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Executive Summary 
This report aims to provide an analysis of the factors contributing to the practice of earnings management – namely pressures and incentives. These factors will be considered win relation to Patisserie Valerie.
Firstly, definitions will be provided of earnings management, which is the intentional manipulating of accounts information and financial statements with the intent of distorting the true value of the company.
Secondly the paper will deal more specifically with pressures and incentives that drive managers to engage in the practice of earnings management.
Next the report will discuss issues of earnings management is relating to Patisserie Valerie and the UK Corporate Governance structure’s role in constraining the practice of earnings management, with discussion on the potential damage caused by the practice. 










1. Introduction
Earnings management can cause devastating effects on the value of a business and undermines the legitimacy of the financial reporting process. Earnings management is an intentional method of manipulating financial reports and accounting motivated by personal gain.
This essay will firstly define the concept of earnings management before analysing the role of incentives in encouraging earnings management. The subsequent section will evaluate the case of Patisserie Valerie in relation to earnings management. The UK Corporate Governance structure will then be discussed in relation to its role in constraining earnings management. 

2. Earnings management 
The Securities and Exchange Commission (SEC) have expressed concerns regarding accounting practices relating to earnings management. These concerns were passed on to the Public Oversight Board which in response established the Panel on Audit Effectiveness. The panel found no universal definition on the term, however they did cite examples which include some helpful information, including distinctions between the practice of earnings management and fraudulent accounting (Sack, R. 2020). Dechow and Skinner describe intention to distort the company’s earnings as the common factor between the two, whereas the difference concerns generally accepted accounting principles (GAAP) Fraudulent accounting violates GAAP whereas earnings management usually takes advantage of accounting practices used within GAAP (Dechow & Skinner, 2000). Earnings management is a form of manipulating a company’s financial information in order to falsely represent the company’s success. There are various techniques involved in such manipulation, the most common involves inflating profits, a simple example of this would be including bad debts in a company’s receivable accounts record rather than being written off (Cambridge Dictionary 2020).
Ultimately it is the shareholders who will be most affected by the practice of earnings management, as when the extent of the practice is uncovered, the revelation is likely to have a negative effect on company value. This is especially true when the practice of earnings management is found to be particularly extensive or when it has evolved into blatantly fraudulent practice (Sweet, 2019).
3. Incentives and pressures leading to earnings management 
There are many reasons why earnings management may occur. Financial incentives could arguably be identified as the most obvious motivation to manipulate figures for personal gain, however, pressure can be equally as motivating. There can be occasions where incentives and pressures emanate from the same source. For example, when a manager is given expected targets in order to ensure job security, but given large bonuses when said targets are achieved. Generally speaking there are a limited number of earnings management incentives which include capital market, contractual and political cost incentives. Capital market incentives concentrate on the correlation between earnings and needs (Yang et al, 2014). Contractual incentives focus on the relationship between corporate employee structure and earnings management. political incentives involve the manipulation of figures to transfer wealth (Watts & Zimmerman, 1986).   This section will now explore both incentives and pressures in more detail.
3.1 Managerial incentives and expectations
These incentives are often predetermined as part of an agreed package. These can include things like bonuses and salary increases. The inclusion of accounting-based constraints in manager’s employment contract usually determines the requirements for renumeration and can be an obvious source of incentive but may also apply pressure(Singh, 2008). The inclusion of targets and expectations in employment contracts is common practice and can provide added pressure to preserve job security. In effect these incentives can have a twofold effect: providing motivation to engage in earnings management to achieve financial incentives and feeling that not achieving these targets and incentives would be an indicator of poor success thus endangering job security. (Healy, 1985)

