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INTRODUCTION

The general context of the research

Capital markets today are an important mechanism of the economy. Their smooth
functioning is ensured by the agents present on the capital markets: on the one hand, the
listed companies that present their more or less realistic scenario through accounting
reports, and on the other hand, the interested investors that give their answers through their
investment decisions. Attracting financing through capital markets or the banking system,
creating strong business relationships with customers and suppliers, employee stability are
key objectives of economic entities for the achievement of which the company's image
plays an important role. Financial statements are the main sources of information for
stakeholders on which they base their decisions. But how accurate is the information
presented, how objective, relevant and complete, so that users can trust it? Maximizing
benefits in a Machiavellian way can cause a company to manipulate the figures and
information reported in the financial statements, to the detriment of all stakeholders. It is in
this paradigm that the present paper intervenes by presenting the ways in which financial
performance can be disguised, by recommending indicators that help a correct assessment
of performance, proposing methods for detecting accounting manipulation and ensuring
the quality of earnings, the aim being to protect the interests of less informed stakeholders.

Accounting manipulation can take the enticing form of creative accounting (or
earnings management, an American synonym for the same phenomenon) or the aggressive
form of accounting fraud. Creative accounting is a current and controversial topic, a topic
of interest for both professional accountants and users of financial-accounting information.

In trying to decipher this 'Pandora's box', as some authors have called creative
accounting, opinions are very diverse. What is certain is that it distorts the quality of
information, results and financial performance, managing to engage in its whirlwind
managers, accountants, less scrupulous auditors who through dubious means seek to
acquire undue advantages. In the context of creative accounting, information loses its
quality, financial performance, although attractively presented, is altered and the interest of
stakeholders is undermined.

Although it differs from accounting fraud in that it respects the letter of the law, but
not its spirit, this does not make creative accounting less dangerous. On the contrary, it

makes it more misleading and harder to detect.



The fight against these practices is also to be a difficult one as long as we cannot
rely on the morality of those involved, because creative accounting is a matter of ethics, of
principles. It derives from the subjectivity inherent in the professional reasoning exercised
in the interpretation of economic transactions, in establishing estimates, in choosing
accounting policies, subjectivity that can transform the faithful image into a convenient
image.

The victims of this phenomenon are existing and potential investors, lenders and
other creditors in the decisions they make based on financial information. Through this
research we warn them to turn their attention to the explanatory notes, to the cash flow
situation, to a more detailed analysis of the published and available information.

The subtle nature of earnings management does not make this phenomenon less
dangerous than accounting fraud. After all, both are negative and immoral, except that the
effects of creative accounting affect primarily shareholders, investors and creditors, while
accounting fraud mainly affects the state and moves away from the realm of legality. From
this point of view, creative accounting is less condemned, but its negative effects can be as
large as in the case of fraud. In addition, not everything that is legal is moral. This research
focuses on earnings management, but as the boundary between the two phenomena is very
slippery, the methods of detecting accounting manipulation addressed in our scientific
approach can be successfully implemented prior to a detailed investigation of fraud.

Performance, in its various forms, is what drives decisions to invest in a company.
A complex performance approach involves not only profitability analysis, but also
liquidity, in parallel. Comparing the operating result with the cash flows from the
operational activity, the ratio between the operating result and the gross result of the period
are some handy procedures that can assure us about the reality and sustainability of the
reported performances. Studying deeper, in the literature have been developed complex
econometric models that can calculate the risk of manipulation of financial statements, one
of them being the one developed by Professor Messod Beneish. Dechow offers us another
model that can calculate the degree of earnings quality. But as prevention is easier than
treating, we will provide recipes that eliminate accounting manipulation from the

beginning, thus ensuring the earnings quality.



The importance of the topic and the motivation for carrying out the research

The motivation to approach the topic starts from the influence that the lack of
information or the rendering of false information can have on the decisions of the
stakeholders, producing the boomerang effect on the economic entity, with effects up to
macroeconomic level.

Financial performance is a topic of interest for the entire business environment,
from managers to investors and professional accountants. Its approach through the creative
side wants to put everyone on the subject in terms of the seductive but also misleading
effects of a creative presentation of performance in financial statements. That is why a
more in-depth analysis of performance is important in order to detect manipulated results
and ensure the quality of earnings.

The topic is relevant and useful for users of financial-accounting information,
especially for investors, who may be seduced by a one-sided approach to performance
based on profit. The paper warns them that performance is not synonymous with
profitability, showing them that profit is relatively and strongly influenced by subjective
professional reasoning, focusing their attention on the cash flow situation and the
comparison between the two, but also on other methods of detecting earnings management
or assessing the quality of earnings.

The research focuses on how the quality of financial information and the actual
performance of the entity are affected by earnings management practices and the impact
that these options have on the accounting result, on the treasury and, further, on investors
and other users. The paper also presents models for detecting these practices and, last but
not least, methods to combat these negative phenomena.

The methods of detecting accounting manipulation or assurance on the quality of
earnings are relatively new and insufficiently exploited in our country. The present
research provides a practical approach to the subject with application on the figures of
some entities listed on the Bucharest Stock Exchange.

The topic is also of interest to auditors to estimate at an early stage a lower or
higher level of skepticism.

As earnings management converges to fraud, a control body may follow certain
indicators of accounting manipulation that we intend to identify in our research, and if they

signal a risk of accounting manipulation, to deepen research.



The topicality of the research subject and the state of knowledge

Earnings manipulation is neither a new topic nor a new practice, but its practical
aspect is topical due to the effects it has on financial performance. The literature
extensively theorizes the subject of accounting manipulations, their influence on financial
performance and investment decisions. In this sense, we will also contribute with the
present research by treating these topics in an interdependent relationship, offering a
demonstrative dimension by applying the methods of detecting accounting manipulation on
companies listed on the regulated market of the Bucharest Stock Exchange.

