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ABSTRACT

Major corporate financial shenanigans get away in the name of
creative accounting. But, they need to be studied for lessons learned
and strategies to avoid or reduce the incidence of such frauds in the
future. It is essential for shareholders, particularly the common man
who does not have any access to the company except reported
financial numbers. This paper aims to decode the level of financial
shenanigans practices in corporate enterprises in telecom sector in
India. The reason being is that telecom sector is a part of service
industry and is dependent on tariff policies; therefore it is the most
volatile sector where financial shenanigans are probable on a large
scale. We have tried to contribute by detecting these shenanigans in
totality not in isolation, on five parameters: quality of earnings,
quality of revenue, volatility of income, discretionary accruals, and
manipulation score. The results indicate the visibility of financial
shenanigans in the companies under study. It is therefore expected
that the study improves investors’ belief of a company’s performance,
as reflected in their financial numbers.

Financial shenanigans, quality of earnings, quality of revenue,
discretionary accruals and telecom sector.

INTRODUCTION

Recent Satyam saga and Enron, WorldCom, Xerox in the past are prime examples
of fraudulent financial reporting which caused great adversity to global economic
environment. All these cases highlighted the fact that decoding financial
shenanigans is always a tedious task but imperative for shareholders’ wealth
maximization.
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“Financial shenanigans” are actions which are taken to intentionally distort a
company’s reported financial performance. This manipulation is carried out with
the help of accrual accounting. This is where Earnings management creeps in.
Healy and Whalen (1999: 368) explain that earnings management occurs when
managers use discretion to manipulate financial information “... to either mislead
some stakeholders about the economic performance of the company or to influence
contractual intricacies.”

Discretionary accruals are transactions which are exercised by the management.
These transactions are not mandatory and are therefore not required as a part of the
business. For example, credit sales or provisions for depreciation and bad debts are
inevitable for the company, but the quantum of credit sales and the quantum of
depreciation is discretionary.

Financial shenanigans are exercised in the name of accounting flexibility but their
misuse is far from known which ultimately erodes shareholders’ value. Therefore,
shareholders’ wealth erosion becomes a major issue in the light of growing
corporate frauds worldwide. The subject under research is relevant not only for the
business community but also for the public at large. It is necessary to adopt a more
proactive approach to the detection and prevention of fraud.

This research paper attempts to analyze the financial performance of the units and
detect the financial shenanigans in the telecom sector in India for investors’
interest. Telecom sector, being a service sector is more volatile for these aggressive
accounting manipulations and therefore it becomes imperative to make financial
users aware about them by the Indian corporate. In India, there have not been many
research studies on the said topic except (Goel, 2012). His study evaluates the
implications of discretionary accruals for earnings management in the Indian
corporate enterprises and indicates that there is presence of accrual management in
the units, major on a higher side.

The study specifically aims at the following objectives:

= To test quality of earnings and quality of revenue of the units under study
for indicative earnings manipulation.

= To detect the magnitude of discretionary accruals in regard to potential
financial shenanigans.

= To find out the manipulation score for the units under study as a part of
final verification of detected financial shenanigans.

= To highlight the major areas of concern in accounting manipulations in
these undertakings for their future viability.

The study contributes to the existing literature as follows:
= This research study has been conducted to detect financial shenanigans in
the Indian perspective. It focuses on how the number and size of financial
statement frauds are increasing and how to identify the early warning signs
that the company is in trouble or hiding a problem before the damages
become irreversible in the telecom sector in India.
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= The results of the findings contribute to the literature in the way that it
supports the discretionary accruals exercise with quality aspect of earnings
and revenue in Indian context, which has not been done before. It makes
study more intrinsic and draws out the grey areas of creativities which are
not possible otherwise.

So, the present paper tries to unleash the dimension of financial shenanigans in
Indian telecom sector for shareholders in particular and society at large.

It has five main sections: Section | above gives an introductory overview of
financial shenanigans and presents the objective and contribution of the study.
Section 1l discusses the relevant literature and the gap analysis for hypotheses
formulation and testing. Section 111 discusses the research methodology adopted for
the study. Section IV analyzes the units earnings practices for financial
shenanigans, discusses the results. Section V concludes with implication for the
corporate.

