
Corporate Reporting and Social Responsibility
Earnings Management and Corporate Governance
Report – 1461 words

[image: ]


March 2020

MODULE NAME:	Corporate Reporting and Social Responsibility (BMBM6004)
NAME: 		Michalina Bujak
STUDENT NUMBER: 		1709707


TABLE OF CONTENTS

EXECUTIVE SUMMARY………………………………………………………………. 3
INTRODUCTION…………………………………………………………………………4
1. Earnings Management - meaning.....................................................................................4
2. Why do managers decide to EM?.....................................................................................4
3. Issues of Earnings Management.......................................................................................5
4. Corporate Governance as a limitation of Earnings Management.....................................6
CONCLUSION.....................................................................................................................7
RECOMMENDATIONS......................................................................................................7
REFERENCES......................................................................................................................8













EXECUTIVE SUMMARY
Earnings management (EM) is relatively often used by managers' practice of taking appropriate actions to achieve a certain level of reported profits.
There are some incentives and pressures for managers to earnings management. These include, among others: incentive programs, tax policy and increasing the value of company's shares.
Auditors find it difficult to determine when an error or fraud in financial reporting has occurred, and extreme earnings management can cause accounting scandals. An example of such a scandal is the discovery of thousands false entries in the books of Patisserie Valerie in 2018. Instead of having £ 28.8m cash in the bank, the company had £10m of debt. This report analyzes the situation occured at Patisserie Valerie.
Research has shown that Corporate Governance can limit or completely eliminate EM. It has been found that a larger percentage of independent directors in the audit committee have an impact on reducing EM. However, the mechanisms that were supposed to stop EM proved to be ineffective. This report makes recommendations that corporate governance should follow to avoid future scandals.











