MONEY, FINANCE AND CREDIT

Sabina-Cristiana Necula

PhD (Economics), Scientific Researcher,

Department of Research, Faculty of Economics and Business Administration,
Alexandru loan Cuza University of lasi

11 Carol | Blvd., lasi, 700506, Romania

sabina.mihalache@gmail.com

ORCID ID: https://orcid.org/0000-0001-6912-2450

Accounting decisions from the perspective of
profitability

Abstract. This paper presents accounting decisions in terms of recognition, classification and evaluation. The relevance of the
study is determined by the objective of a fair value measurement under the conditions of economic and financial profitability.
The author of the article explores the issues relating to the research by considering the Romanian bank sector and using data
from 2011 to 2016. The article distinguishes accounting decisions from managerial decisions and reflects the relevant effects on
management information system.

The hypothesis identifies the current income-reducing accounting choice and the «net profit» independent variable. In order
to test it, it is essential to identify empirically observable data that can be a proxy for such variables. The study considered
«provisions for non-performing loans» as the dependent variable. The commonly identified economic factors that might influence
a firm’s choice of accounting methods are management bonus schemes and leverage. The hypothesis was thus tested by using
total bank profits as independent variables.
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Hekyna C. K.

KaHanaaT eKOHOMIYHUX HayK, HayKoBUIA CNiBPOOBITHWK, Bifain [OCNioKeHb,

thakynsTeT eKoHOMIKM Ta BiaHec-aaMIHICTPyBaHHS, Sccbkuil yHiBepcuTeT iMeHi A. V. Kyau, Slccu, PymyHis

ByxrantepcbKi pilleHHs1 3 nornsapy peHTabenbHOCTi

AHoTauif. Y cTaTtTi po3msagalTbca O6yXranTepCbKi pilleHHSA 3 nornagy iX BU3HaHHS, Knacudikauii Ta ouiHkW. AKTyanbHiCTb
OOCNigKEHHS BU3HA4YaETbCs HEOOXIAHICTIO OLiHKM CNpaBeannBoi BAPTOCTi B yMOBaX EKOHOMIYHOI Ta hiHaHCOBOI peHTabenbHOCTI.
[ocnipxeHHa NpoBefeHo Ha NiacTaBi pe3ynsraTiB aHanidy 6aHKiBCbKoi cnuctemu PymyHii 3a nepiog 3 2011 no 2016 pik. Y ctarTi
NPOBELEHO PO3MEXYBaHHSA MidK ByXranTepCbKMU Ta YyNpPaBRiHCLKMU PiLLEHHAMMW 3 ypaxyBaHHAM iX BNAMBY Ha iHhopmaLinHy
cucTemy ynpasniHHS.

Knio4oBi cnoBa: 6yxrantepCbki pilleHHs; cnpaBeannBa BapTiCTb; €KOHOMIYHA peHTabenbHiCTb; (hiHaHCOBa peHTabenbHICTb;
YNPaBniHCbKi piLleHHS.

Hekyna C. K.

KaHanaaT 3KOHOMUYECKMX HayK, Hay4Hbl COTPYAHWK, OTAEN NCCe0BaHnn,

haKynbTET 3KOHOMUKM U BU3HEC-aAMUHUCTPUPOBaHNSA, Acckuin yHuBepcuteT nMmenn A. U. Ky3sbl, Sccbl, PymbiHns
Byxrantepckue pellueHusi C TOYKU 3peHUst peHTabenbHOCTHU

AHHOTaumsa. B faHHON cTaTbe paccmaTtpmsaloTcst ByxranTepckue peLleHnst C TOYKWM 3peHns UX NPU3HaHus, Knaccudunkaumm
N OUEHKN. AKTYanbHOCTb JAHHOMO UCCNENOBAHUSA ONMPEeAenseTcss HeO6XOAMMOCTBIO M3MEPEHMSA CnpaBen/iMBON CTOUMOCTU B
YCNOBUSAX 3KOHOMUYECKON N (hMHAHCOBON peHTabenbHOCTU. ccnefosaHne NpoBedeHO Ha OCHOBaHUW Pe3ynsTaTtoB aHanm3a
6aHKOBCKOIN cuctembl PymbiHuKM 3a nepuopg ¢ 2011 no 2016 rog. B ctatbe npoBoguTcs pasnuyume Mexay 6yxrantepckumun u
ynpaBneHYeCKNMN peLLEHNAMU C YHETOM UX BO3LENCTBUSA HA MH(OPMAUMOHHYIO CUCTEMY YNPaBNeHNs.

