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A Study of Corporate Governance Practicesin India

Introduction

Corporate governance (CG) has emerged as a veoyrtiamp ideal. The reason is, today
companies are substantially contributing to the raVegrowth and development,
particularly in emerging economies such as Indic arnealthy investment environment
is vital. The corporate form of business has sutegegradually and expanded
worldwide. However, not all companies are managactessfully. There has been a
spree of corporate frauds worldwide, e.g., Enrontha United States and Satyam
Computers in India. The latter had accounting anditeng flaws apart from lack of
accountability and oversight by Independent Direstat Board meetings. There was no
whistle-blowing in case of Satyam Computers unlikeron. The Satyam Computers
revelation was an outcome of a takeover attemprdted the wealth of shareholders.
From this fraud it is evident that we need to revibe enforcement of CG practices. The
role of the Ministry of Corporate Affairs as one tbe stakeholders in case of Satyam
Computers has been commendable especially in apppireputed members on the
Board immediately after the fraud, in order to oestconfidence among investors,
customers, employees and to revive the company. ilttiative by the government also

encouraged the stock markets to some extent.

CG aims at protecting the interest of stakeholderainly equity shareholders,
who provide capital to companies without any assteeof returns. The corporate form
of business has entailed huge amounts of capitachvare mobilized by firms in the
financial markets. So a robust regulatory framewankd its enforcement is the
foundation for ensuring good CG. For this, CG codesl regulations have been

developed in different countries and issued bykstoewhanges, corporations, institutional
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investors, associations/institutes of directorsjouss committees and also by regulatory
and international organizations. The Securities Brchange Board of India regulations
relating to CG viz., Clause 49 of the Listing Agreant is applicable to listed companies.

Clause 49 contains mandatory and non-mandatory €2@s)

Objectives

Good CG requires that a company incorporate eleneit Clause 49. Judicious
enforcement helps to maintain the overall credipif a regulatory system. While most
listed Indian companies have not reaped the benefit good CG, several high-
performance organizations have implemented invegtithat are noteworthy. So it was
decided to carry out a study of CG practices indntisted companies having a paid up
share capital of Rs. 3 Crore and above or a nettvadrRs. 25 Crore or more at any time
in the history of the entity were considered. Slisted companies include public sector
units and body corporates i.e., private and pu®ictor banks, financial institutions, and
insurance companies. The aforesaid companies aaglltere to mandatory CG norms
while adherence to non-mandatory CG norms is valyntA total of fifty companies,
featuring in the Standard and Poor’s (S&P) CNX NYFhdex, or more popularly, the
Nifty, were chosen for the study. These companiessabject to compliance with CG
norms and their credibility among investors is ipert and vital. Another reason for
choosing the sample companies is that they are aatipely medium to large in size.
An in-depth study of such companies can bring oadeh practices in CG for other

companies to emulate.
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Scope

The scope of the study covered three financialsyeia:, 2005-06, 2006-07, and 2007-08.
The financial year-end i.e. 31.03.2006 is also ared as reporting on CG practices has
been made mandatory since then. Fifty companiegisimg the S&P CNX NIFTY in
each of the years feature in the study, considethy criteria and schedule of
implementation of CG requirements. The resultshef $tudy should be viewed in the
background of limitations such as sample size, §ampechnique, prevalent laws and
the duration of the study. Publicly disclosed infiation e.g., in the annual reports is
considered as correct, regardless of whether thepaoy followed it or not in actual

practice.

M ethodol ogy

It was decided to use secondary data of companaétdeaatured in the S&P CNX NIFTY
Index at the end of the years 2005-06, 2006-07280F-08. The companies represented
diverse industries and sectors. However, while nebghe companies selected for the
study are from the manufacturing sector, some efnttare from service and allied
sectors. The Nifty Index comprises equity share&fiyf companies. Twelve companies
presently featuring, were not listed at the Natidtack Exchange in all the three years
as mentioned above. Further, for certain reasos,dompanies were excluded from the
sample in order to provide a comparable basisHerstudy and also to discern trends in

CG. Eventually, the sample for the study comprigedy-four companies.

Seeing the nature of the data collected from samgepanies, it was decided to

adopt Single-Sample Tests involving proportionst. §aitability of statistical tests and
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applications, data were classified into two categgorThe first set included those that
demonstrated full compliance while the other cosgiithose whose compliance was

either partial or nil. As a part of computationtloé Test Statistic, Z score was used.

Findings

A majority of the companies has adhered to moshafhdatory provisions of CG as per
requirements of Clause 49. However, though a ntgjoficompanies complied with the
mandatory requirement of certification of financisfatements by Chief Executive
Officer/Chief Financial Officer, the level of cotignce is comparatively lower vis-a-vis
other mandatory requirements. Encouragingly, stheeyear 2005-06, compliance with
the certification requirement shows an improvirent. The results further suggest that a
majority of the companies has not adhered to ah-mandatory provisions of CG
prescribed by the aforesaid clause. A majority @panies has adhered to the non-
mandatory provisions of CG with respect to the reemation committee in all the years
studied. However, in case of the whistle-bloweriqyl the results do not uphold
compliance in the year 2006-07 though there is iattoe to this requirement in the years
2005-06 and 2007-08. Further, companies follow glarg CG practices but they do not
constitute a majority. However, adherence to sxemplary CG practices over the three

years shows an increasing trend, which is heargenin

Conclusion

The picture that emerges is a mixed one as restitigly support a view that there
exists compliance with mandatory CG provisions bat so with all nhon-mandatory

provisions and exemplary CG practices.
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Implications

A fallout of the findings is that regulatory attemt and if need be, action, are warranted
to ensure full compliance with mandatory provisiaisClause 49. Further, regulatory
persuasion and self-regulatory impetus are desralith regard to adherence to non-

mandatory provisions of CG, in the larger publierest.

Apart from lack of compliance with non-mandatoryowysions of CG,
inappropriate size of the Board, lack of formalrtiag to directors in CG matters, lack of
evaluation for Non-Executive Directors, a failure articulate priorities about the
protection of interests of shareholders vis-a-vieo stakeholders and the lack of
representation of Independent Directors especialty the Board of Government

companies may work as barriers to CG reforms.

Sharma Ramroop Krishnapal Dr. Surendra Sundararajan

(Student) (Guiding Professor)



CHAPTER 1

INTRODUCTION

Corporate governance (CG) has emerged as a veortamp ideal. The reason is,
today companies are substantially contributinghte dverall growth and development,
particularly in emerging economies such as Indid arealthy investment environment
is vital. To overcome the limitations of the parstep form of business, mainly on
account of the limited availability of capital, tlerporate form of business has gained
widespread acceptability, succeeded gradually apareled worldwide. However, not
all companies are managed successfully. There Bas b spree of corporate frauds
worldwide, e.g., Enron in the United States (USYl amore recently in India, Satyam
Computers. The latter had accounting and auditifegvsd apart from lack of
accountability and oversight by Independent Directat Board meetings. There was no
whistle-blowing in case of Satyam Computers unlikeron. The Satyam Computers
revelation was an outcome of a takeover attempgrdtled the wealth of shareholders.
From this fraud it is evident that we need to revibe enforcement of CG practices. The
role of the Ministry of Corporate Affairs (MCA) amne of the stakeholders in case of
Satyam Computers has been commendable especiafpiminting reputed members on
the Board immediately after the fraud, in orderdstore confidence among investors,
customers, employees and to revive the company. iftiiative by the government also

encouraged the stock markets to some extent.



1.1 CG-A Historical Background

The East India Company (EIC) was chartered)bgen Elizabeth-I in 1600It
was one of the earliest manifestations of the moéem of the corporatioh When the
British government granted the company specialilpges to engage in trade with
American colonies, small traders in Boston, alarma¢dhe imminent threat to their
livelihood, rebelled and dumped the company’s téa the Boston harbour. The incident
provoked a much larger American uprising againstdi@ernance, that threw the British
right out of their colonies. Similarly, the Dutctag India Company (DEIC) was granted
a royal charter in 1602.The history of EIC and the DEIC exposed the trade
accounting malpractices, resulting in widespreadlipuprotests and a subsequent
clamour for CG reform8.0n account of a failure by the EIC to protect pulinterest,
the East India House in London was attacked ansacked in 1699.The incorporated
form of business was soon followed in Eurpeor instance, the Bank of Amsterdam
was founded in 1609 to finance corporate trade WiehEast Indies. These corporations
had monopoly provisions. In 1694 the monopoly psmns were also included in a
charter granted to the founders of the Bank of &mgyl which was quickly capitalized by
public subscription of shares. In the™&entury the emergence of the markets of the
West Indies and the East Indies led to the estahbsit of joint stock companies in
Holland and the United Kingdom (UK)In 1711, the South Sea Trading Company was
founded to exploit business opportunities in SoAtherica® It had an overwhelming
response from investors. This company sold anidiugand soon it collapsed in 1720.

There were many other such failures and the cotiporaas a legal form of business, did



not gain much prominence in England at least ferrtext few decades. Consequently, in
1720, the British Parliament enacted the Bubblegs mdich proscribed unchartered
companies from issuing stoGlCorporate charters were given by special legistati For
this a corporate applicant had to negotiate with tlgislators regarding specific
provisions in the charter as for instance, objesiand location of business, and the
amount of capital to be raised by the issue ofkstbegislators had to ensure that there
prevailed ethical and fair practices by the newsdtablished corporate bodies. In 1773,
three years before declaration of independencenierica, the EIC influenced the King
and Parliament for tax reduction and tax reb&t&milarly in 1773, it obtained a right in
England, under the Tea Act that allowed it to tradeUS at predatory prices that
threatened the existence of several local companies

Adam Smith was critical about the EIC and otheoiporated monopolies. He
then believed that the corporation as a creatupivilege was able to disregard laws of
market economics and to depend on taxpayer bailehen it faced financial distress.
One of his concerns about the future of the cotpmra included divergence of interest
between managers and investrdn this context he stated, “The directors of such
companies, however, being the managers ratherhefr ggeople’s money than of their
own, it cannot well be expected, that they shouédciv over it with the same anxious
vigilance with which the partners in a private capery frequently watch over their
own...Negligence and profusion, therefore, must atwvpsevail, more or less, in the
management of the affairs of such a companife advocated that joint stock companies
would be expedited for ‘turnkey operations’ i.er banks, canal operators and water

suppliers, as these operations do not require nesighgenius but administrative abilities



to which pre-established and well-understood rutesid suffice’* He believed in the
power of self-interest, yet, was pessimistic alibet survival of joint stock companies.
Smith further stated that “Without a monopoly...anjostock company, it would appear
from experience, cannot long carry on any branclor@ign trade. To buy in one market,
in order to sell, with profit, in another, when te@re many competitors in both; to watch
over, not only the occasional variations in the ded) but the much greater and more
frequent variations in the competition...is a speofewarfare...which can scarce ever be
conducted successfully, without such an unremitérgrtion of vigilance and attention,
ascannot long be expected from the directors of atjsiock company*’ Shareholders
guite often demonstrate limited knowledge and ustdeding of the business of the
company'® In the context of emerging global markets, it & possible for owners to
oversee the business all the time. So the fedgimli monitoring the affairs of the
company becomes an uphill task for the investéithed investors do not care about their
investment and do not monitor the company they havested in, it is unlikely that
professional managers will be able to protect theiestments with due care at all times.
As has been emphasized, the CG system will notiumproperly until shareholders step
up to their responsibilites as owners and activegage with the Board$.In this
regard, Smith asserted “Frequently a man of greatetimes even a man of small
fortune, is willing to purchase a thousand pounres in India stock, merely for the
influence which he expects to acquire by a vottécourt of proprietors. It gives him a
share, though not in the plunder, yet in the agpmént of the plunderers of India....
Provided he can enjoy this influence for a few geand thereby provide for a certain

number of his friends, he frequently cares litthoat the dividend; or even about the



value of the stock upon which his vote is found®dThe first statute providing for
incorporation through registration under a genéwtl was the Joint Stock Companies
Act, 1844 in England? The three main features of this Act were (i) inawgtion by
registration (i) compulsory registratiand (iii) publicity of affairs of the company. The
main drawback of this Act was that it did not pawifor ‘limited liability’ of the
members. Until mid 1850s, the entrepreneurial owmérfailed companies were mainly
responsible for the debts of companies they hadisét The expansion of the British
Empire accompanied with expansion of trading esgtijave rise to pressures for limiting
owners’ personal liability. This led to refinemesftthe UK’'s Companies Acts of 1855
and 1862 with limited liability. Between 1855 an@0D, fewer than 1,00,000 limited
liability companies in UK were formed. However dteds described this limited liability
as a protection to the directors and shareholdérsompanies. They described it as
‘rogues charter’ and a means of encouragement pecuation, overtrading and
swindling. Objections from creditors led to passiofj the Insolvency Act 1986.
According to this Act, the directors are held rasgpble if any liability of the company is
not paid on the due date, provided the directomwkabout such an outstanding liability.
During the 28 Century, particularly post 1985, the number ofitém liability companies
multiplied and there were over 20,00,000 registea@upanies at the Companies House
in Cardiff. The UK legal blueprint has been adogbgdnany countries across the world.
Meanwhile, in the US, the merchants founded the Nevk Stock Exchange (NYSE) in
1792 to trade corporate securities in YRy 1800, there were about 300 companies
chartered by states in America. In 1811, the sibidew York passed legislation in order

to curb bribery?? The other states were also required to followeHesislations. In the



US, the Boston Manufacturing Company was the fmglic company established in
1813 in Waltham, MassachusettsEvidently, the corporate form of business gained
momentum even to the extent that private ownersteshito public shareholding.
Consequently, two-thirds of the industrial wealttaswaccounted for by the public
shareholding pattern. Small and medium companiefeped the public company status.
Moreover, equity-based compensation attracted éxesuto work for public companies.
After the Civil War, American industries strived teecome national by combining
businesse$’ The state corporate law at that time did not alioo acquisition of shares
was difficult. In 1882 John D. Rockefeller formdeetStandard Oil Trust to resolve this
issue. The trust was an interstate alternativehéoféderally chartered corporation and
issued trust certificates to acquire oil compariiéss move was followed in other several
industries and by 1889, the total number of trsst®d at 350. Trust certificates soon
became actively traded securities on the NYSE.nShis way, trusts enjoyed sufficient
liquidity and appealed to shareholders of compasweght to be acquired as a part of the
trusts’ expansion strategies. In 1889 the statdNelv Jersey passed a new flexible
corporate law permitting interstate holding companiAround that time, public opinion
swung sharply against trusts. Trusts were not umfdh the public but allegedly not so
with business. Consequently, the Congress for tfs fime intervened directly by
passing the Sherman Anti-Trust Act in 1890. In orideavoid the Sherman Anti-Trust
Act, most of the trusts transformed into New Jersaged corporations by exchanging
trust certificates with shares. Due to this, in Alcen economic history, New Jersey
corporations are also often referred to as ‘trusibe importance of public companies

arose. The apparent reason was hindrances in fomaslization?® Availability of



adequate capital to finance innovative businessuves was difficult. The reason being,
that banks were conservative and had shown relcetan provide funds to newly
established corporate firms. In 1910, Woodrow Wilsas governor of New Jersey
started a series of legal reforffis.Consequently, many companies moved and
reincorporated across the river, in Delaware, whaee original New Jersey holding
company law had been implemented. Ever since, Beklawas remained the preferred
state for incorporation of large busines3éd® Initial Public Offer (IPO) by Ford Motor
Company in the US was historical in the contexpablic ownership (after World War
).2” About 10 million shares were sold through 722 umdiéers. Along with the Ford
family, 3,00,000 investors joined as fresh co-ownefr the Ford Company. The public
offer signalled a shift in American capitalism.|lrgnce of Wall Street (WS) grew rapidly
in companies like Ford Motor. WS became a partniéh the business families which
had to adhere to certain norms. Initially WS did nke high demands as a partner.
Later on since the stock market was in a statduaf WS placed high demands on the
families, as it was facilitating the sale of theampanies’ stock. This market momentum
gave a boost to capitalism for the American comgmnbo the post-war era witnessed a
new world order thrust by WS in which average Ameni citizens had turned into
stockowners. Since WS was open to all, newer corapdike Polaroid and Xerox surged
ahead of classical companies like Ford and US Ststelthis point of time a new

understanding between promoters and investors legamerge.



1.2 Emergence of CG

A spate of corporate frauds in Australia, US, aditJthe period from 1960s to
1990s shocked the business wdfidn the 1960s corporate collapses in Australiatéed
the formation of committees for strengthening tatpry mechanisms. For instance, the
Chambers Committee in 1978 was set up to review phevailing regulatory
mechanisms. The failure of Reid Murray, Mineral $des of Australia Ltd.,
Cambridge Credit Corporation Ltd., Associated SiiesrLtd., Ariadne Australia Ltd.,
Westmex Ltd., Bond Corporation Holdings Ltd., AtsBtasminco, Harris Scarfe Centuar
revealed that the main reasons for corporate csdldyave been accounting and auditing
manipulations, raising of excessive debt, unnecgssapansion and diversification,
inadequate disclosures and inflated profits. Thel&de Steamship Company Limited,
one of the oldest Australian companies, was algm®ed as its financial statements did
not represent the company’s true and fair financahdition. Health International
Holidays Insurance Ltd., being the second largestirance company in Australia with
significant importance at national and internatloleael, was also rocked amidst the
spree of corporate scandals on account of inapiateppolicies and window-dressing
and secret reserves. Even the favourable conditdri®80s could not help Australian
companies to come out of these scandals. Similae the cases with reputed American
companies such as WorldCom, Dynegy and K-Mart. directors of the above bankrupt
companies were questioned for their inappropriateisibns’® Consequently facing
intense pressure, the directors asked the managedménflate earnings within given

constraints. In August 1940, one of the sub conemdttof the NYSE had recommended



selection of an independent auditor by the committemposed of directors who were
not officers of the compary.In 1960s, despite the recovery in the securitieskets,
there was no major change in the regulations wblate CG3 The Securities and
Exchange Commission (SEC) was the first regulatoetognize that companies not only
have to submit financial statements but managersiéed to report on forward-looking
prospects of the compafy.Consequently in 1968, the SEC included a report on
Management's Discussion and Analysis in the ‘GuitteasPreparation and Filing of
Registration Statements’. In 1970s, there were mounsecorporate scandals and the SEC
had to investigate such miscondtitiThe NYSE also supported the idea of audit
committees? In the US, instances came to light of companiesimgaklegal political
contributions and having bribed government offiidlater on, the Foreign and Corrupt
Practices Act was legislated in the US in 1977 #mel Act had provisions for the
establishment, maintenance and review of interoatrol 3> The NYSE formally adopted
an ‘Audit Committee Policy Statement’ in January’Z9requiring its listed companies
to establish audit committeds.In 1979, the SEC proposed mandatory reporting on
internal controls’ Before 1980s, the focus of managers was on grawthstability of
organizations. Moreover hostile takeovers were aae so was the case of management
ownership of stock optiori.In 1980, the SEC effected a change in the focam fr
operating results to financial position by stipirigtthe requirement of the Management’s
Discussion and Analysis repdftin 1980s, following prolonged neglect of shareleodd
interests, a spate of takeovers and restructufibhgisinesses took place and about 50 per
cent of the total companies were the target of dedes?® From 1984 to 1990, firms

repurchased their own shares or borrowed fundsémde takeovers. The debt of these



companies rose to over 80 per cent of total capital985, on account of corporate
failures in the US, particularly the Savings andah® Collapse, the Treadway
Commission was establish&dThe objective of Treadway Commission was to idgnti
the reasons for misrepresentations in financiatestants and to make requisite
recommendations. Hence the Treadway Commissionmeemded adequate controls,
independent Audit Committees and objective inteenalit. Accordingly, the Committee
of Sponsoring Organizations (COSO) was born. Thenteon control given by COSO in
1992 was refined and endorsed in four subsequentdpKrts i.e., Cadbury, Rutteman,
Hampel and Turnbull. The performance of US compmanie terms of CG was
considerably inferior compared to German and Jagmrfiems?’ By the end of 1990s
companies such as International Business Mach{eseral Motors and Sears incurred
huge losses. Investment decisions in low-returpepts and diversifications led to lower
earnings. This caused agony among stakeholders. rAlsssive investment in internet
and telecommunications had led to rapid expansiahe economy. However, by 2000,
the share prices bubble had burst and the econ@myahsetbact® In July 2002, the
Sarbanes-Oxley (SOX) Act brought about significatminges in CG in publically traded
companie$? The NYSE andhe National Association of Security Dealers Autteda
Quotation System also changed listing requiremdrite.impact of SOX Act is on three
areas, viz., executive compensation, shareholdertaring and board monitoring.

In UK also, on account of financial collapses ie tate 1980s and early 1990s,
the London Stock Exchange set up the Cadbury Caeenih 1991, for strengthening the
role of self-regulation, to avert such debaéfeéhe impact of the Cadbury Committee

report on the financial aspects of CG has been atiafi The crux of the Cadbury
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Committee report is that the commitment and capgtf Non-Executive Directors is
critical for the effective functioning of the Boarh order to attain the highest standards
of CG.lt led to the establishment of various committeasG$s world-wide!’ The CG
committees’ recommendations are based on the emagnt and historical background
pertaining to businesses, prevalent in the resgecuntries. These concepts related to
particular business environment in a country candodlectively and formally called
“Corporate Governance Theories” (Exhibit 1.1). Thajor committees on CG were the
King Committee (South Africa, 1994), and those dieTToronto Stock Exchange
(Canada, 1994), Australian Association of Investméfangers (Australia, 1995),
International CG Network (1995); Centre for Eurapé®licy Studies (Brussels, 1995);
The Vienot Committee (1995); Greenbury CommitteeK,(UL995), Davis Global
Advisors Inc. (1996) and The Hampel Committee (W897).

EXHIBIT 1.1

FOCUS AND THEORETICAL UNDERPINNINGS OF UK CORPORATE
GOVERNANCE REPORTS AND CODES

Committee | Year Focus Theoretical Under pinning
Cadbury | 1992 Financial aspects of corporate rempprt Agency Theory
Greenbury| 1995 Directors’ remuneration and disclesu Agency Theory
Hampel 1998 Implementation of Cadbury and Agency, Stakeholder Theory
Greenbury
Combined | 1998 Incorporating various elements of prigr Agency, Stewardship
Code codes
Turnbull 1999 Internal control requirements Agernitsansaction Cost
Economics
Myners 2001 Institutional investors Agency Theory
Higgs 2003 Non-Executive Directors Agency Theory
Smith 2003 Audit Committees Agency Theory
Combined | 2003 Revision including recent codes Agency, Stakldr Theories
Code

Source: Adapted from Mallin, CCorporate Governangéxford University Press, 2004 cited by Rolph,
N. S. Balgobin, “Global Governance Practice: Ting@#ct of Measures Taken to Restore Trust in
Corporate Governance Practice Internationallyé Icfai Journal of Corporate Governandéol. VI,

No. 1, January 2008, p. 9.
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In June 1997, as the currencies of Thailand, Insiandlalaysia and South Korea
started plummeting, the investors and the WorldkBGWB) realized that apart from
corporate management, good CG was equally essé&hfile importance of CG was
further emphasized on account of the collapse abX€Exhibit 1.2), Tyco and many
other leading companiés.

EXHIBIT 1.2

SELECTED CASES OF CORPORATE FRAUD

Company Year | Audit Firm Country | Notes

Nugan Hand Bank | 1980 PW Australla Money launderarganized
crime

Robert Maxwell 1991 | Coopers & Lybrand UK Falsifyireceivables’
numbers to inflate sales, beat the
market

BCCI 1991 | PW; E&Y UK Fraud and corruption;
underworld links

Barings Bank 1995| Deloitte & Touche andJK Fraud

Coopers & Lybrand

Xerox 2000 | KPMG USA Falsifying financial results

Enron 2001 | Arthur Andersen USA Falsifying finanaiesults

Dynegy 2002 | Arthur Andersen USA Round trip trades

Kmart 2002 | PW USA Misleading accounting practices

Qwest 2002 | Arthur Anderson USA Inflated revenues

Communications

WorldCom 2002 | Arthur Andersen USA Overstated céohd

Parmalat 2003| G&T Italy Falsified accounting pape

Satyam Computer | 2009 | PW India Falsified accounts

Services

Source: Kar, Pratip, “Capital Concerns - PattemnGavernance Failures,” Issues and InsigBtsiness
Standarg Ahmedabad, 13April 2009, p. 12.

The Higgs report on Non-Executive Directors and 8maith report on Audit
Committees published in January 2003, constitutgzhd of CG reforms in UK and
Europe>® Further, in April 2004, the government of thirtyg@nization for Economic
Co-operation and Development (OECD) countries ammtoa revised set of its
principles of CG. The principles focused on awassremong institutional investors and

enhanced role of shareholders in executive comgiensdhereby ensuring public trust,
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transparency and disclosures. So CG emerged mainmlyaccount of a failure by
companies across the world, particularly in UK &isl, to protect the interests of their

shareholders.

1.3CG

According to Webster’s Dictionary the term ‘Corp’aneans a body having the
nature of, or acting by means of a corporatiofihe term ‘Governance’ is derived from
the word Gubernate, means to rule or steer. Eveugth the term governance is from
political science, these days it is also debatedeumpublic administration. In common
parlance, CG means protecting interests of shateholbut not at the cost of other
stakeholders. However, there are varied opinionsuialihe terms ‘Management’,
‘Governance’ and ‘Administration’. The term ‘Managent’ in the context of CG means
“executing strategic as well as all other decisidaken by the Board’. The Chief
Executive Officer (CEO) is entrusted with the resgbility of managing the day-to-day
affairs of business in consonance with the decssiof the Board. Moreover, in
management, there is a hierarchy, where the CEGnhgbsenior executive with
managerial roles and responsibilities, is also @& phthe Board) is on the top of the
managerial pyramid, delegating authority and resility for management functions
downwards while demanding accountability upwardsigfe 1.1). The term
‘Management’ is mostly referred for businesses wlith profit motive. As explained by
Carver, Governance is a subcategory of ownerstop,anbranch of management; the

Board is owner-representative.The authority of ownership can be passed into the
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organization via the Board. The Board cannot habess for regular guidance, the way

managers have.

Corporate Governance
Directs Management

0 Outside non-executive directors

0 Executive directors

I
A A A A

| MANAGEMENT |

A Other managers

v

FIGURE 1.1
Governance and Management Distinguished

Source: Tricker, BokEssential Director (The EconomisBeplika Press Pvt. Ltd., Kundli, 2004, p. 3.

The term ‘Governance’ denotes a controlling ormgilfunction, which is the sole
responsibility of the Board of Directors. The acct@bility of ‘Governance Function’ is
higher than the accountability of ‘Management Fiamct The reason is, management is
accountable to the Board while the Board is acahlatto the management for taking
timely decisions as these decisions are to be ¢x@clby the management.
Simultaneously, the Board is also responsible tatgeghareholders for implications of
the decisions so made. The term ‘Administrationame compliance with specific rules
and procedures. The term ‘Administration’ is alssed in the context of non-profit
businesses.

In general CG reforms have significantly focusedtlom relationship between the

management and the Board particularly on separdtiege two functions for effective
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management and hence may lead to greater transyarefhe Board members usually
may not get enough time and the management haarage the day-to-day affairs. So the
role of CG becomes more pertinent. Further, therne$ cover the implications of risk-
return relationship between management and shaketsolto some extent. However,
limited focus has been given to the implicationsriek-return relationship between the
Board and shareholders. Lack of accountabilityhef Board of Directors and inadequate

information to the shareholders (Figure 1.2), rssial weak controls.

CEO and
Management

Periodic Updates
and

Strategic
Direction

Transparency
in Financial
Reports

. Company
Capital and CEO
Oversight

Weak Controls, Little Influence

——————————— --_—>
Shareholderg D Board

Minimal Information Flow,
No Individual Accountability

FIGURE 1.2
The CG System

Source: Cynthia, A. Montgomery and Rhonda Kaufmi@he Board’s Missing Link,'Harvard
Business Revigwarch, 2003, p. 89.

A broader view of CG can be grasped from some@fdiowing definitions:
According to Milton Friedman, “Corporate Governariseto conduct the business in

accordance with owner or shareholders’ desires;clwbenerally will be to make as much
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money as possible, while conforming to the basiesrwf the society embodied in law
and local customs™ This definition clearly emphasizes the focus oae thterests of
shareholders without jeopardizing the intereststakeholders (law and local customs).
Support for the view can be found in the followiatatement of Adam Smith: “By
pursuing his own interest he frequently promotes tif the society more effectually than
when he really intends to promote it. | have ndgewn much good done by those who

affected to trade for the public good”.

The Cadbury Committee’s definition is: “Corporat®v@rnance is a system by which

companies are directed and controlledl”.

Shleifer and Vishny define it as “The ways in whakppliers of finance to corporations

ensure themselves of getting a return on theirsment™>’

In his preface to the World Bank publicatiddorporate Governance: A Framework for
ImplementationSir Adrian Cadbury states the following: “Corpor&@evernance is...
holding the balance between economic and socialsgaad between individual and
community goals. The governance framework is therencourage the efficient use of
resources and equally to require accountabilitytfar stewardship of these resources.
The aim is to align as nearly as possible the ésteof individuals, corporations and
society. The incentive to corporations is to ackid¢iveir corporate aims and to attract
investment. The incentive for states is to streagttineir economies and discourage fraud

and mismanagement®.
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Maw et al.,sum up the evolution of CG as “Some commenta#tis too narrow a view,
and say it is (Corporate Governance) the fancy femthe way in which directors and
auditors handle their responsibilities towards shalders. Others use the expression as if
it were synonymous with shareholder democracy. Qatte Governance is a topic
recently conceived yet ill-defined and consequetiyrred at the edgesCorporate
Governance is a subject, as an objective, or agiane to be followed for the good of
shareholders, employees, customers, bankers apddrfdr the reputation and standing

of our nation and its economy®.

James Wolfensohn, the former president of the W® ‘€2orporate Governance is about

corporate fairness, transparency and accountabifity

OECD defines thus “Procedures and processes angotdi which an organisation is
directed and controlled. The corporate governattetsire specifies the distribution of
rights and responsibilities among the differenttipgrants in the organisation - such as
the board, managers, shareholders and other stdkehie- and lays down the rules and

procedures for decision-making".

According to Tricker, “Broadly, Corporate Governants about the way power is

exercised over corporate entiti€s”.

Apart from the CEO, the role of Independent Dirextand auditors is crucial.

Though societal (stakeholders) interests cannogme&ed, economic considerations and
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shareholders’ interests are the priorities as @nbss enterprise is created by the profit
motive. To what extent societal interests are tedmesidered, depends on the discretion
of the company, including its financial positionete, the scope of CG is wide and
encompasses not only the interests of shareholdetsalso the interests of other

stakeholders as presented in Figure 1.3.

2. Shareholders or
Members

8.
Societal Influences
and Other
Stakeholders

3.
Senior
Management

1.
The Board of
Directors or
Governing Body

7.
Government and
Other Corporate
Regulators

4.
Auditors

6.
Contractual
Stakeholders

5.
Stock Markets

FIGURE 1.3
Scope of CG

Source: Tricker, BokEssential Directo(The EconomistReplika Press Pvt. Ltd., Kundli, 2004, p. 5.

Ethics plays a crucial role in CG. Lack of ethiosGG gives ample scope for
companies to mislead stakeholders and simultangaoaisie doubts about the efficacy of
the system of CG. However an emphasis on ethics doé mean a compromise on
profits. Bruce Weinstein says “Being ethical ultielg means taking the interest of

others as seriously as your own and consideringsegurences of your words and
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actions”® In this regard, Peter Drucker said, “there is resitlh separate ethics of
business, nor is one needed; for men and womenotlcacquire exemptions from
ordinary rules of personal behaviour at their worlfob. Nor do they cease to be human
beings when appointed vice-president, city managenllege dean. And there have been
a number of people who cheat, steal, lie, bribeake bribes. The problem is one of

moral values and moral education of the individo&the family, of the schoof**

1.4 CG Models

The historical records relating to securities mankdndia, though deficient, indicate that
loan securities of the East India Company wereetlddwards end of the T&entury®
By 1830s, trading in shares of banks commencedl18B0, the Companies Act
introducing limited liability was enacted, annourgithe era of joint stock company
which boosted trading volumes.
1.4.1 MANAGING AGENCY SYSTEM

In India, corporations emerged from the managingnay systeni® In this
system the terms, ‘Managing Agent’ and ‘ManagingeAcy’ were used for individuals
and business firms that entered into a legal contvéh joint stock companies to manage
the affairs of the latter. The managing agencieewstablished by the business families.
These business families took to the managing ageaysyem for two reasons: (i)
managing agency system provided a quick turnovecapital and (ii) a small sum of
capital to be spread over a large number of vestudwerall, the managing agencies
facilitated actions such as establishment and nme&anagt of companies, and executing

finance functions, when the capital markets andlitreystem were underdeveloped.
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Since most managing agencies were establishedreeships involving members of a
single family, this relationship between the agenod the business family established
the foundation for the family-controlled conglomesathat have dominated the Indian
economy since independence. In this model corpa@téol led from the individual to
the joint stock company and a parent or apex comgarmfits were generated not due to
productivity or innovations but on account of markaperfections, price fluctuations,
wars, famines and artificial scarcities. Profit-nmakin this fashion highlighted the ad
hoc-nature of business. The laissez-faire capitalisvhich facilitated industrial
development to some extent in the western counulidsnot work out in India's colonial
context. Moreover, managing agents deprived shéders of their basic rights and
ignored their voice in managing affairs of the f&n®o, the process of industrialization
failed to generate wealth either in the form of emgr dividends, for the concerned
stakeholders.
1.4.2 BUSINESS HOUSE MODEL

According to the Business House Model, after indeace the Indian
government adopted an interventionist approach eeeldpment, with the intent to
accelerate industrialization and grothThe managing agents capitalized on new
business opportunities by promoting new businesguves. The promotersf such
ventures became the key players in India's postcall business sector providing the
basis for the emergence of conglomerates.

1.4.2.1 _A Shift from the Business House Modeth® Anglo-Saxon ModeMany large

corporations thrived under the Business House M¥dexamples are the Birla and Tata

groups. They managed to grow and enter new aredsigiess. But, a change was
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triggered in the 1980s, when the Indian economy by a crisis. Some reasons for
such crisis include low foreign exchange reservegh fiscal deficits, huge losses
suffered by Public Sector Enterprises and inflatsulpsidies. Low foreign exchange
reserves and huge deficits forced the Indian gawem to approach the International
Monetary Fund (IMF) and the WB. The WB'’s assistaaceved first, viz., US $500
Million in the form of a structural adjustment Igatihat warranted a comprehensive
reform programme. The IMF loan, of US $1.78 Billigrut an end to the interventionist
period and brought in the era of neo-liberal ecocoraforms in India. These reforms
include changes in company law, financial and baglgectors, foreign investment and
the industrial policy. This led to a shift from tBeisiness House Model to the Anglo-
Saxon Modél of CG (Exhibit 1.3). As Louis Lavelle stated irethontext of changes in
the US, and which had relevance to developmentadia: “Almost overnight, Boards
that were at the CEQO’s beck and dakcame more independent, skeptical and determined
than ever to hold top executives accountable. Aslagions go, not a bad staft® The
salient features of this model are dispersed ovmigrprofessional managers, separation
of ownership and management, passive institutionastors with short-term orientation
to hold equity stock, comprehensive disclosures andactive market for corporate
control.

There were significant hostile takeover activitiasthe US and the UK also
during the period 1976-1990. As Jensen pointedtbatmergers and acquisitions activity
enriched selling-firm shareholders by more than0Billion (at 1992 prices), and

precipitated the political and legal reaction agaiakeoveré® The Anglo-Saxon Model

“ Anglo-Saxon Model is also referred as the Angloekizan Model.
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has been described as a “High-Tension Model” bexatithe important role of the CEO,

active capital markets, short-termism, and crediakeover threats- The Anglo-Saxon

Model can be found in the former British coloniéghere are subtle differences in CG

in US and UK: the UK is a proponent of self-regidiatin CG, unlike the US.

EXHIBIT 1.3

CG IN INDEPENDENT INDIA

Feature

The Business House M oddl

The Anglo-American Model

Formal structure of
gover nance

Single-tiered Board of Directors

Single-tiered Bbaf Directors

Role for Nominee Directors

Reduced role for Nomib&ectors with a
move toward abolishing Nominee Directd
altogether

M acr o-economic

Direct government intervention in capit

alAnglo-Americanization of capital markets

pr

D

£S

D

milieu markets through pricing of corporate | with deregulated pricing of corporate
securities securities
Development banking - heavy use of | A more ‘marketised’ model of
financing from public financial development banking; banking system
institutions (PFI) continued toward profit generation - but f
finance it depended on PFls
Protected, non-competitive product Limited reduction in protection
markets
Stringent controls on foreign ownershig Relaxed controls on foreign ownership as
as well as portfolio investment well as portfolio investment
Regulation of foreign exchange Reduced regulation of foreign exchange
expenditure by firms expenditure by firms
License-permit-quota regime Abolition of license-permit-quota regime
No buybacks of its own shares by a firm Firms allowed to buyback their own share
through open-market operations;
formulation of the Takeover Code and thg
CG codes
Control Proximate| Minority ownership (of group companiesMinority ownership (of group companies

by the apex company)

by the apex company)

Ultimate

Majority ownership (of apex company b
controlling family)

yMajority ownership (of apex company by
controlling family)

Other mechanisms
of control

Interlocking Boards

Inter corporate investments

Debt financing through PFI
Discouraging shareholder participation

Interlocking Boards

Inter corporate investments

Private (or regulated) placement of stock
Mergers (of group firms)

Control of share offerings

"2

Encouraging shareholder participation

Source: Adapted from Reed, DTHe Three Historical Models of Corporate Governarke Evaluation
of Corporate Economic Responsibility in IndiglTM Calcutta), 1998, cited by Mukherjee, Anarfiyaed,
“Corporate Governance Reforms in Indidgurnal of Business Ethiclay 2002,Vol. 37, No. 3, p. 259.

22



In UK, a company has to either comply with or expl&€G, while in US it is
binding for companies to comply with the SOX AdD02. As control and ownership are
distinct, the ownership is widely dispersed amdrg ghareholders, so this model is also
called the Outsider Model. It is called the Primtipgent Model because the
shareholders (principal) entrust management offithe to the managers (agents). This
model is characterized by an effective and powe®HD, but, existence of the agency
issues and absence of bank control over managerfieatsaid salient features of the
model determine the CG structure in the Anglo-Sagouantries (Figure 1.4). In this
model, it is apparent that the general committetefstockholders is the highest body in

the structure, authorized for appointment and disaliof the Board of Directors.

General Committee
of Stockholders

Appointment l

and Dismissal . N
Appointment and Dismiss

(Chairman) —> Auditors Committee
Board of Directors < )
Other Committees
Monitor
Appointment
and Dismissal Contro
(CEO)
A Board of Operating Executives
FIGURE 1.4

Typical American Governance Structure

Source:Masami, Atarashi, “Corporate Governance-A JapaResspective,” Focu®roductivity, Vol. 40,
No. 4, January- March 2000, p. 513.

It has a unitary (single-tier) Board structure (Frgy1.5). The Board of Directors
appoint different Board committees including Au@ommittee, by delegating authority

and responsibility to such committees for smooticfioning of the company. According
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to this model, there is ample scope to dismisSQR©, if his performance is poor. This
model provides the highest level of transparencyngared to other major models
(German and Japanese). In this case, directordicaatly intervene and in fact they are
entrusted with the control function of executive nragement. However, this model’s

focus is on the interest of shareholders.

0 0 0 Non-executive directors (5)

[0 Executive directors (3)

FIGURE 1.5

Unitary (single-tier)/The Majority Non-Executive Bal Structure

Source: Tricker, BokEssential Directo(The Economist)Replika Press Pvt. Ltd., Kundli, 2004, p. 41.

1.4.3 INDIAN AND SOUTH ASIAN MODEL
A study of a small sample of Indian companies bhbugt the following®®

The features of the Indian (South Asian) Model d& Gre: dominant promoter-
shareholders, promoter-CEO, diluted principal-agegiaitionship and the need for
additional protective measures by the market regulae., by the Securities and
Exchange Board of India (SEBI) in India. The featuof this model indicate a remote
possibility, if at all, of a conflict between: (pjomoter-shareholder and agent (managers)

and (b) promoter-shareholders (for e.g., promotezetbrs) and retail shareholders.
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1.4.4 THE CORPORATION AS A ‘CONTRACT’ MODEL

Hart observes that every business organizationjudimy the corporation
“represents nothing more than a particular ‘stamdarm’ contract”’* Theoretically, the
problems of CG arise from the existence of incotept®ntracts. Contracts spell out each
participant’s rights, duties, benefits and obligad. There is no presumption of a
superior claim for one class of claimants over hantThe claimants must get benefits
according to their bargains and contracts withfitime, no more and no less. The bargains
by the claimants differ between firms and dependitrations. Therefore the rules of CG
are aimed at filling in the gaps left in these cadats, in congruence with the corporate

goal. While doing so, the directors owe corporaladiary duties to the corporation and

its shareholders.

1.4.5 THE GERMAN MODEL

The notable feature of this model is that the banksGermany have major
influence on CG as they provide finance to the Gerroompanie& Due to this, it is
also referred to as a Bank-Oriented System of gmarere. It is more of an institution-

oriented structure. The system of CG based on Gecradvil law is called Insider

“The corporate fiduciary duty is a principle théisfgaps in the corporate contract. (As defined

by Easterbrook and Fischel cited by Smith, ThomasThe Efficient Norm for Corporate Law:

A Neotraditional Interpretation of Fiduciary Dytylichigan Law Revieyol. 98:214, p. 216

available at
http://papers.ssrn.com/sol3/papers.cfm?abstract 96588&http://www.ask.com/web?q=Maccy%2C+Jon
athan+R.+fiduciary+duties%2C+%E2%80%A6.availablewatw.&search=&qsrc=0&0=10148&I=dis&t
pr=1, website accessed on 04.5.2012, 9.05 a.m.
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Model.”® There is concentrated ownership which perhapsa&®lGermany’s less

developed stock market. In this model, the agenmoplpm does not arise as firms are
only coordination devices, aligning self-interestrwthat of the stakeholders. There is a
Dual Board (Figure 1.6), the Supervisory Board.(i®upervisory Directors) and the

Management Boardi.e., Executive Board Members).

0
0 0
0 0
o o0
g o o0

Q  Supervisory Directors (5)

O  Executive Board Members 5)

FIGURE 1.6
The Dual (Two-Tier) Board Structure

Source: Tricker, BokEkssential Directo(The EconomistReplika Press Pvt. Ltd., Kundli, 2004, p. 42.

The Supervisory Board is responsible for accountiagpects, strategic
acquisitions and closures, dividends and appointrteerthe Management Board. The
Management Board is responsible for running thepamg. The companies are closely
associated with a Universal Bank that owns shardglae bank has Board representation.
For most of the decisions, the consent of the UsaleBank is required. The power of
the top management in this model is less than ith#te Anglo-Saxon Model. In the
European Model, there is a relatively compact groughareholders having control over

the corporation unlike the East Asian Model in white founding families hold the

“Known asAufsichstrat'and Vorstrand’in German Model.
Source: Vishwanath, S. R., “Corporate Governdnoe;handrasekhar, Krishnamurti and S. R.
Vishwanath (Eds.)Advanced Corporate FinancPHI Learning Pvt. Ltd., New Delhi, 2009, p. 360.
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controlling shares directly or indirectly througlgramids or cross holdings. The above
mentioned features support the dual-structure off@ae CG (Figure 1.7), based on joint
decisions.” The hierarchy includes general committee of stokédrs, Audit Committee
(referred to as, Auditors Committee) and a Boardéctors. An Auditors Committee
performs a checking function, while the Board ofredtors performs operational
function. The highest legal position is designaiedhe Auditors Committee, based on
mutual decision and participation of labour is mated. The Auditors Committee
comprises representatives of stockholders electgdthe general committee of
stockholders and representatives of labour elebtedhe employees. The Board of
Directors is appointed by the Auditors Committed #re Board carries out the operating
function under the supervision of the Auditors Cattee. So the Auditor€ommittee
and the Board of Directors are separate and onebererannot have dual positions

simultaneously.

General Committee Labour
of Stockholders

Appointment and Dismsa l
(Chairman)
Auditors’ Committee
Appointment and Dismiss l Monitoring/Checking
(President)
Operation Board of Directors
FIGURE 1.7

Typical German Governance Structure

Source: Masami, Atarashi, “Corporate Governanceyadese Perspective,” FocBspductivity, Vol. 40,
No. 4, January- March 2000, p. 514.
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1.4.6 THE JAPANESE MODEL

The Japanese CG is also characterized by the tuakwse i.e., the Board of
Directors and the Representative Directors. Therésgmtative Directors carry out
operational functions. The auditors and the Bodrdirectors, who check Representative
Directors, perform the checking function (Figur®)1.In this model, stockholders are
positioned at the top as they have the highest ptavelect the Board of Directors. The
Board of Directors in turn elects Representativee@brs, checks their operations and
performance and entrusts them responsibility to aganthe company. The general
committee of stockholders reserves the right ofaeah of directors and makes the

auditors responsible for scrutinizing the operaionerseen by directors.

