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Abstract: This paper investigated how Polish students of accounting perceive the lack of
precision of accounting regulations for business combinations. It was hypothesized and con-
firmed that young accountants show the propensity to exercise discretion in the accounting
for business combinations to the detriment of faithfulness of financial information. The study
is based on a survey questionnaire of 91 accounting faculty students. The responses suggest
that the unethical usage of flexibility in accounting is justified by many situational factors.
Although it is difficult to generalize the results, the findings are useful in demonstrating how
ethical enhancement is needed in both education and accounting regulations.
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1. Introduction

It is a well-known fact that accounting is not a neutral instrument of economic
recording and measurement because remote settings of business operations locate
accountants in a broader social context (Napier, 2006, p. 462). Hence, being aware
that accounting allows for management discretion, investors do react to different
information content of financial reports. On that basis there is a large number of
studies that investigate accounting for business combinations, as in recent years
historical cost was substituted by fair value in accounting for these transactions,
creating space for discretionary accounting.
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The studies mentioned above are consistent with the findings that the items
presented in the statement of a company’s financial position, among them goodwill
and intangibles acquired in a business combination, are regarded as useful by stock-
market investors as they serve as indicators of the firm’s future profit-making
potential (Hirschey and Richardson, 2002, p. 187; Jifri and Citron, 2009, p. 137;
Kimbrough, 2007, p. 24; Zhang and Zhang, 2017). There is also a contrasting
finding of Shalev (2009, p. 265) which suggests that investors fail to immediately
incorporate information content of business combination disclosure level into their
information set and that investors are quicker to react to firms with a negative
abnormal disclosure. Knauer and Woéhrmann (2016, p. 446), also using a business
combination setting, found that if management discretion is high because of the low
level of legal protection, investors react in a more negative way to announcements
of unexpected goodwill write-offs. Alongside the research concentrating on the
investors’ reactions to information content, there is also a group of studies showing
that economic and other incentives influence the decisions taken by preparers of
financial reports in the scope of business combinations. For example, Hamberg,
Paananen and Novak found that economic incentives determine the choice related
to the final measurement of goodwill disclosed at the initial adoption of acquisition
accounting regulations (Hamberg, Paananen, and Novak, 2011, p. 284).

Two research questions were formulated on the basis of prior research which
stresses the possibility of discretionary accounting for business combinations and
on the outcomes of studies presented by Polish researchers investigating business
combinations (Grzybek and Maruszewska, 2016; Grzybek, Maruszewska, Papaj-
Wilistocka, and Strojek-Filus 2020; Janowicz, 2016; Luty, 2016; Remlein, 2009;
Toborek-Mazur, 2005):

(1) how Polish students of accounting perceive the lack of precision of
accounting regulations for business combinations, and

(2) whether they show the propensity to use discretionary accounting in the
scope of the initial measurement of assets acquired in business combinations.

The study adopted a decision-making task as the research instrument, namely
a questionnaire to measure the respondents’ propensity to make a decision based
on imprecise accounting regulations in order to create favourable financial picture
of the entity. In addition, a scale semantic differential was administered to study
comprehension of discretionary accounting. A 5-point and 7-point Likert scale was
used for both parts of the instrument.

This paper contributes to the body of knowledge on accounting for business
combination by highlighting the need for an ethical approach for both practitioners
and accounting regulators. Some of the practitioners are inclined to use accounting
for business combinations to create a favourable picture which may result in the
acceptance of manipulated financial reports. Furthermore, it indicates that prevailing
compliance with the literal wording of the law eliminates the underlying foundations
of accounting built on the assumption of truth.
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The remainder of this paper is as follows: Section 2 provides the background
for discretionary accounting in the scope of business combinations and develops the
hypothesis. Section 3 describes the method, while Section 4 presents the results, and
The concluding remarks are provided in Section 5.

2. Discretionary choices in accounting for business combinations

Managerial discretion in accounting for business combinations refers mainly to:

a) the choice of accounting method in the case of business combinations under
common control (Janowicz, 2014, 2017),

b) estimates used for fair value measurement (especially when actual market is
not used for the valuation purposes) in the case of the acquisition method (Giner and
Pardo, 2015; Seetharaman, Sreenivasan, Suda, and Yee, 2006),

c¢) goodwill and other intangibles measurement together with impairment (Lee,
2011; Vance, 2010),

d) purchase price allocations (Paugam, Astolfi, and Ramond, 2015).

