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CORPORATE

f something is important, eventually
it gets measured. The last several years
clearly have demonstrated that cor-
porate governance is important, so it is no
surprise that an industry has emerged to
provide ratings of companies’ corporate
governance. Investors have witnessed
numerous governance disasters of late, and
those seeking to make sound investment deci-
sions want to understand the governance
quality of their investment targets. In this
column, I provide information on three
prominent governance ratings providers
and comment on some of the pros and cons
of such ratings, including some harsh crit-
icisms from the academic community
regarding the quality of the ratings and
independence of some ratings providers.

Ratings providers

There are several governance ratings
providers,and I have chosen three to illus-
trate the types of rating systems currently
in use. For each service, I present the rat-
ing system’s purpose, methodology, and
criteria. The information on each provider
is quoted directly (excerpted due to space
limitations) from each provider’s website.
[ encourage interested readers to consult
the websites themselves for more complete
information.

Institutional Shareholder Services
{1SS)—Corporate Governance Quotient (CGQ).
Website: www.isscgq.com.

Purpose. “Today, many investors view
governance as an issue in making invest-
ment decisions. ... This widespread view
that ‘governance matters’ necessitates the
creation of metrics that allow investors to
quickly and accurately identify the rela-
tive performance of companies. To meet
this rising demand, Institutional Share-
holder Services (ISS)—with input from a
panel of advisory board members—spent
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18 months developing a
tool for monitoring and
comparing the corporate
governance structures of
America’s leading publicly-
traded companies.”’
Methodology. “Disclo-
sure documents (proxy
statements, annual reports,
prospectuses, etc.) supply
most of the required data. ISS analysts also
review corporate web sites and press releases
for governance-related information. Issuers
may supplement these filings with additional
data in order to create an accurate picture
of each company’s governance practices.”?
Criteria. “Eight core topics comprise
the CGQ rating: (1) board structure and
composition, (2) audit issues, (3) charter
and bylaw provisions, (4) laws of the state
of incorporation, (5) executive and direc-
tor compensation, (6) qualitative factors,
(7) D&O stock ownership, and (8) direc-
tor education. The score for each core topic
reflects a set of key governance variables.
The current list comprises 61 of these sub
issues.”® (See www.isscgq.com/Rating
Criteria.htm for the list of sub issues.)
The Corporate Library—Board Effectiveness
Ratings. Website: www.thecorporatelibrary.com.
Purpose. “Shareholders are becoming
increasingly aware of governance risk. . ..
Board effectiveness is at least as important
a measure of investment risk as credit-
worthiness; with its Board Effectiveness
Ratings, The Corporate Library provides
the tools to measure that risk. The Corpo-
rate Library’s ratings are based on a small
number of proven dynamic indicators of
special interest to shareholders and
investors. We want to determine which
boards are most likely to enhance and pre-
serve shareholder value, and which boards
might actually increase investor risk.”
Methodology. “Our proprietary ratings
formula identifies and highlights certain
key ‘red flag’ indicators of potential board
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ineffectiveness and is combined with addi-
tional in-depth analysis by our senior ana-
lysts and associates. Each indicator, or
subcategory, is evaluated with letter-based
ratings using the common A-F scale and is
visually represented on a company’s profile
webpage as a color-coded bar.”®

Criteria. “[W]e consider the following
eight categories: Board Composition, CEO
Compensation, Shareholder Responsive-
ness, Accounting, Strategic Decisionmak-
ing, Litigation & Regulatory Problems,
Takeover Defenses, and Problem Directors.
We also include an Analyst Adjustment in
the group of factors considered in deter-
mining a company’s Overall Rating.”®

GovernanceMetrics International (GMI1)—
GMI Ratings. Website: www.gmiratings.com.

Purpose. “GMI’s premise is straight-
forward: companies that emphasize corporate
governance and transparency will, over
time, generate superior returns and
economic performance and lower
their cost of capital. The opposite is
also true: companies weak in cor-
porate governance and transparency
represent increased investment risks
and result in a higher cost of capi-
tal. ... While companies with weak
governance structures and practices
are the subjects of newspaper head-
lines, there are as many companies with out-
standing governance policies and disclosure
levels that go unrecognized. GMI’s ratings
hope to correct that. Subscribers to our
service receive an independent and dis-
passionate evaluation of the governance char-
acteristics of each company in our research
universe.”’

Methodology. “GMI Ratings are pre-
pared by GMI at no cost to the company and
are based on publicly disclosed informa-
tion only. Companies are first rated when
they are added to a market index already
covered by GMI or when GMI adds a new
index to our coverage universe. ... GMI
research analysts start the rating process
by developing a detailed database profile
for each company in our system. We review
regulatory filings, articles of incorpora-
tion, bylaws, environmental, health and
safety reports, company Web sites and other
public sources to answer the hundreds of
metrics on corporate governance and cor-
porate accountability used to generate GMI
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ratings. We repeat this process with each
semi-annual ratings cycle.”®

Criteria. “‘GMI Research Categories and
Sample Metrics’ are available upon request.”
(These can be requested from the GMI web-
site free of charge.) “While the document
doesn’t itemize every metric in our sys-
tem, it does provide a great deal of insight
into the ratings categories GMI reviews in
order to generate company ratings.”®

The need for information

The descriptions above all point to the
need for governance-related information
in making investment decisions. While the
ratings providers vary in the amount of
information they share about their meth-
ods, it does appear that there are two dis-
tinct approaches to the ratings. ISS and
GovernanceMetrics both appear to focus
on many publicly available governance
input (structure) and process variables,
while The Corporate Library appears to
focus more on the decisions made by the
board (outputs). While each approach may
offer benefits, The Corporate Library’s
approach is strongly favored by Yale
University Professor Jeffrey Sonnenfeld,
who states, “Some newer governance rat-
ings firms such as The Corporate Library
are making far more cautious claims about
governance links to financial performance
and are looking beyond simple public doc-
uments and governance clichés about
board structure to examine actual gover-
nance conduct in making their assess-
ments and have produced more accurate
assessments.”"

