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PROFESSIONAL PROGRAMME
ETHICS, GOVERNANCE AND SUSTAINABILITY

Corporate Governance has emerged as an important academic discipline in its own right, bringing together
contributions from accounting, finance, law and management. Corporate governance now offers a comprehensive,
interdisciplinary approach to the management and control of companies. Corporate professionals of today and
tomorrow must imbibe in themselves the evolving principles of good corporate governance across the globe on
a continual basis. Excellence can be bettered only through continuous study, research and academic and
professional interaction of the highest quality in the theory and practice of good corporate governance. The
corporate world looks upon especially Company Secretaries to provide the impetus, guidance and direction for
achieving world-class corporate governance.

Company Secretaries are the primary source of advice on the conduct of business. This can take into its fold
everything from legal advice on conflicts of interest, through accounting advice, to the development of strategy/
corporate compliance and advice on sustainability aspects.

The paper on Ethics, Governance and Sustainability has been introduced to provide knowledge on global
development on governance, ethics and sustainability aspects and best governance practices followed worldwide.

This paper would help in understanding of national and international governance norms, ethical business practices,
corporate sustainability, CSR and sustainability reporting, role of various governance forums etc.

The study material is based on those sections of the Companies Act, 2013 and the rules made there under
which have been notified by the Government of India and came into force w.e.f. April 01, 2014 (including
Amendments/Clarifications/Circulars issued there under upto June, 2014). In respect of sections of the Companies
Act, 2013 which have not been notified, applicable sections of Companies Act, 1956 have been dealt with in the
study. Further students are advised to keep themselves abreast of latest developments on governance and
sustainability issues by regularly reading economic dailies and visiting the websites of regulatory bodies, national
and international corporate governance forums. Students are also advised to read regularly the ‘Student Company
Secretary’/'Chartered Secretary’ wherein all important regulatory amendments are reported regularly.

In the event of any doubt, students may write to Directorate of Academics in the Institute for clarification at
academics@icsi.edu. Although due care has been taken in publishing this study material, yet the possibility of
errors, omissions and/or discrepancies cannot be ruled out. This publication is released with an understanding
that the Institute shall not be responsible for any errors, omissions and/or discrepancies or any action taken in
that behalf.

Should there be any discrepancy, error or omission in the study material, the Institute shall be obliged if the
same is brought to its notice for issue of corrigendum in the e-bulletin Student Company Secretary.
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Lesson 1

Introduction: Ethics and Governance

LESSON OUTLINE
LEARNING OBJECTIVES

— Introduction The objective of this study lesson is to enable
the students to understand the importance of
— Governance through Inner conscience Business Ethics and its advantages to the

organization. Promotion of culture of ethics is
an imperative, and it is increasingly being
realized that it is the bedrock of good
governance which ultimately re-instills the
confidence of the stakeholder in the company.
The objective of the study lesson is to enable
the students understand the following:

— Ethics
— Ethics in Business
— Corporate Governance Ethics

— Theories of Ethics

Inner Conscience and its Linkage to
— Scope of Business Ethics Governance

— Advantages of Business Ethics The concept of business ethics

The ethics philosophy

— Conclusion

— Scope of Business Ethics in
— Lesson Round Up _ Compliance
— Self Test Questions — Finance

Human Resources

Marketing

Production

— Advantages of Ethics

“Ethics is knowing the difference between what you have a right to do and what is right to do.”

- Potter Stewart
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INTRODUCTION

Today, the corporate world as a whole is in the process of acquiring a moral conscience. The new and emerging
concepts in management like corporate governance, business ethics and corporate sustainability are some of
the expressions through which this emerging ethical instinct in the corporate world is trying to express and
embody itself in the corporate life. In this study we examine the concept of ethics and its importance for the
business, corporate governance and governance through inner conscience and sustainability.

GOVERNANCE THROUGH INNER CONSCIENCE

To be able to do the right thing in the right way, in each case and at every moment, one must be in the right
consciousness.

— Sri Aurobindo

Inner consciousness is the awareness, the capacity to listen to the inner voice that tells us that there is someone
who is looking up at us and also warns that there is someone who is watching us. The soul and core of Corporate
Governance is not the conduct or behavior that we see outwardly. It is internalized values that an organization
and its top management follow.

The essence of a human being is consciousness and the world we create around us is the expression of our
consciousness. The creative and the beautiful as well as the corrupt and degenerate are the outcome of our
consciousness. The great thoughts and deeds of Mahatma Gandhi or Mother Teresa are the result of their
consciousness. Similarly, the scams of WorldCom and Satyam are also the result of corresponding consciousness.
The quality of our consciousness is not determined by the Intelligence Quotient or our intellect.

The quality our consciousness depends on the part of the consciousness in which we live. There are two parts
in our consciousness. First is the lower physical-vital being driven predominantly by self-interest, material needs
and sensuous desires, quite often degenerating into greed. The second is the higher mental, moral and spiritual
being seeking for truth, beauty, goodness, harmony and unity. The corporate governance, to be truly effective
and enduring, has to be based on this higher part of our human nature or conscience.

An important quality of this higher part of our conscience is self-governance. This higher self in us doesn’t
need the threat of external Law or the lure of an external reward to remain good or ethical; it has an intrinsic
motivation for ethics and self-regulation. This ideal of self-governance must be highest goal of all governance.
Self-governing Individual in a self-governing community must be the highest ideal of corporate governance.
We are, individually and collectively, still far away from this ideal. We still need laws because we are not yet
ready for self-governance. But we must keep this ideal as a pole-star and gradually progress or evolve towards
it through a combination of enlightened regulation of the external environment and inner transformation through
education and inner discipline.

Ideally, corporate governance should endeavour to create corporate consciousness and an environment in
which those who are charged with governance and those who are governed display genuine ethical, social and
ecological responsibilities.

ETHICS

The term “ethics” is derived from the Greek word “ethos” which refers to character, guiding beliefs, standards
and ideals that pervade a group, a community or people. The Oxford Dictionary states ethics as “the moral
principle that governs a person’s behaviour or how an activity is conducted”. The synonyms of ethics as per
Collins Thesaurus are — conscience, moral code, morality, moral philosophy, moral values, principles, rules of
conduct and standards.



Lesson 1 Introduction: Ethics and Governance 3

Ethics refers to well-founded standards of right and wrong that prescribe what humans ought to do, usually in
terms of rights, obligations, benefits to society, fairness, or specific virtues.

Thus, ethics relates to the standards of conduct and moral judgments that differentiate right from wrong. Ethics
is not a natural science but a creation of the human mind. For this reason, it is not absolute and is open to the
influence of time, place and situation.

In bygone times, kings used to keep food testers who used to eat the food prepared for the king before it was
offered to him. This was royal clinical research to find out if the food was poisoned. This practice was not
questioned because the king was regarded as the most important person in the kingdom, and his life was more
precious than that of anyone else. It was the ethics of the time.

What is considered ethical behaviour in one society might be considered unethical in another. For example,
euthanasia (mercy killing) is permitted in some countries but it is considered strictly unethical is most countries.

Ethics has following features:

— Ethics is a conception of right or wrong conduct. Ethics tells us when our behaviour is moral and when
it is immoral. It deals with the fundamental human relationship, how we think and behave towards
others and how we want them to think and behave towards us.

— Ethics relates to the formalised principles derived from social values. It deals with the moral choices that
we make in the course of performing our duties with regard to the other members of society. Hence, it is
relevant in the context of a society only.

— Ethical principles are universal in nature. They prescribe obligations and virtues for everybody in a
society. They are important not only in business and politics but in every human endeavour.

— There exist no sharp boundaries between ethical and non-ethical. Therefore, people often face ethical
dilemmas wherein a clear cut choice becomes very difficult.

— The concepts of equity and justice are implicit in ethics. Fair and equitable treatment to all is its primary
aim.

— Ethics and legality of action do not necessarily coincide. What a society interprets as ethical or unethical
ends up expressed in laws. The legality of actions and decisions does not necessarily make them
ethical. For example, not helping an injured person in a road accident may be unethical but not illegal.

ETHICS IN BUSINESS

The Concept of Business Ethics

Business ethics is one of the important branches of applied ethics. Business ethics is the application of general
ethical ideas to business. ” Business ethics refers to the moral principles and standards and a code of conduct
that businessmen are expected to follow while dealing with others. Business essentially is a means of society to
use scarce resources to produce in an efficient manner those goods and services which society wants and is
willing to pay for. Businesses must balance their desire to maximise profits against the needs of stakeholders.
The significant issues in business ethics include ethical management of enterprise in relation to its stakeholders
in particular and natural environment in general.

Ethics is necessary and important in business due to several reasons, some of which are given below

— There is a kind of social contract between the society and business by which the society expects the
business to work in its interest. Society creates and accepts business enterprises; hence it expects
them to work in a manner which is not detrimental to its well being and interests. Technological
advancements have to be made but their impact on the environment and mankind has he kept in mind.
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— Ethical conduct is in the long-term interests of businessmen. A business enterprise that is honest and
fair to its customers, employees, and other stakeholders earns their trust and good will. It ultimately
results in customer satisfaction, healthy competition, industrial growth and high earnings. Businesses
must balance their desire to maximise profits against the requirements of stakeholders. Maintaining this
balance often requires tradeoffs. To address this unique aspect of business, rules are articulated to
guide it to earn profits without harming individuals or society as a whole. While referring to business
activity profile, Mahatma Gandhi once mentioned that all business entrepreneurs should ask themselves
the question whether the activities they are contemplating would be of some use to the common man.
This statement emphasizes the importance of nobility of business purpose.

