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Earnings quality measurement for security analysis
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2.

Abstract

The objective of this article is to present
earnings quality measurement for security analysis.
A security analyst (financial analyst per se)
can enhance his/her earnings predictive ability
from these measures once he/she estimates firm’s
value and launches his/her stock recommendation.
As such, earnings quality is imperative in
business valuation. In terms of security analysis,
high quality earnings should: (1) be more
persistent and less volatile, (2) reflect future
cash flow realization, and (3) be associated

with stock price. Accounting literatures thereby

introduce two earnings quality measures:
(1) accounting-based earnings quality measure,
and (2) market-based earnings quality measure.
Accounting-based earnings quality measures
employ statistical methods on financial statement
numbers, while market-based earnings quality
measures are based on financial statement
numbers, and statistical methods together with
stock price. However, users of both earnings
quality measures should be familiar with
financial statement information utilization and

proficient in statistical packages.
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