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Abstract

Worldwide, there are companies which try to manipulate their earnings in legal and illegal ways. To avoid the illegal behavior, regulators have to set strict rules and punish the people who do not comply with these rules. For instance, the government of the United States introduced the Sarbanes Oxley Act and the Indian regulators introduced Clause 49. These laws are not completely similar, but they do have the same purpose; reduce de use of earnings management of companies to manipulate their earnings. Despite all these regulations, there are still companies who are using creative accounting all over the world. One of these scandals concerned the Indian computer company Satyam. In January 2009 the chairman of this company revealed that he had committed fraud in the past. After this announcement, the main stock index of India immediately decreased with 5%. The Indian government is now working on modifying the rules to avoid cases of fraud and earnings management in the future.
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1. Introduction 

For many years the subject earnings management received a lot of attention in the literature. It is also discussed frequently in the news for the last years, like the huge media attention for the companies Ahold and Enron. Both companies are notorious and famous due to the committed fraud in their annual financial results. In response to these fraud cases the laws and regulations in the area of earnings management are significant strengthened. The introduction of the Sarbanes-Oxley Act in 2002 is probably the most famous example. Despite of these strict regulations, there are still fraud cases around the world. One of these recent fraud scandals involved the company Satyam, an Indian computer company. This fraud was discovered in January of 2009. In this review there will be extra attention to this company and in particular whether this fraud tightened the rules with respect to earnings management in India. Since India is an emerging market, I am curious to know how this emerging market deals with strategies for managers to influence their financial figures.

The main research question of this review is:

To what extent are the corporate governance guidelines in India (sufficiently) developed?
To be able to give a complete answer, we have divided this main question into a few sub questions;

1.  What measures can be taken inside a company to reduce earnings management?
2. How are corporate governance guidelines developed in India with special focus on earnings management (including Clause 49)? 

3. What kind of impact the Satyam scandal had on the Indian market and the firm itself? 
4. What kind of impact the Satyam scandal had on the corporate governance guidelines in India, how will those guidelines develop in the future and what are our suggestions? 
First, we will give you the definition of earnings management. Then we will continue with answering the sub questions in different chapters. At the end of our review, we will be able to give a more general conclusion on our main research question.

2. In general 

2.1 Earnings management

Earnings management is described by Mohanram (2003) as follows: ‘Earnings management is the intentional misstatement of earnings leading to bottom line numbers that would have been different in the absence of any manipulation.’ Healy et al. (1999) described earnings management as the judgement of managers in financial reporting and about structuring of transactions to mislead stakeholders or to influence contractual outcomes. The driving force behind earnings management is to meet a pre-specified target, like the analysts’ forecasts. Using accruals for example can influence the profit. Accruals are ‘the changes in firm value that are not reflected in current cash flows’, according to Bergstresser et al. (2006). Measuring accruals involves much discretion and managers could therefore manipulate these without being caught very soon. The main assumption of earnings management is that everybody is motivated by self interest; this assumes that everybody wants to maximize his or her own wealth.
There are three hypotheses underlying earnings management: the bonus hypothesis; the debt hypothesis and the political cost hypothesis. The bonus hypothesis states that in case of bonus schemes, managers will have the incentives to increase the reported income of their company to increase their own income. For instance when bonus schemes are set, managers may use accruals to increase their income to reach a predetermined target. When they reach this target they will get a (higher) bonus. The second hypothesis is about debt covenants: firms who are close to reaching debt covenants with banks also have an incentive to increase their income, otherwise they might have to pay a fine and a higher interest rate. These two hypotheses are about the incentives of managers to increase the income of the company. But sometimes managers have the incentives to decrease the reported income. This is the case when a firm doesn’t want to get much attention from action groups or political groups. This is called the political cost hypothesis. 

These three hypotheses are explaining the existence of earnings management. The government has to set regulations to limit the use of earnings management by managers. This review will be about these regulations in India. 