— Ethical business behaviour is not only about good business but about good citizenship as well. Morally
conscious businessmen have created names and built great business empires. They serve customers
with good quality products at fair prices, treat their employees with great respect, reward their shareholders
with good returns and pay their taxes honestly.

— Ethical policies and practices enable a business enterprise to build goodwill for itself. A business
organisation that adheres to a code of conduct gains a competitive advantage and builds long term
value. On the other hand, unethical practices lead to the ultimate downfall of big organisations too.

— Business can prosper only when a society is stable and peaceful. Unethical practices at times create
distrust, disorder and turmoil in society.

Business ethics refers to a ‘code of conduct’ which businessmen are expected to follow while dealing with
others. ‘Code of conduct’ is a set of principles and expectations that are considered binding on any person who
is member of a particular group. The alternative names for code of conduct are ‘code of ethics’ and ‘code of
practice’.

Business ethics comprises of the principles and standards that guide behaviour in the conduct of business.
Businesses must balance their desire to maximize profits against the needs of the stakeholders. Maintaining
this balance often requires tradeoffs. To address these unique aspects of businesses, articulated as well as
implicit rules are developed to guide the businesses to earn profits without harming individuals or society as a
whole.

The coverage of business ethics is very wide as it deals with norms relating to a company and its employees,
suppliers, customers and neighbors, its fiduciary responsibility to its shareholders. It reflects the philosophy of
business, one of whose aims is to determine the fundamental purposes of a company.

Business ethics stands for the saneness or purity of purpose that is upheld through carefully designed actual
practices of business enterprises. It is an embodiment of conscious concern towards execution of business
processes in tune with the nobility of the purpose.

While referring to business activities, Mahatma Gandhi once mentioned that all businesses have a social
responsibility which has nothing to do with its ordinary economic activity. For instance, if there is a natural
calamity in an area adjoining a business organisation, the society would expect the business to participate in the
relief work. Such a social responsibility arises out of ethical considerations and not out of profit-making
considerations. Therefore, the responsibility towards society is a moral obligation arising out of business ethics,
which in turn is steeped in the philosophy of business.

CORPORATE GOVERNANCE ETHICS

Business ethics and corporate governance of an organization go hand in hand. In fact, an organization that
follows ethical practices in all its activities will, in all probability, follow best corporate governance practices as
well.
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Corporate governance is meant to run companies ethically in a manner such that all stakeholders including
creditors, distributors, customers, employees, the society at large, governments and even competitors are dealt
with in a fair manner. Good corporate governance should look at all stakeholders and not just the shareholders
alone.

Corporate governance is not something which regulators have to impose on a management, it should come
from within.

Abusiness organization has to compete for a share in the global market on its own internal strength, in particular
on the strength of its human resource, and on the goodwill of its other stakeholders. While its State-of-the-art
technologies and high level managerial competencies could be of help in meeting the quality, cost, volume,
speed and breakeven requirements of the highly competitive global market, it is the value-based management
and ethics that the organization has to use in its governance. This would enable the organization to establish
productive relationship with its internal customers and lasting business relationship with its external customers.

THEORIES OF ETHICS

Ethical Theories

Ethical theories arise in different contexts, so they address different problems. They also represent some ethical
principles. There are many ethical theories but in general there are two major kinds of ethical theories:
Deontological and Teleological ethical theories. Broadly speaking Deontological theories emphasise on
consequences, whereas Deontological theories are interested more in duty.

Deontological Theories — Kantian Ethics

Deontological theories of ethics are different from utilitarian theories of ethics. According to Deontological theories,
though the consequences of an act are good, some acts are always wrong. In deontological theories actions are
judged as ethical or unethical based on duty or intentions of an actor. The mostimportant defender of deontological
ethics is Immanuel Kant who forwards his moral theory in 1788.

Kant’s ethical theory includes duty without regard to human happiness. His moral theory is based on his view of
the human being as having the unique capacity for rationality. No other animal possesses such a propensity for
reasoned thought and action, and it is exactly this ability which obliges us to act according to the moral law / duty.
Kant's moral theory emphasises acting in accordance with and for the sake of duty. Kant believed that inclinations,
emotions and consequences should play no role in moral action. This means that motivation for action must be
based on obligation. Morality should provide us with a framework of rational principles (rules) that guide and
restrict action, independent of personal intentions and desires.

It is worth mentioning that another divergence between the theories of utility and deontology is the way in which
they are constructed: utilitarianism is concerned with actively maximising the good while deontology is more
negatively focused on avoiding the morally impermissible (or on the constraints of action).

The moral worth of an action is determined by the will. The human will is the only thing in the world that can be
considered good without qualification, according to Kant. Good will is exercised by acting according to moral
duty/law. The moral consists of a set of moral maxims which are categorical in nature.

According to Kant, every action has a maxim. Maxim means rule of principle. He tries to provide a universal law
that is true under any circumstances for everyone. It can be concluded that deontological ethics based on
Kantian ethics emphasises a universal morality. The principle of deontological ethics can be summed up in the
phrase, “treat others as you would be treated”.

Kant distinguishes two kinds of imperatives; hypothetical and categorical imperatives. Hypothetical imperatives
are conditional, whereas categorical imperatives are unconditional and they must be obeyed under any conditions.
Hence, according to Kantian ethics is an action passes the test of categorical imperative, the action is ethical. It
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can be claimed that categorical imperative rules out some certain practices, such as theft, fraud, coercion and
so on in business left. If Kantian ethics can be applied in business life, it provides universal place in business
world.

Teleological Theories

Teleology is derived from the Greek word ‘telos’ meaning ends or purposes. This theory holds that ends or
consequences of an act determine whether the act is good or bad. Rightness of actions is determined solely by
their good consequences. Teleological approach is also known as consequential ethics.

Businessmen commonly think in terms of purposeful actions as in, for example, management by objectives.
Teleological analysis of business ethics leads to the consideration of the full range of stakeholders in any business
decision, including the management, the staff, the customers, the shareholders, the country, humanity and
environment.

Utilitarian Approach

Utilitarianism is an ethics of welfare. Business guided by utilitarian approach focuses on behaviours and their
results, not on the means of such actions. It can be described by the phrase, “the greatest good for the greatest
number.” The utilitarian approach prescribes ethical standards for managers in the areas of organisational
goals, i. e., maximisation of profits; and having efficiency which denotes optimum utilization of scarce resource.

Utilitarianism prescribes that the moral worth of an action is solely determined by its contribution to overall utility,
that is, its contribution to the happiness and satisfaction of the greatest member. For example, one may be
tempted to steal from a rich wastrel to give to a starving family. Hence, this approach is also referred as
consequential approach. Utilitarianism is a general term for any view that holds that actions and policies should
be evaluated on the basis of the benefits and costs they impose on the society. The policy which produces the
greatest net benefit on lowest net costs in considered right.

The best way to analyse any decision including a business decision is by doing a cost benefit analysis. Several
government agencies, legal theorists and moralists advocate utilitarianism.

Jeremy Bentham is considered as the founder of traditional utilitarianism. He propagates on objective basis for
making value judgments that would provide common acceptable norm for determining social policy and social
legislation.

The utilitarian principle states, “an action is right from ethical point of view if and only if they seem total of utilities
produced by that act are greater than the sum total of utilities produced by any other act that can be performed
at that point of time by any person”. This approach gives precedence to good over right.

There is some limitations utilitarian approach. It is impossible to measure utility of different actions on a common
scale. How can utility of one action be compared to that of the other? At times benefits and cost of an action
cannot be even predicted accurately. For example, it is not possible to predict advantages of building housing
for the underprivileged. Moreover, non-economic goods, such as life, equality, health, beauty and justice cannot
be traded for economic goods. But utilitarianism assumes that all goods are tradable for some quantity of
another good.

Both Utilitarianism and Kantian ethics have important implications in business world. Therefore, both of them
can be applied in business ethics. However, both have some negative points. Some are of the view that utilitarian
ethics is more applicable to business ethics than Kantian ethics, because the aim of any business is to gain
profit/benefit. The fundamental feature of utilitarianism is to maximize utility.

Virtue Theory

Virtue theory of ethics is a very old concept existing since the time of Aristotle (384BC), and there are a variety
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of theories that fall under the category of virtue theory. It is, firstly, important to understand what is meant by
virtue — it is a slightly old — fashioned term. Whereas the other normative theories attempt to answer the question
of ‘the right action’ (or ethical behaviour), virtue theory is more concerned with answering the question of how to
live a good life or how to be a good person. Virtue theory aims to offer an account of the characteristics one must
have to be considered virtuous.

The Emergence of Modern Virtue Theory

Virtue theory went out of favour with the advent of Kantianism and Utilitarianism. However, it re-emerged in 1958
with the publication of paper entitled “Modern Moral Philosophy” by Elizabeth.

According to Aristotle, “role of ethics is to enable us to lead a successful and good life”. This in Aristotle’s view is
possible only for virtuous people. In his words “virtue is a character trait that manifests itself in habitual action”.
For example, honesty does not imply telling the truth once but has to be the trait of a person who tells the truth
as general practice. Thus, we can define virtue as a trait of character that is essential for leading a successful
life. Aristotle considers pride and shame to be virtues on the grounds that we should be proud of our
accomplishments and ashamed of our failings. Virtues should contribute to the idea of a good life. They are not
merely means to happiness but are constituents of it.

