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Introduction

Corporate Governance (CG) came into prominence largely due to the ‘Cadbury Committee
Report’ published in 1991 in the UK. But there is one CG practice, which dgnificantly
predates the Cadbury Committee report. It is the disclosures given under the section
Management Discusson and Analysis (MD&A) in company annud reports.

Financid datements contain data But it is only if the data is properly interpreted by
investors that one can say the disclosure has been effective.  Even sophisticated readers of
annud reports have difficulties in not only underganding ther languege but dso the
underlying mechanisms and conventions. Clearly, the ordinay investor needs smple
narrative explanations to have a better understanding of a company’s operaions, the
environment in which it operates and its future progpects. MD&A fulfills this objective by
providing both a short and long-term analysis of the company’s business prospects. The
Securities and Exchange Commission (SEC) of the United States of America (USA) requires
MD&A to 'provide such other information that the registrant believes to be necessary to an
understanding of its financial condition, changes in financial condition and results of
operations.”

Background Note

The history of MD&A goes back to 1968 when SEC included MD&A in the ‘Guides for
Preparation and Fling of Regidraion Satements. In the mid-1970s, SEC made it
compulsory for company annud reports to include a discusson and andyss of the summary
of operations. In 1980, the SEC adopted the MD&A as a separate requirement and changed
the focus from operating results to the financid datements as a whole. This resulted in a
formd requirement for a discusson of issues and trends reating to liquidity, capitd
resources and the results of operations. The 1980s witnessed more such changes aimed at
making MD&A disclosures more effective. Recently, in line with the Sarbanes-Oxley Act of
2002, (SOA) SEC has made a few more modifications with respect to the MD&A disclosure
requirements.

In other countries aso, particularly the developed ones, the market regulators have made it
compulsory for companies to include an MD&A section in their annua reports The
disclosure requirements under MD&A do vary from country to country. But the basic
objective of MD&A is the same across regulaory environments The management of
companies should provide relevant and important information to investors using language
and formats, which are easy to understand.
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Given the increesng awareness about CG, MD&A disclosures have become important in
India as well. The Kumaramangalam Committee report in 1999 talked about disclosure under
MD&A. Accepting these recommendations, the Securities and Exchange Board of India
(SEBI) made it mandatory for the companies to have an MD&A report as part of the annua
report in 2000. The SEBI Listing Agreement Clause 49, dates that the annud report should
have a section titled "Management Discusson and Andyss report” (as part of or in addition
to the directors report) containing the following:

a) Industry structure and devel opments

b) Opportunities and threats

¢) Segment and product-wise performance

d) Outlook

€) Risks and concerns

f) Internal control systems and their adequacies

g) Discussion on financial performance with regard to operational performance
h) Material development in HR including number of people employed

Disclosures should be made by the management to the board regarding all material,
financial and commercial transactions including areas of personal interest or potential
conflict with the interests of the company at large.

Meanwhile, the credit rating agencies, ICRA and CRISIL have come out with arating for CG
practices. Another rating agency FITCH has smilar plans. One of the man criteria in the
rating methodology adopted by these agencies is the qudity of the disclosures in the MD& A

report.

Our research

We dtempted to find through our research, whether Indian companies are providing
information in MD&A reports in a transparent manner and heping the investors to
understand the factors that will affect the performance of the company.

In the first phase of our research, we studied in detal dl the pertinent business issues
including the macro indudrid environment, reated to al the sdected companies. In the
second phase, we studied the MD&A and the Directors reports of selected companies and
andyzed them. We examined whether there was any important piece of information that was
not provided or vaguely discussed or misrepresented, which had the potentid to affect the
performance of the company in the future.

Our sample conssted of 52 companies, which figured in either BSE Snsex or NSE Nifty as
on 31% October, 2003. The data for the research was collected from business newspapers &
magazines, reports of equity research firms, the websites of the companies and annua reports
of the companies. Where the latest annua report (FY 2002-03) was not avalable for the
companies, reports for the financid year 2001-02 were used. We found that only 12 out of
the 52 companies covered in detal dl the mgor issues that might dgnificantly affect ther
business.



