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QUALITY OF EARNINGS: REVENUE &
GROSS MARGIN

How to dissect reported revenue, challenge the top line, identify non-recurring and
channel-stuffed revenue, stress-test gross margins, and build a defensible pro-forma EBITDA
bridge.

IN THIS PART THREE CASE STUDIES

e ASC 606 revenue recognition principles Each session includes one fully worked case study with

detailed calculations, negotiating dynamics, and
e Proof of Cash vs. accrual reconciliation

CFO-level decision frameworks.
e Customer concentration and churn analysis
e Gross margin normalization

e Contract backlog and pipeline quality

e The QOofE report structure and process

mm SESSION 3: REVENUE QUALITY ANALYSIS

What Quality of Earnings Actually Means

The Quality of Earnings (QofE) report is the cornerstone of financial due diligence. It is not a simple audit — it is a
forensic deconstruction of reported financial performance designed to answer one question: What is the true,
recurring, sustainable earning power of this business? The QofE is typically prepared by an independent
accounting firm hired by the buyer (a buy-side QofE) or sometimes pre-emptively by the seller before going to market
(a sell-side QofE, which provides credibility but invites skepticism).

The QofE process unfolds across two primary dimensions: the income statement (revenue quality and expense
normalization) and the balance sheet (working capital quality and debt-like items). This session focuses on revenue
quality and gross margin analysis. Session 4 covers expense normalization and add-backs.
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Revenue Recognition: The ASC 606 Framework

Under ASC 606, revenue is recognized when (or as) a company satisfies performance obligations by transferring
control of a good or service to a customer. The five-step model is: (1) identify the contract, (2) identify performance
obligations, (3) determine the transaction price, (4) allocate the price to obligations, (5) recognize revenue as
obligations are satisfied. In due diligence, the QofE team verifies that the target is applying this framework correctly
and consistently.

Revenue Type ASC 606 Treatment Key QofE Risk
. Recognized at point in time when License bundled with services — must allocate

Perpetual software license . . . ) )

license delivered price; risk of over-acceleration

o Recognized ratably over Deferred revenue understated; billed-not-earned

SaasS / subscription o . . .

subscription period revenue inflating reported numbers
Professional services Revenue recognized before billable milestones met;

Recognized as services rendered

(time & materials) unbilled AR quality

Long-term construction Percentage of completion (input or ~ Over-recognition of % complete; cost overruns
contracts output method) masked in revenue calculation
At point of delivery / transfer of Channel stuffing — loading distributor inventory at

Product distribution
control guarter-end; returns reserve adequacy

Managed services
(monthly recurring)

Contract modification — price changes mid-period,;

Ratably over servi ri e
Sl QTS e ST proper treatment of modifications

Proof of Cash: The Most Powerful QofE Tool

The Proof of Cash is a reconciliation that starts with the company's beginning cash balance, adds all bank deposits
during the period, subtracts all disbursements, and arrives at the ending cash balance — then reconciles those cash
flows back to the income statement and balance sheet. Any discrepancy between bank deposits and reported
revenue is a red flag that demands explanation. The proof of cash cannot be manipulated through accruals — cash is
cash.
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0 PROOF OF CASH RECONCI LI ATI ON

PROOF OF CASH — RECONCI LI ATI ON FRAMEWORK

CASH RECEI PTS ANALYSI S (12 nont hs)

Begi nni ng Accounts Receivabl e: $4,200, 000

+ Revenue reported (accrual basis): $24, 600, 000

- Endi ng Accounts Recei vabl e: ($5, 100, 000)

= Expected Cash Col | ected: $23, 700, 000

Actual Bank Deposits (from bank statenents): $23, 450, 000
UNEXPLAI NED VARI ANCE: $250, 000

I NVESTI GATI ON FLAGS:

1. AR increase of $900K —is new AR col |l ecti bl e?

2. $250K variance —possible credit nenps not properly

recorded, or revenue pulled forward wi thout cash basis

Customer Concentration Analysis

Customer concentration is one of the most significant valuation risk factors in middle-market M&A.; A business where
a single customer represents 30%+ of revenue is fundamentally different from a business with a diversified base — in
terms of business risk, negotiating leverage, contract renewal dynamics, and acquirer appetite. The QofE must
quantify this risk precisely and translate it into a valuation discount.
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0 CUSTOMER CONCENTRATI ON — VALUATI ON | MPACT

