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CorporateFraud and Investor’sInterest: A Critical Analysis

Abstract

Corporate  frauds committed by
corporations are a major problem all around the
ORIGINAL ARTICLE world, not just in India. As a result of corporate
fraud and corruption, several large businesses
around the globe have gone down in flames over

a the previous three decades. India’s corporate

market is no exception to this phenomenon. It is
described as an activity done in against the
corporate governance norms. It causes a rise in
unemployment, adrop intax revenue, and general
economicinstability. It adversely impactsnot only
the economy but also its stakeholders. Keeping
corporations free of malfeasance is essential for
safeguarding the interests of shareholders. The
author inthisresearch paper elucidatesthe concept
of corporate fraud by discussing a few significant
cases. An inter-relation between corporate fraud
and investor protection will be examined by the
author. The author further suggests certain
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changes to deal with the issue of corporate fraud in an effective manner.
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I ntroduction

Misrepresentation of information, alteration of financia booksand records, concedl ment of debot, hiring
of fictitious personnd, creation of fictitiousfinancial documents, exposureof price sengitiveinformation, tc.
areal examplesof corporatefraud. Corporate fraud adversely impactstheinterest of investorswhereasthe
security market would not exist without investors. Cons dering theforgoing statements, theimportance of
Investor protection issignificant. Investorsrisk their hard-earned moniesin the hopesof areturn ontheir
investment. If their faith isdamaged by corporatefrauds, it will haveanegative effect on the economy. They
will behesitant toinvestinthefinancial market any further. Fraud in the businessworld can be prevented by
severd different regulatory agencies. Thereare numerouslawsand regulationsin placeto safeguard investors
capital.

Corporatefraud isamultifaceted phenomenon that encompassesarange of deceptiveactivitiesemployed
by individual s/group of individua swithin or associated with acompany. The corporate fraud includeswide
range of activities, theseactivitiesmay includefinancial misrepresentation, embezzlement, insider trading,
bribery, and other illicit schemesaimed at manipul ating financia information, deceiving stakeholders, and
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unlawfully benefiting asdect few. Themotivationsfor engaging in corporatefraud arediverse, oftenrootedin
thepursuit of financia gain, persona enrichment, or the desireto maintainanillusion of corporate success.

Corporate Fraud: Meaning and Nature

The contribution of corporationsto the expansion of thelndian economy iscrucid. BusinessesinIndia
arethe backbone of the country’seconomy. The number of registered firmsand the total amount of paid-up
capital inIndia scorporate sector have both grown significantly over the past two decades. The corporate
sector hasbeen given aboost by the centra Government’ sadoption of several reform measures.t Nonetheless,
despitethese efforts, corporatefraud remainsasignificant threat to theeconomy of the Nation by hampering
thegrowth and prosperity of businessesinthe country. Thevery definition of fraudis, an act of dishonesty with
thegod of obtaining somethingillegally or depriving someoneof something they arelegdly entitledto. Victims
of fraud may suffer immediate and long-term financial |osses and emotional and physical distress. Inthis
context, “corporate fraud” refersto any dishonest or unethical behavior on the part of abusinessor an
employeewhileconducting businesson thebusiness sbehalf. Complex fraud related incidentsarenotorioudy
difficult to uncover. Thiscan be achieved in several ways, including by ad hoc criminal activity, bribery,
embezzlement, counterfeiting, forging, tax evasion, professond crimind activity, fraud, etc. Thetrust of corporate
investorscould be shattered by corporatefraud. If investors' interestsaren’ t safeguarded, they can look other
than the securitiesmarket for opportunitiesto makeaprofit. The consequencesof laxity inthe security of the
market and business world will be severe and catastrophic. The market will be in shambles and have
repercuss onsthroughout the country. Yet, in the last twenty yearsor more, corporatefraud hasgrownintoa
mgor problem. Internationa and nationa societiesareincreasingly worried about how to combat thisgrowing
problem of corporate fraud. Every country, whether rich or poor, has experienced somekind of corporate
fraud and so withthe case of India. It hasrepercussionsnot just for the corporation and its constituents, but
for the national economy aswell.

