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Abstract 
Creative accounting, an ongoing scheme of action is undesirable, but nevertheless the incidence of creative 
accounting is a common phenomenon in great danger of undermining the credibility of the accounting profession 
to society. Creative accounting is the transformation of financial accounting figures from what they actually are to 
what preparers’ desire, by taking advantage of existing rules and/or ignoring some or all of them. So our goal is an 
overview of the theoretical foundations of creative accounting.  
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1. Introduction 
Creative accounting refers to accounting practices 
that may or may not follow the letter of the rules of 
accounting standard practices but certainly deviate 
from those rules and regulations. It may be 
characterized by excessive complication and using 
innovative ways of characterizing income, assets 
and liabilities. Sometimes word like “innovative” or 
“aggressive” are also used for defining creative 
accounting. Creative accounting is a term which is 
used as a systematic misrepresentation of the true 
and fair income, liabilities and assets of 
corporations or organizations. (Yadav, 2014) 
Subject of creative accounting normally portrayed 
in maligned and negative act. As the word “Creative 
Accounting” comes in any one’s mind, the image are 
in the mind that of manipulation, dishonesty and 
deception. Study wishes to propose today that 
creative accounting is a tool which much likes a 
weapon, if it is used correctly it can give great 
benefit to user; but if it is mishandled or goes in the 
hand of wrong person, it can cause much harm. 
Creative accounting has helped more companies to 
get out of a crisis than land them into crisis. The 

weapon is almost innocent; the fault whenever it 
emerges lies with the user. (Yadav, 2014) 
 
2. Definitions of Creative Accounting 
Creative accounting is referred to also as income 
smoothing, earnings management, earnings 
smoothing, financial engineering and cosmetic 
accounting. The preferred term in the USA, and 
consequently in most of the literature on the 
subject is ‘earnings management’, but in Europe 
the preferred term is ‘creative accounting’ and so 
this is the term that will be used in this paper. It 
should be recognized that some accounting 
manipulation involves primarily balance sheet 
rather than earnings management. 
 
3. Definitions of creative accounting vary, and 
include the following: 
“Purposeful intervention in the external financial 
reporting process with the intent of obtaining 
some exclusive gain”. “Creative accounting is the 
transformation of financial accounting figures from 
what they actually are to what preparer desires by 
taking advantage of the existing rules and/or 
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ignoring some or all of them”. (Kamal Naser, 
1993:2) 
“Every company in the country is fiddling its 
profits. Every set of published accounts is based on 
books which have been gently cooked or 
completely roasted. The figures which are fed 
twice a year to the investing public have all been 
changed in order to protect the guilty. It is the 
biggest con trick since the Trojan horse….. In fact 
this deception is all in perfectly good taste. It is 
totally legitimate. It is creative accounting.”(Ian 
Griffiths, 1986:1) 
This paper considers that how creative accounting 
involves a transformation of financial accounts 
using accounting choices, estimates and other 
practices allowed by accounting regulation. 
 
4. Motivation for Creative Accounting 
Healy and Whalen [1999] summarize the major 
motivations to manage earnings which include 
Public offerings, Regulation, Executive 
compensation, and financial liabilities. Schipper 
[1989] provides a conceptual framework for 
analyzing earnings management from an 
informational perspective. Beneish [2001] added 
insider trading in this list of motives. Managers 
aware of misstatement of profits can benefit by 
trading the securities. Stolowy and Breton [2000] 
suggest three broad objectives for earnings 
management: minimization of political costs; 
minimization of the cost of capital and maximization 
of managers’ wealth. Deangelo [1988] refers to 
earnings management in buyout cases. 
Teoh, Welch and Wong [1998] find that firms 
manage earnings prior to seasoned equity offers 
and IPO’s. Burgstahler and Eames [1998] conclude 
that firms manage earnings to meet financial 
analysts’ forecasts. The managers are motivated 
for fixing financial statements for either managing 
position or profits. Following are important 
concerns for managers:  
(a) To meet internal targets: The managers want to 

cook the books for meeting internal targets set 
by higher management with respect to sales, 
profitability and share prices. 

(b) Meet external expectations: Company has to 
face many expectations from its stakeholders. 
The Employees and customers want long term 
survival of the company for their interests. 
Suppliers want assurance about the payment 
and long term relationships with the company. 
Company also wants to meat analyst’s forecasts 
and dividend payout pattern. 

(c) Provide income smoothing: Companies want to 
show steady income stream to impress the 
investors and to keep the share prices stable. 
Advocates of this approach favor it on account 
of measure against the 'short-termism' of 
evaluating an investment on the basis of the 

immediate yields. It also avoids raising 
expectations too high to be met by the 
management. 