CUSTOMER CONCENTRATI ON RI SK ADJUSTMENT

Total Revenue (LTM: $18, 400, 000

Customer A (expires in 6 nonths): $7,360,000 = 40.0% of rev
Custonmer B (3yr contract, yr 2): $2,760,000 = 15. 0%
Custonmer C (nonth-to-nonth): $1,840,000 = 10. 0%

Al'l other (64 custoners): $6,440,000 = 35.0%

Rl SK ADJUSTMENT — CUSTOMVER A SCENARI O ANALYSI S:
Base case (renews at sane val ue): $0 EV adj ust nment
Bear case (does not renew):

Lost revenue: $7, 360, 000

Contribution margin (70%: $5, 152, 000 EBI TDA | ost
At 9.5x multiple: ($48,944,000) val ue destruction
Probabi | i ty-wei ghted (50% chance of non-renewal):

Ri sk-adj usted EV discount: ($24,472,000)

BUYER S PRO- FORVA EBI TDA FOR VALUATI ON:

Reported EBI TDA: $4, 100, 000

Less: Customer A contribution at risk: ($1, 288, 000)
(50% x 35% margi n x $7.36M r evenue)

Adj usted EBI TDA for Custoner A risk: $2,812, 000

At 9.5x: Adjusted EV = $26, 714, 000

vs. Unadjusted EV: $4.1M x 9.5x = $38, 950, 000

Custoner A risk destroys $12.2M of val ue

Meridian Distribution Group

40% Customer Concentration — Pro-Forma EBITDA Adjustment

Background

Meridian Distribution Group is a regional distributor of industrial supplies with $34M revenue and $3.8M reported EBITDA.
Forty percent of revenue ($13.6M) comes from a single large retail chain, whose master supply contract expires in six
months. The buyer, Industrial Partners LLC, received Meridian's CIM at a 9x EBITDA asking price ($34.2M enterprise
value). During due diligence, the QofE team discovers that the retail chain has issued an RFP for competitive bids.
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O MERI DI AN —FULL Qof E REVENUE ADJUSTMENT

MERI DI AN — Qof E REVENUE ADJUSTMENT FRAMEVORK

STEP 1: REPORTED FI NANCI ALS

LTM Revenue: $34, 000, 000

LTM Gross Profit (margin 28%: $9, 520, 000
LTM EBI TDA: $3, 800, 000

Asking price (9x EBITDA): $34, 200, 000

STEP 2: CUSTOVER A CONTRACT ANALYSI S

Revenue at risk (40% x $34M: $13, 600, 000

Gross margin on Custoner A (22% |ower): $2,992, 000
EBI TDA contri bution of Custoner A $1, 360, 000

STEP 3: SCENARI O ANALYSI S

Scenario 1. Custonmer A renews (100% probability for illustrative):
EBI TDA unchanged at $3.8M EV = $34.2M

Scenario 2: Custoner A lost (renewal fails):

Revenue: $34M - $13. 6M = $20, 400, 000

EBI TDA: $3.8M - $1.36M = $2, 440, 000

Justified EV (9%): $21, 960, 000

Val ue destruction: $12, 240, 000

STEP 4: PROBABI LI TY- WEI GHTED PRO- FORVA EBI TDA
P(renewal ) = 40% (based on RFP conpetitive dynam cs)
P(lost) = 60%

Probabi | i t y-wei ght ed EBI TDA:

40% x $3.8M + 60% x $2. 44M = $2, 984, 000

Ri sk-adj usted EV (9x): $26, 856, 000

BUYER S REVI SED BI D: $24, 000, 000

(includes additional conservatism di scount)