KnioueBble cnoBa: GyxranTepckue pelleHusi; crpasefiBasi CTOUMOCTb; 3KOHOMUYECKasi peHTabenbHOCTb; uHaHcosas
peHTabenbHOCTb; YyNpaBneHYeckmne peLleHns.

1. Introduction

Romania has been a capitalist country since 1989. After
1989, the country experienced a decade of economic insta-
bility and decline caused by its obsolete industrial base and
a lack of structural reforms. From a macroeconomic perspec-
tive, the Romanian economy has been relatively stable since
the year 2000, characterised by high growth, low unemploy-
ment and declining inflation. Romania became member of the
European Union in 2007. Today it is an upper-middle income
country.

The banking sector of Romania is highly concentrated and
dominated by foreign-controlled banks. Banks in Romania
operate as universal banks.

Financial stability is not put in question, yet the finan-
cial sector will continue to face difficulties arising from sig-
nificant cross-border bank deleveraging and non-performing
loans (NPLs), although the situation improved in both these
areas in the period of 2014-2015. Romanian banks remain well
capitalised and liquid, and maintain reassuring provisioning
buffers in the face of continued pressures on asset quality.
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Non-performing loans are of interest to this paper, because
non-performing loans present an opportunity to create provi-
sions to diminish profits, and therefore banks do not pay any
profit taxes. Banks register the accounting profit, whereas the
taxable profit is equal to zero due to provisions or registered
losses from non-performing loans.

Positive accounting theory assumes that accounting
choices are influenced by managerial opportunism (Watts and
Zimmerman, 1978; 1986) [17-18]. Given the bank sector cli-
mate in Romania, we believe that positive accounting theory
hypothesis may be appropriate. This paper is based on a hy-
pothesis that bank managers will make accounting choices in
order to reduce the taxable profit.

The empirical study uses an established database of fi-
nancial information for firms quoted on the Bucharest stock
market.

Corporate decision-making processes include decisions
related tospecial orders, adding or removing a production
line / product and producing or buying goods (Collier, 2015)
[7]. Even if accountants are not managers or decision-makers,
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they are involved in making decisions even at the operatio-

nal level.

Recognition, classification and evaluation of decisions
depend on the nature of economic transactions involving re-
sources and/or means. They are situational and more struc-
tured than investment or funding because accounting policies
are either established when the accounting information sys-
tem is defined or set by an accounting regulatory body. Any
deviation should be mentioned and justified in an explanatory
note to the financial statements.

2. Brief Literature Review

The management is responsible for achieving the objec-
tives of an enterprise. Success and survival in a competitive
environment require focusing efforts on two goals in par-
ticular:

a) the profitability of the enterprise, i.e. its ability to obtain suf-
ficient income to attract and retain the invested capital;

b) the liquidity, i.e. the ability to cover its short-term payment
obligations through the rapid transformation of cash flows
(Datar et al, 2001; Moers, 2005) [9; 14].

Decisions on providing information derive from two main
concerns of accounting activities: providing financial infor-
mation and providing cost information. Among the problems
posed by choosing an accounting model in providing financial
information, we enumerate:

e recognition: rules for value adjustments, for the inclusion of
a value in the cost of products, recognition of assets, debts,
equity, contingent liabilities, provisions, recognition of sub-
sequent asset expenses;

e classifications: classification of an impairment in the ca-
tegory of adjustments, provisions, contingent liabilities,
assignment of a contract to the financial asset or financial
liability category, classification of a lease in the financial
or operating category.

