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Abstract

This review lays out a research perspective on earnings quality. We
provide an overview of alternative definitions and measures of earnings
quality and a discussion of research design choices encountered in earn-
ings quality research. Throughout, we focus on a capital markets set-
ting, as opposed, for example, to a contracting or stewardship setting.
Our reason for this choice stems from the view that the capital market
uses of accounting information are fundamental, in the sense of provid-
ing a basis for other uses, such as stewardship. Because resource alloca-
tions are ex ante decisions while contracting/stewardship assessments
are ex post evaluations of outcomes, evidence on whether, how and to
what degree earnings quality influences capital market resource alloca-
tion decisions is fundamental to understanding why and how accounting
matters to investors and others, including those charged with steward-
ship responsibilities. Demonstrating a link between earnings quality
and, for example, the costs of equity and debt capital implies a basic
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economic role in capital allocation decisions for accounting informa-
tion; this role has only recently been documented in the accounting
literature.

We focus on how the precision of financial information in capturing
one or more underlying valuation-relevant constructs affects the assess-
ment and use of that information by capital market participants. We
emphasize that the choice of constructs to be measured is typically con-
textual. Our main focus is on the precision of earnings, which we view
as a summary indicator of the overall quality of financial reporting. Our
intent in discussing research that evaluates the capital market effects of
earnings quality is both to stimulate further research in this area and
to encourage research on related topics, including, for example, the role
of earnings quality in contracting and stewardship.
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1

Introduction

This discussion review aims to provide insights on earnings quality.
We describe and analyze several determinants and measures of earn-
ings quality, and we discuss both research which uses those determi-
nants and measures and research which provides evidence on the capital
markets consequences of earnings quality. In discussing earnings quality
research, we focus both on the question addressed and the researcher’s
design choices. In our view, an examination of earnings quality and
its determinants or consequences must address crucial research design
issues, including the definition and measurement of both earnings qual-
ity itself and the construction of tests for its capital market effects (such
as the cost of capital).

Our perspective, which is described in more detail in Section [2 can
be summarized as follows. First, we associate earnings quality with
precision, in the sense that higher quality earnings are more precise
with respect to an underlying valuation-relevant construct that earn-
ings is intended to describe. Differences in the construct chosen as the
benchmark for earnings quality imply differences in the research ques-
tion posed, and therefore also imply differences in how earnings qual-
ity is measured. Researchers have proposed distinct constructs against
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which earnings quality is measuredﬂ as well as different approaches
to measurement. Second, we take a capital allocation view of earnings
quality, as opposed to a contracting or stewardship view, and there-
fore we are concerned with the capital market consequences of earn-
ings quality. Third, we view earnings quality as comprising both an
innate, relatively stable component that is driven by factors intrinsic
to business models and operating environments and a relatively more
discretionary and fluctuating component that is driven or influenced by
management’s financial reporting decisions. We do not view earnings
quality as only, or even primarily, the outcome of a period-by-period
management choice; rather, we view the precision of earnings as arising
from both reporting decisions and long-run strategic decisions about,
for example, what should be the firm’s lines of business.

Earnings quality is of considerable interest to participants in the
financial reporting process, including standard setters, preparers, audi-
tors, regulators, analysts, and financial press commentators. It is also
of interest to accounting educators and accounting researchers. As
evidence of this interest, we point to several analyses of earnings
quality, including |Dechow and Schrand (2004]), |Schipper and Vincent
(2003), and the 2002 special issue of The Accounting Review devoted
to research on earnings quality. These analyses vary in the benchmark
construct that earnings is presumed to capture or describe, and in the
evidence on earnings quality that is presented or discussed. Our review
is intended to complement and extend the insights available from these
analyses.