Grosanu and others (2012)! analyze studies on creative accounting between 1990
and 2010. The authors show that interest in creative accounting increased after the 2000s,
when 68.5% of the analyzed articles were published. Also during this period, the interest
for this subject increased at national level. The authors who approached the subject
intensely in our country are Matis, Vladu, Negrea (2009)?, Balaciu, Bogdan, Vladu
(2009), Vladu, Grosanu (2011)* Grosanu, Richisan, Berinde (2012)°, Vladu, Cuzdriorean
(2013)5, Balaciu, Bogdana, Feleagi (2014)’, Cernusca, David, Nicolaescu, Gomoi (2016)8.
The analyzed studies address the following areas of creative accounting: accurate image,
financial reporting, corporate governance, creative accounting techniques, inconsistency of
accounting standards, company ethics, financial scandals, information asymmetry between
managers and stakeholders, auditor independence, accounting reform. A high percentage of
these studies (68.42%) have an empirical component, 31.58% being only theoretical. Most
empirical studies analyze creative accounting practices in the UK (30.77%), Australia and
New Zealand (28.20%) and Europe (minus the UK) - 20.51%. In the USA, only 12.82% of

! Grosanu, A., Richisan, P. R., & Berinde, S. R. (2012). International research regarding creative
accounting. Annals of the University of Oradea, Economic Science Series, 21(2).

2 Matis, D., Vladu, A. B., & Negrea, L. (2009). Cash-flow Reporting between Potential Creative Accounting
Techniques and Hedging Opportunities Case Study Romania. Annales Universitatis Apulensis: Series
Oeconomica, 11(1), 140.

3 Balaciu, D., Bogdan, V., & Vladu, A. B. (2009). A brief review of creative accounting literature and its
consequences in practice. Annales Universitatis Apulensis: Series Oeconomica, 11(1), 170.

4 Vladu, A.B. & Grosanu, A. (2011). Some insights regarding creative accounting in Romanian accounting
environment-regulators, financial auditors and professional bodies opinion. Annals of Faculty of
Economics, 1(1), 661-668.

5 Grosanu, A., Richisan, P. R., & Berinde, S. R. (2012). International research regarding creative
accounting. Annals of the University of Oradea, Economic Science Series, 21(2).

® Vladu, A. B., & Cuzdriorean, D. D (2013). Creative Accounting, Measurement and Behavior. Annales
Universitatis Apulensis-Series Oeconomica, 15(1).

7 Balaciu, D. E., Bogdana, V., Feleags, L., & Popa, A. L. (2014). "Colorful approach regarding creative
accounting. An introspective study based. Accounting and Management Information Systems, 13(4), 643.

8 Cernusca, L., David, D., Nicolaescu, C., & Gomoi, B. C. (2016). Empirical study on the creative
accounting phenomenon. Studia Universitatis ,,Vasile Goldis” Arad—Economics Series, 26(2), 63-87.
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the analyzed researches were performed.

Unlike creative accounting, earnings quality is a relatively new concept in
Romania, because at the moment we have not discovered studies that directly address the
subject. Therefore, an initial objective of this part of the research is to explain the concept
of earnings quality through keywords - characteristics and conditions of earnings quality or
opposite concepts. We will also present practical solutions for measuring the quality of
earnings. Through this paper we want to arouse the interest of investors and the attention of
listed companies, because a high quality improves the efficiency of the capital market, but
also the interest of other stakeholders, and last but not least, the interest of other
researchers.

Internationally, the concept of earnings quality has evolved from the need to detect
undervalued and overvalued securities, which developed in the 1930s, as noted by Ayres
(1994)°. The same author notes that the subject of earnings quality became better known in
the late 1960s, early 1970s. It is understandable that the need for investors to be assured of
earnings quality existed intrinsically with the development of capital markets. But the first
papers identified by us that directly debate the subject of earnings quality are those
published in 1973 by Olstein & O'glove!® and in 1987 by Thornton L. O'Glove, Quality of
earningst.

The great financial scandals of the beginning of the 21st century, Enron,
WorldCom, Arthur Andersen, Xerox, Parmalat, Lehman Brothers have led to the
stimulation of the approach to earnings quality in the specialized literature. Also, the
explicit objective of the International Accounting Standards Board (IASB) to develop a set
of 'high quality' accounting standards has also naturally drawn researchers' attention to the
fundamental issues of earnings quality. Hence, it is explained the intensification of research
on earnings quality in the last two decades. Among these, we consider the reference works
of Schipper, K., & Vincent, L. (2003)*2, which is the source of inspiration for at least 1366
other papers, Dechow, P., Ge, W., Schrand, C ., (2010)3, quoted 3752 times. They deal
with the subject in a complex way, the authors discussing all the dimensions involved in

the quality of earnings, which we will also explain in the present scientific paper. Dechow

® Ayres, F. L. (1994). Perceptions of earnings quality: What managers need to know. Management
Accounting (USA), 75(9), 27-30.

10 Qlstein, R. A., & O'glove, T. L. (1973). Quality of Earnings Report, Vol. I11, No. 23. New York: Coenen &
Co. Inc., November, 20.

1 Thornton, L. (1987). Quality of Earnings. Simon and Schuster.

12 Schipper, K., & Vincent, L. (2003). Earnings quality. Accounting horizons, 17, 97-110.

13 Dechow, P., Ge, W., & Schrand, C. (2010). Understanding earnings quality: A review of the proxies, their
determinants and their consequences. Journal of Accounting and Economics, 50(2-3), 344-401.
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is one of the researchers who has consistently approached the subject of earnings quality
and adjacent concepts (19954, 1996%°, 2000%°, 200417, 2010%8).

Of course, performance must be thought of in a sustainable context to ensure
financial stability at the micro- and macroeconomic level. Given past experiences of major
financial scandals (Enron, WorldCom, Xerox, Parmalat) that have shaken the world
economy, contemporary performance approaches are based on relevant financial
information that initially involves removing the suspicion of manipulating the presented

information.

Objectives and working hypotheses pursued in research

The general objective of the research is to highlight methods of detecting the
manipulation of earnings and to assure investors on the quality of earnings reported in the
financial statements, on the veracity of financial performance. The general objective is then
divided into specific objectives:

» A pproaching the concept of performance from different perspectives

» Presentation of indicators for assessing financial performance, while exposing their
vulnerabilities

» ldentifying stakeholders on the performance of economic entities and the
inequalities between them in terms of information

» ldentifying negative phenomena such as accounting manipulation, earnings
management, creative accounting and accounting fraud that alter the performance
presented

» Determining the purpose, motivations, means and effects of manipulating the
accounting result

» ldentifying methods for detecting accounting manipulation and applying them to
companies listed on the regulated market of BSE

14 Dechow, P, Sloan, R., Sweeney, A. (1995), Detecting earnings management. The Accounting Review 70,
193-225.

15 Dechow, P.M., Sloan, R.G., Sweeney, A.P. (1996), Causes and consequences of earnings manipulation: an
analysis of firms subject to enforcement by the SEC. Contemporary Accounting Research 13 (1), pp. 1-36.