General Committee
of Stockholders

Appointment and Dismiss

Operation i l

(Chairman) Auditors
Board of Directors

Appointment Checl
Chec}

and Dismissal

(CEO)
President

Senior Executive Committet

FIGURE 1.8

A Typical Japanese Governance Structure

Source: Masami, Atarashi, “Corporate Governanceqfadiese Perspective,” FocBsoductivity, Vol. 40,
No. 4, January-March 2000, p. 515.
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In addition to this, large companies also set wgrtbwn operational bodies known as
‘Jyomukai’, i.e., the Management Committee (Sertaecutives Committee). The CG
structure in this model is characterized by a Ipgésence of corporate or institutional

stakeholders, decreased role of main banks anddalmons.
1.4.7 THE OPEN ENTERPRISE MODEL

In this model, firms are expected to be activelgngparent but where they
manage their critical competitive information anecwrity’® Creating value for all
stakeholders is the goal of these enterprises.elfieas demonstrate high standards of
integrity, and infuse trust, global stability andcgl justice. This model contains four
steps which run in a sequence. The first step ipsrtto honesty, accountability and
transparency. These factors help the firm to bailbundation of trust, which is the
second step. In today’s environment, the firm caitdbtrust by correctness of conduct,
which in turn kindles reciprocal obligations andspires good values and proper
behavior, so essential for the various classegateholders. The third step is building
healthy relationships. Individuals today have geeatccess to information, about the
organization and this engenders a new kind of icglahip among them. Stronger
relationships help the firm to fortify values artdi$ succeed in the long run. The final
step in the model relates to values and integrityegrity is based on honesty,
accountability and transparency. Integrity is a tlore of value creation, through the

firm’s superior competitive strategy and compeéitadvantage.
1.4.8 THE FOUR PMODEL

This model recognizes four vital aspects of CG, ifeur Ps viz., People,

Principles, Process and Practice. According to mmiglel (Figure 1.9), if all 4 Ps are
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satisfactorily met, preferably in sequence, thailtesill be good CG. The first P, i.e.
“People” is the most important aspect in the C&pss. “People” here mean CEO, Chief
Financial Officer (CFO), Directors, Auditors, antteBeholders or any combination of
these, who are the important actors in CG. Foams#, inadequacy of the first P, will
have adverse consequences on the fourth P, hefectivedness of the second and third
Ps will be blunted. It is the first P, i.e., Pegpdno make principles, set up the requisite
processes and practice principles. So there iggantineed to recognize the importance
of human values, whether in the Board meetingsleating with the external auditor or

providing protection to the shareholders interests.

People
(1°'P)

Principles
@P)

Process
3P

Practices

th (R)

FIGURE 1.9
The Four Ps Model
Further, corporate leaders nurture their most méuasset, the human resources.

people have ethical values, probability of frauelduces.
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1.4.9 THE PRIVATE-EQUITY MODEL

The governance structure at top private equityditmas been widely studied by
finance academicians. The typical Board of a peasduity controlled company has a
few (say five to eight) members, a Non-Executivai@derson, and only one Executive
Director® The Non-Executive Directors include financiers andividuals with strong
management and industry experience. The Board cécfdirs has significant equity-
based incentives, either through direct share ostiigror an incentive structure in the
form of appreciation in share value (Figure 1.IDhe approach of private equity to
reorganization is useful with a corporate coordoraind control framework to address

the dual problem of managing information and inisestin large organizatiors.

The framework identifies three elements of orgaimal structure: (1) the
allocation of decision rights i.e., who is going take what decisions? (2) internal
performance measurement i.e., how is success muefor the company, business units,
and for individuals, and (3) incentives and disimoess, including promotion and

compensation systems.

According to this model, the four principles forufalation of the reorganizing
approach taken by the best private-equity firme as followd? (i) Governance by a

small Board of Directors with significant equity oership; (ii) decentralizing decision-

making; (iii) adoption of new performance measufes stress cash flow and long-run

value; and (iv) adoption of a new management cosgdén system that includes:-

a) higher levels of remuneration, with more payisk,
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b) bonuses based on cash flow and or value addéiwh

c) significant percentage of management-equity osimp.

Weak Corporate Governance

Focus on size and growth rather than value, wetgkrial capital markets

!

Under performance

}

Pressure from the Market for Corporate Control
Hostile Takeover Offer, Leveraged Buy-Out as aredlative

!

Asset Sales, if necessary, Private Equity-Style Gover nance: High leverage facilitates concentrated
equity ownership

Changesin Organizational “Rules of the Game”

1) Decision Rights Decentralized

2) New Performance M easur es focus on cash-flow rather than EPS and on firm e/aéither than size
or growth

3) Rewardsthat align I ncentives with bonuses based on new performance measures and

management-equity ownership

Improved Strategy and Decision-M aking

Utilizing valuable specific knowledge through eftige decentralization allocating capital more
efficiently

I

Improved Performance and Value Creation

FIGURE 1.10

Reorganizing the Firm for Value

Source: Wruck, Karen H., “Private Equity, Corpor&avernance and the Reinvention of the Market for
Corporate Control,Journal of Applied Corporate Financ¥ol. 20, No. 3, Summer 2008, p. 15.
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1.4.10 THE HYBRID MODEL

This model recognizes the possibility of applicataf principles and practices of
CG based on any combination of the models refarguleviously. The likelihood of this
model will be in a situation, where no one paréecuhodel is suitable or the patterns and
nuances of business conduct are too diverse andegond the scope of any other
existing model. A group of scholars believe thatréhis some convergence of CG
towards a Hybrid Model, based on blending and adopof best practices among
countries®®
1.4.11 CONVERGENCE MODEL

Economic efficiency, due to globalization will uftately cause varying CG
structures around the world to converge in ternthefrules and forms, or in terms of the
functions®
1.4.12 PATH-DEPENDENCE MODEL

According to this model, the evolution of CG systésnpath-dependent i.e.,
convergence of CG is barred by the national histtngjectories and political

consideration&

The German Model (Insider System) of CG is appaiprin a situation where
commitment between stakeholders is VitaThe Anglo-Saxon Model (Outsider System)
of CG is more appropriate where technological pessiis fast- In the last decade, India

has been moving towards adoption of the Anglo-Sakuulel of CG®’ The reasons

" The German Model is also referred as Bank @&sstem of CG.
“E Anglo-Saxon Model is also referred to as MafReented Model of CG because of dispersed equity
ownership.
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include global political-economy pressures and lenls emanating from the previous
model, viz., the Business House Model of &GEurther, it gives importance to
shareholders’ interest and promotes product-madeipetition. The move to the Anglo-
Saxon Model can help conglomerates to maintainrebof their business provided their
business still remains competitive. Most featurethe Anglo-Saxon Model exist in the
Indian corporate scenario barring a few, such asdibpersed equity ownership. In the
Anglo-Saxon Model agency issues exist between neasagnd shareholders. In the
Indian context, agency issues are less between gaeand shareholders, and more
between dominant shareholders (promoters) and ityrgirareholders. These features of
CG in India are expected to exist, at least inftheseeable future. However in India, the
regulatory mechanisms and market for corporaterabrgeem similar as in the US and
UK. Also, the Indian Companies Act, 1956 is largbised on the provisions of English
company law. Therefore, Indian CG system signifigafollows the pattern of the
Anglo-Saxon Modef® The 1990s economic reform policies are closelyteelao the
Anglo-Saxon Model, characterized by a single-tieail structure, where directors are
representatives elected by shareholders and agstigmendence on capital markets that
works as a disciplinary todf. The Anglo-Saxon Model is based primarily on theeAgy

Theory, with a unitary-Board and it seeks to foonghe interests of shareholdéts.

Implementing policy measures with a view to imprayiCG is significantly more
difficult than just devising therf. Various policy proposals have been advocatedén th
past but never effectively enforced. It is widellibved that business families in India

use various devices to influence public policy sot@ continue to maintain control of

“Existence of a market for corporate control meabssiness environment in which acquisitions and
mergers can freely take place.
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their empires. Thus, if governance reforms occua terger scale encompassing political
and legal reforms, then society would be in a pmsito exercise effective control over

corporations.

1.5 CG Theories
The CG theories are as follows:
1.5.1 AGENCY THEORY

Traditionally, economists assumed that manageesgebblders, bondholders, and
other stakeholders in a company strived to prontb&e common good® In recent
decades, financial economists have studied in dépgHikely conflicts of interest among
various stakeholders and the ways to resolve sonflids. Collectively, these ideas are
termed Agency Theory.The theory is essentially concerned about devetpphe
optimal contractual relationship and to harmonize disparate expectations in order to

maximize the effectiveness of all interest grotips.

According to Jensen and Meckling “Agency theoryolwes a contract under
which one or more persons (the shareholders) engagter person (the directors) to
perform some service on their behalf which includetegating some decision-making
authority to the agent. If both parties to the tiefaship maximize utility, then there is
good reason to believe that agent will not alwags ia the best interests of the
principal”.®® According to Rappaport, the proposition that thsibess strategies should

be assessed in terms of the economic value thé&y tpeshareholders is well accepted in

Y Agency Theory is also known as ‘The Shareholddu&/®erspective’.
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the business community. In other words, to sugtest companies be managed in the
best interests of their owners is hardly disputdblowever, managers may not act in
ways that maximize the wealth of shareholdéi§. managers and directors do not act to
maximize firm value, then they are likely to fabedats of takeovef These assumptions
are predicated on the operation of an efficientnpetitive environment, in which

information asymmetries are minimal.
1.5.2 STAKEHOLDER THEORY

According toFreeman and Reed the word ‘stakeholder’, was camed internal
memorandum at the Stanford Research Institute &3.19 refers to those groups without
whose support the organization would pefiSiMost advocates of the Stakeholder
Theory' assert that pursuing interests of all stakeholéermt only just but also more
effective for organizationS> A study commissioned by British accounting bodies
1975 suggested that corporations were bound tacteuatable to all those who might
bear the consequences of their actions, that istalleholders” However, as Drucker
pointed out, the stakeholder concept did not laainty because of hostile takeovers in
1970s'% Further, the idea vanished in the free market groethos of 1980s but

subsequently re-surfacé®.

Returns to stakeholders are influenced by the $ewddl protection that are
extended to them in a particular coun?yFor instance, firms operating in countries
with better protection of minority shareholders pagher dividends®> Moreover, high-

growth firms retain more and pay lower dividendarlslow-growth firms, in line with

" Stakeholder Theory is also known as ‘The Stakedokhlue Perspective’.
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the idea that legally protected shareholders atlingito sacrifice near-term dividends
when investment opportunities are attractive whilareholders with deficient protection
seem to accept whatever dividends a company giwespiective of investment
opportunities. Such distortions in investment aespmably due to the agency costs of
poor legal protection. The operation of an effextsystem of stakeholder management
by firms, therefore, assumes that such stakeholterglentified and recognized through

legislations.
1.5.3 STEWARDSHIP THEORY

This theory recognizes that directors can be etgdusvith a fiduciary duty
towards the company to act as stewards of sharetsoldterests, which they elevate
over their personal intereS The term ‘fiduciary’ comes from two Latin words., fide
means faithand fiducia meanstrust!®’ It refers to one who is invested with trust, and
spells out a sacred legal and ethical relationdbween the fiduciary and the

beneficiary. A director is a fiduciary of a publimited company.
1.5.4 RESOURCE DEPENDENCE THEORY

A view that has been expressed is that Boards r&cRirs can be a key source of
various resource® This theory is strongly contingent on the presewfca competitive

environment by assuming the availability of effitiecompetent and skilled directors.

1.5.5 INSTITUTIONAL THEORY
The theory considers organizations to be not josties that churn out goods or
services, but as “social and cultural systeM$Therefore, the theory holds that

organizations and their actors also seek legitimheyond just engaging in a scramble
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for resources. In view of the broader role the thieenvisages for companies, it
effectively empowers people in organizations toragsl the expectations of external and
internal groups, beyond the narrow set figurinthie Agency Theory'°
1.5.6 SIGNALLING THEORY

It is in the interest of the firm if a manager makeoluntary disclosure of
privileged information that may have a positiveseffon share pricés® The information
disclosure is at the discretion of the manager. ddeer the content, manner of
presentation and moment of publication of such rinftion is determined by the
manager. Of this, the choice of timing of publioatis critically important in signalling.
In Morris’ view, the combination of Agency and Saijing Theories provided an
appreciable theoretical foundation for the stuthes are related to accounting, especially
for voluntary disclosuret?
1.5.7 BUSINESS ENVIRONMENT AND CG THEORIES

CG developments in various countries are inspingdhleir corporate histories.
That is why the recommendations of various commmittare contextual to the respective
countries. The CG models are complemented by tlevaet CG theories. The CG
theories in turn are based on certain pre-suppasitor contingencies pertaining to the
business.

The Anglo-Saxon Model presupposes the presencetigedorces of competitive

advantage, outlined in Michael Porter’s Five-Forgleslel (Figure 1.11).
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Threats of New

Entrant:
Power of Existing Rivals Power of Buyers
Supplier: in the Industr

Potential Substitute
Products and
Services

FIGURE 1.11

The Driving Forces of Competitive Advantage

Source: Tricker, BokEssential Director (The EconomisBeplika Press Pvt. Ltd., Kundli, 2004, p. 117.

It is evident that Agency Theory is relevant to mies like UK and US.
Competition and an urge to expand ensures an actar&et for corporate control and
also provides a competitive advantage for outpseriiog corporations. However, the
existence of agency problems and conflict of irdefeetween owners and managers is
the fundamental assumption of the Agency Theorernkyg problems also arise between
creditors and shareholders’ having divergent iststehus causing each party to want to
monitor the othet**The directors are presumably expected to fulfgiittiiduciary duties
in order to protect the interest of shareholdeftse Rgency Theory provides academic
and intellectual basis for policy reforms includingquiring companies to have more
Independent Directors to keep a check on manadfeAzcording to this theory, the
protection of shareholders’ interest is the cruxC@. The reason is, except shareholders,

other stakeholders have legal rights to assert ttlaims. Therefore the Agency and
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Resource Dependence Theories are more suitable ompetitive environments.
Stewardship Theory does not consider debt and atapituctures as motivators of
managers™ It derives inspiration from a tradition of psychgical theorizing and
research that views the job that the manager pesfoas being the most powerful
determinant of his or her work behavidlft.It is the triggering of this intrinsic
motivation and the needs of achievement, respditgiand others that are the main well-

springs of managerial effort and performarce.

Moreover, belief in the organization and its missifidelity, respect for authority
and social esteem together influence managerigt wehaviour:*® These factors are the
key motivators under Stewardship Theory rather ti@nnarrow pursuit of self-interest
that Agency Theory emphasizes. The Stewardship rfhearrants that managers must
recognize their responsibility towards all congiits™*® Maximizing shareholders value,
at the cost of stakeholders would be unfair. Thegems no congruence between
Shareholder Value Perspective and Stakeholder ¥dheespective (Exhibit 1.4). In UK
and US, Shareholders’ Value Perspect{#onistic) prevails, while in Japan it is
Stakeholder Values Perspecti®luralistic).'*® Germany and France consider the
interests of both, shareholders and employBeslistic). In all these countries, varying
CG structures exist and there is a possibilityaiwergence of CG, though partial. It is
improbable that one governance system will driveanother, at least in the foreseeable
future. Moreover, the Stakeholder Theory and lastihal Theories expect regulatory

efficiency. So in the environment of inadequateoertément of investor protection

regulations, application of these theories maybeoappropriate.
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EXHIBIT 1.4

SHAREHOLDER VALUE VERSUS STAKEHOLDER VALUES PERSPEG/E

Feature Shareholders Value Per spective | Stakeholder Values Perspective
Emphasis on Profitability over responsibility | Responsibility over profitability
Organisations seen as Instruments Joint ventures

Organisational purpose | To serve owner To serve all parties involved
Measure of success Share price and dividends Satisfaction among stakeholders

(shareholder value)

Major difficulty Getting agent to pursue Balancing interests of various
principal’s interests stakeholders

CG through Independent outside directors | Stakeholder representation
with shares

Stakeholder management| Means End and means

Social responsibility Individual, not organizational Both individual and organisational
matter

Society best served by Pursuing self-interest (economic| Pursuing joint-interests (economic
efficiency) symbiosis)

Source: Adapted from Wit, Bob De and Ron Meyer jE&®rganisational PurposeStrategy: Process,
Content, Context — An International Perspect®&ed; Thomson Learning, London, 2004, p. 607.

US, Germany and Japan have successful CG systenth whovide legal
protection at least for some investors and assigportance to the role of large
investorst?* Here the argument is that legal protection of itwes rights is one essential
element of CG. However, it is not evident as tockhof the CG systems of the three
countries is best. A sentiment that has been egpdeis that it will be desirable if the
transition economies can manage to approach theysteém of Germany and Japan, in
particular the legal protection aspect of investdscording to Yoshimori, Japan and
Germany are moving towards the Anglo-Saxon Model ifcreased openness and

transparency, and primacy to shareholder intenest shorttermism{?* On account of
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diverse business practices, each country followsonty different CG mechanisms but
also different Board structures. A similarity amathig Anglo-Saxon countries such as
US and UK is that they follow a single-tier Boardusture (Market Oriented Model)
while in Germany and Japan it is a dual Board stirec(Bank-based Model). Only a few
countries follow more than one Board structure. fstance, only five countries viz.,
Belgium, Finland, France, Greece and Luxembourgpoba total of forty-two countries
practice this option (Exhibit 1.5). The selectiohaoparticular Board structure is not

mandated but it depends on the CG practices pregail

EXHIBIT 1.5

STRUCTURES OF THE BOARD IN THE SELECT COUNTRIES

Country Structur e(s) of the Board Country Structur e(s) of the Board
Austria DualBoard Structure Ireland Single Board Structure
Belgiuni Single Board Structure United States Single B&irdcture
Denmark Dual Board Structure Trinidad Single Bo&tdicture
Finland Single Board Structure Jamaica Single Board Siraect
Francé Single Board Structure Barbados Single Board 8irac
Germany Dual Board Structure Brazil Dual Board &tice
Greecé Single Board Structure Japan Dual Board Structure
Italy Triple Board Structure Hungary Dual Boardusture
Luxembourd Single Board Structure Russia Dual Board Structure
The Netherlands| Dual Board Structure Poland Duar8&tructure
Portugal Triple Board Structure Czech Republig B@drd Structure
Spain Single Board Structure South Africa SingleuBloStructure
Sweden Single Board Structure India Single BoardcBire
United Kingdom | Single Board Structure S. E. Asia aDBoard Structure
Note:” Countries use more than one type of Board stractur

Source: Mallin, C.Corporate Governangéxford University Press, 2004 cited by Balgoto)ph, N.

S., “Board Characteristics that Promote Effectiv@/&@nance: A Perspective on Trinidad and Tobagb an
Jamaica, The Icfai Journal of Corporate Governanc¥ol. VII, No. 2, April 2008, p. 27.
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1.6 CG in India

India, as a former British colony, is viewed asommon law country®® On the
basis of the English Joint Stock Companies Act4]18de Indian corporate law, i.e., the
Joint Stock Companies Act, 1850 was framed. Thevgrg form of the corporate
business required a pool of resources mainly ingesf capital. Later, the Bombay Stock
Exchange (BSE) was established in 1875t is the oldest stock exchange in Asia. The
Cohen Committee (UK) recommended drastic changabedEnglish Companies Act,
1929'% As a sequel, the Bhabha Committee was set upglia,lwhose recommendations
provided the foundation for the Companies Act, 18b6dia. The Companies Act 1956
provided an excellent framework for disclosures apdbtection of minority
shareholder§?®In the 1950s, the financial scandfalolving Life Insurance Corporation
of India (LIC) eroded shareholders wedfthLater Raj Sethia’s scandal involving the
Punjab National Bank (1985) and Harshad Mehta’snstarther melted shareholders
wealth!?® In practice minority shareholders and creditors limlia have remained
unprotected probably due to lack of enforcemenpitiesthe best laws (Exhibit 1.6). CG
is weak in India compared with that of US, UK, Garmp and Japan. In Exhibit 1.6,
among the CG variables, the efficiency of the jiadisystem in India is 8.0, being lowest
among the given countries. Not only that but Ingligtore for rule of law is 4.17,
corruption at 4.58, risk of expropriation at 7. #daaccounting standards rating at 57,
thereby giving rise to concerns.

This deficient regulatory environment changed rigpdilie to economic reforms
in the early 1990s. Indian industry was fully awarethese challenges. Hence the

consensus was to lift to the growth rate, suppadoe@ost-1990 economic reforms. This
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necessitated increased resource requirements drath@d scale of production on one
hand and proper governance and performance of adegp#or public good on the other.
Consequently, the wealth of some companies hasdgdethat of some nations i.e., in
terms of Gross Domestic Product (GDP).
EXHIBIT 1.6
A COMPARATIVE ASSESSMENT OF THE QUALITY OF CORPORAT

GOVERNANCE INSTITUTIONS IN INDIA VIS-A-VIS MAJOR DE/ELOPED
COUNTRIES IN THE 1990S

Country | Legal Legal variables Variablesrepresenting Variablesrepresenting
origin shar eholder protection* creditor rights**
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225 |8 | = E|lc |8 | o 8 o 2|5 85|28 |55 s
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SEl2 |5 |5 |8 |2 |5 |8 El&8|2|5 %5|5|3|858| 8
] = = just
os|@ |8 | |2 |6 |&a|6/3|6|&|=|ce|2]8|=2G
us English | 10.0 | 10.0| 863 9.98 71 1 1 1 0 1 b 0 O 0o 0 L
origin
UK Ef)g_liSh 10.0 8.57 9.10 9.71] 78 0 1 1 D | 0o 1 1 L 1 1
origin
Germany | German | 9.0 | 9.23| 893| 990 62 O 0 o p 0o 1 1 1 0 B
origin
Japan German | 100 | 8.98| 852 967 6§ 1 0 1 . 1 4 [0 O 0o 1 P
origin
India English 8.0 4.17 4.58 7.75 57 1 0 o 1 K 0o 1 1 L 1 4
origin
Notes:

(1) Scale from 0 to 10, with lower scores showing loefdiciency levels.

(2) Scale from 0 to 10, with lower scores for Igsslition of law and order.

(3) Scale from 0 to 10, with lower scores for higlesels of corruption.

(4) Scale from 0 to 10, with lower scores for highigks.

(5) The score is given on a scale ranging from D0@, with higher scores showing more stringent
accounting standards.

(6) The index ranges from 0 to 6, with higher valsggnifying stronger ‘Anti-Director Rights.’

(7) The index ranges from 0 to 4, with higher valsgnifying stronger ‘Creditor Rights.’

*Except for ‘Anti-Director Rights’, a value of 1stws the presence of the relevant feature (i.e.,ymg|
that investor protection is in the law).

**Except for ‘Creditors Rights’, a value of 1showle presence of the relevant feature (i.e., implyirat
investor protection is in the law).

SourceVarious studies of La Porta, Rafael, Florencio Lode-Silanes, Andrei Shleifer, Robert W.
Vishny, cited in Reed, Darryl and Sanjoy MukheriEes.),Corporate Governance, Economic Reforms
and Developmenthe Indian Experiencéxford University Press, New Delhi, 2004, pp. 1778.
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Until 1992, the BSE was a monopoly, characterizgeiry barriers, trading and
settlement inefficiencies, high costs of intermé&dia manipulative practices and other
deficiencies*® The market users were at a serious disadvantaige.edbnomic reforms
the Indian government established new institutiotiee SEBI, the National Stock
Exchange of India (NSE), the National Securitieeaihg Corporation and the National
Securities Depository Limited. The single most imtaot development in the area of CG
and investor protection has been the establishotfetiie SEBI initially by an ordinance
and later by enacting a separate SEBI Act in 1&2BI has introduced a rigorous
regulatory regime to usher in fairness and trarespar. For instance, in all transactions
where the total quantity of shares is more thanp@rscent of the equity of the company
then such transactions require a mandatory disco8SEBI has also played an important
role in framing minimum ground rules of corporateduct. Concerns about CG in India
arose due to a spate of frauds particularly thesktad Mehta stock market scam of 1992.
Even after the 1992 securities scam, the seriefsaafls continued affecting the Unit
Trust of India and other institutions, thus unnegvinvestors® In 1993-1994, 3911
companies that mobilized over Rs. 25,000 Crore sked or failed to set up their
projects! In 1995-96, plantation companies mopped up abaut5R,000 Crore from
gullible investors who were lured by the prospetthah returns from plantation
schemes. In the 1995-97 scam, non-banking finaooganies raised about Rs. 50,000
Crore from high-return seeking investors and thesmpanies’ vanished. The Satyam
flasco was one more chapter in this sordid saga0@8, which one commentator termed

a “year of all-pervasive poor governancé?®
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Among the main reasons for CG developments in |neiégss economic reforms, as India
was anxious to strengthen its competitiveness abaijl markets; simultaneously there
was a need for abating corporate and stock maekated frauds. In CG developments,
one of the earliest endevours was by the Confdderaf Indian Industry’s (Cll), Code

for Desirable Corporate Governance, which was apesl by a committee chaired by
Rahul Bajaj a leading industrialis® The committee which was formed in 1996

submitted its report in April 1998.

According to the CII's report of 1998, “Corporatew&rnance deals with laws,
procedures, practices and implicit rules that deftee a company’s ability to take
managerial decisions vis-a-vis its claimants — amtipular, its shareholders, creditors,

customers, the State and employe@s”.,

Yet another definition of CG, in the Indian contexas follows.
According to SEBI CG is “the way in which companres themselves, in particular the
way in which they are accountable to those who haveested interest in their

performance, especially their shareholdérs”.

The Birla Committee lauded the virtues of CG as s{stem of good corporate
governance promotes relationships of accountabitigtween the actors of sound
financial reporting — the board, the managementthedhuditor. It holds the management

accountable to the board and the board accountmbie shareholders?®®
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It endorsed the fundamental objective of CG as &hkancement of shareholder value,
keeping in view the interests of other stakeholddrs strengthen CG, the MCA and the
Ministry of Finance (MOF) of the Government of ladiGOI), established a study group
to operationalise the recommendations of three dtiews during the period 2000-04:
the Kumar Mangalam Birla Committee, the Naresh @rarCommittee and J. J. Irani
Committee'®’ The SEBI followed up on the recommendations ofBirtea Committee by
enacting Clause 49 of the Listing Agreement. IHitigMarch 2001) Clause 49 was
binding on companies in the BSE 200 and StandaddPaors’ (S&P) C&X NIFTY stock
indices and on all companies listing thereafterthar, Dr. R. H. Patil submitted a report
in March 2001, which examined issues of CG in bankkiding public sector banks and
made recommendations to lift governance standaniaravith international standart€.
The subsequent announcement in the context of C&maade by Dr. Bimal Jalan on
October 21, 2001 in the Mid-Term Review of the Miamg and Credit Policy. In
November 2001, a consultative group was constituteder the chairmanship of Dr. A.
S. Ganguly, with a view to reinforce the internapsrvisory role of the Boards. In June
2002, the Ganguly group report was distributedlkdh@ banks and simultaneously to
GOl for appropriate consideration. Unmindful of Bwefforts, corporate and stock market
frauds continued, as for instance, those involvBank of India and Madhavpura
Mercantile Co-operative Barik® In 2002-03, audited accounts of the Global TrustkBa
showed a profit of Rs. 40 Crore, while a ReservekB# India Inspection Report showed
negative net worth’® The bank was forced to merge with the Oriental Banfk
Commerce. It was an instance of mismanagement ok lassets in the pursuit of

personal gain by the top officials, fraudulent fingl reporting, and laxity by the
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statutory auditor, involving a total amount of RR,000 Crore. This fraud apparently
indicated tunnelling and lack of enforcement of ppyate laws, accountability and
transparency. The Narayana Murthy Committee apedibly the SEBI earlier on issues
of CG, submitted its report in 2004. The Commitfegher refined the rules. Hence,
Clause 49 was amended in 2004. The revised Cla@isd the Listing Agreement has
been made effective sincé' January, 2006Clause 49 includes mandatory and non-

mandatory requirements of C&.

Listed companies in India must comply with ClauSe W is the responsibility of
the listing stock exchange, to verify adherencethi® said clause. In case of non-
compliance with Clause 49, the listing stock exg®ais authorized to take expeditious
action(s) against defaulting companies includingattees and simultaneously verifying
the reasons for non-compliance. A few years ageemuonent has also made CG norms

as mandatory requirement for Central Public Sdetderprises.

Clause 49 has been a milestone in the evolutio@®freforms in Indid?* It
compares with th&OX Act of the USYet, in a few areas Indian norms are loose; for
instance if the chairman of the Board is non-exgeuthen fewer Independent Directors
will be required than if the chairman of the Boasl executive. In certification
compliance, Indian norms are stricter. ContinuinthvCG reforms, GOI has also set up
the National Foundation for Corporate Governaffc@he foundation has made a plan to

organize training for trainers’ course.
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No doubt, since economic reforms India has grownldaps and bounds and
today is one of the fastest emerging economiebefmorld. The growth of an economy
is also related with the growth (interests) of shafders. A cover story in BusinessWeek
mentioned 100 outperforming companies that are rekipg abroad** While 21 and 44
of them were from India and China respectively, test are from Brazil, Russia and
other emerging economies. Overall these compamesrded their shareholders very
well. Between January 2000 and March 2006, whefetal Shareholder Returns (TSR)
declined by 2 per cent for S&P 500 stocks, emergiagkets as a whole provided a TSR
of 106 per cent, within which these 100 outstandings gave an even higher 168 per
cent. Within these 100, the TSR of 44 Chinese fimas only 13 per cent whereas the
Indian firms returned as much as 201 per cent. Mae the success stories of Infosys,

Tatas, Reliance Industries and Wipro provide iregfmn to Indian enterprise.

The leaders (promoter-directors or CEO) who welestntially associated with
these companies have won the trust of sharehotethave contributed immensely to
shareholders’ wealth by providing handsome retultns their commitment that could

take their companies to greater heights.

Even after extensive CG reforms in India, corporatel stock market related
frauds have occurred. In 2007, a woman photogragien Ahmedabad, opened
thousands of fake dematerialization accounts f@ #abscription. This challenged the
then prevailing rules and regulations of stock ratgkincluding IPO deals. Moreover in

2008, there was an apparent case of oversight dgpbkndent Directors in the Satyam-
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Maytas deal, which was India’s largest ever-relafgtty transaction worth $1.6
Billion.** The Satyam Computers saga has raised many ddais reputed companies.

The reason is Satyam Computers had been an awarirgicompany for CG practices.

There is deficient law enforcement in Indf&.For instance, the rule of law index
(Exhibit 1.7) in case of India is 4.17 out of 1@dait is also lower than the average of
English common law countries i.e., 6.46. Poor éaMorcement significantly affects the
guality of CG in India. However, India scores wilt shareholders rights index, i.e., 5
out of 6 as given in Exhibit 1.7. This score isoatsigher than the average score of
English common law countries i.e., 4. So India deed in shareholders rights but its
enforcement is inadequate. In India there is higimership concentration i.e., 0.40,
compared to 0.19 for UK, 0.20 for the US and 0.&B Japan (Exhibit 1.8). Higher
ownership concentration can lead to lower extecagital in relation to Gross National
Product (GNP) thereby hindering the growth of cpibarkets. For instance, in India,
external capital in relation to GNP is 0.31 whiteUK it is 1.00, US 0.58 and Japan 0.62.
Like India, Germany too has higher ownership cotredion i.e., 0.48 and consequently
lower external capital in relation to GNP which0id3. The CG systems of UK and US

have dispersed equity ownership.
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EXHIBIT 1.7

CLASSIFICATION OF COUNTRIES BY LEGAL ORIGINS

Legal Origin Country Shar eholder Rule of Law Index
Rights Index

1. English common law Australia 4 10.00
Canada 5 10.00
Hong Kong 5 8.22
India 5 4.17
Ireland 4 7.80
Israe 3 4.8z
Kenya 3 5.42
Malaysia 4 6.78
New Zealand 4 10.00
Nigeria 3 2.73
Pakistan 5 3.03
Singapore 4 8.57
South Africa 5 4.42
Sri Lanka 3 1.90
Thailand 2 6.25
United Kingdom 5 8.57
United States 5 10.00
Zimbabwe 3 3.68
English-origin average 4.00 6.46

2. French civil law Argentina 4 5.35
Belgium 0 10.00
Brazil 3 6.32
Chile 5 7.02
Colombia 3 2.08
Ecuador 2 6.67
Egypt 2 4.17
France 3 8.98
Greece 2 6.18
Indonesia 2 3.98
Italy 1 8.33
Jordan 1 4.35
Mexico 1 5.35
Netherlands 2 10.00
Peru 3 2.50
Philippines 3 2.73
Portugal 3 8.68
Spain 4 7.80
Turkey 2 5.18
Uruguay 2 5.0C
Venezuel 1 6.317
French-origin average 2.33 6.05

3. German civil law Austria 2 10.00
Germany 1 9.23
Japan 4 8.98
Scuth Korei 2 5.3t
Switzerlant 2 10.0C
Taiwan 3 8.52
German-origin average 2.33 8.68

4. Scandinavian civil law Denmark 2 10.00
Finland 3 10.00
Norway 4 10.00
Sweden 3 10.00
Scandinavian-origin average 3.00 10.00

Note: Shareholder rights index scales from 0 (lowes§ thighest). Rule of law index scales from @v@st) to 10 (highest).

Source: La Porta, Rafael, Florencio Lopez-de-S#aAadrei Shleifer, Robert W. Vishny, “Law and Firce,” Journal of Political
Economy 106, 1998, pp. 1113-1155 cited in Eun, Cheoh8.Bruce G.Resnick, “Corporate Governance arouad\brid,”
International Financial Managemer@® ed; Tata McGraw-Hill Publishing Company Limitede Delhi, 2004, p. 483.
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EXHIBIT 1.8
CONSEQUENCES OF LAW: OWNERSHIP AND CAPITAL MARKETS

Legal Origin Country Owner ship External Domestic
Concentration Cap/GNP Firms/Population
1. English common law | Australia 0.28 0.49 63.55
Canada 0.40 0.39 40.86
Hong Kong 0.54 1.18 88.16
India 0.40 0.31 07.79
Ireland 0.39 0.27 20.00
Israel 0.51 0.25 127.60
Kenya Na Na 02.24
Malaysia 0.54 1.48 25.15
New Zealand 0.48 0.28 69.00
Nigeria 0.40 0.27 01.68
Pakistan 0.37 0.18 05.88
Singapore 0.49 1.18 80.00
South Africa 0.52 1.45 16.00
Sri Lanka 0.60 0.11 11.94
Thailand 0.47 0.56 06.70
United Kingdom 0.19 1.00 35.68
United States 0.20 0.58 30.11
Zimbabwe 0.55 0.18 05.81
English-origin average 043 0.60 35.45
2. French civil law Argentina 0.53 0.07 04.58
Belgium 0.54 0.17 15.50
Brazil 0.57 0.18 03.48
Chile 0.45 0.80 19.92
Colombia 0.63 0.14 03.13
Ecuado Na Na 13.1¢
Egypt 0.62 0.08 03.48
France 0.34 0.23 08.05
Greece 0.67 0.07 21.60
Indonesia 0.58 0.15 01.15
Italy 0.58 0.08 03.91
Jordat Na Na 23.7¢
Mexico 0.64 0.22 02.28
Netherlands 0.39 0.52 21.13
Peru 0.56 0.40 09.47
Philippines 0.57 0.10 02.90
Portugal 0.52 0.08 19.50
Spair 0.51 0.17 09.71
Turkey 0.59 0.18 02.93
Uruguay Na Na 07.00
Venezuela 0.51 0.08 04.28
French-origin average 0.54 0.21 10.00
3. German civil lay Austrie 0.5¢ 0.0¢ 13.8%
German 0.4¢ 0.1:2 05.1¢«
Japan 0.18 0.62 17.78
South Korea 0.23 0.44 15.88
Switzerland 0.41 0.62 33.85
Taiwan 0.18 0.86 14.22
German-origin average 0.34 0.46 16.79
4. Scandinavian civil la | Denmarl 0.4F 0.21 50.4(
Finland 0.37 0.25 13.00
Norway 0.36 0.22 33.00
Sweden 0.28 0.51 12.66
Scandinavian-origin average 0.37 0.30 27.26

Note: Ownership concentration measures the average sharership by three largest shareholders. Exterap/GNP is the ratio of
the stock market capitalization held by minorit@gstholders (other than three shareholders) to thkes@\ational Product for 1994.
Domestic Firm Population is the ratio of the numbledomestic firms listed in a given country togispulation (Million) in 1994.

Source: Various studies of La Porta, Rafael, Floieehopez-de-Silanes, Andrei Shleifer, Robert Wshfiy cited in Eun, Cheol S.

and Bruce G. Resnick , “Corporate Governance artliadVorld,” International Financial Managemen8® ed., Tata McGraw-Hill
Publishing Company Limited, New Delhi, 2004, p. 485
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Equity ownership is not widely dispersed in Indiachuse promoters are the
dominant shareholders (Exhibit 1.9) and on accaiirthis minority shareholders may
suffer. For instance, promoters’ ownership (holdliisgs1.86 per cent in Indian Business
Groups while public holding is merely 23.85 pertcdihnis results in conflicts of interests

between dominant shareholders and minority shadehsl

EXHIBIT 1.9

SHAREHOLDING PATTERN IN INDIAN COMPANIES

Shareholders Indian Business Government Foreign

Groups Controllec Controlled| Companies

Companies Companies
(%) (%) (%)

Promoters 51.86 64.71 63.01
Mutual Funds 2.40 1.95 2.37
Banks and Insurance 5.18 8.24 2.92
Companies
Flls 3.64 6.06 2.95
Public 23.85 13.18 19.68
Others 13.07 5.86 9.06
Total 100.00 100.00 100.00

Source: Brealey, Richard A., Stewart Myers C., Allganklin and Pitabas Mohanty,
“Governance and Corporate Control around the WoRdnciples of Corporate
Finance Special Indian Edition,"8ed; Tata McGraw-Hill Publishing Company
Limited, New Delhi, 2007, p. 943.

In the Indian private and public sectors, the ganexsponsibility of governance
is that of protecting minority shareholders frome tidlominant shareholdet¥. So
shareholders’ laws, without effective monitoringdaenforcements, leave ample scope

for tunnelling and expropriation, which are the eoom issues of CG in Indid® For

effective governance, greater activism is requioed part of domestic and foreign
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institutional investors. State-Owned Enterprise©KES) need a credible degree of
autonomy or else they need to be privatized. Reaton of industrial firms is thus
constrained to some extent by the pace of priviizaf the financial sector. Moreover
in India, the same courts consider both civil anichinal cases and because the criminal
cases get priority over civil cases, delay resiitsesolving business disputés. In
addition to this, the number of judges per Millioitizens is just 10 in India (Exhibit
1.10), which is significantly lesser than other mwigs; in US it is 107 and in Britain it is
50. Lack of alternative legal options and a pauatyjudges’ results in an increased
number of legal disputes which remain pending fresal years. This imposes serious
challenges on the Indian judicial system.

EXHIBIT 1.10

NUMBER OF JUDGES PER MILLION OF CITIZENS IN SELEGJOUNTRIES

Country Number of Judges Per Million of Citizens
us 107
Canada 75*
Britain 50*
Australia 41*
India 10*

*Number of Judges expressed herein is approximate.

Source: Debroy, Bibek, “Some Issues in Law Reforimdia,” in Jean-Jacques
Dethier (Ed.)Governance, Decentralization, and Reform in Chindia, and
Russia Boston: Kluwer Academic Publishers, 1999 citeddhyakrabarti, Rajesh,
William Megginson, Pardeep K. Yadav, “Corporatev&mance in India,Journal
of Applied Corporate Finang&/ol. 20, No. 1, Winter 2008, p. 69.

Moreover, corruption is higher in India. In 2008dia ranked 85 in terms of

corruption (Exhibit 1.11) and its Corruption Pergeps Index (CPI) score in the same
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year was 3.4. Even among Brazil, Russia, India@hitha, India ranks'3just ahead of

Russia. Higher corruption levels indicate lowensjgarency.

EXHIBIT 1.11

TRANSPARENCY INTERNATIONAL'S CORRUPTION INDEX

Country CPI Rank# CPI Score*
Years Years
2008' | 2007* | 2006° | 2005° 2008 | 2007* | 2006° | 2005°

Denmarl 1 1 4 4 9.2 9.4 9.E 9.E
Singapor 4 4 5 5 9.2 9.8 9.4 9.4
Australic 9 11 9 9 8.7 8.€ 8.7 8.€
Hong Kong 12 14 15 15 8.1 8.2 8.2 8.2
UK 16 12 11 11 7.7 8.4 8.€ 8.€
Japal 18 17 17 21 7.2 7.E 7.€ 7.2
us 18 20 20 17 7.2 7.2 7.2 7.€
Franct 23 19 18 18 6. 7.3 7.4 7.5
South Kore 40 43 42 40 5.€ 5.1 5.1 5.C
South Africe 54 43 51 46 4. 5.1 4.€ 4.5
Mexica 72 72 70 65 3.€ 3.E 3.7 3.E
Chine 72 72 70 78 3.€ 3.E 3.7 3.2
Brazil 80 72 70 62 3.E 3.E 3.7 3.7
India 85 72 70 88 3.4 35 3.3 2.9
Russii 147 147 121 12€ 2.1 2.3 2.E 2.4

*CPI Score relates to perceptions of the degremuoiiption as seen by business people and
country analysts and ranges between 10 (highlynki@ad O (highly corrupt).

# CPI Rank indicates country ranks; lower the rd@sds the corruption and vice-versa (e. g.,
Denmark’s rank in 2008 was 1, so it is least cddtup

Sources’ Gajra, Rajesh, “Corruption CounteBtisiness WorldDecember 1, 2008,
p. 24.

*http:/Iwww.transparency.org/news_room/in_focusB€ight_to_know_day,
website accessed on 31.5.2009,514.m.

As far as CG models are concerned, India has tatindt possibilities: First, to
continue with the Anglo-Saxon Model of CG (albeiittwa few distinctions). As
mentioned previously, Mukherjee-Reed also obserilest like many developing
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countries, India has been proceeding towards tbptawh of the Anglo-Saxon Model of
CG™M™® As the UK and US follow the Anglo-Saxon Model, iheare reasons for
similarities of features with respect to compliamgth the Anglo-Saxon Model for CG in
India. One of the reasons, for instance, is clastiical business ties between the UK
and India ever since establishment of the EIC andlasity of provisions of the
Companies Act with that of the British Law. The Ed30 had its business operations in
US. The US enacted the SOX Act, 2002 in the wakedevastating corporate
malfeasance and India, in turn, enacted Clausef #9edListing Agreemeninodeled on
the SOX Act™ The second possibility is to have a Hybrid ModelC& which blends

features of the Anglo-Saxon and the Stakeholdere\éod

1.7 Rationale of the Study

The corporate form of business has played an uimdeng role in the growth and
development of economies, more so for emergingaln@ompanies, large and small,
serve as engines of economic growth. Sometimes ¢hpitalization exceeds tl@&DP of
countries. To illustrate, the market capitalizatafrExxon Mobil, for the year 2006 was
US $469 Billion, which is greater than the GDP @f dountries in a group that has
Philippines at the top with a GDP of US $443 Billi@and Paraguay at the bottom with a
GDP of US $31 Billion:>? Companies in India, particularly business conglates, have
played a prominent role in the nations’s developmelowever despite such splendid
contributions, governance of such companies hasgades a new challenge more so on
account of their large size, competitive markets enoss border business. India has been

proactive in enacting CG reforms, immediately aftex spree of US corporate frauds. In
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fact, though India enacted commendable reformgceife and efficient enforcement of
the reforms is a matter of concern. Despite variQ@G reforms in India, there is
considerable scope for improvement. If one of tbp &mong the four information
technology firms in India, i.e., Satyam which wdsoain the Nifty 50 Index, could
deceive investors, then investors would be midulist other companies. Such corporate
frauds discourage equity investments at least | short term, which India has
experienced in the aftermath of the Satyam scamckSmarkets plummet, thereby
causing immense loss of wealth to investors. Ehendgh we have strict and mandatory
codeS of CG, such frauds continue. Sometimes, the naififeauds is also distinct in
India compared to Anglo-Saxon countries. “Vanishawgs” of companies and individual
stock-market related frauds are common. Fraudsimg directors of companies
indulging in tunnelling or misappropriations of porate resources also occur frequently.
This further necessitates specific research fogusim frauds in corporates. One of the
possibilities is that CG is largely followed intkat but not in spirit. Seeing Satyam'’s case,
the worrisome issue of CG in India seems to be st@mpliance with the Clause 49 of
Listing agreement. Sometimes CG is followed ineleths well as in spirit but not
comprehensively, i.e., some crucial aspects of ¢bde of conduct are avoided.
Elaborating on the corporate frauds issue furtites, responsibility of the CEO/CFO to
certify financial statements including CG repoststg that the matters contained therein
are true and fair. These financial statements agléed by the auditors culminating in the
audit report. The role of auditor is also vital les can trace the fraudulent accounting

practices followed by the company. However, theparation of financial statements is

" Mandatory code for CG in India is through comptiamith Clause 49 of the Listing Agreement.
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the sole responsibility of the management and Inat of the auditors. The task of the
auditor is only to audit i.e., merely express amnmm stating that the accounts so

presented exhibit a true and fair view.

So it is unlikely that the auditor always can fiactounting frauds in all instances
because the managerial personnel are creativeesemiing accounts in a deceptive
manner. Another possibility in this regard can bkack of commitment on the part of
auditors. So there is a need to review the rotetha responsibility of auditors in order
to avert negligence. Moreover, some companies pparantly disinclined to comply
with Clause 49 of the Listing Agreement. So redeatadies can ascertain the extent of
compliance with Clause 49 of the Listing Agreemamd in the process find out barriers
if any. Such studies will also aid the SEBI in as&eg level of enforcements and in
furthering reforms in CG. Companies performing wellow not only mandatory but
also non-mandatory CG provisions. Whether compéamdgth non-mandatory CG
provisions lead to increased returns to shareheldecomes a matter of investigation.
Findings of such a study can benefit companiesedsas shareholders interests. Another
area of research relates to the background of QFfPomnoter directors. The reason is, in
the Indian context, due to concentrated ownersghgrole of promoter-director and CEO
is significant. Cds more about human conduct than about structstastures, rules or
regulations™>® The calibre and ethical approach of directors drgdetermine the
effectiveness of the Board. According to studiesmdemted by Ethical Investment
Research Services (Europe), many companies in $j@J and Continental Europe, in

particular have been imbibing good CG practitédhis behavior is being emulated by
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emerging economies as well. Therefore there ise rier research in CG and India

cannot lag behind as it is one of the fastest eimgreconomies in the world.

1.8 Scope of the Study

The scope of this study covers three years’ vi205206, 2006-07, 2007-08,
including the year-end from which CG reporting leeen made mandatory i.e., since
31.03.2006. Co-incidentally, most of the sample paniesare manufacturing entities. 50
companies in each of the years that feature ir58 CNX NIFTY Index are taken up
for study because the criteria for CG compliance et by such listed and larger
companies. Moreover, these being generally welkmded companies, recommendations
of this study may serve as a model of good pragticeothers to emulate. However the
results of the study should be viewed in the bamkgd of limitations such as sample

size, sampling technique, veracity of availabl@infation and the duration of the study.