2.2 India; an emerging market

Nowadays, India has one of the most growing economies in the world. With a population of 1,166,079,217 people and a GDP per capita who is nearly doubled in 10 years, rising from USD 1,380 in 1990 to USD 2,420 in 2000 (see appendix 1). It has one of the most booming economies at this moment, so India is an emerging market. Emerging markets can be described as follows: ‘Countries that are restructuring their economies along market-oriented lines and offer a wealth of opportunities in trade, technology transfers, and foreign direct investment.’
 The World Bank believes that India is the second largest emerging market in the world after China. This involves more and bigger companies who want to report high profits. One way to report high profits is to undertake profitable investments and manage your company in the most efficient way. Another way to increase your profits is to commit fraud by using earnings management in an illegal way. To prevent managers to do this, a country needs rules and laws, which prohibit this kind of creative accounting. These rules can be devised and imposed by the government itself or these rules can be copied from other countries who already have this kind of regulations. One of the things that can happen is that India is copying the rules from IFRS or western Generally Accepted Accounting Principles (GAAP). When this is happening, the regulations can be implemented quickly. But on the other hand this implementation can take a lot longer in an emerging market like India, because of cultural differences with Europe and the USA. Maybe the regulations, which are used in the western countries, are not suitable for an emerging country like India. When this is the case, India has to develop its own regulations, which will take a long time. The culture in India is very different from Europe, for example social relationships, which can make the regulations a lot more difficult or even perhaps hard to implement. 
2.3 Sarbanes-Oxley Act

An example of a strong corporate governance code is the Sarbanes-Oxley Act. After a number of major scandals like Enron and WorldCom, the US government took a new law to prevent such frauds in de future and to restore confidence of investors in financial statements. This new regulation was named the Sarbanes-Oxley Act (SOX) and was implemented in July 2002. It is named after Paul Sarbanes and Michael G. Oxley. When the new act was implemented, George W. Bush described the act as follows “the most far-reaching reforms of American business practices since the time of Franklin D. Roosevelt”
. 
The act is designed to protect investors and shareholders for example by improving the reliability of disclosures. This new act requires more disclosures from companies, but there are also more severe punishments for giving misleading financial statements if it is intentional. The Sarbanes-Oxley act is used by all US public companies, most other countries have also some kind of act. 

3. Reduction of earnings management
The amount of earnings management and in particular illegal earnings management is difficult to measure. One way researchers use to investigate earnings management is to measure the amount of abnormal accruals as described earlier. Therefore companies who have large abnormal accruals are using more earnings management compared to companies who have less abnormal accruals. In this section the role of the board of directors, board of executives and audit committee will be discussed so we are able to give a answer on the first sub question; What measures can be taken inside a company to reduce earnings management?
3.1 Audit committee
Several researchers found out that there is a relationship between the level of accruals and the degree of board independence. One of them is Klein (2000), he found empirical evidence that the amount of abnormal accruals, and therefore the amount of earnings management, is related to the degree of audit committee independence. Klein described the audit committee as follows; It primary oversees the firm’s financial reporting process. It meets regularly with the firm’s outside auditors and internal financial managers to review the corporation’s financial statements, audit process, and internal accounting controls. 
One of the results of his research is that firms with an audit committee which consists of less than a majority of independent directors are more likely to have higher abnormal accruals.  He also found out that firms with a 100% independent audit committee didn’t have lower abnormal accruals than companies who have an audit committee which consists of more than a majority of independent directors. So he concluded that it is better to have an audit committee which consist at least half of independent directors, but it is not necessary to have a full independent committee. One reason could be that dependent directors have also their added value, they might not been that objective as independent directors but they might have more information about the firm whereby better decisions can be made.  

But there must be made a comment here; we now think that the independent audit committee reduces abnormal accruals, and therefore the amount of earnings management, but maybe this does work the other way. Possibly the absence of earnings management will lead to more independent members and vice versa. So we have to be careful in drawing conclusions.

3.2 Board composition and activeness 
Xie et al. (2002) agrees with Klein, he also found evidence for the existence of a relationship between the independence of firm committees and the likely hood a company will use earnings management. But he also studied the board composition and the activeness of the board, whether or not these things would influence the likely hood of using earnings management. Besides the audit committee he also studied the board of directors and the executive committee.

The task of the board of directors has to protect the shareholders, because the shareholders can’t gather all the information which is necessary to protect their interests. As mentioned earlier Xie et al. (2002) agrees with Klein so he also noticed the relationship between independence directors (in the audit committee and in the board of directors) and the amount of abnormal accruals. But he also found evidence that the composition of the board will affect the degree of earnings management. The background of the board members is important in this case, the background of a board member may be significant for the degree to which someone can detect fraud, or in this case illegal earnings management. Xie concludes that people with a financial or corporate background are better at detecting fraud because they better understand what earnings management means. This means that a board with several members with this background will better monitor the company and this will reduce earnings management.  
Xie also examines the difference between an active and a non-active audit committee. He concludes that the activeness of a firm’s audit committee influenced the amount of abnormal accruals. The more often the board meets the more likely to discover earnings management. 

