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Who’s Running the Company?

A guide to reporting on corporate governance

Global Corporate Governance Forum
and the International Center for Journalists



To report professionally, business journalists today
need a solid understanding of how modern companies
are run, the conditions necessary for their success and
the challenges and issues that confront them. Specifi-
cally, journalists who value good corporate governance
practices will earn their peers’ respect and build trusted
working relationships with the companies they cover.

Since the launch of the Media Training Program in 2007,
the Global Corporate Governance Forum has conducted
various training workshops for journalists in the Middle
East, Africa, South Asia, Latin America, Central Asia, and
East Asia, most of them in partnership with Thomson
Reuters Foundation and Agence France-Presse.

During these training events, we found many examples

of business journalists reporting on corporate gover-
nance practices without necessarily being aware of it.
The Forum’s work with the media constitutes an important
part of the efforts to raise awareness of the issues and
advance good corporate governance practices in emerg-
ing markets and developing countries. This effort is being
made in cooperation with IFC, a member of the World
Bank Group.

Our program’s objective is to draw on journalists’ unique
ability to disseminate information on corporate gover-
nance to the business community and the wider public,
and for journalists to make readers aware of company
activities in ways that can have a significant impact not
only on their shareholders but on society. Through their
investigations and insight, journalists can show what
happens when companies are poorly governed. Journal-
ists can also illustrate how companies that abide by best
practice not only perform better but are more resilient in a
difficult economy.

In addition, more probing, more insightful business
reporting differentiates one news outlet from another and
draws in the more sophisticated and informed business
audience seeking information and news that is well pre-
sented, thoughtful and constructive.

“If you're ignoring corporate governance in your coverage
of companies, you are only giving your readers part of
the story,” advises Cristina Sevillano del Aguila of Stake-
holders Magazine (Peru). “For investors, too, they need

independent information beyond what companies provide
to be effective in rectifying wrongdoing. That informa-
tion must be written so that it's easy to understand and
relevant to your audience’s interests.”

Partnering with the International Center for Journalists
(ICFJ) in the production of this Guide draws on its exten-
sive experience with journalists around the world, par-
ticularly in difficult markets. While the Forum has offered
its expertise in corporate governance, ICFJ has ensured
that the Guide is suitably tailored to the requirements of
a business reporter wanting to learn about key elements
of corporate governance and what makes an interesting
story. They not only understand what a journalist needs
but also how this should be conveyed through our training
programs. ICFJ offers extensive resources and expertise
far beyond what is provided in this Guide.

This Guide builds on the Forum’s and IFC’s experience in
providing training for business reporters, and its work in
producing internationally acknowledged corporate gover-
nance capacity-building tools and knowledge materials.
It covers important topics on corporate governance and
provides examples and case studies on investigative jour-
nalism based on contributions from experienced journal-
ists and drawing on our own observations.

While the Guide is not intended to be a definitive resource
on corporate governance, it does set out some very use-
ful principles for business reporters in emerging markets
and developing countries. The section “About the Guide”
explains its use, purpose and function.

As is the case with all of the Forum’s work, the Guide’s
production involved extensive collaboration with many
people and organizations. Their commitment to this effort
is gratefully appreciated in the “Acknowledgements” sec-
tion.

Philip Armstrong
Head, Global Corporate Governance Forum



Our program’s objective is to draw on journalists’ unique

ability to disseminate information on corporate governance

to the business community and the wider public, and for
journalists to make readers aware of company activities
in ways that can have a significant impact not only on their
shareholders but on society.
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This Guide is designed for reporters and editors who
already have some experience covering business and
finance. The goal is to help journalists develop stories that
examine how a company is governed, and spot events
that may have serious consequences for the company’s
survival, shareholders and stakeholders.

Topics include the media’s role as a watchdog, how the
board of directors functions, what constitutes good prac-
tice, what financial reports reveal, what role shareholders
play and how to track down and use information shed-
ding light on a company’s inner workings.

Journalists will learn how to recognize “red flags,” or
warning signs, that indicate whether a company may be
violating laws and rules. Tips on reporting and writing
guide reporters in developing clear, balanced, fair and
convincing stories.

Three recurring features in the Guide help reporters ap-
ply “lessons learned” to their own “beats,” or coverage
areas:

Reporter’s Notebook: Advice from successful
business journalists

Story Toolbox: How and where to find story ideas
What Do You Know? Applying the Guide’s lessons

Each chapter helps journalists acquire the knowledge
and skills needed to recognize potential stories in the
companies they cover, dig out the essential facts, inter-
pret their findings and write clear, compelling stories:

® What corporate governance is, and how it can lead
to stories. (Chapter 1, What’'s good governance,
and why should journalists care?)

® How understanding the role that the board and its
committees play can lead to stories that competi-
tors miss. (Chapter 2, The all-important board of
directors)

m Shareholders are not only the ultimate stakeholders
in public companies, but they often are an excel-
lent source for story ideas. (Chapter 3, All about
shareholders)

m  Understanding how companies are structured
helps journalists figure out how the board and
management interact and why family-owned and
state-owned enterprises (SOEs), may not always
operate in the best interests of shareholders and
the public. (Chapter 4, Inside family-owned and
state-owned enterprises)

m Regulatory disclosures can be a rich source of
exclusive stories for journalists who know where to
look and how to interpret what they see. (Chapter
5, Toeing the line: regulations and disclosure)

m Reading financial statements and annual reports
— especially the fine print — often leads to journal-
istic scoops. (Chapter 6, Finding the story behind
the numbers)

m Developing sources is a key element for reporters
covering companies. So is dealing with resistance
and pressure from company executives and public
relations directors. (Chapter 7, Writing and report-

ing tips)

Each chapter ends with a section on Sources, which lists
background resources pertinent to that chapter’s topics.
At the end of the Guide, a Selected Resources section
provides useful websites and recommended reading on
corporate governance. The Glossary defines terminology
used in covering companies and corporate governance
topics.

Notes: All figures are in U.S. dollars.
The terms “company,” “corporation” and “enterprise”
are used interchangeably to refer to a business entity.

WHO’S RUNNING THE COMPANY?

5






CONTENTS

17

25

33

41

49

55

63

68

CHAPTER 1

What's good governance, and why
should journalists care?

CHAPTER 2

The all-important board of directors

CHAPTER 3

All about shareholders

CHAPTER 4

Inside family-owned and state-owned enterprises

CHAPTER S5

Toeing the line: regulations and disclosure

CHAPTER 6

Finding the story behind the numbers

CHAPTER 7

Writing and reporting tips

SELECTED RESOURCES

GLOSSARY






What’s good governance,
and why should journalists care?

“Poor corporate governance has ruined companies, resulted in directors being sent to jail,
destroyed a global accounting firm and threatened companies and governments.”

Good journalists can sniff a good story even in the most
innocuous press release. But the phrase “corporate gov-
ernance” doesn’t set off any alarm bells. However, these
words will: fraud, theft, waste, incompetence, double-
dealing, nepotism, abuse of power, embezzlement,
conflict of interest, favoritism, corruption.

These terms light a fire under journalists, because they
may lead to exclusive, groundbreaking stories that are the
essence of good journalism.

Not all corporate governance stories are about scandals,
however. They can be about heroes and visionaries, about
brilliant ideas and charismatic leaders, about men and
women who build great fortunes by giving the world new
products and services that improve lives.

Governance, at its heart, provides the direction for a com-
pany or state-owned enterprise (SOE). Guidelines, stan-
dards and best practices established worldwide define
what constitutes good governance, and a savvy business
journalist quickly learns the difference between good gov-
ernance and bad. Both can lead to great stories.

In this Guide, you will learn what constitutes good and
bad governance; how to spot red flags; and where to
find information about what company leaders are doing.
You will find stories written by international reporters and
tips and techniques for making stories clearer and more
compelling for the audience.

Corporate governance describes the structures and
procedures to direct and control companies, and the
processes used by the board of directors to monitor and
supervise management in discharging the board’s ac-
countability to shareholders for the running of the com-
pany and the performance of its operations.

— The Economist (Essentials for Board Directors)

Corporate governance stories essentially are about peo-
ple: shareholders who want to change company policies;
struggles between directors — who are charged with
setting the company’s strategy and policy — and manag-
ers, who might have different ideas. Transparency and
accountability play a large role in such stories, along with
actions by regulators, stock exchanges, shareholders and
stakeholders. Journalists have a role in transparency by
highlighting significant noncompliance. Without transpar-
ency, the system cannot work well.

“Corporate governance is about shining a light through
the whole organization,” says Roshaneh Zafar, managing
director/CEO of Kashf Microfinance Bank Ltd. in Pakistan.

|

For a short description of corporate
governance, see “Improving Business

Behavior: Why We Need Corporate Governance,”
from the Organization for Economic Cooperation
and Development (OECD): http://bit.ly/J11k9R

Many journalists already report on corporate governance

without realizing it. Stories about changes in leadership or
new acquisitions are about corporate governance — even
if the words are never mentioned.

Journalists’ primary interest is in the stories they can
unearth by digging into a company’s strategy, oversight
and transparency. But good governance does have a
wider impact, documented by research, because it:

® Encourages investment

m Enhances investor confidence/interest, which

WHO’S RUNNING THE COMPANY?
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lowers a company'’s cost of borrowing money or
raising capital

m Boosts companies’ competitiveness

m Better equips companies to survive economic
crises

® Makes corruption less likely

®m Ensures fairness to shareholders

® Forms part of the overall checks and balances
on big business that ultimately benefit society

Research shows that growth is particularly strong for
those industries most dependent on external finance. The
quality of corporate governance can also affect firms’ be-
havior in times of economic shocks. Well-governed com-
panies have less volatile share prices in times of crisis.

For an overview on the influence of good
governance, see “Focus 10: Corporate
Governance and Development”:
http://bit.ly/M2shli

Good corporate governance can help family-owned or
-controlled companies survive succession battles that
doom most such companies, says Joseph Fan, a finance
professor and co-director of the Institute of Economics
and Finance at the Chinese University of Hong Kong
(http://bit.ly/M2txF7).

How journalists act as watchdogs

Exposing practices that lead to widespread shareholder
losses and potentially affect the economy is part of the
media’s role as watchdog. It’s the journalist’s job to pay
attention to companies’ leadership and ask whether di-
rectors and management are making the right decisions,

and how their actions connect to their company duties.

These questions can result in stories that serve an ex-
tremely varied audience, which includes consumers,
investors, taxpayers, business leaders, directors, regula-
tors, policymakers and customers.

Learning to recognize whether directors are acting in the
shareholders’ best interests and the company’s long-term
interests is the reporters’ first step in digging below the
surface of the companies they cover. Directors and man-
agers who don't follow accepted practices, when others
do, should be asked why. (See Chapter 2 for more details
on how boards direct strategy and protect shareholder
interests, and more on how boards and management
interact.)

Defining and recognizing good governance
But what constitutes good governance? More than 70
countries now have codes or guidelines that spell out the
principles that directors and managers should follow to
achieve governance goals. These usually are not mandat-
ed by law, and are designed to encourage voluntary com-
pliance. The codes lead to definitions of “best practices,”
which aim to define specific policies and procedures that
foster good governance.

Companies that deviate significantly from the codes’ rec-
ommendations deserve special scrutiny, and may produce
good investigative stories. Highlighting such noncompli-
ance is one of the ways that media can focus attention on
companies that may even be operating illegally.

Compare other countries’ governance
codes with that of your own country:
http://bit.ly/IttIHR

Learning to recognize whether directors are acting

in the shareholders’ best interests and the

company’s long-term interests is the reporters’

first step in digging below the surface of the

companies they cover.
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For example: Most codes call for a board to have several
independent directors. “Independent” essentially means
a person who is free of material relations with the com-
pany’s management or others involved with the company.
Unclouded by conflicts of interest, such a director can
make decisions based on the potential benefits for the
company and its shareholders.

A board stacked with friends or relatives of the top
managers is less likely to act as a check and balance in
serving shareholders’ interests.

Companies worldwide often have dominant shareholders
who are members of the same family. This is particularly
common in emerging markets. Often, the family domi-
nates the board and management, perhaps exerting influ-
ence through special shares that control voting power,
even though the family may own only a small percentage
of total shares.

Also common in emerging markets are enterprises that
are either owned by the state or essentially controlled by
the state through the make-up of the board and manage-
ment. This can lead to decisions being made for political
reasons rather than for the benefit of shareholders.

Governance issues drive major stories
Family-owned companies are the bedrock of any suc-
cessful economy. Examples include Ford Motor Co. in the
United States, Tata Group in India and Sabanci Holding in
Turkey. But family-owned companies also may have seri-
ous corporate governance lapses.

At India’s Satyam Computer Systems Ltd., for example,
family members attempted to divert assets into two other
family-owned companies.

As the Times of India reported, “The Satyam scandal
came to light on January 7, 2009, with a confession from
the company’s founder B Ramalinga Raju that he had
been cooking the firm’s books for several years.” In his
letter to the board revealing the fraud, Raju states that,
“What started as a marginal gap between actual operat-
ing profits and ones reflected in the books of accounts
continued to grow over the years. It has attained unman-
ageable proportions....” Later, he describes the process
as “like riding a tiger, not knowing how to get off without
being eaten.”

It was later determined that Satyam had violated several
laws that protect shareholders, and that are designed to
prevent and penalize efforts to divert company assets
from shareholders to the benefit of the perpetrators.

For more on the Satyam case, see:
http://reut.rs/icj4hL
http://scr.bi/lA3vm7
http://bit.ly/HEcrLX

Anticipating risk

One best practice cited in corporate governance codes
requires corporate leadership to anticipate and manage
risks the company might face. Companies take risks to
generate returns. The board is responsible for ensuring
that all business risks are identified, evaluated, disclosed
and managed.

The obligation to manage risk became a key issue after

the 2011 earthquake and tsunami in Japan that ravaged
the Fukushima Dai-Ichi nuclear station, creating a public
health crisis.

Why, critics and journalists asked, did directors of the
Tokyo Electric Power Company Inc. (TEPCO), the pub-
licly traded Japanese energy company, fail to prepare
adequately for risks that had been previously identified?
Why weren't there any independent board members or a
risk committee? Why weren't there appropriate policies to
identify the risks and the steps for mitigating those risks
should a nuclear mishap occur?