(d) Window dressing for an IPO or a loan: The 
window dressing can be done before corporate 
events like IPO, acquisition or before taking a 
loan. (Sweeney (1994) reports the tendency of 
companies nearing violation of debt covenants 
is twice or thrice to make income increasing 
accounting policy changes than other 
companies). 

(e) Taxation: The creative accounting may also be a 
result of desire for some tax benefit especially 
when taxable income is measured through 
accounting numbers. 

(f) Change in management: There is another 
important tendency of new managers to show 
losses due to poor management of old 
management by some provisions Dahi (1996) 
found this tendency in US bank managers. 
(Singh Rajput, 2014) 

 
Techniques of Creative Accounting 
The potential for creative accounting is found in six 
principal areas: regulatory flexibility, a dearth of 
regulation, a scope for managerial judgment in 
respect of assumptions about the future, the timing 
of some transactions, the use of artificial 
transactions and finally the reclassification and 
presentation of financial numbers. Taking each of 
the six areas in turn:  
1. Regulatory flexibility. Accounting regulation 

often permits a choice of policy, for example, in 
respect of asset valuation (International 
Accounting Standards permit a choice between 
carrying non-current assets at either revalued 
amounts or depreciated historical cost). 
Business entities may, quite validly, change 
their accounting policies. As Schipper (1989) 
points out, such changes may be relatively easy 
to identify in the year of change, but are much 
less readily discernible thereafter. 

2. Dearth of regulation. Some areas are simply not 
fully regulated. For example, there are (as yet) 
very few mandatory requirements in respect of 
accounting for stock options. 

3. Management has considerable scope for 
estimation in discretionary areas. McNichols 
and Wilson (1988), for example, examine the 
discretionary and nondiscretionary elements of 
the bad debts provision. 

4. Genuine transactions can also be timed so as to 
give the desired impression in the accounts. As 
an example, suppose a business has an 
investment at historic cost which can easily be 
sold for a higher sales price, being the current 
value. The managers of the business are free to 
choose in which year they sell the investment 
and so increase the profit in the accounts. 
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5. Artificial transactions can be entered into both 
to manipulate balance sheet amounts and to 
move profits between accounting periods. This 
is achieved by entering into two or more 
related transactions with an obliging third 
party, normally a bank. The sale price under 
such a 'sale and leaseback' can be pitched above 
or below the current value of the asset, because 
the difference can be compensated for by 
increased or reduced rentals. 

6. Reclassification and presentation of financial 
numbers are relatively under-explored in the 
literature. (Singh Rajput, 2014) 

 
6. The Ethical Perspective of Creative 
Accounting 
The ethics of bias in accounting policy choice is 
reviewed at the ‘macro’ level of the accounting 
regulator. This can similarly be applied to the bias 
in accounting policy choice at the ‘micro’ level of 
the management of individual companies that is 
implicit in Creative Accounting. If we consider the 
position taken by Ruland (1984) and compare it to 
Ravine’s analysis, we note that Ruland 
distinguishes between the deontological view, 
whereby moral rules apply to actual actions, and 
the teleological view that an action should be 
judged on the basis of the moral worth of the 
outcome. Revsine (1991) appears to take a 
teleological view of accounting in the private 
sector, allowing managers to choose between the 
alternatives permitted in “loose” standards to 
achieve their desired end, but to make a 
deontological view of accounting in the public 
sector where he calls for tighter standards to 
prevent such manipulation. We might ask whether 
the presence or absence of market discipline 
justifies such ethical inconsistency. Ruland also 
discusses the distinction between a ‘positive’ 
responsibility, which here would be the duty to 
present unbiased accounts, and a negative, 
responsibility, where managers would be 
responsible for states of affairs they fail to prevent. 
Thus, Ruland gives priority to the positive. Within 
Revsine’s framework, where all outcomes are 
deemed to be impounded in the process of 
contracting and price-setting, the distinction is not 
acknowledged. The ‘duty to refrain’ would imply 
avoiding the bias inherent in creative accounting 
while the ‘duty to act’ would involve pursuing the 
consequences to be achieved by creative 
accounting. (Salome et al, 2012) 
To the professional accountant, creative accounting 
generally seems to be regarded as ethically dubious. 
In the USA, the then senior partner of price water 
house coopers Conner observed. “When fraudulent 
reporting occurs, if frequently, is perpetrated at levels 
of management above those for which internal 
control systems are designed to be effective. It often 

involves using the financial statements to create an 
illusion that the entity is healthier and more 
prosperous than it actually is. This illusion sometimes 
is accomplished by masking economic realities 
through intentional misapplication of accounting 
principles (Conner, 1986). 
 