1.9 Statement of Research Inquiry

“A Study of Corporate Governance Practices in Irfidia

1.10 Definitions
1.10.1 CG
CG means a set of practices that safeguards tleeesttof the wider set of
stakeholders including employees, creditors, custerand shareholders in particular.
Since for most of the stakeholders, the companycbasractual obligations, the

interest of stakeholders is indirectly protectedthgir legal rights. Moreover creditors
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have superior claims on earnings and assets ievinat of liquidation compared to equity
shareholders. Therefore equity claimants shoulpgrbeided adequate returns for bearing
maximum risk after meeting the claims of creditarel preference shareholders. Yet,
providing excessive returns to equity claimantshat cost of stakeholders is also not a
good CG practice. There are possibilities that evhipholding the interest of equity
shareholders, stakeholders’ interest may be jegpetd For instance, earning good
profits and distributing high dividend to equityas@holders does not guarantee ethical
practices, environment protection, and timely paynod dues to other stakeholders and
corporate social responsibility. So companies hawensure that neither shareholders nor
other stakeholders’ interest is impaired. The Boafrdirectors has to ensure this by
carrying out their fiduciary duty; in particularetmole of CEO and Independent Directors
is very significant in achieving this objective.
1.10.2 CG PRACTICES

The expression means compliance with mandatory el ag non-mandatory
provisions of CG as per Clause 49 of the Listinge®gnent and exemplary CG practices
followed by listed companies for compliance, traargmcy, value creation and

excellence.

1.11 Objectives of the Study
1. To ascertain the extent of compliance with mémgeprovisions of Clause 49 of
Listing Agreement.
2. To examine the status of non-mandatory and ebeyn@G practices.

3. To ascertain barriers to CG reforms in India.
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1.12 Hypotheses

In order to achieve the above objectives of thelystuwve propose to test relevant

hypotheses, some of which are presented as follows.

Ho:

Ho:

Ho :

Ho:

Ho:

Ho:

Ho

There exists no compliance with mandatory priowis of CG with respect to

composition of Board of Directors in a méjpof the companies.

There exists no compliance with mandatory priowis of CG with respect to Audit

Committee in a majority of the companies.

There exists no compliance with mandatory priowis of CG with respect to

CEOI/CFO Certification in a majority of thempanies.

: There exists no compliance with mandatory prionis of CG with respect to

Compliance (as certified) in a majoritytioé companies.

A majority of companies adheres to non-mandapooyisions of CG with

respect to the Remuneration Committee.

A majority of companies follows exemplary CG frees.
In a majority of companies the size of the Baardppropriate.
: The CG approach emphasizes the primacy of eghayeholders in a majority of
companies.

The preceding set of hypotheses is only illusteaimd not complete, since a later

chapter deals with the matter comprehensively.
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1.13 Chapter Scheme

The thesis is spread over six chapters.

Chapter 1 introduced the topic and presented aridat background of CG, its
emergence, CG models, CG theories and CG in Iidédso furnishes the rationale and
scope of the study, the statement of researchrynquibjectives of the study, hypotheses

and chapter scheme.

Chapter 2 bears a review of the literature pertinenmandatory and non-

mandatory practices and other aspects related to CG

Chapter 3 dwells on regulatory, operational andi@mentation aspects of CG in

India.

Chapter 4 lays out the research design. It alsoides details about the research

methodology.

Chapter 5 presents the analysis and findings basethta used in the study and
an explanation of the use of statistical tools @equired tests in pursuance of the

research objectives.

Chapter 6 presents the conclusions, and implicatanthe study and directions

for future research.
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CHAPTER 2

LITERATURE REVIEW

2.1 Introduction

This chapter presents a review of the studies n@eiti to mandatory, non-
mandatory and other Corporate Governance (CG)ipesctThe area of CG became a
fertile field of research after the Cadbury ComegtReportn the United Kingdom (UK)
in 1992" In emerging markets, CG has not been studiedtassively as in developed
markets® Outside the United States (US), i.e., in Japan @admany, limited research
has been carried out on GGBince economic reforms, CG has gained momentum in
India. Gopal has contended that establishment mbws committees on CG initiated the
adoption of CG practices in IndtaGood CG addresses the need for disclosure,
transparency and professionalism by managers, tsbidess, foreign institutional
investors and financial institutions. AccordingBalgobin, the number of scholarly and
peer-reviewed articles on CG has gone up from 27484 in 1985-1995 to 2,418 and
7,299 for the period 1996-2006Agarwal stated that companies in India have
opportunities as well as threats worldwide duertwyeof global companiesThere is a
growing realization that good CG is a must not dolycredibility and trust but also as a
part of strategic management for the prosperity @usdainability of business. According
to Stijn and Fan, enormous research work is beorgedn CG in Asia, excluding Japan
but most of the work is based on the literatureilale on CG from the western

countries particularly, USKhanna and Palepu analyzed the CG practices ohdiarl
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firm i.e., Infosys Technologies and they argued th& globalization of product and

talent markets have affected CG of firfisfluence of such individual firms as the role
model of good CG may be a positive externality lom riest of the Indian firms and may
accelerate convergence of C&imberet al.,analyzed CG in four Asia Pacific countries
viz., Australia, China, India and SingapSréhe said countries have significant diversity
in terms of social, cultural, economic developmearid approaches to CG. One common
feature found is the high concentration of owngrshy national governments and

families, and such concentration had peculiar &fea the stock market and protection

to minority shareholders.

2.2 The Tangible Worth of CG
According to a McKinseysurvey of institutional investors around the world,
investors are ready to pay a premium of up to 28cpet for companies having good
governance® A joint study byGeorgia State University and Institutional Sharetesl
Servicesfound that the best-governed companies had mdamseon investment and
equity which were 18.7 per cent and 23.8 per cespectively better than poorly
governed companies.

2.2.1 CG, PERFORMANCE AND FIRM VALUATIONS

A three-member committee constituted by the MigisfrFinance has studied CG
of 30 large Indian public companies and ascertaitmadl profits are not related with
CG? But, Black found that market value of companies depemdsially on the quality

of CGX Using CG rankings, he predicted a seven-hundrietifcrease in firm-value

Y Convergence means harmonization of CG regulatiamsng various countries.
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from worst to best governance. Klapper and Lovelistl over 400 companies in 25
emerging economies and found that CG practicebighdy correlated with firm market
valuations** Gompers, Ishii and Metrick in US also reported ikim findings!®
According toGomperset al., portfolios of companies with stronger shareholdginits
protections outperformed portfolios of companiewieaker protections by 8.5 per cent
annually. Moreover, superior CG is associated Witsher operating performance and
higher valuation$® Durnev and Kimfound that good CG is positively correlated with

firm valuel’

2.3 Models of CG in India

Varma feels that the Anglo-Saxon (Anglo-Americanodédl of CG is not
particularly suitable to the Indian contéftAs all CG models survived and the
economies prospered, the CG models of Japan andaBgrare equally godd.Evolving
arguments evidently do not settle the questiom aghich model of CG is more efficient.
Recent research has shown that historically, palitpressures are as important in the
evolution of CG models, as the economic ones. Balasnanian advocated that our own
ancient texts have laid down sound principles of @i@ch are relevant in the present
context tod® However, in India, policy-makers are adopting festern models of CG,
policies, and regulations without checking themdiility in the Indian context. So, the
suitability of CG norms may not be sxpeditiousin emerging markets. To provide
adequate investor protection for enforcement of 1@@s in India, key concerns are
overburdened courts and significant corruption giguon paper India provides the

highest levels of investor protection in the wdldCG in India does not compare
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unfavorably with, and in many respects representsapr improvement over the CG
models of, the other major emerging economies hptazil, Russia and Chirfd.No

CG model is proven to be effective in all circunmsies®® Even the Anglo-Saxon Model
has its own flaws which are apparent from the o@@ scandals of prominent
companies viz., Enron and WorldCom. Gilson sugg#sts possible emergence of a
globally accepted CG model, relatively uniform umétions despite persisting formal
differences® The Indian corporate sector offers both the best worst kind of CG

models® CG in Indian Boards is apparently driven by itiemiive conscious and not by

stakeholder’ demands or market forces.

2.4 Code of Conduct

A code of conduct is one of the internal governameehanisms used by Boards
to ensure ethical behavior in corporate conduct. pks Clause 49 of the Listing
Agreement, the code of conduct is a mandatory C@&no India for listed companies
since January 2006 (i.e., with effect from the ¢graended March 31, 2008).Even
before 2006, a good number of Indian companieséadde of conduct for their top
managers. According to Laczniak and Murphy, a aoideonduct should be specific (in
terms of guidance), pertinent (to the industry) antbrced (contain sanctions) to be an
effective, i.e., ideal on¥. The scholars also found that the codes of a ntgjofilndian
firms are nowhere close tan ideal code’because they fall short of the conditions

contained in the ideal code.

81



2.5 Convergence of CG Structures

According to Demb and Neubauer, the Board strustimeGermany and Japan
are moving towards the US structures of a singledBoard®® A single-tier Board is
relatively smaller and has both insiders and a isigmt number of Independent
Directors.Yoshimori indicated that the signs of partial comence of CG are observable
among Japanese firfi$Kanda argued that shareholding based on ‘frietidb)-i.e,
relationships-drivendoes not work well in Japan anymore and it is mo@re market-
driven®® Meanwhile, developing countries too are moving amis the Anglo-Saxon
Model. This view is also confirmed Mukherjee-Reed, who argued that this change is
led by modifications in the legal and regulatorysteyns’* Hopt suggested that large
enterprises will fall in line with CG practices aad to by the US compani&sCoffee
also agrees that convergence would happétansmann and Kraakman also believe
that the global CG systems are converging towandsAnglo-Saxon Modet! As this
model focuses on shareholders’ interests, theyeargjuat shareholder primacy will pre-
dominate as legal provisions can protect the istsref the other stakeholders. Moreover,
the competitive pressures of globalization may kecag the process of convergence.
Wojcik concluded that ownership concentration ofr@&n firms from the year 1997 to
2001 had fallen significant’. He indicated that the German firms have started
dissolving the cross-holdings and that financiatt@e institutions have declined in
importance as block-holders. German firms are alswing towards the Anglo-Saxon
Model. According to Gugleet al, the Japanese financial sector was deregulatednand
recent years, the members Kéiretsusreduced their cross-holding$Besides, a large

number of Japanese firms are getting listed oneeitlew York or London Stock
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Exchanges and such listing signals a move towardgergence. However, another set of
researchers argue that the CG mechanisms of cesimill never converge, because of
path dependence of the economies; and Bebchuk aaddentified two sources of path
dependence i.estructure-drivenand rule-driven®” Structure-driven path is concerned
with existing basic corporate ownership structunea country whereas rule-driven path
is concerned with financial and corporate regufegiovhich in turn are influenced by the
initial corporate structure. As a consequence dh mependence, convergence of the
corporate laws will not be as fast as required. odding to Gilson, a third set of
researchers’ perspective ifunctional convergenc€ At the outset, functional
convergence occurs when institutions can respomdatidet participants with flexibility,
without altering their own formal characteristidsor instance, according to Bris and
Cabolis, the creation of new stock exchanges irofgigives protection to investors as
companies are bound to comply with norms of sto@hanges irrespective of provisions
provided by other law¥ Second,formal convergenceccurs when legislative action
forces the adoption of best practices and therébysahe basic structure of the existing
governance institutions. Thirdpntractual convergenceccurs when companies change
their own CG practices by committing to adhere twedter regime as the existing
provisions of CG for compliance lack flexibility tcespond with a formal change.
According to Khanneet al, globally accepted CG norms laid down by a nunser
standards-setting bodies and multilateral insongj as for instance, Organization for
Economic Co-operation and Development, to fosterdgGG globally is a testimony to

the heightened interest in the convergence i§5ue.
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2.6 Ownership

2.6.1 CG, INSIDERSOWNERSHIP AND PERFORMANCE

Gomperset al., have uncovered a strong relationship between C& fam
performancé’! Phaniat el., found that in the Indian context, the influenceimdiders’
ownership on the performance of the firm is sparadi nature”” The association of
insider ownership with performance could be congideas temporary aberrations and
would disappear in a short time span. The studMibjumdar and Chhiber revealed a
significant negative relationship in India betwethie levels of debt in the capital
structure of the firm and performanteThey argued that both short-term and long-term
lending institutions are government-owned and itldobe the reason behind this
relationship. They advocated that CG mechanismhenwest would not work in the
Indian context unless the supply of loan capitarigatized. Singh studied the ownership
pattern of 14 major Indian companies and revealet promoter-shareholders are
dominant owners, owning 33 per cent to 85 per cédrthe total share capitél. The
‘Principal-agent’ relationship is thus consideradited in this model, as the interest of
promoters substantially converges with retail shalders. Morcket al., observed a
positive relationship between Board ownership, r@gpgup to 5 per cent and firm
performance but a negative relationship for thebagent to 25 per cent ownership range,
indicating that as ownership stakes rises, managenemtrenchment outweighs
convergence of interest, and the positive influesicemanagement ownership re-appears
only beyond the 25 per cent ownership rafigAccording to Agrawal and Knoeber,
higher insider ownership was positively relatedpsformancé® Murphy (1999) and

Core et al., (2001) as well as Holderness found that the weiahip between inside
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ownership and performance is mixEd<hanna and Palepu have detected a positive
linear relationship between insider ownership aedgsmance of the firm in a single
year, 1993, where both accounting (Return on Assetd market based performance
measures (Tobin's Q) were us¥dVan et al., found that equity ownership of
management Board and supervisory Board does resttaféerformancé’
2.6.2 MANAGERIAL, INSTITUTIONAL, GOVERNMENT OWNERSH® AND FIRM
PERFORMANCE

For more than 70 years, since the classic workesfeBand Means which gave the
proposition that ownership and control in the madeorporation have been separated,
researchers have been trying to identify the opgtiovenership structure and how it
influences a firm's subsequent performarftéccording to Jensen and Meckling,
managerial ownership can be an effective governareghanism because it can align the
interests of managers and shareholders and hepaesitave correlation is expectétln
consonance with this, Agrawal and Knoeber upheldhership as an important CG
mechanism? In another study by Chrisotomos, it was observeit &t low levels of
shareholding by managers, managerial ownership sbinthnagers and outside
shareholders to pursue a common goal by decreasiagagerial incentives for
extravagant rewards, encouraging diligence and lthenching of good projects
(alignment effect}® However, after some level of ownership, managatsminsufficient
efforts, amass personal wealth and establish tHeesseat the cost of others
(entrenchment effectHence, managerial ownership as a governance misah&an be
used to control the actions of managers. Accorttindensen and Meckling, there occur

two opposing effects of managerial ownership - thierest and the entrenchment
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effect®

Under the interest effect, correlation between rganal ownership and firm’s
performance is positive as the managers have te gha cost of their actions. In the
entrenchment effect, this association turns negats/managers have a large stake in the
organization and thus overlook the interests oéo#hareholders. The seminal work by
Morck et al., studied the relationship between managerial owigerahd Tobin’s Q
(proxy for market value}> An inconsistent relationship was observed as Tebi@’
increased with ownership, suggesting the convemefcthe interests of agent and
principal, whereas a decrease would have suggestéegnchment effect in play.
According to Mudambi and Nicosia, ownership concaian and the extent of investor
control have entirely dissimilar effects on a fisrperformancé® They also found an
inconsistentrelationship between managerial stock-holding amdh fperformance,
supporting both thtéheories of entrenchment and intereststudy by Welbourne and Cyr
identified three types of ownership i.e., ownerdbypghe Chief Executive Officer (CEO),
by the top management and by all the employeekeofitm?>’ The study suggested that
an increase in ownership of all the employees have a positive impact on a firm’'s
performance, whereas increases in CEO and top raarve&ag ownership will have a
negative impact on firm’s performance. Core andckar found that after a compulsory
increase in managerial share ownership, prior éodtioption of the managerial share
ownership plan, firms reported a lower performaaseompared to other firms without
such plans$® They also established that share price returnhigieest in the first half of
the year in which the announcement of the mandgenare ownership plan was made
and that firm performance improves after manageith \Wess stock ownership are

required to mandatorily increase their stake. Jatnaad Ansari used accounting
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measures and correlation analysis (instead of stettkns) and observed no effect of
ownership on a firm’s performance, risk taking ie$ of managers and on motivation
levels of managers to work more competentipemsetz and Lehn did not find any
significant relationship between profitability amavnership concentratioll.However,
Zeitun and Gang found that there was a positiveachjef managerial ownership on a
firm's performance in Jordat. Another study by McConnell and Servaes studied th
relationship between Tobin’s Q and ownership, iniclwha significantly positive
relationship was foun® Ming-Yuan Chen found that association of the fgmiit
management of the firm determines the option of ership stakes in Taiwdh.It was
also found that entrenchment effect engulfs ineenfinterest) effect at a higher level of
ownership. According to Short and Keasey, a noadimelationship existed between
managerial ownership and firm performance for UkKpanies due to possibédfects of
alignment and entrenchment’ However, the exact relationship between a firm's
managerial ownership and performance is still aonnig. The relationship is either
positive or non-existent. This justifies the needftirther research.

According to Chaganti and Damanpour, there exitstéid research about the
impact of institutional ownership on firm perfornt@nas it is assumed that there is no
significant relationship between the tRcCapital structure and Return on Equity were
found to be considerably related to the amounthafeholding by institutional investors.
The stakes also impact firms’ Return on Assets, Rride-Earnings Ratio in varying
degrees. It was observed that ownership structadenb substantial impact on total stock
return. Another study found the institutional owstep to benegatively related with

growth but positively related with profitabiliff. Public ownership did not show any
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significant relationship with any of the performaneariables. Financial Institutions’
ownership showed significant and positive relatwath assets creation. However, Roy
found that the stake of financial institutions had negative relationship with
profitability.” Chhibber and Majumdar found that three types destanership exist in
India: firstly, firms where the government has lghan 26 per cent shareholding;
secondly, where the government owns more than 2@&ed; and lastly, where state is
the majority shareholder with more than 50 per cgare®® The study revealed that
firms which do not have state as the majority shalder performed better. But, another
study by Ahuja and Majumdar, involving 68 state-edriirms revealed that the firms on
average were less effective in employing their neses® In India, Kumar studied more
than 2,000 publicly traded enterprises and fourat foreign shareholding does not
influence the performance of the firm significantbontrary to the other studi€sHe
also found that the extent of ownership by finahatitutions positively influences a
firm's performance. However, no significant difiece was found in managerial
ownership and firms’ performance across group aaaddsalone firms. According to Pant
and Pattanayalgwnership in India is concentrated in the handfaofily members and
their relatives’ The findings suggested that when insider owneristtigpased from 0 per
cent to 20 per cent, firm value also increased asthe stake increased further from 20
per cent, the entrenchment effect came into plahe@erformance deteriorated; further,
when the ownership extended beyond 49 per cenk thas a convergence of interest
with the firm and again the performance improvedca@xding toHambrick and Jackson,
outside director holdings were actually associatéti corporate performance changes

subsequent to such holdings.
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2.6.3 INSIDE OWNERSHIP, CASH FLOW RIGHTS, AND TUNMEING

Jensen and Meckling demonstrated that reductioowner-manager’s equity
tends to encourage appropriation of corporate ressuin the form of perquisites and
consequently, reduction in the claim of stakehdaer the cash flow without equivalent
reduction in control right§® Such behaviour gives rise to agency costzording to La
Portaet al, a need for higher cash flow ownership by managkosvs a commitment to
control expropriation and it is higher in countries witHeirior shareholder protectidf.
Bertrand, Mehta and Mullianathan concluded thated#htial control and cash flow
rights encourage undue appropriation or tunneliihgrofits.®> The authors focused only
on firms belonging to large groups but controlleg d&n ultimate owner through a
pyramidal ownership structutésnd contend that transfer pricing which affects th
operating profit of the firm is not an importantusce of tunnelling in IndiaThey found
significant amounts of tunneling, mostly via noregging components of profits.
Bennedsen and Wolfenzon argued that when investtegiion is poor, dissipating
control among several large investors might beulgeflimit expropriation’® Bertrand,
Mehta and Mullianathan reported that industry sbkoci&sult in 30 per cent lower
earnings growth for business group firms than ftand-alone firms in the same
industry’” The companies farther down the pyramidal structueee less affected by
industry-specific shocks than those nearer the doggesting that shocks in the former

are effectively buffered using the assets and dhkmsis of the latter, benefiting the

I Pyramidal structures allow the ultimate owner td ep with control of all the firms in the pyramidtiv
little or no cash flows. This is possible as thenewholds controlling share in one firm and theis firm
holds controlling share in another firm and so od so forth thus gaining control of a set of firimg
having a controlling share in one firm at the he&the pyramid.
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controlling shareholders at the cost of minoritargmolders. On the other hand Khanna
and Yafeh question how such a practice would ateuthem from industry shocks in the
long-term’® Moreover, according to Khanna and Palepu, compaagsociated with
business groups outperform stand-alone compdhié&li and Sarkar argued that
diversified business groups help to increase tlaibpwithin group fund flows, driving
a broader wedge between control and cash flowsjgird providing more opportunities
for tunnelling®® The authors further reported thatsiness group companies with greater
ownership opacity and a smaller disparity betweentrol and cash flow rights than
those in a group’s core activity were likely tolbeated farther away in the pyramid from
the core activity and hence were the most likelydoeive tunnelled cash flows and
assets. According to Sahafter controlling for other CG characteristics, nfir
performance was negatively associated with thenéxde related-party transactions for
group firms but it was positive for stand-alone pamies — a circumstantial evidence on
tunnelling and its adverse impaétsThe study further showed that group companies
consistently report higher levels of related-paraynsactions than stand-alone companies.
Most related-party transactions in India occur ase of joint ventures, subsidiaries and
associate companies while in the US, the countéegatend to be the firm's own
management personnel.
2.6.4 CONTROL AND INVESTOR PROTECTION

La Portaet al., argued that entrepreneur firms may wish to keeyrobof their
firms with them when investor protection is p8diClaessenst al., examined 3,000

firms from nine East Asian economies and found éxaept Japan which has fairly good
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shareholder protection, family control and familyamagement is pre-dominant with
some state-contréf.
2.6.5 OWNERSHIP CONCENTRATION, PERFORMANCE AND OTRE
IMPLICATIONS

Gugler made a survey of the studies of US and Wigiand showed that owner-
controlled firms (with a single block of equity eexing 5 per cent or 10 per cent)
significantly outperformed manager-controlled firfisCross-sectional analysis by
Wruck indicated that the change in firm value oa #mnouncement of a private sale is
strongly correlated with the resulting change imevghip concentration i.e., it is positive
when ownership concentration is high or low, bujative in the mid rang€.A study of
German firms by Thonet and Poensgren found that agexrcontrolled firms
significantly outperformed owner-controlled firms ferms of profitability, but owner-
controlled firms had higher growth rafésHolderness and Sheehan found that the
frequency of corporate-control transactions, investt policies, accounting returns and
Tobin’s Q were similar for majority shareholdersr@s and widely-held firm¥’ In
India, shareholding patterns revealed a marked Eveoncentration in the hands of the
‘promoters’, i.e., the founding and controlling s#@olders. Sarkar and Sarkar reported
that promoters own over 50 per cent of a samplalmbst 2,500 listed manufacturing
companied® Sarkar and Sarkar also reported that equity stakese 25 per cent by
directors and their relatives were associated higher valuation of companies and there

was no clear effect below that threshld.
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2.6.6 FAMILIAL OWNERSHIP, TAKEOVERS AND PERFORMANCE

According to McConaugtet al, family-controlled firms in US had greater value,
were operated more efficiently and had fewer deben other firms® However,
Jacquemin and Ghellinck and Prowse reported ndae&hip between performance and
familial ownership in case of French and Japaniese f* Agrawal and Knoeber found
that greater corporate control activity (number takeovers within industry) was
negatively related to performantelnterestingly, Gugler had shown that there exists
active markets for corporate control in the US &hid unlike in Continental Europe or
Japar?® According to Franks and Mayer, takeovers are aorplete mechanism to
solve the basic agency problem in large public a@tons, say, in the US and hostile
takeovers were attempted for other reasons thangertormancé? In Hong Kong, Ng

foundthat family ownership affects a firm's performarice.

2.7 The Board of Directors

2.7.1 THE ROLE OF THE BOARD AND DIRECTORS

According to a survey by Dutta, Boards have novaatole in the governance of a
firm and Board members merely endorse their approwaproposals® Also, the
Nominee Directors are treated indifferently andythardly have any say in the Board
meetings. Directors in most of the companies are ineffective monitoring the
management’s performanteAccording to Varma and Dalal, the members of tharBo
do not play the role that they are supposed to.Bl&pr instance, the existence of Audit
Committees does not guarantee good Zi@gales, La Portat al, and Bebchuk argued

that if entrepreneurs disperse control among mamvestors, then they give up the
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premium of private benefits in a takeoVeMwo decades of research reveals that in any
Board related decision making, when the Board hasmprity of Independent Outside
Directors, the outcome is more likely to favour reelders:’® Also the representations
made by large shareholders on the Board have &vgognpact on CG. Though frequent
Board meetings facilitate better communication leemvmanagement and directors, such
frequency may distract Board members as they yshae a busy schedule. A very
large Board can be dysfunctional and companiesiwéingoy the highest valuation seem
to have compact Boards. As Shivdasani and Zenrteit:pCompanies with the highest
valuation multiples had Boards that include 8 oxde people, while companies with
Board membership of more than 14 displayed the soweiltiples™:°* Further, directors
should not serve on too many Boards. A person hgldull-time employment is
considered “busy” if he serves on more than 3 Boarttl a retired person is considered

“busy” if he serves on more than 6 Boards.

2.8 Board Characteristics
The most important internal CG mechanism is ther@dmecause other internal
governance mechanisms largely depend on the eféeess of the Board. The widely
studied Board characteristics are the size of tlear@® proportion of Independent
Directors in the Board and firm performance. Theeotfactors like profile of the

directors also figured in some studies.
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2.8.1 BOARD MONITORING, QUALITY OF DECISION MAKING, SIZE OF
BOARD AND FIRM PERFORMANCE

Monks and Minow argued that Board monitoring magdldo better quality of
managerial decisiort8? Fama and Jensen also argued that Boards can heiveffe
mechanisms for monitoring managem&fitBoards effecappointments of management
personnel and also their rewards, suspensions @&misdals and such managerial
decisions have implications on corporate perforreacstudy by Weisbach was one of
the earliest to report an association of Boarddwen, firm performance and the presence
of outside director$®* Fama argued that the viability of the Board migatenhanced by
the inclusion of outside directot$ The Cadbury Committee Report UK, suggested more
number of Non-Executive Directors in the Boamcaddition tothe separation of the post
of Chairman and CE&? Weisbach found that performance measures are yhighl
correlated with CEO turnover for firms in which sigters dominate than insiders’.
Bhagat and Black also reported a positive impadhefnumbenf outsiders?’® Pearce
and Zahra and Daltoet al., found a positive association between the Boarersity and
firm performancé® A larger Board with diverse backgrounds can btingwledge and
intellect to improve the quality of decisions. Sitaneously, as the larger Board will also
have group dynamics, it can also diminish the Boeafféctiveness on account of
problems of co-ordination. Goodste# al, Yermack, and Eisenberg al, supported
this argument®

In the Indian context, some research work has shthanh the larger Boards
improve performance till a threshold level, whilthers argue that larger Boards are

inefficient. According to Kathuria and Dash, perfance improves if the Board size
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increases! Their results, however, failed to indicate anynifigant role of directors’
equity ownership in influencing the performance.lakger Board size creates more
opportunities and resources for better financiafguemance:'? According to Kautilya,
the Board size should be according to the requinésnef place, time and nature of the
work in view!*® These findings are also supported by Dhalvaiccording to him the
size of the Board increases with the turnover mly ap to certain level, beyond which
the increasing turnover does not have any influembe researcher found that effective
integration of the skills and knowledge base of Bward is more important than size.
Further, he advocated that there is no need to imfeenal meetings of the Board but it
is vital to finalize the agenda in order to havéeeive Board meetings. The core
competencies required for the directors are sti@atdgnking and leadership qualities
besides honesty and integritipwivedi and Jain also found a positive but weak
relationship between Board size and firm vaftteThe results revealed that a higher
proportion of foreign shareholding is associatethwising market value of the firm,
while the association of Indian institutional sheskling with market value is not
statistically significant. While directors’ shardimg had a non-linear negative
relationship with the firm value, the public shaskting had a linear negative association.
A few empirical results suggest that Board sizertsxa negative influence on
corporate performance irrespective of whether actiog performance or market based
measures are consideredBoard size has been widely demonstrated as beigatively
associated with lower returns to investors, sugggdarger boards are less effective
monitors*'’ Such findings are supported by Bharadvaja, VishlaksParasara and

Pisuna'® Garg found that Board size and firm performanceewiaversely relatedf:®
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Kaur and Gill found that the results of one-way AN test for the comparison of
means for Board size categories reveals an invetagonship between board size and
corporate performand@® Prasanna, who employed factor analysis, suggestat t
Independent Directors bring brand credibility anettér governance, contribute to
effective Board functioning, and lead the govermacommittees’ effectivel}?* The
study supported two major recommendations of thei ICommittee i.e.one-third of the
Board should be Independent Directors and nomirstesild not be considered as
Independent Director$? He also highlighted the need for a formal processhe
appointment of Independent Directors and their qukci evaluation. Mayur and
Saravanan studied the relationship between thregdBoarameters and performance of
banks in Indid?® The authors indicated that bank value is not agfi:dty Board size.
According to Perry and Shivdasani, the Board oéaors is one of the most important
mechanisms used by the shareholders to monitor geament:?* They further state that
“‘charged with hiring, evaluating, compensating aadgoing monitoring of the
management, the Board of directors is the sharehislgrimary mechanism for oversight
of managers.” According to Finegokt al, firstly a Board performs an institutional
function in which it links the firm and the extetmasources, secondly it is an important
mechanism to check managerial opportunism andyjasi Board performs a strategic
role by involving itself in strategy formulatidA> Hej and Mahoney argued that if a CG
mechanism is in place, managers will probably fdateu optimal strategic policies
leading to sustainable competitive advantage elapagers could end up making sub-
optimal strategie¥’® Their research suggests a positive relationshtprdsn a firm'’s

capabilities and its competitive behaviour but thédationship is moderated by CG
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mechanisms. Moreover, a positive relationship islicated between competitive
behaviour and firm'sperformance As the Board can directly influence a firm's
capability, it can influence a firm's competitiveelaviour and hence the firm’'s
performance positively. According to Barney, dragvon theresource-based vieaf the
firm, a resource could be considered as a comypetiiiivantage if it is rare, creates value
for the firm, is inimitable and not easily substitble*’

Erakovik and Goel argued that if the Board of Dioes is involved in acquiring
knowledge and in the provision of resources, it lgkd to exchange of information, both
inside and outside the Board, resulting in a mgvenoand collaborative relationship
between the Board and managemtéhiThis will build a unique CG structure, like a
resource for the firm. According to Barney, the Bbaf Directors can work as a
resource, leading to a competitive advantage fa firm and thereby enhancing
performance of the firn?® Chahine and Filatochev found that Initial Publitfe® (IPO)
discount is negatively associated with Board indepace®® IPO discount is also
negatively associated with disclosure of informatlut up to a certain poinAs more
and more information was disclosed, investors thbug to be an attempt by the
management to impress and induce them to acqueie gshares. Raheja found that the
Board size and composition could affect the pertoroe of the firnt>!

According to Warther, a Board is ineffective if thés no dissent in the Boafif
Moreover, it was found that there is reluctance rgnthe Board members in voting
against the management but once an initiative kentdby somebody, it results into a
bandwagon effect. It was also argued that the Bualidoe effective when it possesses

more information which is possible when there amraroutside directors on the Board.
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Klein found that there is a negative relationshiptween the Audit Committee
independence and Board independence vis-a-vis miaha@ccruals>® If the number of
Independent Directors on the Board or in the A@bimmittee decreased, there was an
increase in the abnormal accruals. Therefore, idepgendence of the Board and Audit
Committee can increase the Board’s effectivenes&chwitan improve the firm’'s
performance. Adjaoudet al., found no significant relationship between Board
characteristics and performance when traditionglop@ance measures like Return on
Assets (ROA), Return on Investments (ROI) and EggmiPer Share (EPS) were us&(d.
However, this relationship was significant whenfpenance was measured in terms of
Market Value Added or Economic Value Added. Jerfeaimd that large Boards can be
less effective than small Boartls When Boards members are as many as seven or eight,
they are less likely to function effectively. Thines, it can be said that size of Board
affects the performance of the firm. Vat al., Netherlands, found that size of
management Board has no impact on performance p$itee supervisory Board had a
negative impact on performance and the number d§idrrs negatively affected
performanceé>® In the Indian context, Tuteja recommended that Bosize should
neither be too small nor too large i.e., the idszé should be from 6 to 10 directdrs.
An ideal Board is a judicious mix of inside andadé directors. In the Indian context,
Garg reported a negative relationship between trerdBindependence and performance
as well as between Board size and performafiddowever, Haleblian and Finkelstein
argued that a large Board has more problems sobapgbilities->

Several studies have been conducted to see hosh#racteristics of the Board

impacts management and can enhance the perfornedrfcens. However, there is no
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consistency in the findings. Some studies foundsitipe relationship between Board
characteristics and firm performance; some repantedelationship, while other studies
reported a negative relationship. This emphasizeséed for further research.
2.8.2 INDEPENDENCE OF THE BOARD AND FIRM PERFORMAMNC

Baysinger and Butler, and Hambrick and Jackson datlvat the proportion of
Independent Non-Executive Directors is positivelgrrelated with the accounting
measures of performant®. On the other hand, studies by Klein, Bhagat Blatk, and
Hermalin and Weisbach found that a high proportétndependent Directors does not
predict a better accounting performanteUsing accounting measures, Agrawal and
Knoeber found a negative relationship between Bomdependence and firm’'s
performancé?? Hermalin and Weisbach, and Bhagat and Black usedafiproach of
Tobin’s Qas a performance measure on the grounds thatettethe ‘value added’ of
intangible factors and found that there is no matile relationship between the
proportion of outside directors and Tobin’s“®The study by Lawerence and Stapledon
produced no consistent evidence that the preponderaf Independent Directors either
adds or destroys value when corporate performaraseassessed using accounting and
share-price  measuré¥. Hermalin and Weisbach found that the proportion of
Independent Directors increased when performanceaotompany was poof>
Apparently, there is a link between Board size emi¢pendence. Perry and Shivdasani
found that when the outside directors were in eonitgj the likelihood that restructuring
activities will be carried out was high and improents were found in the performance
of the firms subsequent to restructuriiyAs pointed out by Lipton and Lorsch the

norms of behaviour in most Boardrooms are dysfoneti as directors rarely criticize the
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policies of the top managers or hold candid disonssabout corporate performar¢é.
Believing that these problems increase with the bemof directors, they recommended
limiting the membership of Boards to ten membeli) & preferred size of eight or nine.
They, in a way, suggested that even if Board céipadior monitoring increase with the
Board size, the benefits are less as slower decismking, less candid discussions about
managerial performance and risk aversion are cadthirs. When Boards become too
big, agency problems increase and the Board becames symbolic and less effective.
Yermack, Eisenberg, Sundgren and Wells, Mak anch&dis Alshimmiri, and Andres,
Azofra and Lopez had also reported the inverseioalship between Board size and
performancé®® However, Daltonet al., came up with contrary resufts Dalton and
Kesner in a study of the 50 largest firms in the, tHe UK, and Japan found that the
proportion of insiders in Boards varied signifidgiriietween these three countries i.e., 30
per cent, 34 per cent, and 49 per cent respectiV®Beasley analyzed 75 fraud-hit and
75 no-fraud firms and indicated that no-fraud firtmsd Boards with a significantly
higher percentage of outside members than fraudirhis.*>* Additionally, as outside
director ownership in the firm and outside diredemure on the Board increased and as
the number of outside directorships in other firnedd by outside directors decreased,
the likelihood of financial statement fraud alsocrased. Geddes and Vinod and
Weisbach found that with respect to the removagairly performing CEOs, a majority
of independent Boards were likely to act more ojyick McNulty and Pettigrew
interviewed 108 UK directors and found that paridiBoard members did not simply
ratify decisions made by all powerful executives éhat they were able to influence the

processes of strategic chofé@Mikkelson and Partch found a correlation betweearBo
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composition and CEO tenure during the high-takeoperiod of 1983-198&*
Rosenstein and Wyatt pointed out that a small asgen stock price was correlated with
the addition of an outsider to the Board, whichldobe on account of a signalling
effect’® However, Chughet al., contend that an excessively autonomous Board with a
high proportion of Independent Directors lowersfiability.*°® One possible rationale
was that the Boards were expanded for politicalsora to include politicians,
environmental activists or consumer representgtiaasl they either reduced firm
performance or failed to contribute positiveBaysinger and Hoskisson found that
outsiders dominated Boards that emphasized finkraatrols in evaluating and
rewarding top management. These Boards increased the intensity of manageffiaits
in maximizing short-term profits and they also aea higher risk-return strategies that
shareholders may prefeAccording to Lin, Effective Monitor Theory arguesat
outsider-directorsare motivated to protect shareholders’ interest w&hile doing so,
they protect their reputation as experts in denisiontrol*>®

Westphal suggested that close relations betweensC&t®l Board members
tended to improve corporate performance throughifsignt informal advicé>® In India
as well as in the US, studies have linked largep@@te Boards to poor operating and
stock-price performance. Large company Boards dialin the late ‘90s were slightly
smaller than those in the US, with 9.46 membersawgrage in India as compared to
11.45 in US®® But, the percentage of inside directors was alrumsitical (25.38 per
cent as compared to 26 per cent in the US), wittively fewer Independent Directors

(just over 54 per cent as compared to 60 per cettte US) and relatively more affiliated

U Non-Executive Directors.
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outside directors (over 20 per cent versus 14 eet in the US). Over 40 per cent of the
Indian companies also had a promoter on the Boaddia over 30 per cent of the
companies, the promoter also served as the chair.

A review of above studies suggests that findindgfeidabout outside directors as
monitors and the optimal mix of inside and outsidieectors might differ across
countries.

2.8.3 MULTIPLE DIRECTORSHIPS AND PERFORMANCE

Jayati Sarkar and Subrata Sarkar found that batigmore efficient independent
directors are the ones with multiple appointméfitd-hese results are in consonance with
the resource-dependence perspective., directors with multiple appointments are
experienced, networked and knowledgeable. In cdsensade directors, excessive
multiple directorships adversely impacts the comypaaiue.

2.8.4 NON-EXECUTIVE DIRECTORS AND PERFORMANCE

There is a positive association between the nurab&on-Executive Directors
and firm performancé&?

2.8.5 INDEPENDENCE, ACTIVE REPRESENTATIONS AND EARNGS

Xie et al., concluded that a management with a lower level axhiags is
associated with greater independent outside remiesans on the Board. Further,
management with a lower level of earnings is alssoeiated with more active Boards

and more active Audit Committe&¥.
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2.8.6 BOARD AND COLLABORATIVE POLITICS
Simmers (1998) found that quality and speed of dfnategic decision-making
process by the Board and the outcomes were strartidjed to collaborative politics.

However, goal achievement was weakly associateu aailaborative politics®*

2.9 Audit Committee

2.9.1 AUDIT COMMITTEE AND FIRM PERFORMANCE

Al-Mudhaki and Joshi found that only 56.2 per cehthe firms had established
an Audit Committee in their Board, despite the fhett it was already mandatofyy. Of
those firms which have the Audit Committees, 688 gent had between three to six
members on the Audit Committees. Almost all thenfirhad Non-Executive Directors in
the committees but only 14.6 per cent of firms hattpendent Non-Executive Directors
indicating a lack of independent representationh@encommittees. 58.5 per cent of firms
in the sample stated that Audit Committee met mlgraéind 29.5 per cent firms stated
that committee met quarterly. Internal control aewhluation function of an Audit
Committee is very much influenced by the frequeoiclys meetings and an improvement
in internal control will definitely improve the enal financial reporting system
especially in large companies. Hence, frequent imgebdf Audit Committee may help in
improving the CG practice3he authors suggest that the functions of Audit Gdttees
are quite diverse and are classified into threegmates i.e., financial statements and
reporting, audit planning, and internal control aluation. Collier foundhat among
the listed companies in UK, Audit Committees sttBeged audit independence and

public confidence in the integrity of the financieporting*®
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2.9.2 ROLE OF AUDIT COMMITTEE IN CG

Varma and Dalal find that the members of the Baddhot play their expected
role and therefore, the existence of the Audit Catte may not guarantee good 3.
Yet, Green considers an Audit Committee as an éaseart of CG-®

Rutteman found that without regard for quality dfeetiveness, the mere
existence of an Audit Committee could be used &ieece that directors took due care
in performing duties®® Arthur Anderson’s survey of all listed companiesAnstralia
found that 48 per cent of companies had formed tAGdimmittees, while Ernst and
Young reported that the formation of an Audit Cortted to carry out the financial
reporting responsibilities of a Board has beconveehl established part of C&° Ernst
and Young found that a majority of companies follthe Audit Committee practices in
respect of adopting high-level Audit Committee tagreffective communication with
the independent auditors, composition, reporting ameeting practiceS> Similarly,
KPMG'’s survey of 400 companies in Europe reported tmore Audit Committees were
established in the UK (100 per cent) than in thst ref Europ€’? Compared to
companies in Europe, UK companies had adopted atdngdractices in terms of
establishing a charter (100 per cent), compositto 4 members), and meetings more
than twice a year involving independent non-exeeuthembers of companies, whereas
across Europe, 39 per cent of Audit Committeesanst twice a yearln the Canadian
context, Scarbrouglet al, indicated that Audit Committees consisting ofeso non-
employee directors were more likely than Audit Caittees with one or more insiders to
(i) have frequent meetings with the Chief InterAalitor, and (ii) to review the internal

auditing program and results of internal auditifiyVicknair et al, examined the
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percentage of affiliated directors on Audit Come®# for one hundred New York Stock
Exchange firms between 1980 to 198%7They found that more than one-quarter of all
firms had Audit Committees with a majority of affiled directors. Menon and Williams
found that 156 firms from 200 National Associatioh Securities Dealers Automated
Quotations firms had voluntarily formed Audit Contrees'’> However, 19 (12 per cent)
of the Audit Committees had at least one insideatar. Further, 57 per cent of Audit
Committees did not meet or only met once a yeaeirKfound a similar lack of
independence in Audit Committees in a sample oficgted and Poor’s 500 firms, over a
two-year period ending in 199% Therefore, it is apparent that in the initial pelrof the
formation of Audit Committees, firms tend to inckuihsider-directorSor directors from
affiliated firms. This trend may not be differemt developing countries like India. In
another survey of Audit Committees, Price WaterbBo@oopers found that Audit
Committees among European companies on an averagghree to four times a yedy.
Among the major European companies, 70 per certudit Committees had three to
four membersPorter and Gendall found that 61 per cent of btied companies and
significant public sector entities in New ZealanddhAudit Committees that were
expected to play a broadere in CG"®
2.9.3 AUDITING, MANAGERIAL MONITORING, FIRM VALUATION AND CG
Jensen and Meckling contended that managerial @hipealigns the interests of
managers and equity-holders and a positive relstiipnis expected between managerial
ownership and firm valuatiol? Stulz developed a model of firm valuation in whitle

entrenchment effect results in a negative relalignbetween managerial ownership and

U Executive Directors.

105



firm valuation at relatively high levels of manaigérownership:®° Other studies have
also investigated this relationship. For exampleyrd# et al., and McConnell and
Servaes found that their results supported bothpthstive alignment effect and the
negative entrenchment efféét. The empirical models, however, do not account lier t
monitoring effects associated with external auditiRalmrose, Francis and Wilson and
DeFond in the US found a lack of convincing evidefinking management ownership
and leverage relevant to auditor chdite.With a wide spectrum of governance
mechanisms available to alleviate agency conflittts, relative importance of external
auditors is quite limited. According to Ghosh, mdia, where conventional corporate
control systems have begun to gain prominence @dgntly, it seems that independent
external auditors could potentially act as impdrtaonitors controlling shareholde?®s.
Moreover, such monitoring may improve the valudirofs. If this is true, then the major
benefits derived from external auditing activityosld be reflected in the higher
capitalized value of the ownership claims on thepoemtion. According to Fan and
Wong, recent empirical evidence for East Asian eaars highlighted the fact that
external auditors played a monitoring and bondivig in order to mitigate the agency
conflicts between controlling owners and outsideestors-®* According to Ganguli, in
view of the changing business scenario a greateraiction or link between the auditors

and the top echelon of management is neé¥ed.
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2.10 Remuneration

2.10.1 REMUNERATION COMMITTEE AND FIRM PERFORMANCE

Narasimhan and Jaiswall found that in family-owraedl controlled firms, the
remuneration committee had a limited role to play lwth pay-setting process and
impacting performance through top management ‘ffaythey concluded that the
remuneration committee plays an important role itigating the agency problem which
is expected to be acute when family ownership ws ¢o non-family members hold key
positions. Moreover, management remuneration ieroehed on the basis of the
financial accounting information. Also according ®ushmanet al, half of the
managerial bonuses are found to be determined ippde performance reflected in the
financial account$®’ According to Klein, management has used accruauats to
inflate the income in order to wangle hefty bonused salarie$®® Ezzamel and Watson
found that among UK companies the characteristiagmuneration committee did not
result in a strong relationship between pay antbpmance'®
2.10.2 EXECUTIVE COMPENSATION AND CORPORATE PERFORMCE

Firms need to pay well to attract talent and ygtessive pay to managers will
reduce the residual earnings for investors. As @@agl momentum, researchers started
focusing on the impact of various CG parametersx@tutive compensation. According
to Jensen and Murphy, the level of pay affectscthality of manager$’® Bebchuk and
Fried suggested that managers are in a positidedae their own pay and would do so
in a way that would weaken the link between thely pnd performancg* Coreet al.,
and Pukthuanthongt al., suggested that CG parameters like Board chaistate and

ownership structures are major determinants of wekex compensatiolt> Ramaswamy
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et al, found that firm performance was a significanplaxatory variable in explaining
CEO compensatiolf® However, the family-ownership of a firm is foundhbe negatively
related with CEO pay. According to the authorss tielationship could be because family
ownership and management significantly reduce teney problem. The study further
reveals that CEO-Chairman duality and the proportad insider directors has no
relationship to executive compensation in familyped firms. However, these factors
are key variables in explaining compensation in-feonily owned firms.

