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Abstract

Financial reporting by way of EVA hasthe
merit of structuringtransactionswithout deluding
the stakeholder sabout theunderlying economic
performance of the company or influence
contractual outcomesthat depend on reported
accountingnumbers. Thepresent paper shall find
out how the linkages between the corporate
governanceand EVA asan regulation, could curb
thetradition of putting forward the practice of
creativeaccounting intothe positiveaccounting
theory and maketheuser sawar e of such ascope
istheneed of thehour. Thisstudy broadly aims
at lookingout for solutionsin bridgingthegapin
existing knowledge of value based relationship
between cor por ate gover nance and the wealth
measur e performance paving the way to
mainstream of thinking on ethicswithout misuse
of accounting standards. The study has also
contributed toidentify the scandalsof corporate
governancerecoiled dueto creative accounting
by exploring variousnational and international
relevant case studies that have precipitated
significant implicationson thelndian cor por ate
sector.
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Introduction

The saga of Corporate Governance has engrossed unequivoca awarenesssincethelate 1990swith
thedismantling of the protectionist and socidist regimesand the opening up of theindustria sector tointernationa
competition and private ownership. Lack of adequate governance of Indian corporateleadingto creative
accounting hasbeen cited in the popul ar press, academi c debates and some committee reportsas one of the
primary reasonsfor underperformance of companiesand the growing apathy of theinvestorsin corporate
financing. However, increased sharehol der activism, regul atory vigilance and discerning compliance procedures
areplaying aprominent roleinimproving and strengthening corporate governance mechanisms and thereby

avoid creative accounting practicesin India.
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Corporate performance and good governance are very much intertwined with each other in measuring
excdlenceindl productive, economicand socid pursuits. Inthechanged scenario, astheessence of corporate
governanceliesinthevauation reporting, the enthused investorsareno longer satisfied with bland accounting
figuresbut need to know how much vaue has been created by the company in terms of true economic profit
i.e. through the path of revolutionary EVA (Economic VaueAdded). Although thetraditional measures of
performance are still in vogue, it has led to value destroying actions with the false notion of creating shareholders’
weal th without considering the concept of cost of capital. Inthe eraof globalisation, to achievethe best
corporate performance, the corporates in their commitment to all stakeholders and shareholders’ relationship,
hasfocussed on EVA, asuperior performance measurefor corporate reporting and internal governance.
Thereupon thisfocuses on the cohes ve management va uesin harmony with the compani esand engrossed by
the quantum of economic va ue generated by themin excessof itscost of capital. In other words, acompany
createsvaueonly if it isableto generate returns higher than its cost of capital and causesthe objective of
management suitable with the stakeholders’ interest.

The creation of value, asunderstood by the Global ethical business peopleisin regardto createvaue
through integrated and sustai nabl e rel ati onshi pswith the primary corporate constituencies of shareholders,
lenders, customers, employees, suppliers and the communitiesin which thefirm doesbusiness. Thevalue
created many not waysreflect infinancid statements, asthey may a so befrom thenon-financial assetsand
itisto beresdlized by thecompaniesasanintegrd part of fully understanding the performanceof their business.
Companiesareunder pressurefrom theinvestorsto report al thevauedriversof their performanceswhich
includesthevariousintangiblestoo, such astheintellectud capita, requiring trangparency in their measuring
and reporting also. Much of the discuss onsabout tackling creative accounting proceduresthrough aready
existing corporate governance standards with wel l-devel oped regul atory and financial reporting framework
couldn’t hold back the American and London corporate by an unprecedented string of corporate collapses
from early to recent times — Maxwell, BCCl and Polypeck in UK and followed after 20 years are Worldcom,
Xerox, Enron, Satyam, to nameafew.