Pros and cons of governance ratings
What is good about governance ratings?
First, the ratings further promote the impor-
tance of good governance, and they can
focus attention on key governance elements
(e.g., independence, diligence, and share-
holder protection) that often are linked to
positive corporate outcomes. The fact that
these ratings systems exist should advance
the corporate governance dialogue in the
United States.

Second, as company executives and direc-
tors react and respond to the ratings, it is
reasonable to expect some elements of cor-
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porate governance to improve. Simply high-
lighting governance and issuing report
cards may go a long way toward creating an
environment of continuous improvement in
corporate governance.

Finally, the existence of these gover-
nance ratings opens up the door to a host
of research possibilities. Research on gov-
ernance has been hampered over the years
by the need for painstaking collection of
data from company proxy statements. With
academics able to subscribe to certain rat-
ings databases, I expect a flurry of gover-
nance research that may provide new
insights into the link between governance
quality (as measured by the ratings
providers) and
corporate perfor-
mance. In fact, as
this was being
written, ISS sent
out information

AN ISSUE THAT HAS
RECEIVED MIUCH
ATTENTION IN THE
MEDIA IS THE
INDEPENDENCE OF
THE GOVERNANCE = JRTET:ET31 BTN
RATINGS PROVIDERS. the nature of the
CGQ ratings and database subscription,
with a call for researchers to use the data
to advance the field.

What are the limitations of governance
ratings? “Good governance” is a nebulous
construct, and the inside of the boardroom
is not observable to outsiders. As a result,
we must use variables to proxy for the qual-
ity of board oversight. Some of these prox-
ies may be inputs (structural measures such
as who is on the board), process variables
(e.g., how often the board meets without
management present), or outputs (e.g., how
much the CEO is compensated relative to
company performance). None of these prox-
ies is perfect, so the rating systems each will
have their limitations, and companies may
have very different ratings from one sys-
tem to the next.

Consistent with these limitations,
researchers at the University of Pennsylvania
have been very critical of the ratings. A
recent study by Larcker et al. concludes,
“[T]he typical structural indicators of cor-
porate governance used in academic research
and institutional rating services have a
very limited ability to explain managerial
decisions and firm valuation.” Professor
Larcker states, “Lots of people are coming
up with governance scorecards. ... As far
as we can tell, there’s no evidence that those
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scorecards map into better corporate per-
formance or better behavior by managers.”"
Similarly, Jeffrey Sonnenfeld of Yale Uni-
versity states, “Good governance matters,
it’s just not easily measured.” He also charges
that “the governance peddlers uncritically
staple together every governance reform
dimension regardless of the existence of
research support.”™ In contrast to such
criticisms, a recent CFO article states that
a“group of 26 companies that got the high-
est score from GovernanceMetrics Inter-
national’s twice yearly corporate governance
ratings outperformed the S&P 500 index.”
This suggests, according to GMI’s CEO, “a
correlation between corporate governance
practices and portfolio returns.”"®

There is the potential for some direc-
tors or executives to become fixated on
their company’s governance rating, while
almost forgetting about providing sound over-
sight that works given the company’s char-
acteristics. Value can be destroyed if boards
make changes to improve their governance
ratings, but these changes actually reduce
board effectiveness. Professor Larcker notes,
“Don’t do anything rash just to appease a
ratings service or because a popular con-
sultant whispered his favorite formula to
your CEOQ on the golf course”™™

An issue that has received much atten-
tion in the media is the independence of the
governance ratings providers. Professor
Sonnenfeld states, “Some of the governance
ratings agencies look dodgier than the com-
panies they watchdog. If you purchase
accredited director training from [ISS] ...
and purchase their consulting services to
evaluate your director incentive packages,
the client’s payoff is a nice boost in scores.”"
Sonnenfeld also charged in late 2003 that
“unlike truly independent ratings such as
those by Consumer Reports, these firms
[GMI and ISS] treat client companies dif-
ferently from non-clients. GMI clients are
assessed on a much richer array of met-
rics....Firms rated by ISS cannot raise their
scores on some opaque dimensions unless
they become clients and have their scores
interpreted.”'®

Users of governance ratings should con-
sider such issues as whether the ratings
provider consults with rated companies for
a fee (to improve their governance process
and rating), and what safeguards are in
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place to promote accurate, independent,
credible governance ratings.

Conclusion

The governance rating industry is still
young and admittedly imperfect, but it has
the potential to provide important inputs
to assist with investors’ decisions. From an
internal audit perspective, I encourage
readers to examine the types of factors
used by the various ratings providers. These
factors may be helpful when considering gov-
ernance quality in your own organization.
In addition, I encourage internal auditors
to be alert to indications that your company
is becoming too focused on a particular
rating and changing effective governance
processes. In such cases, it’s important to
remember that the real goal is “good gov-
ernance,” not“good governance ratings.” m
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