In the Indian context, Ghosh suggested that CECQunemation has a positive
influence on corporate performance judged in terafsaccounting measuréd:
Parthasarathyat el, found that the CEO compensation is not relatecanty of the
profitability measured® On the other hand, the sipé firm is a significant determinant
of CEO compensation. The results also suggestedCti®s who were the promoters of
their firms, received significantly more compensatthan their ordinary counterparts. In
addition, the study also indicated that CEOsPaoblic Sector Units are significantly
underpaid compared to their counterparts in theapei sector. According to Fagernas,
roughly 300 firms each year reported that the ayetatal compensation of Indian CEOs
increased almost three-fold between 1998 and 20044l terms?® During this period,
the proportion of profit-based commission to tqialy also rose steadily from 13.4 per
cent to 25.6 per cent, and the percentage of CEDscammission as a part of their pay
package jumped from 34 per cent to 51 per centhByrexecutive compensation as a
fraction of profit had almost doubled, from 0.55 pent to 1.06 per cent. Interestingly, in
the year 2000, the average US CEO compensatiory 88sper cent of corporate profits

for companies included in the 1500-Company ExecuCdbataset’” CEO pay has
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become more performance-based over the past d&€afliso increased performance-
pay linkage has been influenced by the introducttbrthe CG Code. Fagernas also
reports that CEOs or directors related to the fougpdamily were paid more than other
CEOs™

Ghosh reported that during the period 1997-200% #wverage Board
compensation in India, based on a sample of 462ifaaturing firms, was around Rs.
5.3 Million with wide variation across firm siZ&’ The average Board compensation was
Rs. 7.6 Million for large firms and Rs. 2.5 Millidior small firms. Board compensation
was also higher, on average at Rs. 6.9 Million, mitee CEO was related to the
founding-family. Since, almost two-thirds of thedast 500 Indian companies are group
affiliated, issues of CG in firms owned by busingssups become vital.

According to Jensen and Meckling and Fama, asngentive constraintaligning
the incentive of the CEO with the shareholdershes ¢asiest way to circumvent moral
hazard on the part of the CE®.Thus, Hall and Liebman found a positive association
between CEO compensation and financial perform&ficsehran found that firms
exhibiting a positive and significant relationshijgtween CEO compensation and
performance will provide higher returns to shardbod vis-a-vis companies where this
relationship is less sensiti?& According to Hall and Liebman and Magt al, when
stock options were considered, a stronger pay-prece link could be identified?
However,Ezzamel and Watson found that changes in execpiyewere more closely
related to external market comparison of pay letletsr to change in either profit or
shareholders weal® In a poll by KPMG, around 85 per cent of the resjenis think

that remuneration of CEOs should be significaniked to company performané®.
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According to Aggarwal and Samwick, executives’ eyformance sensitivity for
executives of firms with the least volatile stoakcps was greater than firms with the
most volatile stock price’

Core et al., found that firms with weaker governance structuhas greater
agency problems; the CEOs of such firms receivddgaer compensation and their
performance was inferié?® CEOs’ compensation was higher when the CEOs wsce a
Board Chairmen and when Boards were larger withremtgr percentage of outside
directors appointed by the CEOs. Hermalin and Wakbconcluded that CEOs with
interlocking Boards are paid more than otherwismilar CEOs and interlocking
directorships provide the CEO with a degree of mdnover his Board that harms
performancé® According to Cyertet al, when stock holding by members of the
compensation committee is large, such members are imvolved in company affaifs?
Exhibit 2.1 presents the impact of Employee Stocktidds and measures on

performance.
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EXHIBIT 2.1

EMPIRICAL ANALYSES OF IMPACT OF EMPLOYEE STOCK OPDN (ESO)

AND MEASURES OF PERFORMANCE: A SELECTED CHRONOLOGY

Author(s), Year(s)

Nature of Sample, Year(s)

Results

Lewellen, Huntsman (1970)

50 US companies, 1942-63

Including long-term elements ha
little effect on reward-performang
link.

S

D

Cosh (1975)

1,601 UK companies, 1969-71

Size more important than profitabilit

in determining narrowly defined pay.

Meeks, Whittington (1975)

1,008 UK companies, 1969-

Sales the best determinant of pay, &
profit’s significance reaffirmed.

ut

Murphy (1985)

73 US companies, 1964-81

Performance more significant tha
size in explaining executive reward.

an

Deckop (1988)

108 US companies, 1977-81

Profit-sales ratio most powerfy
explanatory pay determinant.

il

Benston (1985)

29 US companies, 1970-75

Stronger performance-reward lir]
when stock-related elemen
included.

ts

Leonard (1990)

20,000 executives and manage
in 439 large US companies,
1981-5

rkink between long-term executiv
plans and return on equity. No ES
data.

O(‘D

Abowd (1990)

16,000 managers in 250 US
companies, 1981-6

Correlation between pay and degt
of sensitivity between previous year
pay and market performance.

Jensen , Murphy (1990)

1,688 executives, 1,049
US companies, 1974-86

Weak relationship between
performance and remuneration.
Incomplete ESO measure.

Szymanski (1992)

51 UK companies, 1981-91

Weak pay-performance link, but ES|
valuation unclear.

Gregg, Machin, Szymanski
(1993)

288 UK companies, 1983-91

Weak pay-performance link; strong
pay-growth link. No ESOs.

Conyon, Gregg (1994) 170 highest-paid UK directors, Sales growth significantly morge
1985-90 important pay determinant than

performance. No ESOs.
Conyon, Leech (1994) 294 highest-paid UK directors| Weak pay-performance link. Np

1983-6

ESOs.

Main, Bruce, Buck (1994)

59 UK companies, aggregate
Board, and highest-paid director
1982-9

Inclusion of ESOs significantly
sjncreases pay-performance link.

Source: Adapted from Bruce, Alistair and Trevor ButExecutive Reward and Corporate Governance,” in
Kevin Keasey, Steve Thompson, and Mike Wright (JEd€orporate Governance: Economic and
Financial IssuesOxford University Press, New York, 1997, p. 94.
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2.10.3 PERSONAL VARIABLES OF EXECUTIVES AND THEIR@MPENSATION
Only a few studies have focused on this researastmn. McKnightet al.,
examined the impact of CEOs’ age on executive payK from 1992 to 1996 and found
a significant relationship between CEOs’ age ankrga'* However, according to
Veliyath and Ramaswamy, no significant impact ofGBE personal characteristics on
their pay was foundé'> Ghosh found the personal characteristics of th©€8&ich as age
and education ineffective in explaining CEOs’ comgation’** However, he found in-
firm experience of CEOs and their relationshipshwite promoter of the firm and group
as the most important determinants of CEOs’ comgteors Grunditz and Lindquist
investigated 65 listed companies in Sweden andleded that there was no significant
effect of CEOs’ age on their bontié. A study in UK by Mcknight and Tomkins,
revealed no significant relationship between tenamd CEO compensation (salary +
bonus) from 1992 to 199%° Hijazi and Bhatti analyzed the determinants ofcexiee
compensation of 63 executives from 54 differentaargations in Pakistan and revealed
that work experience and education level of CEOsewmsitively and significantly
related with the executive compensatidhiKang, and Payal found that age, qualification,
tenure and experience of executive directors arsigaificant determinants of executive
compensatioA’’ The foregoing review of literature reveals thagrthis no clear-cut
relationship between the personal characteristiés the executives and their

remuneration.
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2.11 Separation of Chief Executive Officer and @inain

Matteo Tonello concluded that companies which tsplit' the roles of Chairman
and CEO increased Board's independence from maragelnd it led to better
monitoring and oversigHt® However, Baliga et al., found weak evidence on the link
between duality of Board Chairman and CEO and kemgr performance of US

companie$™®

2.12 Institutional Investors
2.12.1 INSTITUTIONAL INVESTORS, CORPORATE PERFORMAM AND
OTHER IMPLICATIONS

The basic objective of an institutional investor g maximize its own
shareholders' wealth and not to monitor the aatwibf the companies in which it has
invested®®In consonance with the above view, Admati, Pfleddemd Zechner, Black,
Coffee, and Monks argued that absence of apprepiiaentives and the free rider
problem hinder institutional activisri*!

Khanna and Palepu and Varma infer that institaianvestors in India have
played a passive role in C& Similarly, Sarkar and Sarkar observed that the
Development Financial Institutions (DFIs) play asgige role in CG when their
combined holding is less than 25 per c&htHowever, the authors found that when the
debt exposures of the DFIs are high, they play ative role in monitoring the

performance of the companies. It is more cost &ffecfor institutional investors to

" Free rider problem means if one institutional Btee intervenes in the decisions (CG) of a comp#rey,
other investors also get the benefits but atsh salely to the institutional investor and hertue t
discourages active intervention the by institodilinvestors.
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remain passive without taking the trouble to acginformation to exercise voting rights
meaningfully?**Mohanty found that in India, the short-term perfamoe measures of the
fund managers force them to become very short-teiemted?” Charkham divides the
institutional investors into two categories i.eyp&-A and Type-B. Type-A institutions
have a portfolio of a very small number of comparbet their stake in each individual
company is very larg&€® Type-B institutions, on the other hand, manage idehy
diversified portfolio. Hence, CG fails as most ingtons fall in Type-B because only the
Type-A institutional investors have an incentive &tive monitoring as it affects their
portfolio value substantially. Cordtz argues thhae tinstitutional investors lack the
expertise and ability to serve as effective mositdt However, Shleifer and Vishny
observed that institutional investors, by virtuetioéir large stockholdings would have
greater incentives to monitor corporate performaasehey derive greater benefits of
monitoring?*®

Ajinkya, Bhojraj, and Sengupta found a positiveatieinship between financial
analysts’ ratings of corporate disclosure practinith institutional stock ownershi’
Brickley, Lease, and Smith found that institutiomavestors are more likely to vote
against harmful amendments that reduce sharehbideadth >*° Agarwal and Mandelkar
found a positive relationship between institutiooainership and shareholderealth?*
McConnell and Servaes found a positive relationslifgveen institutional ownership and
productivity2*2

However, Holderness and Sheehan, and Denis and Bemd no evidence about
any relationship between institutional holdings a@&2** Black concludes that

American institutional shareholder activism had eféect on firm performanc&* A
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study by California Public Employees Retirement t&ys (CalPERS) concluded that
many corporate assets are poorly managed anddbatinces spent on identifying and
rectifying these assets can create substantialrappty and premium returns for active
shareholder§®® Moreover, a steep erosion of shareholder valuea comulative basis,
involving 142 companies, essentially stopped after Public Employees Retirement
System became involved. Karpoff and Romano conduil@at shareholder activism
results in small changes in some firms’ governastoectures-° However, the evidence
as a whole does not suggest that shareholder smtileads to improvement in firm
performance or value. According &hleifer and Vishnylarge investors represent their
own interests, which need not coincide with therasts of other investors in the firm, or
with the interests of employees and manag€rshort and Keasey found that in the
absence of other large external shareholders,tuhietial investors had a significant
positive effect on firm performané&According to Agrawal and Knoeber, no significant
relationship was found between performance andtitisnal stockholding®® Del and
Hawkins, Gillan and Starks, John and Klein and K#ipMalatesta and Walkling
observed that institutional activism had negligilniepact on the performance of the
companies$ Daily et al., studied 13 US activist funds and their holdingsl@¥ large
companies and found that institutional activism hea appreciable effect on firm
performance and stock prié&.

In the Indian context, Sarkar and Sarkar suggetadlending institutions start
monitoring the firm effectively only after equityolings cross a substantial limif¢
Besides this, the monitoring process is reinfotogthe extent of debt exposures of these

institutions. Further, the study found that foreaguity ownership has a beneficial effect
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on company value. Mohanty also corroborated themdinfgs?*®* He found that
development financial institutions have lent moneyfirms with better CG measures.
Besides, mutual funds have also invested moneyrnms fwith a better CG record. He
concluded that investment by mutual funds and agreént financial institutions has
improved the financial performance of companiestibBadla also broadly presents
similar conclusions, though using a different meislogy?** Further, he found thahe
increasing presence of foreign institutional inves{proved to be having a positive effect
on corporate performance. Ali Khan was also of view that domestic institutional
investors do not really help in improving perforrmanof the firms*® The author
indicated that the nominee directors are conceroely about safeguarding their
institutional interest in the companies rather tpastecting all shareholders. Further, the
nominee directors do not play a satisfactory railethe Board meetings i.e., in
contributing to better management practices anece¥e functioningof the firm.
Besides, the role of institutional investors, sashmutual funds and pension funds is not
active. In this context, a working group on CG etlathat “the institutional investors of
public companies should see themselves as owndrsaas investors*® The Kumar
Mangalam Birla Committee on CG emphasized thatt“tha institutional shareholders

put to good use their voting power"”.

2.13 Stakeholders, Corporate Social Responsilaitity Performance
Crowther argued that the emergence of the WorldeWikeb has facilitated the
dissemination of information and exerted more presHN companies as business is

accountable to stakeholdéf€.Ogden and Watson found considerable improvement in
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the customer service since the privatization of Witer supply industry in 1989 and
higher returns to shareholders, consistent with $tekeholder Theor?? Crowther
revealed that firms with good financial performamace also good at social responsibility.
Hence, social responsibility and shareholder vaheation appear to be related.
According to Verschoor, 26.8 per cent of the 50Qdat US corporations with a
commitment to ethical behaviour in forms of so@atl ethical accounting, auditing and
reporting in the annual reports had a higher oVdnancial performance than those
which did not assume explicit undertakirfgsAccording to Coffey and Wang, Boards
with more inside directors had shown more suppwrtbrporate philanthropic behaviour

than diverse Board having more outsid&fs.

2.14 Disclosures

2.14.1 FIRM PERFORMANCE, VALUATIONS, DISCLOSURES AN OTHER
IMPLICATIONS

Over the last two decades, more precisely afterChébury Committee Report
UK, transparency and disclosures about companiese haecome paramoufit
Transparency is crucial to stakeholders as it éspghncipal norm by which companies
can be held more accountable. Accordingstdomon and Solomomisclosures can be
viewed from two perspectives — corporate disclosared financial accounting
disclosure?®*

Montgomery and Kaufman identified CG disclosures ths link between
management and the shareholders and hence disdosue also a part of C&

According to Healy and Palepu, disclosures haveymamre objectives other than being
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a CG mechanistt® The topic of disclosures is one of the oldest asse streams in
finance.

According to Diamond and Verrecchia, and Kim andrr¥echia, previous
research had reported that investors evince intareslevant and reliable disclosure of a
company’s performancd’ According to Kothari, Bushman and Smith, regulated
disclosure provides new and relevant informatianifieestors which ultimately reflects
transparency>®

Financial accounting information has been givenanomportance by the Cadbury
Committee RepotyK, but, later on, it was realized that financiataunting information
represents only one aspect of corporate discldStrkccording to Healy and Palepu,
disclosure comprises all forms of voluntary corpereommunications® For example,
management forecasts, some information placed drsites of companies and other
statements and reports such as value added staserherds flow statement, analysis of
strengths, weaknesses, opportunities and threadls carporate social responsibility or
social accounting of companies also constitutelasces. According to Chahine and
Filatotchev, disclosure indicates the quality af frm’s product and business model, its
growth strategy and market positioning, as welthesrisk elemert®* According to the
Cadbury Committee Report better disclosure resaltaore transparency, which is vital
for good CG**? According toJensen and Meckling, improved disclosure reduces@g
cost, which is the bone of contention between ttiecipal and the agert® Farrar and
Hannigan stated that when better information flovsm the company to the
shareholders, it results in less information asytmyrend hence improved disclosufés.

According to Healy and Palepu, the importance stldsure can be observed from the
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perspective of Agency Theory because the contretgtden principal and agent requires
the agent to disclose relevant information whickal@es the principal to monitor the
agent’s compliance with the contractual agreerf@further, Healy and Palepu, point
out that disclosure of information enables the shalders to know the efficiency of
management and status of returns to inve$fdisang and Lundholm found that firms
which had more disclosures, have a larger poobtémgial investors leading to improved
market capitalizatior®” These investors had more accurate beliefs aboutfutuee
performance of firms. Collet and Hrasky have reseahat the voluntary disclosure of
corporate information is positively associated wiélsing equity capital but not with debt
capital?®® Chahine and Filatotchev concluded that too muclclalsre of propriety
information may lead investors to believe that swi$closure may harm the firm’s
value?®® Chandler opined that companies are sometimes taglucto disclose
information which could tarnish their image, as ifmstance, the salary of teenployees
at the lower level and higher level in the hiergref?

There has been ample research which documents dkiivp relationship
between disclosure and firm performance. Lang amehdholm had reported that
analysts’ ratings of corporate disclosure are pagit related to earnings! Similarly,
Botosan concluded that increased disclosures cteatefits for compani€€? Further,
disclosure policies were found to have a positiffecé on the cost of capital but not on
stock market liquidityMoreover, Healyet al., using a sample of US, companies found
that after controlling for earnings performance attter potential relevant variables such
as risk, growth and firm size, expanded voluntdisclosure is associated with an

increase in stock performance, growth in institodgilo ownership, increased stock
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liquidity and higher analysts’ coveraffé.Healy and Palepu had reported that firms have
incentives to engage in voluntary disclosure ireottd reduce information asymmefry.
Therefore, it reduces the cost of external finagi¢hrough reduced information risk and
hence leads to better performance. Bushman andhSmaid reported that financial
accounting information can affect the investmeptgductivity and value-addition of
firms.2”> Khanna & al., found a positive relationship between capitalatiand the
overall transparency scor&§.They concluded that past performance can alsatatfe
degree of disclosure. For instance, profitable girmay be more willing to disclose
information to outside investors compared with lpsditable firms. Hence, the findings
do not indicate the causal relationship betweedassire and a firm’'s performance. It is
not clear from the studies as to which causes whetiween disclosure and firm’s
performance. Increased enforcement of accountiagdsrds through auditing, and
increased disclosure may improve eamings transppféh CalPERS’ approach to
improving portfolio returns by engaging managenwroorly performing companies to
rethink governance and strategy continues to w@&spite underperforming their
respective benchmarks by 83.3 per cent for theyieags up to the initiation of CalPERS’
shareholder activism, the 142 companies that vegeted from 1987 to the fall of 2008
have outperformed by 12.7 per cent over the sulesedive-year period’® A McKinsey
study had shown that global investors are williogpay more for better governed
companie$/°Simultaneously, better CG also helps to reduceshyipractices at the firm
level, which can potentially further increase theue of firms. Kohli concludes that

better CG leads to value creation for all the dtalaers?®°
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Two cross-country studies in the year 2003 have Ipdia among the worst
nations in terms of earnings opacity and managefiiAtccounting Standards in India
provide companies considerable flexibility in ficéal reporting and these standards
differ from International Accounting Standards artelrnational Financial Reporting
Standards in numerous ways. Hence, interpretinguinfinancial statements is relatively
challenging.

A few studies have highlighted the negative relahip between corporate
disclosure and firm-level performance. Archambamt Archambault had documented
an inconsistent relationship between firm’'s sizenssasured by total assets and total
disclosure scor&? However,according to Holder-Webkt al, large firms have richer
information environments and they are also exps¢setore political cost&® According
to Cheunget al, large firms have more resources to undertaketiaddl CG initiatives
as they are well known to the investing public dnely are expected to disclose more
information?®* Based on observations of the Securities and Exghdvoard of India
from a consolidated compliance report prepared lomiBay Stock Exchange and
National Stock Exchange in 2003, the compliancesllavith respect to requirements
related to the remuneration committee and Boardquiares is low or not satisfactory
and the compliance related to Board of Directorgjitacommittee and shareholders’
grievance committee is high> So companies should enhance their standardsnivs tef
disclosures to sustain their revenues and praftermationally. Guptat al, studied 30
Indian companies listed on the Bombay Stock Exchamgl indicated that though the
firms have provided information related to all thienensions, there was considerable

variance in the extent and quality of such disalesff® In Australia, Ramsay and Hoad
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found that the extent and quality of disclosures tgpically better for larger companies
than for smaller oné8’ Brown and Caylor in US, considered internal anttmal CG
factors and found that Gov-ScOmas significantly and positively associated wiitmf
valuation (using Tobin’s Q¥*®

Arcot and Bruno examined the effectiveness of twariply or explain’ approach
to CG in the UK and found increased compliance witle combined code and
simultaneously a frequent use of standard and amrdtive explanations by the firms
when departing from best practid®s.This smacks of compliance in letter but not in
spirit. Bhuiyan and Biswas examined CG practices in Bamgladand computed a
Corporate Governance Disclosure (CGD) Index anddausignificant difference among
the CGD indices of various sectdrS.Financial sector firms engaged in more intensive
CG disclosures than non-financial sector firmsgémeral, companies were found to be
more active in making financial disclosures rattiem non-financial disclosures. CGD
Index was significantly influenced by local ownepshnotification of the Securities
Exchange Commission (of Bangladesh) and the sizthefcompany. Irrespective of
whether a financial or non-financial institutiohgetsize of the Board of Directors was not
found to have any significant impact on CG disctesu According to Holder-Webét
al., smaller firms offered fewer disclosures pertagnio Board independence, Board
selection procedures, and oversight of managefierithe Boards that were less
independent provided fewer disclosures on indepsreleand management oversight
matters; whereas, large firms provided more discks of independence standards,

Board selection procedures, audit committee matteanagement control systems, other

“Broad summary measure of Corporate Governance.
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committee matters and whistle-blowing procedurest, Yheir information environment
was not found to be better than smaller fird@ved and Igbal indicated that CG does
matter in Pakistaff> Board composition, ownership and shareholdingepativere found
to enhance firm performance, whereas disclosuretem$parency had no significant
effect on firm performance. According to Gill andiShere is no unambiguous answer to
the relationship between the CG disclosures andrma'sf performance, though the
literature on corporate disclosures provides sulisfasupport®®
2.14.2 INDEPENDENT DIRECTORS AND DISCLOSURES

Chen and Jaggi found a positive correlation betweélea proportion of
Independent Directors on corporate Boards and ocengmsiveness of financial
disclosure€® However, this association is weaker for family-colied firms compared

to non-family controlled firms.

2.15 Other Committees

2.15.1 NOMINATION COMMITTEE FOR NOMINATING BOARD MBMBERS AND
CORPORATE PERFORMANCE

According to Wallace and Cravens, large public canigs in the US with a
nomination committee displayed both a market antb@ating-quantified performance
better than companies without such a commfitee.
2.15.2 OVERSIGHT BOARD COMMITTEE AND FIRM VALUE

Klein found no apparent correlation between shaieep and the composition of

specific oversight Board committe®$.

123



2.16 Miscellaneous

2.16.1 LEGAL PROTECTION AND DIVIDEND

Faccioet al., held that strong legal protection leads to higheidend payout$®’
2.16.2 DEBT, PERFORMANCE AND CG

According to Bergeet al, entrenched CEOs avoided debt financing and lgeera
levels declined when the CEOs were longer in officel did not face pressure from
either ownership and compensation incentives oiveanonitoring of the Boartf®
According to Agrawal and Knoeber, more debt finagcwas negatively related to
performancé?®
2.16.3 THE MARKET FOR CORPORATE CONTROL AND CG
According to Chakrabartet al, a freely functioning market for corporate cohti®
another important force for more effective govererhat has failed to emerge in
India>® Though Indian regulators were resistant to hosiiiguisitions earlier, it is now
more operi®* At present the market for corporate control inidané not limited by
geography and therefore it has improved prospectSG.
2.16.4 PRIVATIZATION, PROFITABILITY AND CG

A study by Nandini Gupta of 47 partial privatizate found that despite
government control, privatization has had positieffects on the profitability,
productivity and investment of the privatized PabBector Enterprisé§8? Hence,

privatization can promote good CG.
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2.17 Impact of Internationalization

Sanders and Carpenter found that most of the fargs in the US coped with the
information processing demands and agency issuss@rfrom internationalization
through larger Boards, thereby acquiring greatepegise across functions and
geographical ared8® Apart from this, other practices in the aforesaidrporate
environment include higher longer-term CEO pay ascaagnition of more challenging
jobs, aligning CEO self-interest with corporate fpenance, separation of the
chairperson and CEO positions and more inside tdirecwith multiple interactions
between the Board and company.

The foregoing review of the literature reveals ttradugh the value of CG has

received much wider attention worldwide, more rede#s required, especially in India.
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CHAPTER 3

CORPORATE GOVERNANCE: REGULATIONS,
OPERATION AND IMPLEMENTATION

3.1 Introduction

Corporate Governance (CG) aims at protecting therest of stakeholders,
mainly equity shareholders, who provide capitatdonpanies without any assurance of
returns. The corporate form of business has edthillye amounts of capital, which are

mobilized by firms in the financial markets.
3.1.1 ISSUE OF CAPITAL AND CG

Adequate regulation of financial markets will afsailitate CG regulations. It is
apparent that that CG emerged mainly on accouabmpiorate frauds and also as a part of
economic reforms. The frauds related to deceitssue of capital, expropriation or
tunnelling of corporate resources, inadequate aksces of assets and liabilities etc. The
factors which triggered an improvement in regulatio the Indian capital market,
especially after economic reforms, were a lack olegeloped secondary market, price
manipulation, inadequate financial disclosure arsitier trading, to name a féwA well-
developed capital market facilitates trading anthds down the cost of capital for
companies. In a broader sense, measures thatdprémi adequate transparency and
disclosures for proper control and regulations afious aspects of issue of capital are
part of CG regulations. Exhibit 3.1 presents a shapof laws pertaining to the issue of

capital in India.
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EXHIBIT 3.1

ISSUE OF CAPITAL AND CG: A REGULATORY FRAMEWORK

v !
Defence Rule of India, 1943
Central Government
v

Canpital Issues (Control) Act. 19

,

\

Ministry of Corporate Affairs (MCA)

Securities Contracts (Regulation) Act, 1956 Department of Company Affairs (DCA)

v v

v

The Securities and Exchange Boar

ggg];ia (SEBI) 1988 (SEBI Act, Company Law Board l Companies Act, 1956
Ll
v Stock Exchanges (Bombay Stock y Provisions on Accounting Standardl
—»1 Exchange (BSE) in 1875) - and Standards on Aud
Revised Clause 49 of the Listing Various Amendments to Companie$
Agreement (on 1.1.2006) Act, 1956
National Foundation ;
Interest of Stakeholders Proposed Companies
for Corporate Bill 2009
Governance (NFCG), | > i
MCA
Voluntary Corporate National Voluntary Guidelines or Corporate Social
Governance Guidelines, Social, Environmental and Economi Responsibility Voluntary
2009 ] Responsibilities of Business, 2011 tP Guidelines, 2009 by
MCA, supported by Indian Institute o MCA, Government of
Corporate Affairs, India India
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3.1.1.1 Defence Rule of India, 1943uring World War II, the Defence Rule of India,

1943 was in force to monitor and restrict capit@wf into production of essential

commodities

3.1.1.2 _The Capital Issues (Control) Act 199Te office of the Controller of Capital

Issues (CCI) was set up to implement this Act. Tiid was empowered to administer all
matters of the capital market in relation to typize, timing and price of issGe&Some

objectives of this Act were: ensuring growth of italpmarket, encouraging growth of
companies with a strong capital structure, safétyneestors and avoiding bunching of

public issues.

3.1.1.3 The Securities Contracts (Regulation) A8§6.Due to the growth of the capital

market, the Capital Issues Control Act, 1947 provediequate; the government felt the
need for improved regulatichSo it came up with the Securities Contracts (Ratinn)
Act, 1956 to monitor matters relating to issue apital. The main objective of this Act
has been to support Indian industry as per five-gms and to infuse confidence among
industrialists and other investors. The Act has emgdne amendments relating to

prospectus, disclosures of accounting and finameaters and listing of securities.

3.1.1.4 Company Law Boardlhe Company Law Board (CLB) was established to

resolve grievances related to stock exchanges, aoiem and brokersThe CLB gave
rulings in consonance with the Companies Act ineortb protect interests of the
investors. For instance, cases of default in payneéninterest or principal by the

companies are referred to the CLB. Since the coraamaent of the Companies (Second
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Amendment) Act, 2002, the CLB stood dissolved dhdhatters or cases pending before

the CLB were transferred to the National Company Maibunal®

3.1.1.5 Companies Act, 1956he Companies Act, 1956 has been one of the stellar

legislations introduced in India. It is virtuallyBible for companies.

3.1.1.6 _SEBI Act, 1992The SEBI was established in 1988 by an ordinanak itn

primary function is to govern the capital markethwspecial emphasis on protecting the
interest of small investofslt was formally established by the SEBI Act, 19Sce its
creation, SEBI has been vigorously active and hadyzed detailed guidelines for Initial

Public Offers, Issue of Bonus Shares and Insidadifig to name a few areas.
3.1.2 CG REGULATIONS

‘Rules’ are typically believed to be simpler to adh to than principles, as they
demarcate a clear line between acceptable and epiabte behavioutRules also limit
discretion on the part of individual managers anditars. However, in practice rules can
be more complex than principles. Even if clearswdee followed, one can still find a way
to get around their underlying purpose. Howevas, tmore difficult if one is bound by
a broader principle. ‘Principles’, however, are ani of self-regulation. Principles
facilitate in determining standards that are aaia@pt or otherwise. Rules may be
inadequate to deal with new transactions or isstesh are not covered by the code. A
code is a set of written rules which state how peop a particular organization or

country should behave.
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It is necessary for companies to adhere to the scoole principles and
requirements of CG and to provide relevant inforarato all stakeholders regarding the
performance, policies and procedures of a compang transparent mann&rThere
should be satisfactory financial and non-finandiclosures by the companies relating
to, for example, remuneration package, financipbreéng, auditing and internal controls.
There are some areas that need special attentigrguality of audit, which is at the root
of effective CG, role of Board of Directors, acctability of the Chief Executive
Officers (CEOs), of the Chief Financial OfficersK@s), and quality and effectiveness of

the legal, administrative and regulatory framework.

A robust regulatory framework and its enforcemerthie foundation for ensuring
good CG. The regulatory environment provides noforsthe functioning of stock
market, conduct of stock market intermediariespotate practices and CG (Exhibit 3.2).
It is the responsibility of the regulatory authmst to ensure that the interests of
stakeholders are protected, in particular the $iwdders. The regulatory authorities direct
and control CG through regulatory framework in fbem of mandatory compliance.
Brokers represent an important link between variowestors. The effectiveness of
capital market also depends upon fair practicesrbkers. Among other things, investors
feel protected when conduct of brokers is invefiiendly. To achieve this, effective
functioning of the stock market is also importdrtierefore, stock exchanges must ensure

that integrity is maintained in the transactiongass between the transacting parties.
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EXHIBIT 3.2
STOCK MARKET INTERMEDIARIES, REGULATORY FRAMEWORK,
CORPORATE PRACTICES AND CG

Stock Market

Functioning

Corporate Investors’

Practices

Protection

=

Corporate

Governance

Regulatory Stock Market

Intermediaries

Authorities

Regulatory

Framework

Source: Adapted from Sharma, J. P. and Gurcharaimdsaa, “Corporate Governance: Investors’
Perspective,” research paper at the 21st CEA Annu@bnference, available at
http://www.ceauk.org.uk/2010-conference-papersfialbers/Sharma.pdf; website accessed on 14.10.2010,
9.10 p.m.

CG codes and regulations have been developed ferafit countries and issued
by stock exchanges, corporations, institutional egters, associations/institutes of
directors, various committees and also by regwatord international organizations

(Exhibit 3.3). Compliance with CG recommendatiosgrostly mandatory, except in a

few countries. For example, companies whose sttvekie on the London and Toronto
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Stock Exchanges need not formally adhere to thermetendations of their respective
national codes® However, they must disclose whether they follow tecommendations
failing which, they should provide explanations.cBudisclosure requirements put
considerable pressure on companies for compliamcéhe United States of America
(US), companies are primarily regulated by theestatwhich they are incorporated and
also by the federal government. Further, if sucmganies are public companies, then
they are expected to adhere to norms of their séxckanges. The highest numbers of
companies are registered in Delaware, including ba# of the Fortune 500. This is due
to Delaware's conducive corporate legal environnagmt the existence of a state court
dedicated exclusively to business isstfédost states generally follow the American Bar
Association's Model Business Corporation Act wiklaware does not, but considers its

provisions®?

The instance of the General Motors Board Guidelirefects the company’s
efforts to improve its CG? Such CG guidelines, may have a wider demonstraifact
inspiring other companies to adopt standards oft Ipeactice. As for exemplary
committees, it is the Cadbury Committee (1991)distaed in United Kingdom (UKY?
The Organization for Economic Co-operation and Dmgw@ent (OECD) also framed

influential principles of CG in 1999 which were iged in 2004°

The OECD’s work has been the basis for other iatissnal organizations such as
the United Nations Intergovernmental Working Groap Experts on International
Standards of Accounting and Reporting which hasayred voluntary guidance on

‘Good Practices in Corporate Governance Disclosure’
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The World Business Council for Sustainable Develepithas also contributed to
CG, particularly on accountability and reportindhigh in 2004 culminated in an ‘Issue
Management Tool’ i.e., ‘Strategic Challenges forsBess in the use of Corporate

Responsibility Codes, Standards, and Framewdfks'.

3.1.3 ORGANIZATIONAL FRAMEWORK FOR CG IN INDIA

The organizatiah framework for CG initiatives in India consiststbe MCA and th
SEBI. A self-regulatory code was recommended byQGhefederation of Indian Industries
(Cl) in 1997 (Exhibit 3.3). The first formal reqibry framework for listed companies@G
was established by the SEBI in February 2000, @untsio the recommendations of tkemai
Mangalam Birla Committee Repditlt materialized as Clause 49 of the Listing Agreem
The DCA also appointed a committee on ‘Corporatdidand Governance’ in 2002 dwec
by Mr. Naresh Chandra to examine various CG issliasfered recommendationsnawc
important aspects of CG (i) financial and non-ficiah disclosures; and (ii)ndependel
auditing and Board oversight of management. Sulesety) SEBI set up anotih committe
headed by Mr. N. R. Narayana Murthy to review Céd8 of the Listing Agreement ana
suggest measures for uplifting CG standards. Sofntheo key recommendations of t
committee pertained to Audit Committees, audit repdndependent Dectors, related pat
transactions, risk management, directorships arettir compensatiorrpodes of conduct a

financial disclosures.

Global accounting scandals in West produced a spate of regulatiGh<G

reform has been a key priority for policy-makersuard the world; it is reflecteth the
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enactment of legislations, most notably the Sarb@dey (SOX) Act of 2002ni the US an

Clause 49 in India! MCA also set up the NFCG (Exhibit 3.B) association with the C

Institute of Chartered Accountants of India (ICADstitute of Company Secretaries of India

and National Stock Exchange as a not-for-profistiriihe objective is to provide a forum

discuss issues, experiences and ideas relatin@tar@ to impress upon gmrate leaders tl

importance of good CG practic&s.

EXHIBIT 3.3

LIST OF SELECTED CODES AND REGULATIONS FOR CG

Committee/ Legislation

Achievement

Background

f

—

1. Foreign Corrupt Practices Act, The Act provided for the maintenancelo prevent US firms from
1977 United States (US) and review of systems of internal bribing Government officials o

control in an organization. foreign countries.

2. Securities and Exchange Mandatory reporting on internal -Do-

Commission, 1977 (US) financial controls.

3. Cadbury Committee, 1991 It emphasized the accountability of | Several corporate scandals in
United Kingdom (UK), set up the Board of Directors to shareholderd980s and 1990s (collapse of
by London Stock Exchange, | and the society. Its recommendationisfamous corporations such as
‘Code of Best Practices’, are considered to be a landmark in theollyPeck, Bank of Credit and
December, 1992 emergence of CG and is very often | Commerce International,

referred as the ‘foundation stone of | Robert Maxwell’s Mirror
CG'. Group International)

4. Greenbury Committee, 1995 | The committee addressed the issue|ohn attempt for further reforms

(UK) directors’ remuneration. in the area of CG focusing
specifically on remuneration o
directors with the background
of Cadbury Committee.

5. Hampel Committee, 1998 The emphasis was on the extension dfo keep the momentum by
(UK) directors responsibilities to all assessing the impact of

relevant control objectives including| Cadbury Report and to sugges
business risk assessment and further guidelines.
minimizing fraud.

6. Combined Code, 1998 London Stock Exchange (UK) Since the publication of
introduced by London Stock | introduced the Combined Code, as | Cadbury and Greenbury
Exchange (UK) part of Listing Agreement for Committee Reports, there was

compliance by listed British pressure from various quarters
companies. It was predominantly to convert the voluntary codes
based on the Cadbury and Greenburynto compulsory provisions
Committee Reports. through Listing Agreement.

7. OECD Principles of Corporate OECD suggested the principles of @ he guidelines were evolved i

Governance, 1999

both for its member governments arj
for its non-member governments in

drecognition of growing
awareness of the importance

order to help them to bring out

good CG among OECD
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improvements in their legal,
institutional and regulatory
framework for facilitating good CG.
These principles were first introduce
internationally and were recognized
as good benchmarks for improveme
of CG.

d

nt

countries in 1998.

=+

8. The SOX Act, 2002 (US) Both internal and external control Corporate scandals of
systems have been tightened. There¢ mompanies such as Xerox,
a provision for ‘oversight’. This is Enron and Worldcom during
considered to be a very stringent 2000-2001 prompted the US
piece of legislation aimed at efficienf Government to enact the
management of corporations. legislation.

9. National Task Force by CllI in Cll was first to promote the ideal of | Following the liberalization in
1997, chaired by Rahul Bajaj| CG in India to meet the demand for| 1991, it was aimed at
‘Desirable Corporate greater disclosure, transparent increasing the competitive
Governance : A Code’, India | explanation for major decisions and| position of Indian industries in

increased shareholder value. The tasthe international markets.
force recommended a voluntary code
for CG.

10. Kumar Mangalam Birla Its comprehensive recommendations SEBI set up this committee to
Committee, 1998 set up by | comprised two parts- (i) mandatory | promote and raise standards ¢
SEBI, India and (ii) non-mandatory (voluntary) | CG in India.

CG requirements.

11. Amendment of Companies | Several important provisions were | Prevailing corporate
Act, 1998 and 2000, India legislated to improve the transparencgnvironment in the world

and accountability of companies in | motivated the government to
India. Examples are Sections 211(3A)ake such measures.
and (3B), 217(2AA), 275, 292A.

12. Clause 49 of the Listing SEBI introduced Clause 49 of the | Raising the standards of CG
Agreement in 2000 under Listing Agreement through the stock practices among listed
SEBI Act, 1992, India exchanges in India for compliance bycompanies was main objective

the listed companies. It was based orof SEBI.
several recommendations of the

Kumar Mangalam Birla Committee,

2000.

13. Naresh Chandra Committee,| It emphasized corporate audit and | The enactment of SOX Act,
2002 set by the DCA, role of Independent Directors. Many] 2002 in US and concerns abo
Government of India recommendations of the committees CG prompted government to

were incorporated in the Companies set up the committee.
(Amendment) Bill, 2003.
14. Narayan Murthy Committee, | The committee reviewed the SEBI’s concern to

2003 set up by the SEBI, Indi

role of companies in responding to
rumours and other price sensitive
market information to enhance the
transparency and integrity of the
market. On many matters (e.g.
Independence of Directors, Audit

and CFOs) the committee concurred

It made two sets of CG
recommendations: mandatory and

non-mandatory.

aperformance of CG in the country, theexpeditiously promote the

Committee and certification by CEOs

with the Naresh Chandra Committee.

effectiveness of CG practices
in India and protect the interes
of the investors promoted

setting up of this committee.
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15. J. J. Irani Committee, 2004 s¢
up by Government of India

2tThe committee evaluated structurall
the views of several stakeholders in
revamping the Companies Act in
India. Many of its recommendations
have found place in the Companies
(Amendment) Bill, 2005. If enacted,
will go a long way in achieving
sustainable corporate growth.

y Revamping the Companies
Act, 1956 (simplification and
rationalization) was long
overdue. Successive
governments made abortive
attempts to restructure the
Companies Act (e.g.
Companies Bill, 1997,
Companies Bill, 2002 and
2005.

16. Revised Clause 49 of the
Listing Agreement in 2004,

India

SEBI’s circular on Listing Agreemern
(October, 2004) was used by the
stock exchanges to revise Clause 4
to make its provisions internationally
competitive for raising the standardg
of CG practices among listed
companies and corporate bodies in
India.

t Many of the provisions of the
revised clause were derived
D from SOX Act, 2002 of US.

17. National Foundation for
Corporate Governance
established by MCA, Govt. of

Indig?

Established by Government of India
MCA in partnership with CII,
Institute of Company Secretaries of
India, ICAI, Institute of Costs and
Works Accountants of India and
National Stock Exchange.

. To support and improve
enforcement to extant CG
norms in India.

18. Corporate Governance
Guidelines for Public Sector

Enterprises, 2007, India

CG Guidelines for Public Sector
Enterprises prescribed by Central
Government

Apart from mandatory
provisions of Clause 49,
Corporate Governance
Guidelines for Public Sector
Enterprises, 2007 are to be
complied with voluntarily.

19. Corporate Governance Recommended voluntary guidelines| To not restrict the spirit of CG
Voluntary Guidelines, 2009 by for good CG over and above to mandatory compliance i.e.,
MCA, India’ mandatory and non-mandatory Clause 49.

requirements of Clause 49.
20. Corporate Social Recommended voluntary CSR To promote socially

Responsibility (CSR)
Voluntary Guidelines, 2009 b
MCA, Government of India

Guidelines 2009 emphasizing social
y well-being of stakeholders.

responsible business practices

D.

21. National Voluntary Guidelines
on Social, Environmental and
Economic Responsibilities of
Business, 2011 by MCA,

supported by Indian Institute

Recommended voluntary guidelines
for good corporate management fro
wider perspective.

of Corporate Affairs, Indfa

To promote an enlightened
mapproach to business that

encourages sustainable

development.

Sources!Adapted from Banerjee, Bhabatosh, “Corporate Gauera”, Fundamentals of Financial

Management, PHI Learning Pvt. Ltd.,

New Delhi, 2008, pp. 5560.

2 http://www.nfcgindia.org/aboutus.htm,website @sesl on 18.12.2011, 5.30 p.m.

3 www.dpe.nic.in

* http://www.mca.gov.in/Ministry/guideline_archietéml, website accessed on 18.12.2011, 6 p.m.
® http://www.mca.gov.in/Ministry/guideline_archietéml, website accessed on 18.12.2011, 6 p.m.
® http://www.nfcgindia.org/home.html, website accesea 18.12.2011, 5.35 p.m.
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3.1.4 SALIENT FEATURES OF CLAUSE 49 OF THE LISTINGGREEMENT-

The salient features of Clause 49 comprise manglatod non-mandatory norms

of CG2

3.1.4.1 Mandatory Provisions.

|. Board of Directors

(A)  Composition of Board

In case of a Non-Executive Chairman, at least bird-tof the Board should comprise
Independent Directors and in case of an Executikeir@an, at least half the Board

should comprise Independent Directors.

(B)  Non-Executive Directors’ Compensation and Doscires

All fees/compensation paid to Non-Executive Direstoncluding Independent Directors
shall be fixed by the Board of Directors with apgabby shareholders in general meeting
except approval for payment of sitting fees to Nxecutive Directors if it is paid within
limits prescribed by the Companies Act, 1956. Lemshall be set for the maximum
number of stock options that can be granted to Executive Directors including

Independent Directors in any financial year anthenaggregate.

(C)  Other Provisions as to Board and Committees
0] The Board meeting shall be held at least four timgear, with a maximum time

gap of four months between any twotmngs.

“Clause 49 of Listing Agreement, applicable to conigsi with effect from 1 January, 2006 is considered
for the study.
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(ii)

(D)

(i)

(ii)

A director shall not be a member in more than committees or act as chairman
of more than five committees across all compamieghich he is a director.

Code of Conduct

The Board of a company to lay down the codeariduct for all Board members
and senior management of a company. This code rafuzt shall be posted on

the website of the company.

All Board members and senior management perebshall affirm compliance
with the code on an annual basis. The annual reahte company shall contain

a declaration to this effect signed by the CEO.

1. Audit Committee

(A)

(i)

(ii)

(iii)

(iv)

v)

Qualified and Independent Audit Committee

The Audit Committee shall have minimum three=dtors as members; two-thirds

of the members of Audit Committee shall be Indegendirectors;

all members of Audit Committee shall be firgadly literate and at least one

member shall have accounting or related financehagement expertise;

the Chairman of the Audit Committee shall & Independent Director;

the Chairman shall be present at Annual Gankleeting to answer shareholder

queries;

the Audit Committee should invite such of tle&ecutives, as it considers

appropriate (and particularly the head of the fagfunction) to be present at the

184



meetings of the committee, but on occasions it ralp meet without the
presence of any executives of the company. Thed¢mairector, head of internal
audit and a representative of the statutory auditay be present as invitees for

the meetings of the Audit Committee;

(vi)  the Company Secretary shall act as the sagréd the Audit Committee.

(B)  Meeting of Audit Committee

The Audit Committee shall meet at least four tiregear. Not more than four
months should elapse between two meetings. Thaigqushall be either two members or
one third of the members of the Audit Committeejohbver is greater but there should

be minimum of two Independent Directors present.

(C)  Powers of Audit Committee

The Audit Committee shall have powers to (1) inkggde any activity within its terms of
reference; (2) to seek information from any empéy@) to obtain legal or other
professional advice from outside; and (4) to seatitendance of outsiders with relevant

expertise, if it considers necessary.

(D)  Responsibilities of Audit Committee

1. Oversight of the company’s financial reportimggess and the disclosure of its
financial information to ensure that the finana&tements are correct, sufficient and

credible.

