DISCLOSURE STANDARDS IN CORPORATE INDIA– SCOPE FOR IMPROVEMENT
S RAMANATHAN*

Dissemination of information is a key management function in an organization. The dictionary gives the meaning of the word ‘inform‘ as "to impart communication of knowledge". The very act of informing would gain considerable importance from the very meaning underlying the action. Corporate management is undergoing drastic changes decade after decade. However, many a time we find companies defensive when it comes to parting with vital information, which might have a material impact on the future of the company. While many of the product knowledge are rightly the domains of exclusivity, it may not be so when the risk factors at stake are to be disseminated. This is the reason why Regulators have, world over, come up with Disclosure Standards for corporate to comply with, from time to time. 


Mr. George Soros, Chairman of Soros Fund Management and perhaps the world’s best-known global investor has said in his interview with New York Times "We have to distinguish between playing by the rules and making the rules. Playing by the rules, one does the best one can, irrespective of the social consequences, whereas in making the rules, people ought to be concerned with the social consequences and not their personal interests- in other words not to bend the rules to their benefit or their advantage." 


This is a principle one certainly has to observe in company management. Companies raise public money by way of capital from the market .The role of capital market is often relegated to the side of the stage in analysis of the effects of product market structure on innovative activity. In fact, if capital markets are operating efficiently, then the various problems associated with competitive market structure and monopolistic firms should get eliminated. There are 3 interpretations of capital market efficiency; the weak form, the semi-strong form and the strong form. The weak form states that a portfolio holder cannot use past and present information on share prices to activate a higher level of performance than an investor who randomly selects a portfolio with the same level of risk. The semi-strong form states that share prices will reflect all publicly available information, while the strong form states that share prices reflect all information which are relevant, whether public or not. In the strong form, investors outside the firm suffer to managers, technical engineers, and financial people inside the firm. Misrepresentation, incompetence or laziness on the part of the internal management would be reflected in the capital market’s valuation of the company’s shares, just as would trustworthiness, competence, commitment and creativity. It is the strong form, which provides the yardstick by which efficiency issues can be judged; the weak and semi-strong forms are consistent with efficiency problems resulting from separation of ownership and control from management.


Firms with innovative potential in atomistic market structures would be able to signal their profit opportunities to potential investors who then conduct mutually advantageous trades marrying technology with information based on disclosure and finance.


An insight into the issues would reveal that what is not disclosed may become much more relevant at times than what is disclosed in the various communication to the stakeholders of a company through chairman’s letters, advertisements, annual reports or otherwise. A host of such illustrious issues can be analyzed to get a feel of what type of improvements can be considered to give a fair and true view of the material facts applicable to the company and to trade and industry to 
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which the company belongs. For instance let’s take the recent case of a SEBI order barring the Investment officer of a leading Mutual Fund. The market regulator is reported to have held investigation into the management, conduct and other affairs of the concerned mutual fund and it barred the former chief investment officer of the fund on an individual basis from dealing in securities. Obviously the Regulator is expected to have adequate homework done in the matter. What is relevant to an investor is that like any other Industry, Mutual Funds are also in a phase of consolidation and growth in India. Signs have already been visible. Last year we saw Templeton AMC buying out Kothari Pioneer; JF mutual fund (Jardine) sold off all the schemes to Sun F&C and others like Indian Bank mutual fund hiving off to Tata Mutual Fund, and few ones winding up or selling out to better ones.  Now, in 2003, we are in for a major shuffle. The IDBI board assented to the sale of 50 percent holding in IDBI Principal AMC for a sum reported close to Rs. 90 crores. This has succeeded in giving the Principal Financial Group complete control over the Indian arm’s asset management operations. A 26 percent  stake is said to be parked with PNB Mutual fund to meet with the FDI guidelines. The IDBI Principal AMC was a 50:50 joint venture between IDBI and Principal when it was set up three years ago. Today, Principal AMC has reached an asset size of about Rs. 2000 crores. In a further consolidation of its assets under management, the AMC had recently stuck a deal with the Sun F&C AMC to take over its assets worth about Rs. 500 crores. As per information available with the media, the acquisition price is around Rs. 20-25 crores. HDFC Mutual Fund has acquired the Zurich AMC with assets over Rs. 2500 crores at a sum reported to be close to Rs. 150 crores. It has also, and with caution, absorbed certain staff of Zurich AMC as a part of the deal. 


News was hot on the Alliance mutual fund’s sale early this year. The Alliance Capital (India) AMC is one of the foremost of the private sector funds set up in 1995 by foreign fund house, when the Government opened the doors for the entry of private sector Asset Management Companies. The fund grew in size well over many other private sector and public sector funds over a period of 8 years and the fact that Alliance have taken a decision, as a part of their world wide strategy to remain in business in India was made public only after certain sections in the media reported the lack of material disclosures by the fund about its intentions. The investors were kept in suspense. If the global fund house had intented to exit from this type of business, at least in this part of the Globe, then why didn’t they make a public announcement to this effect? That the investors have to know from whatever information is available to public in the media is a bad sign in corporate governance of the mutual fund management. The Sponsor, the AMC and the prospective buyers were all silent; even on their website there was no news on the development then. 