Cost accounting is reflected in an interface between finan-
cial accounting and management accounting (Chenhall, 2003)
[5] Provision of cost information concerns:

e the cost of products and services, determined by using
the cost allocation techniques provided by management
accounting;

e the marginal cost of some decisional alternatives, deter-
mined using the sensitivity analysis technique.

Accounting data have to be:

. identifiable - the accounting data have to be possible to
identify in order to obtain information (Luft et al, 2016;
Choo, 2000) [13; 6];

2. available - the accounting data have to be provided on time.

Often, accountants have to choose an accounting me-
thod to accomplish an objective (managerial, financial, re-
lated to taxes). For example, when accountants choose bet-
ween diverse accounting methods in order
to reach a specific profit margin, they af-
fect the fair value of information. It is the
case of the negative form of the creative
accounting (Klein, 2015). In the same con-
text, when the accountant offers alterna-
tives by respecting the fair value of infor-
mation, it may be a moment when an ac-
counting decision is made.

3. Purpose

The purpose of this article is to present
accounting decisions and their relation with
managerial decisions. We started from the
managerial objective of maximising the pro-
fit and defined accounting decisions in terms
of recognition, classification and evaluation.

The hypothesis identifies the current in-
come-reducing accounting choice and the
«net profit» independent variable. In order
to test it, it is essential to identify empirical-
ly observable data that can be a proxy for
such variables.

The study considered «provisions for
non-performing loans» as the dependent va-
riable. The commonly identified economic
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factors that might influence a firm’s choice of accounting me-
thods are management bonus schemes and leverage. The hy-
pothesis was thus tested by using total bank profits as inde-
pendent variables.

4. Results

Twenty-seven banks from Romania have not paid any profit
taxes over the past six years. It is the unlimited deductibility of
non-performing loans (NPLs).

Let us say that a bank has made a profit of EUR 100 mil-
lion and sold a NPL of EUR 200 million. Generally, the bank
sells non-performing portfolios by 5%-7% of their nominal
value, yet, according to a study, the average per system is
11%. Thus, the NPL sold is EUR 200 million; the bank collects
EUR 22 million with a loss of EUR 178 million. According to
the legislation in force, this loss is fully deductible. The institu-
tion ends the fiscal year with a loss of EUR 78 million after the
expense with the sale of the non-performing portfolio is low
on profit. The problem is that losses are rolled over the next
fiscal years, from year to year, until the bank reaches zero.
This is a cyclical phenomenon. Therefore, a bank declaring a
profit for the year does not actually pay any tax, because the
reported profit is offset by the losses of the previous year. It is
an artifice used by banks to avoid paying taxes.

Under the rational decision-making approach, the ac-
countant, as an information evaluator, chooses information
that can maximise its utility function by taking into account
the impact of the information signals on the decision-maker’s
choice (Comyns et al, 2013) [8].

The evolution of the nominal values of non-performing
loans and the values obtained from their sale is presented in
Figure 1.

Over the past two years, banks have sold substantial
NPLs of the population and firms at very low prices, averaging
between 8.5% and 10% of the nominal value of loans.

The accountant may be unable to list the set of states,
possible actions and possible outcomes. The accountant is
often incapable of expressing his/her own utility function for
the evaluation of the results or the utility function of the deci-
sion maker (Solomon et al, 1995) [16].

Values of input variables are in turn influenced by econo-
mic decisions (operating, financing, investments). There should
always be a problem, a trigger factor or an alarm condition to
maintain decision-making processes.

The analysis of the net profit realised by 46 banks opera-
ting in Romania lead to the conclusion that only 18 banks
registered profit and paid tax on profit during 2011-2016.
Table 1 presents data about the tax on profit paid by banks.
We provide examples of only two banks (Raiffeisen Bank and
Romanian Comercial Bank) in the table. The source provides
data about all the 46 banks operating in Romania.