16 Dechow, P. M., & Skinner, D. J. (2000), Earnings management: Reconciling the views of accounting
academics, practitioners, and regulators. Accounting horizons, 14(2), 235-250.

17 Dechow, P. M. & Schrand C. M. (2004), Earnings Quality, Research Foundation of CFA Institute,
Charlottesville, VA.

18 Dechow, P., Ge, W., Schrand, C. (2010), Understanding earnings quality: a review of the proxies, their
determinants and their consequences. Journal of Accounting and Economics.
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» Presenting the concept of quality of earnings and identifying the elements of quality
earnings

» Proposing methods to combat accounting manipulation and protect the interests of
investors

» Presentation of the implementation stage of the methods of prevention of
accounting manipulation in Romania

We started from the hypothesis that the accounting result is an important indicator
in assessing financial performance, a hypothesis supported by citing sources, but also by
applying a questionnaire among users of financial-accounting information, but also among
professional accountants as producers of financial-accounting information.

We will further demonstrate that the accounting result is a subjective, strongly
influential indicator and the assessment of performance (strictly) based on it can lead to
erroneous conclusions and hasty decisions.

If we attack this indicator, we will suggest alternative or complementary solutions
for assessing the financial performance, saving solutions, through which the accounting
manipulation can be detected or, on the contrary, the veracity of the accounting figures can
be ensured. We will verify these suggestions through statistical tests and apply the theory

to companies listed on the regulated market of BSE.

SCIENTIFIC RESEARCH METHODOLOGY

Scientific research is carried out systematically, through methods specific to each
type of approach: fundamental (theoretical) research and applied research.

Fundamental research is reflected in this scientific approach by theorizing aspects
related to the correct assessment of financial performance by stakeholders, identifying the
problem of accounting manipulation and proposing solutions to ensure the quality of
earnings.

The applied research aims at projecting the theories developed in Romanian
practice, considering the testing of hypotheses on the figures of some companies listed on
the regulated market of the Bucharest Stock Exchange, as well as the application of
questionnaires among accounting practitioners and users of financial accounting
information.

The content of the paper harmoniously combines aspects that require a qualitative

analysis as well as a quantitative analysis. Regarding the qualitative analysis, by
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reviewing the specialized literature, we sought to expose the most interesting, most
original, most visionary and at the same time practical and concrete ideas, regarding the
researched phenomena. The approach is a deductive one, using a longitudinal analysis.
Among the sources of documentation we mention: specialized books, specialized articles
published in journals and magazines indexed in international databases (EBSCO, Emerald,
SpringerLink, RePEc), normative acts. We consulted, in parallel, a bibliography in
Romanian and English written by Romanian authors that particularizes the phenomenon
for our country, but also in English, written by foreign authors, in order to render a
complex approach to it. The search for the most relevant bibliographic sources for the
researched topic was done by certain keywords, such as: 'creative accounting', 'earnings
management’, ‘accounting manipulation’, ‘earnings quality’. Sometimes the bibliography of
a work has taken us to new sources. Among the sources studied, some are cited in the
paper, others have helped us only in understanding certain phenomena or have not been
directly useful for this research. We have focused mainly on the last 10-20 years, but we
have found well-explained concepts even before this period, older ideas and studies that
come to support the latest or are presented in evolution. Finally, the paper contains 312
bibliographic sources, of which 264 books and scientific articles, the other part being
represented by normative acts and electronic resources. These sources were referred to in
409 footnotes.

The paper includes in all chapters a theoretical component focused on the
presentation of concepts considered significant in relation to the research conducted, in
order to shed light on the current state of knowledge in this field.

Quantitative analysis materializes in the presentation of numerical examples,
application and processing of questionnaires, analysis of annual reports and financial
statements, empirical testing of hypotheses formulated based on theories developed in the
literature. The main methods used for the analysis consist of:

» the questionnaire method: used in order to test some theories in the professional
environment, to render a pragmatic approach to the subjects. The questionnaires
were developed on the Google Forms and SurveyMonkey platform.

» the graphic representation: used to present the results of the empirical analysis in
order to increase the quality of the information presented

» the comparative analysis: used to highlight the differences, sometimes temporal,

sometimes spatial, between certain results
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» the correlation analysis: used to test some links between different indicators
proposed in the paper

» the econometric modeling: used to explain accounting manipulation and the quality
of earnings through certain quantitative variables. Statistical data processing was
performed in the STATA software, but also in Excel, where the model allowed it

» the mathematical modeling: considered the application of Beneish, Jones/Dechow
models among some Romanian companies

» the case study: used to empirically exemplify certain theories.

Data for empirical studies were collected from the Thomson Reuters database,
which is one of the world's most trusted providers of financial, accounting, legislative, tax,
governance and media information. Wikipedia characterizes it as 'a giant of financial and
media information." Thomson Reuters sells electronic news and data to traders, fund
managers and analysts, as well as databases and other information for lawyers,
accountants, scientists and medics.

The determination of the samples on the basis of which the tests were performed
was made on the principle of the maximum number of observations. Although the original,
unprocessed database contained values for a number of 72 companies listed on BSE's
regulated market for 20 years, they were not complete. Therefore, for each test / model the
database was reanalyzed, being eliminated companies, respectively years, so that by
multiplying the number of companies by the number of years to keep as many observations
as possible. Financial and insurance companies were excluded from the beginning due to
different operations and regulations.

The empirical component is present in all chapters, being used to verify the
hypotheses formulated and to support some theoretical ideas. This part is built on an
inductive approach, in which particular results are used in formulating general conclusions.

Achieving the main objectives of our scientific approach involves a positivist
research that aims to explain and predict the studied phenomena. The positivist current of
research presupposes that 'any theoretical formulation cannot be valid, therefore true,
unless it is verified empirically'®, which is why we sought to confirm the main theories
presented by an empirical test, thus giving a pragmatic aspect to research.

