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[bookmark: _Toc35870062]EXECUTIVE SUMMARY

The purpose of this report was to identify managers’ incentives for earnings management and evaluate the role of the UK corporate governance in constraining these practices. 
Earnings management is widespread in today’s financial environment and it aims to show a different picture of the company’s financial performance by presenting lower or higher earnings. The report discovered that managers might be triggered to deliberately manipulate earnings to increase their bonus plan, decrease tax expenses, prevent a violation of debt covenants and meet or beat analysts’ estimates.
Also, the report examined the case of café chain, Patisserie Valerie, illustrating the scope of manipulations that can be achieved within the legal reporting framework. It was discovered that the main issue that underlies earnings management is the flexibility of accounting standards which allows managers’ choices and estimates, creating an opportunity for manipulating financial figures. The problem with these manipulated figures is that they do not reflect the real economic performance of the firm and consequently becoming misleading to its users causing them to make wrong financial decisions.
Furthermore, a positive correlation between corporate governance and improved earnings quality was discovered and several UK initiatives aiming to constrain earnings management were examined. The legal audit requirement has proved to be an important protection against earnings management. Further protection against these practises derives from accounting standards, however, these also create an opportunity for manipulating financial figures. To prevent those manipulations the Corporate Governance Code was issued and its principles, if adequately applied, represent important protection against negative practices.
Overall, the UK initiatives constitute a successful framework against earnings management, however, as long as the deficiencies of the accounting standards exist, earnings management will not be eliminated. Hence, the recommendations were provided including improving inadequacy of the standards, reducing the scope of accounting methods, enhancing the quality of audit, internal control system and regulatory institutions’ monitoring to reduce the scope of the manipulations. 
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[bookmark: _Toc35870063]INTRODUCTION

Nearly 400 chief financial officers believe that every fifth company deliberately distort its earnings (Dichev et al., 2016). Earnings management (EM) practices have led many companies, such as Valerie Patisserie to economic scandals (Eley, 2019), which provide evidence of the detrimental effect of EM on long term companies’ performance. The purpose of this report is to identify managers’ incentives for EM and evaluate the role of the UK corporate governance in constraining EM practices. 

[bookmark: _Toc35870064]Earnings management and The uk corporate governance

3.1 [bookmark: _Toc35870065]meaning of Earnings management
EM is defined as “the choice by managers of accounting policies, or actions affecting earnings, so as to achieve some specific reported earning objectives” (Luong, 2015, p. 23). Managers can influence earnings in two ways, either by recognising incorrect revenue or by recognising improper expenses, so as the presented earnings will be lower or higher. The aim is to show a different picture of the company’s financial performance from what is established by the management (Young et al., 2019). Two approaches to EM can be distinguished, accrual-based EM and real EM, and the difference between them is described in figure 1 (Luong, 2015). In both instances, managers choices happen within the applicable financial reporting framework and do not breach any of the accounting rules, which consequently differentiate EM from fraud (El Diri, 2018).
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Figure  1-Accrual-based EM vs. Real EM
3.2 [bookmark: _Toc35870066]incentives for earning management
[bookmark: _Toc35870067]3.2.1	Bonus Scheme
Manager’s bonus payment is often related to a company’s performance and is usually based on earnings or stock price (Luong, 2015). This direct correlation might pressure management to manipulate earnings upwards and present more optimistic figures on the financial statements. Several researchers have found evidence that increasing the bonus plan is a sufficient incentive for EM, with some indicating it is the main motive for manipulation (Murya & Salim., 2015). 

[bookmark: _Toc35870068]3.2.2	tax liability
The higher the reported earnings figures, the higher the tax cost imposed on companies (Stenheim & Madsen, 2016). This triggers management to deliberately decrease the reported earnings e.g. managers might deliberately increase provision for bad debts. Although these practices go against accounting principles, several studies revealed that companies often manage earnings downwards to decrease their tax expenses (Murya & Salim., 2015).  

[bookmark: _Toc35870069]3.2.3	debt covenant
Management might be pressured to manipulate earnings upwards to prevent violation of debt covenants (Wahlen, et al., 2018). Debt covenants are conditions in credit agreement set by a creditor which the company is obligated to obey e.g. meeting certain financial ratios (Samonas, 2015). The violation of the covenants may be costly to the company e.g. higher interest rates and it may pressure management to artificially inflate the figures to avoid breaching of the conditions (Luong, 2015).

[bookmark: _Toc35870070]3.2.4	STOCK Price
Stock price motivator is common in today’s market environment since there is a great pressure to meet or beat analyst’s estimates. Missing analysts’ forecast results in a significant decline in stock prices, while meeting or beating these estimates is extremely beneficial (Revsine, et al., 2015), e.g. the stock price of the online retailer Amazon increased around 10% within few hours after announcing their quarterly results in January 2020 and significantly beating analyst expectation (Nasdaq, 2020). To avoid the negative stock price movement managers must ensure that the reported figures are satisfactory to investors. If this has not been achieved in regular operational practices, managers might be triggered to hide unfavourable results and present manipulated figures (Abbadi et al., 2016). 