Meaning and Nature of Corporate Fraud

Fraud istheintentional misrepresentation of, or failureto disclose, amaterial fact in order to cause
another person to take an action that is detrimental to them. Intentional concealment of material truth,
misrepresentation or carel ess misrepresentation isalso aform of intentional fraud that causesanother person
toact againg hisor her best interests. Hence, “ corporatefraud” describesunethical or illegal actionsconducted
by abusiness or people. Typically, thegoal of thistype of fraud in businessisto benefit the perpetrator.
Complexity and monetary impact on the company, or upon other fellow employees, aswell asoutsdeparties
arehdlmarksof corporatefraud schemesthat go beyond an employee sdeclared role. Inthiscontext, “ corporate
fraud” refersto any typeof deception perpetrated by acompany or itstop officids. Thefollowing areexamples
of what it could consist of “ cooking thebooks’ in accounting; fraudulent transfers of company assets; illegal
or fictitious borrowingsto the company and syphoning by abusinessleader; fraudulent transfersof company
assets; bogus purchasesand other fraud; intentionally erroneousfinancial reports, phony tax returns; bribery
and corruption; phony credentialsfor employment; payroll and suspense accounting fraud, etc.® Theft of
money, property, or senditiveinformationisonly onetype of corporatefraud. Other typesof fraud, suchas
thoseinvolving procurement, payroll, improper journal vouchers, suspense accounting, fal se employment
credentials, bribery and corruption, etc., fall under this category aswell.* Different corporate scams might
occur for different reasonsat different times. Thereisno unifying theory that can account for all instances of
fraudinthe bus nessworld. Corporationscannot surviveor function normally when fraud iscommitted against
them. Bothinternal and external auditsaretypically used to uncover businessmalfeasance. Thelncome Tax
divison canasoinvestigate corporatefraud by ooking through accounting records. Company fraud can also
be uncovered by the board of directors, and especially by the company’ sindependent directors. It can be
dividedintofollowing categories:®

1. Financial Fraud: Financid fraudsinclude, but arenot limited to, thefoll owing: account manipulation
and fal sification; tampering with accounting records; misrepresenting or omitting amounts; incorrectly
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applying accounting principles; submitting intentionally fal seaccounting satements; providing mideading
information; omitting materia informetion; etc.

Fraudulent activitiesmay occur whenindividualsin powerful positionswithin acompany abusetheir
authority for personal gain. Thiscaninclude self-dealing, nepotism, or other conflictsof interest.

2. Misappropriation of Assets: Theft of physical assets, sale of confidential information, improper
payments, etc. fal under theumbrellaterm of “misappropriation of assets’, which can becommitted by
both insdersand outsiders.

Misappropriation of assstsisacommonform of corporatefraud whereinindividua swithinan organization
unlawfully divert company resourcesfor personal gain or benefit. Thistypeof fraudinvolvesthe
unauthorized use, theft, or misuse of company funds, inventory, equipment, intellectual property, or
other assets. It can occur at variouslevel swithin an organization, from low-level employeesto top
executives, and can have significant financia and reputational consequences.

One of themost prevaent forms of misappropriation of assetsisembezzlement, where employeesor
executives misuse company fundsentrusted to them for persona expenses, such asluxury purchases,
vacations, or gambling. Embezzlers often use sophisticated schemesto concedl their actions, such as
fagfyingfinancia recordsor creatingfictitiousvendorsor employeesto s phon fundsunnoticed.

Another common form of misappropriationinvolvesthetheft or misuse of inventory or equipment.
Employees may steal goodsfrom warehousesor retail stores, manipulateinventory records, or use
company equipment for personal projectswithout authorization. Theseactionscan resultin significant
financial lossesfor the company and disrupt itsoperations.

Misappropriation of intellectual property isalso aconcern for many corporations. Employeesor
contractorsmay unlawfully useor disclose proprietary information, trade secrets, or copyrighted materia
for persond gain or to benefit competitors. Thiscanresultinlost competitive advantage, compromised
product integrity, and legal ligbilitiesfor thecompany.