3.3 Conclusion

This chapter described the measures that can be taken to decrease the amount of abnormal accruals in a company and therefore decrease the amount of earnings management. There are three things discussed, the first one is the independence of the audit committee. It appeared that an audit committee consisting at least half of independence directors is more successful in reducing abnormal accruals than a committee who’s not. Second, the background of board members is also important, directors with a corporate or financial background are better at detecting fraud. At last the activeness of an audit committee is significant, active committees will detect fraud earlier so there will be less abnormal accruals. 
In summary; a company will have less abnormal accruals when the audit committee will consists at least half of independence directors, the directors in the boards have a financial or corporate background and the audit committee is an active committee. 
But we always have to think about the reliance; maybe the relationship is vice versa.

4. Corporate governance guidelines in India

In this Chapter we will look at the second sub question; How are corporate governance guidelines developed in India with special focus on earnings management (including Clause 49)? 

4.1 Development

There have been several different models of corporate governance in India. Reed (2002) distinguishes three periods. During the colonial period (from 1858 till 1947 India was a colony of England) India had a managing agency model. After independence, India got a business house model of corporate governance. In 1991 India was suffering a crisis, after this crisis they went to a much more Anglo-American model. Next these three models will be discussed briefly.
The managing agency model, which was valid in the colonial period, is known for managing agencies who are managing companies and providing financial functions. Rungta (1970) discovered this corporate governance model was not efficient, because it didn’t generate wealth for the shareholders. The managing agencies made sure that the shareholders had no rights and they had no effect on decisions of the company. After independence, India shifted to a business house model of corporate governance. In this model there are businesses houses, which are promoting new businesses, these business houses are conglomerates with power. This model tried to improve shareholders rights and growth of firms. In 1991 the IMF and the World Bank had to lend India money, because India was suffering a crisis. The crisis has changed the corporate governance guidelines; India was moving to an Anglo American model. The Anglo American model is based on the shareholder model of corporate governance. The shareholder model can be described as follows: like the agency theory, the shareholder model of corporate governance is also a rational actor model, where human beings are expected to be maximizing their own interest. As the model is based on assumptions of strong market efficiency, a voluntary code of corporate governance is deemed to be sufficient, as managers in a strong market would have enough incentives to install corporate governance mechanisms in their firms.

4.2 Clause 49

Today all companies, which are listed at the stock exchange in India, have to sign a number of rules of the stock exchange. Clause 49 deals with the reporting requirements of the operating results of the company. The rule was implemented on 31 March 2005. 

The most important highlights of the listing agreement are:

· Half the board of directors must be independent directors. 

· The board must lay down a code of conduct for all board members and senior management, and must record an annual affirmation. 

· The audit committee has oversight of the financial reporting process and the disclosure of its financial information to ensure that the financial statement is correct, sufficient and credible. 

· The company must lay down procedures to inform the board about the risk assessment and minimization procedures, which shall be periodically reviewed to ensure that executive management controls risk through a properly defined framework. 

· A management discussion and analysis report must form part of the annual report to the shareholders, which must include discussion on matters such as internal controls and their adequacy. 

· The chief executive officer (CEO) and chief financial officer (CFO) must certify to the board that they accept responsibility for establishing and maintaining internal controls, that they have evaluated the effectiveness of the company’s internal control systems, and that they have disclosed to the auditors and the audit committee deficiencies in the design or operation of internal controls and the steps they have taken or propose to take to rectify these deficiencies. 

· The CEO and CFO must indicate to the auditors and the audit committee the significant changes in internal control during the year, instances of significant fraud of which they have become aware and the involvement of management or employees with a significant role in the company’s internal control system. 

· The company’s annual report must have a separate section on corporate governance, including a detailed compliance report on corporate governance that highlights noncompliance with any mandatory requirement (as detailed in annexure 1C of the circular) with reasons for and the extent to which the no mandatory requirements (as detailed in annexure 1D of the circular) have been adopted. 

· The company must submit a quarterly compliance report to stock exchanges within 15 days from the close of the quarter that is duly signed by the compliance officer or CEO in the format specified in annexure 1B of the circular. 

· The company must obtain a certificate from either the auditors or practicing company secretaries regarding compliance of conditions of corporate governance.  