1. LITERATURE REVIEW

Financial Shenanigans has always been an area of interest to the researchers
worldwide. Jay et al. (2007), used publicly available financial information of firms
and examined the changes in variables over time to determine accounting fraud in
US context.

There are numerous reasons for managers to indulge in financial shenanigans.
Healy (1985) provides evidence that bonus is one of the motivations for income
smoothing by the managers. DeFond and Park (1997) find that controlling
shareholders may have a similar private interest regarding volatility of income.

Over the years, financial shenanigans have assumed different shapes and sizes.
Sharma (2001: 11-12), highlights certain manipulative management activities like
intended delay in suppliers’ payments, or reduction in stock, resulting in increasing
operating cash flow. Schilit (2002: 199-203), points out that due to insufficient
operating cash, the managers take business measures like fixed assets sale,
increase bank loans, etc. Nurnberg (2006: 217) identifies another real activity
manipulation. He testifies that increasing operating cash flow is not necessarily
through collection of receivables, but through sale of existing business lines or
others. Craig and Thomas (2010) examined how different types of marketing
expenditures are used to boost earnings.

Detection of financial shenanigans is a real issue. Different researchers have
proposed different methods and techniques for finding financial shenanigans.
Barnea et al. (1976) discuss classificatory smoothing with the use of extraordinary
items for 62 US companies, and indicate the smoothing practices. The majority of
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papers use aggregate unexpected accruals (using the Jones, 1991) model or a
similar procedure as a proxy for earnings management).

Graham et al. (2005) favoured real earnings management to accrual-based due to
scrutiny issues by external auditors and regulatory bodies. Cohen et al. (2008)
detected that after the implementation of Sarbanes-Oxley Act, 2002 companies
shifted to real earnings management from accrual.

Nelson and Below (2010) examined a sample of 202 firms from the Center for
Financial Research and Analysis / Risk Metrics Group’s Biggest Concerns List
from January 2005 to December 2008. They found these firms under perform on a
risk-adjusted basis as evident by significantly negative alphas. Grigorjeva and Lace
(2008) and Bistrova and Lace (2011a) found out that the executives of the
companies listed in the Baltic States have a strong temptation to use* creative
accounting” practices to make the company look more attractive than actual.

Fang (2012) examined the effect of stock liquidity on accruals-based earnings
management. The author has adopted the model proposed in Gelb and Zarowin
(2002) and verifies that stock liquidity and price efficiency influence managers’
choices for discretionary behaviour. Basilico et al. (2012) analyzed the 2009
scandal of Satyam, one of India’s largest information technology companies. They
have specifically applied five financial fraud prediction measures and examine
corporate governance elements. Their results highlight the importance of
integrating financial and non-financial indicators.

So, there is ample literature available which verifies the fact that financial
shenanigans in the form of earnings management do benefit the management and
hamper the quality of financial reporting in the cover of legality.

The subject under research is a topic of great relevance globally for all the
stakeholders, particularly shareholders. Therefore, it is imperative to highlight
these grey areas of fraud. But, these articles have focused mainly on international
arena. Moreover, they have analyzed financial shenanigans using broad measures
of accruals. The present study is a humble attempt to fill these gap areas.

2. RESEARCH METHODOLOGY OF THE STUDY

Following are the main aspects of the research methodology used in the present
study:

2.1 Sample design

The present study covers the companies in the telecom sector India. The telecom
sector is more vulnerable to financial creativities on account of its volatility to
internal and international economic scenario. The enterprises have been chosen
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among top 10 telecom Companies in India on the basis of market capitalization as
on 20™ March, 2009",

The companies chosen regarding data availability are given below.
Bharat Sanchar Nigam Ltd.

Bharti Airtel

Reliance Communications

Tata Communications

Bharat Sanchar Nigam Ltd. is the only unlisted company chosen here as it is the
largest telecom company in the government sector. Therefore, to have a
meaningful comparison, it finds a place in our final sample. Therefore, the present
study is a case - oriented study.