While business sense will make size a real matter, there are certain revelations, which emerge out of such consolidation moves. First and foremost, the investors of the buying fund as well as the selling funds have a right to know as to what is happening. This can arise only if certain vital disclosures, not in any way involving insider trading, is made to the investors. The investors have a right to know the developments. Firstly, if the investors have any apprehensions on the merger, it is only fair towards them to provide an exit route from the fund at a time reasonably ahead of the news hitting the stands. 


A visit to the India websites of these AMC’s did not give any information as to the reported take-over or sell-out to another bidder. SEBI has said that mutual funds should give at least 30 days time to existing unit holders to exercise the exit option in case of any change in management. This is a circular issued few years back and re-issued in early 2003. Even the most recent guidelines issued on June 23rd this year, stating that the merger of schemes of Mutual Fund is a change in fundamental attribute, is not conclusive and is by way of a post-facto filings. The fact remains that a change in management is an important risk factor as far as the investor is concerned. Large Institutional investors and corporate have the wherewithal to get prior information well in advance and they can navigate their decisions quite quickly in such circumstances. What about the common investor ? Is it not the duty of the fund houses to keep them in confidence? There were no official disclosures on the subject till the media reported these developments in the Press. The regular newsletters, which have been reduced to quarterly by some AMC’s, did not give any news on the sell out except the routine fund performance details. 


Take over are not new in our country. We had a recent instance where a large group had attempted to make  an  open  offer to buy out L&T’s 20 per cent  stake at Rs. 190/- per share whereas the same group had  acquired  more than 10 per cent  of the stake in the company  earlier  from  another  powerful  group at Rs. 309/- per share. What happened subsequently is an innovation in take-over form.


Where are the disclosures required to be made to the Acquiring Company’s shareholders? Whose money is being used to buy out such large chunk of shares/ assets ? Is the shareholder/unit holder not entitled to know what his management is planning? Is it always that he has to rely on media reports alone? These are the questions, which comes uppermost as a concern on such matters.


Way back in 2000, the SEC had made final rules for Selective Disclosure and Insider Trading by issuers in US  to address the issue of material non public information by issuers and to clarify issues under the laws of insider trading. 


The SEC regulation provides that when an issuer, or person acting on its behalf, discloses material non public information to certain enumerated persons (in general, securities market professionals and holders of the issuer’s securities who may well trade on the basis of the information), it must make public disclosure of that information. The timing of the required public disclosure depends on whether the selective disclosure was intentional or non-intentional; for an intentional selective disclosure, the issuer must make public disclosure simultaneously; for a non-intentional disclosure, the issuer must make public disclosure promptly 


In the light of the post Enron era in the corporate America, the Sarbanes-Oxley Act, 2002 and the aftermath, the SEC has announced rules framed to encourage and making it mandatory to disclose the off-balance sheet items. 


The Management Discussion and Analysis (MD&A) rules of SEC already require disclosure regarding off-balance sheet arrangements and other contingencies. They are designed to cover a wide range of corporate events, including events, variables and uncertainties not otherwise required to be disclosed under U.S. generally accepted accounting principles ("GAAP”). For example, the current MD&A rules require disclosure of:


(a)
Information necessary to an understanding of the company’s financial condition, changes in financial condition and results of operations;


(b) 
Any known trends, demands, commitments, events or uncertainties that will result in, or that are reasonably likely to result in, the company’s liquidity increasing or decreasing in any material way;



(c) 
The company’s internal and external sources of liquidity, and any material unused sources of liquid assets;


(d) 
The company’s material commitments for capital expenditures as of the end of the latest fiscal period;


(e) 
Any known material trends, favorable or unfavorable, in the company’s capital resources, including any expected material changes in the mix and relative cost of capital resources, considering changes between debt, equity and any off-balance sheet financing arrangements.


(f) 
Any unusual or infrequent events or transactions or any significant economic changes that materially affected the amount of reported income from continuing operations and, in each case, the extent to which income was so affected.


(g) 
Known trends or uncertainties that have had, or that the company reasonably expects will have, a material favorable or unfavorable impact on net sales or revenues or income from continuing operations.


(h) 
Matters that will have an impact on future operations and have not had an impact in the past. 


Accordingly, the items clearly require disclosure of off-balance sheet arrangements if necessary to an understanding of a company’s (including an Investment company) financial condition, changes in financial condition or results of operations. The amendments clarify the disclosures that companies must make with regard to off-balance sheet arrangements, require companies to set apart disclosure relating to off-balance sheet arrangements in a designated section of MD&A and (except in the case of small business issuers) require tabular disclosure of aggregate contractual obligations.


