





Patisserie Valerie

[image: Crest of TSD.png]


March 2020

MODULE NAME:		CORPORATE REPORTING AND SOCIAL RESPONSIBILITY
NAME:				SYED AZAN ALI SHAH
STUDENT NUMBER:		1706936








Syed Azan Ali Shah – 1706936 – BMBM6004 – Richard Dunstan









TABLE OF CONTENTS
Table of Contents

executive summary
Introduction

Earnings Management

Incentives and Pressures Leading to Earnings Management

Issue of Earnings Management Specific to Patisserie Valerie
4.1 Pressure to meet the expectations of the capital market participants
4.2 Performance linked pay 
4.3 The role of uk corporate governance structure in constraining earnings management 
4.4 the role of the independent board of directors                                                                                                   4.5 The role of the audit comitee

Conclusion
Recommendations
References









1. [bookmark: _Toc419303684]


0. [bookmark: _Toc496043657]eXECUTIVE sUMMARY
The purpose of this report is to analyse the incentives and pressures which drive managers towards the use of earnings management with specific reference to Patisserie Valerie.
The first section of this report will define the meaning of earnings management. Earnings management is the measured manipulation of revenues and expenses in the financial statements in order for a company to falsely value or devalue the reported profits of the earnings per share.
The second section of the report will talk about the incentives and pressures that motivate managers towards earnings management. Performance related pay is perceived to be one of the main incentives that motivates business managers towards taking part in earnings management, as business managers that to reach aims that are set in the budget tend to receive immense bonuses upon completion of targets. Raising the capital is another reason that pushes managers towards engaging in earnings management, meeting the prospects of those that provide capital will result in investors continuing to provide funds for survival and growth. Minimising Taxes and other political cost is also a key incentive for businesses to take part in earnings management. The pressure to comply with restrictive covenants of debt providers drives managers to engage in earnings management, this allows the company to avoid the repercussions of breaching a restrictive covenant imposed by the debt providers.
The third section of the reports will go into detail about the issues of earnings management that were prevalent in the case specific to Patisserie Valerie.  Analysis of Patisserie Valerie’s statements exhibit, earnings management was motivated by management wanting to meet the expectations of the capital market participants. The cash flow and profitability of the company was overstated by £120 and £12 million correspondingly. The performance linked pay incentive was highlighted as the finance director of the company had potential gain to make from earnings management as the company was heading for an IPO.  
Further, the corporate governance’s structure in constraining earnings management is brushed over. The role of Independent board of directors is looked at alongside with, the role that the audit committee have in earnings management.
The report is concluded, stating to us that the engagement of earnings management makes room for a damaging value to shareholders in the long-term. The managers incentive for personal gain has no regard for shareholders. The UK corporate governance frame work is continuously developing however in matter of earning management it is still so far from perfect. Effective corporate governance is crucial to constraining earning management and increasing the credibility of the financial statements.

Lastly, three clear cut recommendations are given on what amendments the UK corporate governance requires in constraining earnings management. Making it mandatory to disclose the drivers of the variable pay component of key management personal would help improve the framework. Corporate governance framework requiring non-executive directors and the auditor committee to verify the financial metrics of a company is recommended. Making it mandatory for independent directors to comment on the point of ease it was to achieve targets to the operators of the financial statements would allow the risk to be assessed with ease is also suggested.
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0. Introduction

Earnings management has undermined the sanctity of numbers reported in the financial statements of a business (ICAEW, 2013). Earnings management is a process of deliberate intervention in the process of financial accounting and reporting with the objective of getting private gains (Beneish, 2001). Business managers often misuse the flexibility offered by the financial reporting standards by making biased judgments and assumptions for personal gains (ICAEW, 2012a). 
The objective of this report is to critically assess the drivers of earnings management. The report will start by shedding light on the meaning of earnings management. Thereafter, the report will analyse the incentives and pressures that often drives managers towards earnings management. Subsequently, the report will evaluate the issues of earnings management specific to the case of Patisserie Valerie. Finally, the report will conclude by discussing the role of UK corporate governance framework in constraining earnings management. 
1. Earnings Management

Earnings management could be defined as the deliberate manipulation of revenues and expenses in the financial statements of a company in order to artificially inflate or deflate the reported profits or earnings per share (ACCA Global, 2008).. ICAEW (2012b) asserts that earnings management does not necessarily imply violation of rules prescribed by the financial reporting framework. It could be perceived as bending rules by adopting accounting policies and estimates that do not reflect the economic reality of the underlying transactions while staying within the boundaries set by the financial reporting framework. 
There is an explicit difference between earnings management and fraudulent financial reporting. While the former comprises of bending the rules whilst staying within the boundaries of the financial reporting framework, the latter involves deliberate falsification of the underlying accounting records or omission of transactions in the financial statements (ACCA Global, 2008). 

