how to do a quality of earnings
analysis

Unlocking Business Value: A Comprehensive Guide on How to Do a Quality of
Earnings Analysis

how to do a quality of earnings analysis is a critical process for any
investor, acquirer, or lender seeking to understand the true profitability
and sustainability of a business. It goes beyond the surface-level numbers
presented in financial statements, digging deep to reveal the underlying
economic performance and identify potential red flags. This in-depth analysis
helps stakeholders make informed decisions by stripping away non-recurring
items, accounting adjustments, and aggressive revenue recognition policies to
arrive at a normalized measure of earnings. Understanding this process is
paramount for assessing valuation, mitigating risk, and uncovering
opportunities for growth. This article will guide you through the essential
steps and considerations involved in conducting a thorough quality of
earnings (QoE) analysis.
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Understanding the Purpose and Importance of Quality of Earnings Analysis

A Quality of Earnings (QoE) analysis serves as a forensic examination of a
company's financial health, primarily focusing on its earnings. Its
fundamental purpose is to assess the sustainability and predictability of a
company's reported profits. For potential buyers, it'’s about determining a
fair purchase price based on normalized earnings. For lenders, it’s about
evaluating the company's capacity to service debt. For management, it’s a
tool for internal control and strategic planning, ensuring that reported
figures accurately reflect operational performance. The importance of a QoE
analysis lies in its ability to uncover potential hidden risks and
opportunities that might be masked by standard financial reporting. It
provides a more realistic picture of a business's earning power, free from
the distortions of one-time events or accounting choices.

Why is Quality of Earnings Crucial for Business Transactions?
In mergers and acquisitions (M&A), a QoE analysis is often a non-negotiable

step. The purchase price of a business is typically based on a multiple of
its earnings. If those earnings are inflated or unsustainable, the buyer can



end up overpaying significantly. A rigorous QoE analysis helps to establish a
reliable baseline for valuation by scrutinizing the historical financial
performance. It ensures that both the buyer and seller have a clear,
objective understanding of the company's true earning capacity, thereby
reducing the likelihood of post-transaction disputes. Furthermore, it can
highlight areas where operational improvements can be made, adding further
value to the transaction.

Differentiating QoE from Standard Financial Audits

While both a Quality of Earnings analysis and a financial audit involve
examining a company's financial records, their objectives and scope differ
significantly. A financial audit aims to provide reasonable assurance that
financial statements are presented fairly in accordance with accounting
principles (GAAP or IFRS). It focuses on the accuracy of recorded
transactions and the overall presentation of financial statements. A QoE
analysis, on the other hand, is more forward-looking and focused on the
sustainability of earnings. It delves deeper into the nature of revenue and
expenses, seeking to normalize earnings by adjusting for non-recurring items,
accounting policy choices, and operational inefficiencies. The QoE analyst
acts more like a detective, seeking to understand the "why" behind the
numbers, not just the "what."

Key Components of a Robust Quality of Earnings Analysis

A comprehensive QoE analysis involves a detailed examination of various
financial and operational aspects of a business. It requires a
multidisciplinary approach, often involving accountants, financial analysts,
and industry experts. The goal is to construct a clear picture of normalized
earnings, often referred to as "Adjusted EBITDA" or "Normalized Net Income."
This involves understanding the business model, its competitive landscape,
and the specific accounting policies employed.

Revenue Recognition and Sustainability Assessment

One of the most critical components of a QoE analysis is the scrutiny of
revenue recognition policies. This involves understanding how the company
records sales, whether revenue is recognized upfront or over time, and if
there are any unusual or aggressive revenue recognition practices. The
sustainability of revenue streams is also assessed, considering factors like
customer concentration, contract terms, and the cyclical nature of the
industry. The analyst will look for trends in revenue growth, gross margins,
and average revenue per customer to identify any potential anomalies or
risks.

Expense Analysis and Normalization

Beyond revenue, a thorough QoE analysis meticulously examines all operating
expenses. This includes identifying and quantifying non-recurring expenses,
such as one-time legal fees, restructuring costs, or extraordinary repair
expenses. These items are typically excluded from normalized earnings.



Additionally, discretionary expenses that may be reduced under new ownership,
such as excessive executive compensation or certain marketing initiatives,
are also evaluated. The goal is to arrive at a representative level of
ongoing operating expenses.

