at fair value

Mark-to-market, held for sale investments

Do not reflect proposed external/internal audit adjustments as presented in
the financial statements

Repairs and maintenance expense that does not reflect the
recording of external auditor adjustments for expenses that were
erroneously capitalized

Continuum of earnings quality. As the previously
listed criteria suggest, the evaluation of earnings
quality is not a black-and-white issue. The application
of generally accepted accounting principles (GAAP) at
most companies results in reported earnings comprised
of components that span a broad earnings quality
spectrum.

The graph below suggests that the quality of earnings
is directly related to the portion of the earnings that
represents current or near-term cash flow. Furthermore,
the quality of earnings is also directly related to the
certainty and likelihood or frequency of the earnings. It
is important to remember that placement is a subjective
process and depends heavily on the understanding of
the nature of the transactions and accounting principles
giving rise to a particular income or expense item.

Continuum of Earnings Quality

More subjective earning

More subjective earning

Noncash

Least subjective earning

More subjective earning

Cash

Recurring/fixed ammounts

Nonrecurring/Estimates Subject to Change

Quality of Earnings

5

Indicators of overall earnings quality.
The characteristics affecting the quality of earnings
provide a basis for considering the individual income
and expense items that comprise earnings. There are
various indicators in the financial statements that
readers can use to assess earnings on a high level.
These are:
• Overall consistency of accounting policies from year
to year or quarter to quarter
• Overall degree of estimation or subjectivity in
determining earnings
• Trend in reserve balances
• Transparency of footnote disclosures
• Complexity of MD&A and discussion of nonrecurring,
unusual transactions
• Presence of pro forma measures of earnings
• Disclosure of related-party transactions
• Ratio of net income to cash from operations
• Uncertainties and contingencies disclosed in the footnotes and MD&A
This list is not comprehensive; depending on
circumstances unique to an industry or company, there
may be other indicators. Many industries have common
measures that are widely used and followed. It is not
advisable to rely on a single indicator to assess overall
earnings quality; rather, it is appropriate to consider
all indicators in the aggregate as part of the process
described in the next section.
Audit committee focus. In today’s environment, no
one will dispute that the role of the audit committee
is expanding. The public is focused on the quality of
earnings; so too should the audit committee. The
following is a framework for a process that audit
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committees can undertake for assessing the quality of
earnings. The frequency with which it is undertaken
should be determined by individual committees. It is
recommended that the process be executed regularly,
at least once a year, if not quarterly.
• Read the financial statements, annual report, and
interim filings
• Be familiar with current press coverage regarding the
financial performance and practices of the company
• Read the most recent analysts’ reports on the
company
• Consider earnings components in relation to the
earnings continuum
• Consider the overall indicators of earnings quality
• Understand the sources of earnings and consider the
characteristics affecting the quality of the various
earnings components. The accompanying table
indicates some common earnings sources and would
be expanded by other examples unique to each
company and industry. Enhance the understanding by
engaging management and the external auditors in
open dialog regarding the quality of earnings
The questions in the appendix provide a framework for
discussions among management, the audit committee,
and the external auditors during this process. The
knowledge and insights gained from this process should
not remain in the confines of the audit committee.
Rather, to serve the best interests of all parties, they
should be shared with the entire board.

Common Earnings Sources
Sales of goods to independent customers under
normal payment terms
Sales of goods to related parties
Sales under installment agreements or
special arrangements
Sales with contingencies or after-sale obligations
Costs of goods/services sold

Closing thoughts. Indeed, there is no single
characteristic by which to measure the quality of
earnings. However, this should not prevent financial
statement users, particularly audit committees and
management, from being on the leading edge of quality
financial reporting and investor needs. There are certain
characteristics, indicators, and questions that can and
should be considered to assess the quality of earnings.
In doing so and by making changes when deemed
appropriate, a company demonstrates its commitment
to creating lasting value for all its constituencies,
particularly its investors.

Earnings from investment sources
Gain/loss on sales of assets
Gain/loss on settlement of litigation
Warranty expense
Bad debt expense
Inventory reserve changes
Impairment charges
Pension expense
Gain/loss on mark-to-market derivatives
Gain/loss on mark-to-market investments
Restructuring reserve changes
Merger reserve changes
Other reserve changes
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Appendix