The virtues of successful living apply to business as well. But everyday life virtues cannot be applied to business
unconditionally. Any manager while looking at employee welfare cannot always avoid layoff. Certain amount of
concealment is justified and acceptable in business negotiations. Therefore, applying virtue ethics to business
would require determining the end at which business activity aims. Hence, honesty in business is not necessarily
the same as honesty in other spheres of life. Whether any trait is a virtue in business is to be determined by the
purpose of business and by the extent to which that trait contributes to that purpose.

Justice Theory

Justice approach is also known as fairness approach. Greek philosophers have contributed to the idea that all
equals should be treated equally. Justice does not depend on consequences; it depends on the principle of
equality.

The contemporary American Philosopher John Rawl’s objection to utilitarianism is that it does not give adequate
attention to the way in which utility is distributed among different individuals. As an alternative to the utilitarian
idea of society with highest welfare, Rawls proposes a society that recognizes its members as free and equal
person who attempt to advance their own interests and come into conflict with others pursuing their self
interests.

The key to a well-ordered society is the creation of institutions that enable individuals with conflicting ends to
interact in mutually beneficial ways. The focus here is on social justice. Rawls promotes “Play It Safe”. He
argues that a rational person should choose the alternative in which the worst possible outcome is still better
than the worst possible outcome of any other alternative.

Theory of Egoism

Egoism is derived from the Latin word ‘ego’ meaning ‘I’. The theory of egoism holds that the good is based
on the pursuit of self-interest. This model takes into account harms, benefits and rights for a person’s own
welfare. Under this model an action is morally correct if it increases benefits for the individual in a way that
does not intentionally hurt others, and if these benefits are believed to counterbalance any unintentional
harms that ensue. For example, a company provides scholarships for education to needy students with a
condition that the beneficiary is required to compulsorily work for the company for a period of 5 years.
Although, the company is providing scholarship benefits to the needy students, ultimately it is in the company’s
self interest.
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Theory of Relativism

Theory of Relativism promotes the idea that some elements or aspects of experience or culture are relative to,
i.e., dependent on, other elements or aspects. It holds that there are no absolute truths in ethics and that what
is morally right or wrong varies from person to person or from society to society. The term often refers to truth
relativism, which is the doctrine that there is no absolute truth, i.e., that truth is always relative to some particular
frame of reference, such as a society or a culture. For example, killing animals for sport (like bull fighting) could
be right in one culture and wrong in another.

SCOPE OF BUSINESS ETHICS

Ethical problems and phenomena arise across all the functional areas of companies and at all levels within the
company which are discussed below:

Ethics in Compliance

Compliance is about obeying and adhering to rules and authority. The motivation for being compliant could be to
do the right thing out of the fear of being caught rather than a desire to abide by the law. An ethical climate in an
organisation ensures that compliance with law is fuelled by a desire to abide by the laws. Organisations that
value high ethical values comply with the laws not only in letter but go beyond what is stipulated or expected of
them.

Ethics in Finance
The ethical issues in finance that companies and employees are confronted with include:

— In accounting — window dressing, misleading financial analysis.

Related party transactions not at arm length

Insider trading, securities fraud leading to manipulation of the financial markets.

Executive compensation.

Bribery, kickbacks, over billing of expenses and facilitation payments.

Fake reimbursements.

Case of an unethical practice

Mr. A is a respected senior officer in the company. He enjoys all the benefits and perquisites from the company,
including a car with a driver, medical facility and reimbursements of certain expenditures.During the months
of September, October and December it was observed that his telephonic reimbursements were on a rising
note. From Rs. 500 p.m. it went up to Rs. 2500 p.m. The matter was reported and investigated. It was found
that Mr. A has made arrangements with the Telephone Company to make a single bill for two telephone
numbers at his residence.The effect of a petty misappropriation especially at the top level trickles down to all
levels

Ethics in Human Resources

Human resource management (HRM) plays a decisive role in introducing and implementing ethical practices in
an organisation. Ethics should be a pivotal issue for HR specialists. The ethics of human resource management
(HRM) covers those ethical issues that arise around the employer-employee relationship, such as the rights and
duties issues between the employer and employee.

The ethical issues faced by HRM include:

— Discrimination issues, i.e., discrimination on the bases of age, gender, race, religion, disabilities etc.
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— Sexual harassment.
— Affirmative Action.

— lIssues surrounding the representation of employees and the democratization of the workplace and
trade unionisation.

— Issues affecting the privacy of the employee: workplace surveillance, drug testing, etc.
— Discrimination of whistle-blowers.

— Issues relating to the fairness of the employment contract and the balance of power between the employer
and employee.

— Occupational safety and health issues.

Companies tend to shift economic risks onto the shoulders of their employees. The boom of performance-
related pay system and flexblie employment contracts are indicators of these newly established forms of shifting
risk.

Case of unethical practice

A middle level executive, Mr. X, based in Delhi, opts for a 3 day training programme in Bangalore, which
happens to be his hometown. He also applies leave for 3 days immediately following the training, which is
granted to him.

Mr. X reaches the venue of the training. On the first day, he registers himself, takes the training kit, attends the
training for two hours, befriends a dealing officer and arranges to have the presentations, etc. sent to him. He
does not attend the training programme thereafter.

Mr. X sends a report of the training as soon as he returns. His reporting officer summons him and asks him
where he was during the training. At first, Mr. X reacts in a defensive manner saying that he was at the training
site. The reporting officer then tells him that the company, in order to extend the training to other employees
as well had got in touch with the programme organizers requesting them for a one to one meeting with Mr. X
already present there and were informed of his absence. When confronted with this, Mr. X admits that he had
not attended the training programme.

Ethics in Marketing

Marketing ethics is that area of applied ethics which deals with the moral principles behind the operation and
regulation of marketing. The issue of marketing ethics is not limited to the kind of products alone. It also deals
with how such products are delivered to the customers. The ethical issues confronted in this area include:

— Pricing: price fixing, price discrimination and price skimming.

— Anti-competitive practices, like manipulation of supply, exclusive dealing arrangements and tying
arrangements.

— Misleading advertisements.
— Contents of advertisements.
— Decision making.

— Children and marketing.

— Surrogate advertising: For example, many liquor firms carry advertisements of products, like apple
juice, soda and water.

— Black markets and grey markets.
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Ethics in Production

This area of business ethics deals with the duties of a company to ensure that their products and production
processes do not cause harm to society at large. Some of the more acute dilemmas in this area arise out of the
fact that there is usually a degree of danger in any product or its production process and it is difficult to define the
degree of permissibility, since the degree of permissibility may depend on the changing state of preventative
technologies or changing social perceptions of acceptable risk.

Defective, addictive and inherently dangerous products and

Ethical relations between the company and the environment include pollution, environmental ethics and
carbon emissions trading.

Ethical problems arising out of new technologies, for example, genetically modified food.

Product testing ethics.

The most systematic approach to fostering ethical behavior in business is to build a corporate culture that would
link ethical standards and business practices.

ADVANTAGES OF BUSINESS ETHICS

More and more companies have begun to recognize the relation between business ethics and financial
performance. Companies displaying a “clear commitment to ethical conduct” consistently outperform those
companies that do not display an ethical conduct.

A company that adheres to ethical values and dedicatedly takes care of its employees is rewarded with equally
loyal and dedicated employees.

1. Attracting and retaining talent

People aspire to join organizations that have high ethical values. Such companies are able to attract the best
talent. The ethical climate matters a lot to the employees. Ethical organizations create an environment that is
trustworthy, making employees willing to rely on company’s policies, ability to take decisions and act on those
decisions. In such a work environment, employees can expect to be treated with respect, and will have
consideration for their colleagues and superiors as well. Thus, company’s’ policies cultivate teamwork, promote
productivity and support employee-growth.

Retaining talented people is as big a challenge for the company as getting them in the first place. Work is a
mean to an end for the employees and not an end in itself. The relationship with their employer must be a win-
win situation in which their loyalty should not be taken for granted. Talented people will invest their energy and
talent only in organizations with values and beliefs that matches their own. In order to achieve this equation,
managers need to build culture, compensation and benefit packages, and career paths that reflect and foster
certain shared values and beliefs.

2. Investor Loyalty

Investors are concerned about ethics, social responsibility and reputation of the company in which they invest.
Investors are becoming more and more aware that an ethical climate provides a foundation for efficiency,
productivity and profits. Relationship with any stakeholder, including investors, based on dependability, trust
and commitment results in sustained loyalty.

3. Customer satisfaction

Customer satisfaction is a vital factor of a successful business strategy. Repeated purchases/orders and an
enduring relationship with mutual respect is essential for the success of the company. The name of a company
should evoke trust and respect among customers for enduring success. This is achieved by a company only
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when it adopts ethical practices. When a company with a belief in high ethical values is perceived as such, the
crisis or mishaps along the way is tolerated by the customers as minor aberrations. Such companies are also
guided by their ethics to survive a critical situation. Preferred values are identified and it is ensured that
organizational behavior is aligned to those values. An organization with a strong ethical environment places its
customers’ interests as foremost. Ethical conduct towards customers builds a strong competitive position for the
company. It promotes a strong public image too.

4. Regulators

Business should actethically | Regulators eye companies functioning ethically as responsible citizens. The
not only to benefit itself and regulator need not always monitor the functioning of the ethically sound company.
to build its reputation, but | Any organisation that acts within the confines of business ethics not only earns
also for the benefit of its key profit but also gains reputation publicly.

stakeholders.

