Transparency Comes First In Assessing Stocks
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Why are U.S. capital markets so much broader and deeper than the markets of other countries? One reason is that the United States has lots of income, wealth and investors- but that's a chicken-and-egg answer. (Which came first, after all, the markets or the wealth?) A more useful explanation is that American markets are more transparent and corporate governance is taken seriously. Because of disclosure rules and, just as key, pressure from investors -companies must be candid about what is happening in their businesses and must concentrate on pleasing shareholders. If the they fail at these two endeavors, the market extracts a heavy price.

I simply will not buy the stock of a company that might - just might - be less than honest about its performance. Perhaps it is unfair, but when there is even an appearance of impropriety such as restated earnings, key managers selling shares just before a drop in the stock price, accounting shenanigans - I do not want anything to do with the stock. There are too many straight-shooting companies out there to choose from.

Two new studies show the power of candor and transparency. Pricewater-houseCoopers has compiled what it calls an Opacity Index, defining opacity as "the lack of clear, accurate, formal, easily discernible and widely accepted practices in the world's capital markets and national economies.

The accounting firm looked at the opacity of the markets of 34 countries and then estimated how much it was costing each in lost foreign direct investment.

Top-rated countries were the United States, Britain, Chile and (highest-rated) Singapore. Countries whose opacity was costing them significantly included Brazil (losing an estimated $40 billion a year in foreign capital), Argentina ($19 billion), South Korea ($12 billion), Thailand ($10 billion) and Japan ($9 billion).

The idea is that opacity increases risk. It stands to reason that a company whose results are shrouded in obscurity is riskier than one whose results can be trusted. For the opaque company, investors demand a high risk premium, and a stock with a high risk premium is a stock with a low price.

Also released last month was an extensive study of corporate governance in emerging markets by CSLA Global Emerging Markets, a Hong Kong-based investment firm. The study looked at 495 companies and examined 57 factors. Transparency was a key element of the study, but the overall focus was on integrity and responsiveness to shareholders. CSLA gave high marks to companies that gave investors copious information, that stuck to a few core businesses and that were run for the benefit of small investors, not managers or large owners.

"Corporate governance pays," the study concluded. Over the past five years, the average return for the 100 largest companies surveyed was 388 percent, but those that finished in the top fourth for corporate governance returned an average of 988 percent.

The top-rated companies that the CLSA rates as "buys" were, in order, Infosys Technologies Ltd. (India), SIA Singapore Airlines Ltd., CLP Holdings Ltd. (Hong Kong), Singapore Press Holdings Ltd. and Standard Bank of South Africa, better known as Stanbic.

The surprise is that, even in countries with high opacity - like India, Brazil, Hong Kong and Mexico - some companies stand out as transparent and shareholder-friendly. The fact is that, whatever a country's laws, honest managements shape companies.

Infosys, a consulting and software company with a market capitalization of $10 billion, is based in Bangalore, and its shares are traded in the United States as American depositary receipts. Its chief executive, N.R. Narayana Murthy, who was giving the commencement address Sunday at the Wharton School of the University of Pennsylvania, has the right idea about corporate governance: "The primary purpose of corporate leadership is to create wealth legally and ethically. This translates to bringing a high level of satisfaction to five constituencies -customers, employees, investors, vendors and the society at large. 

How do you find companies with high integrity? One answer is to look for strong boards of directors.

“I believe directors ought to be few in number- say, 10 or less - and ought to come mostly from the outside,” Warren Buffett, chairman of Berkshire Hathaway Inc., wrote in his company's 1993 annual report. '”The requisites of board membership should be business savvy, interest in the job and owner-orientation." 

But a board can also be too small. Many young high-tech companies have only a half-dozen or so members - a possible danger sign.

Another warning sign is a corporate management with a penchant for making earnings projections. Instead, what I want to hear is clear, frank and abundant information about operations. Most US companies - and more and more non-US companies - provide such data, which is easily found in the Edgar online database of the Securities and Exchange Commission (www.sec.gov/edgar.shtml) and in quarterly and annual reports to shareholders.

