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eaten,” took more than a conspiracy of
executives. Lehman's troubles too -- so
large that the company couldn't even
estimate it — weren't only the product of
the executive suite.

For Lehman and Satyam alike, the
executives’ tiger ride required a whole
circus of witting and unwitting sup-
porters — including levitating board
members, acrobatic accountants,
shortsighted regulatory ringmasters,
and most of all, investors and lenders
in the stands happy enough to keep
watching the show. Without early
detection, disclosure problems that
began cub-sized gradually grew into
man-eating beasts.

Of course, not many companies ever
get into this degree of trouble. Ishaat
Hussain, the CFO of Tata Sons, points
out that out of the thousands of major
global corporations, he can only think
of five major corporate failures in the
past decade which involved fraud. Even
Lehman, he says, he would classify less
as a cause of fraud and more of exces-
sive risk-taking. “By and large, people
want to do good and behave properly,”
he says. “..1 sit on many boards and I
don’t think anybody is there to take the
shareholder for a ride by choice.”

Still, there are other good reasons to
think about governance. “Good gover-
nance means running a corporation
so as to make the best possible use of
the savings people have invested in it,”
says Randall Morck, a finance profes-
sor at the University of Alberta School
of Business and a specialist in global
governance issues.

It is also a good way to get cheaper
credit. A number of studies have cor-
related better corporate governance
with a lower cost of capital, according
to Krishnamurthy Subramanian, assis-
tant professor of finance, Indian School
of Business, Hyderabad.

THE BOARD

Boards tend to be high on many gover-
nance fix-it lists, for obvious reasons.
“In too many cases, like Lehman Broth-
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— RANDALL MORCK, PROFESSOR OF FINANCE, UNIVERSITY

OF ALBERTA SCHOOL OF BUSINESS

ers and Bear Stearns, the CEO virtu-
ally hand-picked the directors,” says J.
Richard Finlay, founder of the Toronto-
based Centre for Corporate & Public
Governance. “The lesson of this finan-
cial meltdown, as it was in the 1930s,
is that directors need to ask discerning
questions and they need to remind
themselves that they are there to pre-
vent disaster - not to be passive bystand-
ers to it, as they too often have been.”
In India, director independence is
also an issue, but for different reasons.
The average listed Indian company is
48 per cent owned by the promoter. In
some ownership is as high as 80 per
cent according to Umakanth Varottil,
an assistant professor of law at the
University of Singapore. “Due to the
dominance of the controlling share-

holders, they are able to determine the
composition of the board and senior
management,” he says.

Varottil argues that this can be cor-
rected through special elections that
give minority shareholders more say,
such as votes that exclude the promoter
from voting on director hiring.

The idea is that independence breeds
independent thought. Butindependence
may be less of a guarantee of upright-
ness than it is billed. One case in point:
Satyam, winner of the 2008 Golden Pea-
cock Award for corporate governance,
did have six independent directors,
including four academics, a former cabi-
net secretary, and a retired executive.

So why do boards not seem to uncov-
er more dirt?

One factor may be that it is hard to
be in a group and yet maintain inde-
pendence. “In all my life, working with
the professional accounting firms... I
have never seen a dissenting minute.
That does not auger well,” says Kaushik
Dutta, New Delhi-based author of sev-
eral books on corporate governance and
an advisor on corporate governance to
the Institute of Corporate Affairs of the
Ministry of Corporate Affairs.

Another is that it is not easy to track
a major company with thousands of
employees and global operations as a
part-time job - particularly if you have
no particular training in the industry.
“Boards don’t meet that often. They
have limited resources and yet we expect
them to figure everything out,” says Afra
Afsharipour, acting professor at the Uni-
versity of California, Davis School of Law.
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In India, the Satyam scandal seems
to have acted as a catalyst in making
the corporate world see just how
difficult and risky board membership
can be.

A large number of board members
quit right after Satyam, particularly
the most senior members who would
have the most to lose from a scandal.
“Many academics and people who
cared for their reputations went fly-
ing for cover,” Subramanian says. In
January 2009, he says, 120 directors
left, five or six times greater than the
normal turnover.

Not surprisingly, directors’ salaries
have risen 12 to 15 per cent since Janu-
ary 2009, according to Subramanian, a
reflection of how much more work is
being required of directors now -- and
how much harder it is to find someone
who will take the job.

UNDER THE BIG TOP
But no matter how closely the nobs
hob-nob, one of the biggest lessons of
both collapses is that they need to talk
to everybody else too. “The biggest gov-
ernance problems always seem to come
where people are afraid to argue with
a powerful CEO or a business family
patriarch,” says Morck.
Business should learn
governments, Morck advises. Most

from

governments he says, have learned
over the years that opposition is
ultimately beneficial. “Leaders in
power understandably hate this, but
mosl people in most countries think
it delivers better governance than
any alternative system on offer. The
criticism slows down decisions, but
democracy protected India from great
leaps forward and cultural revolutions.”
Such transparency is also valuable
externally, Vikramaditya Khanna, a
professor of law at the University of
Michigan, says that in most of the
major corporate implosions of the
past decade, earnings management -
whether inflating revenues or hiding
has been a consistent thread.

losses
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“I sit on many boards and I
don’t think anybody is there
to take the shareholder for a
ride by choice™

—ISHAAT HUSSAIN, CFO, TATA SONS

“Boards don’t meet that often.
They have limited resources
and yet we expect them to
figure everything out.”