Throughout the scientific approach we sought to make use of participatory

observation by interpreting the results obtained and issuing personal opinions.

19 Cenar, 1., Metodologia cercetirii stiintifice in contabilitate, note de curs, 2010
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SYNTHESIS OF THE MAIN PARTS OF THE PhD THESIS

From a structural point of view, the work was organized in four chapters. The first
three are dedicated to each of the topics announced in the title, all being related topics.

The first chapter highlights different approaches to financial performance. The
chapter begins with an overview of global and financial performance, identifying the main
stakeholders in the performance of economic entities and how they report on performance.
Relevant to our scientific approach was to focus on the comparative analysis of
performance based on profit and information in the profit and loss account, on the one
hand, and on the basis of cash flow and information on the statement of cash flows, on the
other hand. The chapter adds value by presenting performance analysis models used in
practice by banking institutions and other organizations. We sought to check here if the
indicators calculated on the basis of cash flow are included in analyzing these
organizations, the hypothesis being refuted.

We also conducted a questionnaire-based research to find out what information is
used by stakeholders, especially investors, to assess financial performance. As a result, it
appears that priority is given to the information in the income statement, followed by the
balance sheet, and, finally, the cash flow statement.

Noting that liquidity and solvency indicators are used more widely by both banks
and other stakeholders, the question is whether the analysis of performance through these
indicators can lead to the same general conclusions as the analysis of cash flows. . The
results obtained by testing correlations between these indicators let us know that liquidity
analysis cannot replace cash flow analysis, but solvency analysis can lead to results similar
to those obtained by cash flow analysis.

In the second chapter, entitled Disguising financial performance through
conspiratorial accounting reasoning, we will show how different accounting
manipulation techniques leave their mark on financial performance, mainly affecting the
accounting result. After discussing the concept of creative accounting, results
management and related concepts such as accounting manipulation and accounting
fraud, we will present some models of accounting policies and their effects on accounting
performance and stakeholder decisions. The culmination of the chapter is the presentation
of means of detecting the risk of accounting manipulation, applying these models among
entities listed on the regulated market of BSE.

The third chapter addresses, in contrast to the second, the quality of earnings
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from several perspectives.

It being a relatively new concept in Romania, we first studied the general
perception of stakeholders on the quality of earnings through a questionnaire.

Another plus brought by this chapter refers to the synthetic presentation of data on
the quality of earnings reported by Thomson Reuters for companies listed on the Bucharest
Stock Exchange. Considering the explanations offered by this financial information
provider regarding the formation of the indicator that presents the quality of earnings, we
also built an econometric model, proven valid.

We explained theoretically and tested empirically the quality of earnings in the
nature of profit and cash flow in terms of sustainability and their predictive capacity.

Another perspective of approaching the quality of earnings is parallel to the quality
of financial reporting. The Dechow model made it possible to estimate the quality of
financial reporting and its evolution for companies listed on the BSE.

At the same time, the quality of earnings is also described in terms of performance.
In this part we have created models to explain the quality of earnings based on
performance rates.

Last but not least, the relationship between earnings management and their quality
was empirically tested, resulting in a non-linear inverse link.

The last chapter presents methods to combat accounting manipulation and to
ensure stakeholders on the quality of earnings. The roles of corporate governance,
financial audit and ethics in combating accounting manipulation are detailed in turn. Given
the advantages attributed to corporate governance, we conducted research on corporate
governance among entities listed on the Bucharest Stock Exchange. Furthermore, we
statistically tested the correlation between the corporate governance score and the
accounting manipulation risk, respectively the quality of earnings.

Another important aspect in the relationship with stakeholders is communication
and transparency in financial reporting. In this regard, we also conducted a case study on
the communication of listed companies through their own websites.

Also in the assent of the protection of stakeholders, the inhibition of creativity
through accounting normalization and harmonization is also debated, presenting at the
same time the advantages of accounting principles in promoting the earnings quality.

Finally, based on all these chapters, we formulated the conclusions of the research,
highlighting the main results and our own contributions, while assuming the limits of the

research undertaken.
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CONCLUSIONS, OWN CONTRIBUTIONS, LIMITATIONS AND PERSPECTIVES
OF THE RESEARCH

Conclusions

In the era in which capital markets have become increasingly important, the main
users of financial statements become investors. The correct information of these and of
other categories of stakeholders regarding a real performance in the financial statements,
represents the main direction of the international accounting regulations and the general
purpose of the present scientific approach.

Chapter 1 is dedicated to the presentation of the main approaches to performance
in the literature, but also in practice. We have noticed that many approaches are based on
profit and other profit-derived rates as the main indicators for measuring financial
performance. However, performance should not be sought exclusively in the income
statement, as the accounting result does not always reflect the actual performance of the
entity. It has been proven that the existence of an accounting profit does not always
represent at the same time a guarantee for ensuring the ability to pay and thus avoiding the
risk of bankruptcy. In this context, the analysis of cash flows becomes an urgent necessity
in order to complete the analysis of an entity's financial condition.

We point out, in this sense, the ‘objective character of cash flows’ (Herteg, 2013).
Another plus attributed to cash flows is that they represent ‘concrete phenomena'’: 'Profit is
a point of view, while money is a reality.”® Therefore, the cash flow statement cannot be
easily manipulated because it is not influenced by the reasoning applied.

We will conclude that making a profit is a more or less necessary condition, but not
sufficient in order to avoid financial difficulties.

The statement of cash flows must report the cash flows during the period, broken
down by operating, investing and financing activities. In general, a stable company, which
has a low risk of going into insolvency, is able to generate most of the cash from the
operational activity. Therefore, the cash flows from the operating activity should have the
most significant share because 'the company's capacity to generate sustainable results also

depends on their level!. This idea is reinforced by a detailed study in the paper that

20 Girbind M.M. & Bunea S. (2008), Sinteze, studii de caz si teste grila privind aplicarea IAS (revizuite) —
IFRS, Volumul 3, Editura CECCAR, Bucuresti, p.8.
21 lvan, I. (2015), Ways to Detect Creative Accounting Techniques by Studying Cash Flows, Audit financiar,
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indicates that the insolvent economic entities analyzed generated cash mainly from
financial activity (contracting loans). In addition, information on historical operating cash
flows is useful in forecasting future operating cash flows.