Modulations of Corporate Governance Resolving Creative Accounting

Corporate Governanceisthe framework for the policies and procedures which govern abusiness
corporation with artificial transactionsinvoking the concept of substance over form, whereby the economic
substancerather thanthelega form of determinestheir accounting substance. Itisthe essentid part of business
ethicssincethemordity of theBoard and itsindividud directorsunderliethese policiesand proceduresand
remain at thediscretion of themanagement. Theethicsof Corporate Governanceisthereforethedetermination
of what isright, fair, proper and just in accounting decisionsand actionsthat affect other people at thelevel of
individual, organi zation and society. In other words, it focuses on therel ationshipsthat ought to bewiththe
employees, customers, stockholders, creditors, suppliers, distributorsand the other membersof the community
inwhichthecorporatesexist.

Corporate Governanceisnot only anissue of compliance and disclosuresbut apowerful instrument for
nationa economicand socid transformation. Thecorporatesshould redizethat improving corporategovernance
by strengthening board expertise, board oversight and exercise of better internal controlsto managerisks,

o ‘ , ‘ ‘ ‘ o 3. Thereforethecompliance can
resultinenhanced reputation, increased operationd effectiveness, higher employeemorae, improved customer
loyalty and more transparent engagement with civil society. Intheeraof globaization, there are enormous
opportunitiesfor proactive businesseswith infinitefield for innovation and creativity. However, innovation
requires transparency in the architecture which is imbedded in improving company’s credibility and access to
globa capital. Therea management chalengefor globa companiesthus, liesin creating systemsfor global
governancethat comply with stakehol der expectationsright acrosstheir globa operationsand helping them
build new marketsand increasi ng effectiveness.
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Thediverse stagesof development of acountry and itslegal, regul atory, educational and religious
systems have abearing on standards of conduct, nonethel ess there appearsto be no particular pattern of
ethical or unethical corporate behavior. Inrecent years, there hasbeen agrowth globally in establishing
gtricter corporate governance procedureswhich areintroduced asremediesto encourage higher ethica conduct
inbus ness corporationsand to prevent unscrupul ousconduct. Many different Codesof Ethicsand Governance
has comeinto existence ranging from those issued by international bodiesfor multinationa enterprises*to
individual Codesadopted by different countriesand bus ness corporations around theworld. Nevertheless, a
number of high profile corporate scandd shaved so occurred manifesting poor corporate governance standards
and other | gpsesin business ethics, including greed, treachery, breachesof trust, conflicts of interest, lack of
transparency, ins der dealings and fraud by directorsand others. Corporate scanda sare not restricted to any
one country, or any particular business sector. They have arisen inthe United States of America, the United
Kingdom, Italy and India, to name afew. The corporate sectorsinvolved in the breakdownsin corporate
governancedueto unethica practices, includetelecommunications, energy, homefurnishing, dairy foods, life
insurance, car manufacturing and others.

Inthefollowing lines, many good and bad practices of corporate governance ensuing in successand
faluresinthe corporate sector in Indiaand abroad have been discussed. The various caseshave been compiled
from different sources of literature on corporate governance.

The Cases of Corporate Fall-outs due to Creative Accounting
I ndian Tobacco Company (I TC) Classic Finance (India)

Inlate 1996, dmost half of the executiveson board of thetobaccoto hotelsmagor ITC Ltd. wereinjail
on charges of FERA and exciseviolations. It was at this point that the downfall of ITC Classic Finance
(Classic), ITC’s flagship financial services 49% subsidiary, began. The scandals in ITC had a massive damaging
effect onthelTC brand and corporateimage. Theimpact got reflected on Classic too and it wasinundated
with desperate fixed deposit holderswanting to withdraw their funds. Fundsworth over Rs50crore were
withdrawn within afew daysafter the crisisbroke out. The continuing uncertainty on fund flowsinto the
company and the eroded val ue of its portfolios began scaring off potential investorsand foreign partnersas
well. Internationa Finance Corporation (IFC), which wasto provideacredit of $45millionto Classic, also
held back the offer till ‘things cleared up’s.