Questions to consider in assessing quality
of earnings
The following questions provide a framework for a
dialog among the audit committee, management, and
the external auditors regarding the quality of earnings.
This list is not meant to be comprehensive, nor are
all questions applicable in all situations. Users should
consider whether there are questions specific to a
company or its industry that should also be addressed.
The answer to any one question does not complete
an overall assessment of quality of earnings; audit
committee members should weigh the answers in the
aggregate, draw their own conclusions, and suggest
actions they deem appropriate.
General
• What accounting principles have changed since the
last reporting period?
• What was the earnings impact of any changes in
accounting principles?
• What prompted changes in accounting principles?
• Are the accounting principles selected by
management in line with those of peers in
your industry?
• What are the most significant estimates made by
management in the current financial report? What
was the range of possible balances for
such estimates?
• What changes in accounting estimates were made
during the period and which were disclosed in the
earnings release? If they were not disclosed, why not?
• How close to analysts’ expectations were earnings?
Over time, has there been a recognizable trend in
the difference between actual earnings and analysts’
expectations?
• How close to management’s plan were earnings?
Over time, has there been a recognizable trend
in the difference between actual earnings and
management’s plan?
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• How close was the company to meeting or
violating any debt covenants or other contractual
commitments?
• If bonuses or other compensation are based on
earnings measures, how close to the threshold was
the determination?
• Were there any adjustments to earnings to determine
pro forma earnings for purposes of determining
bonuses or other compensation? If so, did the
appropriate committees of the board review
these matters?
• Are the company’s earnings trends significantly
different from those of its peers or those dictated by
market conditions? If so, why?
• Did nonrecurring transactions affect earnings in the
current period and particularly near the end of
the period?
• What related-party transactions exist? What was the
earnings impact of related-party transactions?
Financial statement presentation and disclosure
• Are all gains and losses properly classified as operating
or non-operating?
• Do the MD&A and footnote disclosures clearly and
adequately explain significant accounting policies
and estimates?
• Are nonrecurring and/or complex transactions
adequately disclosed?
• Were pro forma presentations of earnings used? If so,
why? Were they reconciled back to GAAP earnings?
• Are there any significant assets and liabilities that are
recorded at fair value? If so, which ones? What was
the method for determining the fair value? What
impact did the recording of fair value have
on earnings?

Unrecorded external/internal auditors’ proposed
adjustments
• Was materiality used as the reason for not recording
any or all the proposed external/internal audit
adjustments?
• If the proposed external/internal audit adjustments
had been recorded, collectively or individually, what
would have been the impact on earnings?
• How would the recording of proposed external/
internal audit adjustments have altered the company’s
earnings situation in relation to meeting analysts’
expectations, management’s plan, debt covenants,
or compensation plans tied to earnings performance?
• Is there a guidance in assessing the quality of
earnings:
–– Are there any intentional misstatements?
–– Did any of the misstatements arise from segments
of the business that have been identified as playing
a significant role in the company’s operations
or profitability?
–– Do any of the misstatements affect the company’s
compliance with regulatory requirements?
–– Do the misstatements, collectively or individually,
change income to a loss, or vice versa?
–– Do any of the misstatements arise from an item
capable of precise measurement?
Revenue recognition
• Were there any unusually large sales recorded
immediately prior to period end? What was the
nature of the transaction?

• Are there significant installment sales?
• Are there significant sales in exchange for a note
receivable or other noncash consideration? If so,
have adequate reserves been placed against
such receivable?
• Are gross margins rising while sales are stagnating
or declining?
• Are there any contingencies related to any sales
transactions such as the right of return, right of
refund, or ability for the customer to resell? If so,
what is the nature of such contingencies?
• Are there any side agreements associated with
sales transactions? If so, what is the nature of
such agreements?
• Are there any sales transactions for which revenue
was recorded, but the goods remained in the
possession of the company? If so, why?
• Does the company have any post-sale obligations?
Have these been considered in accounting
for the sale?
• Are large, nonrecurring revenue sources disclosed?
• Are there unusual trends in the allowance for
doubtful accounts receivable?
• Are there uncertainties about collections?
• Have payment terms or other forms of financing been
extended to any customer? If so, why and how much?
Expenses
• Were there any unusually large expenses recorded
immediately subsequent to period end? What was the
nature of the expense?
• Have any costs been deferred or not accrued?
• Are recurring expense amounts improperly
characterized as nonrecurring?
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Inventory
• Over the long term, is there an unusual relationship
between inventory and sales (e.g., sales levels are
decreasing but inventory levels are increasing)?
• Are books adjusted or are differences dismissed in
taking the physical inventory?
• Are inventory obsolescence, returns, and warranty
reserves adequate?
Fixed assets and intangibles
• Were tests performed to detect impairment of longlived assets? Were there any indications of impairment
based on the tests? If so, were appropriate writedowns taken?
• Was there a change in the depreciable or amortizable
life of fixed assets or intangibles? If so, what gave rise
to that change?
• Was there a change in the method of capitalization or
depreciation? If so, why?
• Are capitalization and depreciation policies consistent
with those of competitors?
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• Is goodwill tested for impairment annually and on an
interim basis when conditions require?
Reserves and liabilities
• Are there any unusual trends in total reserves?
• What changes were made to existing reserves?
• What reserves were added in the current period?
• Did estimates related to the calculation of reserves
(e.g., warranty, environment, etc.) change in the
current period? If so, why, and what was the impact
on earnings?
• What reversals or additions were made to merger
or restructuring reserves? Were such reversals or
additions adequately classified and disclosed?
• Do factors such as falling securities market values,
drop in interest rates, and projected increases in
health care costs require revision in accounting
estimates related to benefit plans?
• Have all probable and estimable contingent liabilities
been recorded?
• What gave rise to changes in contingent liabilities
from the prior year?
• What off-balance-sheet debt exists? What is the
operating reason for having off-balance-sheet debt?
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