Working Capital Analysis and Trends

Working capital, the difference between current assets and current
liabilities, provides insights into a company's operational efficiency. A QoE
analysis examines trends in accounts receivable, inventory, and accounts
payable to identify any significant fluctuations or potential inefficiencies.
For example, a rapidly increasing accounts receivable balance might indicate
collection issues, while a sharp decline in inventory could signal stock-
outs. The analysis aims to determine a normalized level of working capital
required to support the ongoing business operations.

Step-by-Step Guide on How to Do a Quality of Earnings Analysis

Conducting a Quality of Earnings analysis is a systematic process that
requires careful planning and execution. It typically involves several
distinct phases, from initial data gathering to the final reporting of
findings. Each step builds upon the previous one to create a holistic

understanding of the company's financial performance.

Initial Data Gathering and Planning

The first step involves defining the scope and objectives of the QoE
analysis. This includes understanding the purpose of the analysis (e.g., M&A,
financing, strategic review) and identifying the key stakeholders. A request
list is then compiled, detailing all the financial statements, general ledger
detail, contracts, and other relevant documents required from the target
company. This phase also involves understanding the business model, industry
dynamics, and key performance indicators (KPIs).

Detailed Examination of Financial Statements and General Ledger

Once the data is received, the analyst will commence a detailed examination
of historical financial statements, typically for three to five years. This
includes reviewing the income statement, balance sheet, and cash flow
statement. The general ledger detail is crucial for tracing transactions and
understanding the underlying accounting entries. This deep dive allows for
the identification of unusual or non-recurring items that require adjustment.

Performing Key Analytical Procedures
This stage involves applying various analytical procedures to the gathered

data. This includes:

e Trend Analysis: Examining the performance of key financial metrics over
time to identify patterns and anomalies.



e Ratio Analysis: Calculating and analyzing financial ratios (e.g., gross
margin, operating margin, current ratio) to assess profitability,
liquidity, and efficiency.

e Variance Analysis: Investigating significant deviations between actual
results and budgets or prior periods.

* Benchmarking: Comparing the company's performance against industry peers
to identify areas of outperformance or underperformance.

Quantifying Adjustments and Calculating Normalized Earnings

Based on the analytical procedures, specific adjustments are identified and
quantified. These adjustments are made to the reported earnings to arrive at
a normalized measure. For instance, adding back non-recurring expenses or
adjusting for non-cash stock-based compensation. The goal is to represent the
company's earning power under typical operating conditions.

Reporting Findings and Recommendations

The final step involves compiling a comprehensive report that details the
methodology, findings, and conclusions of the QoE analysis. The report
typically includes a summary of the normalized earnings, a discussion of any
identified risks or opportunities, and recommendations for potential buyers
or investors. Clear and concise communication of complex financial
information is paramount.

Common Adjustments in Quality of Earnings Analysis
The core of a QoE analysis lies in identifying and quantifying adjustments
that bridge the gap between reported earnings and a more representative,
normalized measure of profitability. These adjustments aim to remove the
impact of items that are not expected to recur or that do not reflect the
ongoing operational capacity of the business.
Non-Recurring Income and Expenses
One of the most frequent adjustments involves items that are considered "one-
off" events. This can include:

e Gain or loss on the sale of assets (e.g., a subsidiary, property, plant,

or equipment)
e Restructuring charges and severance costs

e Legal settlements and litigation expenses

e One-time consulting or advisory fees



e Extraordinary insurance claims or recoveries

These items, by their nature, do not reflect the recurring operational
performance of the business.

Related Party Transactions and Non-Arm's Length Agreements

Transactions between related parties, such as the owner and their family
members or associated companies, often require scrutiny. If these
transactions are not conducted at arm's length (i.e., at market rates), they
can distort reported earnings. Adjustments may be made to reflect what the
cost or revenue would have been if the transaction were with an independent
third party. This can include adjustments to management fees, rent, or
intercompany loans.

Owner's Compensation and Discretionary Expenses

For privately held companies, the compensation and benefits provided to
owners can be a significant area for adjustment. If the owner's compensation
is considered excessive or below market rates, an adjustment may be made to
bring it in line with industry norms for a professional manager. Similarly,
discretionary expenses that are not essential for the ongoing operation of
the business, such as excessive travel, personal use of company assets, or
charitable contributions not aligned with business strategy, may be adjusted.

Accounting Policy Differences and Estimates

Companies may employ different accounting policies or make subjective
estimates that can impact reported earnings. For example, the method of
inventory valuation (FIFO vs. LIFO) or the useful life assigned to
depreciable assets can affect reported profit. A QoE analyst may adjust for
these differences to present a more comparable and consistent view of
earnings. Changes in accounting estimates, such as the allowance for doubtful
accounts, are also reviewed for reasonableness.