3.2 Effects of borrowing costs 
When borrowing money, terms will be established between the lender and the business. These terms will often include accounting ratio values which – if not maintained – can lead to penalties such as increased interest rates which in turn can require further financial security or require immediate repayment (Mulford and Comiskey, 2002). This in turn can have devastating effects on a company, especially if immediate repayment is not a viable financial option. Under these circumstances, earnings management would undeniably offer itself as a tempting solution to a potentially catastrophic problem (Christie 1990).
3.3 Share Offerings 
Reporting higher earnings for a company would directly affect share prices resulting in reduced capital cost and increased market value. If managers engage in earnings management unnoticed in this way, they can benefit themselves and their company (Dechow and Skinner 2000). 
3.4 Management Buyout 
This incentive is born out of a type of agency conflict between the managers fiduciary duty to the shareholders and their own self-serving interests as buyers. This tension between having to get the best price for shareholders and wanting the best value for themselves as buyers, can encourage managers to under report earnings in order to undervalue the company thereby paying less than its real monetary worth (DeAngelo 1986). 


3.5 Earnings management and patisserie Valerie

  Following a petition from HMRC over an unpaid tax bill for £1.14m, financial irregularities were uncovered. According to the company’s financial statements they had £28m in the bank, however it later transpired that the company owed almost £10m to Barclays and HSBC over 2 secret overdraughts (Red Flag Alert, 2018). Following the discovery of “significant and potentially fraudulent accounting activities” The board issued a statement saying that they would need an urgent cash injection of no less that £20m in order to survive.  Later reports suggested there was £94m unaccounted for (BBC, 2019). Five arrests were made for fraud by the serious fraud office including the firms finance chief. Subsequently, Luke Johnson – a shareholder in the business, invested £20m of his own money to keep the company alive. When the full scope of the problem began to be uncovered, Johnson raised questions over the effectiveness of the external auditor – Grant Thornton, who did not detect any fraudulent activity. Later, Thornton was the subject of an enquiry by MP’s of the Business, Energy and Industrial Strategy (BEIS) Committee where he explained that this was not the role of an auditor and that he did not detect any irregularities within the accounts(Chapman, 2019). If this assertion was accurate, it would support the presence of inaccurate reporting, however later reports of “thousands of fraudulent entries” in accounts and individuals supplying fraudulent invoices for no existent items would take this well beyond the scope of earnings management. Clearly the intent to deceive exists in both instances, but the manufacturing of knowingly false documents for example falls well outside GAAP (Ben Chapman, 2019. 
4. The role of UK Corporate Governance structure in constraining earnings management
There are several contributing factors to earnings management that can be mitigated by an effective corporate governance structure and strategy. Problems such as low managerial oversight can be counter-measured by having a greater number of independent directors and increasing accountability measures (Xie et al, 2003). Frequent board meetings and shorter tenures for independent directors have been demonstrated to be associated with reduced levels of earnings management. This would seem to again indicate a direct relationship between greater levels of accountability and reduced levels of earnings management. Accordingly, the UK Corporate Governance structure takes a two-pronged approach to constrain earnings management by attempting to improve the independence of the board and by expanding the role of the audit committee (Benkel, et al, 2003). 
5. Conclusion 
There can be little doubt that earnings management can have a devastating effect on business. The direct manipulation of accounts – in particular when performed within generally accepted accounting principles – can be a tempting prospect for those seeking personal gain. this is especially true when incentives are offered and sometimes reinforced by pressure to achieve targets. In this case, a combination of incentivisation, fears relating to performance appearance or job security can create the perfect environment to manipulate figures. By extension, it is perhaps not surprising given that this often goes unnoticed for prolonged periods, that earnings management evolves into more intentional and obvious fraudulent behaviour as in the case of patisserie Valerie. The current role of external auditors does not currently include a mandate to search for fraud despite the common perception to the contrary. Additionally, a lack of internal accountability can also contribute to an environment conducive to such problems. The UK Corporate Governance structure can help is these areas, however, more needs to be done. Greater levels of accountability, greater levels of independence amongst the board, and expanding the role of external auditors are measures that have been proposed and could potentially address these areas. 
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