“TEPCO ... couldn’t have predicted that the tsunami would
hit, but it could have been better prepared for such an
event to take place,” research analyst Nathanial Parish
Flannery wrote, noting that outside experts had warned
that the nuclear facility was at risk of being damaged even
by a mid-sized tsunami.

But these criticisms and questions mostly came after the
fact.

Among tools that journalists can use to assess companies
are corporate governance scorecards, which try to help
companies judge how well they comply with good gover-
nance principles and practices. In many countries, these
scorecards are issued annually, and provide ideas for
stories.

For example, a corporate governance scorecard for
Vietham in 2011, released by the World Bank’s private
arm, the International Finance Corporation (IFC), urged
improvement in protecting shareholders’ rights and
treatment. The scorecard studied corporate governance
practices at the 100 largest companies listed on the Hanoi
and Ho Chi Minh City exchanges.

WHO’S RUNNING THE COMPANY?
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See a story on the scorecard at:
http://bit.ly/HEcwiH

8

And a link to the scorecard itself:
http://bit.ly/173s2j

Codes and scorecards provide a handy checklist for jour-
nalists to determine whether companies they cover follow
generally accepted best practices in their countries.

(See Story Toolbox in this chapter for story ideas based
on codes and scorecards.)

Effects of governance failures

When a company suffers a major governance failure,
whether it's due to an ethical or accounting violation,
faulty risk management and oversight or ineffective board
decision-making, the effects can be far-reaching.

The share price can fall sharply, affecting shareholders
and sometimes even the industry sector in which the
company operates. The company might ultimately fail,
leading to job losses and other harmful consequences for
the region where it operates.

In some extreme cases such as government bailouts,
taxpayers can be left repaying the costs. The government
bailout of Bank of Moscow in 2011 — reputedly because
of questionable loans — cost $14 billion, equivalent to 1
percent of Russia’s economic output.

The stories are often full of interesting personalities. Re-
porters may find themselves writing about highly secretive
and powerful business families or former state ministers
who run their countries’ largest corporations. In these
stories, the issue of succession — who will take over the
reins — is critically important.

The Indian and foreign press followed closely the ques-
tion of who would replace the 75-year-old Ratan Tata,
chairman of Tata Group, the country’s largest global
conglomerate. The question of succession affects not only
the company itself, with its huge impact on the national
economy, but 100 Tata subsidiaries that are themselves
major drivers of jobs and the economy worldwide.

Once the decision was announced, in November 2011, it
set off many speculative stories about the strengths and
weaknesses of the new leader — Cyrus Mistry, son of
Tata’s largest individual shareholder.

Often corporate governance stories are full of intrigue,
such as the feud between the Ambanis, two Indian broth-
ers whose dispute over how to divide their late father’s
Reliance business empire threatened to endanger the
country’s economy.

See an example of a story about the
Ambani brothers at: http://tgr.ph/I73Ail

Know where to look and what to ask

To report on stories such as the Ambani brothers’ feud,
journalists must know how to recognize signs of change
within a company and what questions to ask. This re-
quires intimate familiarity with good corporate governance
practices and how directors and management in specific
companies operate.

Companies not listed on a stock market — especially
family-owned enterprises (FOEs) — are often highly se-
cretive, and many state-owned companies (SOEs) might
not keep or release reliable information. When writing
about these more secretive enterprises, reporters need to
develop sources inside and outside the company. Remem-

Social networking sites, such as Facebook

and LinkedIn, may provide unexpected

insight, especially through employees’ eyes.

Blogs, including those by company critics,

are another useful tool.
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For expert tips on how business journal-
ists can use LinkedIn to find contacts and
research company officials, see:

http://bit.ly/IAdymd

B

ber that employees, suppliers, competitors and distribu-
tors often have insights into companies.

Social networking sites, such as Facebook and LinkedIn,
may provide unexpected insight, especially through
employees’ eyes. Blogs, including those by company
critics, are another useful tool. In both cases, journalists
must verify all unofficial information and also be aware
of personal agendas and grudges that some employees
and bloggers might have.

Knowing how to read and analyze financial statements
and other company documents and regulators’ reports
can often lead to stories, even if senior management
refuses requests for interviews.

A Wall Street Journal reporter, Jonathan Weil, spent two
months studying the subtleties of accounting for energy
derivatives, consulting with accounting and derivatives
experts and examining the U.S. Securities and Exchange
(SEC) filings of Enron Corp., before writing a story in
September 2000 that questioned the credibility of the
company’s stated earnings.

His article did not attract much attention at the time. But
some media analysts eventually credited Weil as the first
to shine a light on the fraudulent accounting practices
that led to the company’s implosion and criminal convic-
tions of its top executives in perhaps the greatest corpo-
rate scandal in U.S. history.

Skepticism, hard work, good

sources pay off

Enron’s fraud had been going on for several years before
journalists caught even a whiff of it, as Michael J. Borden
noted in a study of the role of financial journalists.

When journalists did catch on to what Enron was up to,
Borden notes, it was because of “skepticism, hard work,
ability to analyze accounting reports, and cooperation
with analysts and other experts.” Having the know-how to
do that kind of rigorous reporting, he says, makes jour-
nalists the catalysts that set off legislative and regulatory
reactions that lead to reforms.

How do journalists acquire that kind of savvy, short of
returning to the university for an advanced accounting
degree?

It sometimes takes an expert to spot trouble, and that’s
why journalists need to develop good sources at all levels.

It was a hedge fund manager who alerted several journal-
ists from prominent foreign publications that managers

of the Russian energy company Gazprom were shifting
corporate assets to entities controlled by friends and rela-
tives. Eventually, the company’s chief executive resigned
and Gazprom instituted other reforms.

" == N . . . . . .-
| STORY TOOLBOX

Story idea: How do the companies you cover match up
I with the good governance codes established in your

country? Stay on top of any changes in the corporate

governance code, which could be a story in itself.

A story also might examine how companies in your coun-
try compare with their neighbors in the region when it
comes to compliance with good governance practices.
Take just one issue: transparency and disclosure.

Check the company on these items:

® Does it have an external auditor? Is the external

ing firm? Any conflicts of interest?

Do directors disclose their buying and selling
of company shares? Do they do so in a timely
manner?

® How much information does the company disclose
about directors’ backgrounds, expertise and other
board affiliations? From this information, are there
any conflicts of interest? Are board directors inde-
pendent?

® How extensive is the company’s disclosure on
compensation for management and for directors?
Is this consistent with other companies’ practices?

= Are non-executive directors compensated? If not,
what is their motivation for serving on the board?

their foreseeable risks?
For an example of a story on this topic, see:
I http://bit.ly/ljIFaY

WHO’S RUNNING THE COMPANY?
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The problem with governance stories

is that they are convoluted and compli-

cated. If they weren’t so convoluted,

shareholders would do something....”

— Alexander Dyck, professor of finance and business
economics at the University of Toronto

Making the complicated understandable
“The problem with governance stories is that they are
convoluted and complicated. If they weren’t so convo-
luted, shareholders would do something.... There’s an
incentive for the parties engaged in the company to hide
and confuse what’s going on,” according to Alexander
Dyck, professor of finance and business economics at
the University of Toronto, who has researched the impact
of news stories on companies.

That's why it’s vitally important for business reporters
writing about complicated accounting maneuvers to avoid
jargon and present facts in a user-friendly way. Explaining
and defining terms, avoiding insider terminology and writ-
ing clearly help attract readers and viewers to stories they
might otherwise skip as too dense.

Get out in front of the story

Stories about greed and corruption have dominated
business coverage in the last decade. But in many cases,
journalists have been forced into follow-up mode once a
company has already imploded.

That was the case with the Satyam story, where the dis-
covery of massive accounting fraud led to the company’s
collapse, which was not covered until after the fact.

PricewaterhouseCoopers, the external auditor, approved
Satyam’s inflated balance sheet figures for several years.

Journalists and other critics later asked whether Satyam’s
auditors were sufficiently independent and expert, and
questioned why auditors did not notice the red flags,
which included millions in missing cash.

Just a year before it was awash in scandal, Satyam won a
Golden Peacock Award for excellence in corporate gover-
nance from the World Council for Corporate Governance.
The Council later rescinded the award and complained
that the company had failed to disclose material facts.

But Business Week reporter Beverly Behan wrote that the
Satyam board was clearly flouting good governance prac-
tices. Journalists could have learned by examining the
composition of the board that it lacked financial expertise,
was only barely independent and failed to meet indepen-
dently of management — all counter to good governance
practices.

As the Satyam case demonstrated, impressive business
awards and glossy annual reports are no guarantee that
companies are operating legally and ethically.

One of the most sensational business corruption cases
continues to unfold in Croatia, as of this writing. Manag-
ers and board members of the respected food company
Podravka have been embroiled for three years, since
2009, in charges that certain members colluded to use
company money to illegally attempt to take over the
company by buying its shares and investing in another
company.

REPORTER'S NOTEBOOK

“If you know how to read financial statements, it goes a long way to helping any reporter or anybody else not to
have to rely on official publications from the people running these companies or the regulators who protect them.”

— Jonathan Weil, former Wall Street Journal reporter who wrote first Enron story, now Bloomberg news columnist.

Source: Audit Interview, Ryan Chittum, Columbia Journalism Review
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Investigative reporting, though, is different.

It requires enterprise and ingenuity on the
part of the reporter, who is exploring
uncharted territory and making new
discoveries and connections...

In what press reports called one of the largest cases in
Croatian judicial history, seven former company execu-
tives and their business partners were charged with
defrauding Podravka of at least 54 million euros, and as

WHAT DO YOU KNOW?

the case expanded, the country’s former deputy prime Quick Quiz
minister was forced to resign over charges that he, too, 1. Why should a board have independent

was connected with the scheme.

Podravka replaced its management and supervisory
boards, but in March 2012, the case continued to make
headlines.

Writing about such company practices before the fact,
rather than dissecting the causes after a meltdown, is
the difference between explanatory reporting — or what

directors?

A. They can take over for executives if
necessary.

B. They are able to make decisions free of
conflict of interest

C. They do not hold large share positions in
the company

some call “archeological” reporting — and investigative 2. Who has primary responsibility for risk

reporting. Explanatory reporting reconstructs how and

why an event occurred. That kind of journalism can be

valuable and instructive. It often follows revelations from
regulators or court trials.

Investigative reporting, though, is different. It requires en-

management in a company?
A. The CEO

B. Board of directors

C. Shareholders

terprise and ingenuity on the part of the reporter, who is 3. Scorecards are useful ways to:

exploring uncharted territory and making new discoveries
and connections, not covering ground already traveled by
someone else.

As more business journalists become adept at covering
companies’ inner workings, and probe more deeply, they
may recognize and report on irregularities before they
explode into scandals. (For websites of organizations that
provide training, information and support for investigative
reporting, see Chapter 7.)

A. Determine whether companies are follow-
ing good corporate governance practices

B. Figure out which companies’ shares are
likely to go up

C. Find out which directors serve on multiple
boards

V'€ 'gz'g | slemsuy
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What's good governance, and why should journalists care?

SOURCES chapter 1

Editor’s note: The following sources were consulted in the preparation of Chapter 1. Most of the websites are
accessible to any reader. Stories in certain publications, such as The Wall Street Journal and the Financial Times,
require a subscription for access. The New York Times provides a limited number of archived materials per month

to each viewer.

ARTICLES AND PAPERS

Beverly Behan, “Governance Lessons from India’s Satyam,”
Bloomberg BusinessWeek, Jan. 16, 2009.
http://buswk.co/HMu6Po

Catherine Belton and Neil Buckley, “Russia’s Banks: Collat-
eral Damage,” Financial Times, Sept. 22, 2011.
http://on.ft.com/INwOPe

Michael J. Borden, “The Role of Financial Journalists in
Corporate Governance,” research paper, Cleveland-Marshall
College of Law, Cleveland State University, October 2006.
http://bit.ly/ItvWXD

Ryan Chittum, "Audit Interview: Jonathan Weil,” Columbia
Journalism Review, Nov. 14, 2008. http://bit.ly/Itw6OL

Nathanial Parish Flannery, “Did Management Problems at
TEPCO Cause Japan’s $15B Radiation Leak?” Forbes, May
27, 2011. http://onforb.es/HEd]AS

James Fontanella-Khan, “Tata Succession Hands Over
Daunting Task,” Financial Times, Nov. 24, 2011.
http://on.ft.com/HB3716

Joe Leahy, “Tata Searches for an Heir,” Financial Times,
Sept. 5, 2011. http://on.ft.com/HDGIAZ

Dean Nelson, “Feud Between Reliance’s Ambani Brothers
Threatens Indian Economy,” The Telegraph, Aug. 27, 2009.
http://tgr.ph/I73Ail

Melissa Preddy, “Track Executive Shifts to Spot Local Cor-
porate Governance Stories,” Donald W. Reynolds National
Center for Business Journalism, Businessjournalism.org,”
Jan. 21, 2011. http://bit.ly/IGmvTM

Scott Sherman, “Enron, Uncovering the Uncovered Story,”
Columbia Journalism Review, March/April 2002.
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Manoj Shivanna, “The Satyam Fiasco, a Corporate Gover-
nance Disaster,” case study, Monash University, 2010.
http:/bit.ly/I74BHa

“Good News About Bad Press: For Corporate Governance,
Humiliation Pays Off,” 2007, Knowledge@Wharton, 2007.
http://bit.ly/IGN8Nh

“South Korea’'s Samsung President Resigns Over Corruption
Scandal,” April 4, 2008. http:/bit.ly/I74R8T

“Lee Returns to Chairman’s Role After Pardon,” Financial
Times, March 24, 2010. http://on.ft.com/IGnfZf

BOOKS AND STUDIES

Anya Schiffrin, editor, “Bad News (How America’s Business
Press Missed the Story of the Century),” The New Press, New
York, 2011.

Rebecca Smith and John R. Emshwiller, “24 Days (How Two
Wall Street Journal Reporters Uncovered the Lies That De-
stroyed Faith in Corporate America),” HarperBusiness, 2004.

Bob Tricker, “Essentials for Board Directors,” The Economist
in association with Profile Books Ltd., Bloomberg Press,
United States and Canada, 2009.