Classic’s negative cash flows, its huge asset liability mismatch and the slow process of divestment of
stakesheld by Classicinthel TC group companiesfinally, madeit declareal oss of Rs285 crores June 1997,
which almost wiped out itsentire net worth. Meanwhile, troubles mounted as redemptionskept increasing,
from Rs 750 croresin mid 1996, deposits camedown to Rs550 croresin May 1997°. From apeak level of
onemillion depositors, Classic wasleft with just six lakhs. ITC gave Classic Rs 75 crores credit lineto
maintain cash flow to meet the redemption pressure. At thisjuncture, Classic had to takeinter-corporate
depositsto fund the outflow. The sustained downturn in the capital markets during 1995-96 added to the
company’s woes and soon, key personnel began leaving the company. Already neck-deep in legal troubles,
ITCrealizedthat it would be better off without Classicto add toitsproblems. ITC theninitiated discussions
with Daiwa Securities of Japan and afew K orean, British and American investment banksfor apossibletie-
up.

ITCwasdesperatenot tolet Classicgofor liquidation, asthat would havereflected badly onitsbrand
power. ITC announced that it wasevenwilling to infuse morefundsto keep Classic afl oat. Both GE Capital
and theHindujaGroup evinced interest in Classic. Sincethey laid down very stiff termsfor the buy-out and
valued Classic much below ITC’s expectations, talks did not proceed further. Nothing seemed to be working
out infavor of Classic astherewere no takersfor acompany with non-performing assets of over Rs350 crore
and aninvestment portfolio having an extremely poor executed standard.
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The Ketan Parekh Scam (India)

Thesudden crashinthe stock marketson March 1, 2001, cameasamajor shock for the Government
of India, the stock marketsand theinvestorsaike, prompted the Securities Exchange Board of India(SEBI)
tolaunchimmediateinvestigationsinto thevolatility of stock markets. SEBI a so decided toinspect thebooks
of severd brokerswho were suspected of triggering the crash. Meanwhile, the Reserve Bank of India(RBI)
ordered some banksto furnish datarelated to their capital market exposure. Thiswasafter Global Trust
Bank, aprivate sector bank having exceeded its prudential normsof capital exposure, contributed to the
stock market volatility. This scam shook the investor’s confidence in the overall functioning of the stock
markets. By the end of March 2001, at |east eight people were reported to have committed suicide and
hundreds of investorswere drivento the brink of bankruptcy’. The scam opened up the debate over banks
funding capitd market operationsand lending fundsagainst collateral security. It also raised questions about
thevalidity of dual control of co-operative banks. Thefirst arrest in the scam was of the noted bull, Ketan
Parekh (KP), on March 30, 2001, by the Central Bureau of Investigation (CBI), who had single handedly
caused one of the biggest scamsinthe history of Indian financial markets. Hewas charged with defrauding
Bank of India(BOI) of about $30 million among other charges®.

The JVG Scandal (India)

In October 1997, the Reserve Bank of India(RBI) banned all Non-Banking Financial Companies
(NBFCs) of the VG Group of companies- VG Finance, VG Leasing and JV G Securities- from accepting
depositsfromthe public. Thiswasrevealed after an investigation which showed that, these companies had
been accepting depositsin excess of their stipulated limits.

Soon after, JV G downed the shutters of several of itsofficesin small townsof Maharashtra, Uttar
Pradesh and Bihar, claiming that, it had detected hugeirregul aritiesin the operations. The closing of the offices
created apanic among the depositorsand strong voiceswererai sed against the group. In November 1997,
JV G hurriedly rented an officein Gurgaon (Haryana) to accommodateirateinvestors. Hundreds of investors
and agents camped on the grounds of the office®. Theagents (or thefield-workers), who rai sed depositsfrom
investorson behaf of VG wereextremely worried. They said they could not go back totheir local offices
without collecting the duesfearing thewrath of theinvestors. More and more depositorsand field workers
teemed over the next few dayswith hopes of getting their money back. At thisjuncture, frightened by thedire
reputation, the JV G Chairman claimed that amgjority of the certificateswereforged and hencethey would
not be paid back. Many of the depositors, who had invested aslittle as Rs.500 could not even, imagine of
taking the disputeto the court®. The Company’s allegation that its agents had issued fake certificates to
depositorsfor morethan Rs.100 crores was seen as astrategy to cleanseitsresponsibility in paying the
invesors.