3. Corruption: Corruption refersto actslike making or acceptingillegal payments; bribing public or
private authorities, accepting bribes; assisting and abetting fraud; etc.
Corporate corruption refersto unethical or illegal practicescarried out within therealm of business
organizations, oftento gain unfair advantages, maximize profits, or conceal wrongdoing. It encompasses
awiderangeof behaviors, including bribery, embezzlement, fraud, ingder trading, and collusion, among
others. Thisform of corruption underminestrust iningtitutions, distorts market dynamics, and erodes
the socid fabric of communities.

Oneof the primary driversof corporate corruptionistherelentlesspursuit of profit at any cost. In
competitive markets, companies may resort to underhanded tacticsto gain an edgeover rivasor inflate their
financial performanceto attract investors. Thispressureto deliver results can create aculturewhere ethical
consderationsaresidelined infavor of short-termgains.

Corporate Fraud Casesin India: A Practical Outlook

Whenabusinessor other organization atersor omitskey factswith theintent to createafa seimpression
of financia health, thisisknown as corporate fraud. Some examples of businessfraud include providing
mid eading information in aprospectus, tampering with financial documents, failing to disclose debts, and
concealing assets. Yet, thefollowing are examplesof businesscorruption and fraudin India:

(A) Fraud by German Auto Company Volkswagen®

German Automobile Manufacturer Volkswagen Volkswagen'sdiesd automobilesin Indiawere equipped
witha" cheat device” in September 2015, despite the company’s claimsthat the vehicles produced minimal
emissions. The"National Green Tribunal” (‘NGT’) concludesthat manufacturers use of deception devices
congtitutes primafacie evidence of environmental damage. Anemissiontest “cheat” or “defeat device’ is
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softwareingtaled on diesdl vehicleswith the expresspurpose of atering the vehicle sworl dwide performance
for the purpose of passing thetest. There have been about 13.25 million automobilerecallsin India. In
addition, the NGT hasordered the German automaker to put up aninterim sum of 100 crorewith*the Central
Pollution Control Board”.
(B) Satyam Scandal’

On January 7th, 2009, the company’sfounding chairman, B. RamalingaRaju, wrote aletter to the
Board of Directorsinwhich he confessed to thefraud. Heinflated the company’ sfinancesby Rs.7,855 crores
by inflating revenue, margins, and cash baances. Thecorporationlied about itsfinancia stoits stock exchanges,
board, regulators, investors, and everyone el sewho might have aninterestin the company. It wasascam that
spread fal seinformation about thefinancial strength of the company which hurt itsreputation. Operating
profits, revenues, intertest obligations, and cash reserveswereall inflated to give theimpression that the
company wasdoing well wheninredlity they wereindirestraits. Whether or not external auditorsdid agood
job of ensuring therewereno financia irregularitiesisopen to debate. From at least 2002, thefirm hasbeen
manipulating deta, initialy with little numbersthat have now growninto much larger ones. The Rgju brothers,
however, werefound guilty of variousoffencesincluding conspiracy, breach of trust, cheating, and document
falsification, and were consequently sentenced to prison.

(C) TheKindfisher Airlinesscandal®

Thechairman of UB Groups Vijay Mdlyawascharged withbeing a“willful defaulter” and other crimes
inthewakeof theairline’sdemisein November 2015. In March of 2016, asyndicate of sixteen bankslead by
SB1 petitioned the Supreme Court to restrict Mallyafrom departing from Indiadue to his owing them
approximately Rs. 9000 croresin debt. A group of Indian bankslead by the State Bank of Indiaaccused
Vijay Mallyaof fraud, criminal conspiracy, money laundering, and diverting loan funds, and he owed them
over 10,000/- crorein defaulted loans®. Some of hisbusinesses, including Kingfisher Airlines, have been
accused of breaking the CompaniesAct of 2013 and financial marketsregulations. The CBI hasfiled charges
against Mallyaunder the provisionsof “ The Prevention of CorruptionAct”, and “ Sections 120B and 420 of
thelndian Penal Codeof 1860". Mallyawas designated a* Fugitive Economic Offender” by aspecial court
inMumbai in January. Thisdesignation was made under the* Fugitive Economic OffendersAct, 2018”. In
December 2016, ED seized Rs. 9661 croresworth of Vijay Malyaand Kingfisher assetsin India.