“Japan in Focus: Why Risk Management Matters,” The GMI
Blog, June 28, 2011. http://bit.ly/HEtsIE

“Improving Business Behavior: Why We Need Corporate
Governance,” (speech following adoption of the review of
2004 revision of OECD principles of corporate governance),
Organization for Economic Cooperation and Development.
http:/bit.ly/J11k9R

Website aggregating corporate governance codes world-
wide. http://bit.ly/IttIHR
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http://tgr.ph/I73Ail
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http://bit.ly/IGn8Nh
http://bit.ly/I74R8T
http://on.ft.com/IGnfZf
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http://bit.ly/J11k9R
http://bit.ly/IttIHR

The all-important board of directors

The board of directors, the highest governing authority
within a company, offers a fertile source of stories.

Often, however, journalists’ scrutiny seems to come only
when problems arise, such as when a company becomes
embroiled in accounting scandals, or when its CEO is
forced to resign.

But the board’s unique power and its role in charting the
company’s activities make it worthy of continued attention.

The board’s responsibilities broadly are to protect the
company’s interests and the shareholders’ assets and
ensure a return on their investment. All strategic deci-
sions either originate with the board or must be approved
by the board. More specifically, the board hires and fires
the top executives; monitors company performance; ap-
proves financial statements; decides executive compen-
sation and benefits; assesses and plans for potential risk
and makes other major decisions, including whether to
approve mergers or acquisitions.

Above all, the board sets the tone for the entire company,
ensuring that it acts ethically, legally and responsibly.

B For a list of board duties, see OECD
[ — ——| L.

Principles of Corporate Governance,
“The Responsibilities of the Board,”
page 24: http://bit.ly/HArlwY

Types of boards and directors

To prevent the concentration of power and information

in one or a few individuals, boards are advised to have a
balance of executive and non-executive directors, some
of whom are independent (see definition). Experts differ
over the number of independent directors a board should
have, but it is generally accepted that one-third to one-
half of a board’s directors should be independent.

Journalists covering boards need to understand the defini-
tions used to describe directors and the boards them-
selves.

An executive director is also an executive of the company,
such as a CEO or CFO. A non-executive director is not
part of management and is valued for external perspec-
tives and unique expertise.

“Non-executive” directors should meet in private regularly,
without the presence of “executive” directors, according
to governance experts.

The independent director

Definitions of what “independent” means vary, but
usually require the person to be free of financial, family
and employment ties, or any other meaningful relation
with the company, its directors and employees.

Other criteria include:

® Not a recent employee

®  No recent material business relationship with
the company

®  No recent or current compensation from the
company, other than director’s fee, share op-
tions, performance-related pay or pension

®  No close family ties with any of the company’s
advisers, directors or senior employees

®  No cross-directorships or significant links with
other directors through involvement in other
companies or bodies

®  Not a significant shareholder

® Not a long-term member

Source: “Corporate Governance Board Leadership
Training Resources,” Global Corporate Governance Forum,
International Finance Corporation, World Bank Group.
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The all-important board of directors

One-Tier Model Two-Tier Model

Ownership
level

Steering and Supervisory
monitoring Board
level

Executive

level

In many countries, boards must have a specific propor-
tion of independent directors.

Boards of directors can be either one-tier or two-tier.

®m A one-tier, or unitary, board delegates day-to-day
business to the CEO, management team, or
executive committee, and is composed of both
executive and non-executive members. This
structure is most often found in countries with a
common law tradition, such as the United States,
the United Kingdom and Commonwealth
countries.

m A two-tier, or dual, board divides supervisory and
management duties into two separate bodies.
The supervisory board oversees the management
board, which handles day-to-day operations. This
structure is common in countries with civil law
traditions, primarily in Germany, but also in some
companies in France and in many Eastern Euro-
pean countries.

Tip for journalists: In a two-tier system, do tensions
exist between the two boards? These conflicts may lead
to news stories exploring a company’s ability to perform
well.

Board, management have different roles
The board’s role and responsibilities differ from those of
management. To cover a company effectively, journalists
must figure out how authority is shared in the manage-
ment suite, and keep close track of changes among
executives. The relationship between the board and man-
agement is equally important.

The management team starts with the CEO, who runs the
day-to-day business of the company and sets its busi-
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ness strategy. It may also include a COO (chief operating
officer), CFO (chief financial officer) and CIO (chief infor-
mation officer), in addition to other top management roles,
depending on the industry.

For definitions of each role within a cor-
poration, see “The Basics of Corporate
Structure,” on Investopedia, a financial
education website that commissions spe-
cialists in various financial fields to write
explanatory articles on topics of interest to
investors, and describes itself as an unbi-
ased investing resource: http://bit.ly/HG44Qj

Power struggles and internal changes, such as the promo-
tion, demotion or departure of an heir apparent, signify
shifts in a company’s hierarchy and future direction.
Changes in the board, including director resignations and
appointments, may signal important changes, too. That’s
why journalists should pay close attention to any such
moves, which nearly always deserve a story. This means
going well beyond the company press release, which

may not clearly spell out the real reasons for personnel
changes.

When boards have close connections to management,
and few independent directors, corporate governance
advocates see the potential for problems. In some of
these cases, CEOs become dominant and the board may
rubber-stamp management activities and proposals. A
survey in 2011 by J.P Morgan’s Depositary Receipts (DR)
business found this problem was acute in Latin America,
where boards have a low level of independence.

“...Concentrated leadership can lead to increased risk
exposure,” wrote Nathaniel Parish Flannery, research
analyst, in a posting about the J.P Morgan survey for
GovernanceMetrics International (GMI), which provides
analysis and data on more than 20,000 companies world-
wide to sovereign wealth funds, institutional investors and
other clients.

Among companies cited were those in Mexico owned by
billionaire Carlos Slim, the chairman and chief executive
of telecommunications companies and other Mexican
firms through his Grupo Carso SAB. His vast family empire
controls more than 200 companies spanning industries
including banking, telecoms, road-building and restau-
rants, according to newspaper accounts.



For more on Slim and his holdings, see:

===3 http://tgr.ph/KE00iO

Potential conflicts

Journalists may come across the term “agency dilemma,’
used to describe the potential conflict between the share-
holders’ interests and those of the board. The board,
persuaded by management, may be encouraged to seek
short-term gains at the expense of the shareholders’
longer-term interests in the company. Shareholders may
be reluctant to assume risks, and that reluctance can be
construed by management to stifle growth or make the
company less competitive.

I

This is where directors play a key role, by thinking strategi-
cally and ensuring that the shareholders’ best interests are
represented by the board and that management is aligned
with those interests. (See chart below.)

Examine the board’s composition,
effectiveness

The composition of boards of directors is one of the areas
targeted by good governance organizations such as GMI.

The Corporate Library, which is part of GMI, developed a
checklist to help investors evaluate the independence and
potential effectiveness of a board. These include:

m Sjze of the board. There’s no magic number, but
the average board size is 9 to 10 members. Boards

Major Differences Between Direction and Management

DIRECTORS MANAGERS

Decision-Making

Required to determine the future of the
organization and protect its assets and
reputation. They also need to consider how
their decisions relate to stakeholders and the
regulatory framework.

More concerned with implementing board
decisions and policies.

Duties,
Responsibilities

They have the ultimate responsibility for the
company’s long-term prosperity. Directors

are normally required by law to apply skill and
care in exercising their duty to the company
and are subject to fiduciary duties. They can

be personally liable if they are in breach of their
duties or act improperly. They can be held
responsible sometimes for the company’s acts.

Not usually bound by directional responsibilities.

Relationship with
Shareholders

Shareholders can remove them from
office. In addition, a company’s directors are
accountable to the shareholders.

Appointed and dismissed usually by directors
or management; they seldom have any legal
requirement to be held to account.

Leadership

Provide the intrinsic leadership and direction at
the top of the organization.

Day-to-day leadership is in the hands of the
CEO; managers act on the director’s behalf.

Ethics, Values

Play a key role in determing the company’s
values and ethical positions.

Must carry out the ethos, taking direction from
the board.

Company
Administration

Responsible for the company’s administration.

Related duties associated with the
company’s administration can be delegated
to management, but this does not relieve the
directors of their ultimate responsibility.

Statutory Provisions

In many countries, there are numerous
statutory provisions that can create offenses of
strict liability under which directors may face
penalties if the company fails to comply.

These statutory provisions do not usually
affect managers.

Source: Chris Pierce, “The Effective Director,” London: Kogan Page, 2003.
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The all-important board of directors

that are too large may be unwieldy; boards that are  Shareholders elect directors when they are proposed by
too small may not be able to handle the workload. the board, usually at annual meetings. In Asia, companies
commonly have controlling shareholders who can control

= Number of independent outsiders on the board. A the nomination and election of board directors.

majority is considered ideal by many observers.
Term limits can vary by company and by country, but

m The presence of executive, audit, compensation
board terms generally last from one to three years.

and nominating committees. Compensation and
audit committees should be made up of indepen-
dent directors. Some observers believe that the
audit committee chairman should be a qualified
or registered accounting practitioner — but again,
there is no universal agreement on this point.

For an overview of the responsibilities of
——

F==%—= boards and best practices, see:
http://bit.ly/HDB765

®m [ jmited directorships. A board member generally

should serve on no more than three boards, and Check board diversity
the boards should not have conflicting interests. Board members should have skills and experience that

match the company’s needs. They also should have
® Dijsclosure. Companies must disclose transactions enough clout to challenge top management or the chair-
with executives, directors and other related parties man, if necessary. These challenges, sometimes leaked
that might constitute a conflict of interest. by board members to journalists, make excellent stories

Common convention holds that directors should own that reveal a company’s inner workings.

enough shares in the company so that they have a vested  |n recent years, governance advocates and shareholder

interest. On the other hand, corporate governance ad- activists have pressed to diversify boards, most notably
vocates Caution against direC’[Ol’S WhO haVe SUCh Iarge by adc“ng more women, and some Countries have passed
shareholdings and option grants that their judgment laws requiring it.

could be impaired by the desire to see the share price

rise through accounting maneuvers for a short-term gain. ~ Advocates say that gender diversity leads to more
variety in opinion, experiences, competencies and skills

Directors should be paid adequately for their time on on boards. The advantages, they say, are balanced

board business, and to compensate them for their exper-  gecisions, efficient oversight of financial management,

tise and experience. enhanced accountability to shareholders and prudent risk
management.

“Independent” directors — outsiders with no connection

to the company — should limit their shareholdings to less A 2012 report by GMI showed “incremental improvement”
than 5 percent to maintain their independence, according  jn female representation on boards from the previous

to corporate governance experts. The percentage varies year's survey. The survey of 4,300 companies in 43
across countries; a new Companies Bill in India, expected  countries found that women held 10.5 percent of the total
to be enacted in 2012, proposes outside directors limit number of board seats, up from 10 percent the previous
their share ownership to a 2-percent maximum. year. The percent of boards with no women at all fell just

REPORTER'S NOTEBOOK

Studies and reports by auditing and consulting  These include:
firms can provide ideas for stories. ®m Attracting independent directors
® Opening up to private equity investment

Moulishree Srivastava of LiveMint, the online = Thwarting fraud and managing risk

business publication, used the expertise of a
partner at Grant Thornton India as a jumping-
off point for a story on corporate governance
challenges facing Indian family businesses.

Read the story: http://bit.ly/HArSyV
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STORY TOOLBOX

Story idea: Examine the structure of board commit-
tees for the companies that you cover.

m Does the board have all the recommended
committees?

® What kind of qualifications do committee
members have?

= Do committee members have special
expertise? (for example, members of the
audit committee?)

= Are committee members independent?
(see definition, this chapter.)

L2

[ —— |

For more on gender diversity on boards,
see “Women on Boards: A Conversation
with Male Directors”: http://bit.ly/LEphFk

slightly below 40 percent. For the first time ever, GMI said
its survey found that women held one in 10 board seats
globally.

Dissecting board committees

Boards set up committees to delegate activities, provide
detailed analysis on technical issues and make recom-
mendations, which the full board typically must approve.
The board retains full responsibility for the issues del-
egated. Committees allow directors to focus on particular
areas, including those in which they may have special
expertise. Committees report back to the board and also
filter management proposals so they become strategic
issues when presented to the board for decision.

Of the many committees a board may set up, the princi-
pal ones are:

® Audit — selects and oversees auditors’ work
® Compensation or Remuneration — recommends

how much the company should pay top manage-
ment in cash, shares and other incentives

® Nominating — seeks, evaluates and recommends
qualified candidates for election or appointment to
the board of directors

m Corporate Governance — reviews policies and

suggests reforms where needed. Boards may also
establish an Executive Committee, which exer-
cises the board’s power between meetings, and a
Risk Commiittee, to anticipate and plan for poten-
tial risks.

In the financial sector, it is increasingly common for
banking laws and regulations to prescribe that the board
establish certain committees and even spell out their
composition and functions, particularly for risk manage-
ment. Companies may also appoint permanent or ad hoc
committees on such matters as ethics, crisis management,
environmental policies, labor issues and technology.

In special circumstances, a committee may be formed to
examine a potential conflict of interest or a possible ac-
quisition, when an independent opinion of non-interested
board members is necessary.

Certain committees, particularly audit, nomination, com-
pensation and corporate governance, should comprise

primarily independent directors, according to corporate
governance best-practice guidelines.

Reviewing the composition of these committees may raise
red flags. For example:

® Does the chairman tightly control all decision-
making?

m Do conflicts of interest exist? (For example, do any
Audit Committee directors have separate business
ties with the auditor? With major shareholders?)

® |s board expertise adequate? (Does the Audit Com-
mittee include members with financial and account-
ing expertise?)

For other red flags on board committees,
see: http://bit.ly/HGJADd

) —

Learn to spot red flags

Once a company has imploded, the spotlight turns to the
board and often illuminates what seem in retrospect to be
obvious problems. The board at India’s Satyam Computer
Systems Ltd. was stacked with insiders who were either
members of the controlling families, had close business
or personal ties to the company’s leaders, or who had little
experience in the industry sector or financial expertise.

Problems may only come to light after a scandal has
erupted, but journalists can expose these problems in
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The all-important board of directors

advance by diligent reporting. This means digging deeply
into the background, experience, expertise and connec-
tions of directors, executives and controlling sharehold-
ers. Check the directors’ board affiliations. Do any of
them serve on common boards and have relationships
built on those connections?