2. Recommending the appointment and removal ofeat@uditor, fixation of audit fee
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and also approval for payment for any other sesvice

3. Reviewing the annual financial statements withrhnanagement before submission to

the Board. The focus would primarily be on;

(a) any changes in accounting policies and pragti¢® major accounting entries

based on exercise of judgment by management, (a)ifigations in draft audit

report, (d) significant adjustments arising outalit, (e) the going concern

assumption, (f) compliance with Accounting Standafd) qualifications in the

draft audit report.

4. Reviewing, the annual financial statements Withmanagement before submission
to the Board for approval, with particulafarence to:

a. Matters required to be included in the Director'ssponsibility Statement to be
included in the Board’s report in terms of Claug&)((a) of Section 217 of the
Companies Act, 1956;

b. Changes, if any, in accounting policies and prasti@énd reasons for the same;

c. Major accounting entries involving estimates basedhe exercise of judgment by
management; significant adjustments made in trenéial statements arising out of
audit findings;

d. Compliance with listing and other legal regments relating to financial statements;

e. Disclosure of any related party transactions;

f. Qualifications in the draft audit report.
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5. Reviewing, the quarterly financial statementhe management before submission

to the Board for approval.

5A. Reviewing, with the management, the stateméoses/application of funds raised

through an issue (public issue, rights issue, peet&al issue, etc.), the statement of funds

utilized for purposes other than those statedenofifer document/prospectus/notice and

the report submitted by the monitoring agency namg the utilization of proceeds of a

public or rights issue, and making appropriate neoe@ndations to the Board to take

steps in this matter.

6. Reviewing, the performance of statutory andridk auditors and adequacy of the
internal control systems with the management.

7. Reviewing the adequacy of internal audit functid any, including the structure of the
internal audit department, staffing and senioritythee official heading the department,
reporting structure coverage and frequency of mateaudit.

8. Discussion with internal auditors on significéintlings and follow-up thereon.

9. Reviewing the findings of any internal investigas by the internal auditors into
matters where there is suspected fraud or irreigylar a failure of internal control
systems of a material nature and reporting theantitthe Board.

10. Discussion with statutory auditors before comoeenent of the audit, about the
nature and scope of audit as well as post-auditudsson to ascertain any area of

concern.
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11. To look into the reasons for substantial de$airl the payment to the depositors,
debentureholders, shareholders (in case of non-patyrof declared dividends) and
creditors.

12. To review the functioning of the Whistle-Bloweechanism, if existing.

12A. Approval of appointment of CFO i.e., the Whalene Finance Director or any
other person heading the finance function or digghg that function, after assessing the
gualifications, experience and background of thedtate.

13. Carrying out any other function as mentionedhi terms of reference of the Audit

Committee.

(E) Review of Information by Audit Committee

1. Management Discussion and Analysis (MD&A) of finethcondition and results of
operations;

2. Statement of significant related party transactions
(as defined by the Audit Committee ), submittechignagement;

3. Management letters/letters of internal control wesses issued by the statutory
auditors;

4. Internal audit reports relating to internal contreaknesses; and

5. The appointment, removal and terms of remuneratiothe Chief Internal Auditor
shall be subject to review by the Audit Committee.

[ll. Subsidiary Companies

(i) At least one Independent Director on the Boafrdirectors of the holding company

shall be a director on the Board of Directors ahaterial non-listed Indian subsidiary

company.
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(i) The Audit Committee of the listed holding coany shall also review the financial
statements, in particular, the investments madiééwnlisted subsidiary company.

(i) The minutes of the Board meetings of the stdd subsidiary company shall be
placed at the Board meeting of the listed holdioghpany. The management should
periodically bring to the attention of the Board Directors of the listed holding
company, a statement of all significant transactiand arrangements entered into by the

unlisted subsidiary company.

IV. Disclosures

(A) Basis of Related Party Transactions

(i) A statement in summary form of transactionshwitlated parties in the ordinary
course of business shall be placed periodicallgieethe Audit Committee.

(i) Details of material individual transactionstivirelated parties which are not in the
normal course of business shall be placed beferédtidit Committee.

(i) Details of material individual transactionsittv related parties or others, which are
not on an arm’s length basis, should be placedrédfe Audit Committee, together with

management’s justification for the same.

(B) Disclosure of Accounting Treatment

Where in the preparation of financial statementsiremtment different from that
prescribed in an Accounting Standard has beenwellh that fact shall be disclosed in
the financial statements, together with the manageis explanation as to why it
believes such alternative treatment is more reptatiee of the true and fair view of the

underlying business transaction in the CG report.
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(C) Board Disclosures — Risk Management

The company shall lay down procedures to inform rBomembers about the risk
assessment and minimization procedures. These = shall be periodically
reviewed to ensure that executive management dsmts through means of a properly

defined framework.

(D) Proceeds from Public Issues, Rights IssuesPaaterential Issues

When money is raised through public issues, riggdses, or preferential issues, it shall
disclose to the Audit Committee, the uses/appbeesti of funds by major category
(capital expenditure, sales and marketing, workiapital, etc), on a quarterly basis as a
part of their quarterly declaration of financiasu#ts. Further, on an annual basis, the
company shall prepare a statement of funds utilfeegburposes other than those stated
in the offer document/prospectus/notice and pladeefore the Audit Committee. Such
disclosure shall be made only till such time the tull money raised through the issue
has been fully spent. This statement shall befisgttby the statutory auditors of the
company. Where the company has appointed a mamgtogigency to monitor the
utilization of proceeds of a public or rights issue shall place before the Audit
Committee the monitoring report of such agency,nupgceipt, without any delay. The
Audit Committee shall make appropriate recommepdatito the Board to take steps in

this matter.

(E) Remuneration of Directors

(i) All pecuniary relationships or transactionstbé Non-Executive Directors vis-a-vis

the company shall be disclosed in the annual report
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(i) Further the following disclosures on the reratation of directors shall be made in
the section on CG of annual report:

a. All elements of remuneration package of indigiddirectors summarized under major
groups, such as salary, benefits, bonuses, std@nsmnd pension.

b. Details of fixed component and performance-lthkacentives, along with the
performance criteria.

c. Service contracts, notice period and severteese

d. Stock option details, if any — and whether igsaea discount as well as the period
over which accrued and over which exercisable.

(iif). The company shall publish its criteria of kg payments to Non-Executive
Directors in its annual report. Alternatively, tmsy be put up on the company’s website
and reference drawn thereto in the annual report.

(iv). The company shall disclose the number of ahand convertible instruments held
by Non-Executive Directors in the annual report.

(v). Non-Executive Directors shall be required tsectbse their shareholding (both own
or held by / for other persons on a beneficial $aisi the listed company in which they
are proposed to be appointed as directors, prithretio appointment. These details should

be disclosed in the notice to the general meetaliga for appointment of such director.

(F) Management

i. As part of the directors’ report or as an additthereto, a MD&A report should form
part of the annual report to the shareholders. MDéaduld include a discussion on the
following matters within the limits set by the coamy's competitive position: (1)

industry structure and developments; (2) opporiesiand threats; (3) segment-wise or
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product-wise performance; (4) outlook; (5) risksdaconcerns; (6) internal control
systems and their adequacy; (7) discussion on dinhmperformance with respect to
operational performance; (8) material developmentdiuman resources / industrial

relations front, including the number of people éypd.

ii. Senior management shall make disclosures toBbard relating to all material
financial and commercial transactions, where theyelpersonal interest, that may have a
potential conflict with the interest of the compaattylarge (for e.g., dealing in company
shares, commercial dealings with bodies, which rehareholding of management and
their relatives etc.)

(G) Shareholders

i. In case of the appointment of a new directorr@appointment of a director, the
shareholders must be provided with the followinfgimation:

a. A brief resume of the director;

b. Nature of his expertise in specific functionedas;

c. Names of companies in which the person alsoshdiltctorships and the membership
of committees of the Board; and

d. Shareholding of Non-Executive Directors as stateClause 49 (IV) (E) (v) above.

ia. Disclosure of relationships between directors wstershall be made in the annual
report, notice of appointment of a director, pratpe and letter of offer for issuances and

any related filings made to the stock exchangegevtiee company is listed.
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ii. Quarterly results and presentations made byctirapany to analysts shall be put on
company’s website, or shall be sent in such a fasnto enable the stock exchange on
which the company is listed to put it on its owrbsite.

iii. A Board committee under the chairmanship oNan-Executive Director shall be
formed to specifically redress complaints of shal@érs and investors relating to
transfer of shares, non-receipt of balance shemt;receipt of declared dividends etc.
This committee shall be designated as ‘Sharehdldeestors Grievance Committee’.

iv. To expedite the process of share transfersBtieed of the company shall delegate the
power of share transfer to an officer or a comraitte to the registrar and share transfer
agents. The delegated authority shall attend toesinansfer formalities at least once in a

fortnight.

V. CEO/CFO Certification

The CEO, i.e., the Managing Director or Manager camied in terms of the
Companies Act, 1956 and the CFO i.e. the Whole-Tifimance Director or any other
person heading the finance function discharging fimaction shall certify to the Board

that:

a. They have reviewed financial statements and thie taw statement for the year and
that to the best of their knowledge and belief :
i. these statements do not contain any materiallyjugngtatement nor omit any

material fact nor contain statements that mightideading;
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li. these statements together present a true andiéar of the company’s affairs
and are in compliance with existing Accounting 8tds, applicable laws and
regulations.

b. There are, to the best of their knowledge and helie transactions entered into by
the company during the year which are frauduldiggal or violate the company’s
code of conduct.

c. They accept responsibility for establishing and ntaning internal controls for
financial reporting and that they have evaluated dffectiveness of internal control
systems of the company pertaining to financial répg and they have disclosed to
the auditors and the Audit Committee, deficienarethe design or operation of such
internal controls, if any, of which they are awarmd the steps they have taken or
propose to take to rectify these deficiencies.

d. They have indicated to the auditors and the Audin@ittee:

I. significant changes in internal control over fin@hceporting during the year;
ii. significant changes in accounting policies during year and that the same have
been disclosed in the notes to the financial states) and
iii. instances of significant fraud of which they havecdme aware and the
involvement therein, if any, of the management oy &mployee having a

significant role in the company’s internal contsgstem over financial reporting.

VI. Report on CG

i. There shall be a separate section on CG in theahmeports of company, with

a detailed compliance report on CG. Non-compliamieany mandatory
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requirement of Clause 49 with reasons thereof hadcektent to which the non-
mandatory requirements have been adopted showdpdwndfically highlighted.
The suggested list of items to be included in taort is given in Annexure: 1
(IC) and the list of non-mandatory provisions giverfew paragraphs later,
under 3.1.4.2.

ii. The companies shall submit a quarterly complianepont to the stock
exchanges within 15 days from the close of quatguer the format
(Annexure: 1(1B)). Such report shall be signed azithy the compliance officer

or the CEO of the company.

VII. Compliance

1. The company shall obtain a certificate from eitllee auditors or practicing
Company Secretaries regarding compliance of norm€® as stipulated in
Clause 49 and annex the certificate with the DaettReport, which is sent
annually to all the shareholders of the compang 3dme certificate shall also be
sent to the Stock Exchanges along with the anmyalrt filed by the company.

2. The non-mandatory requirements may be implemerdqgueathe discretion of the
company. However, the disclosures of the compliavegh mandatory
requirements and adoption (and compliance) /nompaio of the non-mandatory
requirements shall be made in the section on CBeonnual report.

3.1.4.2 Non-Mandatory Provisions

1. The Board
In the Board, a Non-Executive Chairman may be ledtito maintain a chairman's office

at the company's expense and also be allowed resetment of expenses incurred in the
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performance of his duties. Independent Directorg have a tenure not exceeding, in the
aggregate, a period of nine years, on the Boaal a@fmpany. The company may ensure
that the person who is being appointed as an Imdkgre Director has the requisite
gualifications and experience which would be of tes¢he company and which, in the
opinion of the company, would enable him to conitrgeffectively to the company in his

capacity as an Independent Director.

2. Remuneration Committee

i) The Board may set up a Remuneration Committegetermine on their behalf and on
behalf of the shareholders with agreed terms ofresfce, the company’s policy on
specific remuneration packages for Executive Daecincluding pension rights and any

compensation payment.

i) To avoid conflicts of interest, the RemuneratiGommittee, which would determine
the remuneration packages of the Executive Directomy comprise at least three
directors, all of whom should be Non-Executive Dicgs, the Chairman of the
committee being an Independent Director.

iii) All the members of the Remuneration Commitsé®uld be present at the meeting.
iv) The Chairman of the Remuneration Committee doboé present at the Annual
General meeting, to answer the shareholder qudfesever, it would be up to the

Chairman to decide who should answer the queries.

3. Shareholder Rights

A half-yearly declaration of financial performanoeluding a summary of the significant

events in last six months, may be sent to eachdimlg of shareholders.
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4. Audit Qualifications

Company may move towards a regime of unqualifiedrfcial statements.

5. Training of Board Members

A company may train its Board members accordinthobusiness model and the risk
profile of the company, their responsibilities acdtors, and the best ways to discharge

them.

6. Mechanism for Evaluating Non-Executive Board Nbens

The performance evaluation of Non-Executive Direstoould be done by a peer group
comprising the entire Board of Directors, excludihg director being evaluated. Peer
group evaluation could be the mechanism to determihether to extend/continue the

terms of appointment of such directors.

7. Whistle-Blower Policy

The company may establish a mechanism for emploteesport to the management
about unethical behavior, actual or suspected faaudolation of the company’s code of
conduct or ethics or policy. This mechanism cousw grovide for adequate safeguards
against victimization of employees who avail of tmechanism and also provide for
direct access to the chairman of the Audit Commitie exceptional cases. Once
established, the existence of the mechanism magppepriately communicated within

the organization.
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3.1.5 SELECTED PROVISIONS OF THE COMPANIES ACT 19M6TH RESPECT

TO CG

The important legislations for regulating the emttorporate domain and for
dealing with various aspects of companies are giwethe Companies Act, 1956 and
various Companies Bill. These laws have been antefitden time to time, to bring more
transparency and accountability in the provisiddsme provisions of Companies Act,

1956 (hereinafter, “the Act”) are as followks.

1. Board of Directors

1.1 Minimum Number of Directors

According to Section 252 (1), every public compawijper than a public company which
has become such by virtue of Section 43(A) shalklet least three directors. (2) Every
other company shall have at least two directors.

1.2 Number of Directorships

According to Section 275, after the commencemerihigf Act, no person shall, save as
otherwise provided in Section 276, hold officele¢ same time as director in more than
twenty companies.

1.3 Board Meetings

According to Section 285, in the case of every camyp a meeting of its Board of
Directors shall be held at least once in everyaghmenths and at least four such meetings
shall be held in every year provided that the Gerdovernment may, by notification in
the Official Gazette, direct that the provisiondlus Section shall not apply in relation to

any class of companies or shall apply in relati@reto with exceptions.
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1.4 Remuneration of Directors

According to Section 309 (3) a director who is eitin the whole-time employment of
the company or a Managing Director, may be paiduremation either by way of a
monthly payment or at a specified per cent of teepnofits of the company or partly by
one way and partly by the other provided that ekedth the approval of the Central
Government as per Section 643a such remuneratedhrsit exceed five per cent of the
net profits for one such director, and if therenisre than one such director, ten per cent
for all of them together.

(4) A director who is neither in the whole-time doyment of the company nor a
Managing Director may be paid remuneration eithg¢bf way of a monthly, quarterly or
annual payment with the approval of the Central €oment; or (b) by way of
commission if the company by special resolutiorharizes such payment provided that
the remuneration paid to such director, or wheezeths more than one such director, to
all of them together, shall not exceed -

(i) one per cent of the net profits of the compaifyhe company has a Managing or
Whole-Time Director, [managing agent, secretarrebtaeasurers] or a manager;

(i) three per cent of the net profits of the comyain any other case provided further
that the company in general meeting may, with ph@aval of the Central Government,
authorize the payment of such remuneration ate eateeding one per cent or, as the
case may be, three per cent of its net profits.

(5) The net profits referred to in sub-sectionsg®) (4) shall be computed in the manner

referred to in Section 198, sub-section (1).
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Fees for meetings of the Board and any committee=tf, attended by a director are paid
on a monthly basis; such fees may continue to I gra that basis for a period of two
years after such commencement or for the remaionflehe term of office of such
director, whichever is less.

1.5 Term of Managing Director

According to Section 317 (1) no company shall, raftee commencement of this Act,
appoint or employ any individual as its Managingebtor for a term exceeding five
years at a time.

(2) Any individual holding at the commencement bistAct the office of Managing
Director in a company shall, unless his term exgp@arlier, be deemed to have vacated
his office immediately on the expiry of five yedrsm the commencement of this Act.

(3) Nothing contained in sub-section (1) shall eerded to prohibit the re-appointment,
reemployment, or the extension of the term of effiaf any person by further periods not
exceeding five years on each occasion: provided &my such re-appointment, re-
employment or extension shall not be sanctionelieedinan two years from the date on
which it is to come into force.

2. Audit Committee

2.1 Composition of Audit Committee

Section 292Aapplies to all public companies having a paid-yptehof Rs. 5 Crore or
more.

a) The Audit Committee to consist of

i) Not less than 3 directors.

i) 2/3rd of which shall be directors other thanmaging or Whole Time Directors.
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b) Chairman to be elected by the members.
¢) Chairman to attend Annual General Meeting.
d) Director in-charge of finance, internal audisord statutory auditor shall attend the

meetings without any right to vote.

2.2 Meetings of Audit Committee

Frequency of meetings is not specified in Secti®@A However, it states that Audit
Committee should have periodical discussions wittlitars regarding scope of audit and
review of half-yearly and annual financial statetsdoefore submission to the Board and
also ensuring compliance of internal control system

2.3 Quorum

No quorum has been specified in Section 292A. Taerum should, thus, be as per
Articles of Association of the company.

2.4 Powers of Audit Committee

According to Section 292A (7), following are thenmrs of Audit Committee:

i) To investigate any matter in relation to iterpedafied in Section 292A or referred to it
by the Board.

i) To have full access to information containadhe records of the company.

iii) To seek external professional advice if neeggs

3. Remuneration of Managerial Personnel

According to Section 387, the manager of a compaay, subject to the provisions of
Section 198, receive remuneration either by wag afonthly payment, or by way of a
specified per cent of the "net profits" of the camyp calculated in the manner laid down

in Sections 349 and 350 or partly by the one way @artly by the other provided that
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except with the approval of the Central Governnsergh remuneration shall not exceed
in the aggregate five per cent of the net profits.

4. Loans to Directors

According to Section 295 (1) save as otherwise igeaVin sub-section (2), no company
(hereinafter in this Section referred to as "thedlag company") without obtaining the
previous approval of the Central Government in theltalf shall, directly or indirectly,
make any loan to, or give any guarantee or pro&igdesecurity in connection with a loan
made by any other person to, or to any other person

by -

(a) any director of the lending company, or of ampany which is its holding company
or any partner or relative of any such director;

(b) any firm in which any such director or relatigea partner;

(c) any private company of which any such direita director or member,

(d) any body corporate at a general meeting of whmt less than twenty-five per cent of
the total voting power may be exercised or corgrblby any such director, or by two or
more such directors together; or

(e) any body corporate, the Board of Directors, 8ang Director, or manager whereof
is accustomed to act in accordance with the dwastor instructions of the Board, or of
any director or directors, of the lending company.

5. Disclosure of Interest by Director

According to Section 299 (1) every director of anpany who is in any way, whether
directly or indirectly, concerned or interestedaircontract or arrangement, or proposed

contract or arrangement, entered into or to beredténto, by or on behalf of the
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company, shall disclose the nature of his concelnterest at a meeting of the Board of
Directors.

(2) (a) In the case of a proposed contract or gearent, the disclosure required to be
made by a director under sub-section (1) shall bdemat the meeting of the Board at
which the question of entering into the contractasrangement is first taken into
consideration, or if the director was not, at thetedof that meeting, concerned or
interested in the proposed contract or arrangenagrihe first meeting of the Board held
after he becomes so concerned or interested.

6. Board’s Report

According to Section 217 (1) there shall be attddioeevery balance sheet laid before a
company in general meeting, a report by its Bo&diectors, with respect to -

(a) the state of the company's affairs;

(b) the amounts, if any, which it proposes to céorgny reserves in such balance sheet;
(c) the amount, if any, which it recommends shdddgaid by way of dividend;

(d) material changes and commitments, if any, #ffgcthe financial position of the
company which have occurred between the end ofitlaacial year of the company to
which the balance sheet relates and the date oépuoet;

(e) the conservation of energy, technology absomptforeign exchange earnings and
outgo, in such manner as may be prescribed.

(2) The Board's report shall, so far as is matdanlthe appreciation of the state of the
company's affairs by its members and will not ia Board's opinion be harmful to the
business of the company or of any of its subsigsrileal with any changes which have

occurred during the financial year -
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(a) in the nature of the company's business;

(b) in the company's subsidiaries or in the natdrte business carried on by them; and
(c) generally in the classes of business in whiehcompany has an interest.

(2A)(a) The Board's report shall also include aesteent showing the name of every
employee of the company who -

() if employed throughout the financial year, waseceipt of remuneration for that year
which, in the aggregate, was not less than suchasumay be prescribed; or

(i) if employed for a part of the financial yeavas in receipt of remuneration for any
part of that year, at a rate which, in the aggmegats not less than such sum per month
as may be prescribed ;

(i) if employed throughout the financial year @art thereof, was in receipt of
remuneration in that year which, in the aggregaites the case may be, at a rate which,
in the aggregate, is in excess of that drawn byMaeaging Director or Whole-Time
Director or manager and holds by himself or alonighvwhis spouse and dependent
children, not less than two per cent, of the egsiitgres of the company.

(b) The statement referred to in clause (a) shsdl mdicate, -

(i) whether any such employee is a relative of dimgctor or manager of the company
and if so, the name of such director, and

(i) such other particulars as may be prescribed.

Explanation: "Remuneration” has the meaning asdigné in the explanation to section
198.

(2B) The Board’s report shall also specify the oessfor the failure, if any, to complete

the buyback of equity shares within the time spediin sub-section (4) of section 77A.
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(3) The Board shall also be bound to give the #tillaformation and explanations in its
report aforesaid, or in cases falling under thevisions to Section 222, in an addendum
to that report, on every reservation, qualificationadverse remark contained in the
auditors' report.

7. Voting by Shareholders

7.1 Proxies

According to Section 176l) any member of a company entitled to attend\antd at a
meeting of the company shall be entitled to appandther person (whether a member or
not) as his proxy to attend and vote instead ofsklimbut a proxy so appointed shall not
have any right to speak at the meeting.

7.2 Voting to Be by Show of Hands in First Instance

According to Section 177 at any general meetingesolution put to the vote of the
meeting shall, unless a poll is demanded underid®ed79, be decided on a show of
hands.

7.3 Demand for Poll

According to Section 179 (1) before or on the datian of the result of the voting on
any resolution on a show of hands, a poll may lered to be taken by the chairman of
the meeting of his own motion, and shall be ordacede taken by him on a demand
made in that behalf by the persons or person spdditlow, that is to say, -

(a) in the case of a public company having a shapétal, by any member or members
present in person or by proxy and holding sharésarcompany -

(i) which confer a power to vote on the resolutimot being less than one-tenth of the

total voting power in respect of the resolution, or
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(i) on which an aggregate sum of not less thawy flfousand rupees has been paid up.
8. Quorum for Meetings of the Board

According to Section 287 (1) in this Section - '{@tal strength” means the total strength
of the Board of Directors of a company as deterghiime pursuance of the Act, after
deducting therefrom the number of the directorgny, whose places may be vacant at
the time; and (b) "interested director" means amgctbr whose presence cannot, by
reason of Section 300, count for the purpose ahilog a quorum at a meeting of the
Board, at the time of the discussion or vote onmatter.

(2) The quorum for a meeting of the Board of Dicestof a company shall be one-third
of its total strength (any fraction contained iattbne-third being rounded off as one), or
two directors, whichever is higher provided thatenéh at any time the number of
interested directors exceeds or is equal to twalshof the total strength, the number of
the remaining directors, that is to say, the nundbe¢he directors who are not interested,
present at the meeting being not less than twdl, lIsddhe quorum during such time.

9. Powers of SEBI

As per Section 55A, the provisions contained ind58, 59 to 84, 108 to 110, 112, 113,
116 to 122, 206, 206A and 207, so far as theyeatatssue and transfer of securities and
non-payment of dividend shall -

(&) in case of listed public companies;

(b) in case of those companies which intend to their securities listed on any
recognized stock exchange in India, be administeyetie SEBI ; and

(c) in any other case, shall be administered byCietral Government.
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Explanation - for the removal of doubts, it is HBreleclared that all powers relating to

all other matters including those relating to pesgps, statement in lieu of prospectus,

return of allotment, issue of shares and redemptibitrredeemable preference shares

shall be exercised by the Central Government [thbuhal] or the Registrar of

Companies, as the case may be.

EXHIBIT 3.4

COMPARATIVE REVIEW OF SELECTED PROVISIONS OF THE BUSE 49 OF THE LISTING
AGREEMENT AND THE COMPANIES ACT 1956 RELATED TO CG

Requirement as per Clause 49 of the Listing
Agreement

Requirement as per Section of Companies Act
1956

Composition of Board of Directors

I (A) At least 50 per cent of the total number
directors should be Non-Executive Directors.
If chairman is an Executive Director, at least h
of the total number of directors should
Independent Directors.

If the chairman is a Non-Executive Chairman,
least 1/3rd of the total number of directors sho
comprise Independent Directors.

Composition of Board of Directors

dllo such requirement under the Companies
1956. In fact, the Companies Act, 1956 does
alfse the expressions ‘Independent Directors
b&\on-Executive  Directors’ or  ‘Executivg
Directors’ or ‘Executive or Non-Executiv
Chairman’.

#s per Section 252 (1) at least three directorsaf
uftliblic company.*

Directors Compensation and Disclosures
I(B) and IV(E)

The remuneration of Non-Executive Directd
including Independent Directors to be decided
the Board of Directors with prior approval
shareholders in general meeting except appr
for payment of sitting fees if such sitting fees
paid within limits prescribed by the Compani
Act, 1956.

All pecuniary relationship or transactions of t
Non-Executive Directors vis-a-vis the compal
should be disclosed in annual report.

Directors Compensation and Disclosures
Section 309(1) of the Companies Act requires
reemuneration of directors (whether Managing
MWhole-Time Director) to be determined as |
ofprovisions of Section 198 either by articles
ovasolution or if articles require then by speg
iszsolution.*

es

The Section 299 (1) requires disclosure
directors of their interests in contracts ¢
harrangements with the company. It is only
nglisclosure of information (Form 24AA) and the
is no requirement of stating the same in ann
report as it is under Clause 49 except
disclosures to be made pursuant to Accoun
Standard - 18: Related Party Disclosures.

I (A) Composition of Audit Committee

a) The Audit Committee should consist of
Minimum of 3 members, all being Non-Executi
Directors.

ii) 2/3" should be Independent Directors.

iii) All should be financially literate, bur at lst
one director having financial and accounti
knowledge.

b) Chairman to be an Independent Director.

¢) Chairman to attend Annual General Meeting
d) Committee to invite Finance Director, head
internal audit, and representative of statut

Section 292/ applies to all public companig
ihaving a paid-up capital of Rs. 5 Crore or more.
ve&Composition of Audit Committee

a) The Audit Committee to consist of i) not |g
than 3 directors.

i) 2/3rd of which shall be directors other th
niylanaging or Whole Time Directors.

b) Chairman to be elected by the members.

c¢) Chairman to attend Annual General Meeting.
.d) Director in-charge of finance, internal audi
a@fnd statutory auditor shall attend the meeti
pryithout any right to vote.

Act,
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auditor to attend the meetings.
e) Company Secretary to act as Secretary tq
committee.

the

Meetings of Audit Committee

i) To meet at least four times in a year.
ii) Not more than four months to elapse betwg
two meetings.

Quorum

Two members or one-third of the members of
Audit Committee, whichever is higher but
minimum of two Independent Directors.

Meetings of Audit Committee
Frequency of meetings is not specified in Secl
2AD2A.
However, it states that Audit Committee sho
have periodical discussions with auditg
regarding scope of audit and review of half-yes
and annual financial statements before submis
to the Board and also ensuring compliance
internal control systems.
Quorum
thdo quorum has been specified in Section 29
a&he quorum should, thus, be as per Articles
Association of the company.

[I(C) Powers of Audit Committee

i) To investigate any activity within its terms
reference.

ii) To seek information from any employee.
iiilTo obtain outside legal or other professiorn
advice .

iv)To secure attendance of outsiders with reley
expertise if necessary.

292A(7)Powers of Audit Committee

0f) To investigate into any matter in relation
items specified in Section 292A or referred toyit
the Board.

al)To have full access to information contained
the records of the company.

aijTo seek external professional
necessary.

advice

I(C) Frequency of Board Meeting:

The Board meetings shall be held at least f
times a year, with a maximum time gap of fq
months between any two meetings.

Frequency of Board Meetings
0As per Section 285, the Board meeting to be he
wnce in every three months and at least four su
meetings to be held every year. The gap betwes
two meetings could be more than 4 months.

VI Report on Corporate Governanci

The company shall have a separate section
corporate governance in annual reports
company, with a detailed compliance report
corporate governance.

Non-compliance of any mandatory requirem
i.e., which is part of the Listing Agreement wi
reasons thereof and the extent to which the
mandatory requirements have been adopted t
specifically highlighted.

Report on Corporate Governance

Mo separate report on corporate governance is
ofquired under the Companies Act, 1956.
on

ent
th
on-
o be

VIl Corporate  Governance
Certificate

The company has to —

a) Obtain a certificate from auditors or compd
secretary of company regarding compliance
conditions of corporate governance as stipuld
in this clause.

b) Such certificate is to be annexed w
directors’ report, which is sent annually to
shareholders.

c) Send same certificate to Stock Exchan
along with annual returns filed by company.

Compliance

Corporate Governance Compliance Certificate
No such requirement under the Companies Act
1956.
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Sources: Adapted from Makhija Ashish, “Corpor@mvernance Practices — Self regulation vis-a-\gsslation,” The
Chartered Accountant, September 2004, pp. 296-298.
*Puliani Ravi, and Mahesh Puliat@prporate Laws, 23%ed.; Bharat Law House Pvt. Ltd., New Delhi, 20111 238

and 1.279.
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3.1.6 SELECTED PROVISIONS OF PROPOSED COMPANIESIBI2009 WITH
RESPECT TO CG

1. Board of Directors

Under Section 132 (1 to 6) every company shall laB®ard of Directors consisting of
only individuals as directors and shall have a mimn number of three directors in the
case of a public company and a maximum of twelvectlrs, excluding the directors
nominated by the lending institutions. One of theectors shall at least be a person
ordinarily resident in India. The Central Governieray prescribe the minimum number
of Independent Directors in case of other publimpanies and subsidiaries of any public
company. Independent Director in relation to a canmyy means a Non-Executive

Director of the company, other than a nominee ¢iret

“Section 135) of Companies Bill 2009, defines “Independermedior”, in relation to a company, as a
non-executive director of the company, other thaominee director-

(a) who, in the opinion of the Board, is a personimtegrity and possesses relevant expertise and
experience;

(b) who, neither himself nor any of his relatives-

(i) has or had any pecuniary relationship or tram@acwith the company, its holding, subsidiary or
associate company, or its promoters, or directorsuamting to ten per cent. or more of its grossduen or
total income during the two immediately precedimgcial years or during the current financial year

(ii) holds or has held any senior management posppiosifion of a key managerial personnel or is a ha
been an employee of the company in any of the tfinemcial years immediately preceding the finahcia
year in which he is proposed to be appointed,;

(iii) is or has been an employee or a partner, in &tiyeothree financial years immediately precedimng t
financial year in which he is proposed to be apj@ainof-

(A) a firm of auditors or company secretaries in ficacor cost auditors of the company or its holding
subsidiary or associate company; or

(B) any legal or a consulting firm that has or hagl mansaction with the company, its holding, suizsid

or associate company amounting to ten per cemhooe of the gross turnover of such firm;

(iv) holds together with his relatives two per centmore of the total voting power of the company; or

(v) is a Chief Executive or director, by whatever eacalled, of any nonprofit organization that reesiv
twenty-five per cent. or more of its income frone tompany, any of its promoters, directors or dklimg,
subsidiary or associate company or that holds teo gent. or more of the total voting power of the
company; or

(c) who possesses such other qualifications as mayeseribed.

Explanation - For the purposes of this section, “nominee diréctoeans a director nominated by any
institution in pursuance of the provisions of aaylfor the time being in force, or of any agreement
appointed by any Government, to represent its slotding.

Source: http://www.mca.gov.in/ministry/companied.taml
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An Independent Director shall not be entitled tg eamuneration, other than sitting fee,
reimbursement of expenses for participation inBloard and other meetings and profit-

related commission and stock options as may beoapgdrby the members.

1.1 Minimum Number of Directors

As mentioned previously, according to Section 132e{ery company shall have a Board
of Directors consisting of only individuals as diters and shall have - (a) a minimum
number of three directors in the case of a puldimgany, two directors in the case of a
private company, and one director in the case @na Person Company; and (b) a
maximum of twelve directors, excluding the direstonominated by the lending

institutions.

(2) One of the directors shall at least be a peosdimarily resident in India.

Explanation - for the purposes of this sub-sectmdjnarily resident in India means a
person who stays in India for a total period of less than one hundred and eighty-two
days in a calendar year.

1.2 Number of Directorships

Under Section 146 (1) no person, after the comnraroe of this Act, shall hold office
as a director, including any alternate directorsimpmore than fifteen public limited
companies at the same time.

(2) Where a person accepts an appointment as @adatii@ contravention of sub-section
(1), he shall be punishable with fine which shalt be less than five thousand rupees but
which may extend to twenty-five thousand rupees deery day during which the

contravention continues.
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1.3 Term of Managing Director

According to Section 174 (1) no company shall appor employ at the same time a
Managing Director and manager.

(2) No company shall appoint or re-appoint any erss its Managing Director, Whole-
Time Director or manager for a term exceeding frears at a time provided that no re-
appointment shall be made earlier than one yearédhe expiry of his term.

(3) No company shall appoint any firm, body corperar other association as its
manager.

(4) No company shall appoint or continue the emplegt of any person as its Key
Managerial Personnel who - (a) is below the agevehty-one years or has attained the
age of seventy years provided that appointment péraon who has attained the age of
seventy years may be made by passing a specifltiesg

(b) is an undischarged insolvent or has at any been adjudged an insolvent;

(c) has at any time suspended payment to his oredt makes, or has at any time made,
a composition with them; or

(d) has at any time been convicted by a court affeance involving moral turpitude.

(5) A Managing Director, Whole-Time Director or nzaer shall be appointed by the
Board of Directors at a meeting with the consentlbfthe directors present at such
meeting, which shall be subject to approval by ec&b resolution at the next general
meeting of the company provided that a notice eaimg Board or general meeting for
considering such appointment shall include the s$erand conditions of such
appointment, remuneration payable and such oth#ersancluding interest, if any, of a

director or directors in such appointments, if any.
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(6) Subject to the provisions of this Act, whereampointment of a Managing Director,
Whole-Time Director or manager is not approved ey ¢company at a general meeting,
any act done by him before such approval shalldesred to be invalid.

1.4 Board Meetings

Under Section 154 (1) every company shall hold fireg meeting of the Board of
Directors within thirty days of the date of its awporation and thereafter hold a
minimum number of four meetings of its Board ofdaitors every year in such a manner
that not more than 120 days shall intervene betwe®nconsecutive meetings of the
Board except that the Central Government may, bicetion, direct that the provisions
of this sub-section shall not apply in relatioratoy class or description of companies or
shall apply with modifications or conditions as nieeyspecified in the notification.

1.5 Directors’ Remuneration

Under Section 176 (1) a director who is neither laoW&-Time Director nor a Managing
Director of a company may be paid remuneratiomeform of -

(a) fee for attending meetings of the Board or catteses thereof in accordance with the
articles; and (b) profit-related commission witre tprior approval of members by a
special resolution.

(2) If any director draws or receives directly adirectly by way of remuneration any
sum in excess of the amount under sub-sectionh@)shall refund such sum to the

company within thirty days.
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2. Board Committees

2.1 Audit Committee

Under Section 158 (1the Board of Directors of every listed company aoadh other
class or description of companies, as may be pbestr shall constitute an Audit

Committee.

(2) The Audit Committee shall consist of a minimofrthree directors with Independent
Directors forming a majority and at least one dwedaving knowledge of financial
management, audit or accounts.

(3) The Chairman of an Audit Committee shall bératependent Director.

(4) Every Audit Committee of a company existing iedrately before the
commencement of this Act shall, within one year safch commencement, be
reconstituted in accordance with sub-sections{d)(&).

(5) Every Audit Committee shall act in accordandthvhe terms of reference specified
in writing by the Board which shall include, amauother things, the recommendation for
appointment of auditors of the company, examinatibthe financial statements and the
auditors’ report thereon, transactions of the camgpaith related parties, valuation of
undertakings or assets of the company, whereviernecessary, evaluation of internal
financial controls and related matters.

(6) The Audit Committee may call for the commeritthe auditors about internal control
systems, the scope of audit, including the obseEmsitof the auditors and review

financial statements before their submission tcBtbard.
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(7) The Audit Committee shall have authority toastigate into any matter in relation to
the items specified in sub-section (5) or refei@dt by the Board and for this purpose
shall have power to obtain professional advice fexternal sources and have full access
to information contained in the records of the camp

(8) The auditors of a company and the Key Manab@gasonnel shall have a right to
attend the meetings of the Audit Committee wheooisiders the auditor’'s report but

shall not have the right to vote.

2.2 Remuneration Committee

Under Section 158 (1the Board of Directors of every listed company aadh other
class or description of companies, as may be pbestrshall constitute a Remuneration
Committee of the Board.

(10) The Remuneration Committee shall consist ofi{€&ecutive Directors as may be
appointed by the Board out of which at least oradl &ie an Independent Director.

(11) The Remuneration Committee shall determinectimepany’s policies relating to the
remuneration of the directors, including the renratien and other perquisites of the
directors, Key Managerial Personnel and such ahgloyees as may be decided by the
Board.

2.3 Stakeholders Relationship Committee

Under Section 158 (13) Stakeholders Relationshim@ittee shall consider and resolve
the grievances of stakeholders.

3. Remuneration of Managerial Personnel

Under Section 175 (1) a Managing or Whole-Time Elwe or a manager of a company

may be paid remuneration either by way of a monglalyment or at a specified per cent
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of the net profits of the company, computed in thanner prescribed, or partly by
monthly payment and partly by the per cent of mefits.

(2) Where any insurance is taken by a company dralbef its Managing Director,
Whole-Time Director, manager, CEO, CFO or Compaegr&ary for indemnifying any
of them against any liability in respect of any liggnce, default, malfeasance, breach of
duty or breach of trust for which they may be guilt relation to the company, the
premium paid on such insurance shall not be treasepart of the remuneration payable
to any such personnel.

(3) Any director who is in receipt of any commissifsom the company and who is a
Managing or Whole-Time Director of the company bhadt be disqualified from
receiving any remuneration or commission from amjdimg company or subsidiary
company of such company subject to its disclosyrihné company in the Board’s report.
(4) Every person who contravenes the provisionthigfsection shall be punishable with
fine which shall not be less than One Lakh Rupegsalhich may extend to Five Lakh

Rupees.

4. Related Party Transaction

Under Section 1661) except with the consent of the Board of Direstof a public
company accorded by a resolution passed at a mgegftithe Board and subject to such
conditions as may be prescribed, no such compaail shter into any contract or

arrangement with a related party with respect to -

(a) sale, purchase or supply of any goods or masgiialestments of company to be

held in its own name;
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(b) selling or otherwise disposing of, or buying, peay of any kind;

(c) leasing of property of any kind,;

(d) availing or rendering of any services;

(e) appointment of any agents for purchase or salgaafds, materials, services or
property;

() appointment to any office or place of profit etcompany or its subsidiary company;
and

(9) underwriting the subscription of any securitieslerivatives thereof, of the company;
provided that no contract or arrangement, in theeaaf a company having a paid-up
share capital of not less than such amount, os#éetions not exceeding such sums, as
may be prescribed, shall be entered into excepi thé prior approval of the company by
a special resolution.

5. Loans to Directors

According to Section 163 (1) save as otherwise igeal/in this Act, no company shall,
directly or indirectly, advance any loan, includiaigy loan represented by a book debt, to
any of its directors or to any other person in whuoens interested or give any guarantee
or provide any security in connection with any Idaken by him or such other person

provided that nothing contained in this sub-secsiball apply to-

(a) the giving of any loan to a Managing or Wholei& Director-

(i) as a part of the conditions of service extendedhe company to all its employees; or
(i) pursuant to any scheme approved by the mentbeesspecial resolution;
(b) a company which in the ordinary course of itsibess provides loans or gives

guarantees or securities for the due repaymentyfaan and in respect of such loans an
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interest is charged at a rate not less than thk ket declared by the Reserve Bank of
India (RBI).

6. Disclosure of Interest by Director

According to Section 162 (1) every director shdllklre first meeting of the Board in
which he participates as a director and thereatftére first meeting of the Board in every
financial year or whenever there is any changénéndisclosures already made, then at
the first Board meeting held after the change, lds& his concern or interest in any
company or companies or bodies corporate, firmsptber association of individuals
which shall include the shareholding, in such mamsemay be prescribed.

7. Prohibition of Insider Trading

According to Section 173 (1) no director or Key Mggrial Personnel shall either on his
own behalf or on behalf of any other person, deaecurities of a company, or counsel,
procure or communicate, directly or indirectly, ab@any non-public price-sensitive
information to any person, provided that nothingtamed in this sub-section shall apply
to any communication required in the ordinary ceucs business or profession or

employment or under any law.

8. CFO Certification

Under Section 117 (1) the financial statement siak a true and fair view of the state
of affairs of the company or companies as at thet @nthe financial year and these
statements must comply with the Accounting Starslaatified under Section 119 and
shall be in such form as may be prescribed.

(6) Where any company contravenes the provisionghisf Section, the Managing

Director, the Whole-Time Director in charge of firce, the CFO or any other person

217



charged by the Board with the duty of complyinghatihe requirements of this Section
and in the absence of any of the officers mentioakdve, all the directors shall be
punishable with imprisonment for a term which mayead to one year or with fine
which shall not be less than fifty thousand rupeevihich may extend to five lakh rupee,
or with both.

9. Board’s Report

As per Section 120 (1) the financial statement,lusiog consolidated financial
statement, if any, shall be approved by the Bo&miectors before they are signed on
behalf of the Board at least by the Chairman winerés authorized by the Board or by
two directors out of which one shall be Managingebior or CEO or, in the case of a
one-person Company, only by one director, for ssbimn to the auditor for his report
thereon provided that such financial statementf bleaauthenticated in such manner as
may be prescribed.

(2) The auditors’ report shall be attached to evierancial statement.

(3) There shall be annexed to every financial state laid before a company in general
meeting, a report by its Board of Directors, whsttall include-

(a) the extract of the annual return as providetkusub-section (2) of Section 82,

(b) number of meetings of the Board,

(c) Directors’ Responsibility Statement,

(d) declaration by Independent Directors where theyrequired to be appointed under
sub-section (3) of Section 132,

(e) report of the committee on directors’ remuniergt
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() explanations or comments by the Board on eggmdification, reservation or adverse
remark made by the auditor in his report,

(9) particulars of loans, guarantees or investmanter sub-section (2) of Section 164,
and

(h) particulars of contracts or arrangements usdbrsection (1) of Section 166.

(4) The Directors’ Responsibility Statement refdrte in sub-section (3).

10. Voting by Shareholders

10.1 Proxy

According to Section 94, any member of a companytleth to attend and vote at a
meeting of the company shall be entitled to appaimdther person as a proxy to attend
and vote at the meeting on his behalf in writindpprelectronic mode in such manner and
subject to such conditions as may be prescribediged that a proxy shall not have the
right to speak at such meeting and shall not bdemhto vote except on a poll.

10.2 Voting by Show of Hands

As per Section 96 (1) at any general meeting, alugen put to the vote of the meeting
shall, unless a poll is demanded under Section ©8&he voting is carried out
electronically, be decided on a show of hands.

(2) A declaration by the Chairman of the meetingtlod passing of a resolution or
otherwise by show of hands under sub-section (d)aanentry to that effect in the books
containing the minutes of the meeting of the comypsrall be conclusive evidence of the

fact of passing of such resolution or otherwise.
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10.3 Voting through Electronic Means

As per Section 97 unless the articles provide otfser, a member may exercise his vote
at a meeting by electronic means in the manneragsh®a prescribed.

10.4 Demand for Poll

As per Section 9&1) before or on the declaration of the result e oting on any
resolution on show of hands, a poll may be ordeéoeble taken by the Chairman of the
meeting on his own motion, and shall be orderebetdaken by him on a demand made

in that behalf.

10.5 Postal Ballot

Under Section 991) notwithstanding anything contained in the Aztcompany - (a)
shall, in respect of such items of business as Geatral Government may, by
notification, declare to be transacted only by nseah postal ballot; and (b) may, in
respect of any item of business, other than orglibasiness and any business in respect
of which directors or auditors have a right to leatd at any meeting, transact by means
of postal ballot in such manner as may be presgrimstead of transacting such business

at a General Meeting.

(2) If a resolution is assented to by the requisitgority of the shareholders by means of
a postal ballot, then it shall be deemed to hawenlmhuly passed at a General Meeting
convened in that behalf.

11. Class Action

According to Section 216 (1), any one or more masoe class of members or one or

more creditors or any class of creditors may, éythare of the opinion that the
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management or control of the affairs of the compareybeing conducted in a manner
prejudicial to the interests of the company omismbers or creditors, file an application
before the Tribunal on behalf of the members awrditors for seeking all or any of the
following orders, namely -

(a) to restrain the company from committing an aciclhs ultra vires the Articles or
Memorandum of the company;

(b) to restrain the company from committing breactany provision of the company’s
Memorandum or Articles;

(c) to declare a resolution altering the MemorandurAnticles of the company as void if
the resolution was passed by suppression of matacis or obtained by misstatement to
the members or creditors;

(d) to restrain the company and its directors fromngoon such resolution;

(e) to restrain the company from doing an act whileontrary to the provisions of the
Act or any other law for the time being in force;

(f) to restrain the company from taking action cantit® any resolution passed by the
members.