Not only do the above-mentioned issues comprise an area of relatively large
managerial discretion, they also characterize the key ethical issues that accounting
practitioners face when dealing with business combinations. The association between
ethics and the possibility of engaging in earnings management has been widely
discussed in the literature. It was pointed out that those who prepare reports do not
necessarily violate the law but use flexibility inherent in the preparation of financial
statements to satisfy their own interests, rather than communicate the financial
position of their companies (Choi and Pae, 2011; Maruszewska and Kotodziej, 2015;
Nowak, 2018).

Furthermore, prior research related to decision-making describes a broad range
of incentives that influence the choices made by accountants to the detriment of the
faithfulness of financial information (Kunz and Pfaff, 2002; Libby, Bloomfield, and
Nelson, 2002; Modell, Vinnari, and Lukka, 2017). Moreover, behavioural accounting
research provides evidence that there is no need for both the characteristics of
agency framework (i.e. conflict of interest and information asymmetry) in order for
professionals to make unethical decisions. The occurrence of just one of the two
characteristics describing the agency theory already threatens the professionalism of
decision makers (Boedker and Chua, 2013).

The following hypothesis was formulated based on the literature review showing
the complexity and imprecision of accounting for business combinations and
decision-making studies in ambiguous situations: the perception of discretionary
accounting for business combinations accepts a favourable picture to the detriment
of the faithfulness of financial information.
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3. Study design

The study was conducted among part-time graduate students who completed the
“Accounting for business combinations” course. Up-to-date knowledge in the
field was the most important characteristic of the respondents, followed by their
experience. The study was conducted in the form of a questionnaire in which the
respondents made a choice in a described hypothetical situation of an entity obliged
to comply with the Accounting Act that is in force in Poland at present. The study
used a 5-point Likert scale and semantic differential to study their understanding of
discretionary accounting.

The presented situation referred to two problems: the fair value valuation required
by the acquisition method, and the selection of one of two methods (pooling-of-
-interests versus acquisition method) allowed by the Polish Accounting Act. Both
situations were presented to the respondents in the same manner:

* information on the role of the respondent acting as a chief accountant as well as
on the obligation to make a decision and the responsibility for it,
» adescription indicating the details of the problem:

— the intangible character of the acquired assets and the possibility to measure
them (in fair value) in high or low values using discretionary accounting
(scenario #1),

— no clear boundary in legislation between the obligatory use of each of the
two methods of accounting for business combinations due to the entity’s
ownership situation within the unregulated area (scenario #2),

» an indication of the consequences in the form of a decline or an increase in the
financial results,

* information that the chief accountant decides autonomously, and that the inde-
pendent auditor has little chance to question the decision made.

In the following part of the questionnaire the participants were asked to determine
their propensity to make a decision that uses imprecise accounting regulations on
‘window-dressing’ for the purposes of the bank loan application. When making
such a decision, the subjects would use flexible accounting regulations in a way
that deteriorates the reliability of financial information and at the same time helps
in achieving the short-term goal, i.e. increasing the value of assets that would be
under examination of the bank. Furthermore, the respondents were asked to judge
the decision using the semantic scale. Their judgments were aimed at accepting and
justifying the decision.

The study covered 91 part-time students of accounting at two universities in
Poland, who were generally of 21 to 31 years of age (n = 91; 94%). The oldest
respondent was 50 years old; 47% had previous accounting education (college or
high school; n =43), while other 25 respondents declared having economic education
(27%) and 75% (n = 68) indicated that they already had practical experience strictly
in accounting positions. Although most of the respondents declared experience of
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below 5 years (n = 62; 68%), a large number of them occupied a mid-level position
(n = 47; 52%), while only 7 respondents (8%) held a top managerial position;
47% indicated that they worked in micro enterprises (n = 43), and 17% in a small
enterprise (n = 15), whereas 11% gained professional experience in medium entities
(n=10), while 15% in large ones (n = 14).

The presented characteristics of the respondents set the limitations of the study.
The findings of the study cannot be generalized to all accounting professionals, in
particular to bookkeepers with many years of experience. As the scenarios dealt with
a very specific accounting situation that does not occur in every entity, the up-to-
date and detailed knowledge was the main determinant of the respondents in the
survey. Yet the results of the study can serve as the basis for analysing the perception
of discretionary accounting regulations that influence the valuation of assets and
liabilities.