Red Flags to Watch Out For During a QoE Analysis

During a Quality of Earnings analysis, experienced practitioners look for
specific indicators that may signal underlying issues with the reported
financial performance. These red flags can alert stakeholders to potential
risks that might not be immediately apparent from a superficial review of the
financials.

Aggressive Revenue Recognition Practices

This is a major red flag. It includes recognizing revenue before it is
earned, booking future revenue prematurely, or having overly liberal return
policies. For instance, recognizing revenue on long-term contracts when only
a small portion of the service has been delivered, or having a high rate of



sales returns that are not adequately reserved for, are concerning.
Declining Gross Margins or Increasing Cost of Goods Sold (COGS)

A consistent decline in gross margins, especially when not explained by
industry-wide price pressures or increased competition, can indicate issues
with pricing power, rising input costs, or inefficiencies in production or
procurement. Similarly, a steady increase in COGS as a percentage of revenue
warrants investigation.

Rapid Increase in Accounts Receivable Days or Inventory Levels

An aging accounts receivable balance, meaning it takes longer to collect
payments from customers, can signal collection problems or issues with
customer creditworthiness. Conversely, a sharp increase in inventory levels
without a corresponding increase in sales may indicate obsolescence, poor
inventory management, or an inability to sell products.

Significant and Unexplained Changes in Operating Expenses

Sudden and large fluctuations in specific expense categories, without a clear
business rationale, are cause for concern. This could include unusual spikes
in marketing expenses that don't correlate with sales growth, or unexplained
increases in general and administrative expenses.

Related Party Transactions That Lack Transparency

When a significant portion of a company's revenue or expenses involve related
parties, and the terms of these transactions are not clearly documented or
appear to be at non-market rates, it raises questions about the integrity of
the reported financials.

High Employee Turnover in Key Financial Roles

Frequent changes in chief financial officers (CFOs), controllers, or
accounting staff can indicate underlying problems within the finance
department, potential dissatisfaction with management, or attempts to
manipulate financial reporting.

Best Practices for Conducting a Quality of Earnings Analysis

To ensure the effectiveness and reliability of a Quality of Earnings
analysis, adherence to certain best practices is essential. These practices
promote thoroughness, objectivity, and clarity in the examination and
reporting process.

Engage Experienced Professionals
Hiring experienced QoE analysts with a strong understanding of accounting,

finance, and the specific industry of the target company is crucial. Their
expertise in identifying nuances and potential risks is invaluable.



Define Scope and Objectives Clearly

Before commencing the analysis, it is vital to establish a clear
understanding of the purpose of the QoE review and the specific areas of
focus. This ensures that the analysis is tailored to the needs of the
stakeholders and avoids unnecessary work.

Maintain Independence and Objectivity

The QoE analyst must remain independent and objective throughout the process.
This means avoiding any conflicts of interest and basing all conclusions on
factual evidence derived from the company's records and discussions.

Employ a Risk-Based Approach

Focus efforts on areas that pose the greatest risk to the quality of
earnings. This involves an initial assessment to identify potential high-risk
areas, such as complex revenue streams, significant related-party
transactions, or unusual expense patterns.

Document Everything Meticulously

Every assumption, adjustment, and conclusion should be thoroughly documented.
This includes maintaining clear audit trails for all data sources,
calculations, and discussions with company management. Robust documentation
ensures transparency and allows for easy review.

Communicate Effectively with Management

Open and clear communication with the target company's management is
essential for gathering information, clarifying issues, and understanding
business operations. However, it's also important to maintain professional
skepticism and verify information independently.

Deliver a Clear and Actionable Report

The final report should be concise, easy to understand, and provide
actionable insights. It should clearly articulate the methodology, findings,
adjusted earnings, and any identified risks or recommendations. The language
should be accessible to both financial and non-financial stakeholders.

The Role of Technology in Quality of Earnings Analysis

Technology is increasingly transforming the way Quality of Earnings (QoE)
analyses are conducted, enhancing efficiency, accuracy, and the depth of
insights that can be derived. Leveraging the right tools can significantly
streamline the process and uncover patterns that might be missed through
manual review.