The issue we bring to attention is that profit-based indicators are widely used,
without a complementary analysis of those based on cash flows. From the analyzes we
found that the indicators used by banks in analyzing the client's creditworthiness for
financing are calculated based on data from the balance sheet and the profit and loss
account and none refers to cash flow. However, liquidity and solvency ratios are
unanimously used by banking institutions in analyzing customer performance. The tests
show that the liquidity analysis does not include and is not similar to the cash flow
analysis, but the solvency analysis could provide information similar to that obtained by
the cash flow analysis.

Reporting non-financial information fundamentally improves the communication of
organizations with stakeholders, this information being of major importance for investors
and other users. Entities with a high financial performance have a high level of sustainable
reporting, so the lack of non-financial reporting or the presentation of unsatisfactory
information could mean an evasive attitude, just as strictly positive non-financial
information should raise a question mark on transparency.

The results of a questionnaire on the usefulness of financial-accounting information
for stakeholders in assessing performance show that respondents, who 70% were
shareholders, investors and managers are aware of a complex approach to performance,
following figures from both balance sheet and from the profit and loss account, as well as
from the cash flow statement, but also certain economic-financial indicators calculated on
the basis of them. The profit and loss account is the component of the financial statements
with the greatest impact on stakeholders, in general, followed by the balance sheet and
finally by the cash flow statement. This proves that sufficient importance is not yet given
to cash flow, although the literature draws attention to, and practice shows that “the
existence of an accounting profit does not always represent at the same time a guarantee
for ensuring the ability to pay and avoiding this way the risk of bankruptcy”. In this case,
too, liquidity and solvency indicators are considered to be the most useful in assessing
performance, but we resume the conclusion presented earlier, that the liquidity analysis

does not include and is not similar to the analysis of cash flows. However, the solvency

X111, Nr. 8(128), 94-102.
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analysis could provide information similar to that obtained by analyzing cash flows.

Chapter 2 exploits the field of creative accounting. The term creative accounting is
mainly used in Europe and Australia, while in the United States the phrase 'earnings
management' is used more.

Earnings management aims to improve the information provided to investors
through practices that seek to beautify the company's image and its economic and financial
performance. In this context, accounting becomes 'the art of selling the economic
performance of the enterprise.'

Chapter 2 details creative accounting practices, models of accounting policies and
options, with their advantages and disadvantages, and their effects on accounting result and
other financial indicators. Moreover, the repercussions of different accounting treatments
on stakeholder decisions are highlighted. For example, straight-line depreciation has a
smoothing effect. This is the reason why listed companies prefer the depreciation of fixed
assets on a regular basis, which is also verified on the economic entities listed on the
regulated market of the Bucharest Stock Exchange. The strangest treatments such as the
recognition of advertising expenses as intangible assets on the basis of future economic
benefits and the period of use of more than 1 year are used for the written improvement of
the financial performance that could not be actually achieved.

These conspiratorial treatments go as far as accounting fraud. Although both
phenomena affect the quality of financial reporting and thus the decisions of investors and
other stakeholders, there is no equal sign between creative accounting and accounting
fraud. Both phenomena consist of intentional misrepresentation, committed by one or more
persons (members of management, those in charge of governance, employees or third
parties or associations between these categories of persons) in order to obtain incorrect
advantages, through fraud. But while creative accounting follows the letter of the law, but
not its spirit, fraud violates the law. Creative accounting techniques can be called
aggressive accounting practices, but not fraudulent, but from creative accounting to
accounting fraud is only one step, and the border is a slippery one.

Accounting fraud ranks second among the types of fraud encountered globally. The
evolution of fraud in the last 10 years has been a downward one, until 2020 when it
registered a higher value. In Romania, accounting fraud is encountered in a lower
percentage than globally.

As a method of detecting the risk of accounting manipulation, the comparison

between cash flows and the accounting result is an accessible and efficient method at the
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same time. A study analyzed in the paper highlights the fact that 75% of insolvent
companies had a liquidity problem, although they had a profit. By comparing cash flows
with profit, we should sound the alarm in the event of a large discrepancy. Reporting
negative or small cash flows in terms of a high operating result may raise suspicions about
the quality of revenue and expenditure and may be a sign of the use of creative accounting.

Even if the operating result is not equal to the cash flow from the operating activity
each year, due primarily to accrual accounting, in the long run the two indicators should
converge towards each other. The results obtained by comparing the average operational
profits with the average cash flows from the operational activity for the companies listed
on BSE reject this hypothesis. This may mean that the entities for which the ratio is at the
top of the benchmark have liquidity problems or their operating result has been
manipulated in the sense of increasing it, conclusions validated by observing average
maturities of large receivables, in return with much shorter average debt repayment
periods, respectively through similar conclusions drawn based on the M-Beneish score on
the risk of manipulation.

Beneish offers another method of determining the risk of accounting manipulation
based on eight financial installments. The averages of the indicators that explain the
manipulation risk for the analyzed companies, superior to those calculated by Beneish
(1999), indicate that the manipulation is more aggressive in the case of Romania. For the
years 1999-2017, we obtain an average of the manipulators of 55% and a general tendency
of their decrease. We consider the percentage to be high compared to that obtained by other
researchers in Italy and Greece (33% manipulators), or in Viethamese companies (48.4%),
but more favorable than in the case of Albania (68%). Applying the Robu model, the
results are more dramatic: on average, 91% of the analyzed companies are in the area at
risk of financial fraud. However, we note the results obtained by applying the Beneish
model which are comparable to the level at which we are in the ranking made by the World
Economic Forum in the Global Competitiveness Report on the ethical behavior of
companies.

Financial performance is better in the manipulated financial statements (average
profits, economic profitability rates - ROA -, liquidity and solvency rates are higher and
indebtedness is lower), but it is a disguised performance, not a real one.

The tests performed highlight the existence of a non-linear relationship between the
probability of insolvency and the risk of manipulation. In other words, we can say that the

manipulation of earnings leads to insolvency and, ultimately, to bankruptcy.
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In chapter 3 we discuss the concept of earnings quality, exploring features and
methods of measuring earnings quality, as well as signals of the lack of earnings quality.