To judify and examine the impact of the missng and incomplete information on the
performance of the companies, we studied four companies from the sample in much greater
detal — Dr Reddy’s, HDFC, ICICI Bank and Infosys. These are high profile companies,
which are generdly perceived to be well managed and having fairly good CG practices. They
are led by highly respected CEOs, who are perceived to represent the best qudlities of Indian
entrepreneurship.  We found that even these companies have magor gaps in ther MD&A
disclosures.

For example, the MD&A Report of Dr.Reddy’s Laboratories for the year 2003 Sates,
“Currently, only process patents are recognized in India. However, by virtue of India being a
member of the World Trade Organization (WTO), India has recently passed legisation to
recognize product patents from 2005. This does not affect a discovery based company like
Dr. Reddy’'s. However, it will affect companies that survive only on reverse engineering’.
But with generics contributing Rs 1,896 million out of a totd profit before tax of Rs4313
million during 2003, the company’s clam that it is ‘ discovery based’ is quite mideading.

‘Pardld imports is a way of lowering prices of patented drugs in developing countries.
Many countries cannot afford the highly priced patented drugs. Pardld import involves a
government or another importer shopping in the global market for the lowest priced verson
of a patented drug rather than accept the price & which it is sold in their country. When the
South African Parliament passed legidation to this effect in 1997 (the Medicines and Related
Substances Control Act), the Indian drug maker Cipla made a killing. Pardld import
represents a mgjor opportunity for companies like Dr. Reddy’s. The MD&A reports of the
company for the past two years do not mention thisissue a al.

As much as 82% of Dr. Reddy’s branded formulation sales in overseas markets come from
the erswhile USSR (65% from Russa and the rest 17% from other countries in the erswhile
Commonwedth of Independent States). Such a heavy dependence on one market is definitely
amagor risk. But thisrisk has not been adequately discussed in the MD& A report.

HDFC is Indias leading housng finance company. Risk management is a core function for
any finandd inditution. In the directors report of HDFC, risk management is dedt with, a a
very supeficid levd. There is some discusson on how the company protects itsdf from
foreign exchange fluctuations. But operationd, credit and other market risks have not been
dedt with a all.

HDFC is in a busness whose fortunes are closdly linked to the performance of the economy.
One parameter, which dl housing finance companies track carefully, is interest rates. HDFC
seems to be working on the assumption that interest rates in India will continue to fdl.
Indeed the company has tremendoudy benefited by a fdling interest rate regime. Its
disbursas have gone up by nearly three times in the last four years and more than made up
for the decrease in spreads. But the report does not discuss what impact rising interest rates
would have on the business of the company. This is clearly an important issue especidly as
data suggest thet thereislittle scope for long-term yiddsin Indiato go down further.



There are some important omissions in ICICI Bank's MD&A disclosures. In June 2002,
‘Securitisation & Recongruction of Fnanciad Assets and Enforcement of Security Interest
Act 2002 was passed by the Parliament. In the Business Overview part of the 2003 annua
reports ICICI Bank does refer to the passage of the bill and says, “ The Securitisation and
Reconstruction of Financial Assets and Enforcement of Security Interest Act, 2002 has
significantly strengthened the ability of lenders to resolve non-performing assets by granting
them greater rights as to enforcement of security and recovery of dues’. But the bank has
not detailed its plans to take advantage of the Act. In contrast, the MD&A report of State
Bank of India (SBI) deds with this issue in detail. To quote from SBI MD&A report “
Notices have been issued in respect of 6,330 cases involving dues of Rs.3, 642 crore and
seizures of defaulting borrowers have been made in respect of 19 cases’.

