


 The roots of the Satyam accounting 
fraud lie in how Indian information 
technology (IT) companies report 

their earnings and the ready acceptance 
given to these pronouncements.

At the turn of the millennium, one of 
India’s leading software export and 
outsourcing companies, began the 
trend of self-reporting a range of non-
standard data to investors. Since then 
it has become common for IT 
companies to present, in addition to 
the usual income statements and 
balance sheets, a set of operational 
metrics which they themselves create, 
and their own assessment of 
performance achieved against them.

These metrics can obviously be very 
helpful in tracking the performance of 
a complex and innovative business like 
IT. They include such information as: 
trainees’ and experienced engineers’ 
billing rates per hour; the percentage 
of revenue earned from the top ten, 
twenty, or one hundred clients; and the 
geographic mix of the client base. 
Similarly, income statements may 
contain profit guidance for the 
forthcoming accounting period. 

But these are arbitrary and self-
reported measures, entirely controlled 
and assessed by the company, which 
add an opaque layer to disclosures 
through which investors and analysts 
cannot objectively probe.

Of these measures, analysts and 
investors have been most interested in 
guidance on likely profits during the 
next accounting period, particularly as

IT companies have recorded consistent 
increases in revenue and profit – as 
high as thirty percent annually – for 
almost as long as they have existed. 
This growth caught investors’ attention 
over the years for two reasons: it has 
been unparalleled in any other industry 
in the country; and Indian IT companies 
have built a record of surpassing their 
profit guidance time after time.

Missing, however, has been objective 
investor scrutiny of the reported 
performance in these self-developed 
measures. It has been difficult, 
sometimes impossible, to verify claims 
such as ones on employee utilization 
or client mix. When questioned on 
operational performance, corporate 
executives rarely reveal anything  
more than that which has already  
been announced. Moreover, accounting 
statements have not, as a matter of 
course, been compared against the 
reported performance metrics.  
Even whether auditors have been 
obliged to scrutinize the latter is unclear.

Stock market regulators, for their part, 
monitor only reported earnings and 
data on stock trading by insiders, as 
well as timely disclosures related to 
these, to ensure conformity with 
compliance norms. They do not 
typically follow investor conference 
calls, corporate media announcements, 
and metrics such as profit guidance  
for forthcoming accounting periods.

In hindsight, investors, analysts, and 
observers of corporate performance 
could clearly have been more alert in 
conducting their due diligence and

rigorous in pursuing any unsatisfactory 
responses by Satyam management. 

Certain checks against potential fraud 
in India, however, contain various 
weaknesses. To begin with, people may 
accept the assertions of Indian IT 
companies too easily. These firms have 
developed a sterling image as the best 
exemplars of corporate governance 
precisely because they volunteer these 
unaudited measurements of their own 
invention. Stock analysts, meanwhile, 
when faced with unsatisfactory 
responses when doing research into  
a company, simply lower their stock 
price estimates by a certain percentage 
and move on.

Finally, questions should be asked 
about the role of independent 
directors. While a large number of 
emerging market companies are  
family managed, the boards of 
directors usually include both family 
members and independent directors. 
In India, the latter normally come  
from a community of former senior 
bureaucrats, retired bankers, academics, 
or well-networked industry veterans. 
The Satyam scandal suggests that 
corporate governance concerns do not 
always rank as high as they should in 
the selection criteria for these directors. 
Indeed, Satyam’s independent 
directors have already made an early 
exit and washed their hands of the 
problem, leaving the regulatory 
authorities to deal with other directors.
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