SELLER S ACCEPT: $24M + $4M earnout tied to renewal

I f Custonmer A renews for 2 years: additional $4M paid

FI NAL EFFECTI VE VALUE: $24M $28M based on out cone

® THE QOFE LESSON ON CUSTOMER CONCENTRATION

The QofE is not about finding reasons to kill the deal. It is about pricing the risk correctly. The Meridian transaction
was at risk of failing when the buyer initially wanted to walk. The CFO structured an earnout that gave the seller full
value if the customer renewed — and protected the buyer if it did not. The QofE analysis made the earnout structure

possible by quantifying exactly what the risk was worth.
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NexGen Software Solutions
ASC 606 Restatement — $3.2M of Revenue Recognized Too Early

Background

NexGen Software sells perpetual licenses bundled with 12 months of implementation services. The company had been
recognizing 100% of the contract value at license delivery, before any implementation services were rendered. The QofE
team identified this as a material departure from ASC 606 and reconstructed the financials using the proper allocation
methodology.
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O NEXGEN ASC 606 RESTATEMENT NATH

NEXGEN —ASC 606 RESTATEMENT

Aver age contract val ue: $180, 000
Li cense conponent (SSP-all ocated): $135, 000 (75%
I npl enentati on services (SSP-al |l ocated): $45, 000 (25%

COVPANY' S REPORTED METHOD (i ncorrect):

Revenue recogni zed at contract signing: $180, 000 (100%

CORRECTED ASC 606 METHOD:
Li cense revenue: $135,000 recogni zed at delivery (Mnth 0)

Servi ces: $45, 000 recogni zed ratably over 12 nmonths ($3, 750/ np)

CUMULATI VE RESTATEMENT | MPACT (LTM 85 contracts):
Services revenue deferred (avg 6 nonths into period):
85 contracts x $45,000 x 6/12 = $1,912, 500

Prior period contracts partially recognized in LTM

Addi tional deferral: $1, 287,500

TOTAL REVENUE OVERSTATEMENT: $3, 200, 000

EBlI TDA OVERSTATEMENT ( hi gh-margi n services): $2,880, 000

(at 90% contri bution margi n on services)

CORRECTED EBI TDA: $8.4M reported - $2.88M = $5, 520, 000
CORRECTED EV AT 11x: $60, 720, 000

ORI G NAL EV AT 11x (on $8.4M: $92, 400, 000

VALUE DESTRUCTI ON FROM ASC 606 ERROR: $31, 680, 000

Coastal Foods Inc.

Channel Stuffing Detection — Quarter-End Revenue Reversal

Background

Coastal Foods Inc. distributes specialty food products through a network of regional distributors. The QofE team noticed a
suspicious pattern: revenues were consistently highest in the last two weeks of each quarter, followed by elevated return
rates in the first two weeks of the following quarter. This is the classic signature of channel stuffing.

Part 3 of 12 - M&A Execution Program - Page 7




M&A EXECUTION PROGRAM - PART 03: QUALITY OF EARNINGS — REVENUE & GROSS MARGIN CFO REFERENCE SERIES

O CHANNEL STUFFI NG —DETECTI ON AND QUANTI FI CATI ON

COASTAL FOODS — CHANNEL STUFFI NG DETECTI ON

REVENUE PATTERN ANALYSI S (by two-week period):
QL Weeks 1-4: $3, 200,000 avg per 2-week period

QL Weeks 5-6: $7,100,000 (week 5-6 conbi ned —end of QL)

Q@ Week 1: $1,800,000 (returns and credits)

QUANTI FI CATI ON OF STUFFI NG

Quarter-end spi ke above run rate: $7.1M - $6.4M = $700K/ qtr
Annual i zed stuffed revenue: 4 x $700K = $2, 800, 000

Return rate on stuffed product (Q+l credits): ~82%

Net retained revenue fromstuffing: 18% x $2. 8M = $504, 000

Over-stated LTM revenue: $2.8M - $0.5M = $2, 296, 000

EBI TDA ADJUSTMENT:

Lost margin on returned product (25% gross margin)

$2. 296M x 25% = $574, 000

Pl us: restocking/return processing costs: $180, 000
TOTAL EBI TDA OVERSTATEMENT: $754, 000

BUYER ACTI ON: Adj usted EBI TDA down by $754K;

required seller to inplenment distributor sell-through

reporting as a condition to closing
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