To summarise, companies that are responsive to employees’ needs have lower turnover in staff.

— Shareholders invest their money into a company and expect a certain level of return from that money in
the form of dividends and/or capital growth.

— Customers pay for goods, give their loyalty and enhance a company’s reputation in return for goods or
services that meet their needs.

— Employees provide their time, skills and energy in return for salary, bonus, career progression and
experience.

CONCLUSION

In making ethics work in an organization it is important that there is synergy in vision statement, mission statement,
core values, general business principles and the code of ethics. A commitment by corporate management to
follow an ethical code of conduct confers a variety of benefits. An effective ethics programme requires continual
reinforcement of strong values. Organisations are challenged with the task to make their employees live and
imbibe their ethical codes and values. To ensure a right ethical climate, a right combination of spirit and structure
is required.

Corporate Ethics is much needed to stress the importance of sustainability, social development, stakeholders
and consumers satisfaction. Itis an orientation to provide a valuable service instead of displaying more orientation
for profits. Ethics, point out what is good and what is bad and also what is right or wrong. It brings to the notice
of the business community the importance of honesty, sincerity and fairness which makes them alert and socially
conscious. It reconciles conflicting interest of various sections of the society such as workers, shareholders,
consumers, distributors, suppliers, competitors and government and thus, expedites a better relation between
business and the society.

LESSON ROUND-UP

— Business ethics is a form of applied ethics. In broad sense ethics in business is simply the application
of moral or ethical norms to business.

— The term ethics has its origin from the Greek word “ethos”, which refers to character or customs or
accepted behaviors.

— Deontological ethics or deontology (Greek: (Deon) meaning ‘obligation’ or ‘duty’) is an approach to
ethics that focuses on the rightness or wrongness of actions themselves, as opposed to the rightness
or wrongness of the consequences of those actions.
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Teleology (Greek: telos: end, purpose) is the philosophical study of design and purpose.
Enlightened-egoism. This model takes into account harms, benefits and rights.

Utilitarianism is the idea that the moral worth of an action is solely determined by its contribution to
overall utility.

Relativism is the idea that some elements or aspects of experience or culture are relative to, i.e.,
dependent on, other elements or aspects.

Justice is the concept of moral rightness in action or attitude; it is closely linked to fairness.

Organisations that value high ethics comply with the laws not only in spirit but go beyond what is
stipulated or expected of them.

Human resource management (HRM) plays a decisive role in introducing and implementing ethics.

Marketing ethics is the area of applied ethics which deals with the moral principles behind the operation
and regulation of marketing

Advantages of business ethics - attracting and retaining talent, investor loyalty, customer satisfaction
and regulators.

In making ethics work in an organization it is important that there is synergy between vision statement,
mission statement, core values, general business principles and code of ethics.

SELF-TEST QUESTIONS

(These are meant for recapitulation only. Answers to these questions are not to be submitted for evaluation)

1.
2.
3.

Describe the different ethical philosophies.

Write short notes on Ethics in Finance and Ethics in Marketing.
Write short notes on:

(a) Governance through Inner Consciousness

(b) Ethics in compliance.

What are the advantages of Business Ethics for an organization?
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|
INTRODUCTION

The organization’s values greatly influence the decisions that individuals make. The approach to ethical issues
is not only on the basis of what the employees learned from their own background but also on the basis of what
they learn from the Organization culture and others in the organisation.

Organisation culture comprises of the attitudes, experiences, beliefs and values of an organization. It can be
defined as the specific collection of values and norms that are shared by people and groups in an organization
and that control the way people interact with each other, within and outside the organization. An important
component of corporate culture is the ethical climate. The ethical climate of an organization is a shared set of
understandings about what correct behaviour is and how ethical issues are handled. This climate sets the
character for decision making at all levels and in all circumstances. The ethical climate reflects whether the firm
has an ethical conscience. It is a function of many factors including corporate policies on ethics, top management’s
leadership on ethical issues, industry culture, etc.

The ethical tendency or climate of organizations is set at the top. What top managers do, the culture they
establish and reinforce, makes a huge difference in the way employees act in the organization, when ethical
dilemmas are faced. When the ethical climate is unclear or negative, ethical dilemmas often result in unethical
behavior.

Organizations have ethics programme as a way of minimizing the risk of ethical misconduct or wrong doing by
employees. These programmes consist of policies, processes, education and training initiatives that explain the
company’s business ethics. These programmes clarify how ethics should translate into operating procedures
and workplace behaviour. The focus of ethics programme is compliance with rules and regulations.

ORGANIZATION STRUCTURE AND ETHICS

An organization’s structure is important to the study of business ethics. In a centralized organization, decision-
making authority is concentrated in the hands of top-level managers, and little authority is delegated to lower
levels. Responsibility, both internal and external, rests with top management. This structure is especially suited
for organizations that make high-risk decisions and whose lower-level managers are not highly skilled in decision
making. It is also suitable for organizations in which production processes are routine and efficiency is of primary
importance.

These organizations are usually extremely bureaucratic, and the division of labour is typically very well defined.
Each worker knows his or her job and what is specifically expected of him/her, and each has a clear understanding
of how to carry out assigned tasks. Centralized organizations stress on formal rules, policies, and procedures,
backed up with elaborate control systems. Their codes of ethics may specify the techniques to be used for
decision making.

Because of the top-down approach and the distance between employee and decision maker, centralized
organizational structures can lead to unethical acts. If the centralized organization is very bureaucratic, some
employees may behave according to “the letter of the law” rather than the spirit.

In a decentralized organization, decision-making authority is delegated as far down the chain of command as
possible. Such organizations have relatively few formal rules; coordination and control are usually informal and
personal. They focus on increasing the flow of information. As a result, one of the main strengths of decentralized
organizations is their adaptability and early recognition of external change. This provides greater flexibility to
managers and they can react quickly to changes in their ethical environment. Weakness of decentralized
organizations is the difficulty they have in responding quickly to changes in policy and procedures established
by top management. In addition, independent profit centers within a decentralized organization may deviate
from organizational objectives.
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Role of Board of Directors

The board of directors holds the ultimate responsibility for their firm’s success or failure, as well as for ethics of
their actions. As has been stated earlier the ethical tone of an organization is set at the top, the actions and
attitudes of the board greatly influence the ethical climate of an organization. The directors on a company’s
board assume legal responsibility for the firm’s resources and decisions. Board members have a fiduciary duty,
i.e. a position of trust and confidence. Due to globalization and enhanced role of media and technology, the
demand for accountability and transparency has increased greatly. This calls for ethical decision making and an
ethical decision making framework.

The independent perspective and judgment of independent directors can be helpful in determining a company’s
approach towards ethical issues and stakeholder interests. Independent directors are in a position to challenge
current practices and also contribute knowledge and experience of good practices.

A Report by the Conference Board Commission on Public Trust and Private Enterprise suggested the following
areas of oversight by a Board:

— Designation of a Board committee to oversee ethics issues;
— Designation of an officer to oversee ethics and compliance with the code of ethics;

— Inclusion of ethics-related criteria in employees’ annual performance reviews and in the evaluation and
compensation of management;

— Representation by senior management that all known ethics breaches have been reported, investigated,
and resolved; and

— Disclosure of practices and processes the company has adopted to promote ethical behavior.

SCHEDULE IV of the Companies Act, 2013 prescribed Code for Independent Directors, which cast duty on
Independent Directors to report concerns about unethical behaviour, actual or suspected fraud or violation of
the company’s code of conduct or ethics policy.

ETHICS PROGRAMME

A company must have an effective ethics program to ensure that all employees understand organizational
values and comply with the policies and codes of conduct that create its ethical climate. Two types of ethics
program can be created. Both can be adopted simultaneously. These are

— Compliance Orientation Programme: A compliance orientation creates order by requiring that
employees comply with and commit to the required conduct. It uses legal terms, statutes, and contracts
that teach employees the rules and penalties for non-compliance.

— Values Orientation: Values Orientation strives to develop shared values. Although penalties are attached,
the focus is more on an abstract core of ideals such as respect and responsibility. Instead of relying on
coercion, the company’s values are seen as something to which people willingly aspire.

Most companies begin the process of establishing organizational ethics programs by developing codes of conduct.
Codes of conduct are formal statements that describe what an organization expects of its employees. Such
statements may take different forms a code of ethics like, a code of conduct, and a statement of values. A code
of ethics is the most comprehensive and consists of general statements, sometimes altruistic or inspirational,
that serve as principles and the basis for rules of conduct. A code of ethics generally specifies methods for
reporting violations, disciplinary action for violations, and a structure of due process. A code of conduct is a
written document that may contain some inspiration statements but usually specifies acceptable or unacceptable
types of behavior. A code of conduct is more akin to a regulatory set of rules and as such tends to elicit less
debate about specific actions. One problem with the codes of conduct is that they tend to be developed without
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broad-based participation from stakeholders. Another final type of ethical statement is a statement of values; it
serves the general public and also addresses distinct groups of stakeholders. Values statements are conceived
by management and are fully developed with input from all stakeholders. A company can have a ‘credo’ which
can be used as a tool to define the ethical practices that the company pursues and the respect for stakeholders
including (customers, employees, community). Credo is a Latin word which means “a set of fundamental beliefs
or a guiding principle.” For a company, a credo is like a mission statement.