THE ROUSTABOUTS

It is no coincidence, then, that accoun-
tants have been implicated in many of
the recent corporate scandals and disas-
ters. “In Lehman, Satyam, Enron, even
Parmalat, auditors seem to have had
some sense of whal was going on,” says
Khanna, “and yet you do not seem to
see a great deal of disclosure about it.”

Despite the destruction of Arthur
Andersen in the Enron scandal and
stricter supervision of external auditors
by audit committees mandated for large
US traded-companies by Sarbanes-
Oxley, problems still seem to crop up.

This is perhaps not too surprising.
As American social critic Upton Sin-
clair once quipped, “It is difficult to get
a man to understand something when
his salary depends upon his not under-
standing it.”

Some critics charge that the credit
rating agencies also played a role, giv-
ing positive, investment-grade ratings
to Lehman Brothers right up to its
collapse. Standard & Poor’s analysts
denied it, in a report released a few
weeks after the collapse, countering
that in fact what happened was the

result of escalating fears turning into

a loss of confidence, that “ultimately
becoming a real threat to Lehman's via-
bility in a way that fundamental credit
analysis could not have anticipated.”
However, analysis may not have relied
so much on the numbers as on a long-
standing reputation as a successful
high-flier. Credit analyst Ann Rutledge,
a principal at R&R Consulting in New
York, recalls that even back in the 90s,
Lehman had a reputation for taking
outsized risks. Rutledge, a Moody Rat-
ing Agency analyst at the time, says she
knew that in certain investment areas,
Lehman had a reputation for maintain-
ing extremely aggressive positions.
Some critics of the rating agency
system have charged that the agencies
have a vested interest in giving good
ratings, because they are paid by the
issuer. However, even aside from the
potential of such conflicts of interest
at the rating agency, it is often not that
easy to get the right information out of
a company when the managers or pro-
moters are determined to keep infor-
mation to themselves. There are many
ways for executives to avoid answering
even direct questions, citing confiden-
tiality, regulations, or compelition,



according to Niren Shah, an analyst to?
the Mumbai branch of Kroll, the global
investigation service.”

As an equity analyst for another firm
in May 2008, he recalls a presentation
where analysts, acting on a rumour
about an American hedge fund report
about Satyam, asked company execu-
tives again and again about the com-
pany’s cash position — and were repeat-
edly rebuffed.

In fact, financial information is often
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investors to look elsewhere. “One of

the things that we tell our clients when 4

they ask us to assess companies is that
it is much better to spend money inves-
hgafmg ﬂ'le person running the cor§

pgny than investigating the company's
accounts,” he says. Y

THE BIG PUZZLE

The last elements of the financial circus
are perhaps the most vital of all in this
circus — the equity holders and lenders.
Why do they make such risky bets?

The reason shareholders take risks is
easy -- they gain il a company takes on
an outside risk and wins. What is much
more puzzling to Lawrence White, a pro-
fessor of finance at New York University’s
Stern School of Business, is why sophisti-
cated, institutional lenders kept on lend-
ing to such a highly leveraged enterprise
as Lehman Brothers, which before its dis-
solution was operating at 33-1 leverage,
not counting $50bn in off-balance sheet
debt disclosed after the collapse.

“I have not seen any satisfactory
answer to that puzzle other than that
this was just indicative of the whole era
that there was an under-appreciation
of risk, an excessive belief that nothing
could go wrong,” White says.

Again, Rutledge points to the invest-
ment bank’s long track record: Lehm-
an Brothers had been in business for
over 120 years, and succeeded with
plenty of big bets before they made a
fatal decision to pile up on sub-prime
mortgage paper.
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COMING ATTRACTIONS
High-profile collapses tend to lead,
rationally enough, to new regulation.
But opinion is divided about whether
the new rules will work.

Rutledge, for one, is suspicious of
Dodd-Frank, whose new rules, she says,
do not really address the essential prob-
lem of measuring credit risk. “Until
we start to look at the credit exposure
of all these institutions on a more con-
tinuous basis, we will not be able to
she says. Mas-
sive credit exposures are traded every
day, she says, but the accounting still

eliminate the bubbles,”

reflects only a moment at the end of the
quarter, making it impossible for inves-

tors and lenders to see the true state
of affairs. “You are just never going to
be able to monitor the buildup of risk,
ever,” she stresses.

In India, the slowly simmering
Companies Bill is also getting mixed
reviews. Dutta is optimistic that the
bill will help improve governance,
through such measures as mandatory
rotation of auditors. Khanna wants the
proposal to strengthen audit commit-
tee rights, and for creating the possi-
bility of suing companies on a class-
action basis, which he believes would
help protect minority sharcholders
against majority abuse.

Others aren’t as optimistic about the
bill, or indeed about the prospect of
regulatory change being truly transfor-
mational for Indian businesses, except
perhaps by opening up the possibil-
ity of hostile takeovers, and the liber-
alisation of those older industries still
somewhat protected from competition
through licensing, such as power, infra-
structure, and mining.

Although better rules and more skep-
tical investors and lenders may limit
the risk of another Satyam, Dailly and!
Shah of Kroll believe that what will”
really make the biggest difference Tor
governance in India is generatmrfal
Cgafgéé, 'é‘;“a_ﬁmfﬂcreas‘mg number of
companies gain executives with inter-
national experience and awareness of
the importance of compliance, and the
old guard retires. B8l

JANUARY 2011 CFO INDIA 25