(D) 1CICI BanksScam

Whistleblower Arvind Guptahad called for aninvestigation into the“illicit banking and commercial
relationship” between Venugopa Dhoot’sVideocon Group and thefamily-owned NuPower Renewable Group,
whichisled by ChandaK ochhar’s husband Deepak K ochhar. Thisrevelation led to the Rs. 3250 crores
I CICI bank scam comingtolight. In 2010, the spouse of ChandaK ochhar received Rs64 crorefrom Dhoot,
according to theallegation. After receiving Rs9 lakh from Deepak Kochhar’strust, it isclaimed that Dhoot
sold the company’s ownership to thetrust. Theloan from ICICI Bank camein at Rs 3,250/- crore, and he
received it six months after the occurrence. | CICI Bank and itsformer CEO Chanda K ochhar were served
with notificationsby SEBI in 2018 seeking responsesto all egations of non-compliancewiththeerstwhile
“LigingAgreement” and*“theLigting Obligationsand Disclosure Reguirements Regulaions, 2015” . Nevertheess,
ChandaK ochhar failed to mention that her husband, Deepak K ochhar, had busi ness dedlingswith Videocon
while she served on the company’ sloan sanctioning committee. Asaresult of the probe, shehadtoresignas
CEO of ICICI in 2018. She and her spouse had always steadfastly denied the allegations. On January 30,
2019, acaserelated to the matter was opened by the central investigation agency. Asaresult of the case
registration by the Central Bureau of Investigation (CB) on January 22, 2019, aninvestigation into Deepak
K ochhar, ChandaK ochhar, Venugopal Dhoot, and their associated compani es has begun.

(E) Harshad Mehta Scam?®
In 1992, Indian stock trader Harshad M ehtawas implicated in acontroversy. Mehtaengagedin
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widespread fraud inthe Indian stock market. It caused the entire security infrastructureto fail. Theamount of
money he stole from the banking system and used to buy equitieswaswell over abillion dollars. Mehta
influenced the Sensex to risefrom alittle over 1,000 pointsin April 1991 to about 4,500 pointsin April
1992.1 Theresulting Rs. 4,000 croresin fraudulent gainsis enormous. A group of stockholdersled by
Harshad M ehtareceived the moni esthat had been stolen from the banks. A total of Rs. 1,700 crores ($266
million) hasbeen stolen from 4 different banksthrough hiscunning schemes,

Corporate Fraud and Investors Protection

Investorsform animportant asset to any corporation. They are essentia to thefunctioning of any firm
and should not be overlooked. Protection for investorsin the securities market refersto measurestaken to
safeguard financial capital. Investorsprotection coversawide variety of situations. It safeguardsinvestors
againg corporatefraud and other formsof financia misbehavior. Investorsneed to be shielded from corporate
crimeslikefraud and misconduct. Asametter of fact, investorscomefrom diverse backgrounds. It'spossible
that some of them are well-educated, wealthy, and knowledgeabl e about the trade, investment, and share
market, while others are poorly educated, low-income, and clueless. Nonethel ess, all sharehol ders need
safeguards against wrongdoing by corporations. Investorsfaith in the security markets must be safeguarded.
Market capitdization would suffer severely if thiswerenot the case. Wheninvestors' confidenceislow, they
arelesslikely to put their money into the market. The process of collecting the necessary fundswill be
laboriousand chalenging. Inlight of this, the Government of Indiahasimplemented anumber of safeguards
designedto protect theinterestsof suchinvestors. By comparing“ Corporatefraud” and “investorsprotection”,
we observethat they have anegative correlation with oneancther. The greater the preval ence of corporate
fraud, the weaker the protection for investors. If corporatefraud and corruption rise, interest of investors
becomemorevulnerable.

