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Should corporate governance rat

i‘

ings be banned

While they help investors form opinions about a company, ratings should address the process and not the result
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¢¢ Aninteresting debateis ensuing

in India on the importance of cor-
porate governance ratings, which
canbe of great relevance forthein-
ternational investor community. G
N Bajpai, chairman of the Stock Ex-
change Board of Indiais bullishon
corporate governance ratings. Two
rating organisations inIndia—
ICRA and Crisil — have developed
well-thought-out criteria for meas-
uring corporate governance prac-
tices and value creation for all stake-
holders. These take into account
ratings on wealth creation, wealth
managementand wealth sharing,
and are based not only on data pub-
lished in the public domain, but also
detailed interviews with manage-
mentand stakeholders.

Recently, M Damodaran—ac-
credited with the turnaround of the
Unit Trust of India— has criticised
theidea of corporate governance
rating and asked foraban onthe rat-
ings by credit-rating agencies until
companies implement corporate
governance more in content rather
than as a checklist compliance
merely to satisfy the stock market.

Ifthere isonelessonthatcanbe
learnt from the corporate scandals at
Enron, Worldcom, Global Crossing;
Marconi, Equitable Life, Parmalat,
Skandia, Vivendiand now Shell, itis
tomove away from the box-ticking
approach to corporate governance.
Enronhad ticked every box. More
than 50 percent ofits directors were
independent. The chairman of its au-
dit committee was a person ofirre-
proachable reputation as Dean of
Stanford Business School. It was de-
clared “the most innovative compa-
ny” by Fortune for five successive
years. McKinseywas consultantto
Enronand collectedfees of § 10 mil-
lionayear. It had top ratings from
everyrating agency until days be-
forefiling for chapter 11. The story
repeatsitself verbatim in aimost all
the subsequent investigations. Lynn
Turner, chief accountant of SEC
from 1998-2001, whowas earliera
partnerof Cooper & Lybrand, admit-
tedinaTV interview, “All Big Five ac-
counting firms helped Wall Street
investment banking firms toengi-
neerhypotheticaltransactionsto
make companies look betterthan

theyactually were.”
Thereis a furtherdangerinthe
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~Madhav Mehra
* President, World Council for
Corporate Governance

“No law, rule or rating
can be an effective
measure. Itis naive to
think that the ratings
can truly measure
transparency, equity,
ability, integrit
and responsibility ”

Indianscenario. Unlike the UK, In-
diaisstill grappling with reform on
theappointment of independent di-
rectors. Areportsubmittedby
Naresh Chandra Committee has
been scuttled. Thereportthatrec-
ommended atleast 50 per cent direc-
torstobeindependent, created the
same storm asin the UK, but India
did not have Patricia Hewittto stem
the revolt. The government has ca-
pitulated tothese corporations and
the report is collecting dust. Inde-
pendent directors are the corner-
stone of good corporate governance,
The current rating systems are
based on the results available inthe
publicdomain. Thereis nosystemof

checkingthe veraci-
tyof the claims. To
be meaningful, rat-
ings havetoaddress
the processand not
the result. Thisis dif-
ficulttomeasure
whenwe donot even have well-de-
fined criteria to measure them. Be-
sides, wealth creation, as measured
by the market capitalisation, may be
dueto market effectand have noth-
ing to dowith corporate governance
practices. A casein pointisthe prof-
its generated by steel companies
worldwidebecause of unusually
high demand by China. Anotherex-
ampleis that of Antofagasta, a
Chilean company that outper-
formed the market by 58 percent
overthe past yearonthe back of ris-
ing copper prices. Ontheother
hand, BHP Billiton, the London-list-
ed Australian-African mining group
believed tobe following best prac-
tices in corporate governance, has
outperformed only by 24 per cent.

The real issues that determine
the quality of corporate governance
are the issues of heart. Nolaw, rule
orrating can be an effective meas-
ure. Itis naive tothink thatthe rat-
ings can truly measure transparen-
cy, equity, accountability, integrity
and responsibility —the five pillars
of good corporate governance.
Stock markets work on a short-term
basis. Every CEQisinthe mortal
fearof quarterly results and lives
from quarter to quarter. We have to
educate investors that inan econo-
my based oninnovation thereisno
way companies can give a double-
digit growth every quarter, unless
CEOs manage expectationsand re-
sort to earning manipulation. Mar-
kets havetolearn to reward good
tries and not just successes, which
may simply be flukes.

There is no doubt that the effort
to popularise corporate gover-
nance rating has good intentions,
but these intentions will be better
served by directing all efforts on
strengthening the fundamentals
of corporate governance in India
by getting the two important re-
ports— Narayana Murthy’s and
Naresh Chandra comyittee's—
implemented., Corporate gover-
nance ragngs until then canbe
counter-productive.
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