Best Practices in Ethics Programme

The recommendations of the ethics committee should include staff training, evaluations of compliance
systems, appropriate funding and staffing of the corporate ethics office, and effective protections to
employees who “blow the whistle” on perceived actions contrary to the spirit and/or letter of the code.

Annual training on the code is a good practice. Many corporations establish independent “hot lines” or
“help lines” where employees can seek guidance when they are faced with an ethical dilemma or when
they encounter unethical conduct in the workplace.

Every publicly listed corporation should consider establishing a regular review system to ensure that the
code is dynamic and updated in the light of new developments.

Every member of the Board of Directors of a publicly listed corporation should be required to sign the
Code of Ethics and pledge that she or he will never support a Board motion to suspend the Code.

All outside law firms and auditing firms that consult to publicly listed corporations should be required to
sign statements noting that they understand and accept the corporation’s Code of Ethics.

Employees basically want to know two things- (a) what is expected or required for them to survive and
to be successful (b) “how they were doing” at that point in time.

Features of Good Ethics Programme

The following factors indicate the success of an ethics programme:

Leadership means that executives and supervisors care about ethics and values as much as they do
about the bottom line.

Consistency between words and actions refers that top management “practices what it preaches”.
This is more important than formal mechanisms, such as hotlines for people to report wrongdoing.

Fairness means that the organisation operates fairly. To most employees, the most important ethical
issue is how the organization treats them and their co-workers.

Openness means that people can talk openly about ethics and values, and that ethics and values are
integrated into business decision-making.

Just rewards say that ethical behaviour is fairly rewarded. This has greater influence on the effectiveness
of an ethics programme than the perception that unethical behaviour is punished.

Value-driven means that an ethical and compliance programme is value-driven. This has the most
positive effect on ethics and compliance programme and results in:

lower observed unethical conduct;
stronger employee commitment;

a stronger belief that it is acceptable to deliver bad news to management.
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CODE OF ETHICS

Managers at all levels and in all functional areas face ethical issues. In fact, there is seldom a decision wherein
an ethical dimension is not involved. Matters of right and wrong, just and unjust, and fair and unfair arise
frequently. In order to deal with these issues, managers need some guidelines. Organisations, both business
and non-business formulate such guidelines in the form of a code of conduct or code of ethics. The need for a
corporate code of conduct has increased due to frequent corporate scandals, inside, trading, misuse of funds.
With globalisation of business, more and more companies are developing code of ethics. Moreover, every
profession has a code of conduct for its members. The Institute of Company Secretaries of India, Medical
Council of India, Bar Council, All India Management Association (AIMA) and other professional bodies have
their own professional codes.

A corporate code of conduct may be defined as a document containing the core values and moral principles
which all those working in the company are expected to follow in the course of their duties as well as in their daily
activities. It reflects commitment of the company to ensure ethical behaviour on the part of its members. It also
indicates how an employee should act in general or in specific situations. A code of conduct lays down ‘dos’ and
‘don’ts’. It describes socially acceptable and responsible behaviour. Hence, a code of ethics is a tangible guide
to ethically desirable behaviour.

It is a corporate code of conduct that helps its members to promote high standards of ethics and practice. It
makes them aware of ethical dilemmas and by adhering to these code of conduct, business people can observe
elevated standards of conduct and personal integrity so as to win the trust and confidence of the stakeholders.

A code of ethics should reflect top managements’ desire for compliance with the values, rules, and policies that
support an ethical climate. The development of a code of ethics should involve the president, board of directors,
and chief executive officers who will be implementing the code. Legal staff should also be called on to ensure
that the code has assessed key areas of risk correctly and that it provides buffers for potential legal problems.

Corporate code of ethics often contains six core values or principles in addition to more detailed descriptions
and examples of appropriate conduct. The six values that are desirable for codes of ethics include: (1)
trustworthiness, (2) respect, (3) responsibility, (4) fairness, (5) caring, and (6) citizenship.

Explanation: For this purpose, the term “senior management” shall mean the personnel of the company who are
members of its core management team, excluding Board of Directors. Normally, this would comprise all members
of management one level below the executive directors, including all functional heads.

In the United States of America, Section 406 of the Sarbanes Oxley Act, 2002 requires public companies to
disclose whether they have codes of ethics and also to disclose any waivers of those codes for certain members
of senior management.

Section 406(a) of Regulation S-K requires companies to disclose:

— whether they have a written code of ethics that applies to their principal executive officer, principal
financial officer, principal accounting officer or controller, or persons performing similar functions;

— any waivers of the code of ethics for these individuals; and
— any changes to the code of ethics.

If companies do not have a code of ethics, they must explain why they have not adopted one. A company may
file its code as an exhibit to the annual report, post the code on the company’s website, or agree to provide a
copy of the code upon request and without charge.

To create a code of ethics, an organization must define its most important guiding values, formulate behavioural
standards review the existing procedures for guidance and direction and establish the systems and processes
to ensure that the code is implemented and effective. Codes of ethics are not easily created from boilerplate.
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Ideally, the development of a code is a process in which Boards and senior management actively debate and
decide core values, roles, responsibilities, expectations, and behavioural standards

Thus, code of ethics outlines a set of fundamental principles which could be used both as the basis for operational
requirements (things one must do), and operational prohibitions (things one must not do). It is based on a set of
core principles and values and is not designed for convenience. The employees subject to the code are required
to understand, internalize, and apply it to situations which the code does not specifically address. Organizations
expect that the principles, once communicated and illustrated, will be applied in every case, and that failure to
do so may lead to disciplinary action.

CODE OF CONDUCT

Code of conduct or what is popularly known as Code of Business Conduct contains standards of business
conduct that must guide actions of the Board and senior management of the Company.

The code of conduct may include the following:
(a) Company Values.
(b) Avoidance of conflict of interests.

(c) Accurate and timely disclosure in reports and documents that the company files before Government
agencies, as well as in the company’s other communications.

(d) Compliance of applicable laws, rules and regulations including Insider Trading Regulations.
(e) Maintaining confidentiality of the company affairs.

(f) Standards of business conduct for the company’s customers, communities, suppliers, shareholders,
competitors, employees.

(g) Prohibition of Directors and senior management from taking corporate opportunities for themselves or
their families.

(h) Review of the adequacy of the Code annually by the Board.
(i) No authority to waive off the Code should be given to anyone in any circumstances.
The Code of Conduct for each Company summarises its philosophy of doing business.

Although the exact details of this code are a matter of discretion, the following principles have been found to
occur in most of the companies:

— Use of company’s assets;

— Avoidance of actions involving conflict of interests;

— Avoidance of compromising on commercial relationship;

— Avoidance of unlawful agreements;

— Avoidance of offering or receiving monetary or other inducements;
— Maintenance of confidentiality;

— Collection of information from legitimate sources only;

— Safety at workplace;

— Maintaining and Managing Records;

— Free and Fair competition;

— Disciplinary actions.
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Model Code of Business Conduct & Ethics

Preamble

Commitment to ethical professional conduct is a MUST for every employee of the company in all of its
businesses/units/subsidiaries. This code, consisting of imperatives formulated as statements of personal
responsibility, identifies the elements of such a commitment. It contains many, but not all issues, employees
are likely to face.

The code is intended to serve as a basis for ethical decision-making in the conduct of professional work. It
may also serve as a basis for judging the merit of a formal complaint pertaining to violation of professional
ethical standards.

It is understood that some words and phrases in a code of ethics and conduct document are subject to
varying interpretations and that any ethical principle may conflict with other ethical principles in specific
situations. Questions related to ethical conflicts can best be answered by thoughtful consideration of
fundamental principles rather than reliance on detailed regulations. In case of conflict, the decision of the
Board shall be final.

Applicability

This code is applicable to the Board Members and all employees in and above Officers level (hereinafter
collectively referred to as “Employee(s)”).

All employees must read and understand this code and ensure to abide by it in their day-to-day activities.

General Moral Imperatives
Contribute to society and human well-being

This principle concerning the quality of life of all people affirms an obligation to protect fundamental human
rights and to respect the diversity of all cultures. We must attempt to ensure that the products of our efforts
will be used in socially responsible ways, will meet social needs and will avoid harmful effects to health and
welfare of others.

In addition to a safe social environment, human well-being includes a safe natural environment. Therefore,

all of us, who are accountable for the design, development, manufacture and promotion of company’s products,
must be alert to, and make others aware of, any potential damage to the local or global environment.

Avoid harm to others

“Harm” means injury or negative consequences, such as loss of property, property damage or unwanted
health and environmental impacts. This principle prohibits use of men, material and technology in ways that
result in harm to our consumers, employees and the general public.

Well-intended actions, including those that accomplish assigned duties, may lead to harm unexpectedly. In
such an event, the responsible person or persons are obligated to undo or mitigate the negative consequences
as much as possible.

Be honest and trustworthy

Honesty is an essential component of trust. Without trust an organisation cannot function effectively. All of us
are expected not to make deliberately false or deceptive claims about our products/systems, but instead
provide full disclosure of all pertinent limitations and problems.

Be fair and take action not to discriminate

The values of equality, tolerance, respect for others, and the principles of equal justice govern this imperative.
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Discrimination on the basis of race, sex, religion, age, disability, national origin, or other such factors is an
explicit violation of this code.

Honor confidentiality

The principle of honesty extends to issues of confidentiality of information. The ethical concern is to respect
all obligations of confidentiality to all stakeholders unless discharged from such obligations by requirements
of the law or other principles of this code.

We, therefore, will maintain the confidentiality of all material non-public information about company’s business
and affairs.

