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1. [bookmark: _Toc36135417]eXECUTIVE sUMMARY

Earnings management has been a problem in the last couple of decades leading to the problem in accountancy practices employed by managers manipulating financial reports. Patisserie Valerie, guilty of using creative accounting methods, leading to their collapse and this report discusses the analysis and incentives in the scope of earnings management. 

Earnings management involves subjective judgements by managers, manipulating financial information, resulting in personal gain. There are several incentives, however, the main incentive for most managers is the remuneration package which is bonuses based on target earnings. However, studies show that is there is a manager within ownership, then earnings management is most likely to not occur as it would harm the firm.

At the end of 2018, the discovery of Patisserie Valerie’s financial statements was said to be overstated by at least £94m and the technique of earnings management was applied with fake entries in ledgers and inaccurate balance sheet and profit and loss account. Due to this discovery, the successfulness of the business would be difficult to determine as the scale of the manipulation was so large. As such, Patisserie Valerie represents a perfect example of managerial engagement in earnings management due to certain incentives and pressures.

Due to recent accounting scandals within the UK, the corporate governance framework had received significant criticism and now there are internal and external practices put in place to contain earnings management. Along with these contingencies, increased auditing quality would aid in detecting irregularities, therefore managers opportunistic behaviour would be controlled and minimised.
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2. [bookmark: _Toc36135418]Introduction

Over the past two decades many corporate failures have led to the growing concern with regards to the practices employed by managers that lead to manipulation of financial reports, or in other words – earnings management (Gray et al., 2015). Most recently, in the context of the UK, Patisserie Valerie was the subject of implementing such creative accounting techniques that led to its collapse (Chapman, 2019). Therefore, the objective of the current report is to critically analyse the significance of earnings management and its drivers. To do so, the report will commence by examining the scope of earnings management, followed by a detailed analysis of the incentives and pressures that drive managers to engage in earnings management. Once these aspects are assessed, the report will evaluate the issues faced by Patisserie Valerie, which led to the company implementing earnings management. Afterwards, the analysis will focus on the UK corporate governance structure and its role in constraining earnings management. Finally, the report will conclude all main points and provide recommendations as to what further actions should be taken in relation to mitigating earnings management.

2.1 [bookmark: _Toc36135419]Scope of earnings management

The nature of earnings management includes the adoption of judgment on behalf of the managers, towards altering the financial reports by means of restructuring transactions with the objective of manipulating the final results (Gray et al., 2015). Therefore, earnings management essentially represent a purposeful interference with the financial reports, with the sole objective of reaching some personal gain. Nonetheless, the concept of earnings management is highly complex and there is yet no specific definition of what constitutes this phenomenon, which is why it is more difficult to properly detect it (Rani et al., 2013). 
The earnings management concept could be clearly linked to the agency theory, which holds that a conflict arises between managers and owners due to the separation of ownership between the two (Jensen and Meckling, 1976). Thus, because of the separation of ownership, managers may not necessarily be inclined towards serving the best interests of the owners due to self-interest that could be expressed in the tangible and intangible rewards that management could receive (Gray et al., 2015). As a result, one way to force an agency conflict is to engage in earnings management.  

2.2 [bookmark: _Toc36135420]Incentives and pressures encouraging earnings management

The most common and most significant managerial incentive to engage in earnings management is, perhaps, the managers’ remuneration package, whereby management has performance-related pay that allows for receiving cash bonuses or share options upon attaining target earnings (Healy and Wahlen, 1999; Jones and Wu, 2009). Therefore, Rani et al. (2013) report that it is a common practice for managers to manipulate earnings to strategically reach certain earnings targets that could lead towards increases in annual salary, bonuses and premiums. However, besides performance-related pay, managers could also be encouraged to manage earnings upon equity-based compensation, whereby the managers hold shares of the company (Goldman and Slezak, 2006; Crocker and Slemrod, 2008). Nonetheless, some studies suggest the contrary – if there is managerial ownership within the firm, then managers are less likely to engage in earnings management to avoid any additional tax expense, which is said to have an adverse effect on the value of the firm (Klein, 2002; Peasnell et al., 2005). This is also in line with the finding that managers have the incentive to manage earnings with the purpose of influencing stock market performance (Degeorge et al., 1999). 
Another determinant linked with the influence of share prices is represented by poor financial performance, which drives managers to manipulate earnings with the objective of making the weak performance less noticeable and, therefore, avoid significant share price declines (Roychowdhury, 2006).  The stock market performance of a company could also be affected by the interruption of consistent earnings growth, which in turn also represents a pressure on managers to maintain increasing growth every year, thereby encouraging them to manipulate the numbers (DeAngelo et al., 1996). Furthermore, managers have also been found to engage in creative accounting and manage earnings in order to meet the forecasts of financial analysts, whereby it was revealed that companies might go to the lengths of reporting abnormally high earnings just so they could meet or even exceed the forecasts of analysts (Kasznik, 1999). For instance, some of the largest earnings management cases in history, as represented by the case of Enron and the case of WorldCom, occurred as a result of managerial practices that were implemented with the objective of satisfying analysts’ forecasts (Schilit, 2010). The case of General Electric (GE) is also linked to an overstatement of earnings for years just so the company’s performance could exceed analyst expectations, which forced the organisation to pay a $50m fine (Desmond, 2009). Nonetheless, another pressure on managers is to preserve the reputation of the company through the attainment of consistent earnings growth and stable performance. Therefore, due to the fear of being dismissed as a consequence of the weak financial performance of the company, managers could engage in earnings management (Hirshleifer, 1993). 