Such digging can reveal unexpected — and newsworthy
— connections beneath the surface.

“While ‘independent’ directors are usually independent
from the management of the company, many times these
directors have significant connections either to other
board members or to significant shareholders,” says Dr.
Nasser Saidi, chief economist and executive of Hawka-
mah Institute for Corporate Governance in Dubai.

When independent directors resign from a board, journal-
ists and investors take note. Such resignations are not
regular occurrences and may indicate deeper problems
in the company. Resignations for “family” or “personal”
reasons almost always deserve further digging by jour-
nalists.

Two independent directors of China-based Automated
Touchstone Machine Ltd. (ATM) resigned in September of
2007, saying they could no longer vouch for the compa-
ny’s latest financial statements. The directors’ resignations
had even more impact because one was the chairman
and the other a member of the audit committee at the
Singapore Stock Exchange-listed company.

Such resignations became a regular occurrence at ATM
before the exchange delisted the company in 2008.

A similar alarm was sounded by a director of China
Aviation Oil, also a Singapore-listed company, when she
resigned in 2008 after two years, saying she no longer
could discharge her duties as an independent director
because of the board’s flouting of best practices. She
also questioned the independence of certain other board
members in a letter that she made public.

Chairman and CEO: separate or
combined?

The question of whether the roles of chairman and chief
executive officer should be separated is another issue
that deserves attention.

According to proponents of the split roles, an indepen-
dent board chairman can better protect shareholder
interests by leading the board while the CEO runs the
business, eliminating many conflicts of interest.
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But others disagree, saying that the split roles are not the
best choice for many companies. In their view, one boss is
better because it avoids power struggles.

More large companies are separating the roles, and most
of the new legislation and corporate governance codes
endorse separation, but it's far from universally accepted
practice.

The chairman/CEO combined role at Mexico’s Grupo
Televisa S.A. was the target of criticism by GMI, which
frequently spotlights company practices that violate good
governance principles, often before journalists notice and
report on irregularities.

Among GMI’s criticisms of Groupo Televisa:

® Televisa's chairman and CEO, Azcarraga Jean,
who inherited the company from his father, did not
appoint an independent chairman

® Only five members of the 20-member board
appeared to be fully independent; several of them
served on the boards of companies that do busi-
ness with Televisa

® None of the non-executive members had significant
executive experience in television

B The board’s independence was “significantly af-
fected” by the business relationships between indi-
vidual directors and between directors and Televisa

GMI also criticized Televisa’s lack of independent board
committees and failure to appoint separate audit, com-

Among the questions that journalists might ask
about the boards of companies they cover:

® How long have directors served on the
board?
® What is the length of a term for a director?

® How many boards do directors serve on?
What are their other interests in the company?

® Do any of them serve together on other
boards? What kind of compensation do they
receive?

® How many shares do directors have in the
company?

® Have any directors sold shares recently? Is
there a pattern?

m \What is each director’s attendance record?




pensation and corporate governance committees. The
chairman of Televisa’s audit and corporate practice com-
mittee was an 80-year-old director who had transactions
with the company, and the chairman and two other board
members were affiliated with Cablevision, which is owned
by Televisa, GMI pointed out.

Be alert to compensation issues

Board independence can be critical in the area of com-
pensation, a hot-button issue for the last two decades in
developed markets.

Sensational compensation scandals have been far more
prevalent in U.S. companies than in other parts of the
world. But The Economist noted in 2008 that American-
style bonuses and incentives for top executives have be-
come commonplace in many European companies, and
the trend has only become more pronounced since then.

Exchange-listed companies often disclose compensa-
tion in proxy statements, the ballot sent to shareholders
before the company’s annual meeting. Often this is the
place where companies make disclosures about not only
annual salaries for top executives, but also bonuses, ben-
efits, share options and changes in retirement or separa-
tion agreements and pay.

Many stock exchanges in emerging markets do not
require or enforce disclosure on executive compensa-
tion, so journalists may find these numbers hard to find.
A study by the CFA Institute Centre for Financial Market
Integrity, for example, found that compensation disclosure
in Asian markets lagged behind international best prac-
tice and needed improvement to protect investors.

“The current practice in Asia deprives share owners of
their right to know how much of the corporate funds they
helped build are going to the individuals whom they have
entrusted to run the business,” the report says. “It also
turns a blind eye on individual accountability.”

In emerging markets, under-compensation, or even the
lack of any compensation for non-executive directors, is a
more pressing issue. Some companies pay non-executive
board members a small stipend for each meeting, in-
stead of the preferred annual retainer. Failing to compen-
sate non-executive directors adequately may lead them
to seek several board positions to boost their personal
income, possibly diluting their interest in each company
and their sense of responsibility.

Use reports to pinpoint important issues
Reports such as the CFA disclosure study can be gold
mines for journalists who want to do regular stories on cor-
porate governance. Research papers, surveys and blogs
also pinpoint potential conflicts or poor practices in corpo-
rations, but often are ignored even by beat reporters who
are covering the companies. Corporations are reviewed
and rated on discipline, transparency, independence, ac-
countability, responsibility and fairness.

In reporting on the CFA disclosure study, for example,
journalists could examine disclosures by the top com-
panies they cover and detail whether they comply with
recommended best practices. Comparisons may also be
made with other companies in the region or in the industry.

Annual surveys and scorecards by region are also useful
to journalists searching for stories. The CLSA Asia Pacific
Markets, an independent brokerage and investment group,
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Quick Quiz

1. What is the difference between an
executive director and a non-executive
director?

A. The executive director heads a board
committee; the non-executive director
does not

B. The executive director is also a member
of management, while the non-execu-
tive director is not

C. There is no difference

. Which characteristic would disqualify a
director from being independent?
A. A member of the company’s
management
B. An expert in the company’s industry
C. An executive at another company

One of the following committees is most
common for a board of directors. The
others are optional. Which one is most
common?

A. Mergers and acquisitions

B. Audit committee

C. Ethics

g°€ 'V C ‘g L siemsuy
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with the Asian Corporate Governance Association,
publishes a yearly survey of corporate governance in
Asia that covers 580 Asia-listed companies in 11
countries.

SOURCES Chapter 2

For a summary of the results of the 2010
survey, see: http://bit.ly/IESikf

Editor’s note: The following sources were consulted in the preparation of Chapter 2. Most of the websites are acces-
sible to any reader. Stories in certain publications, such as The Wall Street Journal and the Financial Times, require a
subscription for access. The New York Times provides a limited number of archived materials per month to each viewer.

ARTICLES AND PAPERS

Annalisa Barrett, senior research associate, “It All Comes
Down to the People in the Boardroom,” The Future of
Corporate Reform, The Corporate Library, 2009.
http://bit.ly/HGJADd

Nathaniel Parish Flannery, research analyst at GMI, “Tele-
novela: Ongoing Board Accountability Issues at Mexico’s
Televisa,” Forbes, June 9, 2011. http://onforb.es/IOMgNe

Nathaniel Parish Flannery, research analyst at Governance
Metrics International (GMI), “New Survey Highlights Ongoing
Corporate Governance Concerns in Latin America,” Sept.
27, 2011. http://bit.ly/J7LCtC

Kalpana Rashiwala, “Independent Directors at ATM Quit-
ting,” The Business Times (Singapore), Sept. 17, 2007.
http://bit.ly/lIMhcz

Aude Lagorce, “Notable Executive Pay Deals in Europe,”
MarketWatch. May 14, 2009. http://on.mktw.net/IS6LeO

Ric Marshall, chief analyst, “Director Flags: Highlighting
Shareholder Concerns,” The Corporate Library, 2010.

Michelle Quah, “Asia Needs to Improve Executive Compen-
sation Disclosure: Study,” The Business Times (Singapore),
March 3, 2008. http:/bit.ly/lv2nDM

Moulishree Srivastava, “Family Businesses Face Governance
Challenges,” LiveMint, Sept. 21, 2011. http://bit.ly/HP6I3M

Pavan Kumar Vijay, “New Companies Bill Takes Ethics to a
Newer Level,” DNA India, Dec. 30, 2011. http://bit.ly/I9jdFN

24 WHO'S RUNNING THE COMPANY?

“The Basics of Corporate Structure,” Investopedia.
http://bit.ly/HG44Q)j

“Executive Pay in Europe: Pay Attention,” The Economist,
June 12, 2008. http://econ.st/HGNNR5

“Report Finds Over 40 Percent of the World’s Largest Public
Companies Have Zero Women on Their Boards,” The Corpo-
rate Library, March 14, 2011. http://bit.ly/KD5CI6

BOOKS AND STUDIES

“Bridging Board Gaps,” Study Groups on Corporate Boards
blue ribbon panel, Columbia Business School and the John

L. Weinberg Center for Corporate Governance at the Univer-
sity of Delaware, 2011. http://bit.ly/JyJ9OM

Corporate Governance Documents, including board respon-
sibilities and best practices, Corporate Directors Forum.
http://bit.ly/HDB765

Corporate Governance Watch 2010, annual survey, CLSA
Asia Pacific Markets and Asian Corporate Governance As-
sociation (ACGA). http://bit.ly/IESikf

Independent Non-Executive Directors (A Search for True In-
dependence in Asia), Asia-Pacific Office of the CFA Institute
for Financial Market Integrity, 2010. http://scr.bi/HRt9Vo

“Women on Boards: A Conversation with Male Directors,”
Global Corporate Governance Forum, 2011.

http://bit.ly/LEphFk


http://info.gmiratings.com/people-in-the-boardroom/
http://www.forbes.com/sites/nathanielparishflannery/2011/06/09/tele-novela-do-management-issues-at-mexicos-televisa-present-risks-for-investors/
http://foundersforum.gmiratings.com/2011/09/new-survey-highlights-ongoing-corporate-governance-concerns-in-latin-america.html
http://www.sgmaritime.com/Singlenews.aspx?DirID=134&rec_code=101553&title=Independent%20directors%20at%20ATM%20quitting
http://www.marketwatch.com/story/notable-compensation-in-europe
http://business.asiaone.com/print/Business/News/Office/Story/A1Story20080303-52463.html
http://www.livemint.com/Articles/PrintArticle.aspx?artid=D5EF1054-E43C-11E0-AC6D-000B5DABF613
http://www.dnaindia.com/print710.php?cid=1631374
http://www.investopedia.com/articles/basics/03/022803.asp#axzz1dVMmtZfN
http://www.economist.com/node/11543665/print
http://bit.ly/HDB765
https://www.clsa.com/about-clsa/media-centre/2010-Media-releases/corporate-governance-watch-2010.php
http://www.scribd.com/doc/34003705/13/Automated-Touchstone-Machine-Limited

All about shareholders

Many shareholders rely on journalists to track what coal company affiliated with London-listed Bumi plc. The
companies are doing, whether boards are acting respon-  shareholder, Nat Rothschild, a banking heir who owns 11
sibly and whether their investments are being managed percent of Bumi, attacked PT Bumi Resources for giving
carefully. loans to affiliated companies even while it was trying to

refinance high-interest bearing debit.
In recent years, however, shareholders themselves have

become more vocal and more actively involved in a range  He wrote a letter to company directors detailing his com-
of issues. Regulators in various countries have given plaints, and provided a copy to a reporter at the Financial
shareholders more clout by giving them the right to make  Times.

nominations to the board.

The collapse of the U.S. subprime-lending markets in
2008 and the ensuing global financial crisis prompted | 10 S€€ how the Financial Times handled
sharper scrutiny of whether directors are fulfiling their e = this story about this lone shareholder
responsibilities to shareholders. A flood of lawsuits and a railing against a big company, see:
deluge of media coverage followed. http://on.ft.com/IF2PVR

Shareholder revolts are not always sparked by lone

activists or institutional investors (insurance companies, Knowing who shareholders are can help journalists learn
pension funds and investment trusts that purchase large what issues a company might confront. Reporters should
stakes in companies). Family-dominated companies may  examine a company’s “beneficial owners.” These owners
confront such revolts, too. enjoy the benefits of ownership, even though the shares
are held in another name, such as a mutual fund or invest-
ment trust. In emerging markets and developing countries,
securities markets are typically in the early stages and
may lack registration procedures for share ownership,
making it difficult to track down owners.

Macau casino mogul Stanley Ho had to cope with an in-
ternal family struggle over control of his empire, ultimately
giving up most of his stake to resolve disputes among his
heirs.

The Ho family saga played out in lawsuits among fam-
ily members. Journalists scrambled to stay on top of the

latest filings to make sure they weren't scooped by rivals. Some shareholders get shut out

Lawsuits are often the way journalists discover share- Institutional investors took the lead in criticizing Rupert
holder actions, but having good sources among institu- Murdoch’s News Corp. after the telephone voicemail hack-
tional investors, regulators, analysts, board members and ing scandal that focused attention on the news conglomer-
company insiders is equally important. ate’s ethics and its board’s stewardship in 2011.

To attract attention to their criticisms, shareholders often The California Public Employees Retirement System

give information to the media. Sometimes a single share- (Calpers), the largest U.S. public pension fund, withheld
holder can set off alarm bells and prompt reporters to its votes for the reelection of Rupert Murdoch and sons
examine what a company is doing. James and Lachlan to the News Corp. board of direc-

tors, motivating other institutional investors to take action.
In early March 2012, Murdoch’s son James resigned as

That's what happened when a shareholder challenged
the loan activities of PT Bumi Resources, the Indonesian
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All about shareholders

executive chairman of News International amid mounting
shareholder pressures.

As many columnists pointed out during the weeks leading
up to the company’s annual meeting in October 2011,
shareholders — even those with significant stakes — had
little chance of achieving their goals. News Corp. has two
classes of shares, with the Murdoch family’s B shares
holding 40 percent of the voting power. Some 60 percent
of the shares have no voting power.

“These situations can leave the lower-class shareholders
with a majority of the risk and no ability to push out man-
agers who are either incompetent or evil,” op-ed colum-
nist Dan Gillmor wrote in The Guardian (U.K.).

Shareholders in emerging markets face similar prob-
lems, and protecting their interests has become a major
concern.