Specific Professional Responsibilities

Live the Company’s Values each day.

We must live the Company’s Values each day. For quick reference our core values are:

Ownership

This is our company. We accept personal responsibility and accountability to meet business needs.
Passion for winning

We all are leaders in our area of responsibility with a deep commitment to deliver results. We are determined
to be the best at doing what matters most.

People development

People are our most important asset. We add value through result driven training and we encourage and
reward excellence.

Consumer focus
We have superior understanding of consumer needs and develop products to fulfill them better.
Teamwork

We work together on the principle of mutual trust and transparency in a boundary less organisation. We are
intellectually honest in advocating proposals, including recognizing risks.

Innovation
Continuous innovation in products and process is the basis of our success.
Integrity

We are committed to the achievement of business success with integrity. We are honest with consumers,
business partners and one another.

Strive to achieve the highest quality, effectiveness and dignity in both the processes and products of
professional work

Excellence is perhaps the most important obligation of a professional. We must strive to achieve the highest
quality, effective-ness and dignity in all that we are responsible for each day.

Acquire and maintain professional competence

Excellence depends on individuals who take responsibility for acquiring and maintaining professional
competence. We must participate in setting standards for appropriate levels of compe-tence, and strive to
achieve those standards.
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Know and respect existing laws

We must obey existing local, state, national, and international laws unless there is a compelling ethical basis
not to do so. We should also obey the policies, procedures, rules and regulations of the company. Violation
of a law or regulation may be ethical when that law or rule has inadequate moral basis or when it conflicts
with another law judged to be more important. If one decides to violate a law or rule because it is viewed as
unethical, or for any other reason, one must fully accept responsibility for one’s actions and for the
consequences.

Accept and provide appropriate professional review

Quality professional work depends on professional reviewing and critiquing. Whenever appropriate, individual
members should seek and utilize peer review as well as provide critical review of their work.

Manage personnel and resources to enhance the equality of working life

Organisational leaders are responsible for ensuring that a conducive environment is created for fellow
employees to enable to deliver their best. We all, therefore, are responsible for ensuring human dignity of all
our colleagues, ensuring their personal and professional development and enhancing the quality of working
life.

Deal with the Media tactfully

We should guard against being misquoted and finding ourselves compromised. Our role as individuals is
always to be tactful, to avoid comments, and to pass enquiries to those who are authorized to respond to
them.

Be upright and avoid any inducements

Neither directly nor through family and other connections indirectly, should we solicit any personal fee,
commission or other form of remuneration arising out of transactions involving the Company. This includes
gifts or other benefits of significant value, which might be extended at times, to influence business-especially
during bulk purchase of commodities for the organisation or awarding a contract to an agency, etc. We are
likely to be offered various gifts by vendors/parties/agencies and people associated with the Company under
different wraps or generally on personal celebrations or functions or religious festivals, etc.

Observe Corporate Discipline

Our flow of communication is not rigid and people are free to express themselves at all levels. However, this
informality should not be misunderstood. What it means is that though there is a free exchange of opinions
in the process of arriving at a decision, after the debate is over and a policy consensus has been established,
all are expected to adhere to and abide by it, even when in certain instances we may not agree with it
individually. In some cases policies act as a guide to action, in others they are designed to put a constraint on
action. We all must learn to recognise the difference and appreciate why we need to observe them.

Conduct ourselves in a manner that reflects credit to the Company

All of us are expected to conduct ourselves, both on and off-duty, in a manner that reflects credit to the
company. The sum total of our personal attitude and behaviour has a bearing on the standing of the Company
and the way in which it is perceived within the organ-isation and by the public at large.

Be accountable to our stake-holders

All of those whom we serve be it our customers, without whom we will not be in business, our shareholders,
who have an important stake in our business and the employees, who have a vested interest in making it all
happen-are our stakeholders. And we must keep in mind at all times that we are accountable to our
stakeholders.
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“Inside information” gained from the Company or otherwise must not be used for personal gains. We undertake
to comply with the Company’s Code of Conduct for Prevention of Insider Trading.

Identify, mitigate and manage business risks

It is our responsibility to follow our institutionalized Company’'s Risk Management Framework to identify the
business risks that surround our function or area of operation and to assist in the company-wide process of
managing such risks, so that the Company may achieve its wider business objectives. All of us should
continuously ask ourselves “What can go wrong and what am | doing to prevent it from going wrong.”

Protect The Company’s properties

We all are perceived as Trustees of Company’s properties, funds and other assets. We owe fiduciary duty to
each stakeholder, as their agent, for protecting the Company’s assets. We, therefore, must safeguard and
protect the Company’s assets against any misappropriation, loss, damage, theft, etc. by putting in place
proper internal control systems and procedures and effectively insuring the same against any probable fire,
burglary, fidelity and any other risk.

Specific Additional Provisions for Board Members and Management Committee Members
As Board/Management Committee Members

We undertake to actively participate in meetings of the Board, or the Committees thereof and the meetings of
Management Committee on which we serve.

As Board members

1. We undertake to inform the Chairman of the Board of any changes in our other board positions,
relationship with other business and other events/ circumstances/conditions that may interfere with
our ability to perform Board/Board Committee duties or may impact the judgment of the Board as to
whether we meet the independence requirements of Listing Agreement with Stock Exchanges.

2. We undertake that without prior approval of the disinterested members of the Board, we will avoid
apparent conflict of interest. Conflict of interest may exist when we have personal interest that may
have a potential conflict with the interest of the company at large. lllustrative cases can be:

— Related Party Transactions: Entering into any transactions or relationship with the Company or its
subsidiaries in which we have a financial or other personal interest (either directly or indirectly such
as through a family member or other person or other organisation with which we are associated).

— Outside Directorship : Accepting Directorship on the Board of any other Company that competes
with the business of Company.

— Consultancy/Business/Employment : Engaging in any activity (be it in the nature of providing
consultancy service, carrying on business, accepting employment) which is likely to interfere or
conflict with our duties/responsibilities towards the Company. We should not invest or associate
ourselves in any other manner with any supplier, service provider or customer of the Company.

— Use of Official position for our personal gains : We should not use our official position for our
personal gains.

Compliance with the Code
As employees of the Company, we will uphold and promote the principles of this code

The future of the organisation depends on both technical and ethical excellence. Not only is it important for
employees to adhere to the principles expressed in this Code, each employee should encourage and support
adherence to the code by other employees.
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Treat violations of this code as inconsistent association with the organisation

Adherence of professionals to a code of ethics is largely a voluntary matter. However, if any of us do not follow
this code by engaging in process misconduct, the matter would be reviewed by the Board and its decision
shall be final. The Company reserves the right to take appropriate action against the guilty employee.

Miscellaneous
Continual updating of code

This code is subject to continuous review and updating in line with any changes in law, changes in company’s
philosophy, vision, business plans or otherwise as may be deemed necessary by the board.

CREDO

Most companies skip the important part of developing the company’s credo. A good credo gives the company a
reason to exist; it develops the spirit of employees motivating them at all times. It is a statement of common
values that allows employees to understand the importance of the stakeholders and services provided. It is the
force which makes them work together to achieve a consistent high standard.

Sam Walton, founder of Wal-Mart, established the “Three Basic Beliefs” as his company’s credo. They are:
— Respect for the Individual
— Service to our Customers
— Strive for Excellence

Johnson & Johnson

The overarching philosophy that guides business in Johnson & Johnson is their Credo termed as ‘Our Credo’, a
deeply held set of values that has served as the strategic and moral compass for generations of about
Johnson & Johnson leaders and employees.

The Credo challenges Johnson & Johnson to put the needs and well-being of the people they serve first. It also
speaks the responsibilities it has to its employees, to the communities in which the company thrives and works
and the world community, and to its shareholders. Johnson and Johnson believe that its Credo is a blueprint for
long-term growth and sustainability that's as relevant today as when it was written.

Sail
Credo of SAIL talks about stakeholder respect, and ethical practices to be followed in the company:

— We build lasting relationships with customers based on trust and mutual benefit. We uphold highest
ethical standards in conduct of our business.

— We create and nurture a culture that supports flexibility, learning and is proactive to change.
— We chart a challenging career for employees with opportunities for advancement and rewards.
— We value the opportunity and responsibility to make a meaningful difference in people’s lives.

THE TYLENOL CRISIS

— ltis the belief of Johnson & Johnson that it is its credo which has led to the company’s growth. The
credo depicts company’s ethical and socially responsible approach of conducting business. The credo
epitomizes the company’s responsibility to the people who use its products and services, to its
employees, to the community and environment, and to its shareholders.
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Johnson & Johnson’s subsidiary, McNeil Consumer Products had an analgesic called Tylenol, which had
been of the absolute leader in the market pain-killers in 1982. Seven persons had died mysteriously after
taking cyanide laced capsules of Extra-Strength Tylenol. The deaths were broadly reported in the media and
became the cause of a massive nationwide panic.

The investigation by the company revealed that the product was tampered with and Tylenol Extra-Strength
capsules was replaced with cyanide laced capsules and resealed packages were deposited on the shelves
of pharmacies and food stores. Through the investigation it was also revealed that the tampering had taken
place in the Chicago region alone.

The media widely reported about the cyanide laced capsules and this sensational news caused a nationwide
panic. The company had to suddenly explain to the world why it’s trusted and premium product was killing
unsuspecting people.

JOHNSON & JOHNSON’S CRISIS COMMUNICATION STRATEGIES
Johnson & Johnson reacted in a matured manner to the adverse media reports.

