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Rating Corporate Governance by S L Rao

A new rating tool has been introduced in India by a credit rating agency and is promoted by some apex Chambers. It rates companies on their corporate governance processes, business practices and quality of disclosure standards. It is a service that has to be paid for by the company being rated. This is a major flaw since it is unlikely that companies with poor governance processes will pay to have that found out. It would be better if SEBI mandates a rating and has its cost paid for from the Investor Protection Fund and from the amounts available unclaimed with mutual funds. The rating could be applicable to all quoted companies with necessary information to be provided by compulsion. Chambers of Commerce must not be involved in the process since so many of their members and even office-bearers are not models for good practices. Presently the rating parameters are designed by the rating agency. Given the sensitivity of the process, it would be better that the rating is overseen by an independent outside group of eminent persons.

The poor quality of our public governance is reflected in the quality of our corporate governance. Lack of transparency, poor accountability, non-availability of full and up to date information, inadequate participation and consultation in decision-making by all concerned, are common to both. The supporting institutional mechanisms: merchant bankers, brokers, auditors, legal advisors, management consultants, etc, are also weak, poorly monitored and regulated. The regulators, namely, Department of Company Affairs, SEBI (though there is some improvement recently), and the professional Institutes of Chartered Accountants, Cost Accountants, Company Secretaries, are slow, indecisive, and weak. The RBI as regulator has also been weak in past years in regulating banks, financial institutions, nbfc’s, cooperative banks, etc. These have not performed their function of closely monitoring the ways in which companies utilize their funds.

There are other issues that come in the way of good governance. Thus the requirement that companies announce quarterly results will push companies into finding ways to show growth in each quarter. Any manager knows that this is a practical impossibility in many cases because of the cyclical nature of business, short-term competitive initiatives, etc. The new fad of giving top management stock options is another impediment. It might motivate them to show improving performance so that stock values keep rising. But it also acts as an incentive to use accounting and other jugglery to ensure that it does since it will be to their benefit. Similarly the awarding of commissions on profits to top management and non-executive directors, could sometimes lead to a joint attempt at showing adequate and rising profits. The requirement to announce quarterly results should be removed and made less frequent. Stock options might perhaps be sealed and not allowed to be disposed off for say, up to two years after the executive leaves the employment. Instead of commissions, Directors may be paid substantial retainers and sitting fees, so that they do not have an incentive to cook the profit figures. 

The internal processes are more important than adherence to the law. For example, how independent are such directors? Do they have other current relationships with the CEO, for example being on the other’s board? How many directorships do they hold and how much actual time do they spend in the company? Are they on boards of related companies, subsidiaries, and suppliers? Does the company give them loans or consultancy assignments, employ wives or close relatives? Do independent directors and the audit committee meet in executive session by themselves, without management being present? Do they have interactions with managers? Do minutes record the full flavour of deliberations? What is the length of the meetings of committees? `Does the compensation committee and the Board when approving remuneration, have a full costing including non-taxed perquisites? What is the spread in gross remuneration between different levels and the top? 

Rating for governance must go well beyond what is laid down as legally necessary. It must look at the practices. In a society in which secrecy and family control are endemic in business, it is the how of governance than the what, that must be captured. If it captures that flavour, and is truly independent and covers all companies, it will help investors and lenders to understand the reality of the company’s situation. But it is essential that regulators do their job of monitoring, correcting and penalizing in a speedy manner. It is also essential that other monitoring agencies, on whose expert information and analysis most investors and even rating agencies rely, do their job fearlessly and without favour to their clients, and in the case of the chartered institutes, of their members. (780)  