2.3 [bookmark: _Toc36135421]Issues within Patiesserie Valerie

Towards the end of 2018, the UK chain of cafés Patisserie Valerie was found to have been involved in an accounting scandal of a significant magnitude that saw the company overstating its asset position by at least £94m, among which £54m were linked to its cash and cash equivalents (KPMG, 2019). As such, the company’s management has implemented earnings management techniques, whereby it included thousands of false entries within its ledgers, meanwhile, the balance sheet and profit and loss accounts were subjected to an extensive misstatement in order to enhance its financial position, cash flow position and financial performance (BBC, 2019a). Nonetheless, as of now, it cannot yet be determined whether throughout the life of the company, its operations were successful merely due to the fraudulent activities it engaged in, or if, instead, the business was successful but it collapsed due to the magnitude of the manipulation (Skoulding, 2019). As such, Patisserie Valerie represents a perfect example of managerial engagement in earnings management due to certain incentives and pressures, which have not yet been identified. 


2.4 [bookmark: _Toc36135422]Corporate governange strucutre in the uk

In light of the recent accounting scandals in the UK, the corporate governance framework in the country has been subjected to significant criticism. In fact, over the past few years, the number of high-profile corporate collapses has increased significantly, which is evidence for an inefficient regulatory framework that does not effectively implement constraints against creative accounting practices (Beattie et al., 2015). The mechanisms that aid in constraining earnings management practices could be represented by both external, as well as internal corporate governance practices. The main external corporate governance mechanism that can constrain earnings management is represented by the presence of a robust regulatory system. For instance, based on the UK regulation, the Board of Directors must be composed of a specific balance of executive and non-executive directors in a way that there is no group of individuals that could dominate the decision-making process of the Board (Man and Wong, 2013). A further internal mechanism linked to the Board structure in the UK is the requirement for different individuals to serve as the CEO and the Chairman of the Board (Dahya et al., 2002).
Other constraints on managers’ opportunistic behaviour could be placed through compensation policies designed by Compensation Committees in a way to motivate proper executive conduct, as well as the Audit Committees that provide independent oversight of the internal controls. Nonetheless, another determinant of financial reporting quality and minimisation of earnings management has been linked to the efficiency and quality of the external auditors, whose practices could greatly affect the reporting of companies (Jonas and Blanchet, 2000). However, critics state that the UK corporate governance structure is not characterised with robust monitoring and enforcement mechanisms, which has led to the rise in corporate failures (Beattie et al., 2013). Meanwhile, in the presence of increased external audit quality that would detect irregularities more effectively, managers’ opportunistic behaviour would be controlled and minimised. As such, the corporate governance structure in the UK is currently in the process of implementing certain changes such as new regulatory body for the audit practice, as well as new rules on appointing two external auditors for the largest companies in the country (BBC, 2019b). 

2.5 [bookmark: _Toc36135423]Conclusion

[bookmark: _GoBack]Over the past few years, earnings management has become a significant issue in the UK that has led to a substantial increase in high-profile corporate failure. The incentives and pressures that encourage managers to engage in manipulation of earnings are most commonly linked to their performance-related pay, as well as the stock market performance of the company and financial analysts’ forecasts. One recent case of earnings management in the UK as evidenced by the dramatic overstatement of figures by Patisserie Valerie, which is yet another example of corporate failure in the country that has led to substantial criticism on the UK’s corporate governance framework. Thus, it is recommended for the UK regulatory system to implement better controls on the Audit Committees and introduce more stock options as part of the compensation policies designed by the Compensation Committees. 
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