Reappointment of Directors and Auditors
Why investors need to step up and vote

As avoting advisory firm, we ask shareholders to vote against merging unlisted
companies belonging to the ‘promoter family’ with alisted company, with the sole
objectofincreasingthe families’ control. Asavoting advisory we ask shareholders
tovote againstresolutions where the family wants the 23 years old princeling not
just on the board, but as a working director. We also ask shareholders to vote
againsttheincrease inroyalty payments being hoovered by the global owners. But
if you look at the data in the Table below, for the most part we have advised
shareholders to vote against the reappointment of auditors and against the
reappointmentofindependentdirectors.
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Table: liAS Votingrecommendations 2012-13

For Against liAS Analysis/  Notfor Total
Seek Approval/
Information  Noted/Split
Approve Accounts - - 2161 12 217
Declaration of Dividend 191 0 0 12 192
Appointmentof Auditors 79 129 1 63 215
Appointmentof Directors 509 205 2 154 731
Remuneration of Directors 196 36 3 5% 240
Alteration of MOA & AOA 28 3 1 16 33
Disposalofundertakings 26 1 0 0 27
Issue of Securities 78 5 0 0 83
Scheme of Arrangement 8 8 0 0 16
Intercorporate Loans 14 3 1 0 18
Donations 0 3 0 0 3
Debt 18 0 0 0 18
Alteration in capital structure 27 0 0 0 27
Authorise/Modification/Ratification of ESOS 42 3 0 0 45
Others’ 8 2 0 0 10
Source: liIAS

1. liASdoesnotprovide recommendations onadoption of accounts, butan analysis

2. Notforapproval

3. Split, asits for appointment of joint auditor

4. 13-noted, /2-split

5. 1noted, 4 split

6. 1split

7. Includesitems like shiftin registered office, keeping documents outside registered office etc.

Asis seen above, related party mergers, appointment of successors, royalty increases happen only on the odd
occasionforeachindividualcompany. Buteachyearcompanies propose reappointing auditors and each yearthey
propose appointing new and reappointing existing directors. It's the frequency of suchresolutions which accounts
for our statistics; it's this same routineness that ensures these resolutions are taken least seriously. So you find
directors who have remained independent for 26 years, directorsin all four listed group companies being called
independent, accountants who started apractice only to auditafirmandin oneinstance one who has audited the
books for over 50 years.




Why do companies carry onwith existing auditors? Companies argue thatthe replacement costs forauditors will
become significantly high and far outweigh any transparency benefits that may resultfromthe change. They maintain
thatbusinesses nowadays are far more complex and the audit process requires afair degree of familiarity with the
internal processes, systems and key risk areas of the company. Periodic rotation therefore will not achieve the
intended results and conversely, may end up reducing the audit quality. Butifauditintegrity is desirable, so should
the need to change auditors. Vintage auditors tend to develop a certain level of comfort with the company
management, thereby compromising the integrity of the audit process. Mandatory rotation will notonly bring afresh
perspective onthe financials, itkeeps the existing auditors on their toes as they will be aware that anew auditor may
detectanyirregularitiesinthe accountingprocess.

In a survey regarding governance, investors indicated that quality of financial reporting is the most important
parameter while deciding whether to investin a company. Hence, any doubts regarding the integrity of the audit
process creates a negative perception in the minds of investors. Breaking this existing relationship between
companies andtheirauditors will be acritical step towards raising the corporate governance standards in India.

Noone questionsthe needfor non-partisandirectors. Yetwhile reappointing independent directors, companies
prefertoremainwithintheircomfortzone. Butthisrationalizationrests on fragile foundations—there are no quality
peopletojointhe board? Further giventhe ownership overhang, investors choose to go with what the controlling
shareholderlargelybecausethe see astrategicalignmentofinterestbetweenthe controllingand publicshareholders.
Butasthe interestofthe controlling shareholder may attimes diverge from the otherinvestorsinthe company, the
board needsto safeguard minority investors. Andthis precisely iswhy the independence ofthe boardis crucial. At
the risk of generalizing it's safe to assume that the length on the board is inversely proportionate to a directors’
independence.

The good thingis both - lengthy occupancy of the board and extended audittenure, are setto change. The new
CompaniesBillhas definedindependence and said thatdirectorswho have served for more thantenyearsonaboard,
cannolongerbe consideredindependent. Ifcompanies nonethelessvaluetheiradvice, they can continue withthem
onthe board, butmustnotclassify these directors asindependent. To maintain the statutory mix ofindependence
and non-independence, boards willneedtoinfuse fresh blood. Regarding long serving auditors the Billadvocates
rotation after five years with the flexibility to extend itto ten, after which there isamandatory cooling off for five years.

Before we conclude changeis here stay, it'sworthremembering thatthe Companies Billisyet notlaw. Andthen
thereisthe matter of small print. Forreappointment, the Billis silenton the existing tenure. Soanindependentdirector
ontheboardfor12yearscanendupwithservingontheboardforanothertenmoreasanindependentdirector. As
regardsthe auditors, the Billdoes notrecognize ‘network audit firms’. Example Price Waterhouse & Co., Lovelock
&Lewes, RSM & Co, Dalal & Shah are allunder the Price Waterhouse Coopers audit network, but are treated as
independent. Soauditorsand board appointments can continue happeningwithinthe owners comfortzone. Andthis
is why investors need to step up and vote.

IIAS is an advisory firm dedicated to providing participants in the Indian financial markets with voting
recommendations on shareholder resolutions, independent opinions, research and data on corporate
governance issues.