INTRODUCTION
Earnings Management (EM) has been an object of interest for practitioners, critics and scientists for years. This phenomenon gives company managers the option of introducing distortions in profit amounts. It is a consequence of the reorientation of accounting goals in terms of decision-making usefulness. The information provided by accounting is to enable the anticipation of benefits from the use of financial capital. This report answers four key questions: What is Earnings Management? Why do managers decide to Earnings Management? What are the problems arising from the Earnings Management? How does corporate governance reduce Earnings Management?
The report investigates the circumstances of the Patisserie Valerie scandal that occurred in October 2018. Appropriate recommendations were issued to support the improvement of corporate governance structure in the UK in order to avoid future scandals.
1. Earnings Management - meaning.
There are many definitions to describe what Earnings Management (EM) is. In the literature, EM is most often described as a process of conscious steps, in line with accepted accounting principles, aimed at achieving the desired level of reported profits (Sellhorn, 2018, p. 86). Generally, EM can be understood as conscious actions and practices of managers that make financial statements look better than they really are. In this way, distorted financial statements attract the attention of potential investors and creditors who are more likely to make investment or lending decisions for a company. Such manipulation is not directly considered a fraud, but it reduces the quality and reliability of the informations contained in the financial statements (Agustia, Muhammad and Permatasari, 2020). In turn, refined accounting errors can be considered as fraud. In October 2018, the chain of Patisserie Valerie cafes was investigated for an alleged fraud of overstatement and concealment of overdraft. Initially, the fraud was estimated at £40m, however later KPMG estimated the fraud at £94m (Wood, 2019).
[bookmark: _Hlk36142823]2. Why do managers decide to EM?
There are many incentives and pressures that motivate managers to EM. One of them is the managers' remuneration package. If the company makes a certain reported profit in advance, then the manager is entitled to a bonus or an option to obtain shares. If the company does not achieve its goals, then the managers face severe consequences, what also inclining them to earnings management (Rani, Hussain and Chand, 2013).
Another incentive is due to the fact that reported profits are used to forecast the value of companies. In the case of willingness to sell shares, profit management can be crucial, as it can positively affect the value of these shares (Cheng and Warfield, 2005, p.7). Unfortunately, the accounting procedures used to maximize the company's value do not result in its real growth. Investors naively react to higher, reported profits, what may be proof of market inefficiency.
Tax regulations strongly influence financial reporting, which also leads managers to EM. Companies with higher tax rates are deciding to reduce their earnings to the lowest level possible to avoid high taxation (Hamid, Hashim and Salleh, 2012).
In the case of Patisserie Valerie, the cause of the scandal on such a large scale has not been determined. Instead of the declared £28.8m cash in bank, a debt of £10m was disclosed. Grand Thornton, auditor of Patisserie Valerie, did not detect discrepancies in the company's accounts of £98m and thousands of false entries in the books (House of Commons, 2019). Moments after the discovery of the 'black hole' he was arrested, and the FRC stated that this was not the only one of his audits that did not meet certain standards (Farrel, 2019). The growing problems of Patisserie Valerie may also have resulted from aggressively overstated targets by restaurant chain managers. Shortly before the disclosure of the fraud, Patisserie Valerie was listed on the stock exchange at £450m (Butler, 2018). The Financial Times announces that Paul May (CEO) and Chris Marsh (the Finance Director) sold their shares obtained as part of the incentive program with a double profit. Information has been disclosed that shares have been allocated without prior notification to shareholders (Vincent, 2018). Simon Bonney, an insolvency expert, suggested that the fraud was aimed at creating a successful business image when it was actually unsuccessful (Skoulding, 2019). Therefore, it can be concluded that the artificial increase in the value of shares was intentional in this case.
3. Issues of Earnings Management.
EM is not an accidental phenomenon. It is motivated by signals from financial markets. There would be no basis for its existence if there were no accounting standards incorporating a new thought in relation to transactional accounting that one of the accounting functions is valuation of assets, using current value. Creating information in the accounting system based on current value is not easy, especially when there is no market for assets. Accounting standards offer a substitute for this value in the form of fair value (estimated) (Lilien, Sarath and Yan, 2018). A key question arise: at what point do accounting standards contribute to the improvement of economic information, and at which point do they help to falsify this information?
Earnings management make many problems because it is very difficult to determine at what moment financial reporting is considered acceptable or unacceptable in its estimates. Auditors are designed to detect errors, but the difficulty lies in distinguishing the error from potential fraud. Accountants should follow the framework of GAAP, and the estimated values ​​should not be extreme (Needles, Powers and Senyigit, 2018).
Critics say that the ability to earnings management is causing financial statements to lose their transparency and reliability. Higher reported earnings are the basis for maximization, and lower - for minimization. Minimization involves moving results to future reports, while maximization is based on depleting the reserve of past reports or borrowing from future reports. Often, companies decide on a 'taking a bath' strategy, which involves minimizing to achieve a low-level report. This happens, for example, by registering large write-offs. When economic conditions worsen, such aggressive behavior can result in an accounting scandal (Ronen and Yaari, 2008).
4. Corporate Governance as a limitation of Earnings Management.
According to Jill Solomon and Aris Solomon (2004), corporate governance can be defined as a system of internal and external controls and balances that confirm that companies fulfill their obligations to stakeholders and their actions are socially responsible in all possible areas.
A lot of research has been done to see if corporate governance can prevent or eliminate EM. It has been proved that the presence of external directors on the audit comittee has links with accruals manipulation. Research shows that the higher the percentage of independent directors, the lower the EM level and the more effective control of the accounting processes (Banseh and Khansalar, 2016). Therefore, ASX Corporate Governance Council recommends that Audit committees consist mainly of independent directors and an independent chairman. Independent directors have a lot of encouragement to oversee management, which helps reduce EM (Benkel, Mather and Ramsay, 2006). When the CEO is also the president of the management board, he can influence which information other directors may have access to, which is also conducive to earnings management (Latif and Abdullah, 2015). Chris Marsh was not only an accountant, but also a member of the accounting authority ICAEW. This affected the information that the auditor received, thanks to which he managed to hide for a long time information that could harm his position and position of the company.
The size of the board is also important. It has been studied that the larger the composition of the management board, the more dispersed its work is, which favors earnings management. The smaller composition of the management board is able to focus more on in-depth control and the data in reports is more precise and unambiguous (Kouki et al. 2011).
CONCLUSION
In recent years, many earnings management scandals have been exposed. Incentives, which deliver managers to use the freedom allowed by the legislator, causes that the loss of control over the reliable communication of the real situation of the enterprise is relatively easy. An example of such a loss of control, and perhaps a sophisticated fraud, is the Patisserie Valerie example discussed above. To prevent future scandals, corporate governance needs to make significant changes to its system.
RECOMMENDATIONS
Not all strategies implemented by corporate governance are correct. Although many mechanisms limiting EM have been introduced, they have not proved effective enough. Corporate Governance should improve these mechanisms to make them more efficient and effective. The above report showed that the independence of the audit committee can significantly reduce or completely eliminate earnings management. In order to avoid further manipulation and scandals, the management and control functions should also be separated. The size of the management board is also crucial here. It is recommended that the size of the board be optimal.
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