Let’s go to the next issue. Recently the Capital market regulator got its act together and issued directions to the FII’s to disclose the details of investors entering Indian equities through off-shore derivative instruments like participatory notes. The RBI has expressed its concern on the large scale dollar inflows into short-term assets. S
EBI is obviously acting on the widespread apprehension that large hedge funds, which are not regulated by SEBI, are entering the Indian market through backdoor and that these volatile fund flows could work against the interests of our markets. The FII’s have to now disclose the details of all outstanding positions, as on a particular date and thereafter on a fortnightly basis they have to submit details of participatory notes issued by them to overseas investors like hedge funds. This is a recent development and the Regulator is obviously alert and acting with caution and speed. International brokerage houses usually issue participatory notes to investors who want to invest in Indian stocks without actually trading in the Indian market. Underlying the participatory notes are actual shares that are bought and sold in India as and when an investor decides to exit Indian stocks. Hedge funds and individual investors as well as unregistered foreign funds use this route to avoid the procedural hurdles of fresh registration. It is needless to say that adequate disclosures will be found wanting on such carefully planned innovative methods, which can bring in great ramifications to a country’s currency management.


Let’s look at the innovative banking product – Credit Cards. Big banks, which have been aggressively pushing credit card usage, are coming to terms with the fact that up to 40 percent of cards issued are not used even once in the year or activated by customers. So when the banks may give numbers of cards issued as a business volume, the fact is that a big portion of that volume is adorning the wallets of their customers as decorative piece. For banks, unused cards are a major expense as each  piece  of  plastic  card  costs  anything between Rs. 200 to  Rs. 2000, including the cost of acquiring the customer, servicing etc. Reports show that on the flipside the industry would have invested nearly Rs 300 crores on cards that are dead for up to a year or more without use. New entrants, to add on to this peril, address the same customers again and again and dump the cards to them. Is it not the duty of the Retail banks to disclose this important information when they give risk factors of retail products in shareholder reports? 


Well, it is not all that bad when we look at Asia. According to a recent study made by JP Morgan, Indian companies are among the fastest in Asia to make public disclosures of financial information, even though such disclosures are at times inadequate. Indian companies are found to be prompt in reporting quarterly earnings and dividends by international standards even with respect to disclosure of annual report. While in India it takes 25 days from the day books are closed to report quarterly figures, the regional average for Asia is 35 days. Further it must be noted that the Sarbanes-Oxley Act in the US will result in more timely disclosure in the US, raising the bar for Asian countries according to the study. Speed may be a happy situation for our country, as revealed by this study; however accuracy and quality will be calling for improvements. 


Multinational companies are seen far from satisfactory when it comes to disclosures in Indian context. Look at the way some of the soft drinks products sold by MNC’s in India have taken a beating due to lack of adequate timely disclosures of their procedures and product processes to the consumers. We have got into a firefighting situation, leading to panic and scepticism, due to the absence of a proactive caution, which could have given more room for transparency in the product safety to the consumers. 


Another area is the norms of intangible assets, which have an impact on the financials of many Indian companies. The accounting standard at the center of action now is AS 26 relating to intangible assets, which has come into effect from April 2003 for listed companies. Many corporate have started implementing it. According to this standard, the depreciable amount of intangible assets has to be allocated over a period, which is the best estimate of its useful life, which is presumed to be not exceeding 10 years. The implementation of this standard will have an impact on the previous period items as well as on the current expense under this head. According to the standard, the prior period items not amortized and eligible for write offs in the books will have to be adjusted against reserves, which would not affect the current profits although it will affect the net worth. Many companies will be required to adjust their VRS expense based on this standard and it will have material impact on the financial position. Need for the disclosure of such items very clearly to the investors cannot be over emphasized. 


When companies seek shareholder approvals for new businesses, they often send in postal ballot forms, which do not give any details of the business projections. Whereas, if one looks at the regulatory mechanisms, prevailing in the US, one would notice that before bringing into force any new regulation, or modifying an existing one, it is mandatory for the SEC to publish the cost- benefit analysis on its website about the norms and the changes which are expected to bring in. We have not reached such efficiency levels in our country. Sooner we make a beginning, the better it is for corporate governance. 


Similarly the proposed merger or acquisition plans of companies will bring in new risks and potential business losses, which is pertinent from a shareholder point of view and adequate disclosure norms should be factored in right from the initial stage itself. Many companies take key man’s insurance to their CEO’. How many of them report it to the shareholders? Our law and regulations have been progressing in many ways. For instance it has given leeway in the new companies amendment bill, for the Indian companies employing personnel abroad from giving details of people drawing more than a prescribed salary. Our Companies Act also gives permission to companies, on exception basis, from furnishing details of employees drawing remuneration in excess of prescribed limits, in their annual reports to shareholders and such information is made available to shareholders on request basis. These are welcome measures to prevent misuse of information. However, same yardsticks cannot be employed when it comes to disclosing from say number of man-days lost due to technology failures, or strikes by workers or lockout by company. Uniform code should also be applied to all the listed companies as far as the disclosure of universal information of investor perception is concerned regardless of multiplicity of Regulators e.g. DCA, SEBI, IRDA or the RBI as may be applicable to the respective companies.


These are some of the thoughts one need to assimilate while progressing on transparency and good governance.