12. Quorum for a meeting of the Board

As per Section 155 (1) the quorum for a meetinthefBoard of Directors of a company
shall be one-third of its total strength or twoedtors, whichever is higher, and the
participation of the directors by video conferemcior by other electronic means shall
also be counted for the purposes of quorum undestib-section.

(2) Where at any time, the number of interestedatiars exceeds, or is equal to, two-

thirds of the total strength of the Board of Digst the number of directors who are not
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interested directors and present at the meetiniggbeot less than two, shall be the
guorum during such time.

13. Auditor Not to Render Certain Services

As per Section 127, an auditor appointed underAkisshall provide the company only
such other services as are approved by the Bodireétors or the Audit Committee, as
the case may be, but which shall not include arth@following services, namely:-

(@) accounting and book-keeping serviced)) (internal audit; ¢) design and
implementation of any financial information systgpl); actuarial servicesg) investment
advisory services;f) investment banking serviceg) (rendering of outsourced financial
services; andh) management services.

14. Powers of SEBI

As per Section 22, (a) in so far as they relatistoe and transfer of securities and non-
payment of dividend by listed companies or thosamanies which intend to get their
securities listed on any stock exchange in Indiallsexcept as provided under this Act,
be administered by the SEBI by making regulations;

(b) in any other case, shall be administered byCietral Government.

Explanation - For the removal of doubts, it is lgreleclared that all powers relating to
all other matters including those relating to pexgps, return of allotment, issue of
shares and redemption of preference shares shalleXaecised by the Central

Government, the Tribunal or the Registrar, as s anay be.
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3.1.7 COMPARATIVE REVIEW OF EXISTING COMPANIES ACT956 AND

PROPOSED COMPANIES BILL, 2009

In the light of the changes worldwide, the expectet from the proposed
Companies Bill, 2009 (hereinafter, “the Bill") rédato setting of certain standards,
deregulation and simplificatioff. The Bill contains provisions requiring certain porate
entities to have a Remuneration Committee whichldvrame the remuneration policy
for managerial personnel and other directors/engdey The Remuneration Committee
would also be required to furnish in an annual regrarticulars of remuneration which
would form part of the Directors’ Report to sharkeless. Apparently, the proposed
provisions are based on the Irani Committee reiarhe Irani Committee also suggested
that there should be a clear link between respditgiand performance in relation to
remuneration and that the policy underlying theediors’ remuneration should be
properly communicated to the stakeholders. The meeendations of the Irani
Committee and provisions of the Bill are at parhwtite norms prevailing in developed
economies, e.g., the UK. This would enhance tramesgs in the matter of management

remuneration.

The Parliamentary Standing Committee on Finand@l04dPSCF) has suggested
to the MCA to insert provisions in the Bill for theandatory rotation of the audit firm
every five years, with an interval of three yeaesobe re-appointment. The proposed
provisions seek to rotate the audit partner everget years, with an interval of three

years before re-appointment.
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Companies of many advanced economies are requirdthie a Nomination
Committee for selecting directors. To be at pahwiternational practices, the PSCF has
recommended a change in the Bill so as to brinthé provision of the Nomination
Committee. The provisions for fixed term for Indedent Directors and committee for
selection of Independent Directors are commend&ersees, performance evaluation

of directors is not a new idea and it features @ ®rms.

The extant Companies Act necessitates the appodvile Central Government
for certain related party transactions but the Bdes away with the need for obtaining
such approval. The Bill aims to widen the scopeaofrelated party’, since ‘Key
Managerial Personnel’, apart from Whole-Time Dicestwill also include the Company
Secretary and the CFO. The term ‘relative’ is edéghto include all lineal ascendants or
descendants, related by marriage or adoption. &yrthrequires increased disclosures
for related party transactions. The Bill has alstroduced the concept of ‘associate
company’ i.e., a company in which another compaayg 86 per cent or more voting
power or ability to control business decisions ligue of an agreement. Further, the
proposed ceiling of tenure for Independent Direxte six years while Clause, 49
prescribes a term of nine years. On the lines @us® 49, the MCA Voluntary

Guidelines on Corporate Governance, 2009 recommenasximum tenure of six years.

After the global financial meltdown in 2008-09, tB&BI has attempted to deal
with the issue of companies’ solvency in a numberays?’ For instance, it is proposed
that for entities which submit annual audited resin lieu of last quarter's unaudited
financial results with limited review, audited amhuesults on stand-alone as well as

consolidated basis shall be disclosed within 60sdaystead of 90 days at present, from
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the end of the financial year. Further, companidsnew have to disclose their asset-
liability and solvency positions, at specified imv&s. The regulator has also determined
that limited review and statutory audit reportsiviek furnished only by those auditors
who have undergone peer review process of ICAlraid a certificate given by the Peer

Review Board to enhance the quality of audit.

On a different front, the SEBI has made it mandator companies to submit an
auditors’ certificate at the time of seeking appilofor the scheme of amalgamation,
mergers and reconstruction to establish that tlwewding treatment is in accordance
with the Accounting Standards. Moreover, listeditesst with subsidiaries have been
given the choice to submit their consolidated faiah results as per International

Financial Reporting Standards.

The new Companies Act will make internal audit metody?® The internal
auditor shall be either a Chartered Accountant @ost Accountant. The Voluntary Code
of Corporate Governance issued by the MCA in ther 909 stipulates that the internal
auditor should not be an employee of the compamadig together the above two
provisions, it may be concluded that in coming gedhe practice of outsourcing of
internal audit function will gain momentum. Intelreudit covers audit of operations,
audit of internal and external information systemdit of risk management system and

also audit of management decisions.

Perhaps, the PSCF wants the Companies Bill to diecjarovisions of CG rather
than leave such regulations of listed compani€8B12° In doing so, instead of taking a

hard look at the CG mechanisms administered by SEBIPSCF has simply sought to
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adopt whatever SEBI has recommended. Worse, the MG®w being given a greater
say under company law on defining the role of Ireshejent Directors - a provision in the
Companies Bill will state that the role, duties andctions of Independent Directors
shall be such as may be prescribed by the Centreéi@ment. Therefore, this is one of
the 235 areas in which the MCA has been given peveebe ‘prescriptive’ on the role of
Independent Directors. The PSCF wants the MCA tandoe in this area. Curiously,

SEBI and the RBI were heard by the PSCF aboutekd o avoid regulatory overlap.

It has been pointed out that provisions of Compaii#, 2009 are even stricter
than those contained in Clause 49 of SEBI's Listisgreement. Some voluntary

provisions have been accommodated in the propasetf |

Besides the Listing Agreement of SEBI, certain Bimns of the Companies Act
1956 and Companies Bill 2009 should be complemgrt@mrClause 49 of the Listing

Agreement?

3.2 CG in Operation

Good CG requires that a company incorporate suemesits as Clause 49 of
Listing Agreement into its operational fabffcWhile most listed Indian companies have
not reaped the benefits of true CG, several higlepmance organizations have

implemented initiatives that are noteworthy.

At a seminar on Board leadership, directors belupgio medium-sized
companies were surveyed about their understandi@Go” It was found that CG was

interpreted variedly. Less than half thought th& @eant leadership; several felt Clause
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49 to be an imposition by the SEBI while severéleos candidly stated their belief that

business is all about money, control and power i{x8.5).

EXHIBIT 3.5

RESPONSE OF DIRECTORS AND SENIOR MANAGERS TO WHARBRY THOUGHT CG MEANT

M Responsibility to Sharcholders B Ethical Practices
m Moral Leadership B Transparency
B Compliance B tconomic Growth of the Company
™ Social Responsibility W Financial Responsibility
Individual Benefit " Independence of Directors

Reputation, Cradibility

SourceKar, Pratip, “More than Compliance — Corporate Goaece Codes Work Only where Firms
Believe Working in a Legal, Ethical and Transpareashion also Means Good Busine&s8iness
Sandard, Ahmedabad, 14December, 2009, p. 12.

In a similar attempt, a survey was carried out agnover 30 CFOs from diverse
sectors. They were asked to assign weights to catgdunctions corresponding to the

importance of such corporate functions in the manamnt of companies (Exhibit 3.6).
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EXHIBIT 3.6

PERCENTAGES OF RESPONDENTS (CHIEF FINANCIAL OFFICERRANKING
CORPORATE FUNCTIONS

Corporate Functions Weights*
Corporate Governance 33
Functional Roles 19
Management Information System 15
Treasury and Risk Management 11
Investor Relations 11
Others 11
Capital Structure 07
Mergers & Acquisitions 07

*Weights by respondents don’t add up to 100 pet sigrte some respondents’ ranked more than
one area as most important.

Source!Introducing: Friend, Philosopher and Guide,” ThmBomic Times CFO Surveyhe
Economic Times, Ahmedabad, 19March, 2004, p. 5.

The data appearing in Exhibit 3.6 are presentddgare 3.1 below.

ocG

B Functional Roles

O Management Informatio
System
O Treasury & Risk Mgt.

=

o1
B Investor Relations
m11 O Others

B Capital Structure

O Mergers & Acqisitions

015

FIGURE 3.1
CG: Top of the Agenda

228



Apart from CG being an important function for comps, it enables the
company to align its own interests with that ofkstaolders. While government
intervention has certainly increased the level & @vareness among Board members
and executives, it has unfortunately not extingesttorporate fraud¥. Although
technology companies and other companies have ddcos revisiting and updating
Board-level policies and procedures by implementirggrevised Clause 49 of the Listing
Agreement, this continues to be a mechanical, -tihekbox” exercise for many
companies. The best example in India can be Satgamputers; an award-wining
company for CG which turned out to be a shockerh{lk 3.7). The focus of most
organizations has been on achieving legal comgiamar instance, introducing the
appropriate mix of Executive and Non-Executive Dioes on their Boards. But beyond
this, not much has been done. Most listed compao@dinue to view CG as a
compliance-driven exercise i.e., an effort to eastnat they implement the “minimum

required” that can keep them out of legal implicas such as penalties.

A study entitled “Early Warning Signals of Corpardtrauds” conducted by the
Pune - based India Forensic Consultancy Servicéseasic accounting and education
firm, from January to August, 2008 has broughtshdcking revelations about corporate
frauds>® According to the study, at least 1,200 companigsob 4,867 companies listed
on the BSE and 1,288 companies listed on the NaltBtock Exchange as on®8Warch
2007, including 25-30 companies in the benchmarks&e and Nifty indices have
manipulated their financial statements. The motarecommitting accounting statement
frauds, according to 73 per cent of 340 CharteredoAntants, who were respondents,

was to surpass expectations of the stock markéerQeasons for the fraud include the
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manipulation of data by unscrupulous firms in agdions for bank credit, in order to
avail finance. Even with all the in-built checksdabalances and the oversight of the
working of companies across India by the DCA arfteoarms of the government, it is
baffling that about 20 per cent of listed compamesduced financial statements that

were fraudulent.

EXHIBIT 3.7
HALL OF SHAME IN INDIA

Company / Scandal Details in Brief

Securities Scam (1992) Some banks were involved and the stock market maseidafter a

o1
by Harshad Mehta meteoric rise.

Vanishing Companies Cases of price manipulation, distortion, insidading and cheating
investors. 3,911 companies which raised over Rs0025 Crore

(1993- 94) Scam vanished or did not set up their projects.

Plantation Companies About Rs. 50,000 Crore were mopped up from gulliibkeestors
seeking higher returns from plantation companiasthe companie$

(1995- 96) vanished.

Non-banking Finance Companies About Rs. 50,000 Crore were raised from investeeksg higher
returns; companies vanished.
Scam (1995- 97)

Global Trust Bank Audited accounts showed profit of Rs. 40 Crore wiRBI Report
revealed negative net worth. Then the bank wasfbte merge with
(2002- 03) Oriental Bank of Commerce. It was a case of mismament of

bank assets for personal gains by top officialsudulent financia
reporting and audit failure (Rs. 13,000 Crore wemlved).

Satyam Computers Fraud Fudged the company’s accounts to the tune of RQO‘:Crorez.

(2008- 09)

Sources:lAdapted fromAccounting Review, Fernando, A. C.Corporate Governance Principles, Policies
and Practices, Pearson, Delhi, pp. 4-6, and B. Banerjéer;porate Creative Accounting in India: Extent
and Conseguences cited in Banerjee, Bhabatoshindamentals of Financial Management, PHI Learning
Pvt. Ltd., New Delhi, 2008, p. 557.

2 “A New Chapter in Satyam Saga Starts Tod®y&iness Sandard, Ahmedabad, November,
2010, p. 11.
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The capital markets regulator, SEBI was preparmdake action against five
public sector undertakings for non-compliance wilause 43° Reportedly, the stock
exchanges sent a list of nearly 20 Public Sectatsl{RSUs), which included some of the
Navratnas for not complying with Clause 49. In an unexpectedve, SEBI initiated
adjudication proceedings for the first time agaiB8tcompanies, including five PSUs.
While the companies’ identities were not reveatbd, action against the PSUs has been

on the issue of non-compliance with provisionstietato Board composition.

Earlier, various PSUs had been served show-causeesdrom SEBI for non-
compliance with Clause 49.0ne reason for the delay in the follow-on publftenof
Steel Authority of India Limited was that it did mdhave an adequate number of
Independent Directors. The company had just fodependent Directors against the
required twelve. Earlier the public offer of anatltempany, viz., National Hydropower

Corporation was delayed by several months on the gaounds.

Some years ago, BSE came down harshly on 52 coswatiireatening to
suspend trading in their stocks from Septembe2R06 for non-compliance with listing
norms>® However,the exchange gave an opportunity to the companiesitigate the
punishment. If the companies complied with theidgtnorms prior to the date of
suspension, then the companies would be susperatednfy five trading days till

September 26, 2006.

In 2007, the BSE served show cause notices to aB60t companies for
infractions of the Listing Agreement, that alsolimtes CG norm&’ For violating the

norms the exchange recommended to SEBI to takeraetgainst companies as the
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exchange did not have the authority to impose pgnéalccording to the BSE, 1,213
companies had not submitted the CG compliance rdporthe period ended March
2008%° That works out nearly to one fourth of 4,895 conips listed on the BSE which
need to establish that they are abiding by CG noMagy of 1,213 companies were in
the Z group of the BSE, notable for thin tradingl @ubious dealings which do not even
have a proper Boartt.Most of them were listed in the 1990s, when ligtitorms were

deficient and unscrupulous promoters raised moaegidubtful projects.

3.3 CG — Implementation

Judicious enforcement helps to maintain the ovemadtibility of a regulatory
system. But, zealous enforcement is not alwaysatsi It can dampen valuable risk-
taking abilities of firms. Unlike traditional Boasd enlightened Boards do not feel
constrained by the rules and regulations, say, tange with Clause 49 of the Listing
Agreement in India or SOX Act, 2002 in USThey do not need Clause 49 of the Listing
Agreement or SOX Act to preserve values and etlicsmonitor their CEO’s
performance. Unlike the typical Board that will fmcon complying with regulations,
enlightened Boards deem compliance with regulatemsnerely a minimum threshold
for Board performanc& Enlightened Boards regard their mission as progdi
supportive assistance to management in leadingctimepany. Enlightened directors
strongly believe that it is their responsibility emgage in an intellectual exercise of
charting the company’s future path. CG, and itslemgntation in India, is not only

being seen as a sequel to recent corporate frédutsglso as a corollary to the strong
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emergence of the Indian econoffiywith greater global integration, Indian companies

appreciate the need to be robust, ethical andgsmest in their operations.

3.3.1 SCHEDULE OF IMPLEMENTATION OF CLAUSE 49 OF BLISTING
AGREEMENT RECOMMENDED BY THE KUMAR MANGALAM BIRLA

COMMITTEE

The committee recognized that compliance with #sommendations would
entail restructuring the existing Boards of companilt also recognized that some
companies, particularly the smaller ones, may egpee difficulty in immediately
complying with these conditiorfs. The Committee recommended that while its
recommendations should be applicable to all thedicompanies or entities, there is a

need for phasing the implementation as follows.

i) By all entities seeking listing for the firshie, at the time of listing.

i) During the financial year 2000-2001, but naelathan March 31, 2001 by all entities,
which are included either in Group ‘A’ of the BSEin Standard and Poor’s (S&P) CNX
Nifty Index as on January 1, 2000. However to comypth the recommendations, these
companies may have to initiate the process of imptaation as early as possible. These

companies would cover more than 80 per cent ofrthkket capitalization.

iii) Within the financial year 2001-2002, but nattér than March 31, 2002 by all the
entities which are presently listed, with paid tnare capital of Rs. 10 Crore and above,

or net worth of Rs 25 Crore or above any time mhistory of the company.
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iv) Within the financial year 2002-2003, but notelathan March 31, 2003 by all the
entities which are presently listed, with a paidsiyare capital of Rs 3 Crore and above.

This was a mandatory recommendation of the saichutiee.

Clause 49 of the Listing Agreement for CG in Febyu2000 has been amended
several time&® It was amended twice in 2000, thrice in 2001 agairain 2003. Further,
Clause 49 amended on"®ctober, 2004 contained major changes with retmr(.)
definition of Independent Directors; (2) strengtingnthe responsibilities of Audit
Committees; (3) improving the quality of financéisclosures including those pertaining
to related party transactions and proceeds frontiggtghts/preferential issues, and (4)
requiring Boards to formally adopt a code of coridu®) requiring CEO/CFO
certification of financial statements and for imygrg disclosures to shareholders. Also
included are some non-mandatory clauses like vehidtwer policy and restriction of
the term of Independent DirectdfsAfter notifying Clause 49 of the Listing Agreement
in 2004, SEBI declared that it was to come intee&ffrom April 1, 20052 However,
since SEBI was apprised that large companies wéreat geared to adhere to such a
clause, its implementation was further deferrecusTrevised Clause 49 came into effect

from January 1, 2006.

It has been pointed out that the true value of @8sgbeyond just ensuring
compliance with regulations. In fact, India’s pglimakers, through the framework of the
revised Clause 49, require companies to assesmandge the total riskg.While these
practices do not guarantee that fraud will not octhey do provide reasonable assurance

that the interests of a company’s stakeholderslvéilprotected by the management on a
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proactive basis. This is the true spirit of riskmagement and good CG - one that India

Inc. needs to embrace as it continues gain prora@en the global business stage.

One view is that faster growing firms are more Ik raise equity capital and
may benefit more from the commitment to good CGsgrieed by Clause 438.Cross-
listed firms may attract more investment by foreigwestors inclined to CG. The
positive reception to Clause 49 contrasts withribgative reaction to the SOX Act, 2002
in US. Some legal scholars have argued that SOXisAztntamount to regulatory over-
kill (e.g., Ribstein, Romand). Interestingly, thougla number of key elements of Clause

49 are comparable to SOX Act, 2002.

3.3.2 PRESENT SCHEDULE OF IMPLEMENTATION OF CLAUSB OF LISTING

AGREEMENT

The provisions of the revised Clause 49 shall b@emented as per the schedule

of implementation given below.

a) For entities seeking listing for the first timat the time of seeking in-principle

approval for such listing.

b) For existing listed entities which were requitedcomply with Clause 49 which is
being revised i.e., those having a paid up shapgataf Rs. 3 Crore and above or net
worth of Rs. 25 Crore or more at any time in thstdry of the company, by April 1,

2005"

qnclude public sector units and body corporategriazate and public sector banks, financial insittus,
insurance companies and exclude mutual fundsc8oBAQs on Corporate Governance, January 2006,
available at www.nseindia.com
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3.3.3 BARRIERS TO CG REFORMS

Despite considerable reforms for furtheeanf CG in India, there still are barriers,

as described below.

3.3.3.1 Varying Provisions of CG by SEBI and MCA.

It has been pointed out that the SEBI and govertnim@ve oversteppedh theit
enthusiasnto coax corporations into adopting CG practicesulteng in overlapping ¢
mandatory regulatiors. Further, in India, besides SEBI, MCA has also cipiec
committees on CG and has amendedvbleminous Companies Act, 1956 in the
2000. These amendments have resulted in a cotbficaf CG practices, whicliffer
from that of SEBI. For example, company law doesrequire shareholders’ approvar
related party transactions whereas SEBI is empaMeréssue appropriatirections it
order to secure the best interests of investoFae inconsistencynithe codified practici
has triggered confusion among corporations andljt emphasizes theeed to have on

one authority to frame CG practices.

3.3.3.2_Frequent Amendments to CG Noragequent amendments to CG norms

interfere with effective implementation of CG. ¢tmot good to come out with change

CG provisions after every corporate fraud whethiehdraud is in India or elsewhere.

3.3.3.3 Lack of Board Independence in Family-Cdigdb Companies.In a survey

Moody’s and ICRA Limited have observed that fangtyatrolled companies globally
characterized by specific CG deficienci@sThese include: (i) comparatively fev

checks and balances on their actions (ii) leadershnsition risks, and the emergenc
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conflicting visions and strategies (iii) limitecatrsparency on matters such as owner
control and related gty transactions (iv) slowness to adapt, or redptmnemergin
business challenges (v) propensity towards highesrhge. The Indian corporate sect
dominated by companies controlled and run by famityups. For instan¢céd7 of the 3
Sensex companies are family-controltedllack of clarity on ownership and the finan
position of unlisted famil-controlled holding companiesvith significant debt in the
capital structure to fund the group) pose finandgks. This is a symptom of an anxiety
to try avoid losing control while the families pues their aggressive growth plahs.
Despite regulations aimed at an independent Boar®iwctors, thefamilies retai
significant control over listed companies - and sbmes seem to be acting mainly to
benefit their group or themselves. Therefore, tliicdlty in fathoming the true

independence of directors is a big CG challenge.

3.3.3.4_Absence of Fully-Consolidated Financial dwtts Companies listed on stc
exchanges need to prepare consoliddiedncial statements in compliance with
Listing Agreement as per SEBIHowever, such a consolidation does not presenie
picture of firms. If the parent company which iswtolled by a family is not listed, vit

information to stakeholders ot available. Sometimes a listed subsidiary mayeh&

" The Sensex is the common name for the Bombay Sackange Sensitive Index, comprising the 30
largest and most actively traded stocks.

" Interestingly, dual classes of shares may emerfitime cases where companies issue convertibldsyon
but want to avoid dilution of family control shoutdnversion occur. Both Tata Motors and Tata Staeé
recently issued Convertible Alternate ReferenceuBies that are intended to convert into shareth wi
different voting rights from equity shares.
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debt, but it is possible that its unlisted holdc@mpany might be highly leveraged.
based on publicly available information, it may ro# easy to carry out a thorot

financial analysis of the group by investors araksholders.

3.3.3.5_Inappropriate Size of Boardsccording toMoody’s opinion, for medium at

large companies, the appropriate Board size isllyseiht to twelve’ Board siz
should be balanced because if Board sizemallsthen it is hard to have adeqt
representations of members on required committeeéshee prospects of deliberations
reduced; conversely with a large, unwieldy Board;oaination in Board meetin
becomes an uphill task. The Board size is recomettiadl between 6 aridirectors b

Jensen, about 8 to 9 by Lipton and Lorsch andekthirs by Garg®

3.3.3.6 _Weak BoardsSeveral Indian companies including listed ones, large an
family owned>®In a survey involving a sample of 32 Indian companiun by 16 family
controlled business groups it was ascertained ithainly about 25 per cemf the
companies was the role of CEO and Chairman septifasdditionally, in the sutset
the chairman was either a former CEO or a nomirfetne contrding family. Thes
statistics highlight the dimension of anaemic Bsakbout 67 per certdf the companie
were having a familyinked person as Chairman and CEO. There was rgepece of a

independent professional Chairman and CEO in atlyeotompanies.

One view is that in practice, companies apparedtynot prefer a monitorir
Board of Director§! The executive management would prefer a passiveljsary
Board, rather than one which scrutinizes them. 6Gukl not result in too manyoatrols

soas to threaten managerial entrepreneurship andatioo. The consequence woulc
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to diminish the actual and expected gains to sludders.

Enhanced financial disclosures reduce informatisymanetry and probability
earnings maamgement which in turn can facilitate monitoring $takeholders. In tF
regard, the role of Audit Committee is vital. Itositd be made accountable for ron

compliance of accounting aspects and practicearirggs management if any.

Accordig to a study, over seven of the 10 Independentciaire on the Boards
listed companies are members of the controllingilfafi Nearly 75 per cent of :
Independent Directors are family members aligneth ihe promoters and so are
independent, ager the study by the research firm Prime Databak&h administers tt
website, directorsdatabase.com, a joint initiative with the BSE. Even if the faly
members -who include relatives, friends and neighbours awsalified, they cann
presumably acindependently because of their links with the prtersy added the stu
which looked at the profiles of Independent Direstdl'he study further points out t
very few women are Independent Directors i.e., &% per cent of the 6,4
functionaries rgaged by listed companies. Further, the reporttimenthat only 15 pr
cent of the Independent Directors on the listedgames are capable of making effec
contributions in Board meetings. These include knsy finance professionals ¢
technocrad. The Prime Database study also added that 48ce@r of Independe
Directors are above 60, while a few of them arthair nineties! The advanced age it
gives rise to certain concerns about their capedsli Moreover, while 245 Independ

Directors are below 35 years, as many as 20 arer#tdyears of age.

“ Earnings management means fictitious disclosureamings in the interest of management of company
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A concern expressed on the move to appoint fornieeducrats as Independ
Directors is that it may constrict the autonomyP&Us in long rufi® As such official
have been ass@ted with government it may be difficult for themexpress independ:
views. According to current practice, administratimninistries indirectly control su

appointments in PSUs.

3.3.3.7_Unsatisfactory Performance of Independergdibrs.An asserton that has bel

made is that Independent Directdrave so far failed to perform their monitoring |
effectively® The reason offered is th&Board independence’ is an idea that has
emerged in India and is gaining currency. Furthagther reasois that the talent pool
Independent Directors is limited. It was observeat the crosshrectorship phenomen
was also prevalent. In such casésgir effectiveness and independence have
doubted. CG has not yet considered the ‘cross4girgtp’ phenomenon while definir

the criteria for appointment as an Independentdbare

Boards are required to have a majorityhah-executive or “outside” directoes
per the listing norms of several stock excha.® Bringing about Board refms does ni
guarantee active involvement by members in Boaretimgs. Better CG regulatc
measures may help to define Board structure andpesition but accountabilitanc
responsibility are of individual members. Effecti@ can be fostered when theare
sincere deliberations and candid discussions inrdBaaeetings coupled with fr
exchange of information between the managementBoad memberslf companie
understand the importance of good CG and regulgiasstheir role then the quality

CG may improve. The following quote of Professoni&nfelddrives home the poir
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“We will be fighting the wrong war if we tighten éhprocedural rules for Boards
ignore their pressing needo be strong high functioning work groups whose roen
trug and challenge one another and engage directlly sehior managers on criti

issues facing corporation$®.

The twin roles of Independent Directors are to ranihe executive manageme
and to add value in Board meetifsThe case of Sasyn, however, is apparer
regarded as an instance of dereliction of respditgitby Independent Director
according to the Standing Committee relating to Thenpanies Bill, 2009. Ae failure o
Satyam is a failure of Independent Directors andyrtaxperts endorse this view. But
is also conceded th&mdependent Directors performed the second rolecgiely an
that is the why Satyam could be brought back arktsa fast. Usually, in Board meetil
during a disagreement among Board members, @jerity view prevails, therefore,
the proportion of Independent Directors stays a-tbird, then a company can get
agenda item approved by the Board. Independenttin® will not be able to thw:
decisions which they regard as undesirable liaresholders; at best they can only reg
dissenting views. Most Independent Directors wobkl wary of being branded
dissenters, so one may not hear of frequent dissenthe Board room. Therefo
Independent Directors may be unable to do justicéheir monitoring role, unless
whistleblowing mechanism is put in place. Although theseforward movement (
introducing such a provision, it remains to be sagno whether the mechanism will
used well. The MCA has also agreed that no indaligball have more than two tenu

as Independent Director in any company. The lisiitonceived on the assumption
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closeness to the executive management will cothgit independence.

3.3.3.8 Negligence by Independent Directo@uestions arose agp on the role «

Independent Directors serving the Boards of pubBctor banks and other stater
entities following the arrest of M. S. Johar, a @&@d Accountant who was a directol
the Board of Central Bank of IndfASatyam Computers was aarlier instance; furthe
other companies vanished with shareholders momeynd&ependent Directors have b
lax and have allowed companies to indulge in urpgadctices to some extent. The 1
Company’s Bill, is expected to inject reforms ané€aa upthe appointment process
Independent Directors. It is also expected to dater responsibility of these directors

that they perform the role expected of them.

Apparently, the Board of Directors have fallen s$ham their monitoring
responsibility®® The reasons are, though, directors are to be afgpblry shareholde!
in practice the management makes these appointntantber, the directors so appoir
and having rich and varied expertise, may not sectda improving CG. These
instances of CG failures in companies which haverapdted members on their Boe
despite having Audit Committees responsible for agamg risk. But, sincere a

committed Independent Directors in progressive cmgs can enhance performance.

3.3.3.9 _Paucity of Independent DirectorsAs per data compiled by

directorsdatabase.com, about 340 Independent Directors stepped down fvamous
listed firms in 2009° They became hesitant about taking up responsitkt they felt
unable to express dissenting views against the densn The role of Independent

Directors was highlighted when Satyam founder BnRlinga Raju made a $ 1.6 billion
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bid to acquire a firm promoted by his relative. Tdeal angered investors and regulators
guestioned the role of Independent Directors. fhid Satyam scam, they served on the
Boards of 4-5 companies with inadequate involvenneiBoard matters while collecting
sitting fees. But after the scam they have turredious about accepting such positions.
It has been pointed out by no less than the Segr@désinvestment), Sumit Bose that the
absence of the required number of Independent @irees a major obstacle in listing
central public sector enterprisésEurther, according to Housing Development Finance
Corporation Chairman Deepak Parekh, there is atadrof Independent Directors in
Indian companies and further, if the governmentcpeds against them for industrial
accidents or for lapses for which they are notdliyeaccountable, then the directors
would retreat from accepting such assignmént$o alleviate the problem for
Government companies, it is proposed to relax tipailation of Independent Directors

from 50 per cent to one-third of the Board siz¢hef company?

The Chairman and Managing Director of Oil and NaftuGas Corporation
(ONGC), also demanded that the proportion of Inddpat Directors on PSU Boards be
reduced to one-third, since the Board becomes lange to manage’ if Independent
Directors are to constitute 50 per cEhficcording to SEBI guidelines, 50 per cent of the
company's Board should consist of Independent Dorscand it does not recognize
government nominee directors on the PSUs Boarddepkendent Directors. ONGC has
not been able to meet the CG guidelines as thenmiistry has failed to approve the

names of Independent Directors to be appointedsoBdard for years.

3.3.3.10_Non-Evaluation of Board of Directoighe evaluation of the performance of

Board of Directors is not a mandatory requiremesitpar Clause 49 of the Listing
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Agreement. CG provisions alone cannot ensure teaaepy unless people are ethical in

business conduct and are evaluated for work assigngnem.

3.3.3.11 _Inadequate Attendance in the Board Meegtirigegular attendance by

Independent Directors is expected in Board meetifigee absence of Independent
Directors, on account of any reason, matters, eisidas taken by other Board members

may not best serve the interest of stakeholdet&pkarly equity shareholders.

3.3.3.12 _Inadequate Participation in Board Meetinfse presence of Independent

Directors will be useful if they do ask pertinentegtions in the Board meetings.
However, they may balk from doing so as it can gdjze their relationship with other

Board members and also, their stakes are minimal.

3.3.3.13 Ambiquity in Role and Responsibilities lmidependent DirectorsFormer

NASSCOM President, Kiran Karnik has expressed fieedlarity on the legal liabilities
of Independent Directors vis-a-vis Whole-Time Dtoes.”® Similarly, former Chairman
of Life Insurance Corporation of India S. B. Mathsaid that Independent Directors
ought not to be held responsible for any mishafhase companies where they serve on
the Boards as they are not privy to day-to-day rinftion and are dependent on
executive management. They ought to be held acablenonly if their negligence can be

established.

3.3.3.14_Unremunerative Sitting Fees or Compensatfocompensation is too high,

Independent Directors may refrain from asking pngbguestions or from dissenting on
any decision taken by the Board as they may feandpothe Board position. On the other

hand if it is too low, they may not bother much,sash compensation is too little to
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motivate regular attendance and participation inarBo meetings. Moreover,

establishment of the Remuneration Committee isanotandatory requirement as per
Clause 49 of the Listing Agreement. So, to decidable remuneration becomes a tricky
matter. For instance, it is tantamount to expranaif remuneration is decided by
nepotism. This can take place in the absence afmauReration Committee as it is left to

one person’s discretion to decide.

3.3.3.15 Deficient Performance of Auditofsccording to Mehta, a managing partner of a

firm, several lessons emerge from the Satyam depacme of which are as follows: (a)
the Audit Committee need to be more efficient aocbantable; (b) persuade the auditors
to place more reliance on direct external auditdence; (c) mandatory mechanism of
whistle-blower policy for compani€.He further says that effective Joint-audit and
quality review of audit firms by ICAI seems verysitable. Further, there is increased
need to establish the independence of auditorsr@iogpto Sugata Sircar, Chairman —
ClII's CFO Forum 2009 and Finance Director, Gujdbas Company Limited’ CIl has

suggested to ICAI to standardize disclaimers giwethe auditors.

Recognizing the existing deficiencieshags, a new set of Accounting Standards
(International Financial Reporting Standards) ipested to improve CG by increasing
disclosure standard&.Similarly, on January 7, 2011 the Financial ReépgrCouncil of
UK has issued a discussion paper entitled ‘Effec@ompany Stewardship — Enhancing

Corporate Reporting and Audit.

3.3.3.16_Rotation of Audit Partner or Audit FirAn important question is whether to

rotate the audit partner or audit firm to improklie guality of audit. One possibility is the
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rotation of an audit partn8f Another option is the rotation of audit firms. Howee, the
options for companies are limited to the big fomternational firms and a handful of
Indian firms. Concerns have been expressed thatlabary rotation of audit firmsnay
impair audit quality’* Further, the experience of some countries suchussrid, Canada
and France have prompted them to discard the ifleatation of audit firms, while
retaining the idea of rotation of partnéfStudies in Europe reveal that auditor rotation

had resulted in the erasure of past cumulative lenye.

3.3.3.17 The Costs of Rotating Audit Partners odifEirm.

Only a few recognized audit firms or audit partnars available as mentioned above.
Medium-sized companies may find it difficult to dithem, as they may charge hefty
audit fee$® Moreover, recognition of audit firms or partnersamncequires approval by

the Peer Review Board, so the availability of afidis or partners will remain limited.

3.3.3.18 _Possibility of Defaults in Joint Audinternationally, each joint auditor is

responsible for the entire balance sheet but utméan Standards, each joint auditor
responsibility is limited to the work done by hffhA person perusing a balance sheet
cannot make the distinctions and in a complex 8dnarey areas and issues could easily

complicate the efforts to determine accountability.

3.3.3.19 Efficacy of Audit Committee Meetings.has been asserted that the frequency

of Audit Committee meetings has an important impawt the internal control and
evaluation function of a compafly.More meetings tend to improve this function as

judgment and time is required in the evaluatiothef function.

246



3.3.3.20_Inferior Quality of AuditUnder the Companies Auditor’'s Report Order of200

the auditor has to report on whether the company &a internal audit system

commensurate with the size and nature of busfffeShus, a system that reviews the
work of the internal auditor is already in placecArding to Bhattacharyya it is apparent
that the internal control system has not workedl.wkle stresses that effective

enforcement of extant laws can produce desiredtsesather than seeking to make new
laws. Clause 49 mandates the Audit Committee tewethe internal audit reports and to
ascertain internal control weaknesses if any afpamh the appointment, removal, and
remuneration of the Chief Internal Auditor. The Audommittee is responsible for good

audit practices to fortify internal control. Buhet performance of the Audit Committee
has been deficient thereby impairing audit qualltiyerefore, Bhattacharyya believes an

agency independent of the ICAI to review the audite one possibility in this regard.

3.3.3.21_Absence of Board Oversight of Auditdia does not have any independent

oversight Board which is necessary for India totdeated at par with other developed
countries. The oversight board is an European U(i) requirement and it will impact
Indian auditors whose companies are listed at Ethaxge$’ Incidentally, India boasts
of firms which audit more than 200 companies lisaeslarious EU Exchanges. Therefore
as pointed out by Rahul Roy, an independent ovardigdy when formed could seek
membership of the International Forum of Independé&udit Regulators, thus

internationally integrating the Indian profession.

3.3.3.22 Flawed Design of Remuneration and IncertRackagekar believes that it is

desirable to have a Compensation or Remunerationn@itee to draw up remuneration

package&® The committee is to be accountable to the Boand tfiis the Board can set
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compensation criteria in consultation with the cattem. At the same time, companies

should be transparent to shareholders in thesersatt

3.3.3.23 Principal-Agent ConflicEun and Resnick point out that increasing manalger

ownership may lift the firm value initially sincéé interests of managers and owners
become better alignéd.But if managerial ownership exceeds a certain tpdire firm
value may actually begin to decline as manager$ vwarger shareholdings may
effectively thwart takeover bids and can appropr@isproportionately larger benefits at
the cost of outside investors. However, if the nggmi@al ownership stake keeps on
increasing then the alignment effect may becomeimim again. As managers become

larger shareholders it does not make sense to iepdonselves.

3.3.3.24 _Constraints on Proxy-VotinBhattacharyya points out that a proxy cannot

participate in discussions at General Meetingscamdvote only in a pof® According to
prevailing corporate practice, voting is done bystow of hands unless a poll is

demanded. Therefore in most situations a proxy&ble to exercise the voting right.

3.3.3.25 Lack of Investor Protectiomn the case of Optionally Fully Convertible

Debentures (OFCDs) of two Sahara group compankeB] 8eclared that it would not be
able to provide redress to any investor on any daimpinvolving the instrument. The
reason offered was that the OFCDs issued by theswanies had not been done in

compliance with the Companies Act, 1956 and thelS®©Bns relating to public issues.

3.3.3.26 _Lack of Provisions for Class-Action Sui@ass-Action Suits (CAS) allow

shareholders to sue on a violation of any provissbra company’s Memorandum or

Articles. Such suits can render void a resolutiberimg the Memorandum or Articles if
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passed by concealment of material fA¢6AS provide for restraining a company and its
directors from proceeding on such a malafide regwiu These suits discourage a
company from committing any act contrary to proms of the law. Presently there is no
such right available to shareholders but it isudeld in the Companies Bill, 2009 (and its

updated versions up to 2011) which is yet to be@gu.

3.3.3.27 _Inadequate and Delayed Legal Mechanidsnsler the Companies Act, the

powers and duties of directors are laid out inaasisections such as 291, 297, 299, 397,
398, 408 and 629A. They emphasize directors’ fidyciduties to shareholders, to act
with due care, skill and good faith.Unfortunately the Act does not offer a proper
remedial mechanism, providing for cancellation ohsecrupulous transactions,

compensation for corporate and stakeholder lossesyery of ill-gotten gains, etc.

In the wake of globalization and increhsempetition in India, there is a need for
institutional support to improve the legal systemd &aw enforcement. The score for Rule
of Law Index in case of India stood at 4.17 in 1988ch was significantly inferior to the
English-origin average countries i.e., 6°4&ontract enforcement through courts of law
is also a long-drawn process in India. Moreoveurtsoin India assign priority to criminal
cases over civil cases. So there are further defattse resolution of business disputes.
An unfortunate feature of the Indian court systesnthe inordinate delay in court
proceedings, which typically could take up to 2@rgd® In addition to this, the number
of judges per Million citizens is slightly over 10 India, which is significantly lesser
than other countries; for instance, in the casé®ift is 107 and in Britain it is over 56.
Lack of alternative options of dispute resolutiom gaucity of judges drags disputes for

several years. Hence, this imposes serious contstian the Indian judicial system.
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3.3.3.28_Tunnelling Tunnelling seems to be widespread mostly viartbe-operating
components of profits. Market prices do not seenm¢orporate tunneling; for example,
on January 7, 2009 when the Satyam fraud was me¥e8lout of 50 Nifty stock prices
suddenly fell by more than 10 per cent, the megiare decline of nine stocks was 15
per cent and the Nifty Index fell by 6 per cent. B¢ end of February, Nifty had fallen
by 11 per cent and the median price decline of stneks was 37 per ceftHowever, at

least one research study offers a somewhat ditfeiew *®

3.3.3.29 Free Rider Problermstitutional investors are prone to interveneha CG of

the company and while doing so they have to bearctst of intervention in order to
protect their interests. In this process, minosityareholders will ride free at the cost of
institutional investorsUnder such a situation, if, at alhey prefer to exit the company by

selling their equity shares instead of intervenibgill not promote good CG.

3.3.3.30 Passive Role of Institutional Invest@tidies reveal that institutional investors

in India have played an inert role in the CG systéimdian companie¥.

3.3.3.31_The Hazard of Accounting Legerdemdinhas been pointed out that Brand

Value and Goodwill Accounting are areas in whickcaiations can be treacherotfS.
Brand Value is an intangible asset that represamemium ascribed to a company by
virtue of its brand and reputation. One may computalue utilizing a standard model
based on free cash flow, profits before interest taxes and sales projections. Yet,
Brand Value goes beyond that. It is generally atszkfhat trust and consistency, are the
foundations of Brand Equity, created by a souns®tbf dedication to customers, in

terms of quality, service and so on, rather thamlidy talk and impression management.
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However, there are financial conmen who cast asidemmon sense and concoct
misleading numbers of brand value of a relativebung enterprise on the basis of
financial projections of the ensuing 10 years. Tikighat Jeff Skilling of Enron termed
“hypothetical future value accounting” and convidd@/all Street analysts about™ft.
Attractive valuations, though based on shaky grsuemtice investors, especially when
alternative investment avenues are scarce. Whesrpeisies fail, Board members are
known to have sought shelter under the excusehbanatter was not brought before the

Board and so they were unaware.

In case, dummy revenues are recordenh fthe (fictitious) sale of goods or
services, it will result in inflated profits. Anath possibility is by debiting dummy
expenditure in the books of accounts and simultasigomisappropriating an equal
amount of cash. Another concern is that window singsand secret reserves are possible
even within the framework of Accounting StandarBer instance, with Depreciation
Accounting, Accounting Standard-6 allows a chamg#hé method of depreciation, and a
differing amount of depreciation will either incesaor decrease profits. Hence by a
change in the method of deprecation, accounts eamalsified. In short, accounting

legerdemain is an important concern of CG.

3.3.3.32 _Recurring Insider Tradinddn March 11, 2011 the SEBI barred three

Independent Directors of Pyramid Saimira from msgtion the Board of any listed
company for two years for giving false and mislegdstatement®? Such problems

could be linked to the lucrative remuneration agged with Independent Directorships;
each Board meeting can yield up to Rs. 20,000 fdirector. The law permits one per

cent of the profit to be distributed amongst thdelpendent Directors, and there is no
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restriction on the stock options that can be offefgccording to Prithvi Haldea of Prime
Database a retired bureaucrat earned Rs. 2.2 @r@@07-08 from his directorships in
ten listed companies and two foreign companies. iHme from four unlisted

companies was extra. In all probability, promotessuld not prefer strangers on the

Board, and Independent Directors may often be happyg acquiescent.

A view that has been expressed is that the workhefmarket regulator and
auditors cannot be assigned to Independent Diecitre question posed is whether they
have the tools and the expertise to detect frabafyam is a good example of how even
Independent Directors were 18X The Independent Directors on its Board were
criticized because they had no clue of Raju’s mesdepracticed over seven long years.
Subsequent to the scam, over 2,000 Independenttbise have reportedly resigned

which is not a good sign.

3.3.3.33 Corruption, and Incomplete or Delayedestigation.Corruption prevalent in a

country also affects enforcements of corporate legguns especially CG which
advocates transparency and disclosures of businassactions in a country (Exhibit

3.8).
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EXHIBIT 3.8
TRANSPARENCY INTERNATIONAL'S CORRUPTION INDEX RANKNGS

Country Corruption Perceptions Index CPI SCORE
(CPI) RANK

2008 2007 2008 2007
Denmark 1 1 9.3 9.4
Singapore 4 4 9.2 9.3
Australia 9 11 8.7 8.6
Hong Kong 12 14 8.1 8.3
UK 16 12 7.7 8.4
Japan 18 17 7.3 7.5
) 18 20 7.3 7.2
France 23 19 6.9 7.3
South Korea 40 43 5.6 5.1
South Africa 54 43 4.9 5.1
Mexico 72 72 3.6 3.5
China 72 72 3.6 3.5
Brazil 80 72 3.5 3.5
India 85 72 3.4 3.5
Russia 147 143 2.1 2.3

Note: Ranks go from 1 to 180 with 1 being leastwoirand 180 being most corrupt.
Scores go from 1 to 10 with 1 being namstupt and 10 being least corrupt.

Source: Transparency International cited by G&egesh, “Corruption Counter,”
Business World, December 1, 2008, p. 24.

The Serious Fraud Investigation Office (SFIO) was @ under the MCA to,
among other things, look into cases of substaimiallvement of public interest in terms
of the size of monetary misappropriation and pessafiected. However, the agency
appears to be ineffective in implementatiBhincidentally, as pointed out, the SFIO, is
not even a statutory body and so lacks powers @ircke and seizure and of

interrogation:®® Even the documents seized from Satyam'’s office® met been shared

with the SFIO.
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3.3.3.34_Undesirable Consequences of Mandatory T8& MCA has been favouring a

mandatory provision for every company having aauer of Rs. 1,000 Crore or more, or
a net worth of Rs. 500 Crore or more, or a netipodfRs. 5 Crore in a year to spend at
least 2 per cent of their average net profits dutire three preceding financial years on
CSR! |f this provision is approved then the scope forraption increases as the
meaning of CSR can be widely applied. Further, miamys may manipulate profits on
this account and even if they claim to have speper2cent of such average profits on
CSR, it cannot be verified unless it is auditedmisi are not happy with the proposal as a
mandatory requirement since government interventvdhincrease, and shareholders’

interests will suffer.