For companies listed on the regulated market of the Bucharest Stock Exchange, the
data on the quality of earnings published by Thomson Reuters are not very encouraging for
investors. On a scale of 1 to 100, the overall average earnings quality, for 8 years on
average, is 40. Most listed companies, 65%, have an average in the middle range [31-70].
No company has an average of over 90 and only 1 has an average of less than 10. Half
have an average earnings quality below 39.

Even if we do not have for any company an average located in the upper quality
range, this level is still reached in 5% of the total number of observations by 16 companies,
in at least one year for each of them. A company (Aerostar SA) achieves earnings quality
values in the category 91-100 for 7 years out of 14.

In conclusion, there are companies that care about the quality of earnings in favor
of investors, but overall, the Romanian capital market does not provide confidence to
investors by reporting quality earnings and the general trend over time is not very
optimistic, but fluctuating.

The quality of earnings is appreciated by several dimensions.

Sustainability, persistence, lack of variability are qualities of earnings that, along
with predictive ability, give investors confidence in the evolution of earnings. The lack of
variability in earnings helps stakeholders predict future earnings.

The constructed models attest to the fact that the operational activity provides the
most relevant information in terms of persistence. Within it, earnings in the nature of cash
flows generated by operating activity are more persistent than those in the nature of
operating profits. The same cannot be said when referring to the overall activity of
companies, because the total cash flow is the least persistent. This can be explained by the
volatility of financing and investment activity.

Total cash flow has the highest predictive capacity because it has the lowest residual
values. The weakest predictive ability belongs to sales. One explanation would be that
sales are strongly influenced by both external and internal factors. Cash flows have a
higher predictive capacity than profits and overall activity has a higher predictive capacity
than operational activity.

We conclude that, both in terms of persistence and predictive capacity, the highest
quality earnings are represented by cash flows, rather than profit.

By breaking down the profit into two components, cash flow and accruals, the
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results show that both cash flow and accruals significantly and positively influence the
results for the next period. The accrual coefficient is higher than the cash flow coefficient,
which shows a higher impact of this variable.

In operating activity, cash flow has a stronger effect on profit than accruals. One
explanation for the fact that accruals persist less than the operating cash flow from
operating income in the next period is that an overvaluation of accruals in the current
period is adjusted by an undervaluation of accruals in future periods, resulting in greater
accrual volatility. Therefore the cash flow component of the operation better predicts the
operating result, which means that it reflects higher quality earnings.

This, coupled with the fact that in the overall activity the accruals have a greater
impact on the profit in the next period, may mean that the total accruals have been
manipulated to smooth the profit, thus providing a greater persistence of the profit.
However, there is a risk that the profit will not be supported by cash flows and thus
liquidity problems will arise. From this point of view, the operational activity produces
more sustainable, higher quality earnings.

But persistence and predictive ability are not enough to ensure the quality of
earnings, because they can be induced by smoothing earnings - a technique of earnings
management. Therefore, the condition of the veracity of the reported earnings is also
required.

As opposed to earnings management, the quality of earnings is defined as the
proportion of real economic income in total reported income.

To test the hypothesis that there is an inverse link between the quality of earnings
and the risk of manipulation, we first analyzed the correlation between the two variables
expressed by EQ published by Thomson Reuters, respectively the M-Beneish score
calculated based on the M-Beneish model. The correlation analysis shows that there is no
significant linear correlation between EQ and the M-Beneish score, but there is still a
significant non-linear - inverse link between EQ and M-Beneish.

As an indicator of the quality of financial reporting, the quality of earnings is
quantified in the literature by applying Dechow's model. In assessing the earnings
quality/financial reporting on the BSE regulated market through Dechow's accrual model
for the period 2010-2017, the best quality of accruals - and therefore earnings - is recorded
in 2017. The evolution is oscillating, but the trend is slightly ascending. Comparing the
average of 2010, 2011 with the average of the following period, there is an improvement in

the quality of financial reporting in the second part, after the adoption by listed entities of
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international financial reporting standards. We can therefore also say that the international
standards of financial reporting bring a plus in terms of the quality of earnings, financial-
accounting information, financial reporting, as a whole.

Last but not least, the quality of earnings is conditioned by a good performance.
Among the explanatory variables of the quality of earnings used in various models in the
literature, there are numerous performance rates (economic rate of return (ROA), gross
margin, current liquidity rate), stability / growth rates (variation of ROA, debt on long-term
assets, changes in working capital, fixed assets, changes in receivables).

To test which indicators have a (greater) influence on the quality of earnings, we
built a sample consisting of 29 companies listed on the BSE for which we had data
available for a period of 4 years (2014 - 2017). From the constructed models we observe
that the current liquidity, ROA, ROE, the degree of indebtedness, the solvency do not have
a statistically significant influence on the quality of earnings. In contrast, operating
profitability, gross margin, the ratio between the cash flow generated by the operating
activity and the operating result, the proportion of the operating result in the net result have
a significant influence on the earnings quality. Operating profitability (proportion of
operating income to turnover) and proportion of operating profit to net income have a
reverse and significant influence on the quality of earnings. This result contradicts the
expectations and the theory according to which a result obtained mainly from the
operational activity increases the quality of earnings. We accept the explanation that the
score on the quality of earnings that we have taken into account is not a complete one,
which should take into account this report as well than refute the theory.

Gross margin has a direct and significant influence on the quality of earnings at a
significance level of 10% (90% confidence level), and the ratio between the cash flow
generated by the operating activity and the operating result has a direct and significant
influence on the quality of earnings at a significance level of 1% (99% confidence level).

In all tested models the ratio between the cash flow generated by the operating
activity and the operating result have a significant and positive influence on the quality of
earnings. This report is often also used to detect results affected by earnings management.

In a questionnaire applied to both users and producers of financial-accounting
information, we explored the definitions, characteristics and consequences of the quality of
earnings perceived by them.

At an early stage, the added comments highlighted the fact that investors were not

familiar with the concept of earnings quality. However, the answers show that the essence
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of the quality of earnings was broadly intuited. The answers highlight that the main
features of high-quality earnings are sustainability, the ability to predict future earnings,
and the fact that profit is supported by cash flow. The lack of accounting manipulation is
associated with a high quality of earnings in a proportion of 70%.