7. Ethical Behaviour of Accounting 
Professionals 
Wide spread corruption in the business 
environment seems to be the order of the day in 
almost all societies. Business practices have always 
been connected with fraud and have always been 
affected by financial collapses. In the U.K, 
corporate scandals have involved such companies 
as independent insurance and BCC 1. The recent 
time has witnessed the collapse of a number of 
corporate giants in the USA such as Enron 
Corporation, Tyco International, World Com, 
Global Crossing, Arthur Anderson, Parlmalat, etc. 
However, these have cost not only billions of 
dollars to the stakeholders but also have damaged 
the accounting profession. The Nigeria business 
community is also plagued with ethical problems. 
Cases of unethical, cases of business behavior and 
corporate scandals involving such large companies 
as African Petroleum Plc, Cadbury Nigeria Plc, and 
Lever Brothers Plc have been reported. Also, the 
collapse of many banks and other financial 
institutions has also been linked with various 
ethical violations. Moreover, these cases of 
corporate scandals and collapses were allegedly a 
result of widespread fraud, in which accounting 
firms and professionals played significant roles. 
Management of the companies were found to 
engage in fraudulent activities and aided by audit 
firms, they were able to cover up these activities 
through fraudulent financial reporting, thereby 
misleading and investing public. This situation, 
which saw the demise of a once respected 
accounting firm, Arthur Anderson is of particular 
concern to the accounting profession. Accounting 
professionals, who are historically regarded as the 
watch dog of the society, are being implicated in 
these scandals which have cost the investing public 
huge financial losses. Accountants and the 
accountancy profession exist as a means of public 
service, the distinction which separates a 
profession from a mere means of livelihood is that 
the profession is accountable to standards of the 
public interest, and beyond the compensation paid 
by clients. Accounting ethics is the study of moral 
values and judgments as they apply to 
accountancy. However, due to the diverse range of 
accounting services and recent corporate 
collapses, attention has been drawn to ethical 
standards accepts within the accounting 
profession. These collapses have resulted in a wide 
spread disregard for the reputation of the 
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accounting profession. In order to combat the 
criticism and present fraudulent accounting, 
various accounting Organizations and 
governments have developed regulations and 
remedies for improved ethics among the 
accounting profession. The nature of the work 
carried out by accountants and auditors requires a 
high level of ethics. Potential shareholders, 
shareholders and other users of the financial 
statements rely heavily on the yearly financial 
statements of a company as they can use this 
information to make an information decision about 
investment. The above mentioned rely on the 
opinion of the accountants who prepared the 
statements as well as the auditors that verified it, 
to present a true and fair view of the company. 
However, knowledge of ethics can help 
accountants and auditors to overcome ethical 
dilemmas, allowing for the right choice that, 
although it may not benefit the company, will 
benefit the public who relies on the accountants/ 
auditors reporting. The outcomes of the many 
cases of unethical behavior have underscored the 
importance of ethics in business; companies’ 
bankruptcies, loss of investments and savings and 
loss of public confidence have shown that 
unethical behaviour in business is not only morally 
wrong but also disastrous for an economy. 
However, for the good of everyone, including the 
business organizations themselves is vitally 
important that business be conducted within an 
ethical framework that builds and sustains trust. 
(Salome et al, 2012) 
 
8. Reasons of Using Creative Accounting 
Practices 
The reasons for creative accounting could be 
several. To defend the owners of companies the 
creativity by itself can sometimes come from the 
very person who maintains the accounts and this is 
time to question whether that creativity is 
deliberate or caused by lack of financial 
knowledge. At this point necessary steps have to 
be taken by the owners. Such a questions, 
however, does not have to be ask when the owners 
of creative accounting are also the owners of 
enterprise. There is always a conscious thing. Most 
of the owners are warned in advance of the 
possible dangers and risks that result from their 
decisions. (Carl, 2008) 
Another element that comes into contact with the 
financial statements is management. If it is a large 
company managers are usually valuated according 
to company earnings. We should imagine 
enterprise which owners are also part of 
management and therefore there is no separation 
and all decisions do not go through the 
management, but directly from shareholders. Then 
we can analyze the reasons for creative accounting. 

