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Perceptions of Earnings Quality: What Managers Need to Know
By Frances L.  Ayres, CPA (March 1994) (P. 27-29)

· The term "earnings quality" has been defined in various ways:
· One view of the earnings quality relates to the overall permanence of earnings. That is, high- quality earnings reflect earnings that can be sustained for a long period.
· Another view relates earnings and stock market performance. Under this view the stronger the relation between earnings and market returns the higher the earnings quality.
· The earnings quality concept: (Not New) 
· It evolved from the fundamental analysis notion of searching for undervalued and overvalued securities, which developed in the 1930s.
· An under- or overvalued security was one priced at less or more than its "true" or intrinsic value. This true value could be ascertained by carefully analyzing a company’s financial statements for information that would suggest a company should be trading for more or less than the present market value.
· Perceptions of earnings quality:
· Being aware of a number of factors related to perceived earnings quality can be important to a manager faced with choices that affect the bottom line. These factors may affect investors’ and creditors’ perception of the quality of earnings.
· Managers need to consider the trade-off between improvement in reported earnings and a possible negative perception of earnings quality if the improvement in earnings is perceived to result in lower-quality earnings.
· Factors related to perceived earnings quality:
· Impression management: the conscious management of the image conveyed to others as a result of an individual’s or organization’s behavior.
· Income Smoothing:  An attempt to report a steady stream of earnings and/or growth in earnings.
· Earnings management: An intentional structuring of reporting of production/investment decisions around the bottom line impact.
· Factors in earnings management:
· Accrual management: refers to changing estimates such as useful lives, collectability of receivables, and other year-end accruals to try to alter reported earnings in the direction of a desired target.
· The timing of adoption of mandatory accounting policies.
· Voluntary accounting changes: switch from one generally accepted accounting method to another.
· impressions matter, and the conscientious financial manager and management accountant will take heed of some pitfalls to avoid in financial reporting. 
· Discussion Questions:  
1) What accounting method(s) would you use in order to measure the earnings quality, whether it is high or low? Why?
2) In your opinion, why managers might attempt to smooth earnings?
3) Which factor(s) would you use in order to manage earnings? Why? 
4) ……. ? 

