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Creative Accounting is a practice which can mislead the readers of financial statements. Recently we are 

observing increasing importance being given to corporate governance. Important element in corporate 

governance is the quality of information. Investors and analysts look to the accounting profession for 

ensuring that they highlight creative accounting practices, even if such practices confirm to the letter of law. 

Creative accounting is also called by several names by professional accounting bodies as well as accountants 

in U.S.A. and U.K.  Creative accounting is a process whereby the accountants use their knowledge of 

accounting rules to manipulate the figures reported in the accounts of a business. When companies wish to 

demonstrate increasing profits and strong balance sheet, they may resort to creative accounting practices. 

Although the accountancy profession has attempted standardization of definition and practices, the scope for 

abuse arises in two ways. 

  There is still tremendous scope for violating the spirit without breaking the law. This could make a 

substantial difference to the quality of information. 

 Gullible or fruitful professional chartered accountants are conniving (if not colluding) with corporate 

management in fabrication, misrepresentation and holding back information under pressure of public 

criticism and fear of reputation, risk, and possible disqualification. However things are changing. All 

said and done, high quality information is very helpful to both Board of Directors and Investors. 

 

In 1980s (it is observed) creative accounting was more prevalent in American corporate sector and 

Accounting Standard Board has also addressed this issue. 
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 INTRODUCTION: 
Creative Accounting is a practice which can mislead the readers of financial statements. Recently we are 

observing increasing importance being given to corporate governance. Important element in corporate 

governance is the quality of information. Investors and analysts look to the accounting profession for 

ensuring that they highlight creative accounting practices, even if such practices confirm to the letter of law. 

Creative accounting is also called by several names by professional accounting bodies as well as accountants 

in U.S.A. and U.K. as    

 

a) Aggressive accounting 

b) Income smoothing 

c) Earnings management 

 

 

OBJECTIVES: 

 The main objectives of the study are: 

 To develop understanding regarding creative accounting and the nature of practices involving 

creative practices 

 To state the areas of such practices 

Abstract 
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 To identify techniques used to manipulate financial statements 

 To state the suggestive measures to control creative accounting  

 To state the motivating rewards of creative accounting for corporate bodies   

 To familiarise various terms used to denote the types of manipulation   

  

WHAT IS CREATIVE ACCOUNTING? 

Oxford dictionary provides the meaning of creative accounting as “misleading optimistic, though not illegal 

form of accounting “. This can occur because there are number of accounting transactions that are not 

subject to regulations or the regulations are ambiguous. Companies (can) use these ambiguities in order 

present their financial results in the best light possible. 

 

Formal Definition of Creative Accounting: Creative accounting is a process whereby the accountants use 

their knowledge of accounting rules to manipulate the figures reported in the accounts of a business. 

When companies wish to demonstrate increasing profits and strong balance sheet, they may resort to creative 

accounting practices. 

Although the accountancy profession has attempted standardization of definition and practices, the scope for 

abuse arises in two ways. 

  There is still tremendous scope for violating the spirit without breaking the law. This could make a 

substantial difference to the quality of information. 

 Gullible or fruitful professional chartered accountants are conniving (if not colluding) with corporate 

management in fabrication, misrepresentation and holding back information under pressure of public 

criticism and fear of reputation, risk, and possible disqualification. However things are changing. All 

said and done, high quality information is very helpful to both Board of Directors and Investors. 

In 1980s (it is observed) creative accounting was more prevalent in American corporate sector and 

Accounting Standard Board has also addressed this issue. 

How creative accounting can be recognized? 

 To understand this let us take an example of: 

Consignment stocks and sale and repurchase agreements: Here creative accounting involves the separation 

of legal title from the risks and rewards of the activities, the linking of several transactions to make it 

difficult to determine the commercial effects of each transaction the inclusion in an agreement of options, 

which are likely to be exercised. 

 Raising debt in the name of entities whose financial statements do not need to be consolidated i.e. 

quasi subsidiaries and joint ventures. 

Joint ventures in this context are also called Special Purpose Vehicles (SPVs) in creative accounting.  

 

THE PROBLEMS WITH CREATIVE ACCOUNTING PRACTICE 

Creative or aggressive accounting deliberately observes the measurements of the true and fair view of both 

the financial position (i. e, true worth) of business and its performance measured by its gearing ratio, return 

on capital employed or any of the other key performance indicators of a business. 

 As a result of liabilities being omitted, the corresponding assets are also left out of the accounts 

with the result the resources on which earning are judged and excluded making the accounts even less 

relevant. 

 

CLASSIFICATION OF CREATIVE ACCOUNTING PRACTICES 

 Recognition of premature or fictitious revenue. 

 Aggressive capitalization and extended amortization policies. 

 Misrepresentation of assets and liabilities. 

 Getting creative with the income statement by playing number game by                            aggressive 

choice of application of accounting principles and fraudulent financial reporting (steps taken in 

income smoothing). 

 Problems with cash flow reporting. Choices also include methods of accounting for depreciation, and 
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valuation.  

Ways to manage Financial Accounting Number Game include 

 Overstating operating performance by accelerating revenues and defer expenses. 

 Recognizing losses in already poor years. 

 Asset impairment 

 Creating hidden reserves, by smoothening earnings or by contingent liabilities. 

 Engaging in off the balance sheet financing. 

 By creative classification of items or financial statements minimizing bad news and maximizing 

good news in operating section and income statement, reclassifying assets. 

 Channel stuffing : It means artificially boost sales at the end of a fiscal  year by offering dealers and 

distributors, special incentives to purchase more goods (and stock it) than what they need. 