In its essence there is always "only" two reasons; 
the overestimation or underestimation of the 
individual components of financial statements and 
it corresponds accordingly to what is needed to 
get. If the company (not the new established 
company) needs to gain a greater amount of the 
loan, it is clear that they must have their assets in 
the desired positive values. 
In the specific example below shows what all such 
an artificial overestimation can cause. The same 
procedure should be used by even a moment the 
company needs to attract investors. Converse steps 
will be proceeding with applying for grants or tax 
optimization of course. Whatever the reason is the 
creative accounting will always be reflected in 
financial indicators and ultimately the of company 
solvency, because not everything that looks like 
profit is really a profit. The truth is that even at the 
moment of artificial overestimation of financial 
ratios the company could fall into insolvency, 
bankruptcy, insolvency, etc. That is the essence of 
the creative accounting that eventually affects 
everything and the situation grow to the stage 
where is difficult to save anything. (Fišerová, 2011) 
Income smoothing: Companies generally prefer 
to report stable income rather than unstable to the 
investors. This can be achieved by the companies 
by making unnecessarily high provisions for 
liabilities against value of assets in high income 
generating years and they can reduce these 
provisions n bad years to improve the reported 
profits. So this method of creative accounting 
allows a company to report stable income between 
good and bad years. So this will give their 
shareholders the information that the company is 
running well and earnings are relative stable even 
in turbulent environment and it also effectively 
reduces corporate taxation. (Renu, 2014) 
To tie in to forecasts: It is an important variant of 
income smoothing which is used by companies to 
design the accounting policies and rules to match 
reported earnings to profit forecasts. So by this 
method they can maintain the trends of income 
from year to year and they can predict the future 
earnings easily by using the past trends of income. 
(Renu, 2014) 
To distract attention from unwelcome news: 
companies use income-boosting accounting policy 
to distract attention from unwelcome news. By this 
method they can boost the profits by some figure 
to distract the attention of people about any 
unwelcome news like company is slipping back 
from being number one position to the number 
two position. (Renu, 2014) 
Maintain or boost the share price: Companies 
use creative accounting practices to maintain or 
boost the share price. This is done by them by 
communicating to investors that the firm has 
higher earning power, which is likely to lead to a 
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higher share price. This method makes the 
company to raise money from the new issue of 
shares and prevent the chances of takeover of the 
company by other companies. (Renu, 2014) 
To get advantage of insider information: 
Directors of a company who are involved in insider 
dealings in the shares of the company. Instead of 
releasing the inside information for the public they 
use it for their own benefit thereby they try to 
enhance their opportunity to get benefit from 
inside knowledge that they have about the shares 
of the company. (Renu, 2014) 
Satisfying all interested groups: conflict of 
interest among different interest groups is also an 
incentive for the companies to use creative 
accounting practices. For example, investor-
shareholders want to get more capital gains and 
dividends, while employees want to get higher 
salary, bonus and profit share, managing 
shareholders’ want to pay less taxes and dividends, 
tax authority of the country wants to collect more 
taxes. And at the same time it is very difficult to 
satisfy all that’s why companies are compelled to 
use creative accounting practices to satisfy all the 
interested people. (Renu, 2014) 
Tax: tax is considered as an important motivator 
for the companies to manipulate the accounts. 
Large and high-profit firms may have the incentive 
to manage their earnings downward to not to 
come in the eyes of regulators and thus less likely 
to pay higher taxes. If the company wants to pay 
less tax in any year it will manipulate the income in 
such a way so that the company is supposed to pay 
less tax in that year. (Renu, 2014) 
To get Government Assistance: when a company 
has to face foreign competition, it may need help 
from the Government of its country and the 
government will need to make sure that the 
company is indeed struggling to survive in the 
market. Therefore, instead of moving up the profit, 
the company needs to lower its profit to 
strengthen the case of the company to get 
government assistance. (Renu, 2014) 
 
9. Advantages and disadvantages 
Although the present text refers rather to the 
disadvantage of creative accounting and identifies 
with not to use it, I'd like to add also the knowledge 
from my accounting practices that there are not 
always so catastrophic scenarios. There are 
situations where creative accounting and its impact 
are not let to go too far and are used in the short 
term and rather make the "gear" stone than some 
kind of permanent condition.Yes, there are also 
company owners who fully recognize the risks and 
impacts of fictional accounts, so they use creativity 
sparingly and then rearranged the facts so that their 
financial statements comply with its primary 

mission and the faithfully reflects the economic 
reality of company at the end. (Mulford, 2005) 
 
10. Conclusions 
Creative accounting means finding loopholes in the 
accounting standards and using them to 
manipulate the accounts. Companies can use 
different methods to manipulate the accounts that 
we have seen in the case study of Enron and 
Satyam. Companies use manipulative techniques in 
accounting practices to show steady trend in 
profits, to maintain or boost the share prices, to 
match reported earnings with the forecasted 
earnings, to distract attention from unwelcome 
news and to satisfy the various stakeholders. But it 
distorts the reality and does not give true and fair 
view about the financial performance of the 
company. So creative accounting is unethical and a 
negative aspect of accounting. In short run it 
appears to be attractive and beneficial but it has 
long term implications such as the confidence of 
investors reduces from the financial market they 
may feel that no company is safe for investment. In 
long run these practices are hard to detect which 
finally lead the collapse of the company which is 
using creative accounting practices. So we can say 
that creative accounting is the negative and 
unethical aspect of accounting but it can be 
considered a positive aspect of accounting when 
new standards are introduced to develop the 
accounting system and to introduce more reforms 
in corporate governance. (Renu, 2014) 
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