3.3.3.35 Divergence in Emphasis among CG ModBsfinitions of CG focus on

interests of shareholders as well as on interdsttakeholders. The issue is that there is
no commonly acceptable definition of CG among wasicountries. According to Allen
and Gale, Anglo-Saxon countries viz., US and UKaguCG with firms pursuing the
interests of shareholders whereas in countries Jégean, Germany and France, CG
focuses on the interests of a wider set of stakkgns| including employees, customers
and shareholderS’ Therefore, arriving at an objective definition®6 is itself a critical

issue.

3.3.3.36_Sham CompliancBebaclesin the financial sector such as Satyam and other

IPO related scams demonstrate that increased tegulaas not improved the quality of

CG!®CG is being adhered to in letter but not in spirit
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Apart from the barriers stated above there arewadiners such as insufficient
guidance from authorities on CG enforcements, nitie@f directors and auditors. For
instance, it has been pointed out that in risk gameent framework and CEO/CFO
certification of internal control evaluation, treck of adequate guidance from regulators
and other agencies has resulted in inconsisterieimentation of CG* Moreover, many
corporate frauds have been committed in comparaem@ high-profile directors as well

as in good companies having reputed audit firms.
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CHAPTER 4

RESEARCH DESIGN

4.1 Research Design
To glean insights about Corporate Governance (CG&jtiges, it was initially decided to
utilize primary as well as secondary data. Prindata were solicited with the help of a
guestionnaire which was mailed to the sample comparPrior to finalizing the
guestionnaire, a pilot survey had been carriedamwt it involved five Vadodara-based
publicly listed companies. For secondary data,cuest letter was sent by post to the
sample companies described under Methodology sgéheir annual reports. It was also

decided that other modes of collecting secondaty wauld be used, if the need arose.

4.2 Methodology
The Securities and Exchange Board of India reguiatirelating to CG viz., Clause 49 of
the Listing Agreement are applicable to listed cames. Clause 49 contains mandatory
and non-mandatory CG norms. Listed companies linffilcertain criteria are to adhere
to mandatory CG norms while adherence to non-mang&@G norms is voluntary A
total of fifty companies, whose equity shares casgthe Standard and Poor’'s (S&P)

CNX NIFTY Index, or more popularly, the Nifty, werghosen for the study. These

Di) By all entities seeking listing for the first timig); by all listed companies having a paid up shzapital
of Rs. 3 Crore and above or net worth of Rs. 25&€ow more at any time in the history of the entityd
such listed companies include public sector unid lBody corporate i.e. private and public sectarkba
financial institutions, insurance companies andwe mutual funds.

Source: FAQs on Corporate Governance, January 20@8able at www.nseindia.com
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companies are subject to compliance with CG normg their credibility among
investors is pertinent and vital. Another reasancfoosing the sample companies is that
they are comparatively medium to large in size. €Reent and degree of disclosures
have been found to be better in larger companidso, a possible argument offered is
that larger firms have more resources for undentalidditional CG initiatives as they
draw considerable attention from the investing jmibhnd so have to disclose more
information? It has also been argued that disclosures by corepamitheir annual reports
should be considered as the most important sourdafarmation® Accordingly, the
approach of this study is consistent with othedigtsl in which CG practices were
examined from the annual reports of compahiBserefore, the findings of the study are
based on the information derived from annual repoftthe sample companies. An in-
depth study of such companies can bring out moaitiges in CG for other companies

to emulate.

4.3 Scope of the Study
The scope of the study covers three financial yeirs 2005-06, 2006-07, and 2007-08.
The financial year-end i.e., 31.03.2006 is alsosmered as reporting on CG practices
was made mandatory since then. Fifty companies deimg the S&P CNX NIFTY in
each of the years feature in the study, considethmy criteria and schedule of
implementation of CG requirements. As these beimrgeeally reputed companies, it was
thought that the findings and recommendations @ #8tudy may serve to project

exemplary CG practices for other companies to etaula
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4.4 Sources of Data
The sources of data and information for the studsrewthe websites of selected
companies and Prowess database accessed from thd&rsa Mehta Library of The

Maharaja Sayajirao University of Baroda, Vadodara.

4.5 Sampling Plan
Purposive (deliberate or judgment) sampling tealmigyas used for deciding the sample
for the study. As mentioned before, the sample isthsf fifty companies pertaining to

different sectors which comprise S&P CNX NIFTY Inde

4.6 Data Collection
The response to the endeavour to generate prinseywlas inadequate. Therefore, the
work proceeded on the basis of secondary data.nfacy data and information were
culled from annual reports which were obtained frdiffierent sources. Some annual
reports were received directly from the selecteshganies on request. As only some of
the companies sent their annual reports, otherg wWewnloaded via the internet, i.e.,
from the websites of selected companies and irptheess, Prowess database was also
accessed for the required information. The datairfodmation used from annual reports

for the study was for the three financial years,\@905-06, 2006-07 and 2007-08.
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4.7 Data Processing and Analysis
Calculation of percentages to analyze data andogpipte statistical techniques to test
relevant hypotheses were employed by using theatdtaned from secondary sources in

order to achieve the objectives of the study.

4.8 Limitations
The results of the study should be viewed in thekgeound of limitations such as sample
size, sampling technique, prevalent laws and thatiun of the study. Publicly disclosed
information e.g., in the annual reports is con®deais correct, regardless of whether the

company followed it or not in actual practice.
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CHAPTER 5

ANALYSIS AND INTERPRETATIONS

5.1 Introduction
This chapter presents data, application of ste#istests and outcomes and interpretations

of data pursuant to the objectives of the study.

5.2 Selection of Data
It was decided to use secondary data of compahegsfeatured in the Standard and
Poor’'s (S&P) CNX NIFTY Index at the end of the y&2005-06, 2006-07 and 2007-08.
Companies featuring in the Index represented deverdustries and sectors. However,
while most of the companies selected for studyfiam® the manufacturing sector, some
of them are from service and allied sectors. ThigyNndex comprises equity shares of
fifty companies. Twelve companies presently feamyriwere not listed at the National
Stock Exchange in all the three years as menticasale. These companies were
excluded from the sample in order to provide a canmaple basis for the study and also to
discern trends in Corporate Governance (CG). Fyrtlkaims made by Satyam
Computers Services Ltd. about its CG practicesedaisuspicion in the light of
subsequent revelations, so it too was not congidédat of the remaining thirty-seven
companies, publically disclosed information was metilable in the case of three
companies, viz., National Aluminium Company Limitélnjab National Bank and State
Bank of India (SBI). In the wake of non-availahjlibf data, it was further decided to

send a registered letter to these above-mentidimed tompanies requesting their annual
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reports. Till July 15, 2011, no response was rexkiivom these companies except SBI.
SBI stated that it has complied with provisionsGl&use 49 of the Listing Agreement
except where provisions are not in conformity w8BI Act, 1955 and the directives
issued by Reserve Bank of India (RBI) or Governnwnindia. It is further stated that
mandatory requirements of Clause 49 such as cotigosif Board, composition of
Audit Committee and compensation of Non-Executivee@ors are not binding on the
bank as separate provisions of the SBI Act, 1995, &neral regulations and RBI
guidelines deal with the same. So, on these gro8Bdsvas not considered. Eventually,

the sample for the study comprised thirty-four camips.

5.3. Objectives of the Study
1. To ascertain the extent of compliance with méorggprovisions of Clause 49 of
Listing Agreement.
2. To examine the status of non-mandatory and ebkayn@G practices.

3. To ascertain barriers to CG reforms in India.

5.4 Definitions

5.4.1CG
CG means a set of practices that safeguards tleeegttof the set of
stakeholders, in particular, shareholders.
5.4.2 CG PROVISIONS
The reference is to mandatory as well as non-mangd&G provisions as

per Clause 49 of the Listing Agreement.
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5.4.3 CG PRACTICES
Compliance with mandatory as well as non-manda@®y provisions as
per Clause 49 of the Listing Agreement and exergpl® practices followed by
listed companies for compliance, transparency,evateation and excellence.
5.4.4 COMPLIANCE
It warrants full conformance with mandatory and smoandatory CG
provisions contained in Clause 49 of the Listingeament.
5.4.5 CLAUSE 49
One of the stipulations in the Listing Agreementuieed by stock
exchanges that contains provisions of CG.
5.4.6 LISTING AGREEMENT
A regulation mandated by the Securities and Exchd@wgard of India to
be complied with by companies vis-a-vis stock excjes in order to get their
equity shares listed on stock exchange(s) in India.
5.4.7 LISTED COMPANIES
Companies that featured in the S&P CNX NIFTY Indexat 31 March
2006, 2007 and 2008.
5.4.8 EXEMPLARY CG PRACTICES
Voluntary CG practices that go beyond mandatory aod-mandatory
provisions of Clause 49 of the Listing Agreement.
5.4.9 BARRIERS TO CG

Practices that hinder CG compliance.
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5.4.10 CG REFORMS
Effecting gradual improvements in the existing CG regulatiomshe

interests of stakeholders and the country at large.

5.5 Sample

The following is a list of sample companies for gheady.

EXHIBIT 5.1

SAMPLE COMPANIES THAT FEATURED IN S&P CNX NIFTY INEX

AT 31°T MARCH
Sr.No. | Asat 31.3.2006 Asat 31.3.2007 Asat 31.3.2008
1. ABB Limited, India ABB Limited, India ABB Limitd, India
2. Associated Cement Companies Limited ACC Limited ACC Limited
3. Guj Ambuja Cements Guj Ambuja Cements* Ambuja Cesiétd.
4. Bharti Tele V* Bharti Airtel Limited Bharti AirteLimited
5. Bharat Heavy Electricals Limit¢* Bharat Heavy Electricals Limitt* Bharat Heavy Electricals Limit¢*
6. Bharat Petroleum Corporation Limited** Bharat Pé&um Corporation Limited** Bharat Petroleum Corgiion Limited**
7. Cipla Limited Cipla Limited Cipla Limited
8. Dr. Reddy's Laboratories Limited Dr. Reddy’s Lahtries Limited Dr. Reddy's Laboratories Limited
9. GAIL (India) Limited** GAIL (India) Limited** GAIL (India) Limited**
10. | Grasim Industries Limite Grasim Industries Limite Grasim Industries Limite
11. | HCL Technologies Ltd HCL Technologies Ltd HCL Technologies Limitel
12. | Housing Development Finance CorporatianHousing Development Finance CorporationHousing Development Finance Corporatior
Limited Limited Limited
13. | HDFC Bank Limited HDFC Bank Limited HDFC Bank Lirad
14. | Hero Honda Motors Limited Hero Honda Motors Limited Hero Honda Motors Limited
15. | Hindalco Industries Limite Hindalco Industries Limite Hindalco Industries Limite:
16. | Hindustan Lever Limited* Hindustan Unilever Limite Hindustan Unilever Limited
17. | ICICI Bank Limited ICICI Bank Limited ICICI Bank Imited
18. | Infosys Technologies Limited Infosys Technologiéwited Infosys Technologies Limited
19. | ITC Limited ITC Limited ITC Limited
20. | Larsen & Toubro Limited Larsen & Toubro Limited Isain & Toubro Limited
21. | Mahindra & Mahindra Limited Mahindra & Mahindrarhited Mahindra & Mahindra Limited
22. | Maruti Udyog Limited Maruti Udyog Limited* Maruti ®uki India Limited
23. | Oil and Natural Gas Corporation Limited*}  Oil aihhtural Gas Corporation Limited**|  Oil and Naturah§&Corporation Limited**
24. | Ranbaxy Laboratories Limited Ranbaxy Laboratoriiesited Ranbaxy Laboratories Limited
25. | Reliance Energy Limited Reliance Energy Limited* liRece Infrastructure Limited
26. | Reliance Industries Limited Reliance Industries itéu Reliance Industries Limited
27. | Steel Authority of India Limited** Steel Authoritgf India Limited** Steel Authority of India Limitd**
28. | Sun Pharmaceutical Industries Ltd. Sun Pharmarasutidustries Ltd. Sun Pharmaceutical Industrils L
29. | Tata Motors Limited Tata Motors Limited Tata Matdrimited
30. | The Tata Power Company Limited The Tata Power Companited The Tata Power Company Limited
31. | Tata Steel Limited Tata Steel Limited Tata Steehited
32. | Tata Consultancy Services Limited Tata Consulté@yices Limited Tata Consultancy Services Limited
33. | Wipro Limited Wipro Limited Wipro Limited
34. | Zee Telefilms Limited* Zee Entertainment Enterpsi¢émited Zee Entertainment Enterprises Limited

* Indicates those companies that have changedrheies in the year, so a new name features imtiog/ing year’s Nifty Index.
** Government companies.
Sources: (i) The Economic Times, Ahmedabad, 31March 2006, 2007 and'April 2008.

(i) www.nseindia.com

(iii) Annual Reports of sample comjes.
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EXHIBIT 5.2

SECTOR-WISE CLASSIFICATION OF SAMPLE COMPANIES

Sr. No | Compan' Secto
1. ABB Limited, India Capital Good
2. ACC Limited Housing Relate
3. Ambuja Cements Ltc Housing Relate
4, Bharti Airtel Limited Telecon
5. Bharat Heavy Electricals Limite Capital Good
6. Bharat Petroleum Corporation Limit Oil and Ga
7. Cipla Limited Healthcare
8. Dr. Reddy’s Laboratories Limite Healthcar
9. GAIL (India) Limited Oil and Ga
10. | Grasim Industries Limite Diversifiec
11 | HCL Technologies Limite: Information Technolog
12, | Housing Development Finance Corporat Financt
Limited
13. | HDFC Bank Limitec Financt
14, | Hero Honda Motors Limite Transport Equipmen
15. | Hindalco Industries Limite: Metal and Mining
16. | Hindustan Unilever Limite Fast Moving Consum Goods
(FMCG)
17. | ICICI Bank Limited Financt
18. | Infosys Technologies Limite Information Technolog
19. | ITC Limited FMCG
20. | Larsen & Toubro Limitec Capital Good
21. | Mahindra & Mahindra Limitec TransporiEquipment
22, | Maruti Suzuki India Limitec Transport Equipmer
23. | Oil and Natural Gas Corporation Limit: Oil and Ga
24, | Ranbaxy Laboratories Limite Healthcar
25. | Reliance Infrastructure Limite Powe
26. | Reliance Industries Limite Oil and Ga
27. | Steel Authority of India Limite« Metal and Mining
28. | Sun Pharmaceutical Industries L Healthcar
29. | Tata Motors Limitec Transport Equipmer
30. | The Tata Power Company Limit Powe
31. | Tata Steel Limitet Metal and Mining
32. | Tata Consultancy Services Limit Information Technolog
33. | Wipro Limited Information Technolog
34. | Zee Entertainment Enterprises Limit Entertainmer

Sources: (i) Das, Subhash ChanCorporate Governancein India: An Evaluation,
Prentice-Hall of India Privdtienited, New Delhi, 2008, pp. 139-140.

(i) www.bseindia.com, website assgson 19 May, 2008.
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TABLE 5.1

SECTOR-WISE WEIGHTINGS OF COMPANIES IN THE SAMPLE

Sector No. of Companies Weightings (%)
Capital Goods 3 8.82
Housing Related 2 5.88
Telecom 1 2.94
Oil and Gas 4 11.77*
Healthcare 4 11.77
Diversified 1 2.94
Information Technology 4 11.77
Finance 3 8.82
Transport Equipments 4 11.77
Metal and Mining 3 8.82
FMCG 2 5.88
Power 2 5.88
Entertainment 1 2.94
Total 34 100.00

*Fractions are adjusted in order to obtain tosal@0%.

Source: Gleaned from Annual Reports.

TABLE 5.2

CLASSIFICATION OF GOVERNMENT AND PRIVATE SECTOR CORANIES

BY OWNERSHIP

Ownership Government Owned | Private Sector Owned Total
Companies Companies

No. of 5 29 34

Companies

% Ownership | 14.71 85.29 100

Source: Gleaned from Annual Reports.
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EXHIBIT 5.3

EXPLANATION OF OTHER VARIABLES PERTAINING TO CG

Sr. Variable Description
No.
1. Majority More than 50%
2. Appropriate Size of Board Six to nine directorsthe Board of any
company at the end of a particular year
3. Government Company More than 50% equity shaekshy
Government of India
4. Non-Executive IndependentDefinition as per Clause 49 of the Listing
Director Agreement (Annexure 1)
5. CG Norms/CG Matters Provisions of Clause 4%eelto CG
6. Formal Training to Participation in Seminars, Workshops and
Directors Programmes in CG
7. CG Approach Focus of companies on CG Matters
8. Companies Sample Companies
9. Primacy of Equity Considering overriding preference for pursuing
Shareholders interests of equity shareholders over other
stakeholders in CG Matters
10. Executive Directors Whole Time Directors, Proendexecutive
Directors
11. Non-Executive Directors Non-Executive Non-Ineegient Directors
12. Independent Directors Non-Executive IndepenBamtctors, Lead
Independent Director, Nominee Directors
(except in Government companies), and
Representative Directors

5.6 Findings
As the study covers three years i.e., 2005-06, 200&nd 2007-08, findings are
presented accordingly. With a few exceptions, @@ depresent the status as at the end

of March, for the years mentioned.
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COMPLIANCE WITH MANDATORY PROVISIONS OF CG AS PERLAUSE 49

TABLE 5.3

Provisions Clause of Number of Companies
Listing
Agreement 2005-06 2006-07 2007-08
|. Board of Directors 49(1) Full Non- Full Non- Full Non-
Compliance Compliance® | Compliance | compliance® | Compliance | Compliance®
(A) Composition of Boar 49 (1A) 29 5 30 4 29 5
(B) Non-Executive Directors’ 49 (IB) 34 0 34 0 34 0
Compensation and Disclosurégs
(C) Other Provisions as to Board | 49 (IC) 34 0 34 0 33 1
and Committees
(D) Code of Conduct 49 (ID) 33 1 34 0 34 0
M ean of Number of Companies not complying 325 15 33 and 1 and 2.94% 325 15
and corresponding per centage (95.59%)), (4.41%), 97.06% (95.59%), (4.41%),
ie., 33 e, 2 i.e., 33 ie., 2
1. Audit Committee 49 (11)
(A) Qualified and Independent 49 (I1A) 33 1 34 0 34 0
Audit Committee
(B) Meeting of Audit 49 (1IB) 31 3 34 0 33 1
Committet
(C) Powers of Audit 49 (IIC) 34 0 34 0 34 0
Committee
(D) Role of Audit Committee 49 (1ID) 34 0 34 0 34 0
(E) Review of Information by 49 (lIE) 34 0 34 0 34 0
Audit Committee
M ean of Number of Companies not complying 33.2 0.8 34 and 100%| 0 and 0% 33.8 0.2
and corresponding per centage (97.65%), (2.35%), (99.41%), (0.59%)),
ie., 33 ie, 1 ie., 34 ie., 0
. Subsidiary 49(111) 1 3P 1 3% 2 31
Companies
V. Disclosures 49 (1V)
(A) Basis of Related Party 49 (IVA) 34 0 34 0 34 0
Transactions
(B) Disclosures of Accounting 49 (IVB) 34 0 34 0 34 0
Treatment
(C) Board Disclosures (Including | 49 (IVC) 32 2 32 2 33 1
Risk Management)
(D) Proceeds from Public Issues,4g (IVD)* 5 20 5 ocf 5 ocf
Rights Issues, Preferential
Issue
(E) Remuneration 49 (IVE) 34 0 34 0 34 0
of Directors
(F) Management Discussion 49 (IVF) 34 0 34 0 34 0
(G) Information to Shareholders 49 (IVG) 34 0 34 0 34 0
M ean of Number of Companies not complying 33.666 0.33 33.666 0.33 33.833 0.17
and cor responding per centage’ (99.03%), (0.97%), (99.03%), (0.97%), (99.50%), (0.50%),
i.e., 34 ie, 0 i.e., 34 ie., 0 i.e., 34 e, 0
V. Chief Executive Officer 49 (V) 23 11 27 7 29 5
(CEO)/Chief Financial (67.65%) (32.35%) (79.41%) (20.59%) (85.29%) (14.71%)
Officer (CFO) Certification
V1. Report on Corporate 49 (VI) 34 (100%) 0 (0%) 34(100%) 0 (0%) 34 (100%) 0 (0%)
Governance
VII. Compliance (AsCertified) 49 (VII) 34 (100%) 0 (0%) 34 (100%) 0 (0%) 34 (100%) 0 (0%)

2 Non-Compliance includes less than full compliantecludes not applicable 14, no information 18 aadipl compliance by 1
company? Includes not applicable 15 and no information byctépanies® Includes not applicable 14, no information 17 and
partial compliance by 1 comparfyincludes not applicable 28 and no information lypinpany. Clause 49 (l11) and 49 (IVD)
are excluded from computation of the mean percestéyy testing as these clauses are not applicabie information has been
provided by many companies in this regard.

Source: Gleaned from Annual Reports.
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TABLE 5.4

COMPLIANCE WITH NON-MANDATORY PROVISIONS OF CG

AS PER CLAUSE 49

Provisions Clause 49 of Number oiCompanie
Listing 2005-06 2006-07 2007-08
Agreement Full Non- .| Ful Non- . Full Non- .
Compliance | Compliance | Compliance Compliance | Compliance | Compliance
1. The Board Annexureg 2 32 1 33 1 33
ID (5.88%) (2.94%) (2.94%)

2. Remuneratior Annexure | 21 13 21 13 21 13
Committee I D (61.76%) (61.76%) (61.76%)

3. Shareholder | Annexure | 9 25 8 26 9 25
Rights 1D (26.47%) (23.53%) (26.47%)

4. Audit Annexure | 14 20 15 19 16 18
Quialifications| | D (41.18%) (44.12%) (47.06%)

5. Training of | Annexure | 7 27 6 28 6 28
Board ID (20.59%) (17.65%) (17.65%)
Members

6. Evaluation Annexure | 8 26 8 26 7 27
of Non- ID (23.53%) (23.53%) (20.59%)
Executive
Directors

7. Whistle- Annexure | 23 11 24 10 23 11
Blower I D (67.65%) (70.59%) (67.65%)
Policy

"Non-Compliance includes less than full compliance.
Source: Gleaned from Annual Reports.
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TABLE 5.5

COMPLIANCE WITH EXEMPLARY CG PRACTICES

No.

Exemplary Practices

Number of Companies

2005-06 2006-07 2007-08
Non- Non- Non-
Compliance Compliance Compliance Compliance Compliance Compliance
1. CG Ratings 3 31 3 31 4 30
2. Shareholders Satisfaction Survey 1 33 2 32 2 32
3. Compliance Committee 0 34 0 34 2 32
4, Ethics and Compliance Committee 4 30 4 30 4 30
5. Nomination Committee 6 28 10 24 9 25
6. Value Added Statement/Market Value Added 4 30 2 32 3 31
7. Health, Safety and Environment 7 27 7 27 8 26
8. Secretarial Standards on CG by Institute of 1 33 1 33 3 31
Company Secretaries of India
9. Fraud Monitoring Committee 2 32 2 32 2 32
10. | Compliance with Recommendations of CG by | 2 32 2 32 2 32
Committee(s) (e.g. Kumar Mangalam Birla,
Naresh Chandra and Narayan Murthy Committee)
11. | United Nations Global Compact Programme 2 32 2 32 3 31
12 Value Reporting 1 33 1 33 1 33
13. | Economic Value Added Analysis 5 29 4 30 4 30
14. | Euro Shareholders CG Guidelines, 2000 1 33 1 33 |1 33
15. | 30 Organisation for Economic Cooperation and 1 33 1 33 1 33
Development’s Principles of CG
16. | Findings and Recommendations of The 1 33 1 33 1 33
Conference Board Commission on Public Trust
and Private Enterprises in the United States, 2002
and 2003
17. | Early Compliance of International Financial 1 33 1 33 1 33
Reporting System
18. | Sustainability/Environment and Sustainability | 5 29 6 28 7 27
Reporting
19. | Risk Monitoring Committee 1 33 1 33 1 33
20. | Environment Report /Policy/Environment 5 29 5 29 5 29
Management
21. | Frequently Asked Questions in Annual Report 2 2 3 2 32 2 32
22. | Secretarial Compliance Certificate by Company 5 29 5 29 5 29
Secretary
23. | CG Guidelines for Public Sector Enterprise§720 0 34 0 34 1 33
24. | CG Monitoring and Review Process/Compliande 0 34 2 32 1 33
Mean of Number of Companies complying 2.5 2.71 3.04
and corresponding percentage (7.35%), | ------—--- (7.97%), | ------—--—-- (8.94%), | -----—-----
ie., 3 ie., 3 ie., 3

Source: Gleaned from Annual Reports.
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TABLE 5.6

BARRIERS TO CG

Barriers Number of Companies
2005-06 2006-07 2007-08
Yes No Yes No| Yes No
1. Appropriate Size of Board| 8 26 10 24 6 28
(Six to Nine Directors) (23.53%)* (29.41%)* (17.65%)*

. Formal Training to Board 7 27 6 28 6 28
Members on CG Matters | (20.59%) (17.65%) (17.65%)

. Non-Executive Directors 8 26 8 26 7 27
Evaluation (23.53%) (23.53%) (20.59%)

. Whistle-Blower Policy 23 11 24 10 |23 11

(67.65%) (70.59%) (67.65%)

. CG Approach emphasizes 7 27 7 27 | 8 26
the Primacy of Equity (20.59%) (20.59%) (23.53%)
Shareholders

. Representation of 0 5 1 41 0 5
Non-Executive Independent
Directors in 5 Government
Companies

*Approximate percentages.

Source: Gleaned from Annual Reports.

5.7 Presentation of Data on Compliance

Year-wise data are pooled and summarized as fregueistributions and the related

percentages are computed. Moreover, graphic piesam are also used to depict trends

in CG practices. Statistical testing is also useeddamine hypotheses.
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5.8 Trends in Compliance with Mandatory Provisioh€G i.e. Clause 49:

Trends in compliance with mandatory provisions &f &s reported in Table 5.3

are shown in the following graphs.
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FIGURE 5.1
Number of companies that complied with the provisiegarding the Composition of the

Board of Directors
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FIGURE 5.2
Number of companies that complied with the provisiegarding the Non-Executive

Directors’ Compensation and Disclosures
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FIGURE 5.3
Number of companies that complied with the othewwions as to Board Meetings and

Board Committee Membership
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FIGURE 5.4

Number of companies that complied with the provisid Code of Conduct
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FIGURE 5.5
Number of companies that complied with the provisiegarding Qualified and

Independent Audit Committee
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FIGURE 5.6
Number of companies that complied with the provisiegarding Meetings of Audit

Committee
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FIGURE 5.7
Number of companies that complied with the provisiegarding Powers of Audit

Committee
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FIGURE 5.8
Number of companies that complied with the provisiegarding Role of Audit

Committee
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FIGURE 5.9
Number of companies that complied with the provisiegarding Review of Information

by Audit Committee
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FIGURE 5.10

Number of companies that complied with the stipafategarding Subsidiary Companies
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FIGURE 5.11
Number of companies that complied with the prowvisiegarding disclosures of basis of

Related Party Transactions
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FIGURE 5.12
Number of companies that complied with the prowigiegarding disclosures of

Accounting Treatment
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FIGURE 5.13
Number of companies that complied with the provisiegarding Board Disclosures

including risk management
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FIGURE 5.14
Number of companies that complied with the provigiegarding disclosures of Proceeds

from Public Issues, Rights Issues and Preferelssales
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FIGURE 5.15

Number of companies that complied with the prowigiegarding disclosures of

remuneration of Directors
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FIGURE 5.16

Number of companies that complied with the prowigiegarding disclosures of

Management Discussion and Analysis and all mateaakactions

294



34
35

30 -
25 -
20 -

10 -

Number of Companies

2005-06 2006-07 2007-08

Years

FIGURE 5.17
Number of companies that complied with the prowigiegarding disclosures of

information to the shareholders on appointmenteappointment of a Director
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FIGURE 5.18
Number of companies that complied with the provigiegarding CEO/CFO Certification

of Financial Statements to the Board
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FIGURE 5.19

Number of companies that complied with the provisiegarding Report on CG
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FIGURE 5.20

Number of companies that reported compliance wigh(&s certified) in the CG Report
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5.8.1 TRENDS IN COMPLIANCE WITH VARIOUS MANDATORY ROVISIONS
OF CG BY COMPANIES — A COMPOSITE VIEW
It can be noticed from Figure 5.21 that there isteadily increasing trend in

compliance with almost all mandatory CG provisioA®wever, in the year 2007-08,
compliance with Board of Directors and Audit Contet has reduced marginally i.e., by
1%. This is on account of inadequate representatfoindependent directors on the
Boards of companies, lack of Accounting or Finahdanagement expertise in Audit
Committee and inadequate number of Audit Committeetings. There is apparently
markedly lower compliance with CEO/CFO certificatiovhich suggests a deficiency,

contrary to the reported full compliance certifiadCG reports.
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60 - m Board of Directors

- . .
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m Disclosures

Percentages
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m CEO/CFO Certification
30 -+
M Report on CG
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® Compliance (as certified)

10 -+

2005-06 2006-07 2007-08
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FIGURE 5.21
Mean Compliance Percentages (rounded off) of Mamgd&rovisions of CG (except for

CEOI/CFO Certification, Report on CG and Compliance)
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5.9 Trends in Compliance with Non-Mandatory Prauisi of CG

Compliance with non-mandatory provisions of CG paove beneficial for the
smooth functioning of companies. For instance, thgyislowing on unethical tendencies

may discourage fraud within the company.

100

M The Board

80

Remuneration Committee

m Shareholder Rights
60 -

M Audit Qualifications

40 -

Percentages (rounded off)

M Training of Board Members

20 ® The Evaluation of Non-

Executive Directors

m Whistle-Blower Policy

2005-06 2006-07 2007-08

Years

FIGURE 5.22

Trends in compliance with Non-Mandatory Provisioh€G

An inconsistent pattern emerges with regard to miee to non-mandatory

provisions of CG as presented in Figure 5.22. fresta of the oddity can be seen across
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the three years in the evaluation of Non-Executeectors and the whistle-blower

policy.

5.9.1 MAJORITY COMPLIANCE WITH NON-MANDATORY PROVISNS OF CG
Only in two non-mandatory provisions of CG out even i.e., Remuneration

Committee and whistle-blower policy, hasnajority of companies shown compliance as

presented in Figure 5.23.
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62 62 62
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a0 Remuneration Committee

m Whistle-Blower Policy
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FIGURE 5.23

Compliance with Non-Mandatory Provisions of CG

5.10 Statistical Tests
Seeing the nature of data collected from samplepemmes, it was decided to
adopt Single-Sample Tests involving proportionst. §aitability of statistical tests and

applications, data were classified into two categgorThe first set included those that
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demonstrated full compliance while the other cosguithose whose compliance was

either partial or nil.

As a part of computation of the Test Statistic, cbres were calculated using the

following formula?!

Ps — Pu

VPudu/N

Whereps = Percentage of actual number of companies demating full compliance

7 =

pu = Percentage of standard / null hypotheses aimajority as meaning greater
than 50 per cent, hence 0.501.
qQu=1-py
N = Sample size
Sgnificance Level and Critical Region: The significance level of 0.2 and a one-tailed tes
are selected.

5.11 Hypotheses Testing

5.11.1 COMPLIANCE WITH MANDATORY PROVISIONS OF CLASE 49 OF THE
LISTING AGREEMENT

Companies listed at stock exchanges are expectednmply with mandated CG
provisions. Compliance warrants adherence to CGilaégns. Such compliance aids
business in many instances of which one such ksmigigation and risk management.

Moreover, properly designed mandatory CG reforneslikely to result in higher share
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prices (for e.g., large firms gain 4.5% on averagenpared to small firms) in an
emerging market such as India.
The following null hypotheses are considered fatitgy in pursuance of the

objectives of the study for all the three conse®ugiears as discussed above.

Hi . There exists no compliance with mandatory provisiohCG with respect to

composition of Board of Directors in a m#jpof the companies.

Computation of Test Statistic of;Hor 2005-2006:

_0.0441-0.501
~ J1(0.501)(0.499)]/34

=-0.4569+0.0857 = -5.33

The Z scores for the subsequent two years were a@apn the same way (Annexure

2).
TABLE 5.7
Z SCORES FOR H
Provision Years
2005-06 | 2006-07] 2007-08
Composition of Board of Directors -5.33 -5.50 5.3

For the year 2005-06, 2006-07 and 2007-08 a nodis#ibution table will show
that the chances of Z scores of -5.33 and -5.5@lamest nil if the assumptions were true
and since this is less than the significance |lefe2 per cent, the null hypothesis is
rejected. On the basis of the evidence at handunt lme established that there exists
compliance with mandatory provisions of CG withpest to the composition of Board of

Directors in a majority of the companies.
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H, . There exists no compliance with mandatory provisiohCG with respect to Audit

Committee in a majority of the companies.

TABLE 5.8

Z SCORES FOR H

Provision Years

2005-06 | 2006-07 2007-08

Audit Committee -5.57 -5.85 -5.78

For the year 2005-06, 2006-07 and 2007-08 a nodis#ibution table will show
that the probabilities of Z scores of -5.57, -5.86d -5.78 are almost nil if the
assumptions were true and since it is less thansitp@ficance level of 2 per cent

considered, the null hypothesis is rejected.

Hs . There exists no compliance with mandatory provisiohCG with respect to

disclosures in a majority of the companies.

TABLE 5.9

Z SCORES FOR H

Provision Years
2005-06 | 2006-07] 2007-08
Disclosures -5.73 -5.73 -5.79
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For the year 2005-06, 2006-07 and 2007-08 a nodmsaibution table will show
that the probabilities of Z scores of -5.73 and@95are almost nil if the assumptions were
true and as it is less than the significance lefeR per cent, the null hypothesis is

rejected.

H4 - There exists no compliance with mandatory provisionCG with respect to

CEOI/CFO Certification in a majority of thempanies.

TABLE 5.10

Z SCORES FOR H

Provision Years

2005-06 | 2006-07| 2007-08

CEO/CFO Certification -2.07 -3.44 -4.13

For the year 2005-06, a normal distribution tabik sthow that a Z score of -2.07
would occur approximately 1.92 percentage of theetby chance if the assumptions
were true and as it is less than the significameellof 2 per cent, we reject the null
hypothesis.

For the years 2006-07 and 2007-08 a normal digtabuable will show that the
probabilities of Z scores of -3.44 and -4.13 amaaat nil if the assumptions were true
and as they are less than the significance leve? pkr cent, the null hypothesis is

rejected.
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Hs . There exists no compliance with mandatory provisiohReport on CG in a

majority of the companies.
TABLE 5.11

Z SCORES FOR H

Provision Years
2005-06 | 2006-07] 2007-0¢
Report on CG -5.85 -5.85 -5.85

For the year 2005-06, 2006-07 and 2007-08 a nodis#ibution table will show
that the probability of a Z score of -5.85 is alinog if the assumptions were true and

since it is less than the significance level oe2 gent, the null hypothesis is rejected.

Hg - There exists no adherence to mandatory provisib@owith respect to

Compliance (as certified) in a majoritytioé companies.

TABLE 5.12

Z SCORES FOR H

Provision Years
2005-06 | 2006-07| 2007-0¢
Compliance (as certified) -5.85 -5.85 -5.85
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For the year 2005-06, 2006-07 and 2007-08 a nodmsaibution table will show
that the probability of a Z score of -5.85 is altioig if the assumptions were true and as

it is less than the significance level of 2 pertcéme null hypothesis is rejected.

5.12Status of Non-Mandatory and Exemplary CG Practices

5.12.1 STATUS OF COMPLIANCE WITH NON-MANDATORY PRQASIONS OF
CG
Compliance with non-mandatory provisions of CG @untary. However, it is

deemed desirable in the general interest.

H- : A majority of companies adheres to non-mandapooyisions of CG with respect to

the Board.
TABLE 5.13
Z SCORES FOR H
Provision Years
2005-06 | 2006-07] 2007-08
Non-mandatory provisions of CG with respect -5.16 -5.50 -5.50
to the Board

For the year 2005-06, 2006-07 and 2007-08 a nodis#ibution table will show
that the probabilities of Z scores of -5.16 an®05are almost nil if the assumptions were
true and as it is less than the significance lefeR per cent, the null hypothesis is

rejected.
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Hs . A majority of companies adheres to non-mandatooyigions of CG with

respect to Remuneration Committee.

TABLE 5.14

Z SCORES FOR H

Provision Years
2005-06 | 2006-07] 2007-0¢
Remuneration Committee 1.36 1.36 1.36

For the year 2005-06, 2006-07 and 2007-08 a nodmsaibution table will show

that a Z score of 1.36 would occur approximate698ercentage of the time by chance
if the assumptions were true and since it is mioaa the significance level of 2 per cent,

we fail to reject the null hypothesis.

Ho . A majority of companies adheres to non-mandatooyigions of CG with respect to

shareholders rights.

TABLE 5.15

Z SCORES FOR H

Provision Years
2005-06 | 2006-07] 2007-08
Shareholders rights -2.76 -3.10 -2.76

For the year 2005-06, 2006-07 and 2007-08 a nodis#ibution table will show

that Z scores of -2.76 and -3.10 would occur appnately 0.29 and 0.09 percentages of
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the time respectively by chance if the assumptiwae true and as they are less than the

significance level of 2 per cent considered, thié mgpothesis is rejected.

Hio : A majority of companies adheres to non-mandapooyisions of CG with respect
to Audit qualifications.
TABLE 5.16

Z SCORES FOR %

Provision Years

2005-06 | 2006-07| 2007-08

Audit qualifications -1.04 -0.70 -0.35

For the year 2005-06, 2006-07 and 2007-08 a nodis#ibution table will show
that Z scores of -1.04, -0.70 and -0.35 would oapproximately 14.92, 24.02 and 36.32
percentages of the time respectively by chanceefassumptions were true and as they

are more than the significance level of 2 per cetfail to reject the null hypothesis.

Hi1 .A majority of companies adheres to non-mandatooyigions of CG with respect to
training of Board Members.
TABLE 5.17

Z SCORES FOR H

Provision Years
2005-06 | 2006-07, 2007-08
Training of Board Members -3.44 -3.79 -3.79
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For the year 2005-06, 2006-07 and 2007-08 a nodmsaibution table will show
that probabilities of Z scores of -3.44 and -3.78 almost nil if the assumptions were
true and as they are less than the significanadl [@v2 per cent, the null hypothesis is

rejected.

Hi2 .A majority of companies adheres to the non-mangatavvision of CG with respect

to the evaluation of Non-Executive Direstor

TABLE 5.18

Z SCORES FOR I}

Provision Years

2005-06 | 2006-07| 2007-08

Evaluation of Non-Executive Directors -3.10 -3.10| -3.44

For the year 2005-06, 2006-07 and 2007-08 a nodis#ibution table will show
that probabilities of Z scores of -3.10 and -3.4é4 .10 and nil percentages if the
assumptions were true and since they are lesgleasignificance level of 2 per cent, the

null hypothesis is rejected.
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His A majority of companies adheres to non-mandatooyigions of CG with respect to
whistle-blower policy.
TABLE 5.19

Z SCORES FOR I

Provision Years

2005-06 | 2006-07 2007-08

Whistle-blower policy 2.05 2.39 2.05

For the year 2005-06 and 2007-08 a normal disiobutable will showthat a Z
score of 2.05 would occur approximately 2.02 peaga of the time by chance if the
assumptions were true and as it is more than trefisiance level of 2 per cent, we fall
to reject the null hypothesis.

However, for the year 2006-07 a normal distributtable will showthat a Z
score of 2.39 would occur approximately 0.84 peiaga of the time by chance if the
assumptions were true and since it is less thasigmficance level of 2 per cent, the null
hypothesis is rejected.

In the years 2005-06 and 2007-08, the failure jectehe null hypothesis implies
that evidence is not strong enough to reject urthieeyear 2006-07. It may be on account

of inconsistency in reporting with respect to theistle-blower policy.
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5.12.2 STATUS OF EXEMPLARY CG PRACTICES
Some companies have introduced exemplary CG peactithese practices go
beyond mandated CG compliance. Such practicesuctref promote value creation and

improved transparency.

Hi4 : A majority of companies follows exemplary CG giees.

TABLE 5.20

Z SCORES FOR H

Feature Years

2005-06 | 2006-07| 2007-08

Exemplary CG practices -4.99 -4.92 -4.8(

For the year 2005-06, 2006-07 and 2007-08 a nodmsaibution table will show
that probabilities of Z scores of -4.99, -4.92 ad@B0 are almost nil if the assumptions
were true and as it is less than the significargellof 2 per cent, the null hypothesis is
rejected. On the basis of the evidence at handrithe established that a majority of

companies do not follow exemplary CG practices.

5.13 Barriers to Reforming CG Practices

To ascertain whether there exist barriers to refiogn€G practices, a few more

hypotheses were tested. These are as follows.
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His-In a majority of companies the size of the Boardgpropriate.

Board composition is one of the important CG regmients. However, the size of
the Board is equally important. Smaller Boards loammore efficient than the larger ones
which tend to be dysfunctional. When Boards arepaxt) the members can have frank
discussions, whereas in the case of large Boah@sDirectors may unwittingly get
divided into frictional sub-groups which is undesite from the company’s perspective.
Lipton and Lorsch suggested limiting the Board sizesight to nine membefslensen
recommends the Board size at between six and ®iGairg recommendbmiting the
Board size to six membef$n consonance with the above studies, the appiepsiae of
the Board in this study is reckoned at between fsooand nine members. By testing this
hypothesis an attempt is made to know whether anhajof companies has adhered to

the appropriate size of the Board.

TABLE 5.21

Z SCORES FOR I

Feature Years

2005-06 2006-07 | 2007-08

Size of the Board -3.10 -2.41 -3.79

For the year 2005-06, 2006-07 and 2007-08 a nodis#ibution table will show
that Z scores of -3.10, -2.41 and -3.79 would o@pproximately 0.10, 0.80 and almost

nil percentages of the time respectively by chah¢ke assumptions were true and as
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they are less than the significance level of 2qeatt, the null hypothesis is rejected. On
the basis of the evidence at hand it can be eshadlithat in a majority of instances the

size of the Board is not appropriate. So it is mibato better CG practices.

His.In a majority of companies the directors undergonfal training in CG matters.

Training facilitates better execution of corporagsponsibilities. To be more
precise, Board members i.e., directors undergo dbtmaining in companies to execute
fiduciary duties mainly through the CG framework.

This hypothesis is already tested to ascertain danmge with non-mandatory
provisions of CG with respect to training of Boaneémbers (see #). As the hypothesis
is rejected, it can be inferred that in a majoofycases the directors do not undergo

formal training in CG matters which hinders CG reis.

H17 -Evaluation for Non-Executive Directors is conduciieé majority of companies.

The presence of an adequate number of directors isobtiee requirements of
Clause 49. Moreover, they need to contribute dffelst to the Board. Their active
involvement in Board proceedings is of prime impode. Evaluation of Non-Executive
Directors is an important tool and the basis fanpanies to re-appoint Board members
and to ensure that their role is aligned to pradecof interests of stakeholders, in
particular, equity shareholders. Hence, this hygsithis considered to ascertain whether

a majority of companies has conducted evaluatioiNtm-Executive Directors.

312



This hypothesis is already tested to ascertain tamge with a non-mandatory
provision of CG with respect to evaluation of NoxeEutive Directors (seeib). As the
hypothesis is rejected, on the basis of the eviglaichand it can be established that
evaluation of Non-Executive Directors is not conédcin a majority of cases and thus a

barrier to CG reforms.

His A majority of companies has instituted a whistleviaér policy.

Blowing the whistle in case of wrong-doing is orfetlte mechanisms through
which frauds are exposed, as was the case witmEWvbistle-blowing will not prove its
worth unless it is done at the right time so tlasl|to stakeholders can be minimized. A
cautious and caring approach is required for ptitgovhistle-blowers, especially job
security. An environment of frankness among empayelarity about their rights and
duties and freedom to speak without fear will erdealthem to blow the whistle, if the
need arises. So this hypothesis is consideredctrtam whether a majority of companies
has instituted a whistle-blower policy.

This hypothesis is already tested to ascertain tamge with a non-mandatory
provisions of CG with respect to whistle-blower ipgl(see Hs). For the years 2005-06
and 2007-08 we failed to reject the null hypothekiswever, it stands rejected for the
year 2006-07, an outcome that is probably due ¢orisistency in reporting with regard

to whistle-blower policy.
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Hio: The CG approach emphasizes the primacy of eghayeholders in a majority of

companies.

CG regulations emphasize that interests of staklens| particularly shareholders,
be protected. An issue here is the pre-eminencthefinterests of the owners, i.e.,
shareholders, over other stakeholders. An argunsetitat all stakeholders other than
equity shareholders are protected and have legfaisrabout adequate returns in respect
of capital investment in a firm but shareholderepvassume the highest risk, cannot sue
firms for not paying dividend. The practices in tha&id context vary from country to
country based on historical models of conduct dfimess i.e., CG models. CG in India
apparently draws on the Anglo-Saxon Model. The pbere is that there is no most
commonly acceptable definition of CG among coustriBifferent countries, agencies
and committees have defined CG in their own waysofdingly, Anglo-Saxon countries
i.e., the United States and United Kingdom equda®evith the pursuit of shareholders’
interests whereas in countries like Japan, GermaadyFrance, CG is concerned with the
interests of a wider set of stakeholders includiegiployees, customers and
shareholder5.In short, arriving at an objective definition of3Gis itself an important
issue. The hypothesis is tested to know whetheajanty of companies have adhered to

the shareholders’ emphasis goal of CG.
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TABLE 5.22

Z SCORES FOR ¥

Feature Years

2005-06 | 2006-07 2007-08

Primacy of Equity Shareholders -3.44 -3.44 -3.10

For the year 2005-06, 2006-07 and 2007-08, a nodistibution table will show
that probabilities of Z scores of -3.44 and -3.i® amost nil and 0.10 percentages of the
time respectively by chance if the assumptions viere and as they are less than the
significance level of 2 per cent, the null hypoikeis rejected. On the basis of the
evidence at hand it can be established that thea@@oach does not emphasize the
primacy of equity shareholders in a majority of gamies. So interests of shareholders
may be somewhat compromised. In this context, d Isarrier to CG reforms because
companies apparently betray a confusion of prasiibout the interests of shareholders

vis-a-vis other stakeholders.