Minority shareholders in Russia’s Yukos Oil Company
were left out in the cold when the government effectively
dissolved the company in 2004. The owner and founder,
Mikhail Khodorkovsky was sentenced to prison in Siberia.
There is ongoing debate about whether the trials and
sentencing were politically motivated.

Yukos investors, mostly foreign, have tried a variety of
legal maneuvers in an attempt to recover up to $100 bil-
lion they invested in the company. Despite some minor
victories in international courts, however, shareholders
have won little relief so far.

Look for minority shareholder stories
Sometimes improper treatment of minority investors
prompts regulatory action. That's what happened in a
case involving Mexico’s TV Azteca. Shareholders revolted
when the company’s chairman and CEO, Ricardo Salinas
Pliego, came up with a scheme to finance a new telecom
venture by having the publicly traded TV Azteca invest in
his new enterprise, without notifying shareholders.

Minority shareholders filed a lawsuit. Several years later,
the U.S. Securities and Exchange Commission (SEC) and
Mexican authorities launched an investigation into the
deal and the profits reaped by both Pliego and a col-
league at the expense of the minority shareholders.

The SEC eventually charged Pliego with fraud. He settled
the charges and paid a fine without admitting wrongdo-

ing, but later he decided to delist his companies. Mexican #e==¥=== Responsible Investing in South Africa:

regulators amended laws to force companies to provide
more disclosure to minority investors.
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In India, the government has been taking steps to pre-
vent corporations from stepping on small shareholders.
Under the proposed new Companies Bill, expected to
be enacted in 2012, companies must offer an exit plan to
shareholders who disagree with major company deci-
sions, such as diversification or a major acquisition. The
proposal, not yet translated into law, would do more than
simply have dissenting shareholders sell their shares.
Instead, a company would have to offer options to share-
holders, possibly including buying back their shares.

Institutional investors often provide tip-offs to journalists
about perceived problems at the companies where they
have large stakes. Calpers is particularly active. The pen-
sion fund questioned the competence of BP plc’s board
in 2010 because of its handling of the Gulf of Mexico ail
spill. Calpers, which held 60.6 million shares of BP, report-
edly felt that the board had fallen down in overseeing the
company’s U.S. operations even before the spill.

In April 2011, Calpers was among BP shareholders voting
against the company’s reports and accounts at its annual
meeting, and also voted against reelecting the director
who had been the chairman of the BP board’s safety com-
mittee.

The company’s mishandling of the situation led in early
March 2012 to a $7.8 billion settlement with more than
100,000 victims of the oil spill.

In emerging markets, where institutional shareholding is
typically small, shareholders should be able to rely on
journalists to dig into such stories and report on dissent
within the company or among shareholders. Shareholder
associations, becoming more common and more active in
Asia and Africa, are a good source.

For example, Minority Shareholders’ Watchdog Group
(MSWG) in Malaysia has a website (http://www.mswg.org.
my/web/) and now publishes a weekly electronic newslet-
ter highlighting corporate governance issues and ongoing
company transactions. The Securities Investors Associa-
tion in Singapore (SIAS) (http://www.sias.org.sg/) performs
a similar function and has had several successes in repre-
senting shareholder concerns to companies.

Shareholders of the privatized Karachi Electric Supply
Company in Pakistan objected to the company’s claims

Another good resource is the Code for

http://bit.ly/HDK2ol
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How We Got the Story

Sometimes a tip can lead to a story about minority share-
holders and their struggles. A good source network and
knowledge of corporate governance principles are essential
to landing the story.

That’'s what happened when officials at The Children’s Invest-
ment Fund (TCI) alerted journalists about its plan to sue
individual directors on the board of the recently privatized
Coal India Limited. TCI is a minority investor in the company,
which is 90 percent owned by the government.

In this edited account, journalist N Sundaresha Subrama-
nian recounts how his newspaper, the Indian daily Business
Standard, got the story:

As soon as TCl tipped us, | sensed the potential of the story
— a classic David-Goliath tussle where an investor holding a
meager 1 percent of the company takes on the big boy that
controls 90 percent. | phoned Oscar Veldhuijzen, a partner
in TCI.

Veldhuijzen said he had been writing to the management
of Coal India ever since the fund invested in the company
in the 2010 initial public offering. TCI decided to take action
after the government issued a ministerial directive reversing
a hike in coal prices, a move that would seriously affect the
company’s profitability.

Veldhuijzen obtained a copy of the coal price directive by
using the Right to Information (RTI) Act, an Indian law that
allows citizens to access information from the government.

He provided us with a copy of the document, which showed
that a senior government official had sent the directive to Coal
India’s chairman.

Because the document came from an interested party, | veri-
fied its authenticity by checking the official websites to ensure
that the officials named actually occupied the posts.

We also needed the other side of the story, because the
board of Coal India was being accused of failing to protect
the interests of minority investors and failing in their fiduciary
duties. My colleague in Delhi, who is in touch with ministry
and company officials, contacted the company. Coal India
refused to acknowledge the receipt of the letter from TClI.
We were confident about the contents of the letter and had a
first-person confirmation from the fund’s officials, so we went
ahead with the story.

All of this was accomplished in a couple of hours. We broke
the story on our website that night, and it was published in the
next day’s edition.

Read the story: http:/bit.ly/I9kRay

in its 2011 annual report that it had reduced post-tax
losses from 2010 to 2011. The shareholders’ association
charges the lower losses were achieved by “excessive
load shedding” — a term used to describe cuts in elec-
tricity when demand is high — and “exaggerated billing.”
Shareholders also criticized the company for decreasing
generation of electricity and taking a larger government
subsidy than when it was government-owned.

Read the story at: http:/bit.ly/Hxaexa

Shareholder issues: Check companies’
succession planning

Shareholder activists have wildly divergent opinions on
certain subjects. The question of how much a CEO must
disclose about his personal health set off a debate that
spanned several years as Steve Jobs, CEO of Apple Inc.,
took successive medical leaves from the company, but
revealed few details publicly.

It was The Wall Street Journal that revealed that Jobs
had a liver transplant in 2009, months after the surgery
occurred.

The SEC encourages companies to disclose succession
plans, and journalists should ask about them when a top
executive takes a sudden leave of absence. Aside from
health, other reasons for abrupt CEO departures may be a
rupture with the board or an offer from a rival company.

Succession plans for the future leadership of a company
are particularly important for family-owned companies
(see Chapter 4). The age of the founder should prompt
sharp questions on future succession.

In 2011, perhaps prompted by the Jobs situation, a
number of shareholder proposals requested that boards
publicize their succession plans. Activists argued that if a
chief executive’s iliness could affect the future prospects
of the company, the board has a duty to disclose it.

Warren Buffett, CEO of Berkshire Hathaway, said informa-
tion about top management’s health problems should be
divulged.

“If | have any serious illness, or something coming up of
an important nature such as an operation or anything like
that, | think the thing to do is just tell Berkshire sharehold-
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ers about it. | work for them,” Buffett said in comments
to Stanford University’s Closer Look for an article on the
topic.

Attend annual meetings to find stories
Some journalists believe it's a waste of time to attend
annual meetings, because many meaningful issues are
decided in advance of the events, and because in some
cases, dominant shareholders determine the outcome in
advance. But Melissa Preddy, a veteran business journal-
ist, thinks the meetings are too valuable to pass up.

“The meetings are a good place to mingle with corpo-
rate executives and to beef up your contacts list with the
names of active shareholders, directors, analysts, blog-
gers, community leaders with corporate ties and other
stakeholders,” Preddy wrote in a blog for the website of
the Donald W. Reynolds National Center for Business
Journalism.

Read her article at: http://bit.ly/HPaTwk

In preparation for the annual meeting, journalists should
carefully study a company’s proxy statement, the notice to
investors, or ballot, usually issued about six weeks in ad-
vance of the meeting. (For a definition of “proxy,” please
see the Glossary:.)

The proxy statement, in countries where stock exchanges
or securities regulators require them, should include
details about several matters. However, in many newly
created stock exchanges, disclosure requirements are

minimal and enforcement is weak. Still, it is worth check-
ing proxy statements for:

m Details about compensation for executives and
directors, including special benefits and loans

m |ssues that will be presented for a vote at the an-
nual meeting, including director elections

® Background and experience for director candi-
dates should be provided, so that shareholders can
make an informed decision

®  Share option grants

® [nformation about existing directors’ experience
and other board affiliations

The information for any proposal to be presented at the
annual meeting should be clear and complete. If not,
journalists should ask why.

The proxy statement may also contain information about
“related party transactions,” where companies disclose
deals made with their own executives and directors (see
Chapter 5 for more on related party transactions).
F==%== story ideas in a proxy, see Melissa
Preddy’s “Mine Proxy Statements for

Executive Pay and Other Stories”:
http://bit.ly/J7XjAt

For more information on how to find

REPORTER'S NOTEBOOK

Alexey Navalny, an activist lawyer and blogger
in Russia, bought a few shares in several of the
country’s largest companies and then began
investigating their practices. He discovered
that OAO Transneft, Russia’s monopoly pipeline
operator, had made $112 million in charitable
contributions in 2009, almost eight times the
amount of dividends paid to investors.

The charity contributions had been going on for
several years, and reached $300 million in 2007
alone. Meanwhile, Transneft cut dividends to
private shareholders by 75 percent from 2003 to
2009, even as its profits were rising.
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The company refused Navalny’s repeated
requests for documents to show where the
charitable contributions were funneled, leading
him to observe, “No one [has] seen any traces
of this charity.

“| spoke to many managers and employees of
the biggest charity organizations, and they said
they’d never seen this money.”
http://bloom.bg/HAykpC

Read a profile of Navalny by The New Yorker's
Julia loffe: http:/nyrkr/HGk4Bz


http://bit.ly/HPaTwk
http://bit.ly/J7XjAt
http://bloom.bg/HAykpC
http://nyr.kr/HGk4Bz

Business reporters and shareholders in
companies from countries with high levels of

corruption should pay close attention to the
way large, Russian state-controlled companies
are run and take a bolder stance against these

pernicious practices.”

— Alexey Navalny and Maxim Trudolyubov
Nieman Reports, Spring 2011

How to get the most out of the

annual meeting

Journalists should not assume that they automatically

will be admitted to annual meetings, though they usually
are. Outsiders, including the press, have no legal right to
attend, unless they own shares. Some reporters — if their
organizations allow it — as well as shareholder activists
have gotten around this challenge by buying just one or
two shares in a company, simply to be admitted to the
annual meeting.

Others simply work around the meeting, interviewing
shareholders and others near the site or by telephone
afterward.

“Sunshine is the best disinfectant, and companies that
have nothing to hide welcome the press,” Nell Minow,
then editor of the watchdog Corporate Library, told The
New York Times in 2005 after a company barred a Times
reporter from its annual meeting.

Yahoo! Inc. drew the critics’ wrath in 2001 when it refused
to allow reporters to attend its annual meeting. Share-
holders could listen to the meeting over the Internet. How-
ever, journalists complained that the ban inhibited their
access to shareholders and prevented them from having
a full sense of the meeting’s tenor.

In recent years, more companies have held Internet-only
annual meetings. Critics say this is just another way for
companies to muffle dissent and insulate themselves from
shareholders. Corporate officers, though, say the online
meetings can attract more shareholder interest and give
more people a chance to attend.

Another reason for attending annual meetings is to keep
track of “gadfly” shareholders — activists who advocate
for change within a company, often by showing up at
annual meetings and pressuring management and the
board on their favorite issues or causes.

Some journalists shy away from gadflies, seeing them as
more likely to be pests than sources, but gadflies often
shine a light on questionable practices and board failings.

Often, the first inkling of a major issue within a company
comes from a gadfly shareholder proposal, so most busi-
ness reporters cultivate sources among gadflies, while
remaining wary.

Pay attention to shareholder rights issues
In the wake of widespread corporate scandals, the U.S.
subprime mortgage meltdown and the global financial
crisis, shareholders have embraced several initiatives
designed to give them a stronger voice in companies
and better protection for their investments. Shareholder
propositions may provoke opposition and may generate
story ideas.

In the United States, under SEC regulations, any share-
holder who owns more than $2,000 in shares or 1 percent
of a company is permitted to make a shareholder propos-
al. (The threshold may vary in other countries.)

Regulation and enforcement

In some markets, shareholders are pushing for tougher
regulations on companies, particularly on disclosure and
accountability, and more rigorous enforcement. Any such
activism deserves the attention of journalists, who can
also use the occasion to compare the rigor of their stock
exchange’s requirements with those in other countries.

Corporate social responsibility

Shareholders and stakeholders — such as customers,
neighbors of company facilities and vendors — and gov-
ernments often demand that companies act responsibly in
protecting the environment, using natural resources spar-
ingly and treating employees fairly.
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I STORY TOOLBOX

I How easy is it for shareholders to participate in com-
pany meetings? Write a story on this in advance of a
I company meeting.

m  Are there obstacles to voting?

® Are there legal barriers, such as a requirement
to notarize a proxy statement, or difficulty
mailing in proxies?

®  Are there artificial barriers, such as holding
meetings in obscure, distant places at incon-
venient times?

m |s sufficient time allowed on the agenda for
meaningful interchange and questioning?

® How are notices of meetings delivered? In a
legal advertisement published in an official
bulletin that no one reads, sent by mail, by
e-mail, or published on a popular publication?

= |f the company holds annual meetings online,
is there a way for shareholders to ask ques-
tions directly?

® |s the company’s investor relations depart-
ment responsive to questions about the
company?
— Source: Adapted from Backgrounder on Corporate
Governance, Initiative for Policy Dialogue

Investors point to the business case for corporate social
responsibility, saying that companies can earn good
returns and outlast competitors. Pension funds, such as
Norway’s, are using guidelines and codes to evaluate
whether companies in their portfolio or under consider-
ation are good corporate citizens. More than 550 invest-
ment funds managing $18 trillion have signed U.N. Prin-
ciples for Responsible Investment, a set of international
guidelines, using their capital as clout.

Clashes between companies and community activists
and investors are ideas for good news stories. For several
years, Coca-Cola Co. in India has been under pressure to
resolve water-scarcity problems farmers say are caused
by Coke’s bottling plants. For a story on the controversy,
which also involves Intel Corp. in China, see:
http://bloom.bg/HRwWPGC
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From 2011 onward, the Bear Creek Mining Corporation
has faced as many as 25,000 protestors in Peru. Strikes
erupted, and major highways were blocked with boulders
to protest a new silver mine farmers feared would interfere
with their livelihood. Women in the Niger Delta of Nigeria
seized oil rigs to demand economic benefits from Chevron
Nigeria Limited.