The period to be covered in the present research study is of four years, ranging
from 2005-06 to 2008-09. It has been taken as it is reasonably long enough to
reveal the short-term and long-term changes and permit the valid conclusions
thereof. Therefore, the choice of the research period has not been a matter of an
arbitrary decision.

For the purpose of the present study, the main data used is secondary in nature,
keeping in view the nature of the study. The study employs both accounting and
market data. The data was taken from “prowess” database for the relevant analysis.

2.2 Tools / Techniques Used

Accounting models have been used to detect financial shenanigans in the sample
units as follows:

Quiality of Earnings model

Quality of earnings is computed as the percentage of operating cash flows to net
income of a firm. Higher the quality of earnings, lower the chances of earnings
manipulation.

Quiality of Revenue model

Quality of revenue is computed as the percentage of collection of sales in cash.
Higher the quality, lower the chances of earnings manipulation.

Quality of earnings and revenue has been calculated to determine the indicative
earnings manipulation of the sample units.
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The DeAngelo Model

The DeAngelo Model is considered here for computing discretionary accruals. It is
computed as follows:
(TA; — TA; )
DAC;, A,
where,

DACiIt is discretionary accruals for firm i in period t;

TAIt and Ait-1 are total accruals and total assets for period t and t-1 for firm i.

The above model has been used to determine the potential financial shenanigans of
the units under study.

Beneish Profit Model

The manipulation score is calculated on the basis of the Beneish Profit Model. This
model makes use of the following five financial variables:

a. Day’s sales in receivables index (DSRI) = (Receivables/Sales of current
year)/(Receivables/Sales of the previous year )

b. Gross margin index (GMI) = (sales - cost of sales of previous year / sales
of previous year)/( sales - cost of sales of current year / sales of current
year)

c. Asset quality index (AQI) = (1 - (current assets +net fixed assets of current
year) / total assets of current year)/( 1 - (current assets +net fixed assets of
previous year) / total assets of previous year)

d. Sales growth index (SGI) = current yr. sales / previous yr. sales

e. Total accruals to total assets (TATA) = (change in WC - change in cash -
dep. for the current year)/ (total assets of current year)

Once calculated, the five variables are combined together to achieve a Z-Score for
the company. A Z-Score of less than -2.22 suggests that the company will not be a
manipulator. A Z-Score of greater than -2.22 signals that the company is likely
to be a manipulator.

The units which are detected with potential financial shenanigans are finally
verified with the help of Z Score of manipulation.

3. ANALYSIS AND DISCUSSION

3.1 Earnings Quality

Following is the testing of quality of earnings of the sample companies under
study.
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Tablel. Quality of Earnings of Sample Companies

Company 2005-06 | 2006-07 | 2007-08 | 2008-09 | Average
Bharti Airtel 226.00% | 201.03% | 167.51% | 153.07% | 297.27%
BSNL 209.28% | 181.15% | 364.92% | 1190.54% | 486.47%
Reliance 194.22% | 434.61% | 518.71% | 283.40% | 357.74%
Communication

Tata Communications 211.41% | 119.34% | 99.55% | 210.62% | 160.23%

Figure 1. Quality trend of Earnings of Sample Companies
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Earning Quality is said to be good for a company if it is above 100% and the ratio
remains stable over the period and there is no wild fluctuation in the value. An
examination of Table 1 shows that all the companies are well above 100% which is
very encouraging. So, the alarming sign here is ‘consistency in the performance.’

There is a vast range of quality of earnings in the sample companies. Huge
difference is there in the quality of earnings among the units under study. Reliance
Communication has relatively the most stable earnings performance followed by
Tata Communications which also has shown quite a stable earning quality. But,
there is a high volatility in the earnings quality for BSNL. Airtel has shown a
continuous declining trend. Thus, we can say that the Reliance Communication and
Tata Communications have remarkably good earnings quality. BSNL has shown an
increase in the earning quality in the previous year but its consistency of quality is
will determine if the company is good in terms of the earnings quality or not.