They were sure to apprehend the agentsfor issuing fake certificates. Then, in June 1999, after 16
monthsinjail, the Chairman wasgranted bail onapersona bond of Rsllakh with asurety of asmilar anount
and was directed not to leave the country without the court’s permission and not to tamper with evidence™.
The JV G companieswere de-listed and barred permanently from indulgingin NBFC activitiesinthefuture.
However, JVG’s demise and the Chairman’s turn in jail would perhaps never replace the dreams and hopes
of theinvestorswhose hard-earned money had vanished forever.

The US-64 Controversy (India)

UTI was established through a Parliament Act in 1964, to control the nation’s savings through the
mutual fund schemes. By February 2001, UTI was managing fundsworth Rs64250croresthrough over 92
saving schemes such as US-64, Unit Linked Insurance Plan, and Monthly Income Plan etc. UTI’s distribution
network waswell spread out with 54 branch offices, 295 district representatives and about 75,000 agents
acrossthe country*?. Thefirst schemeintroduced by UTI wasthe Unit Scheme-1964, popularly known as
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US-64. The fund’s initial capital of Rs5crore was contributed by Reserve Bank of India (RBI), Financial
Ingtitutions, Lifelnsurance Corporation (L1C), State Bank of India(SBI) and other scheduled banksincluding
few foreign banks. It was an open-ended scheme, promising an attractiveincome, ready liquidity and tax
benefits. Inthefirst year of itslaunch, US-64 mobilized Rs19 croreand offered a6.1% dividend ascompared
to the prevailing bank deposit interest rates of 3.75 - 6%. Thisimpressed the average Indian investor who
until then considered bank depositsto bethe safest and best investment opportunity. By October 2000, US-
64 increased itscapital baseto Rs15993 crore, spread over 2 crore unit holdersal over theworld®.

However by thelate 1990s, US-64 had emerged as an examplefor portfolio mismanagement. In
1998, theUTI chairman reved ed that thereserves of US-64 had turned negative by Rs1098 crore. Immediatdy
after theannouncement, the Sensex fell by 224 points. A few days|ater, the Sensex went down further by 40
points, reaching a22-month low under selling pressure by Foreign Institutional Investors(FlIs). Thiswas
widdy believed to havereflected theadverse market sentimentsabout US-64. Nervousinvestors soon redeemed
US- 64 unitsworth Rs580 crore®. Therewas widespread panic acrossthe country, astheinvestorsof Unit
Trust of India’s (UTI) Unit Scheme-1964 (US-64) were shaken®®. For thefirst timeinits 32 yearsof existence,
US-64 faced depl eting funds and redemptions exceeding the sales. Between July 1995 and March 1996,
fundsdeclined by Rs3104crore. The depl eting corpus coupled with the redemptionsresulted in aliquidity
crisisbecause of the lack of proper fund management and internal control systemsat UTI adding to the
growing investor agitation'’. By October 1998, US-64’s equity component’s market value had come down
to Rs4200crore from its acquisition price of Rs8200crore®. The net asset value (NAV) of US-64 also
declined significantly during 1993-1996 dueto turbulent stock market conditions. Unlikethe usua practice
for mutua funds, UTI never declared theNAV of US-64 - only the purchase and sale pricesfor the unitswere
announced. The practice of not declaring US-64’s NAV in the initial years was followed due to the heavy
stock market fluctuationsresultinginlow NAV figures, which would have discouraged theinvestors. But this
seemed to haveled to amistaken fedling that the UTI and US-64 were somehow immuneto thevolatility of
the Sensex®®. Following the heavy redemption wave, it soon became public knowledgethat the erosion of
US-64’s reserves was gradual. Internal audit reports of SEBI regarding US-64 established that there were
seriousflawsin the management of funds. Whilethe equity investmentsincreased by 40%, UTI seemedto
haveignored therisk factor involved withit. Most of the aboveinvestmentsfared very badly on the bourses,
causing hugel ossesto US-64. Themanagement fail ed to of fload the equitieswhen themarket started ded ining®.