The areas which the company had to address were firstly “how to protect the people?” and secondly “how to
save the product?”

As a first step the company issued warnings using the media and advised the consumers across the United
States not to consume any type of Tylenol product. Johnson & Johnson withdrew all forms of Tylenol capsules
from the width and breadth of the United States of America.

Even though the company was convinced that there was little chance of discovering any more cyanide
coated tablets, Johnson & Johnson made it known that they would not like to take any risk with the safety and
health of the Tylenol-consuming public, even if it cost the company its reputation and millions of dollars. It was
estimated that the recall included approximately 31 million bottles of Tylenol, with a retail value of more than
$100 million.

The Impact of the Strategy

The recall of the Tylenol capsules was not an easy decision to make for the company. Many well-informed
analysts were of the opinion that recalling all Tylenon-related products could adversely affect the business
prospects of the company. Some company executives were really concerned about the panic that could be
caused to the industry over such a widespread recalling of the company’s premium product.

There were others too who felt that the nation-wide recall of Tylenol would effectively lay to rest any chance
for the product to survive in future.

What Johnson & Johnson faced was an unusual situation for a large corporation of its size and reach in
facing a crisis of such dimensions. It was the considered opinion of many that the company’s response to the
crisis demonstrated clearly its commitment to customer safety and quality of its product. The open and
transparent communication with public helped the company maintain a high level of credibility and customer
trust. In the case of many other companies, the top brass would have thought of the huge financial loss the
company would have to incur and also its reputation once it decided to recall its own product at a national
level. But in this case, the then Chairman and CEO of Johnson & Johnson, James E. Burke, said, “It will take
time, it will take money, and it will be very difficult; but we consider it a moral imperative, as well as good
business, to restore Tylenol to its preeminent position.” Burke and his executives rather than thinking about
the huge financial implications, followed both the letter and spirit of the company’s credo.

The Company put customer safety first before worrying about the profit and other financial concerns.

In the beginning the media made a very negative association with the brand name. Before the crisis, Johnson
& Johnson had not actively sought press coverage, but as a company in crisis they recognised the advantage
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of open communication in clearly disseminating warnings to the public as well as a clear enunciation of the
company’s stand. The company also stopped the production and advertising of Tylenol and ordered the recall
of all Tylenol capsules from the market.

Johnson & Johnson concentrated on a comeback plan. To restore the confidence and trust of the public in
Tylenol, and to make the product tamper-free, Johnson & Johnson followed a series of concerted measures.
First, the company brought in a new Triple Safety Seal Packaging —a glued box, a plastic seal over the neck
of the bottle, and a foil seal over the mouth of the bottle. Tylenol became the first product in the industry to use
the new tamper resistant packaging within 6 months after the tampering of the product was reported. The
company made the announcement of the new Triple Safety Seal Packaging at a press conference at the
manufacturer’s headquarters. Before the crisis, Tylenol was a premium product and had a massive advertising
budget and it was number one alternative to aspirin in the country.

The Success of the Comeback Trail

Not only is Tylenol still one of the top selling over-the-counter drugs in the USA, but it took very little time for
the product to return to the market. Johnson & Johnson’s handling of the Tylenol tampering crisis shows that
when the company dealt with the issue in an open and transparent manner the stakeholders — customers,
regulators, media and shareholders - all were sympathetic. If the company had not fully cooperated with the
media, they would have, in turn, received much less positive media coverage. Disapproving coverage by the
media could have easily destroyed Tylenol’s reputation permanently, and with it Johnson & Johnson’s as
well.

ETHICS TRAINING AND COMMUNICATION

A major step in developing an effective ethics program would be to implement a training program and
communication system to train educate and communicate employees about the firm’s ethical standards.

Training programs can educate employees about the firm’s policies and expectations, as well as relevant laws,
regulations and general social standards. These can also make employees aware of available resources, support
systems, and designated personnel who can assist them with ethical and legal advice. They empower employees
to ask tough questions and make ethical decisions. Many companies are now incorporating ethics training into
their employee and management development training efforts.

If ethics training is to be effective, it must start with a foundation, a code of ethics, and a procedure for airing
ethical concerns, line and staff involvements, and executive priorities on ethics that are communicated to
employees. Managers from every department must be involved in the development of an ethics training program.
Training and communication initiatives should reflect the unique characteristics of organization; its size, culture,
values, management style, and employee base. It is important for the ethics program to differentiate between
personal and organizational ethics.

To be successful, business ethics programs should educate employees about formal ethical frameworks and
mode for analyzing business ethics issue. So that employees can base ethical decisions on their knowledge of
choices rather than on emotions.

Written standards deter wrongdoing and promote:

1. Honest and ethical conduct, including the ethical handling of actual or apparent conflicts of interest
between personal and professional relationships;

2. Full, fair, accurate, timely, and understandable disclosure in reports and documents that a company files
with, or submits to, the Commission and in other public communications made by the [company];

3. Compliance with applicable governmental laws, rules and regulations;
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4. The prompt internal reporting of violations of the code to an appropriate person or persons identified in
the code; and,

5. Accountability for adherence to the code.

ETHICS COMMITTEE

Codes of conduct are an outgrowth of company missions, visions, strategies and values. Thoughtful and effective
corporate codes provide guidance for making ethical business decisions that balance conflicting interests.

Codes of conduct need to be living documents that are encouraged and valued at the highest levels. Board
members and senior executives have to set an example for the type of conduct they expect from others. Ethical
lapses at the higher levels of management tend to be perceived as tacit permission to commit lapses at lower
levels. Senior management needs to hold itself to the highest standards of conduct before it can demand similar
integrity from those at lower levels.

Writing a code of conduct, supporting it at top levels and communicating it to employees are just a beginning.
Companies should have a committee of independent non-executive directors who are responsible for ensuring
that systems are in place in the company to assure employee compliance with the Code of Ethics.

Functions of Ethics Committee

The oversight process of the Ethics Committee of an organization involves the following areas to be addressed
by it:

Review of the definitions of standards and procedures

The Committee should review the organization’s areas of operation, the activities that require a formal set of
ethical standards and procedures.

Once the review is complete and any shortcomings come to light, the ethics committee should assign the
creation of revised guidelines to the appropriate personnel, including the design of a formal method for
communicating standards, and procedures to employees. This method should ensure that employees understand
as well as accept the ethics program.

The ethics committee can suggest behaviors to upper management that reinforce the organization’s guidelines.
Facilitate Compliance

The ethics Committee has the responsibility for overall compliance. It is the responsible authority for ethics
compliance within its area of jurisdiction. It should serve as the court of last resort concerning interpretations of
the organization’s standards and procedures. In case of inconsistencies, the committee should make
recommendations on improving the existing compliance mechanisms. And, there should be regular follow-ups
to ensure that compliance recommendations are understood and accepted.

Due diligence of prospective employees

The ethics committee should define how the organization will balance the rights of individual applicants and
employees against the organization’s need to avoid risks that come from placing known violators in positions of
discretionary responsibility. This includes the oversight of background investigations on employees and applicants
who are being considered for such positions.

Oversight of communication and training of ethics programme

The ethics committee should define methods and mechanisms for communicating ethical standards and
procedures. This includes the distribution of documents (codes of conduct, for example) to ensure that every
employee understands and accepts the organization’s ethical guidelines. To make certain that published standards
are understood, the ethics committee should provide regular training sessions, as well.
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Since communication is a two-way process, the ethics committee should solicit stakeholders input regarding
how standards and procedures are defined and enforced. In this connection, it is useful to create ways of
providing proof that each employee has received the appropriate documents and understands the standards
and procedures described therein.

Monitor and audit compliance

Compliance is an ongoing necessity and the ethics committee should design controls which monitor, audit and
demonstrate employees’ adherence to published standards and procedures. There should also be some
mechanisms to check the effectiveness and reliability of such internal controls.

To warrant that the organization’s goals, objectives and plans are not in conflict with its ethical standards and
procedures, the ethics committee should develop methods for regular review and assessment.

Enforcement of disciplinary mechanism

Disciplinary provisions should be in place to ensure consistent responses to similar violations of standards and
procedures (as against applying different standards to different employees based on their position, performance,
function, and the like). There should be provisions for those who ignore as well as for those who violate standards
and procedures.

Analysis and follow-up

When violations occur, the ethics committee should have ways to identify why they occurred. It is also important
that lessons learned from prior violations are systematically applied to reduce the chances of similar violations
taking place in future.

INTEGRITY PACT

Developed by Transparency International (T1), the Integrity Pact (IP) is a tool aimed at preventing corruption in public
contracting. It consists of a process that includes an agreement between a government or a government department
and all bidders for a public contract. It contains rights and obligations to the effect that neither side will pay, offer, and
demand or accept bribes; collude with competitors to obtain the contract; or engage in such abuses while carrying out
the contract. The IP also introduces a monitoring system that provides for independent oversight and accountability.

What is an integrity pact?

A written agreement between the government/government department and all bidders to refrain from bribery
and collusion

Bidders are required to disclose all commissions and similar expenses paid by them to anyone in connection
with the contract. If the written agreement is violated then the pact describes the sanctions that shall apply.
These may include:

Loss or denial of contract;

Forfeiture of the bid or performance bond and liability for damages;

Exclusion from bidding on future contracts (debarment); and,

Criminal or disciplinary action against employees of the government.