Fig. 1: Evolution of nominal values of non-performing loans and values obtained

from their sale in 2008-2016
Source: [11]

Necula S.-C. / Economic Annals-XXI (2017), 166(7-8), 72-75

73



MONEY, FINANCE AND CREDIT

Tab. 1: The total profit net and the tax on profit paid by banks
in 2011-2016, in LEI

Source: Stock Exchange Journal, August 2017,
http://www.bursa.ro/_img/articole/mare/328647.jpg

The analysis of economic profitability starts from its de-
termination as a ratio (Formula 1) and then is presented in a
graphical form (Figure 2).

Re=Po/A, 1)
where Po is operational profit; A is total assets;

APo=Po, /A~ Po,/A, is influence of operational profit;
AA =Po,/A, - Po,/A, is influence of total assets.

Given this model, it is simple to observe that all
the banks that registered losses and did not pay
profit tax, had a negative economic profitability
rate (the negative values are given by the fact that
the profit is negative), yet the influence was posi-
tive in most cases because even the profit is nega-
tive. It tends to diminish from the current year to the
next years. Also, the banks have a negative financial
profitability (the net profit is negative) with a positive
influence for the same reason. The total influence on
the bank performance is positive. The only minus is
the fact that they do not pay profit tax, because they
sell non-performing loans at low prices register the
action as deductible expenses, and diminish the ac-
counting profit.

From a simple observation, it can be noticed that
the input data required to define the trees are at the
lowest level in the management accounts, and at a
higher level regarding the input data resulting from

calculations, functions and processing of the management ac-
counting data.

While for management models the management involves
the organisation and optimisation of models the main data of
which are the indicators to be analysed, the metamodel of or-
ganising financial accounting information means respecting
the true image and the cost-benefit ratio in providing relevant
information.

Fig. 2: Economic profitability
Source: Compiled by the author

The financial profitability represents the capacity of the
equities to create incomes, and it is a rate between the net
profit and total equities (Formula 2), and then is presented in a
graphical form (Figure 3).

Rf=Pn/E, @)

where Pn is net profit, and E is equity.

Thus, management models intertwine with models of
economic and financial analysis, models of management ac-
counting or economic and financial models. The organisatio-
nal metamodel is intertwined with management models and
does not imply the follow-up of indicators but the establish-
ment of constraints in the recognition, classification and as-
sessment of patrimonial elements in order to attach financial
accounting values.

Fig. 3: Financial profitability
Source: Compiled by the author

Necula S.-C. / Economic Annals-XXI (2017), 166(7-8), 72-75

74


http://www.bursa.ro/_img/articole/mare/328647.jpg

Therefore, the accounting decision is any rational choice
whose main purpose is to influence (i.e. the form or the sub-
stance) the outputs of the financial and accounting system
of an enterprise in an identifiable manner. We believe that
this definition is sufficiently permissive to include the deci-
sion to choose between First-Input-First-Output (FIFO) and
Last-Input-First-Output (LIFO) methods for assessing inven-
tory outcomes, the decision to classify finance or operating
leases, decisions affecting the level of disclosure in financial
reporting and decisions regarding the transition to new ac-
counting standards. Also included are decisions to increase
production volume to reduce the cost of goods and services
produced by reducing fixed unit costs and decisions to re-
duce R&D spending to influence profit growth.

The main areas in which accounting estimates and judg-
ments have an important role are as follows: tangible and intan-
gible assets, financial investments, making adjustments for value
losses in the case of assets, long-term contracts, determination
of contingent provisions and debts, segment reporting.

5. Conclusions

From the operational to the strategic level of management,
the accountant makes his/her rationale through budgets and
indicators and obtains information through recognitions, clas-
sifications and evaluations. The balance between plans/sum-
maries and value estimates/recognition is not the result of ra-
tional behaviour, but something influenced by laws and uncer-
tainties, relations with suppliers, customers, employees and
regulators. Professional accountability and ethics give the ac-
countant a professional character in ignoring possible perso-
nal interests. Nevertheless, the estimates of numerous uncer-
tainties and the outcome of the influence of multiple external
factors diminish the ideal rationality proposed by the classical
economic models.
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choosing between alternatives represented by accounting
methods or models. Outputs from the decisional model are
summarised by using the accounts declared in the financial
statements.
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