5.13.1 THE NUMBER OF NON-EXECUTIVE INDEPENDENT DIRHORS IN
GOVERNMENT COMPANIES

As far as CG provisions are concerned, Clause 4pjdicable to government
companies as well. Over and above this clausee tbespanies may voluntarily follow
CG Guidelines for Public Sector Enterprises, 29070 bring transparency and
independency in Board matters, the involvement wof aglequate number of Non-

Executive Independent Directors is important.
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TABLE 5.23

REPRESENTATION OF NON-EXECUTIVE INDEPENDENT DIRECTRS IN

GOVERNMENT COMPANIES

Feature 2005-06 2006-07 2007-08
Yes | No Yes| No Yes No
Representation of Non-Executive0 5 1 4 0 5
Independent Directors as per CG (100%)* (80%)* (100%)*
Norms in Five Government
Companies
*Percentages.

Source: Gleaned from Annual Reports.

In all the 3 years, representation of Non-Executh@ependent Directors as per

CG norms in the 4 Government companies is not atecand hence a barrier. Only one

company has adhered to this requirement in the3@@6-07 as presented in Figure 5.24.
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FIGURE 5.24

Percentage Representation of Non-Executive Indep#ridirectors in Five Government

Companies
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5.14 Summary of Statistical Analysis

The summary of hypotheses tested above are preseniable 5.24 with the

results.

TABLE 5.24

SUMMARY OF HYPOTHESES

Hypotheses

Z Scores and Results

2005-06 | 2006-07|

2007-08 Result

(")

Mandatory

Provisions

H; There exists no compliance with
mandatory provisions of CG with resp
to composition of Board of Directors ir
majority of the companies.

-5.33
ect
a

-5.50

-5.33

Rejecte

H, There exists no compliance with
mandatory provisions of CG with resp
to Audit Committee in a majority of the
companies.

-5.57
ect

-5.85

-5.78

Rejecte

Hs There exists no compliance with
mandatory provisions of CG with resp
to disclosures in a majority of the
companies.

-5.73
ect

-5.73

-5.79

Rejecte

H4 There exists no compliance with
mandatory provisions of CG with resp
to CEO/CFO Certification in a majority
of the companies.

-2.07
ect

-3.44

-4.13

Rejected

Hs There exists no compliance with
mandatory provisions of Report on
CG in a majority of the companies.

-5.85

-5.85

-5.85

Rejecte

Hs There exists no adherence to mandatof
provisions of CG with respect to
Compliance (as certified) in a majority
of the companies.

y5.85

-5.85

-5.85

Rejecte

Non-Mandato

ry Provisions

H; A majority of companies adheres to no
mandatory provisions of CG with resp
to the Board.

n-5.16
oct

-5.50

-5.50

Rejecte

Hs A majority of companies adheres to
non-mandatory provisions of CG with

1.36

respect to Remuneration Committee.

1.36

1.36

Fail to
reject
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Ho A majority of companies adheres to nop-2.76 -3.10 -2.76 Rejected
mandatory provisions of CG with respect
to shareholders rights.
Hi0A majority of companies adheres to nop-1.04 -0.70 -0.35 Fail to
mandatory provisions of CG with respect reject
to Audit qualifications.
Hi1 A majority of companies adheres to nop-3.44 -3.79 -3.79 Rejected
mandatory provisions of CG with respect
to training of Board Members.
Hi2 A majority of companies adheres to the -3.10 -3.10 -3.44 Rejected
non-mandatory provision of CG with
respect to the evaluation of Non-
Executive Directors.
H13A majority of companies adheres to nop2.05 2.39 2.05
mandatory provisions of CG with respeé&ail Rejected| Fail
to whistle-blower policy. to reject to reject
Exemplary CG Practices
Hi4 A majority of companies follows -4.99 -4.92 -4.80 Rejected
exemplary CG practices.
Barriers to Reforming CG Practices
His In a majority of companies the size of the3.10 -2.41 -3.79 Rejected
Board is appropriate.
HisSame as i above. -3.44 -3.79 -3.79 Rejected
H,7 Same as I} above. -3.10 -3.10 -3.44 Rejected
His Same as It above. 2.05 2.39 2.05
Fall Rejected| Fail
to reject to reject
Hio The CG approach emphasizes the -3.44 -3.44 -3.10 Rejected

primacy of equity shareholders in a

majority of companies.
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CHAPTER 6

CONCLUSIONS, IMPLICATIONS

AND DIRECTIONS FOR FUTURE RESEARCH

6.1 Summary of Findings

The findings and statistical analyses were presemté¢he preceding chapter. A

summary of the key findings is recapitulated akfes.

1. As regards mandatory Corporate Governance (QGyigions, approximately on
average 96 per cent, 97 per cent and 96 per ceheafompanies studied complied with
the requirement relating to the composition of Bloaf Directors in the years 2005-06,

2006-07 and 2007-08 respectively.

2. With respect to mandatory CG provisions, apprately on average 98 per cent, 100
per cent and 99 per cent companies complied wihAlldit Committee requirement in

the years 2005-06, 2006-07 and 2007-08 respectively

3. With reference to mandatory CG provisions, apipnately on average 99 per cent, 99
per cent and 100 per cent companies complied wisttiakure requirements in the years

2005-06, 2006-07 and 2007-08 respectively.

4. As regards mandatory CG provisions, approxinged8l per cent, 79 per cent and 85
per cent of the companies complied with the requéamt of certification of financial
statements by Chief Executive Officer (CEO) or CHiemancial Officer (CFO) in the

years 2005-06, 2006-07 and 2007-08 respectively.
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5. As for mandatory CG provisions, almost 100 patof the companies complied with
the Report on CG and Compliance with CG (as ced)frequirements in the three years

as mentioned previously.

6. Approximately 62 per cent of the companies caemaplwith the non-mandatory

provision of having a remuneration committee inttiree years studied.

7. Approximately 68 per cent, 71 per cent and 68gaeat of the companies complied
with the non-mandatory provision of adherence tastidrblower policy for the years

2005-06, 2006-07 and 2007-08 respectively.

8. Other non-mandatory provisions were followed Imat by a majority of the

companies.

9. Approximately 21 per cent of the companies fodd the exemplary practice of
promoting Health, Safety and Environment in therg&905-06, 2006-07 and 24 per cent

in the year 2007-08.

10. About 18 per cent, 29 per cent and 26 per oérthe companies followed the
exemplary practice of establishing of a Nominat@ommittee (for appointment of

Directors) in the years 2005-06, 2006-07 and 20®7eBpectively.

11. Another exemplary practice followed is Susthiliy Reporting by 15 per cent, 18
per cent and 21 per cent of the companies in tlaesy2005-06, 2006-07 and 2007-08

respectively.
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12. The practices of Environment Policy and Seaat&ompliance certification by the
Company Secretary were followed by 15 per cenhefdompanies in all the three years

mentioned previously.

13. Mean compliance percentages for all exemplaagtites are approximately 7 per

cent, 8 per cent and 9 per cent for the years 2B)2006-07 and 2007-08 respectively.

14. As a majority of companies has not adheredltoom-mandatory provisions of CG
and if this pattern continues then non-mandatoguigions may be viewed as unmet
standards or barriers to reforming CG practicesimFhat perspective, some barriers in a
majority of companies which were possible to test mappropriate size of the Board,
lack of formal training to directors in CG mattelack of evaluation for Non-Executive
Directors and a failure to articulate prioritiesoabprotection of interests of shareholders

vis-a-vis other stakeholders.

15. There was 100 per cent non-compliance by 5 rgovent companies (including
Central Public Sector Enterprises) in the year 200580 per cent in the year 2006-07
and 100 per cent in the year 2007-08. These emgegphave failed to fully comply with
the requirement of the composition of Board of Dioes, particularly Independent

Directors.

The statistical significance, or otherwise, of tlesults were presented in the

previous chapter.
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6.2 Conclusions

A majority of the companies has adhered to moshafdatory provisions of CG
as per requirements of Clause 49. However, thoughajarity of companies complied
with the mandatory requirement of certification fafancial statements by CEO/CFO,
the level of compliance is comparatively lower @isis other mandatory requirements.
Encouragingly, since the year 2005-06, compliand whe certification requirement
shows an improving trend. The results further saggfeat a majority of the companies
has not adhered to all non-mandatory provision<C@& prescribed by the aforesaid
clause. The majority of companies has adheredemtim-mandatory provisions of CG
with respect to the remuneration committee inladl years studied. However, in case of
the whistle-blower policy, the results do not ughalompliance in the year 2006-07
though there is adherence to this requirementerydars 2005-06 and 2007-08. Further,
companies follow exemplary CG practices but they rdm constitute a majority.
However, adherence to such exemplary CG practives the three years shows an

increasing trend, which is heartening.

The picture that emerges is a mixed one as restrtisgly support a view that
there exists compliance with mandatory CG provisibat not so with all non-mandatory

provisions and exemplary CG practices.

A fallout of the findings is that regulatory attemt and if need be, action, are
warranted to ensure full compliance with mandatorgvisions of Clause 49. Further,
regulatory persuasion and self-regulatory impetesdasirable with regard to adherence

to non-mandatory provisions of CG, in the largeblpuinterest.
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Apart from lack of compliance with non-mandatoryowysions of CG,
inappropriate size of the Board, lack of formalrtinag to directors in CG matters, lack of
evaluation for Non-Executive Directors, a failure articulate priorities about the
protection of interests of shareholders vis-a-vithep stakeholders and lack of
representation of Independent Directors especialty the Board of Government

companies may work as barriers to CG reforms.

6.3 Implications

Despite compliance with Clause 49 of the Listingeement by a majority of the

companies, there are many implications of curréatptactices.

1. The lower percentage compliance with certifmatiof financial statements by
CEO/CFO as compared with other mandatory CG reou@nts shows a lack of
accountability on the part of CEO or CFO which umnt could have grave implications,
e.g., fraudulent financial statements. However, @ssipble explanation could be
inadequate reporting of such certification in CGamrs by the companies. But, all
companies have reported that they have achievedp&dCent compliance with CG
provisions, so it implies that either there areomsistencies in CG reporting or some

deficiency in compliance with CG provisions, whisha serious concern.

2. Non-compliance with most of the non-mandatogvmions of Clause 49 may work as

barriers to reforming CG practices.
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3. The puzzling drop in the number of companie®tahg the exemplary CG practice of
forming the Nomination Committee or any other C@gpice(s) may be on account of

inconsistency in reporting CG matters. Still, itrveents a closer examination.

4. A few Central Public Sector Enterprises havdedaito fully comply with the
requirement of the composition Board of Directquarticularly Independent Directors
which indicates a lack of independency in Board pgosition; this may work as one of

the barriers to reforming CG practices.

5. Barriers to reforming CG practices amount todhamces in transparency and
performance with regard to CG advancements espedat equity shareholders.

Therefore, whittling down barriers will serve theuse of equity owners more effectively.

6.3.1 RECOMMENDATIONS

1. Regulators need to be vigilant about the levelompliance especially as regards the

certification of financial statements by the CEQG#O by companies.

2. Only some companies have mentioned about tisgimmanagement initiatives in their
CG reports. The Audit Committee should focus ok nmnagement as managing risk has

become an integral part of business concerns.

3. As regards one of the provisions of the compmsibf Audit Committee, viz., that one
of the members of the committee should have acocoyrdgr financial management
expertise, the pertinent information needs to arty mentioned. Sometimes the profile
of directors including their qualification is meworied but nothing was provided about

their area(s) of specialization in the CG repofftsample companies. For instance, a
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mention such as “Post Graduate Diploma in Managén@m Indian Institute of

Management, Ahmedabad” does not fulfill the requizeat.

4. A few companies have not disclosed informatioegarding CG practices
comprehensively and hence it can impair transparelfar instance, non-disclosure of
whether the Company Secretary is Secretary to tbditACommittee, whether the
Chairman of the Audit Committee was present inlést Annual General Meeting and
whether the head of internal audit is an inviteethe Audit Committee violates
convention and the spirit of full disclosure theredimultaneously diluting effectiveness

in compliance with provisions of CG.

5. The regulator(s) should preferably convert, dsgible all, else some of the non-
mandatory provisions to mandatory such as traimh@oard members, evaluation of
Non-Executive Directors, establishment of remunenatcommittee and practice of
whistle-blower policy. If that is not possible, cphance with these non-mandatory
provisions should be commended. Likewise, if illoating information about exemplary
CG practices is made available by the regulatonfg)y companies will become aware

and will get impetus to emulate the same.

6.4 Directions for Future Research

The areas for further research in CG are: to raf@ithe research work on wider
scale i.e., considering a larger sample size. Eurthtudies of this kind for listed
companies in other groups (Group-A, Group-B) of c8tdExchange can provide a

comparative view of levels of CG compliance. Indgstencies in CG reporting provide
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scope for further studies on contents of CG repgrtA study on the role of CEO/CFO,
especially for certification of financial statementill be useful as there exist inadequate
compliance in this regard. Research on Board Coitipoof Government companies,
especially the role of Independent Directors witbygde a boost to CG reforms in the
government sector as there seems inadequate refatise of Independent Directors on
the Board. Another area is to explore the relalignbetween compliance levels of CG

provisions with profitability, in order to ascemaihether CG contributes to profitability.
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ANNEXURE 1

CLAUSE 49 OF THE LISTING AGREEMENT

Annexure |

The company agrees to comply with the following prasions:

|. Board of Directors

(A) Composition of Board

(i) The Board of directors of the company shalvéan optimum combination of
executive and non-executive directors withlass than fifty percent of the board of
directors comprising of non-executive diogst

(i) Where the Chairman of the Board is a non-exiee director, at least one-third of the
Board should comprise of Independent dimscaémd in case he is an executive
director, at least half of the Board shazddhprise of independent directors.

(iif) For the purpose of the sub-clause (ii), tk@ression ‘independent director’ shall
mean a non-executive director of the compang:

a.

apart from receiving director's remuneration, doest have any material
pecuniary relationships or transactions with thengany, its promoters, its
directors, its senior management or its holding many, its subsidiaries and
associates which may affect independence of teetir;
is not related to promoters or persons occupyingagament positions at the
board level or at one level below the board;
has not been an executive of the company in thecidiately preceding three
financial years;
is not a partner or an executive or was not paknen executive during the
preceding three years, of any of the following:
i) the statutory audit firm or the internal aufttim that is associated with
the company, and
i) the legal firm(s) and consulting firm(s) tHzdve a material association
with the company.
is not a material supplier, service provider orteoger or a lessor or lessee of the
company, which may affect independence of the threand
is not a substantial shareholder of the companywaing two percent or more
of the block of voting shares.

Explanation
For the purposes of the sub-clause (iii):
a. Associate shall mean a company which is an “astcias defined in

Accounting Standard (AS) 23, “Accounting for Inwvesits in Associates in
Consolidated Financial Statements”, issued by thstitute of Chartered
Accountants of India.
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b. “Senior management” shall mean personnel of thepamy who are members of
its core management team excluding Board of Directdormally, this would
comprise all members of management one level bé@wexecutive directors,
including all functional heads.

c. “Relative” shall mean “relative” as defined in deat2(41) and section 6 read
with Schedule IA of the Companies Act, 1956.

(iv) Nominee directors appointed by an institutighich has invested in or lent to the
company shall be deemed to be independestdrs.

Explanation:

“Institution’ for this purpose means a public fircgad institution as defined in Section 4A
of the Companies Act, 1956 or a “corresponding bewk” as defined in section 2(d) of
the Banking Companies (Acquisition and TransferUoidertakings) Act, 1970 or the
Banking Companies (Acquisition and Transfer of Utaléngs) Act, 1980 [both Acts].”

(B) Non executive directors’ compensation and disasures

All fees/compensation, if any paid to non-executtieactors, including independent
directors, shall be fixed by the Board of Directarsl shall require previous approval of
shareholders in general meeting. The shareholdessiution shall specify the limits for

the maximum number of stock options that can batgthto non-executive directors,
including independent directors, in any financieayand in aggregate.

(C) Other provisions as to Board and Committees

(i) The board shall meet at least four times a,y@dh a maximum time gap of four
months between any two meetings. The mininnformation to be made available
to the board is given in Annexure— | A.

(ii) A director shall not be a member in more tdncommittees or act as Chairman of
more than five committees across all comgamevhich he is a director.
Furthermore it should be a mandatory anre@lirement for every director to inform
the company about the committee positiongdoeipies in other companies and
notify changes as and when they take place.

Explanation:

1. For the purpose of considering the limit of toenmittees on which a director can
serve, all public limited companies, whethstdd or not, shall be included and all
other companies including private limited comips, foreign companies and
companies under Section 25 of the Companieshait be excluded.

2. For the purpose of reckoning the limit undes gub-clause, Chairmanship/
membership of the Audit Committee and the Stalders’ Grievance Committee
alone shall be considered.

3. The Board shall periodically review complianeparts of all laws applicable to the
company, prepared by the company as well @s $éen by the company to rectify
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instances of non-compliances.

(D) Code of Conduct

(i) The Board shall lay down a code of conductdtbBoard members and senior
management of the company. The code of cdrsthadl be posted on the website of
the company.

(i) All Board members and senior management pergbshall affirm compliance with
the code on an annual basis. The Annual Rebtine company shall contain a
declaration to this effect signed by the CEO.

Explanation: For this purpose, the term “senior management’l shabn personnel of
the company who are members of its core managemeam excluding Board of
Directors. Normally, this would comprise all membef management one level below
the executive directors, including all functionaglals.

Il Audit Committee

(A) Qualified and Independent Audit Committee
A qualified and independent audit committee shall d®t up, giving the terms of
reference subject to the following:

() The audit committee shall have minimum threeecliors as members. Two-thirds of
the members of audit committee shall be independiesxttors.

(i) Al members of audit committee shall be fingaily literate and at least one member
shall have accounting or related financial managem®epertise.

Explanation 1 The term “financially literate” means the ability read and understand
basic financial statements i.e. balance sheetjtpmotl loss account, and statement of
cash flows.

Explanation 2 A member will be considered to have accountingetated financial

management expertise if he or she possesses exgeirefinance or accounting, or

requisite professional certification in accountingany other comparable experience or

background which results in the individual’s finalcsophistication, including being or

having been a chief executive officer, chief finahofficer or other senior officer with

financial oversight responsibilities.

(iif) The Chairman of the Audit Committee shall & independent director;

(iv) The Chairman of the Audit Committee shallgresent at Annual General Meeting
to answer shareholder queries;

(v) The audit committee may invite such of the@xives, as it considers appropriate
(and particularly the head of the finanaection) to be present at the meetings of
The committee, but on occasions it may aiset without the presence of any
executives of the company. The financeatiine head of internal audit and a
representative of the statutory auditor to@yresent as invitees for the meetings of
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the audit committee;
(vi) The Company Secretary shall act as the sagréd the committee.
(B) Meeting of Audit Committee
The audit committee should meet at least four timesyear and not more than four
months shall elapse between two meetings. The quehall be either two members or
one third of the members of the audit committeecivver is greater, but there should be
a minimum of two independent members present.

(C) Powers of Audit Committee

The audit committee shall have powers, which shdtlide the following:

1. To investigate any activity within its termsreference.

2. To seek information from any employee.

3. To obtain outside legal or other professionaicel

4. To secure attendance of outsiders with releggpeértise, if it considers necessary.

(D) Role of Audit Committee

The role of the audit committee shall include tbiofving:

1. Oversight of the company’s financial reportprgcess and the disclosure of its
financial information to ensure that the fineh statement is correct, sufficient and
credible.

2. Recommending to the Board, the appointmerapmsintment and, if required, the
replacement or removal of the statutory audita the fixation of audit fees.

3. Approval of payment to statutory auditors foy @ther services rendered by the
statutory auditors.

4. Reviewing, with the management, the annuahfired statements before submission
to the board for approval, with particulararece to:

a. Matters required to be included in theeDior's Responsibility Statement to be
included in the Board'’s report in terni€lause (2AA) of section 217 of the
Companies Act, 1956

b. Changes, if any, in accounting policied practices and reasons for the same

c. Major accounting entries involving estiesmbased on the exercise of judgment by

management

d. Significant adjustments made in the financialestagnts arising out of audit
findings

e. Compliance with listing and other legajugements relating to financial
statements

f. Disclosure of any related party transacdi
g. Qualifications in the draft audit report.

5. Reviewing, with the management, the quartenigrcial statements before
submission to the board for approval.

6. Reviewing, with the management, performancgatiitory and internal auditors,
adequacy of the internal control systems.

7. Reviewing the adequacy of internal audit fumtif any, including the structure of
the internal audit department, staffing ami@dty of the official heading the
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department, reporting structure coverage esgliency of internal audit.
8. Discussion with internal auditors any signifitéindings and follow up there on.

9. Reviewing the findings of any internal investigns by the internal auditors into
matters where there is suspected fraud ayutagity or a failure of internal control
systems of a material nature and reportingriatter to the board.

10.Discussion with statutory auditors before theditacommences, about the nature and
scope of audit as well as post-audit discustiascertain any area of concern.

11.To look into the reasons for substantial deinlthe payment to the depositors,
debenture holders, shareholders (in casermpagment of declared dividends) and
creditors.

12.To review the functioning of the Whistle Blowaechanism, in case the same is
existing.

13.Carrying out any other function as is mentiomethe terms of reference of the Audit
Committee.

Explanation (i):The term "related party transactions” shall héaesame meaning as
contained in the Accounting Standard 18, RelatetyHaansactions, issued by The
Institute of Chartered Accountants of India.

Explanation (ii):If the company has set up an audit committee untsto provision of
the Companies Act, the said audit committee shallehsuch additional functions /
features as is contained in this clause.

(E) Review of information by Audit Committee

The Audit Committee shall mandatorily review thédwing information:

1. Management discussion and analysis of finamoadition and results of operations;

2. Statement of significant related party transedi(as defined by the audit committee),
submitted by management;

3. Management letters / letters of internal contrebknesses issued by the statutory
auditors;

4. Internal audit reports relating to internal cohtveaknesses; and

5. The appointment, removal and terms of remuraraif the Chief internal auditor shall
be subject to review by the Audit Committee

Subsidiary Companies

i. At least one independent director on the Badmirectors of the holding company
shall be a director on the Board of Directwira material non listed Indian subsidiary
company.

ii. The Audit Committee of the listed holding coamy shall also review the financial
statements, in particular, the investmentsentadthe unlisted subsidiary company.

iii. The minutes of the Board meetings of the uslissubsidiary company shall be placed
at the Board meeting of the listed holding pamy. The management should
periodically bring to the attention of the Baa@f Directors of the listed holding
company, a statement of all significant tratisas and arrangements entered into by
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the unlisted subsidiary company.

Explanation 1 The term “material non-listed Indian subsidiasyiall mean an unlisted
subsidiary, incorporated in India, whose turnovenet worth (i.e. paid up capital and
free reserves) exceeds 20% of the consolidatedvarror net worth respectively, of the
listed holding company and its subsidiaries inithmediately preceding accounting
year.

Explanation 2 The term “significant transaction or arrangemesfitall mean any
individual transaction or arrangement that exceeds likely to exceed 10% of the total
revenues or total expenses or total assets orlihélties, as the case may be, of the
material unlisted subsidiary for the immediatelggeding accounting year.

Explanation 3Where a listed holding company has a listed slidngi which is itself a
holding company, the above provisions shall applghe listed subsidiary insofar as its
subsidiaries are concerned.

IV. Disclosures

(A) Basis of related party transactions

(i) A statement in summary form of transactionthwelated parties in the ordinary
course of business shall be placed peritgibafore the audit committee.

(i) Details of material individual transactionstiwrelated parties which are not in the
normal course of business shall be placéar®¢he audit committee.

(iif) Details of material individual transactionstivrelated parties or others, which are
not on an arm’s length basis should be pldsfore the audit committee, together
with Management's justification for the same

(B) Disclosure of Accounting Treatment
Where in the preparation of financial stateteea treatment different from that
prescribed in an Accounting Standard has lb@&wed, the fact shall be disclosed
in the financial statements, together with thanagement’s explanation as to why it
believes such alternative treatment is mepeesentative of the true and fair view of
the underlying business transaction in tbepGrate Governance Report.

(C) Board Disclosures — Risk management
The company shall lay down procedures tormfBoard members about the risk
assessment and minimization procedures.elexedures shall be periodically
reviewed to ensure that executive managenwnitols risk through means of a
properly defined framework.

(D) Proceeds from public issues, rights issues, fgezential issues etc.
When money is raised through an issue (pusdiues, rights issues, preferential
Issues etc.), it shall disclose to the A@bimmittee, the uses / applications of funds
by major category (capital expenditure, salled marketing, working capital, etc), on
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a quarterly basis as a part of their quigrtdzclaration of financial results. Further,
on an annual basis, the company shall peepatatement of funds utilized for
purposes other than those stated in the dffeument/prospectus/notice and place it
before the audit committee. Such disclositial be made only till such time that the
full money raised through the issue has lelyspent. This statement shall be
certified by the statutory auditors of tlempany. The audit committee shall make
appropriate recommendations to the Boatdke up steps in this matter.

(E) Remuneration of Directors
(i) All pecuniary relationship or transactionstbé non-executive directors vis-a-vis the
company shall be disclosed in the Annualdrep
(i) Further the following disclosures on the ramuation of directors shall be made in
the section on the corporate governancheofinnual Report:
(a) All elements of remuneration package of individdiaéctors summarized under
major groups, such as salary, benefits, bonusask sptions, pension etc.
(b) Details of fixed component and performance linkezkntives, along with the
performance criteria.
(c) Service contracts, notice period, severance fees.
(d) Stock option details, if any — and whether issuea discount as well as the
period over which accrued and over which exercesabl
(iif) The company shall publish its criteria of niagf payments to non-executive directors
in its annual report. Alternatively, thisynbe put up on the company’s website and
reference drawn thereto in the annual tepor
(iv) The company shall disclose the number of shand convertible instruments held
by non-executive directors in the annupbré
(v) Non-executive directors shall be requiredisclose their shareholding (both own or
held by / for other persons on a benefig&dis) in the listed company in which they
are proposed to be appointed as diregboie, to their appointment. These details
should be disclosed in the notice to theegal meeting called for appointment of
such director

(F) Management

(i) As part of the directors’ report or as an additthereto, a Management Discussion
and Analysis report should form part of thendal Report to the shareholders. This
Management Discussion & Analysis should ineldgscussion on the following
matters within the limits set by the compargosnpetitive position:

i Industry structure and developments.

ii. Opportunities and Threats.

iii. Segment—wise or product-wise performanc

iv. Outlook

v. Risks and concerns.

vi. Internal control systems and their adexyu

vii. Discussion on financial performance widspect to operational performance.

viii. Material developments in Human Resourtceglustrial Relations front, including
number of people employed.
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(i) Senior management shall make disclosures ® libard relating to all material
financial and commercial transactions, where theyetpersonal interest, that may have a
potential conflict with the interest of the compatyarge (for e.g. dealing in company
shares, commercial dealings with bodies, which t&neeeholding of management and
their relatives etc.)

Explanation: For this purpose, the term "senior age@ment" shall mean personnel of the
company who are members of its core management ®aiuding the Board of
Directors. This would also include all members chmagement one level below the
executive directors including all functional heads.

(G) Shareholders
(i) In case of the appointment of a new directore-appointment of a director the
shareholders must be provided with the Wity information:

(@) A brief resume of the director;

(b) Nature of his expertise in specific funotbareas;

(c) Names of companies in which the person latdds the directorship and the
membership of Committees of the Boardt an

(d) Shareholding of non-executive directorstased in Clause 49 (V) (E) (v) above

(i) Quarterly results and presentations madehleycompany to analysts shall be put on
company’'s web-site, or shall be sent in smébrm so as to enable the stock
exchange on which the company is listedutoitpon its own web-site.

(iif) A board committee under the chairmanship eioa-executive director shall be
formed to specifically look into the redraissf shareholder and investors complaints
like transfer of shares, non-receipt of haéasheet, non-receipt of declared
dividends etc. This Committee shall be desigd as ‘Shareholders/Investors
Grievance Committee’.

(iv) To expedite the process of share transfeesBibard of the company shall delegate
the power of share transfer to an officea @ommittee or to the registrar and share
transfer agents. The delegated authorityf attand to share transfer formalities at
least once in a fortnight.

V. CEOI/CEQ certification

The CEO, i.e. the Managing Director or Manager apgpd in terms of the Companies
Act, 1956 and the CFO i.e. the whole-time Finangedor or any other person heading
the finance function discharging that function thattify to the Board that:

(a) They have reviewed financial statements and#sé flow statement for the year and
that to the best of their knowledge and lhelie
(i) these statements do not contain any madtieuntrue statement or omit any
Material fact or contain statements thagght be misleading;
(i) these statements together present aamndefair view of the company’s affairs and
are in compliance with existing accangistandards, applicable laws and
regulations.
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(b) There are, to the best of their knowledge aglgbf) no transactions entered into by
the company during the year which are fraedijlillegal or violative of the
company'’s code of conduct.

(c) They accept responsibility for establishing amaintaining internal controls for
financial reporting and that they have eviddhe effectiveness of the internal
control systems of the company pertaininfjtancial reporting and they have
disclosed to the auditors and the Audit Cottanj deficiencies in the design or
operation of internal controls, if any, ofisin they are aware and the steps they have
taken or propose to take to rectify thesécticies.

(d) They have indicated to the auditors and theitfcammittee
(i) significant changes in internal contoeker financial reportinguring the year;
(i) significant changes in accounting pag&during the year and that the same have
been disclosed in the notes to thanfomal statements; and
(i) instances of significant fraud of whithey have become aware and the
involvement therein, if any, of themagement or an employee having a
significant role in the company’s imtal control system over financial reporting.

VI. Report on Corporate Governance

(i) There shall be a separate section on Corp@ateernance in the Annual Reports of
company, with a detailed compliance reporCanporate Governance. Non-
compliance of any mandatory requirement of thause with reasons thereof and the
extent to which the non-mandatory requireméiatve been adopted should be
specifically highlighted. The suggested dicitems to be included in this report is
given in Annexure- | @nd list of non-mandatory requirements is given in
Annexure — | D.

(i) The companies shall submit a quarterly conmgreport to the stock exchanges
within 15 days from the close of quarter esthe format given in Annexure | B.
The report shall be signed either by the A@npe Officer or the Chief Executive
Officer of the company.

VII. Compliance
(1) The company shall obtain a certificate fronmeitthe auditors or practicing company

secretaries regarding compliance of conditioincorporate governance as stipulated
in this clause and annex the certificate whthdirectors’ report, which is sent
annually to all the shareholders of the camypdhe same certificate shall also be
sent to the Stock Exchanges along with tliahreport filed by the company.

(2) The non-mandatory requirements given in Annexut Dmay be implemented as
per the discretion of the company. Howeuss,disclosures of the compliance with
mandatory requirements and adoption (and Gange) / non-adoption of the non-
mandatory requirements shall be made iné¢b8a on corporate governance of the
Annual Report.
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Annexure | A

Information to be placed before Board of Directors

SRl A

10.
11.

12.

13.

14.

15.

Annual operating plans and budgets and angtepd

Capital budgets and any updates.

Quarterly results for the company and its afieg divisions or business segments.
Minutes of meetings of audit committee anceotommittees of the board.

The information on recruitment and remuneratibsenior officers just below the
board level, including appointment or remav@aChief Financial Officer and the
Company Secretary.

Show cause, demand, prosecution notices amaltpaotices which are materially
important.

Fatal or serious accidents, dangerous ocatgserany material effluent or pollution
problems.

Any material default in financial obligatiotesand by the company, or substantial
nonpayment for goods sold by the company.

Any issue, which involves possible public coguct liability claims of substantial
nature, including any judgement or order Whimay have passed strictures on the
conduct of the company or taken an adveme& vegarding another enterprise that
can have negative implications on the company

Details of any joint venture or collaboratiareement.

Transactions that involve substantial paymewatds goodwill, brand equity, or
intellectual property.

Significant labour problems and their proposeldtions. Any significant
development in Human Resources/ Industrigatitas front like signing of wage
agreement, implementation of Voluntary Retieat Scheme etc.

Sale of material nature, of investments, sudses, assets, which is not in normal
course of business.

Quarterly details of foreign exchange exposargsthe steps taken by management
to limit the risks of adverse exchange ratey@ement, if material.

Non-compliance of any regulatory, statutoryisimg requirements and shareholders
service such as non-payment of dividend,ydelghare transfer etc.
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Format of Quarterly Compliance Report on Corporate Governance

Name of the Company:
Quarter ending on:

Annexure | B

Particulars Clause of Compliance | Remarks
Listing Status
agreement Yes/No

I. Board of Directors 49(1)

(A) Composition of Board 49 (1A)

(B) Non-executive Directors’ compensation & | 49 (IB)

disclosures

(C) Other provisions as to Board and Committees| 49 (IC)

(D) Code of Conduct 49 (ID)

Il. Audit Committee 49 ()

(A) Qualified & Independent Audit Committee 49 (I1A)

(B) Meeting of Audit Committee 49 (1IB)

(C) Powers of Audit Committee 49 (liIC)

(D) Role of Audit Committee 49 (lID)

(E) Review of Information by Audit Committee 49 (lIE)

Ill. Subsidiary Companies 49 (1)

IV. Disclosures 49 (IV)

(A) Basis of related party transactions 49 (IVA)

(B) Disclosure of Accounting Treatment 49 (IVB)

(C) Board Disclosures 49 (IVC)

(D) Proceeds from public issues, rights issues, 49 (IVD)

preferential issues etc.

(E) Remuneration of Directors 49 (IVE)

(F) Management 49 (IVF)

(G) Shareholders 49 (IVG)

V. CEO/ CFO Certification 49 (V)

VI. Report on Corporate Governance 49 (V1)

VII. Compliance 49 (VII)

Note:

1) The details under each head shall be providéwctrporate all the information
required as per the provisions of the Clagsef4he Listing Agreement.
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2) In the column No.3, compliance or non-compliam@ey be indicated by
Yes/No/N.A. For example, if the Board has beemposed in accordance with the
Clause 49 | of the Listing Agreement, "Yes" niyindicated. Similarly, in case the
company has no related party transactionsytrds “N.A.” may be indicated against
49 (IV A).

3) In the remarks column, reasons for non-compéanay be indicated, for example, in
case of requirement related to circulatiomédimation to the shareholders, which
would be done only in the AGM/EGM, it might imelicated in the "Remarks" column
as — “will be complied with at the AGM”. Similg, in respect of matters which can be
complied with only where the situation arides,example, "Report on Corporate
Governance" is to be a part of Annual Repoly,ahe words "will be complied in the
next Annual Report" may be indicated.

Annexure | C

Suggested List of Iltems to Be Included In the Repbon Corporate Governance in
the Annual Report of Companies

1. A brief statement on company’s philosophy onecotigovernance.

2. Board of Directors:

I. Composition and category of directors, foaewle, promoter, executive,
non-executive, independent non-executive,ineendirector, which institution
represented as lender or as equity investor.

ii. Attendance of each director at the Board mmgstand the last AGM.

iii. Number of other Boards or Board Committeesvinich he/she is a member or
Chairperson

iv.Number of Board meetings held, dates on wihielal.

3. Audit Committee

i. Brief description of terms of reference

ii. Composition, name of members and Chairperson
iii. Meetings and attendance during the year

4. Remuneration Committee

i. Brief description of terms of reference

ii. Composition, name of members and Chairperson

iii. Attendance during the year

iv. Remuneration policy

v. Details of remuneration to all the directors p&r format in main report.
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. Shareholders Committee

Name of non-executive director heading the wwuttee

. Name and designation of compliance officer

i. Number of shareholders’ complaints receivedaso
. Number not solved to the satisfaction of shaléérs
. Number of pending complaints.

General Body meetings
Location and time, where last three AGMs held.

. Whether any special resolutions passed irptegious 3 AGMs
i. Whether any special resolution passed last yle@ugh postal ballot — details of

voting pattern

. Person who conducted the postal ballot exercise
. Whether any special resolution is proposedetadnducted through postal ballot
I. Procedure for postal ballot.

. Disclosures

Disclosures on materially significant relaggalty transactions that may have potential
conflict with the interests of company at krg

. Details of non-compliance by the company, pees, strictures imposed on the

company by Stock Exchange or SEBI or any staflauthority, on any matter related
to capital markets, during the last three gear

iii. Whistle Blower policy and affirmation that mmersonnel has been denied access to the

audit committee.

. Details of compliance with mandatory requirertsesnd adoption of the non

mandatory requirements of this clause.

. Means of communication

Quarterly results

. Newspapers wherein results normally published
i. Any website, where displayed
. Whether it also displays official news relegsasd

The presentations made to institutional invesstw to the analysts.

9. General Shareholder information

iii.
iv.

V.

Vi.

AGM : Date, time and venue
Financial year

Date of Book closure
Dividend Payment Date
Listing on Stock Exchanges
Stock Code

vii. Market Price Data: High., Low during each mom last financial year
viii.Performance in comparison to broad-based iesliguch as BSE Sensex, CRISIL

iX.

X.

index etc.
Registrar and Transfer Agents
Share Transfer System
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xi. Distribution of shareholding

xii. Dematerialization of shares and liquidity

xiii.Outstanding GDRs/ADRs/Warrants or any Conudgiinstruments, conversion date
and likely impact on equity

xiv.Plant Locations

xv. Address for correspondence

Annexure | D
Non-Mandatory Requirements

(1) The Board
A non-executive Chairman may be entitled sntain a Chairman’s office at the
company’s expense and also allowed reimbugsénf expenses incurred in
performance of his duties.
Independent Directors may have a tenure xeeling, in the aggregate, a period of
nine years, on the Board of a company.

(2) Remuneration Committee

i. The board may set up a remuneration committe=termine on their behalf and
on behalf of the shareholders with agreed $esfireference, the company’s policy
on specific remuneration packages for exeeuivectors including pension rights
and any compensation payment.

ii. To avoid conflicts of interest, the remunesaticommittee, which would determine
the remuneration packages of the executivextlirs may comprise of at least three
directors, all of whom should be non-executirectors, the Chairman of
committee being an independent director.

iii. All the members of the remuneration committeelld be present at the meeting.

iv. The Chairman of the remuneration committee ddnd present at the Annual General
Meeting, to answer the shareholder queriesvé¥er, it would be up to the Chairman
to decide who should answer the queries.

(3) Shareholder Rights
A half-yearly declaration of financial performaneceluding summary of the significant

events in last six-months, may be sent to eachdimld of shareholders.

(4) Audit qualifications
Company may move towards a regime of unqualifiedrfcial statements.

(5) Training of Board Members

A company may train its Board members in the bissimeodel of the company as well as
the risk profile of the business parameters of ¢benpany, their responsibilities as
directors, and the best ways to discharge them.

367



(6) Mechanism for evaluating non-executive Board Mabers

The performance evaluation of non-executive dinsctould be done by a peer group
comprising the entire Board of Directors, excludihg director being evaluated; and
Peer Group evaluation could be the mechanism &rméie whether to extend / continue
the terms of appointment of non-executive directors

(7) Whistle Blower Policy

The company may establish a mechanism for emploteesport to the management
concerns about unethical behaviour, actual or sws@efraud or violation of the
company’s code of conduct or ethics policy. Thischamism could also provide for
adequate safeguards against victimization of engaswho avail of the mechanism and
also provide for direct access to the Chairmanhef Audit committee in exceptional
cases. Once established, the existence of the mesohamay be appropriately
communicated within the organization.
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COMPUTATION OF Z SCORES

ANNEXURE 2

No. Years
2005-06 2006-07 2007-08
H, 7 0.0441 — 0.501 ~0.0294-10.501 ~0.0441-10.501
/[(0.501)(0.499]/34 J/[(0.501)(0.499]/34 J/[(0.501)(0.499]/34
=-0.4569+0.0857 = -5.33 =-0.4716+0.0857 = -5.50 =-0.4569+0.0857 = -5.33
H, ~0.0235-0.501 _ 0.00 — 0.501 ~0.0059 -0.501
/[(0.501)(0.499]/34 J/[(0.501)(0.499]/34 J/[(0.501)(0.499]/34
=-0.4775+0.0857 = -5.57 =-0.501+0.0857 = -5.85 =-0.4951+0.0857 = -5.78
Hs ~0.0097 - 0.501 ~0.0097 - 0.501 ~0.0050 - 0.501
/[(0.501)(0.499]/34 /[(0.501)(0.499]/34 \/[(0.501)(0.499]/34
=-0.4913+0.0857 = -5.73 =-0.4913+0.0857 = -5.73 =-0.4960-0.0857 = -5.79
Hg ~ 0.3235-0.501 ~0.2059 - 0.501 ~ 01471 -10.501
/[(0.501)(0.499]/34 /[(0.501)(0.499]/34 /[(0.501)(0.499]/34
=-0.1775+0.0857 = -2.07 =-0.2951+0.0857 = -3.44 =-0.3539+0.0857 = -4.13
Hs _ 0.00 — 0.501 _ 0.00 — 0.501 _ 0.00 — 0.501
/[(0.501)(0.499]/34 \/[(0.501)(0.499]/34 J/[(0.501)(0.499]/34
=-0.501+0.0857 = -5.85 =-0.501+0.0857 = -5.85 =-0.501+0.0857 = -5.85
He _ 0.00 — 0.501 _ 0.00 — 0.501 _ 0.00 — 0.501
/[(0.501)(0.499]/34 \/[(0.501)(0.499]/34 \/[(0.501)(0.499]/34
=-0.501+0.0857 = -5.85 =-0.501+0.0857 = -5.85 =-0.501+0.0857 = -5.85
H- ~0.0588-0.501 ~0.0294-10.501 ~0.0294-10.501
/[(0.501)(0.499]/34 \/[(0.501)(0.499]/34 J/[(0.501)(0.499]/34
=-0.4422+0.0857 = -5.16 =-0.4716+0.0857 = -5.50 =-0.4716+0.0857 = -5.50
Hs 06176 - 0.501 ~ 06176 - 0.501 06176 - 0.501
/[(0.501)(0.499]/34 \/[(0.501)(0.499]/34 \/[(0.501)(0.499]/34
=0.1166+0.0857 = 1.36 =0.1166+0.0857 = 1.36 =0.1166+0.0857 = 1.36
{0.5-0.4131 = 8.69%} {0.5-0.4131 = 8.69%)} {0.5-0.4131 = 8.69%)}
Ho ~0.2647 - 0.501 02353 -10.501 02647 —0.501
/[(0.501)(0.499]/34 \/[(0.501)(0.499]/34 J/[(0.501)(0.499]/34

=-0.2363+0.0857 =-2.76

=-0.2657-+0.0857 =-3.10

=-0.2363+0.0857 =-2.76
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Hio 7 0.4118 — 0.501 7 0.4412 — 0.501 7 0.4706 — 0.501
/[(0.501)(0.499]/34 /[(0.501)(0.499]/34 /[(0.501)(0.499]/34
=-0.0892+0.0857 = -1.04 =-0.0598+0.0857 = -0.70 =-0.0304+0.0857 = -0.35
His ~0.2059 —0.501 ~ 01765 —10.501 ~0.1765—10.501
/[(0.501)(0.499]/34 /[(0.501)(0.499]/34 /[(0.501)(0.499]/34
=-0.2951+0.0857 = -3.44 =-0.3245+0.0857 = -3.79 =-0.3245+0.0857 = -3.79
Hio ~0.2353-0.501 ~ 02353 -10.501 ~0.2059 - 0.501
/[(0.501)(0.499]/34 /[(0.501)(0.499]/34 /[(0.501)(0.499]/34
=-0.2657+0.0857 = -3.10 =-0.2657+0.0857 = -3.10 =-0.2951+0.0857 = -3.44
His ~ 0.6765—0.501 ~ 07059 —0.501 ~ 0.6765—10.501
/[(0.501)(0.499]/34 /[(0.501)(0.499]/34 /[(0.501)(0.499]/34
=0.1755+0.0857 = 2.05 =0.2049+0.0857 = 2.39 =0.1755+0.0857 = 2.05
{0.5-0.4798 = 2.02%)} {0.5-0.4916 = 0.84%)} {0.5-0.4798 = 2.02%}
Hia ~0.0735-0.501 ~0.0797—0.501 ~0.0894—0.501
/[(0.501)(0.499]/34 /[(0.501)(0.499]/34 /[(0.501)(0.499]/34
=-0.4275+0.0857 = -4.99 =-0.4213+0.0857 = -4.92 =-0.4116+0.0857 = -4.80
His ~0.2353-0.501 ~0.2941-10.501 ~0.1765—-10.501
/[(0.501)(0.499]/34 /[(0.501)(0.499]/34 /[(0.501)(0.499]/34
=-0.2657+0.0857 = -3.10 =-0.2069+0.0857 = -2.41 =-0.3245+0.0857 = -3.79
Hie ~0.2059 - 0.501 ~0.1765-10.501 ~0.1765-10.501
/[(0.501)(0.499]/34 \/[(0.501)(0.499]/34 /[(0.501)(0.499]/34
=-0.2951+0.0857 = -3.44 =-0.3245+0.0857 = -3.79 =-0.3245+0.0857 = -3.79
Hi7 ~0.2353-0.501 ~0.2353-10.501 ~0.2059 —0.501
/[(0.501)(0.499]/34 /[(0.501)(0.499]/34 /[(0.501)(0.499]/34
=-0.2657+0.0857 = -3.10 =-0.2657+0.0857 = -3.10 =-0.2951+0.0857 = -3.44
Hig ~ 0.6765 —0.501 ~0.7059 — 0.501 ~ 0.6765—10.501
/[(0.501)(0.499]/34 \/[(0.501)(0.499]/34 \/[(0.501)(0.499]/34
=0.1755+0.0857 = 2.05 =0.2049+0.0857 = 2.39 = 0.1755+0.0857 = 2.05
{0.5-0.4798 = 2.02%)} {0.5-0.4916 = 0.84%)} {0.5-0.4798 = 2.02%)}
Hio 0.2059 — 0.501 0.2059 — 0.501 0.2353 — 0.501

L= J1(0.501)(0.499]/34

=-0.2951+0.0857 = -3.44

L= J1(0.501)(0.499]/34

=-0.2951+-0.0857 = -3.44

£= J1(0.501)(0.499]/34

=-0.2657-+0.0857 = -3.10
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