Data Extraction and Analytics Platforms



Modern QoE analyses heavily rely on data extraction and analytics platforms.
These tools can quickly and efficiently extract large volumes of data from
various sources, including accounting software, ERP systems, and even
unstructured documents. Advanced analytics capabilities can then be applied
to identify anomalies, trends, and outliers in real-time. This automation
reduces the manual effort and time required for data manipulation, allowing
analysts to focus on interpretation and strategic insights.

Artificial Intelligence and Machine Learning

Artificial intelligence (AI) and machine learning (ML) are becoming
increasingly integral to QoE. AI-powered tools can scan through vast datasets
to identify patterns indicative of fraud, aggressive accounting practices, or
non-compliance. ML algorithms can learn from historical data to predict
future performance, assess the sustainability of revenue streams, and flag
transactions that deviate from normal patterns. This predictive capability
adds a forward-looking dimension to the analysis.

Natural Language Processing (NLP)

Natural Language Processing (NLP) is employed to analyze unstructured data,
such as contracts, legal documents, and management discussion and analysis
(MD&A) sections of financial reports. NLP can extract key terms, identify
clauses, and assess sentiment, providing a deeper understanding of
contractual obligations, potential risks, and management's commentary on
business performance. This capability is crucial for understanding the
qualitative aspects that influence earnings quality.

Robotic Process Automation (RPA)

Robotic Process Automation (RPA) can automate repetitive and rule-based tasks
within the QoE process. This includes tasks like data reconciliation,
generating standard reports, and performing routine calculations. By
automating these mundane activities, RPA frees up skilled analysts to
concentrate on higher-value activities such as complex problem-solving and
strategic interpretation of findings, ultimately improving the overall
efficiency and speed of the QoE engagement.

FAQ: How to Do a Quality of Earnings Analysis

Q: What is the primary goal of a Quality of Earnings
(QoE) analysis?

A: The primary goal of a Quality of Earnings analysis is to assess the
sustainability and predictability of a company's reported earnings by
identifying and adjusting for non-recurring items, accounting policy choices,
and other factors that may distort the true economic performance of the
business.



Q: Who typically performs a Quality of Earnings
analysis?

A: Quality of Earnings analyses are typically performed by independent
accounting and financial advisory firms, often by their transaction advisory
or transaction services departments. These professionals possess the
specialized skills and experience required for such detailed financial
scrutiny.

Q: How does a QoE analysis differ from a financial
audit?

A: While both involve examining financial records, a financial audit aims to
provide reasonable assurance that financial statements are presented fairly
according to accounting standards. A QoE analysis, however, goes deeper to
assess the quality and sustainability of earnings, focusing on normalization
for valuation and transaction purposes, often with a forward-looking
perspective.

Q: What are some common adjustments made during a
QoE analysis?

A: Common adjustments include adding back non-recurring expenses (e.g.,
restructuring costs, legal settlements), normalizing owner's compensation,
adjusting for related-party transactions that are not at arm's length, and
normalizing discretionary expenses that are not essential for ongoing
operations.

Q: How many years of financial data are typically
reviewed in a QoE analysis?

A: Typically, three to five years of historical financial data are reviewed.
This period allows for the identification of trends, recurring patterns, and
the impact of economic cycles on the company's earnings.

Q: What are the key red flags to watch out for
during a QoE analysis?

A: Key red flags include aggressive revenue recognition, declining gross
margins, rapidly increasing accounts receivable or inventory days,
significant unexplained changes in expenses, opaque related-party
transactions, and high employee turnover in finance roles.



Q: Can a QoE analysis be conducted on private
companies?

A: Yes, a QoE analysis is very common for private companies, especially when
they are considering a sale, seeking investment, or undergoing a financing
round. The analysis helps establish a reliable valuation basis.

Q: What is the role of technology in modern QoE
analysis?

A: Technology, including data analytics platforms, AI, machine learning, and
robotic process automation (RPA), plays a crucial role in modern QoE analysis
by enhancing efficiency, improving accuracy in data extraction and analysis,
identifying complex patterns, and allowing analysts to focus on higher-level
interpretation and strategic insights.

Q: How long does a typical Quality of Earnings
analysis take?

A: The duration of a QoE analysis can vary significantly depending on the
size and complexity of the target company, the availability and quality of
data, and the scope of the engagement. It can range from a few weeks to
several months.

Q: What is the output of a Quality of Earnings
analysis?

A: The primary output is a comprehensive report detailing the methodology,
findings, identified adjustments, calculation of normalized earnings (e.g.,
Adjusted EBITDA or Normalized Net Income), an assessment of earnings quality,
and often recommendations for the buyer or investor.
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