Theinterface between the corporation anditsinvestorsare governed through legidative framework, for
instance CompaniesAct of 2013; regul atory bodies such as SEBI and RBI; and ingtitutions such as Stock
Exchanges. However, amongst these, SEBI playsasignificant rolein protection of interest of investors.
SEBI’smissionincludeslooking out for the best interests of investors. The SEBI hastaken severd stepsto
safeguard investor assets. Among these are periodic issuance of guidelines; public interest
advertisements; resolution of investor complaints and grievances; investor education; investor surveys,
and disclosure requirementsfor companies, among others'?. To further safeguard investorsinterests, SEBI
hasa so movedtoregister and monitor thebus ness sintermediaries, including bankers, transfer agents, trustees,
brokers, registers, portfolio managers, merchant bankers, etc. To further ensurethe safety of itsclients, SEBI
maintainsavigilant watch for any securities market-related scamsor unfair trading practices. But despite
these attempts, theissue of corporate crime hasworsened significantly. Inlight of ever-increasing i ssue of
corporate fraud, we have the Section 211 of CompaniesAct of 2013 which providesfor “ Serious Fraud
Investigating Office” to take proper measures against such corporate crimes',

In addition to SEBI, the Government has established an “Investor Education and Protection
Fund”* (*|EPF) under “ Section 125 of the CompaniesAct of 2013", pursuant to which thecompany transfers
the unclaimed moniesin an account to accumul ate dividends, matured debenturesand depodits, sharegpplication
money, etc. to the |EPF after seven years. Such unclaimed moniesare mandatorily to betransferred into the
said fund by the Government. The amount collected in thesaid fund isthen further utilized to createinvestor
education awareness programwhichisaimed at educating and safeguarding suchinvestors.

Additionally, an effective corporate governance haspotential to reduce the prevalence of corporate
fraud while maintaining asound vigilanceto eliminatethe commission of any corporatefraud™. Hence, we
can say that corporate governanceiscrucia for an uninterrupted expansion of busi nesses and the economic
well-being of nations. A successful adoption and execution of corporate governance contributesimmensdy in
protecting theinterest of investors.
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Conclusion

Inour society every personisdigtinct from others. Some aregenuineand ethical whilst othersmight not
bethe same. Similarly, acorporation comprises of varied nature of employees. Wherein, some employees
might be ethical, others might not be same. In thisregard, corporate fraud isone corporate crimewhich
adversdly affectstheinterest of investorsof the corporation. To limit and prevent corruption and fraudul ent
activitiesin acorporation, stringent rulesand regul ations haveto beformul ated and robust mechanismsfor
their orderly execution should beimplemented and enforced. A surgical strategy can duly be employed to
combat fraud and corruption. The componentswhich makeatypical anti-fraud planincludesidentifying
fraudulent activity; preventing fraud; discouraging fraudulent activity, and reaction to fraud.*® Fraud can be
averted through building asolid ethical practicesand thorough sound eterna control systems.

Fraud detectionisacrucia aspect to prevent fraud unlessfraud iscaught it could never beaverted. As
aresult, asystem must be putin placeinterndly toidentify instancesof fraud. Different warningindicators, for
instance, financial riskssignals, businessthreastssignals and I T and Datathreatssignalsmay be added. Asa
fraud detection approach, afraud alert method should be introduced. For instance, if any disparity isfound
between lifestyleand earnings or if photocopiesdocuments are maintained instead of originalsand so forth
henceafraud signa should be sent.*” In addition to fraud detection measure, trend analys's, continual risk
assessment, datamatching etc. may very well beimplemented.

Thefraud action plan of the organi zation must be robust and holistically complied with. Thecompany’s
fraud policy and fraud response strategy should elaborate on how the organi zation intendsto handlefraud.
Fraud deterrent policy adopted by the company often devel ops adread psycosisinside the minds of those
who areengaged in fraud. Includedin the company’ sfraud response plan should be the company’ sfirmintent
to copewith thefraud, the company’ sinvestigation policy, and thefirm’sfirm response.
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