Governments may also apply pressure on companies that
do business in their countries, especially when the busi-
ness involves tapping into a country’s natural resources.
In Tanzania, for example, President Jakaya Kikwete urged
extractive industries to buy goods and services locally.

“This will ensure a good relationship between the compa-
nies and the communities where they operate, otherwise
hostilities between the two cannot be avoided,” he said.

The way that boards address social responsibility sheds
light on their corporate governance policies and practices
and their investment outlook. Allowing chemicals to pol-
lute surrounding communities may be a sign of deeper
problems, from out-of-date manufacturing technologies to
erosion in profits.

Questions for journalists to ask when covering issues
involving corporate social responsibility include:

®m |s the company listening to complaints and
addressing them?

® Does anyone on the board or in senior manage-
ment have conflicts of interest that allow them
to benefit from the company using vendors who
violate employment and environmental protection
laws?

m Do stakeholders have valid criticisms?

® What will it take to fix the problems and what is the
cost of the solutions?

m |s there any cover-up?

Watch to see whether crises arising from CSR conflicts
lead to changes in leadership, harm the company’s repu-
tation and profits, create political problems for the govern-
ment or press regulators to impose workplace, environ-
mental and other regulations.

Institutional investors and nongovernmental organizations,
such as environmental groups that have done indepen-
dent evaluations of companies, are typically good sources
for corporate social responsibility stories.

To better understand whether companies observe best
practices, compare their track record with guidelines from


http://bloom.bg/HRwPGC

CLSA Asia Pacific Markets, which does an annual review
of companies in Asia; the United Nations Global Com-
pact; the Equator Principles of the International Finance
Corporation; and the U.N. Principles for Responsible In-
vestment developed by the world’s largest pension funds.

These best practices include:

Tag-along rights

Protects minority shareholders if a majority shareholder
sells a stake. Under this rule, if adopted by a company,
minority shareholders have the right to join the transaction
and sell their shares.

Separate chairman/CEO
See Chapter 2 for discussion of this issue.

Say on pay

Gives shareholders a nonbinding vote on executive com-
pensation. In many countries, shareholders have been
given this right as an advisory vote. Negative advisory
votes are worth following, especially if they occur in suc-
cessive years.

For a story on Australia’s “two-strikes” compensation
policy, see: http://bit.ly/HPb2Qv

Be alert for possibly shady deals

Regardless of whether shareholders take action, journal-
ists should be alert to company actions that may not be in
investors’ best interests.

For example, in 2007, China National Offshore Oil Cor-
poration Ltd. (CNOOC), which is listed in Hong Kong,
sought to deposit funds for three years with another,
state-owned company. Such a maneuver could have
exposed shareholders to the risk of losses in an entity
they didn’t own, so more than 52 percent of independent
shareholders voted against the scheme at an extraordi-
nary meeting called to consider the move.

Alert journalists might have noticed that CNOOC had
engineered a similar deal in 2004. Shareholders had
approved that transaction, but they had received short
notice for the shareholders’ meeting, held during a holi-
day. A Bloomberg story at the time noted that “Chinese
state-owned enterprises have been criticized for tapping
profits from their publicly traded units...without sharehold-
ers’ knowledge.”

Hong Kong regulators later publicly censured CNOOC for
violating disclosure rules on that 2004 transaction.

Beware of ethical pitfalls

Journalists who buy shares to gain insight into a company
or to write a story should keep ethical considerations in
mind. As long as the purchase is above board and trans-
parent, and the amount purchased is minimal — one or
two shares — it poses no problems.

But any subterfuge can be problematic. Wall Street
Journal reporter Dennis Berman pretended to be his late
grandmother in an attempt to buy shares in social net-
working website Facebook through SharesPost, a market
for trading in nonpublic technology companies. Berman'’s
goal was to test whether the system would detect his at-
tempt to dodge the rules.

Berman defended his actions, saying that “applying a sim-
ple test to an entire way of doing business helped shed
light on an important topic for investors and markets...”

However, he was severely criticized by rival reporters, in-
cluding Reuters blogger Felix Salmon, for misrepresenting
himself. Salmon called it “a cheap stunt,” and questioned
Berman’s ethics. (See Chapter 7 for more on ethics for
business reporters.)

2 WHAT DO YOU KNOW?

Quick Quiz

1. Tag-along rights means:
A. Public citizens may attend a company’s
annual meetings
B. Minority shareholders can join in if a
majority shareholder sells a stake
C. A method of voting on director
nominations

. Succession planning is the
responsibility of:
A. Shareholders
B. Current managers
C. The board of directors

. “Say on Pay” means:
. Board chairman decides CEO
compensation
. Compensation committee makes a
decision
. Shareholders have an advisory voice
in compensation issues
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Inside family-owned and state-owned

enterprises

State-owned enterprises (SOEs) and family-owned enter-
prises (FOEs), which dominate in most emerging markets’
economies, can be difficult for journalists to penetrate.

Their structures may mimic those of publicly traded
companies, with boards of directors, similar management
structures, published financial reports and shareholders.
Many SOEs and FOEs are listed on stock exchanges.

But these companies may operate with few checks and
balances and limited disclosure, making it tough for jour-
nalists to unravel complex internal operations.

Increasingly, international watchdog and financial organi-
zations are pressuring SOEs to operate more like public
companies, especially when it comes to disclosure.

In the Middle East, for example, there is increasing inter-
est in expanded transparency for FOEs and SOEs. Fi-
nancial experts observe that SOEs and FOEs are critical
to the economy, yet in some cases, they operate without
adequate internal controls and proper oversight.

“Private companies and family-owned enterprises (FOEs)
constitute the backbone of the corporate sector and ac-
count for a large fraction of employment. It is this sector
that needs to grow if the region is to tackle the unemploy-
ment crisis and create jobs,” says Dr. Nasser Saidi, chief

The organization of family firms can take
various shapes:

®  Wholly owned and managed by founders or
their families

m  Public or private companies in which the
founder’s family has a controlling stake and a
leading role in executive management as well

m  Companies in which families still have a
significant influence

economist and executive of the Hawkamah Institute for
Corporate Governance in Dubai.

Understanding the family business
Worldwide, family companies create an estimated 70 per-
cent to 90 percent of global GDP annually, according to
the Family Firm Institute Inc.’s 2010 global data survey.

Stories about such businesses are often dramatic,
featuring outsize personalities that are part of powerful,
wealthy — and highly secretive — families. However, for
journalists, family companies may pose difficulties be-
cause of their lack of transparency.

The terms “family-owned” and “family-controlled” are often
used interchangeably. But in general, family members are
the major shareholders in a family-owned business, while

in a family-managed company, the family may be a minor-
ity shareholder, but controls the company through kinship

ties, management roles and ownership of special classes

of shares that wield voting power.

These companies have several benefits, including:

® | ong-term view in decision-making
m Flexibility
®m Desire to build a business for future generations

® Commitment of family management to company

On the other hand, family firms have common challenges.
Issues often include a board of directors that is not suf-
ficiently independent; strategic decisions made by family
members and rubber-stamped by the board; blurred lines
between responsibilities of directors and management;
and increased tensions among factions as the controlling
family grows and matures.

The key issues, however, are:

= Non-professional management. Family members
often serve in management positions without
proper qualifications.
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® Succession issues. According to economist
Dr. Joseph Fan’s research of the Asian market:
“In the five years after the company founder turns
over the reins to the next generation, companies
in the sample declined in value by an average of
nearly 60 percent.” Given the importance of family
businesses for emerging markets, this issue poses
major challenges for economic development.

Many family businesses appoint a family council to co-
ordinate their interests and serve as the primary link be-
tween the family, the board and senior management. The
council also suggests candidates for board membership
and drafts policies on such items as family employment,
compensation and shareholding.

Cultivating sources within the family council is key for
journalists who want to stay on top of developments.

For more on family businesses and how
=== they function, see “IFC Family Business
Governance Handbook’: http://bit.ly/JNjkqO

Be aware of family influence on the board
As always, journalists also need sources within the board,
both those connected to the family and independent
directors.

Board independence was an issue in the aftermath of the
scandal at India’s Satyam Computer Systems Ltd.

The Satyam fraud was revealed after the company initially

Questions to ask about family businesses:

® Does the family have its own governing body
to interact with the board and management?

® Does the board have non-family directors?
Are they truly independent, or somehow still
connected with the family?

®  How many generations of family have ruled
the company? Are there generational ten-
sions?

® Does the company have a way to monitor
and address family conflicts of interest?

® Do unequal voting rights give family
members a disproportionate role in share-
holder decisions?
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agreed to pay $1.6 billion to acquire two companies run
by the sons of Ramalinga Raju, Satyam’s chairman and
founder. Raju’s family ran Satyam — his brother was CEO
— with just an 8 percent shareholder stake.

But when the company attempted to acquire the two
family-owned companies for a huge price, sharehold-
ers revolted and the shares took a pounding. The board
reversed its decision on the acquisition.

Raju was forced to admit, in a public letter, that he had
falsified the books over the years, and that $1.04 billion in
cash and bank loans that the company listed as assets

in the most recent quarter did not exist. Eventually, the
company restated results for six years, from 2002 to 2008,
to delineate the fraud.

How was Raju able to get away with the fraud for so many
years, under the eyes of his board, regulators and audi-
tors?

Should journalists have realized before the scandal broke
that all was not right with the company? A BusinessWeek
story counted the undetected red flags at Satyam:

® The board had six non-management directors,
but four were academics and one was a former
government cabinet secretary. Only one member
had previously served as top executive of a tech-
nology company.

® The company had no financial expert on its audit
committee.

®  Although Satyam separated the positions of CEO
and board chairman, both positions were occupied
by brothers who also had a major interest in the
company and were members of management.

® The board had no independent board leadership.

Examine structures of family companies

A “pyramidal” structure is common in family-dominated
companies. Legally independent companies are con-
trolled by the same family through a chain of ownership
relations. The controlling shareholder — usually one who
owns at least 20 percent of a company’s voting rights —
exercises control of one company through ownership of at
least one other listed company.

Such companies can operate legally and ethically, but
that kind of structure led U.S. investors to be wary when
Chinese Internet company Renren Inc. floated an IPO on
the New York Stock Exchange in 2011.


http://bit.ly/IAyiE4

As the investor website Motley Fool pointed out, the com-
pany offering shares in Renren was a Cayman Islands-
based holding company. The operating company for Ren-
ren in China was actually Beijing Qianxiang Tiancheng
Technology Development, which would continue to be

99 percent owned by the Renren CEO’s wife, a Chinese
citizen.

A dual-class share structure, in which some shares have
voting rights and others do not, also limited the influence
of outside shareholders — a typical situation in family-
dominated companies.

Despite those and other warning signs, Renren (RENN)
raised $740 million at $14 per share.

The success of the IPO indicated that even red flags do
not deter investors who think they have spotted a high-
flying company. Soon, however, investor concern over ac-
counting practices at Chinese firms took a toll on Renren,
among other Chinese companies, and its share price
dipped to $4.05 in early 2012.

Feuding families make good copy
Sometimes internal family feuds produce tabloid-style
media coverage. In Mexico, for example, the Azcarraga
family has controlled the largest television broadcaster,
Grupo Televisa S.A., for three generations.

It wasn't until the widow of the company’s former chair-
man was arrested and forced to relinquish her claim on a
major stake in the company that observers began to look
closely at how the company operated and at its board
composition. It often takes a major event, such as the at-
tempted power grab at Grupo Televisa, for family tensions
to surface.

The Japan-based international beer company, Kirin
Holdings Co., became embroiled in a family feud when it
tried to acquire a controlling stake in a family-controlled
Brazilian beer manufacturer, Schincariol Participacoes e
Representacoes SA.

About 50 percent of the shares in the Brazilian com-
pany that Kirin sought to acquire are held by a company
owned by the Shincariol CEO and his brother, who are
descendants of the founder. However, the other 49 per-
cent of Shincariol shares are owned by a company run
by cousins in the same family.

The CEO and his brother were anxious to sell, but the
cousins objected and went to court seeking an injunction.
A story in The Asahi Shimbun, a Japanese national daily

o

newspaper, detailed the family feud, which dated back to
the 1950s, when the company’s Italian immigrant founder
divided ownership of the company between his two sons.
Beer industry insiders said the family split was common
knowledge, but Kirin apparently was not expecting the
resistance it encountered.

As with all family business stories, writing authoritatively
and accurately about the inner workings of such a com-
pany requires good sources within the company, whether
insiders or outsiders, and within the family.

To see how reporters handled this story,
see “Family Feud Upsetting Kirin’s Expan-
sion Plans in Brazil”: http://bit.ly/lhYdK1

Mine lawsuits to uncover family secrets
Diligently reading and reporting on lawsuits helps jour-
nalists draw back the veil on family firms, because their
disputes may end up in court where many of the proceed-
ings and documents are public.

That was the case with a tabloid-worthy family feud that
erupted in 2008 at Hong Kong's biggest property devel-
oper, Sun Hung Kai Properties Ltd. (SHKP), owned by one
of the richest families in Hong Kong.

The drama was triggered when the company’s chairman
and CEO reportedly wanted to bring his lover onto the
SHKP board. That prompted the CEO’s two younger broth-
ers to stage a boardroom coup, ousting him and replacing
him with their 79-year-old mother. The raft of subsequent
lawsuits included a defamation suit that the ousted CEO
filed against his brothers, who had accused him in letters
of suffering from manic depression and of being a “liar.”

The consequences of these family struggles can be seri-
ous for shareholders.

“What happens when family loyalty turns to family feud? In
the case of SHKP, the company’s market value dropped
$4.6 billion over a seven-day period,” reporters wrote in
Asia Times Online in a story at the time.

Read the story at: http://bit.ly/ILNhdw

(The younger brothers became co-chairmen of SHKP in
2011, replacing their mother. Their older brother remained
a nonexecutive director.)
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“In Asia, where more than 70 percent of businesses are family-owned, many of

the dominant firms are in transition now, as the founders are quite elderly. If family
disputes lead to decisions that damage the businesses, this could cause broader
damage to these economies...”