4.3 Differences with the Sarbanes-Oxley Act
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The Sarbanes-Oxley Act (SOX) is, as described earlier, applicable in the United States. Both laws have the same goal; reducing earnings management. They are quite similar, but there are still some differences. As you can see in figure 1
 the major difference is the reporting of fraud, Clause 49 requires only the reporting of significant fraud while the SOX requires all fraud to be reported. Another major difference is the monitoring of compliance: in the SOX there is an establishment board to oversee audit of public companies and ensure compliance while under Clause 49 this role is performed by the stock exchanges. 
4.4 Conclusion

This section described the corporate governance guidelines in India with special focus on earnings management. First we looked at the development of corporate governance, Reed (2002) distinguishes three periods. Nowadays India has an Anglo American model what is based on the shareholder model of corporate governance. All companies which are listed at the stock exchange in India have to sign a number of rules of the stock exchange, Clause 49 deals with the reporting requirements of the operating results of the company. Probably the most famous corporate governance code is applicable in the United States, the Sarbanes-Oxley Act. This act and Clause 49 have the same goal, reducing earnings management. But there are some differences between the rules. Worldwide there is a trend of globalisation, more and more companies are operating across national boundaries. Therefore in the future the rules about corporate governance will come closer together. 
5. Satyam 

In this Chapter we will look at the third sub question; What kind of impact has the Satyam scandal had on the Indian market and the firm itself? First we will describe the company. In 1987 the company Satyam Computer Services was founded by the Indian man Ramalinga Raju. In June 2009 the company was taken over by the Mahindra en the name of Satyam changed in Mahindra Satyam. The company provides different outsource services, like IT services, IT consulting and software services.  
5.1 The scandal


In December 2008 the share price of Satyam decreased greatly after the company drew a lot of negative attention in the media, because the company announced to buy interests in companies owned by relatives of the CEO. At the same time The World Bank announced sanctions against Satyam, because the company would have tried to bribe bank employees. On January 7th 2009 Mr Ramalinga Raju, the chairman of Satyam, announced that he had committed fraud for approximately 1 billion dollar. After this announcement the main stock index of India immediately decreased with 5%.
In the Indian stock market it is common that a few people are the owner of the majority of the shares. When the company is suffering hard times and they don’t get a lot of return on their equity, they can have a strong incentive to get money out of the company in their own pocket. That’s probably what happened in the case of Satyam. The company was suffering a hard time and the chairman decides to get money out of the company.  After Ramalinga Raju confesses the fraud, he was put in jail and he was indicted for fraud and embezzlement.  

The depreciation of the stock price in 2008 was quite high, from almost 13 dollar at the beginning of December of 2008 to just 9 dollar at the end (a fall of more than 30 percent). But the depreciation after the confession of the chairman was even more worse, from 9 dollar at the beginning of January of 2009 to even 0,98 dollar at the 15th of January, which is a fall of almost 90 percent. In the following chart you can see that at the end of 2008 the stock price is depreciating, but it is a bit fluctuating. At the beginning of 2009 the stock price declines very strong in just a couple of days. 
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Like the graph above shows, the stock price has declined extremely in the past. But after January 2009 the exchange rate was slightly going upwards and nowadays the exchange rate is steadier. However the stock price is much lower then before the Satyam scandal. 

In March 2009 Satyam finally got permission from the securities and exchange board of India to sell a large part of their shares. On the 13th of April 2009 the large Indian-British company Tech Mahindra Ltd. purchased Satyam for 1,2 billion dollar (At that time the share price was fluctuating between 1,70 dollar and 2,00 dollar). Tech Mahindra Ltd. is an IT service and telecom solutions provider who has a global dimension. With their experience they wanted to increase the productivity of Satyam and save the reputation of the company. 

5.2 After the scandal

Nowadays, Satyam doesn’t exist anymore in its original form. After the take over by Mahindra, the company continued under the new name; Mahindra Satyam. At this time the scandal is more than a year ago and the company still exists. It did not lose major customers due to a good communication with their largest clients because they had permission to view all the financial reports and their contracts were reviewed. Chief Executive Officer C.P. Gurnani said “The company still had a lot of work to do to improve financially and grow, we are a little ahead of what we had planned a year ago. To get the company back on its feet completely will take another two years.”

5.3 Conclusion

In this section we discussed the impact of the Satyam scandal on the Indian market and on the firm itself. After the announcement of the chairman that he had committed fraud the stock price of Satyam declined dramatically with almost 90 percent. The whole scandal was a major setback for the company, but they survived through an acquisition by Mahindra. We can conclude that Satyam survived the scandal but nowadays the share price is a lot lower. The company still had a lot of work to do to recover to its former level, it’s not even sure this will ever happen. 
In the beginning of 2009 the price of Satyam shares declined dramatically. A lot of investors lost their confidence in the shares of the Satyam Company but their confidence in the stock market as a whole was also damaged. This is bad for the national economy because accordingly the main stock index of India decreased with 5%. To restore the confidence of investors the Indian government had to design new and better rules. 
6. Impact on guidelines 

Now we will try to give an answer at the fourth sub question; What kind of impact the Satyam scandal had on the corporate governance guidelines in India, how will those guidelines develop in the future and what are our suggestions? The Indian stock market declined with 5% after the Satyam fraud was revealed. This was really bad for the stock market and the confidence of investors. To avoid these things to be happening again in the future, the Indian government have to change the guidelines and introduce strict rules. Because it is clear that this rules and guidelines simply failed since a listed company who had an international auditor (PwC) could commit fraud for a long time while it was not caught. 