In the opinion of Romanian respondents, the macroeconomic conditions, the
company's board of directors, the operational circuit (speed of conversion of revenues to
cash) are the main factors that influence the quality of earnings, in a proportion of over
80%. External audit, internal audit committee, analysts following the company are among
the least influential factors, but they also get a share of over 60%.

The main reason why the quality of earnings is affected by accounting
manipulation is to attract investors. Influencing the share price is a secondary objective that
derives from the first. Influencing managers' remuneration, as well as the existence of
external pressure to achieve earnings benchmarks, are also the main causes for managers to
manipulate earnings.

Declining / poor performance compared to the industry, rising receivables,
deteriorating collection period are the main alarm signals based on which respondents
identify a poor quality of earnings, as opposed to the results obtained by Dichev in his
questionnaire where the lack of correlation between earnings and cash flows were at the
top, followed by unwarranted deviations from the industry. The presence of high accruals
and the constant achievement of analysts' forecasts also obtained a high score from US
respondents.

In chapter 4 we propose methods to combat accounting manipulations and to
ensure the quality of earnings. In Chapter 4 we propose methods to combat accounting
manipulations and to ensure earnings quality.

Corporate governance has an important role to play in limiting accounting
manipulation. The benefits of corporate governance are reflected in the quality of financial
reporting, financial and global performance. Effective corporate governance leads to the
well-being of all stakeholders.

In Romania, we have, in theory, laid the foundations of corporate governance.
BSE's corporate governance code contains a set of principles and recommendations based
on effective and transparent communication, with the aim of increasing the trust of
investors and other stakeholders. Practically, however, the research undertaken highlights
an average degree of compliance of companies listed on the BSE regulated market of only

58%. However, it is to be appreciated that progress has been made in recent years, and
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mentions of the ongoing process of implementing certain principles stated by some
companies show growth prospects.

At the macroeconomic level, the indicators taken into account by the World
Economic Forum - the effectiveness index of the board of directors, the protection of the
interests of minority shareholders, place our country in tight positions at EU level, which
urges increased attention on this issue.

Although the tests do not confirm the theories on the impact between corporate
governance and management, respectively the quality of earnings, we are confident that
good corporate governance, when applied to high standards, helps in reducing the risk of
manipulation, improving the quality of earnings.

Due to the role that listed companies play in the economic market and given the
actors involved in this category - investors - and their information needs, the complex,
transparent and timely communication required of listed companies compared to
unlisted ones is justified. Listed companies should not hide behind the concept of
confidential information in order to hide important, relevant information, but to prove fair
play in the relationship with investors. Practically, however, the transparency for
companies listed on BSE is related only to the reporting obligations established by law, but
also to a more superficial level, because from the study on the communication of listed
companies through their own websites, many shortcomings were noted. At the level of
form, not to mention the content of the report. The stock exchange should introduce clear
procedures for the media so that they are accessible to all interested parties. In addition,
companies should develop their own policies regarding the transmission of non-financial
information, not just take over the requirements set by law, even if discretion, also called
confidentiality, is the fundamental, natural attitude of accountants and involves a prudent
approach in financial and non-financial information.

The financial audit has a vital role to play in the proper functioning of capital
markets, promoting transparency and supporting the interests of investors. The information
audited is more credible and useful in the decision-making process for key users, the
investors.

The objective of the audit is to provide users of the information contained in the
financial statements with reasonable assurance that they 'provide a true and fair view of
their financial position, financial performance and cash flows' or 'present in all material
respects correctly, the financial position and financial performance’. In other words,

stakeholders are assured that the financial statements do not contain significant errors,
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intentional or unintentional, that would impair financial performance, no fraud is detected
and no practices for manipulating the results.

Numerous studies have found that the independence of the audit committee is
significantly associated with the earnings quality. Other studies show that the financial
statements audited by an audit firm in the 'Big Five' group are characterized by a higher
quality and stakeholders have more confidence in the opinions expressed by auditors in the
'‘Big Four' group, to the detriment of small audit companies.

However, major financial scandals show that we cannot have full confidence in the
audit opinion either, but as a result, auditors have become more attentive, demanding, and
reluctant opinions have appeared more and more often, in line with reality, and in this way
the auditors regained the confidence of investors.

For uniformity in accounting and to eliminate or reduce as much as possible the risk
of users of financial-accounting information being manipulated, the accounting
information market is subject to normalization. Accounting standardization aims to
develop and apply methods, rules or procedures for the production of financial-accounting
information to ensure comparability. This fact contradicts the creative accounting which
through its tricks does not satisfy the comparability of information.

Harmonization, standardization does not mean the rigidification of accounting, but
the establishment of universal principles to be applied by producers of financial-accounting
information in order to present real figures, relevant and comparable information, high
quality financial reports, in the end.

It is criticized that the current rules still contain too much flexibility when they
should be more rigorous in order not to make room for creative accounting. The flexibility
allowed by the accounting regulations regarding the accounting methods, the accounting
estimates, aims to provide a true picture of the economic reality. On the other hand,
flexibility attracts creative accounting. So, if flexibility were not allowed, creative
accounting would be significantly reduced, but the true image would not be supported
either. This is unacceptable for users of financial-accounting information who have to
make practical decisions based on economic reality.

So, no matter how detailed, accounting regulations alone will still not solve the
problem of creative accounting.

Creative accounting is a skilled weapon used by managers in the conflict of interest
that exists between them and other stakeholders, but audit, corporate governance and

transparency are ways to mediate the conflict of interest. And above all, the personal

27



morality of managers and professional accountants is the only thing that can guarantee the
quality of reporting and correct information of investors.

As a final warning, we point out that, no matter what methods they used, none of
the companies involved in the well-known financial scandals escaped unpunished.
Deterioration of the image, lower stock prices in the worst cases until bankruptcy,
misdemeanor and even criminal liability are all consequences of creative accounting that
come to warn those who have not yet been convinced of the harmful consequences of

creative accounting on the entity and on one's own person.