— Dr. Joseph Fan is a finance professor and co-director of

the Institute of Economics and Finance at The Chinese University of Hong Kong.

Watch for succession stories

Succession at family-dominated firms is a particularly
tricky question. According to one global survey in 2011,
27 percent of such businesses expect to change hands
in the next five years. But 47 percent had no succession
plans in place.

The sudden iliness or incapacitation of a family company

CEOQO can be a major problem if there is no succession
plan in place. One of the overriding issues is whether
there is a suitable candidate from within the family, or

whether an outsider will be considered.

Journalists should be alert to potential problems
in SOEs, including:

m Does the board have any directors not
appointed by the government, who have a
degree of independence, or are all directors
in some way connected with or formerly
connected with the government?

® Does the board rubber-stamp government
policies?

B Are company executives specialists in
the industry sector, or are they political
appointees?

® How is the government/company relationship
structured?

® |s there political interference in management
decisions — for example, if cutting jobs
would be counter to the political goal of full
employment, will government intervene?

m Does the government encourage domestic
and foreign competition in the same sector
as its SOEs or effectively stifle it?
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The 2011 study, “Kin in the Game,” by Pricewater-
houseCoopers, found that 38 percent of family businesses
surveyed had not nominated a caretaker management to
step in if the CEO died suddenly before any of his chil-
dren or other relatives were old enough to assume control.

A company also should welcome outsiders in manage-
ment, according to many experts.

“Generally, the more professionals in management there
are compared with family managers, the better run the
company should be,” Manesh Patel of Ernst & Young in
Mumbai told the Financial Times.

State-owned enterprises

Journalists worldwide find themselves covering state-
owned or state-controlled enterprises, with private busi-
nesses in the minority. This poses special challenges, not
only because of the politics involved, but because such
enterprises are usually secretive and unwilling to open
their books or practices to the public. Yet they are often
the backbone of a country’s economy.

Underperforming SOEs undermine competition and thwart
growth, says Dr. Saidi of Hawkamah Institute.

The solution: “We need to level the playing field with the
private sector, reinforce the SOE’s ownership function,
try to delineate and avoid the mixing of political or social
policy and business decisions, improve transparency,
empower SOE boards and improve their accountability,”
he says.

Finding sources at state-owned
enterprises

A journalist’s best sources for SOEs are usually not pub-
licly filed documents, but insiders, middle-management
employees, foreign investors, competitors, whistleblowers



in government, opposition party leaders, vendors or even
customers.

A hedge-fund manager tipped journalists to shady prac-
tices at Russia’s state-owned oil company, Gazprom, in
2000. Bill Browder, manager of The Hermitage Fund, dis-
covered by reading Russian securities registration data
that Gazprom’s managers were shifting corporate assets
to entities controlled by friends and relatives.

Stories in the Financial Times, BusinessWeek and The
New York Times eventually led to reforms within Gazprom,
including the replacement of the CEO. Browder frankly
admitted that he had a financial incentive for tipping off
reporters. His investment in the company grew from $50
million to $1.5 billion as the irregularities were revealed.

The hedge-fund manager had the time, expertise and re-
sources to unravel Gazprom’s complex internal structure
and figure out what was going on. He then passed that
information along to select reporters, betting correctly
that media attention would put pressure on the company

to clean up its practices.
=== examined at a conference sponsored

by the Weiss Center for International
Financial Research at the University of
Pennsylvania Wharton School. Read about it at:
http://bit.ly/IhnYdK1

The unfolding of the Gazprom story was

Watch government pull strings
Politics play a major role in the operations of SOEs.

To increase profits and cut costs, for example, a com-
pany’s best strategy might be to eliminate jobs and raise
prices. However, its owner, the state, might oppose these
and any other actions that would raise unemployment or
fuel inflation. Regulators may look the other way instead
of cracking down on workplace-safety violations.

Even when the government is not the majority share-
holder in a company, or no longer holds a direct owner-
ship stake, it can meddle in corporate affairs and affect
operations.

Brazil’'s Vale S.A., the world’s biggest miner of iron ore,
was privatized in 1997. But the government, which
wielded power through public sector pension fund invest-
ments in the company, continued to dominate. In 2011,
government pressure forced out the company’s CEOQO,

Roger Agnelli, because of displeasure with his strategy of
stepping up exports to other countries.

Politicians had criticized Agnelli for several years, charg-
ing him with failing to create and keep jobs and cutting
investments after the 2008 financial crisis. He ignored their
pleas to build steel plants in Brazil and to cut back on iron
ore exports to foreign steel producers, such as China.
Agnelli eventually paid the price for taking the company in
a direction that did not have government support.

Similarly, Russian officials succeeding in getting rid of
CEO Bob Dudley of TNK-BP Ltd., a joint venture. London-
based BP plc’s 50-percent stake proved no match for the
power of the Russian tycoons who engineered legal and
regulatory pressure on the company in 2008.

Many Western managers, including Dudley, left TNK-BP
complaining that the Russian shareholders — aided by
the government — were behind legal and regulatory pres-
sures on the venture. Ultimately, in a compromise reached
in 2009, the board was whittled down from 13 members to
six, with BP losing significant control, and a new CEO was
appointed.

TNK-BP touted the addition of independent directors

to the newly reconstituted board, including former Ger-
man Chancellor Gerhard Schroeder. But in early 2012,
Schroeder and another independent director reportedly
resigned when TNK-BP took steps to sue BP for attempt-
ing to make a side deal with Rosneft, another major Rus-
sian state energy company.

The Vale and TNK-BP experiences illustrate why journal-
ists should pay close attention to how the state can influ-
ence companies’ operations, even interfering with man-

agement and ousting CEOs who do not follow directions.

Politics often play a role in companies that are ostensibly
free of government control. That's often the case with
giant telecommunications companies, which usually are
heavily regulated and subject to political persuasion.

In South Africa, union critics alleged that politics played a
role in the telecom firm Telkom’s decision to sell a portion
of its interest in Vodacom, the largest operator in Africa,
to British operator Vodafone, and that the tender process
was corrupt.

The Communications Workers Union (CWU) and the South
African Communications Union charged that various
Telkom moves — which included outsourcing some of

its operations — were linked to political upheaval, with
company executives seeking to “secure their futures” be-
fore new political leadership could impose any changes,
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according to reporter Lesley Stones’ article in Johannes-
burg’s Business Day.

Labor organizations can be fruitful sources for journalists
when political interference threatens jobs, though their
accusations must be weighed carefully for accuracy and
fairness.

On the bright side

That doesn’t mean that all state-controlled companies

are mismanaged or manipulated. On the contrary, many
are major revenue and job producers. As The Economist
noted in a special report on emerging-market multina-
tionals, the world'’s ten biggest oil-and-gas corporations,
measured by reserves, are all state-owned, and state-
backed companies account for 80 percent of the value of
China’s stock market and 62 percent of Russia’s.

Read the essay at: http:/econ.st/HGWktw

Business Times of India acknowledged the problems
with SOEs, but chose to focus on some that performed
extremely well, such as Indian QOil, Steel Authority of India
Ltd. and State Bank of India, among others.

The Business Times focused on Kolkata-based Hindustan
Copper, which once had illustrated many of the prob-
lems that typically plague SOEs: too many employees,
poor economies of scale, inability to adjust to a declining
market. But a voluntary retirement policy helped cut the
workforce from 26,000 to 6,000, and the company stream-
lined its production methods and paid down its debt,
becoming one of the Business Times’ success stories.

Read the story at: http:/bit.ly/IISYLF

STORY TOOLBOX I

Examine the background, expertise and connections — I

business and personal — of directors and managers of
several SOEs in your country.

In many cases, such information is not made public by
the company or included in its disclosures. That means
extra digging by journalists to find biographical informa-
tion on key officials, to determine whether they have the
expertise the business needs and how connected they
are to the government or other key players.
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Transparency a major issue at SOEs
Typically, SOEs lag behind listed companies in disclosing
information about operations, finances and management
structure.

The basic standards for disclosure should be the same

as those for listed companies. Often, though, even when
SOEs are listed on the country or regional exchange, such
requirements are not enforced. Does the company file
annual and periodic financial statements? Are these au-
dited? By whom? Are shareholders adequately informed
and involved in annual meetings?

o

For an in-depth discussion of transpar-
ency and disclosure standards for SOEs,
see “Guidelines on Corporate Gover-
nance of State-Owned Enterprises,” from Orga-
nization for Economic Coorperation and Devel-
opment (OECD), page 16: http://bit.ly/IhYVXR

The Russian government-controlled oil company Transneft
illustrated the difficulties shareholders can face when a
state-controlled company refuses to disclose its opera-
tions. It took a shareholder activist, Alexey Navalny, to
discover that even though the company cut dividends to
shareholders by 75 percent from 2003 to 2009, it suppos-
edly gave $112 million in charitable donations in 2009.
(See Reporter's Notebook, Chapter 3, for more on how
Navalny pursued the company on behalf of shareholders.)

Navalny, despite lawsuits he filed, has so far been unable
to force the company to provide a list of recipients for its
donations. Transneft calls the information “confidential,”
even though the charitable contributions came from the
company’s profits.

The consequences of poor governance at SOEs can
have far-reaching implications. Typically, they significantly
underperform, thus depriving the public of benefits. Ulti-
mately, journalists should ask whether the company has a
sustainable business or must rely heavily on government
subsidies.

To check on whether an SOE is complying with minimal
disclosure, journalists should ask these questions:

® |s there a clear mandate with specific objectives
set for the company, including company priorities,
available on the company website?

®m Are special benefits, such as low-cost loans, pro-
vided to the company detailed publicly?
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REPORTER'S NOTEBOOK

The Financial Times’ Kevin Brown examined the
difficulties of succession planning in family com-
panies, particularly those in Asia. His story cites
a number of examples, ranging from Indone-
sia’s Bakrie family, to India’s Tata, to the internal

m Are there special obligations (such as free travel
for government officials on a state airline) that the
company is obliged to provide? Are these dis-
closed? Are these obligations specifically identi-
fied?

® |s the process for nominating and choosing board
members disclosed?

® |s the background of the directors and manage-
ment available to the public? Do they have exper-
tise related to the industry?

Watch how shareholders are treated

Just as in other listed companies, SOEs should treat all
shareholders equally. However, this is often not the case,
and many stories in recent years about SOEs involve
violation of minority shareholders’ rights.

One of the methods SOEs used to deprive minority share-
holders of their assets, particularly in Russia and Eastern
Europe during the early days of privatization, was called
“tunneling.” This involves the transfer of resources from
the company to individuals or entities they own, and can
include anything from selling assets at bargain-basement
prices to loan guarantees at far below market rates.

Tunneling can also be accomplished when controlling
shareholders increase their own shares of a company
by diluting the value of minority shares, or even simply
outvoting minority shareholders.

Some post-Soviet privatizations are still making news:
The Swiss federal prosecutor’s office recently charged
six Czechs and a Belgian with money laundering and
other charges for allegedly syphoning off company cash
to allow themselves to take control of a Czech mining
company in 1999.

A recent academic research paper raised the possibility
that similar kinds of tunneling activities are taking place
today in Chinese companies. In this case, researchers

struggles of Stanley Ho’s Macao gambling empire. This
kind of story is ideal for countries where family compa-
nies dominate.

Read the story: http://on.ft.com/HxfCjX

speculate that private controlling shareholders and own-
ers, not the state, are behind the schemes.

2 WHAT DO YOU KNOW?

Quick Quiz

1. What is tunneling?
A. Separating management roles by
function
B. Directing profits to company activities
rather than dividends
C. Transferring the company’s assets to
deprive shareholders of value

2. A “pyramidal” structure in a family-
dominated company means:
A. The founder is board chairman, other
relatives are in top management

B. The family dominates the board of
directors

C. A group of legally independent
companies are controlled by the
same family

3. A dual-class share structure, common in
family businesses:
A. Gives one class of shares more power,
specifically voting rights
B. Allows some shareholders to sell their
shares at a premium
C. Refers only to dividends
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Toeing the line: regulations and disclosure

Some of the most explosive corporate governance
scandals of the last two decades have revolved around
deliberate fraud.

Being able to spot irregularities in financial and nonfinan-
cial disclosures made in regulatory filings is a must for
investigative business reporters. That often means read-
ing the fine print and doggedly attempting to understand
the financial information and technical language.

Financial enforcement and securities regulation agen-
cies and stock exchanges should discover fraud and
launch an investigation. However, that doesn’t always
happen. Enron Corp. sneaked by the U.S. Securities and
Exchange Commission (SEC) for many quarters before
investigators belatedly launched a probe.

Most of the major corporate scams worldwide in the past
two decades took place under the very noses of regula-
tors, auditors, banks and other financial institutions, to say
nothing of directors and shareholders.

How do they get away with it?

In one of the largest frauds in history — though it certain-
ly has competition from subsequent events — managers
of Korea’'s Daewoo Group used accounting maneuvers

in the late 1990s to commit a $15.3 billion fraud, which
included inflating the company’s equity by $32 billion. The
scheme involved dozens of company officials, including
several who went to prison and paid large fines.

The company’s founder and chairman was accused of a
host of criminal charges, sentenced to 10 years in prison
and directed to forfeit $22 billion, much of which he had

sent out of the country.

As with most of the scandals covered in this Guide, jour-
nalists wrote about the events afterward, not in advance.
The goal of media is to get out in front of a story like this
by reporting on irregularities or suspicious claims before
they erupt in a scandal. Is that possible?

“Anyone carefully studying Daewoo’s books could detect
misconduct of that magnitude,” Lee Dong Gull, a former
Korean presidential economic adviser, told BusinessWeek
in 2001. (For tips on how to recognize certain accounting
gimmicks, see charts on spotting “shenanigans,” Chapter
6.)

Lee added that those held responsible for such frauds
should include “the accounting firms and regulatory of-
ficials who overlooked the fraud.”