The benchmark level of a bank’s lending to the priority sector as a proportion of its net bank
credit (NBC) should be 40%. In case a bank does not meet its priority sector lending targets,
it has to invet in low interet Nationd Bank for Agriculture and Rura Deveopment
(NABARD) bonds. ICICI Bank’'s MD&A report for the year 2003 skips this issue
completely. Here again, the SBI annuad report provides a much better disclosure and
discusses the priority sector lending in detail.

The merger of the erstwhile ICICI and its two subsdiaries with ICICI Bank became effective
on May 3, 2002. In its Business Overview, the bank discusses in detall  the advantages of the
merger but totaly overlooks the disadvantages. The difficulties in implementing mergers,
epecidly the integration of the pre merger entities have not been mentioned a al. Two out
of three mergers have been known to fal in USA. Scores of research papers have drawn
atention to the various risks associated with mergers. But these risks have not even been
covered in passing in the ICICI Bank Annua report. Instead, the bank has presented a very
rosy picture “ The merger of ICICI and two of its subsidiaries with ICICI Bank has
combined two organizations with complementary strengths and products and similar
processes and operating architecture” .

Infosys, possbly Indias most admired company, has been given the top rating by ICRA in
Corporate Governance. But even in case of Infosys there are various areas where the
disclosures leave alot to be desired.

Take the much publicized sexud harassment issue involving senior executive Phaneesh
Murthy, agang whom a former employee, Reka Maximowitch, filed a sexud harassment
suit in December 2001 in USA. The consequences of such lawsuits can be very serious. But
the 2001-02 annud report did not mention this issue. For al practica purposes, investors
came to know about the incident only when Murthy resigned from the company in July 2002.
The 2002-03 annuad report mentioned this issue, but in very vague and generd terms, ‘An
unfavorable resolution could adversely impact Infosys results of operations, or financial
condition”. The company could have essly quantified the possble damages. Beddes, the
report did not mention the company’s plans to settle the issue, outside court. Findly Infosys
pad US $ 3 million to the plaintiff in an out- of-court settlement.



Infosys is considered to be one of the leaders in India in the area of risk management. But the
risk management section in the company’s annua report seems to be long on gloss and short
on substance. Take for example foreign exchange risk. Given the fact that 89% of the
revenue is in dollar terms, any change in ‘Rupee-Ddlla’ vaue will have a dgnificant impact
on the top line and bottom lines of the company. But the report merdy mentions that any
change in the dollar-rupee vaue will affect the company’s peformance. This is a very
generd datement. Even a basc sengtivity andyss has not been provided. Some important
issues like threat to Indian software professonas abroad, in the wake of growing concerns
over ousourcing and Basdl Il regulatory compliances do not find any mention a 4al in the

report.

Infosys trestment of some issues is somewha smpligic. The company mentions that it is
facing competition from globd consulting firms, divisons of large multinational technology
firms, IT outsourcing firms, Indian IT services firms, software firms and inrhouse IT
departments of large corporations. The report mentions that Infosys is wel postioned against
its competitors. But with a turnover of less than $1 hillion, while globa competitors like EDS
generate tens of hillions of dollars, the dam that it is “ wel postioned” looks hollow and
unsubstantiated.

Infosys clams that it follows the Sarbanes-Oxley Act (SOA). But a careful examination of its
annud report reveds deviations. For example, SOA dipulates that a company has to identify
any known trends or any known, commitments, events or uncertainties that are likdy to
affect the company's liquidity. But the liquidity section under Risk Management does not
cover such issues.

We found severd other indances of blue chip companies faling to include important
information in their MD&A report. For example, the annud report of Grasm did not discuss
anything about its plan to acquire L&Ts cement busness. But the busness media had been
goeculating the move for nearly two years Findly, within a month of rdessng the annud
report, Grassm went on to acquire a controlling stake in L& T’ s cement business.