Reliance Communication has an average earnings quality of 357.74 %. It is
relatively a stable earnings company. Its trend in quality of earnings over the years
has been on an increasing trend, except the last year of 2008-09 where it had a dip.
Tata Communication has an average earnings quality of 160.23%. It is relatively a
stable earnings company. But on the same hand, the trend in quality of their
earnings over the years has been on quite a decreasing trend. This is not a healthy
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sign. In the last year only, the ratio picked up to 210.62 %. The management must
check this trend to stop it from further decline. Airtel is a company with continuous
declining earnings. It does not show very promising quality of earnings though it t
has an average of 297.27%. BSNL shows the most fluctuating performance though
it has the highest average of 486.47%. It has increasing, decreasing and then
increasing numbers to show. It indicates sheer inefficiency and lack of clarity on
the part of the management.

3.2 Revenue Quality
The quality of revenue is analyzed in the following discussion.

Table2. Quality of Revenue of Sample Companies

Company 2005-06 | 2006-07 | 2007-08 | 2008-09 | Average
Bharti Airtel -3.72% -2.77% -3.98% -0.05% -5.24%
BSNL -2.62% -3.80% -1.91% -2.08% -2.60%
Reliance 24.94%
Communication 87.44% 27.56% -3.17% | -12.06%

Tata Communications 5.90% _5.38% 453% | -10.91% -6.68%

Figure 2. Quality trend of Revenue of Sample Companies
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An examination of Table 2 shows a serious requirement for quality of revenue in
the sample companies. Except Reliance Communications, other units have shown
poor quality of revenue during the period.

Reliance Communication is the only unit which has appositive average of 24.94%
during the period under study. Except 2007-08 and 2008-09, which have been quite
bad periods for all the companies globally, they have shown a positive
performance. Tata Communications has shown an average collection of sales
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of -6.68% during the period. It is the lowest of all the units. It is not a good sign.
There is huge gap between their sales and the amount of cash actually collected. In
fact, there has been negligible collection of reported sales in all the years. It needs
to be looked into by the management. Airtel is next to Tata’s with an average of -
5.24%. But there is one positive sign that their negative trend has been relatively
declining. BSNL again has shown a poor revenue quality average of -2.60 %.

Usually, all companies have negative revenue quality as the debtor value for a
company generally increases from year to year and does not fall. A fall in the value
of the debtors, i.e. an increase in the amount of cash collected indicates a fall in the
sales of the company. Thus all the companies have fairly good revenue quality.
This is an industry scenario for the telecom sector.

3.3 Discretionary Accruals

This section discusses accrual practices of the units under study. As discretionary
accruals are a proxy to earnings management, their trend indicates income- accrual
management exercised by a company. If the trend in accruals is negative (positive),
it indicates managers are making income-decreasing (increasing) accrual decisions,
for example more(less) deprecations or decrease (increase) in inventory.

The sample companies are finally examined on the basis of accruals management
and manipulation score. In this discussion, we find out the magnitude of
discretionary accruals exercised by the companies for potential financial
shenanigans and in the next section, we evaluate them on the basis of manipulation
score.

Table 3. Accruals Picture of Sample Companies

Company 2006-07 2007-08 2008-09 Average
Bharti Airtel -0.091 -0.005 0.003 -0.031
BSNL 0.037 -0.018 0.018 0.0123
Reliance -4.0213
Communications -23.015 16.983 4.013

Tata Communications 0.067 0.012 0.062 0.0057

From the above Table 3, it is evident that compared to Reliance Communication,
the other three companies have low discretionary accruals. This shows that
Reliance shows a large amount of fictitious revenue as compared to the other three.
Thus manipulation in the financial statements is high for Reliance. Airtel is also
showing a negative average along with Reliance though it is very low. BSNL and
Tata are showing positive average.
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Figure 4. Accruals trend of Sample Companies
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So, it shows a definite presence of accrual management in all the sample
companies. Reliance Communication has the negative average of discretionary
accruals of — 4.02 among all the units, indicating that managers are making
income-decreasing accrual decisions. They are saving for the future. It is the
highest among all the units. Similarly Airtel has also shown a negative average of
discretionary accruals during the period though it is very low, i.e. -0.03 BSNL and
Tata have been found to be exercising income-increasing discretionary accruals,
as verified by their positive average of 0.01 and 0005 respectively.