3.3 [bookmark: _Toc35870071]patisserie valerie and issues of earning management 
The cafe chain, Patisserie Valerie (PV) was a steady rising company until the multimillion scandal was discovered in October 2018 (Eley, 2019). It was revealed that the company’s accounts include numerous false transactions and excessive misstatements, causing its balance sheet and profit and loss accounts being substantially manipulated (Butler, 2019). In January 2019, after not being able to secure further funding from investors and repay its wages liability, the company went into administration, furthermore,  it was announced that total misstatements amounted to £94m (KPMG, 2019).
The case illustrates the scale of misstatements that can be achieved within the legal framework and raises a question of how the framework allows these practices. The main issue is that the reporting standards accept some flexibility thus it is difficult to spot fraudulent financial reporting (ACCA, n.d). Financial statements contain items which require estimates such as provision and depreciation. If managers, making those estimates, use their best knowledge of the firm, then the adjustments show the real company’s situation. However, if they have incentives to disturb financial data, they may make choices and estimates to manipulate the figures (Abbadi, et al., 2016). 
Some researches claim that managers should not be criticised for taking advantage of the accounting loopholes (Needles et al., 2018). However, the choices to intentionally manipulate the financial figures, even though legitimate, goes against the main objective of financial statements as being to present information that reflects fairly the financial position of a company (BBP Learning, 2016). Manipulated financial statements do not reflect the real economic performance of a firm thus becoming misleading to its users causing them to make wrong financial decisions (Bhattacharyya, 2019). E.g. creditors evaluating the financial statements of PV would not be concerned about the potential issues with the company’s ability to meet loan repayments, however, any investment decisions would be financially unfavourable as their real financial position was way less optimistic. The choices and estimates made by managers, even though an essential element of financial reports, when deliberately manipulated, become unethical and not in line with the rules of corporate social responsibility (BBP Learning, 2016). 
Furthermore, PV illustrates the detrimental effect of EM on long-term firm’s performance, investors and wider society indicating the need for better earnings quality (Katmon & Farooque, 2017). 

3.4 [bookmark: _Toc35870072]The Role of the uk corporate governance in constraining earnings management
A positive correlation occurs between corporate governance defined as “the system by which companies are directed and controlled” (Moore & Petrin, 2017, p. 3) and improved earnings quality (Mouselli, et al., 2014).
[bookmark: _GoBack]In the UK companies are subject to legal requirements which aim to reduce the opportunities for EM e.g. financial statements are required to be audited (Eliot & Elliot, 2015). Auditors monitor the effectiveness of the internal control system and give an opinion on the fairness of the financial statements hence provide important protection against EM (Wahlen et al., 2018). However, there are two problems which limit the auditor's abilities in constraining EM. Firstly, if there is a determined effort to mislead the auditor, EM could not be recognised. Secondly, the numerous accounting scandals raises a question about the auditors' independence. However, the UK regulations put several safeguards to protect their independence e.g. compulsory rotation every 10 years (Eliot & Elliot, 2015). Although these safeguards may not always be successful they indicate high protection of auditors independence.
Moreover, companies are subject to accounting standards which further decrease the opportunities for EM by limiting the choice of accounting methods (Bhattacharyya, 2019). However, the problem with those standards is that they allow an element of judgment and “whenever there is scope for judgment, there is also scope for manipulation” (Young et al., 2019, p. 14). E.g. IFRS permits only FIFO and AVCO inventory valuation methods and rejects LIFO, however, management estimates are still required in relation to inventory write-downs (Luong, 2015). Although the accounting standards aim to reduce EM, they also create an opportunity for managers for employing these practices.
To ensure good practices, the UK Corporate Governance Code was issued which requires companies to comply with its principles or explain the reasons for not complying. E.g. it requires the board to present a fair and true view of a company’s financial position (FRC, 2018). To ensure the board pursue the interest of investors, its independence is enhanced by the existence of non-executive directors. As they do not pursue self-interest they can effectively monitor managerial activities and constrain their potential abuse of power (Abbadi, et al., 2016). A well-functioning board can thus prevent EM. However, the principle-based approach does not ensure fair application and the issue would be eliminated by adopting the rule-based approach. Nevertheless, rules will not cover all situations and can be overridden, hence the idea of fair application should be further promoted rather than imposing changes (Eliot & Elliot, 2015).

[bookmark: _Toc35870073]CONCLUSION

The numerous managers’ incentives and opportunities for EM causes these practices to be widespread. However, EM has a detrimental effect on investors and companies thus efforts should be made to improve earnings quality. Although several successful initiatives have been implemented in the UK to constrain EM, it cannot be fully eliminated as far as the deficiencies of the accounting standards exist.

[bookmark: _Toc35870074]Recommendations

The regulatory institution needs to analyse the potential ways for EM and improve inadequacy of the standards e.g. limit on manager’s bonuses in replacement of current disclosure approach. The regulatory bodies must attempt to reduce the choice of accounting methods e.g. allowing only one method of inventory valuation to reduce the scope of manager’s manipulation. Also, continuous efforts should be made to enhance the quality of audit, internal control system and regulatory institutions’ monitoring. Furthermore, there should be strict legal consequences for breaching the principles of the Code and unethical practices. 
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