Own contributions

Own input is an essential component of scientific research. In this scientific
approach, their own contributions stand out in:

> Comprehensive approach to financial performance by describing the
evolution of ways to define performance over time and by presenting ways to approach
financial performance from the perspective of each stakeholder

> Comparative analysis of financial performance through accounting result,
on the one hand, and cash flows, on the other hand. Presentation of the weaknesses and
strengths of the two approaches

> Presentation of financial and non-financial indicators used by financial
institutions in the analysis of creditworthiness, by the Romanian Chamber of Commerce
and Industry in order to achieve tops of economic entities, other organizations, such as
audit companies in assessing financial performance and identifying shortcomings The lack
of indicators based on cash flows

> Conducting the research on the effective utility of the financial information
used in practice. The research results confirm that the main source of information
considered by stakeholders for assessing financial performance is the profit and loss
account, followed by the balance sheet and, finally, the cash flow statement. The research
also highlights that liquidity and solvency indicators are of major importance for
stakeholders in assessing financial performance. The testing of the correlations between
cash flow and liquidity / solvency aimed to reveal whether the analysis of liquidity and
solvency can replace the analysis of cash flows. The results are optimistic in the case of
solvency, as they confirmed a positive correlation between cash flow and the equity

solvency rate, which is not validated in the case of liquidity.
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> Approaching creative accounting from one's own perspective, highlighting,
both theoretically and practically, its impact on financial performance

> Presentation of several types of accounting policies, detailing the
advantages and disadvantages, strengths and weaknesses for some of them.

> Determination of the depreciation method used by companies listed on the
regulated market of BSE. The depreciation method applied almost unanimously is the
linear one which has the effect of smoothing the results.

> Presentation of studies that highlight the impact of accounting policies on

stakeholder decisions

> Presentation of quantitative methods for determining the risk of accounting
manipulation
> Detection of manipulation risk for companies listed on the regulated market

of the Bucharest Stock Exchange by applying the Beneish model

> Comparison of the results regarding the accounting manipulation at BSE
with the results obtained by applying the same model in other countries

> Calculating performance indicators for companies at risk of accounting
manipulation and comparing the values obtained with those related to companies that do
not present risk of accounting manipulation. The analysis highlights a superior financial
performance for companies included in the category of manipulators, but it is not a real
performance, but a disguised one, information that is not available through a classic
performance analysis.

> Statistical testing of a link between the risk of manipulation and the
probability of insolvency - reverse link confirmed.

> Innovative approach to the concept of earnings quality in Romania,
currently not discovering studies that directly address the subject.

> Conducting a research on the perception on the quality of earnings among
stakeholders and professional accountants responsible - along with managers - for the
earnings quality

> Analysis of earnings quality for companies listed on the BSE regulated
market based on earnings quality data published by Thomson Reuters.

> Multilateral analysis of the quality of earnings through persistence,
predictive capacity, their veracity (lack of manipulation), financial performance

> Measuring the persistence and predictive capacity for earnings in the nature

of accounting profit, operating profit, total cash flows and those related to operational
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activity. The general conclusion is that both in terms of persistence and predictive capacity,
the highest quality earnings under represented by cash flows, rather than profit.

> Statistical testing of the link between the risk of manipulation and the
quality of earnings. The results show a strong, inverse link between them

> Creating econometric models to explain the quality of earnings through
performance rates. From the constructed models we observe that the current liquidity, the
rate of economic return (ROA), the rate of financial return (ROE), the degree of
indebtedness, the solvency do not have a statistically significant influence on the quality of
earnings. In contrast, gross margin and the ratio between the cash flow generated by the
operating activity and the operating result have a direct and significant influence on the
quality of earnings.

> Treating earnings quality as a measure of the quality of financial reporting.
Application of the Dechow model for determining the quality of earnings and financial
reporting. The results show that the best quality of earnings is recorded in 2017. The
evolution is oscillating, but the trend is slightly upward. Comparing the average of 2010,
2011 with the average of the following period, there is an improvement in the quality of
financial reporting in the second part, after the adoption by listed entities of international
financial reporting standards. We can therefore also say that the international standards of
financial reporting bring a plus in terms of the quality of earnings, financial-accounting
information, financial reporting, as a whole.

> Presentation of methods to combat accounting manipulations and assurance
of quality earnings.

> Releviating the capacity of corporate governance, financial audit,
accounting standardization and harmonization to combat accounting manipulation

> Determination of a corporate governance score based on the declaration on
compliance with the provisions of the Corporate Governance Code issued by the Bucharest
Stock Exchange

> Testing a link between manipulation risk and corporate governance score.
No statistical link was confirmed based on available data.

> Detailing the role of ethics as the ultimate goal in preventing accounting

manipulation.
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Limits and perspectives of research

Accounting manipulation is a sensitive subject, and the methods for detecting this
phenomenon have some limitations given that they are largely probabilistic models, which
means that they can not determine whether or not a company manipulates its financial
statements, but can at least be indicative, signaling a certain risk in terms of beautifying the
company's financial situation.

The analysis of financial performance involves multiple and complex approaches,
which make the subject impossible to exhaust in a paper. However, the perspective from which
the topic was treated helped the paper to achieve its proposed objectives.

The main limitation of the empirical component of the scientific approach was the
one related to the quality of the data, characterized by many missing values, for longer
periods of time, which determined a considerable restriction of the samples. Hence,
another limitation inherent in any sample-based study is the suspicion of generalizing the
results.

The limits of the methods of detecting accounting manipulation are given by the
fact that they represent probabilistic models, which means that they cannot categorically
determine whether or not a company manipulates its figures, but they are at least
indicative. In addition, numerous studies confirm the Beneish model's ability to detect the
manipulation of financial reporting.

One of the limitations of the design of the questionnaires stems from the fact that
the questions have been simplified and limited so as not to discourage the completion of
the questionnaire in terms of time allotted. However, the number of responses was low. A
necessary assumption in collecting the data through the questionnaires was that the
respondents had sufficient knowledge to answer the questions and that they answered the
questions conscientiously and honestly. A limitation derived from this hypothesis refers to
the fact that the respondents' terminological interpretations may be different from the
intended ones and thus the answers may become less relevant. However, some further
clarifications from the respondents assured us that at least to some extent the subject was
understood and the answers can be accepted.

Although the objectives of the research have been broadly achieved, its
perspectives remain open.

Scientific research can be extended to larger samples and as accurate models as

possible to determine the risk of accounting manipulation can be sought. Based on them,
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companies could be classified in certain risk categories that would be useful for investors,

protecting their interests.

The subject can also be treated from the perspective of the auditor and, last but not

least, of the control bodies.

10.
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