3.4 Manipulation Score
As mentioned in the previous section, here we compute the manipulation score

using Beneish model for the sample companies for the final verification of the
above result.

Table 4. Manipulation Score of Sample Companies

Company 2006-07 | 2007-08 | 2008-09 | Average
Bharti Airtel -2.87 -2.44 -2.74 -2.683
BSNL -5.22 -2.43 -2.22 -3.29
Reliance Communications 1613.16 -4.44 -1.11 535.87
Tata Communications -1.95 -1.44 -2.36 -1.917

An examination of Table 4 show diverse variations in the p score of the sample
companies. The evidence indicates that the probability of manipulation increases
with: (i) unusual increases in receivables. (ii) deteriorating gross margins,
(iii) decreasing asset quality, (iv) sales growth, and (v) increasing accruals.

Reliance Communication again has the average probability of 535.87. It is a
concern. Moreover, it has shown declining trend during the period. From 1613.16
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in 2006-07, it declined to -1.11 in 2008-09 which really needs to be checked upon
for the long-term growth prospects. For 2006-07, it has indicated highest chances
of manipulation with a score of 1613.16. In case of Reliance, the high value of the
score in the year 2006 could be of the initial years of the company and also the
change in the accounting year from the calendar year to the financial year. Its
DSRI’s contribution in the score is a major area of introspection. Companies with
poor prospects are more likely to engage in earnings manipulation.

Airtel has a negative average score of -2.68. It is also not good but the promising
part is that it has remained at the same level of -2.5during the period. Similar trend
has been shown by BSNL with a score of -3.29 though relatively it’s higher. Tata
Communications has the lowest score of -1.91. But it is also under the shade on
account of probable manipulation. Also, it signifies a change in working capital
and other components of the firm.

CONCLUSION

Financial shenanigans often cause great harm to individuals, companies, and
society. On a micro level, they hurt investors, lenders, employees, and vendors; on
a macro level, they result in resources being allocated to the wrong companies.

From the above discussion, it can be inferred that all the companies under study
have been found to be exercising financial shenanigans in one way or another. All
companies have negative revenue quality which indicates presence of unrealized
revue.

BSNL, being in the government sector as expected has shown a relatively better
performance in terms of low degree of volatility and negligible discretionary
accruals. In the private sector, Tata Communications has come out with stable
earning quality and low volatility and discretionary accruals. Airtel has more or
less shown an average performance. Bur. Among all, Reliance is the company with
highest volatility in the earnings quality and discretionary accruals.

So, significant changes in accounting and financial statement reporting and
particularly in analysis are needed in order to reduce the incidences of financial
fraud and detect where and when it exists. The vision is required of a quality
earnings world which may inspire many minds and embrace a situation where
accounting principles and procedures are par excellence.

LIMITATIONS OF THE STUDY AND IMPLICATIONS
FOR THE CORPORATE WORLD

There are some limitations of this study which could be categorized as under:

The present study could be confined to only leading four telecom corporate
enterprises in India, on select basis due to data non-availability.
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Financial shenanigans scope can be further examined, apart from quality earnings
and accruals behaviour, for other parameters in the light of growing investors’
awareness about accrual reported numbers.

Continuing efforts are needed to bring out the adversities of about earnings
manipulation and its impact on financial information at corporate level. Following
are the emerging needs in the field:

1. Recognizing the Red Alarms of Accounting Creativity: Violation of
accounting principles in the form of Revenue recognition and other GAAP
practices by companies need to be stressed upon.

2. “Disclosure—the Key to Financial Reporting”: There should be a full and fair
reporting of all business transactions. Special emphasis is required on related-
party transactions, changes in trade receivables, goodwill and intangibles, and
cash flow disclosures.

3. “Business Ethics” An ethical behaviour is the need of the hour by the
management practitioners for the common pitfalls in the context of corporate
reporting.
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