2. Incentives and Pressures Leading to Earnings Management

Business managers engage in the practice of earnings management due to a number of reasons. Performance related pay is perceived to be one of the primary incentives for business managers to engage in the practice of earnings management (ICAEW, 2012d). Business managers are often entitled to hefty bonuses upon achieving the targets set in the budget. Empirical evidence highlights that desire to earn the variable component of remuneration often motivates managers to window dress the financial statements (Rahman, Moniruzzaman & Sharif, 2013). ICAEW (2012c) asserts that linking rewards with the factors beyond managerial control is a primary contributor to earnings management. 
Raising capital is another key incentive for managers to engage in the practice of earnings management. Libby, Rennekamp and Seybert (2015) assert that managers often engage in massaging the numbers reported in the financial statements in order to meet the expectations of the capital providers. ICAEW (2012e) asserts that both equity and debt investors evaluate investment proposals by analysing historical growth and performance improvement trends. Furthermore, benchmarking the performance of a business under evaluation relative to its peers and industry is a common mechanism that influences investment decisions of capital providers. Thus, companies seeking to raise funds from the capital market are highly vulnerable to use of earnings management because failure to meet investors’ expectations could devoid them of capital that is imperative for its survival and growth. 
Minimising taxes and other political costs are other key incentives for businesses to engage in the practice of earnings management. Based on the empirical evidence, approximately 10% of the businesses across the globe massage the numbers reported in their financial statements in order to artificially inflate their earnings. Furthermore, one third of the businesses with losses engage in the practice of earnings management in order to report profits (SWlearning, 2003). 
The pressure to comply with the restrictive covenants of the debt providers is another driver of earnings management. It is a common practice for debt providers to impose a number of restrictive covenants on the borrowers in order to safeguard their investment., In order to avoid the repercussions arising out of the breach of restrictive covenants, it is common for managers to engage in the practice of earnings management (ICAEW, 2012e). 
 
3. Issue of Earnings Management Specific to Patisserie Valerie

The analysis of the financial statements of Patisserie Valerie highlights that the earnings management were driven by a different set of motives in the pre IPO period and the post IPO period. In the Pre IPO period, the focus of the management was to window dress the results such that the expectations of the capital market participants are adequately satisfied. In the post IPO period, the objective of the management was to deliver a superior performance compared to that of the peers in order to maximise their variable portion of the pay, which was linked to the overall performance of the company (BBC, 2018). 
4.1 Pressure to meet the expectations of the capital market participants
The management of Patisserie Valerie deliberately overstated the cash flows and the profitability of the company by £120 million and £12 million respectively (BBC, 2019). Significant delays in payment to the suppliers were one of the early indicators of earnings management in Patisserie Valerie. Despite getting 60 days’ credit terms from its suppliers and having cash on its balance sheet, the company was struggling to pay its suppliers in twice the time (Financial Times, 2019). 
Secondly, the management of Patisserie Valerie artificially increased its profit margin by deliberately omitting the cost transactions from its books of accounts. Peer benchmarking highlights that Greggs and Costa Coffee operate with an operating margin of 8% and 12% respectively, compared to 18% operating margin for Patisserie Valerie (Financial Times, 2019). The higher operating margin for Patisserie Valerie was primarily attributed to underreporting of the expenses in the income statement and capitalisation of the expenses on the balance sheet (Financial Times, 2019). 

4.2 Performance linked pay 
The commitment under property leases merely increased from £61.6 million in 2014 to £63.1 million in 2016 despite the addition of 36 new stores. Negligible increase in the rent commitments is primarily attributed to the incorrect accounting of the rent free period granted by the landlords in order to flatten the profits and better meet investors’ expectations (Financial Times, 2019). 

Lastly, there is a material likelihood of the promoter and the finance director colluding in massaging the financial results prior to 2014, as the company was heading towards an IPO. If the company were to list publicly, the promoter and the finance director would have been the key beneficiaries as they held significant shareholding in the company. Thus, there are traces of the existence of significant incentives for the management of Patisserie Valerie to engage in the practice of earnings management. 
4.3 The role of UK Corporate Governance Structure in Constraining Earnings Management
The corporate governance framework in the UK is constantly evolving with the objective of constraining earnings management. The corporate governance framework in the UK strives to constraint earnings management through improving board independence and expanding the role of the audit committee (Dahya and McConnell, 2007). 
4.4 The role of the independent board of directors
Empirical evidence highlights a negative relationship between board independence and earnings management (Dahya and McConnell, 2007). One of the primary factors underpinning the success of the independent directors in reducing the earnings management in a business is that they are in a better position to withstand the pressure from the various stakeholders of the company to manipulate earnings due to their independence from the company (Busirin, Azmi, and Zakaria, 2015). Furthermore, the absence of any linkages between the remuneration of the independent directors and the overall performance of the underlying business further enhances their ability to monitor the financial reporting process of a business without any bias (Kapoor, 2019)

4.5.The role of the audit committee

Existence of audit committee plays a crucial role in monitoring the robustness of the internal controls and the quality of financial information. Habbash (2012) asserts that a primary benefit of having an audit committee in a business organisation is that it deters the employees at all levels from engaging in earnings management by increasing the likelihood of getting caught. Furthermore, as the audit committees usually comprise of professionals with a significant experience in the profession of accounting, they contribute to improving the overall control environment of an organisation by instituting the best industry practices, thereby reducing the scope for the employees to engage in the practice of earnings management  (Piot and Janin, 2007) 


4. Conclusion

Earnings management leads to the destruction of shareholders’ value in the long-term. Managers’ incentives to maximise their personal gains along with the pressure to meet the expectations of capital market participants contribute to earnings management within an organisation. Although the UK corporate governance framework is constantly evolving with the objective of constraining earnings management, the progress is far from ideal. Improving the effectiveness of corporate governance is critical to constraining earnings management and reinstating the credibility of the numbers contained within the financial statements. 
5. Recommendations

The corporate governance framework in the United Kingdom needs to evolve in order to ensure a higher degree of transparency with respect to the remunerations of the key management personnel. Although, the remuneration of the key management personnel is disclosed in the financial statements, the corporate governance framework could be further improved by making it mandatory to disclose about the drivers of the variable pay component of the key management personnel (ICAEW, 2013). 
Secondly, the corporate governance framework should require the non-executive directors and the audit committee of a company to independently verify the key financial metrics reported in the financial statements of a company (ICAEW, 2012a). Furthermore, it should be mandatory for the independent directors to comment on the degree of ease with which the management of the company was able to achieve its targets. Such enhanced disclosures from the independent directors would provide valuable information to the users of the financial statements to assess the degree of risk in the financial reporting activity of a business. 
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