4. Results

Descriptive statistics (Table 1) show the propensity to make:

* adecision that creates a favorable picture of the valuation of the assets (increase
in value) versus

* a decision that ensures the faithfulness of the financial information regardless
of the consequences in the form of lowering the amount of assets disclosed in the
statement of financial position.

Table 1. Descriptive statistics on the propensity to make decision that ensures the faithfulness
of the accounting information

Descriptive analysis/Scenario Scenario #1 Scenario #2
Number of answers 46 45
Median 3.0 2.0
Minimum 1 1
Maximum 5 5
Standard deviation 1.191 1.078
Mode 2.0 2.0
Average 2.847 2.466

Scale 1-5, where 1 means ‘I am definitely willing to make a decision that distorts accounting in-
formation’ and 5 indicates ‘I am definitely willing to make a decision that ensures the faithfulness of
the accounting information’.

Source: own elaboration.

The results indicate that around a quarter of the respondents was undecided
(scenario #1 n=11; 24%; scenario #2 n =11; 24%). Apart from this, most respondents
showed high propensity to distort accounting data. In scenario #1 20 subjects (44%)
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indicated “1” or “2” while among those who read scenario #2, 25 subjects pointed to
the same answer (54%). No statistically significant differences were found between
those respondents who were to make a decision in scenario #1 compared to scenario
#2 (1(89)=1.198; p = .114).

In the second part of the survey (Table 2), the respondents were to explain their
judgments about the choice that resulted in the distortion of the value of assets. The
analysis of the results obtained on a semantic scale (using a 7-point scale) was preceded
by the reliability verification, which was carried out based on Cronbach’s Alpha ratio
separately calculated for scenario #1 and scenario #2. In both cases the reliability
was confirmed, resulting in high rates, i.e. for scenario 1 a = .748 and for scenario 2
o=.738.

Table 2. Descriptive statistics on the study’s semantic scale

. . Mann-
Scenario #1 Scenario #2 .
. n=46 n=45 ~Whitney
Defined judgment about Test U
the dec1s.10n.that d1st9rts - ° g - -
accounting information < sl x| 8= |8 R gl x| 835 |3
S |EIE| 2|2 B |E|E|2E|g| =05
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Culturally unacceptable (5) 30 |16 1.64

Individually acceptable (1) /
individually unacceptable (5) 20 [1 (7164 [ 1] 30 |[1|6]| 144 |3 495

Justified by the firm’s situation
(1) / Unjustified ... (5) 20 [1]5] 116 | 1] 20 [1]|7] 141 |1 413

Bringing benefits to the entity
(1) / Causing damage to the
entity (5) 20 [ 1|S5] 121 (1] 20 (1|7 143 |1 .681

Economically justified (1) /
Economically unjustified (5) 20 | 1|7 134 (2| 30 |16 121 |3 613

Fair (1) / Unfair (5) 30 | 1|7 175 (3] 30 |1]|6]| 143 |4 .056
Ethical (1) / Unethical (5) 50 |17 173 |4 40 [1]7] 142 |4 .056

[\S)
g
o
—_
o

137 |3 760

Source: own elaboration.

No statistically significant differences were found between the judgments
of respondents making decisions in scenario #1 and those making decisions in
scenario #2. A strong conviction can be observed among both groups of subjects
that the behaviour distorting accounting information is culturally acceptable (n = 56;
62%). A similar result was obtained when the respondents were judging individual
acceptance of the decision behind which there is unclear, non-substantive evidence
(n=161; 67%). In other words, according to the respondents it can be acceptable for
an individual to make a decision that uses loopholes in the law and that results in
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‘window-dressing’. The above finding is also confirmed by the answers given to the

next three questions, as:

* most subjects were convinced that such a behaviour can be justified by the situ-
ation of the entity (n = 73; 80%),

* the same number (n = 73; 80%) expressed the opinion that the decision undermi-
ning faithfulness of financial data may bring benefits to the entity, and

» even more respondents justified the decision with economic reasons (n = 76; 84%).
Furthermore, most of the subject expressed an opinion that making a decision

resulting in ‘window-dressing’ is fair (n = 50; 55%). The results also indicated that most

subjects were not able to express an opinion whether making a decision lowering the
reliability of accounting information is ethical or unethical (n =27; 30% undecided).

In addition, the results indicated that:

(1) among those who completed a decision task in #1 scenario:

» those with previous accounting and broader economic education were more con-
vinced that the decision distorting accounting data can be economically justified
(x2 (24, N=46) =38.428, p = .031);

(2) among those who accomplished a decision task in #2 scenario:

* the judgment about the fact that decisions lowering the reliability of the account-
ing data can be individually acceptable was highest among the respondents aged
21to 25 (x2 (40, N =45)=58.180, p =.031).