Smilaly, many companies vagudy discuss the important issues, thereby misguiding the
investors about their importance. For example, most software companies report that the
gppreciating rupee and heavy dependence on the US market are mgor risks. But they do not

quantify the possible impact.

Some companies tend to misrepresent information. For example, the annud reports of many
Fast Moving Consumer Goods (FMCG) companies give two reasons for the poor
performance of the FMCG sector. One is the weak economy. The second is that consumers
are diverting their expenses towards consumer durables. These are contradictory Statements.
Consumers are hardly likely to purchase consumer durables, if the times are bad!

Many companies aso tend to concentrate on postive pieces of information, while conceding
the negative ones. For example, the petroleum ministry has done away with the noda agency
datus of Indian Oil Corporation in crude import and dlowed other ail refining companies to
import crude oil on ther own. The MD&A report of Bharat Petroleum Corporation Ltd.



(BPCL) discusses the advantages of the moves. But it falls to discuss the risks to which it
will be exposad on account of fluctuations in the internationd oil market.

Conclusion

Our study shows that only 12 out of 52 BSE Sensex + NSE Nifty companies are making
disclosures under MD&A in true spirit. There is a tendency on the part of companies to tak
in generd terms, not give specifics, misrepresent information and in some cases omit totaly
important issues. (See Tablel).

One of the reasons for the inadequate disclosures can be the absence of specific directives
from SEBI. Since SEBI guiddlines do not explain what should come under each heading, the
companies have a general tendency to omit certain issues of importance. Since types of
transactions, and their frequencies, are likely to differ across an indudry, it is tough for the
regulator to define the disclosures under MD&A. Despite these problems, SEBI can do a lot
more to improve the qudity of MD&A reporting. The disclosures can be better classified,
like in case of the SEC. The objectives of each disclosure item can dso be more dearly
defined. To cite an indance, under the heading * Disclosures concerning Liquidity’, SEC
clearly defines, what is a liquidity concern and spdls out the circumstances that may affect
liquidity. SEC provides examples wherever possible, to illugtrate how the information should
be reported. For example, for most globa pharmaceutical companies, operating cash flows
conditute the main source of liquidity. In that case, the SEC requires the company to disclose
the impact of a decrease in demand for the company’ s products on the availability of funds.

Another important issue is the timdiness of information. In India, companies disclose
important information under MD&A once in a year. This means the investors have to wat till
the arriva of the annuad report. Companies take many important decisons during the course
of the year. Such decisons may have an immediate impact on the company’s performance
and the stock price. There is no mandatory provison for the management to reved the impact
of important decisons as and when they are taken.

As a matter of fact, the issue of timeliness came up when we presented some of the findings
of this paper a a seminar held by ICFAI in December, 2003. In fact, some participants
questioned the very utility of the MD&A report. They felt that such reports were too ddic in
today’s dynamic business environment, where red time reporting is the need of the hour.
There can be no two views on the need to disseminate important information, without any
delay, to investors. However, the essence of disclosures is not providing raw accounting
data. Red time accounting can only present raw or at best semi processed data. It will not
dlow time for invedigaion of deviaions, the obtaning of necessxy explandions and
processng of data Even with its superb online accounting systems, Cisco could not avoid
piling up hillions of dollars worth of inventory during the tech dowdown in 2001. Moreover,
red time disclosures may result in information overload. What the investors need are smple
timely statements, which keegp them informed about how the company is being managed and
what its future prospects are. In this context, it is difficult to see how MD&A can be totaly
done away with. MD&A will dso continue to serve an important role in providing a
commentary on the strengths and wesknesses of the busnesss MD&A can explan to
investors in smple terms, the company’s business, the overdl drategy, the principa drivers



of performance and the events & trends that may affect the business. The mgor risks faced
by the company and how they are being managed can dso be discussed. As a practica
measure towards making information avalable on a timely bass, companies can be required
to disclose MD& A every quarter dong with the quarterly results.