6.1 No major changes

R. Jhunjhunwala, partner of Khaitan & Co (a big Indian advocate office) said “It is absolutely critical for the credibility of India’s financial system that regulators send a strong message to those who would commit fraud. Unless this happens, investors will not be reassured.” 
 It is only one year ago that the corporate world in India was shocked by the big scandal. So there are not yet major changes in the guidelines and regulations, but there are some proposals. One of them is about the role of independent directors, due to clause 49 half of the board of directors must consist of independent directors. The companies appoint these independent directors with there own discretion, so they are not always completely independent. One proposal is that certain professional qualifications be prescribed for a person eligible for a role as an independent director.
 This will make it easier to control whether half of the board consists of independent directors or not. 

Because it is only a year after the scandal there are not yet major changes but in the future there definitely will be some big changes. The regulators have to make these changes, so the investors will restore their confidence in the stock market. 
6.2 Suggestions 

The Indian regulators have started to tighten the corporate governance rules by the proposal of the independency qualifications of independent directors. People are mostly driven by self-interest so there will always be an incentive to commit fraud. Therefore there has to be severe punishments when someone is caught and there has to be a bigger change to get caught. Auditors have to prevent earnings management because they verify that companies comply the rules. The figures a company shows after they are checked by an accountant have to be a faithful representation of reality. That’s the role of an auditor and they have to fulfil this role well for their responsibility to investors and to the society as a whole. Nelson et al. (2000) studies the question when auditors prevent earnings management. He says “Auditors tended to prevent income-increasing earnings management attempts. These results highlight that auditors serve an important role in preventing earnings management.” But he also discovered that auditors sometimes waive earnings management attempts. This is especially the case when attempts decrease current-period income or are attempted by large clients.

So the rules about earnings management are not yet optimal, gathered from the study of Nelson et al. (2002) that auditors wave attempts when they decrease current-period income or are attempted by large clients. But this can also be concluded from different scandals over the world where the current-period income was increased. Therefore there is no doubt that the rules have to be tightened even further. To increase the change that fraud is detected auditors have to audit stricter. And to decrease the amount of earnings management there have to be more severe punishments and the rules that already exists (Clause 49) have to be better accomplished.

7. Conclusion

The main research question of this review is; To what extent are the corporate governance guidelines in India (sufficiently) developed? After reading this paper, we conclude that earnings management is still a problem in the private sector all over the world. Several forces, like bonus schemes, debt covenants and political groups, can give an incentive to commit fraud. This is because human behavior (or most of the human behavior) is driven by self-interest. The regulator has to set rules and restrictions to minimize this kind of behavior. In the nearby future we can expect some important differences in the corporate governance guidelines from India. The stock market declined after the announcement of the Satyam scandal, the market depreciated by more than 5 percent, and the investors’ confidence reduced. To avoid these things in the future new regulation will be introduced. I think that in the future the Indian government will copy certain rules from western regulations like the Sarbanes-Oxley Act or western GAAP’s. But they certainly have to introduce some own rules because of cultural differences and the difference of the economy. India is an emerging market, so maybe not all the rules from the developed countries will be suitable for India. The Indian government will have to prepare some own rules, and maybe these rules will not be optimal immediately, but as in the developed countries also happened, they will have to learn from their mistakes. 
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9. Appendix 1 

Bottom of Form

GDP per capita Netherlands;

	Year 
	1975
	1980
	1985
	1990
	1995
	2000
	2002

	GDP per capita
(PPP-dollar) 
	6 200
	9 750
	13 050
	17 800
	21 280
	27 070
	29 100


	Year 
	1975-2001
	1990-2001

	GDP per capita annual growth rate
(Percent) 
	1.90
	2.30


GDP per capita India;



	Year 
	1975
	1980
	1985
	1990
	1995
	2000
	2002

	GDP per capita
(PPP-dollar) 
	430
	630
	960
	1 380
	1 830
	2 420
	2 670


	Year 
	1975-2001
	1990-2001

	GDP per capita annual growth rate
(Percent) 
	3.20
	4.00
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