When analyzing the whole group of respondents (n = 91), it was found that
the judgment that other accountants would base their decision on previous practice
was the weakest among those with experience of over 10 years (y2 (16, N = 91)
=50.419, p < 0,001). It was easier for low and middle-level employees to accept
that decisions resulting in distorted financial data are culturally acceptable (y2 (15,
N=85)=125.589, p =.043).

In order to examine in-depth the judgments of the subjects, further explanations
in the legal, organizational and professional sphere were discussed in groups of four
respondents, assigned randomly. The qualitative analysis of the textual opinions of
decision-making in accounting for business combinations revealed that the most
frequently cited arguments referred to the productive use of loopholes and the
flexibility of accounting law to benefit the company. Moreover, the respondents
indicated that the low risk that auditor would question the decision should also
be taken into account. In the organizational sphere, the subjects argued that using
loopholes to the advantage of the entity would result in good relations between the
accountant and the management.

5. Conclusion

The main finding of the study is that the respondents representing present and future
accounting professionals already educated in financial reporting showed a high
propensity to distort accounting information. The tendency to be unprofessional
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was investigated in the scope of business combination transactions. Prior research
and practice showed that these transactions are used for earnings management
(Giner and Pardo, 2015; Shalev, Zhang, and Zhang, 2010). The propensity to use
business combinations for creating a favourable picture of an entity may result from
the opinion that it is acceptable to take advantage of the flexibility of accounting
regulations, as long as the application of the law is in accordance with its literal
meaning. This assumption is indicated by the results of the second part of the survey.
The respondents expressed the opinion that such a behaviour can be justified by the
situation (e.g. economic) of the entity and it can be beneficial to the entity.

Most respondents were convinced that such behaviour is fair and had no opinion
about the ethical dimension of the situation. The above finding, together with
the high acceptance to justify such behaviour, shows that the ethical foundations
of accounting have less (if any) significance for its practitioners. The prevailing
compliance with the literal wording of the law eliminates the underlying foundations
of accounting built on the assumption of truth.

To sum up, the perception of the flexibility of accounting regulations in the scope
of business combinations allows for decision-making as stated in the saying: “what
is not prohibited, is allowed”. Such a viewpoint destroys the ethical foundation
of accounting, which has no explicit references in any paragraph of the Accounting
Act, except for the true and fair view principle. In addition, the high propensity to
make unethical use of discretionary accounting, and the many accepted justifications
for such behaviour, indicate that the ethical dimension requires enhancement by law.
Therefore it can be concluded that the hypothesis was confirmed, i.e. the perception
of discretionary accounting for business combinations accepts a favourable picture to
the detriment of faithfulness of financial information. Future research should thus be
carried out from the perspective of regulators, and the professional developments of
practicing accountants and involve certain cultural, motivational and personal issues
affecting dysfunctional, unethical practices in accounting for business combinations.
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POSTRZEGANIE UZNANIOWYCH REGULACJI RACHUNKOWOSCI
W OBSZARZE POLACZEN JEDNOSTEK. PERSPEKTYWA ETYCZNA

Streszczenie: W artykule omowiono postrzeganie nieprecyzyjnych regulacji rachunkowosci w obsza-
rze rachunkowosci potaczen jednostek przez polskich adeptow rachunkowosci. Potwierdzono hipote-
zg, ze mtodzi praktycy rachunkowosci wykazuja duza sktonnos¢ do wykorzystywania uznaniowosci
rachunkowosci potaczen ze szkodg dla rzetelnosci informacji finansowych. Dociekania sg oparte na
badaniu kwestionariuszowym przeprowadzonym wérdd 91 studentow studiow niestacjonarnych na kie-
runku rachunkowos$¢. Wyniki sugeruja, ze nieetyczne stosowanie prawa o rachunkowosci usprawiedli-
wiane jest przez szereg czynnikow sytuacyjnych. Cho¢ rezultaty badania nie powinny by¢ uogolniane,
wyraznie wskazuja na konieczno$¢ wzmocnienia etycznego w obszarze zarowno edukacji przysztych
stuzb rachunkowosci, jak i prawa o rachunkowosci.

Stowa kluczowe: etyka w rachunkowos$ci, rachunkowo$¢ potaczen, uznaniowos$¢ decyzji w rachun-
kowosci.
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