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1.0 [bookmark: _Toc36144569]executive summary 
The purpose of this report is to evaluate the accounting topic of earnings management, giving special reference to the Patisserie Valerie case, where £94 million was misstated. It led to the business closing 110 stores. The firm then requested the funds from its shareholders stating that the business would be able to continue to operate should the funds be raised; the business was then bankrupt 2 months later. Earnings management can occur for many reasons. It is sometimes committed to benefit individuals, for example managers in a company often lie about the financial statements in order to receive a bonus. They can overstate or understate their revenue, with understating taking place 1/3 of the time, as this will allow them to have lower targets the following year making it easier for them to make the target with ease. In 2006 the UK switched from GAAP which was the domestic governance code, to the international standard IFRS. IFRS has improved the governments crackdown on earnings management. I feel that earnings management could be cracked down further with more awareness raised, especially to investors coming into the industry as they may not be aware of income smoothing which will give them a different perspective of how the business really operates.







[bookmark: _Toc36144570]2.0 Introduction
[bookmark: _Toc36144571]2.1 Report remit
This report will examine the contemporary issue of earnings management in the accounting world, with special reference to the Patisserie Valerie case, looking at how they used earnings management and how it then affected them. The report will also discuss why a business would carry out earnings management. Additionally, it will look at the role the UK Corporate Governance Code plays in constraining businesses from doing this process.
3.0 [bookmark: _Toc36144572]main body

3.1 [bookmark: _Toc36144573]Earnings management 

Earnings management is the process where the managers of a business attempt to influence financial statements, by using specific accounting methods to achieve some sort of goal ( Akers et al 2007). Most businesses who commit earnings management tend to be public companies (Pfarrer et al., 2008) but private companies also commit earnings management. 
The international journal of accounting (2008) states that there are two types of earnings management, one being opportunistic and the other being efficient earnings management,
Opportunistic earnings management: 
“The financial scandal at WorldCom and Enron changed the outlook of earnings management toward an opportunistic view. With regards to this view, managers manage earnings for their own private benefits rather than for the benefits of the stockholders” (Watts & Zimmerman, 1986) 
With reference to this, opportunistic earnings management aims to benefit the employees of the business rather than the business itself, this could mean employees getting large bonuses due to the financial accounts being edited to comply with a clause in their contract. The managers tend to mislead shareholders, so they have a different perspective of the company. 
Efficient earnings management:
“To improve earnings informativeness in communicating private information” (Siregar et al 2008)
Earnings management is not always illegal and has been defined as “Reasonable and legal management decision making, and reporting intended to achieve stable and predictable financial results” (Burgstahler et al 2006) but it is said that this is still frowned upon within the industry, as it has been described as morally incorrect as it is not a 100% representation of the business. 

3.2 [bookmark: _Toc36144574]motives for earnings management 
Companies tend to use the legal side of earnings management to smooth at their recorded profit and loss for the year to make themselves appear as a more consistent business and more of a safe investment, this is called income smoothing. (Lev 1989) 
It has been believed that companies do this to convince shareholders that their company is somewhat of an anomaly in the market as it is not liable to all the fluctuations that would occur in a normal business, and are often seen as safe havens for investors, due to them having this constant profit margin, and with profit smoothing it is likely that the figure will have a similar trend every month. (Kenton 2008)
The reason most firms commit earnings management is to hide the actual performance of the business from their shareholders and the public, usually looking to portray themselves more successful than they were. (Healy and Wahlen 1999)
Firms also do this to increase their credit rating, this would mean they would be more likely to achieve a loan from a bank, it could also lead to the bank offering them lower interest rates. (Gounopoulos et al 2017)
All of these reasons could come down to pressure that the business is facing, for example if a business is struggling an influx of shareholders will greatly aid them due to new capital coming in. Business will do it because an influx of capital will be attractive to most businesses.
Additionally, Forbes reported 1/3 of cases of earnings management referred to managers lowering their profits which may seem strange but it is because, if they are not hitting their targets they will lower it further to make the target seem unrealistic to begin with. When their next target is then set it would mean the previous years financial statements would be kept in mind, meaning the target will therefore be lower. Making it easier for the manager to meet the target and receive a bonus. It is said that they carry this out by increasing the reserves of the business which would therefore decrease the earnings.
Also according to Forbes, there is very little risk for the managers who do this even when discovered, the accountability normally falls on the business, and often the managers do not have to give back the bonuses they earned from carrying this out.