Dechow and Schrand| (2004) analyze earnings quality from a finan-
cial analysis perspective. They take the view that earnings are of high
quality if they “accurately annuitize the intrinsic value of the firm”
(p. 5). They identify this annuitizing-of-value attribute with report-
ing a normalized, sustainable or representative earnings number that
corresponds to permanent earnings and they describe such an earnings

I For example, research has used, as measures of earnings quality, the value relevance of earn-
ings (as reflected by the mapping of earnings into stock returns), timeliness, conservatism,
accruals quality, persistence, and predictability, among other measures. As discussed in
Section E[, fundamental differences among these measures likely make them differentially
effective at capturing the multi-dimensional construct of earnings quality.
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number as being of high quality because it has three attributes: it accu-
rately reflects current performance; it indicates future performance; and
it is a useful summary for assessing firm value. Our perspective comple-
ments that taken by Dechow and Schrand in that we associate earnings
quality with precise (that is, low variance) information about a con-
struct that earnings is intended to describe; in the context of Dechow
and Schrand’s discussion, this construct would be permanent earnings.
However, as discussed in Section [4] researchers have also posited other
constructs. Our analysis of alternative measures of earnings quality
distinguishes between accounting-based constructs (such as cash flows)
and market-based constructs (such as the information summarized in
returns) that earnings might be intended to capture.

In contrast, Schipper and Vincent| (2003)) consider earnings qual-
ity both from a decision usefulness perspective, following the Finan-
cial Accounting Standards Board’s (FASB) conceptual framework, and
from a Hicksian income perspective, following the idea that account-
ing earnings should faithfully represent changes in wealth. Applying our
perspective to their paper, the construct that is captured with precision
by high quality earnings would be wealth changes (which would prob-
ably not correspond to the normalized or sustainable earnings number
proposed by Dechow and Schrand). While Schipper and Vincent dis-
cuss some of the same earnings quality measures that we analyze in
Section 4| they do not consider the capital market consequences of
earnings quality, one of the main purposes of our discussion review.

Finally, the American Accounting Association-sponsored conference
on Quality of Earnings resulted in a special issue of The Accounting
Review (2002) that contains six papers and related discussions that
consider earnings quality from a balance sheet perspective, from a mea-
surement perspective, from an auditor independence perspective, from
an international perspective, from an analyst expertise perspective, and
from an earnings management perspective. Our discussion review com-
plements these papers by relating some of them to the earnings quality
measures, determinants, and consequences that we consider. We note
that the reviews in this special issue were not intended to encompass
all, or even a particular subset of, the possible approaches to research
pertaining to earnings quality.
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Those with interests in earnings quality also tend to be interested in
a related concept, earnings management. We do not attempt to describe
the voluminous literature on earnings managementﬂ This research
tends not to consider the capital market consequences of that activity,
particularly for broad samples of firms, while one of our main objec-
tives is to discuss how research can provide evidence on the extent to
which differences in earnings quality are reflected in capital market out-
comes, such as the cost of capital. Our precision-based perspective on
earnings quality is related to earnings management because manage-
ment’s financial reporting decisions are one of several determinants of
earnings quality. In this regard, we note that the effect of earnings man-
agement on the precision of earnings as a descriptor of an underlying
construct is likely to be highly context specific. For example, incen-
tives to increase idiosyncratic returns volatility would be expected to
encourage earnings management that decreases precisionﬂ

The rest of this review proceeds as follows. In Section [2, we describe
our perspective on earnings quality and place earnings quality in the
context of overall capital market information quality. In Section [3], we
discuss the determinants of earnings quality, broadly separated into
intrinsic determinants that derive from business models and operating
environments and reporting determinants that derive from the manage-
ment’s implementation decisions in financial reporting process per se.
In Section 4] we describe and compare 12 measures of earnings quality,
provide examples of research which uses these measures, and, for some
measures, offer some views about which measures are preferable in a
given context. Section [5] discusses research design issues, and research
findings, pertaining to the capital market consequences of earnings
quality, in particular, its association with expected returns (or the cost
of capital) and unexpected (abnormal) returns. Section [6] concludes the
review.

2Surveys of earnings management research include, for example, [Healy and Wahlen| (1999))
and |Dechow and Skinner| (2000)). In addition, Dechow and Schrand| (2004]) discuss aspects
of earnings management, and related research, as these pertain to their perspective on
earnings quality.

3 These incentives could arise if call options comprise a significant portion of management’s
compensation because, other things equal, the value of a call option is increasing in total
volatility of the underlying shares; for additional discussion see |[Francis et al.| (2007b)).
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Throughout the review, we use examples of research to illustrate
earnings quality concepts, theories, measures, and results. These exam-
ples are not intended to provide a survey of published and unpublished
research on earnings quality. Because research on earnings quality con-
tinues to evolve, we do not attempt to make our examples exhaustive,
nor do we view our discussions or summaries of existing research work
as definitive.
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