Another important point raised in the seminar was whether the ordinary investor reads the
MD&A report at al. Indeed the chances of an ordinary investor reading the MD&A report of
a company are very less. But the fact that an ordinary investor does not refer to the MD&A
report while deciding to buy/sdl/hold a stock does not mean that MD&A is unimportant. The
investor is certanly influenced by the views of the opinion makers (Anayds, Brokers,
Business Journdists) whose views in turn are dgnificantly influenced by the information that
is dissaminated by the company. MD&A is one of the ways through which companies
disseminate information. As one writer has put it gptly, “The fact that a professional
swimmer may know nothing about the physics of fluid mechanics does not mean that the
viscosity of water does not affect the way the swimmer moves ”(Angd, 97). In generd,
informetion dissemination is a complicated process involving layers of intermediaries. It is
sdfe to assume that the layer closest to the source of information has the wherewitha to
undergand and digest the information. So time, effort and money invested in preparing good
MD&A reports are worth invested.

In short, the disclosures in MD&A report need to be more transparent, readable and
comprehensible to users.  Indian companies dso need to be more proactive. Ther willingness
to make adequate disclosures should not be driven only by SEBI requirements. CEOs and
CFOs would do well to remember that MD&A disclosures should "express' rather than
"impress.”

Tablel
Partial List of the findings

Company name Major missing issue/Vaguely discussed issue/ Misrepresented issue

Asea Brown Boveri
Ltd. (ABB)

ABB Indiais the main sourcing base for the parent company ABB. The parent company is
performing poorly. This will affect the Indian subsidiary’s exports. This issue has not been
discussed.

Bajg Auto

The scooter industry considers both geared scooters and automatic/gearless scooters
(excluding scooteretes), together as a single segment. But Bajaj Auto considers only the
geared scooter segment in which it happens to be the market leader, while ignoring the
other segment.

Dabur India

The impact of the product patent regime on the firm's pharma division has not been
covered.

The less than satisfactory performance of the company in the FMCG sector has been
attributed to environmental factors. Internal weaknesses have not been discussed.

Hindustan Lever

There is no disclosure on future plans for ‘Dalda’ even though the company admits that
there has been adistinct shift in consumption pattern from vanaspati towards vegetable and
soyabean oil. Stagnant sales for the last few years have been blamed on the increasing
spend on consumer durables. Thisis hardly alogical explanation.

Ranbaxy Pharma companies in India are faced with the huge problem of spurious drugs eating into
Laboratories their markets. The impact of spurious drugs on the company has not been discussed.

Smithkline Beecham | The Horlicks brand generates nearly three quarters of the sales of the company. The
Consumer implications of the company’ s over reliance on the Horlicks brand have not been discussed.

Healthcare




State Bank Of India

Only factsare given and thereis hardly any analysis.

(SBI) The ongoing Voluntary Retirement Scheme (VRS) process has not been discussed
Tata Engg. & Loco. | The report does not discuss the impact of 16 percent excise duty on the chassis of
Co. (TELCO) commercial vehicle bodies built by the unorganized sector.

Thereport is very vague on the company’ s future plans for product development.

Tata lron & Sted
Co. Ltd. (TISCO)

The report makes some misrepresenting statements. For example, it says one of the reasons
for forecasting good steel demand is that GDP is expected to grow at 6%. The late nineties
proved that there is no correlation between GDP growth and steel demand growth.

The report also proudly showcases the award given by World Steel dynamics about its
global competitiveness. But, Tisco is ranked 57" globally in terms of steel capacity.
Experts feel that only the big players can survive in the long run in the steel business. The
report issilent on thisissue.

Videsh Sanchar
Nigam

The report does not discuss anything about the collapse of US telecom giant
WORLDCOM, with which VSNL has significant business transactions.
Thereis no discussion of the proposed unified license in the telecom sector.

Wipro

The section dealing with risk management is very vague. It does not indicate clearly how
the risks identified will affect the company.

Source: Company Annual Reports