3.3 [bookmark: _Toc36144575]With Reference to Patisserie Valerie, the issues of earnings management 
On the 18th June 2019 5 employees were arrested for accounting fraud, with the former finance director of the firm, Chris Marsh arrested 8 months prior to this. It is said the company overstated its cash position by £30 million and failed disclose a £10 million overdraft while it was in the process of being purchased by Causeway Capital for £5 million. (BBC)
By the end of the investigation it is reported they misstated £94 million, it caused the business to collapse, when causeway capital resumed control of the company, they had lost 110 of its shops.
Simon Bonney partner of Quantuma an advisory firm in London, said in an interview that, the fraud was either cause by cash being taken out of the business, or them portraying a very successful business when in reality they were somewhat the opposite, but described the case as unusual as such severe fraud should have been picked up earlier. (Bonney) 
Additionally, when the fraud was discovered, the firm were borrowed money from investors. The firm then went and told the investors that if they do not invest more the company would fail, the company then went bust 2 months later. 
Patisserie Valerie made out to the shareholders that this money be sufficient for the business to continue operating.
An issue with Earnings management is that there is firstly a thin line between legal and illegal, as it is legal for businesses to income smooth, but this is seen as morally wrong in the industry, due to it not showing the shareholders the true and fair figures of the businesses operations. 
Additionally with managers usually having no repercussions for the managers, they may greatly benefit from it with the bonuses they will achieve. With it benefitting them it could additionally damage the business as if the manager misstates the accounts to be better than they are, leading to the manager receiving the bonus, when in reality the business is not in the financial situation to be giving out the bonus.

3.4 [bookmark: _Toc36144576]Role of the UK Corporate Governance Strategy 
The UK Corporate Governance code aims to create more transparency which in turn would lead to more levels of trust with a shareholder and a business. Companies must additionally disclose how they have complied with the code, which will allow them to pick up on any suspicious behaviour among businesses. (FRC)
The UK previously operated under GAAP, compared to the global IFRS which it is now mandatory to operate under. (Guindy 2014) 
Committing earnings management within the UK can lead to your arrest, as with the Patisserie Valerie case, 6 people were arrested (The Guardian) with Chris marsh being released on bail, the UK government will see this as a deterrent for people thinking of committing earnings management.
Also, according to Guindy the levels of earnings management is lower with IFRS than previously with GAAP, but its reportedly better at mitigating income decreasing over income increasing which could be a problem.
“The UK (2003) Corporate Governance Code emphasised the need for audit committee independence from managers” (Habbash 2010)
With reference to this the independence will reduce the chance of earnings management as they will be a separate entity to the business therefore will have less of a likelihood to have had a chance to discuss specific goals with the manager. Meaning the audit committee will have a clear mind and will be less likely to look over any problems.
4.0 [bookmark: _Toc36144577]conclusion 
To Conclude earnings management is still a prevalent problem in the UK, but with the introduction of IFRS, as well as big cases like the Patisserie Valerie case, other businesses within the UK will be more reluctant to commit earnings management. But I feel their should be more information readily available to businesses as well as shareholders, especially with the case of profit smoothing as some novice investors may not be aware of this and maybe deceived by businesses.


[bookmark: _Toc36144578]4.1 Recommendations 
I would publicise scandals more so that companies are aware that it is not something that is overlooked, as well as a further distinction on the legality of earnings management, with a clear distinction of the legal side of it and then a clear distinction of what is legal. This should then be readily available to businesses so that there are no mistakes.
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