Stock exchanges and regulatory agencies are supposed
to discover such manipulations, essentially by rigor-
ously enforcing disclosure and filing requirements. Often,
though, it does not work that way, for several reasons:

® Many exchanges and enforcement agencies in
emerging markets have lax rules, limited resources
or are not skilled in handling complex laws and
regulations

m Enforcement is weak or non-existent

® Managers and financial experts within companies
become expert at hiding their dealings

® Media are not diligent about reading and reporting
on financial and other disclosures, or writing about
companies that fail to file on time or omit critical
information

Securities regulators are being pushed to toughen
enforcement, and the pressure has had some impact.

In 2011, Vietnam’s market regulator, the State Securities
Commission (SSC), published the names of 14 listed com-
panies that violated disclosure requirements, primarily by
late filing of financial statements.

The SSC'’s tougher stance was prompted by the revelation
that Vien Dong Pharmaceutical (DVD), which was listed on
the Ho Chi Minh Stock Exchange, concealed from share-
holders and regulators that it was forced into involuntary
bankruptcy by heavy debt. But critics argue that warnings,
fines and trading suspensions are not strong enough to
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reform the market, and say that only by delisting offend-
ing companies can regulators improve transparency
practices.

Perhaps the most dramatic example of a success story

is Brazil’'s Novo Mercado, a special market for companies
that voluntarily observe good governance guidelines. The
market, created in 2000 by Brazil’s stock exchange, Bove-
spa, is credited with raising the standards of corporate
governance in Brazil and setting an example for exchang-
es in other emerging markets.

Before Novo Mercado was launched, both domestic and
foreign investors were wary of Brazilian companies, and
IPOs were rare. Although Novo Mercado got off to a slow
start, it now has more than 100 listed companies and
hosts frequent IPOs.

An executive of Brazil’'s investor relations association even
credited the governance improvements inspired by Novo

[ 2]

Mercado with helping the country get through the world-
wide financial crisis in 2008-2009.

Read about the impact of Novo Mercado
at: http://bit.ly/IFrv7o

Read more about the origins of Novo Mercado
at: http://bit.ly/HGhfRh

Where to look, what to look for

One of the key areas to examine is related party trans-
actions, which involve a business deal or arrangement
between any two parties who are joined by a special
relationship. This could be a deal between a major share-
holder and the corporation, or between the corporation
and a relative of senior management or a director.

The basic documents required by many regula-
tors and exchanges worldwide are similar to those
required by the U.S. Securities and Exchange
Commission (SEC).

Unaudited periodic (often quarterly) financial
statements (Form 10-Q). Look for:

m  Abrupt shifts in revenue, profits, expenses,
cash flow, assets and liabilities. What accounts
for the change?

®m  Share purchases — Has the company in-
creased or decreased its share buying? Why?

m  Current litigation — Are there any new lawsuits,
or cash reserved for a possible loss? If so, what
is the nature of the anticipated loss?

® Spending plans — Are major purchases ahead?

® M&A update — What is the impact of a recent
merger or acquisition? Is there a sound expla-
nation for the change in revenues and profits?

Audited annual financial statements (Form 10-K). All
items listed above will also appear in the 10-K.

Current information, including major events that
shareholders should know about (Form 8-K),
including:

® Departure or illness of a key executive or board
member

®  Auditing firm changes

B Major acquisition or divestiture
® Change in fiscal year

m Delisting of company shares
® Regulatory actions

m Bankruptcy or receivership

Annual proxy statement (Schedule 14A), which
discloses questions to be put to a shareholder vote,
including election of directors, along with information on
executive compensation

Registration statements, including prospectuses for
share offerings (Form S-1, or Form F-1, for foreign pri-
vate companies going public)

Insider holdings and transactions (Forms 3, 4, and
5), including initial holdings of stock by the company’s
executives, changes in ownership and purchases or
sales

For a thorough explanation of each filing requirement

and how to find filings for companies in the SEC’s free
EDGAR (Electronic Data Gathering, Analysis and Re-

trieval) database, see: http://1.usa.gov/lvpgae

(For a more detailed discussion of how to read and in-
terpret numbers in periodic and annual financial filings,
see Chapter 6. For an explanation of proxy statements,
see Chapter 3.)
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Related-party transactions might not be abusive,
but companies can use these transactions to

inflate sales or lower costs and show higher

profits on their financial statements.

Listed corporations are required to disclose such rela-
tionships in the annual report, and all companies should
disclose related party relationships to shareholders.

Related party transactions might not be abusive, but
companies can use these transactions to inflate sales

or lower costs and show higher profits on their finan-

cial statements. Such transactions can also be used to
transfer funds or assets out of a publicly owned business
to insiders who control or own privately held companies
(see “tunneling” in Chapter 4).

Red flags for journalists include ties of board members
to other companies that are vendors; family members in
key positions of the companies doing business with one
another; and disproportionately high costs for supplies of
goods and services.

Boardroom infighting can also be a tipoff to suspicious
related party transactions. That was the case at Kenya’s
Cooper Motor Corporation (CMC), where the company’s
managing director alleged that two directors had formed
a syndicate to siphon off funds to offshore accounts. The
chairman of the Capital Markets Authority in Kenya admit-
ted that the regulator originally heard about the charges
from the press, and said the board did not fully disclose
its financial position in regulatory filings.

CMC’s shares were suspended from trading while the
regulator investigated the various internal allegations,
which included allegations that a former board member
had overcharged the company for its services. Such
conflicts of interest led to the boardroom wars, according
to an analysis of the CMC situation and its implications for
investor confidence in The Daily Nation, Nairobi.

Read the story at: http:/bit.ly/HDSWOd

CEO uncovers fraud at Olympus

Olympus Corp., the Japanese camera and endoscope
manufacturer, delayed its fiscal second-quarter earnings
release in November of 2011, after abruptly removing its
British chief executive — two red flags in quick succes-
sion. The CEO had raised questions about past acquisi-
tions that involved multimillion-dollar payouts for compa-
nies that seemed to have negligible value, and he made
those questions pubilic.

The deals, which had occurred over several years, were
used to hide investment losses dating back two decades.
The scheme and cover-up reportedly involved top com-
pany officials, including the chairman, president and the
internal auditor.

Deeper probing into the companies that Olympus ac-
quired might have raised suspicions much earlier. A sub-
sequent investigation by a panel appointed by the board
found that fees to buy the companies in some cases
amounted to more than a third of the value of the acquisi-
tions themselves. These maneuvers went undiscovered for
years, though.

After the board chairman resigned and the special panel
was appointed to investigate the acquisitions, the Tokyo
Stock Exchange (TSE) pressed Olympus for more disclo-
sure and criticized its slow reaction to investor concerns
that led to a sharp decline in share value. The TSE threat-
ened to delist Olympus.

Such actions, though, are not necessarily good for
shareholders. The Asian Corporate Governance Associa-
tion publicly asked the TSE not to delist Olympus, saying
“delisting is generally not a favorable penalty for securities
malfeasance since it punishes shareholders as much as
the managers responsible.”

ACGA also noted that, on exchanges in most developed
countries, a company such as Olympus would not be
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STORY TOOLBOX i

Story idea: Track share trades by prominent investors to
uncover stories about which shares are hot and which I
might be declining.

[
Example: Any shares traded by a major investor, such
as Warren Buffett’s Berkshire Hathaway, attracts media I
attention. Even though Buffett had long shunned invest-
ment in technology shares, journalists noted in fall of I
2011 that he had bought stakes in IBM and Intel.
http://aol.it/HEajéc I
R e S |

delisted, because “it remains a going concern with a
reasonable business.”

Look for suspicious claims
Journalists can dig beneath the surface and go beyond
paper filings to uncover irregularities.

Reporters from Canada’s The Globe and Mail and re-
search firm Muddy Waters alleged in the fall of 2011 that
Chinese company Sino-Forest Corp. — Canada’s largest
publicly traded timber company — overstated the size
and value of its timber holdings in China’s Yunnan Prov-
ince. (For a look at how reporters verified the discrepan-
cies, see Reporter's Notebook, this chapter.)

Sino-Forest denied the allegations, but after doubts were
raised, the Ontario Securities Commission accused the
company of misrepresenting its revenues and exag-
gerating its timber holdings. The OSC temporarily halted
trading in the company’s shares and also asked that the
chairman/CEOQO and several company directors resign.
The Royal Canadian Mounted Police also got involved,
launching a criminal probe into fraud allegations.

Ll

For an opinion column on the conflict
that sometimes occurs between auditors’
opinions and investment research firms,
see: http://nyti.ms/HAEPZC

In most countries, failure to disclose information that has
a “material” or significant effect on the company’s value
incurs penalties. In addition, such disclosures must be
timely. If they’re not, it's a red flag for journalists and
regulators.

WHO’S RUNNING THE COMPANY?

How can journalists find stories by monitoring company
disclosures? Here are some tips:

1. Become familiar with regulatory requirements

The role of stock exchanges and security regulators in
making sure companies operate legally and in the best
interests of shareholders is especially important in emerg-
ing markets, where regulation and enforcement tend to

be weak. However, such requirements vary widely, and so
does enforcement.

Journalists should become familiar with listing and delist-
ing regulations for the exchanges they cover, and then
monitor enforcement diligently. This includes paying atten-
tion even to the basics, such as whether companies file
financial statements on time. Listing and delisting regula-
tions are published by the exchanges themselves or by
the securities regulatory agency, often on their websites.

Filing delays often indicate that something is amiss. Trans-
mile Group, a Malaysian freight operator, delayed filing its
annual report in 2007 for several months. When it finally
filed, the company showed a new loss of $36.05 million.
The late filings followed the disclosure that the company
had overstated its revenues in 2004 and 2005.

As a result of this scandal, two independent directors

of Transmile’s audit committee were later sentenced to
prison and fined for making misleading statements in the
company’s quarterly report to Bursa Malaysia.

Even if there are no losses or false statements connected
with filing delays, such delays can indicate that the com-
pany’s financial functions do not have sufficient resources
or are incompetent.

In contrast, improvements in governance and compliance
with regulations can have a positive impact on a com-
pany’s reputation. In 2012, ratings agencies Standard &
Poor’s (S&P) and Renaissance Capital (RenCap) noted the
improvement of the Nigerian banking industry, especially
in the areas of risk management and governance.

“Nigeria now has fewer, but larger, banks with better cor-
porate governance and regulatory oversight,” S&P said in
a statement.

Journalists who are knowledgeable about the regulations
in the sectors they cover, whether banking, commodities,
manufacturing or other areas, are in good position to rec-
ognize an important news development in press releases
issued by regulators or, as in this case, reports from rating
agencies, reported in This Day, Lagos.

Read the story at: http:/bit.ly/Hxh6Lg
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REPORTER'S NOTEBOOK

Sometimes probing into the truthfulness of a company’s
disclosures requires a lot more than simply poring over

was perpetrating a fraud by inflating the value of its

paper filings and examining the numbers.

In fall of 2011, reporters at Canada’s The Globe and
Mail traveled to China and spent two weeks on the

ground there, investigating Sino-Forest Corp., the timber

giant that is listed on the Canadian exchange.

Researchers at Muddy Waters LLC initially had raised
alarms about the company, alleging that the company

What can regulators do? Depending on the
country’s legislative, legal and regulatory frame-
work, they can:

®  Withdraw a company’s license to operate

® Halt trading in its shares

m Censure a company by so-called “name and

shame” statements

Levy financial penalties

Seek court injunctions

Apply to the court to freeze company assets

Censure, fine, prosecute and seek court
injunctions against directors

2. Pay attention to share trading by insiders
Some lay people associate the term “insider trading” with
illegal activity, but company executives and board mem-
bers may buy and sell shares in the company as long

as they observe the disclosure regulations and strictly
observe the company’s own internal policies on trading.

Itis illegal for any insider to use non-public information

— special knowledge — for any share-trading purpose,
including tipping off friends or relatives to news that
could cause shares to rise or fall sharply, so called “mate-
rial news.”

On most exchanges, corporate insiders — including
management and directors, along with any individual who
has a significant stake in a company — must report their
holdings and transactions in the company’s shares.

timber holdings.

Reporters spent two weeks in Yunnan Province,
conducting interviews with local government officials,
forestry experts, local business operators and brokers
to break the story that essentially backed up Muddy
Waters’ claims. The company continues to deny the
allegations.

Read The Globe and Mail story: http://bit.ly/HAF1rW

and directors, but can also include brokers, friends, family,
stakeholders and consultants who may have access to
inside information that is not public.

Such disclosure requirements for share trading by insiders
vary widely by exchange, and may be minimal in emerg-
ing markets. But where such disclosures are required,
journalists should keep track of any trades, changes in
ownership and trading patterns. They are worth a regular
monthly story on trades by directors and managers at top
companies.

The biggest insider trading criminal conviction to date
involved Raj Rajaratnam, an investor who once ran Gal-
leon Group, one of the world’s largest hedge funds. He
received the stiffest prison sentence so far — 11 years
— and a $10 million fine in 2011 for trading on information
provided by company insiders to rack up more than $50
million in profits. The SEC later assessed a $92.8 mil-

lion penalty on Rajaratnam, the largest ever imposed for
insider trading.

Even when not criminal, insiders’ decisions to buy or sell
shares often send signals to shareholders and would-be
investors, making the information newsworthy.

The media reported on Nov. 3, 2011, that Sergey
Brin, co-founder and a director of Google Inc., sold
83,334 shares of Google Inc., or almost $48.5 million,
on Nov. 1. This was part of a planned strategy by
Brin and co-founder Larry Page to sell off some of
their holdings over a period of time and give up ma-
jority control of the company. For the insider transac-
tion page where this was reported, see:
http://yhoo.it/LOIC8P

Insiders are not only the company’s top management
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For example, a prominent Thai family sold its remaining
49.6 percent stake in a leading Thai telecommunications
company, Shin Corp., just three days after a new telecom-
munications act took effect in 2006. The families netted
about $1.88 billion from the deal. Certainly other inves-
tors and shareholders would have found such information
worth knowing.

For more on how to track insider trading,
see: http://bit.ly/ISulrE

3. Be alert for share manipulation

Share manipulation can be difficult for journalists to de-
tect unless they are tipped off by regulators, brokers or
analysts who notice unusual changes in share purchases
and price fluctuations.

There have been occasions when journalists were ac-
cused by companies of influencing share prices by print-
ing negative news, but as long as the news is accurate
and factual, journalists bear no responsibility for the effect
of their reporting on share prices.