Satyam (I ndia)

At the end of the 2008 Satyam Computer Services was one of the darlings of India’s IT outsourcing
sector. It was the country’s fourth largest IT service company, with annual revenues of well over $1bn. It
clientswere spread acrossthe globe and included a heal thy swathe of Fortune 500 companies. Thefirmwas
winner of the world council for corporate governance’s golden peacock Award and a few year earlier Ernst
& young had named satyam’s founder and chairman B Rambling Raju, entrepreneur of the year that all
changed on 7January 2009 when Raju resigned, confessing to hiding about $1bnin cash shortfalls. Inaletter
made public, Raju admitted that he had been fixing the books for seven years. When a deal to buy his son’s
development companies Fell through , the effort was no longer tenable He wrote: ‘it was like riding a tiger ,
not knowing how to get off without being eaten.’

In the immediate aftermath, Raju his brother and the company’s chife financial officer were jailed on
changereated to the fraud. The company was sold to tech Mahindrain public tender and itsname changed
to Mahindrasatyam. A Satyam computer service wasno more.

The balance sheet carries as of September 30, 2008
A inflated (nonexistent) cash and bank balance or Rs5040 Crore ( asagainst Rs5361 Crorereflected

December to February 2023 www.amoghvarta.com.com \mpact Factor 52
A Double-blind, Peer-reviewed, Quarterly, Multidiciplinary and bilingual SIIF (2022): 4.824

Research Journal



Dr.Vikas Kumar Jaiswal, Dr. Ashish Kant

ISSN : 2583-3189 (E), 2583-0775 (F) | ANMOGHVARTA | cChauchari, Priya  Page No. 48 - 55

Year-02, Volume-02, Issue-03
inthe books):
» Anaccruedinterest of Rs376 crorewhichisnon existent.
»  Anunderstand hability of Rs1230 Crore on account of fundsarranged by me.
» Anoverdtated debtorsposition of Rs490 crore (asagainst Rs 2651 reflected in the books) 30.
»  Theholesinthebaance sheet weredueto inflated profitsrecognized in thepast severa years.

What began as small gap between actual and reported performance soon swelled in size, and each
failed attempt to cover up the scam resulted in a larger gap ‘the Satyam Fiasco , although very painful has
resulted in aactions to improve the corporate governance in India , but there remain much more to be done’.

Conclusion

Corporate crimesinjureinvestors, employees, and the capital marketsthat fund the needsof existing
firmsand promote new busi nesses?. Therecent revelations of corporate fraud through creative accounting
haveincreased the need to investigate and prosecute crimina activity conducted by corporate officialsand
associated professionals, who have abused their positionsto enrich themsel veswhile breaching thetrust of
investors, employees, financia institutions, and the capital marketpl ace. Theserevelations of acorporate
cultureof corruption and deception inanumber of very prominent companies havethreatened to undermine
the public’s confidence in companies, the financial markets and the economy. They also have magnified the
need for arenewed emphasi son effective corporate governance through the va ue based management system

Regulatorsworld-widearefocusing onanincreasing level of communi cationwith stakehol ders, making
them awareof risksinherent in bus nesses and ensuring top management oversight of crestiveaccounting. In
order torestorefull public confidencein thefinancia markets, continued strong enforcement would benecessary
toincreasethelevd of trangparency of corporate conduct and of financial reporting thereby strengthening the
accountability of corporate officials. The adherenceto corporate governance normsisvita for integrity and
efficiency of the financial markets, while poor practices of corporate governance deteriorate a company’s
prospective future and consequently can pavetheway for frauds and evenfinancid difficulties. However,
companieswithwell governance structuresby way of EVA reporting usually outshine other companiesand
have been ableto attract investors and stakehol ders, whose support have hel ped in fostering growth and
development.
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