                   This is a deceptive business practice used by companies to artificially inflate sales and earnings 

figure for the company. This practice inflates accounts receivable. 

 Capitalizations practices- Intangible assets, software capitalization and Research and Development 

are potential areas for manipulation. They are often very subjective in nature. 

For example: A firm may allocate more expenses to a project that can be                      

Capitalized so as to reduce current operating expenses. 

 Big bath – Onetime charges, unusual or nonrecurring charges such as, writing down asset, 

discontinuance of a division or product line, or establishing restructuring reserves, have been used to 

product earning from getting hit with these charges. 

During 1975 in U.S about 5% of all large firms reported one time charges. The number surged in 

1994 to over 21%. Right now around 50% of all large firms have been involved in big bath practice. 

 Operating activities: In this area firms have the ability to modify the timing of events in such a way 

that the financial statements will record those activies in the period that is most advantageous to 

management. 

Example: Companies accelerate its sale processes so that they are reported in December/March (for 

the year end reports) (even by way of channels stuffing) rather than January/April of the following 

year. 

 Revenue recognition – Similar to the previous method the company management can alter the 

timing of the recognition of revenues. 

 Immaterial misapplication of Accounting Principles (GAAP)- In this case misstatements, miss-

application of standards are overlooked if they fall below the materiality  threshold. 

 Cookie-reserves- During the times of strong earnings, the firm can establish additional expense 

accruals and subsequently reduces the liability to generate earnings when needed in future. Pulling a 

cookie from a jar. 

 Another area of manipulation is calculation of Earnings per Share (EPS) – In this juncture you 

should know varieties of earnings per share those companies, analysts and the media report. Earnings 

per share are calculated by taking a firm’s net income divided by number of shares outstanding in the 

firm. 

 

(a) Primary earnings per share =    Net Income (EAT) 

     Number of issued and subscribed shares 

 

(b) Diluted earnings per share  =                     Net Income (EAT)      

         

                 Number of shares outstanding including options and warrant 

 

(c) Reported earning per share - i.e. earnings per share calculated as per GAAP.  

 

(d) On going earning per share - This is calculated on the basis of ongoing  
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      net income excluding unusual one time event.  

 

(e) Headline earning per share – It means earning per highlighted in company’s press release and 

generally picked up by media. 

 

(f) Cash earning per share or               Cash Profits       

           Operating cash flow.                     Number of shares (equity) outstanding  

 

(g)  Proforma earning per share – If certain one-time expenses are not included in calculation of 

operating profit, what would be the profit of    the company? Based on the above logic earning per share is 

arrived and is called as proforma earnings per share. 

 

 

Manipulation of earnings by sector: 

Automobile Quality of depreciation allowance 

Banking Quality of loan less provisions. 

Computer hardware  

Computer software 

Quality of inventory and receivables 

Capitalised R & D and Quality of receivables 

Drugs Quality of Research & Development Expenditure 

Quality of estimated liabilities 

Manufacturing Quality of estimated liabilities 

Quality of warranty liabilities 

Retailing Quality of net accounts receivables 

Quality and carrying value of inventory  

Sales of liabilities from rebate programme  

Tobacco Liabilities of health effects of smoking 

 

 

How often the Balance Sheet financing occur? (i.e., hiding of the debt) 

Companies resorting to this practice use Special Purpose Vehicles (SPVs) which is also called 

Special Purpose Entities (SPEs). The Main Purpose of forming SPEs/SPVs in the case is to let the SPE 

borrow funds and not show the debt in the books of sponsoring entity. Synthetic leases are some of the 

forms. During 80’s I US SPEs became a  way to execute synthetic leases transactions, in which a company 

desiring the use of building or aeroplanes, tries to structure the purchase or use in such a way that it does not 

result in a financial liability on the Balance Sheet. Enron for example used SPVs namely:  Chewoo, and 

LJM1,  

SPVs also help in hiding performing assets. For example Enron Company transferred poor 

performing investments such as Rhythms net connections to SPEs, so that any assets would not have to be 

recognized by Enron. Enron was able to ride as much as $1 billion of losses from poor performing merchant 

investment. Similarly Enron was able to transfer a long-term business contact – an agreement with 

blockbuster video to deliver movies on demand to SPE and report a gain of $111 million (this is an example 

for earning management). 

To hide their debt Enron Company engaged in creative accounting. They created partnerships with 

nominally independent companies. Those companies were headed by Enron did not count their “Partners” 

debt as its own, using off the balance sheet accounting. Enron also found ways to count loans from banks as 

profit. (Enron debacle will rank as one of the largest securities fraud case in history). Evidence points to 

signs of accounting fraud involving false valuation of assets, misleading disclosures and bogus transactions 

to generate income. 
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SUGGESTIONS TO CONTROL CREATIVE ACCOUNTING 

 Ensure that auditors really audit by making them fully independent. (In Indian Companies 

Act 1956 professional auditor (being a Chartered Accountant) to be appointed, should be an 

independent person). 

 Barring law –breaking companies from government contracts 

 Creating a board duty of loyalty in the law (to public goods) in the interest of public. 

 Appointing truly knowledgeable Directors. 

 Appointing those auditors having high standard of ethics and professional integrity. 

  

MOTIVATING REWARDS OF CREATIVE ACCOUNTING FOR CORPORATE BODIES 

Although creative accounting practices are against GAAP and corporate governance yet corporate bodies 

perceive rewards out of this aggressive accounting. 

(a) Share price effects – high sale price for equity shares and reduced volatility. 

(b) Increased corporate valuation which may attract the investors and companies aspiring merger 

options. 

(c) It has effect over bonus plan, borrowing costs and political cost. 
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