A monitoring system that provides for independent oversight and increased government accountability of the
public contracting process

In most cases, monitors are members of civil society or experts appointed by (and reporting to) the Tl Chapter
and its civil society partners. The independent monitoring system aims to ensure that the pact is implemented
and the obligations of the parties are fulfilled. The monitor performs functions such as:
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Overseeing corruption risks in the contracting process and the execution of work;

Offering guidance on possible preventive measures;

Responding to the concerns and/or complaints of bidders or interested external stakeholders;

Informing the public about the contracting process’s transparency and integrity (or lack thereof).

Why use an integrity pact?
Companies can abstain from bribing safe in the knowledge that
— their competitors have provided assurances to do the same, and

— government procurement, privatisation or licensing agencies will follow transparent procedures and
undertake to prevent corruption, including extortion, by their officials

Governments can reduce the high cost and distorting impact of corruption on public procurement, privatisation
or licensing in their programmes, which will have a more hospitable investment climate and public support.

Citizens can more easily monitor public decision-making and their government’s activities.
The following - Goals, Roles, Expectations and Priorities should be communicated to the employees:

— People should be reminded/repeatedly communicated of the short term and long term goals of the job.
They should see how their goals support the organization’s mission and vision. Employees should be
made aware of the fact that how a goal is accomplished is just as important as accomplishing the goal
itself. Cutting corners could hurt the corporation, its reputation and, eventually, the individual employee.

— Employees should know how their job fits into the bigger picture. This will remind them of theirimportance
and value. It is very important to ensure that they understand their role, and understand what kind of
conduct is expected of them in the Company.

— Employees should understand exactly what is expected of them. They should know what is to be done
and when. They should be aware of the fact that what standards are to be achieved and maintained.
They should understand how their achievements will be evaluated; what is to be done if they encountered
any hurdle or unanticipated changes; and how any conflict is to be handled.

— Employees should have clarity of the organization’s operational priorities.

CONCEPT OF WHISTLE-BLOWER

A whistleblower is a person who publicly complains concealed misconduct on the part of an organization or a
body of people, usually from within that same organisation. This misconduct may be classified in many ways: for
example, a violation of a law, rule, regulation and/or a direct threat to the public interest, such as fraud, health/
safety violations, and corruption. Whistleblowers frequently the face retaliation - sometimes at the hands of the
organisation or the group which they have accused, unless a system is in place that would ensure confidentiality.
In addition, people are more likely to take action with respect to unacceptable behavior within an organization, if
there are complaint systems that ensure confidentiality and indemnity. It is in this context whistleblowers are
often protected under law from employer retaliation. In India, Revised Clause 49 of the equity Listing agreement
provides as under with regard to Whistle Blower policy:

Whistle Blower Policy

1. The company shall establish a vigil mechanism for directors and employees to report concerns about
unethical behaviour, actual or suspected fraud or violation of the company’s code of conduct or ethics

policy.



Lesson 2 = Ethical Principles in Business 29

2. This mechanism should also provide for adequate safeguards against victimization of director(s) /
employee(s) who avail of the mechanism and also provide for direct access to the Chairman of the Audit
Committee in exceptional cases.

3. The details of establishment of such mechanism shall be disclosed by the company on its website and
in the Board’s report

This has been made a mandatory requirement for all the listed company with effect from October 01, 2014. The
company should devise an effective whistle blower mechanism enabling stakeholders, including individual
employees and their representative bodies, to freely communicate their concerns about illegal or unethical
practices. The audit committee is responsible to review its functioning, and a disclosure be made in the Annual
Report about the Whistle Blower policy and affirmation that no personnel has been denied access to the audit
committee.

ICSI Recommendations to strengthen Corporate Governance Framework recommends — adoption of
Whistle Blower Policy should be made mandatory, to begin with, for listed companies. A model policy in this
regard may be specified covering important clauses that protect employees’ interests.

Corporate Governance Voluntary Guidelines, 2009 suggest for Institution of Mechanism for Whistle
Blowing

I. The companies should ensure the institution of a mechanism for employees to report concerns about
unethical behaviour, actual or suspected fraud, or violation of the company’s code of conduct or ethics

policy.
Il. The companies should also provide for adequate safeguards against victimization of employees who

avail of the mechanism, and also allow direct access to the Chairperson of the Audit Committee in
exceptional cases.

ENRON WHISTLE BLOWER

Enron was a Houston-based energy company founded by a brilliant entrepreneur, Kenneth Lay. The company
was created in 1985 by a merger of two American gas pipeline companies in Nabraska and Texas. Lay
assumed the role of chairperson and CEO, a position he held through most of the next 16 years, until the
company’s downfall in 2001. In a period of 16 years the company was transformed from a relatively small
concern, involved in gas pipelines, oil and gas exploration, to the world’s largest energy trading company. In
2001 Enron became a household name-and probably in most households in most countries around the
world. On 2 December, 2001 Enron, one of the 10 largest companies in the US, filed for bankruptcy.

During the boom years of the late 1990s the company positioned itself as a trader of virtually any type of
asset: pulp and paper, weather derivatives, commodities, credits, and so on. It also expanded into areas that
it thought would benefit from rapid growth, including water (following deregulation measures), fibre optic
capacity/ Internet bandwidth, and so on. At the end of 1999, Enron launched its Internet based trading platform—
Enron online. In February 2001, the company’s stock market value was USD 4.60 billion.

In early 2001, as Lay handed the CEOQ role to Skilling, Enron reached an apex: the company reported revenues
of US $ 100 billion and ranked seventh on the Fortune 500 list of largest global companies.

In early 2001, however, the company’s problems started mounting: the expensive expansion into the broadband
sector became questionable. Enron’s stock prices started falling. In August 2001 the chief executive Jeffery
Skilling, left the company following concerns about the company’s management. Former CEO Lay returned
to his old role (retaining the board chair as well). Whistleblowers within the firm — aware of widespread
financial improprieties — were attempting to convey information to the board of directors; one employee,
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Sherron Watkins, Enron’s vice president of corporate development, was finally successful in alerting certain
board members that all was not well.

It became clear that Enron was facing serious financial problems with discussion over a takeover or bankruptcy
(The Economist, 1 November 2001). Towards the end of October 2001, Moody’s credit rating agency cut
Enron’s rating to barely above that of junk bonds.

Most stakeholders suffered considerably: shareholders saw the value of their investments vaporise almost
completely, thousands of employees lost their jobs and creditors lost billions of dollars.

SOCIAL AND ETHICAL ACCOUNTING

Social and ethical accounting is a process that helps a company to address issues of accountability to stakeholders,
and to improve performance in of all spheres, i.e. social, environmental and economic. The process normally
links a company’s values to the development of policies and performance targets and to the assessment and
communication of performance.

Social and ethical accounting has no standardized model. There is no standardized balance sheet or unit of
currency. The issues are defined by the company’s values and aims, by the interests and expectations of its
stakeholders, and by societal norms and regulations. With the focus on the concerns of society, the social and
ethical accounting framework implicitly concerns itself with issues, such as economic performance, working
conditions, environmental and animal protection, human rights, fair trade and ethical trade, human resource
management and community development, and hence with the sustainability of a company’s activities.

Principles of social and ethical accounting

The dominant principle of social and ethical accounting is inclusivity. This principle requires that the aspirations
and needs of all stakeholder groups are taken into account at all stages of the social and ethical accounting
process.

— Planning: The Company commits to the process of social and ethical accounting, auditing and reporting,
and defines and reviews its values and social and ethical objectives and targets.

— Accounting: The scope of the process is defined, information is collated and analysed, and performance
targets and improvement plans are developed.

— Reporting: A report on the company’s systems and performance is prepared.

— Auditing: The process of preparing the report, with the report itself, is externally audited, and the report
is made accessible to stakeholders in order to obtain feedback from them.

— Embedding: To support each of the stages, structures and systems are developed to strengthen the
process and to integrate them into the company’s activities.

— Stakeholder engagement: The concerns of stakeholders are addressed at each stage of the process
through regular involvement.

The nature of social and ethical reporting is related to the size and nature of the organization. Even a
comprehensive and clear report needs to be trusted to be valuable.

ETHICS AUDIT

The reasons for examining the state of a company’s ethics are many and various. They include external societal
pressures, risk management, stakeholder obligations, and identifying a baseline to measure future improvements.
In some cases, companies are driven to it by a gross failure in ethics, which may have resulted in costly legal
action or stricter government regulation. An ethical profile brings together all the factors which affect a company’s
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reputation, by examining the way in which it does business. The following are the some of the suggested steps
in ethics audit:

1. The first step in conducting an audit is securing the commitment of the firm’s top management.
2. The second step is establishing a committee or team to oversee the audit process.

3. The third step is establishing the scope of the audit.

4. The fourth step should include a review of the firm’s mission values, goals, and policies.

5

. The fifth step is identifying the tools or methods that can be employed to measure the firm’s progress
and then collecting and analyzing the relevant information.

o

The sixth step is having the results of the data analysis verified by an independent party.

7. The final step in the audit process is reporting the audit findings to the board of directors and top
executives and, if approved, to external stakeholders.

Social and ethical accounting, auditing and reporting are in embryonic stage. The best practices are gradually
emerging and will continue to develop over the coming years. Social and ethical accounting provides a way in
which companies can assess their performance and bring the perspective of stakeholders into this assessment.
By bringing social and ethical accountability process into its strategy and operations, a company can measure
its performance for itself and for its stakeholders as well. This will help a company to address a series of risks
that may otherwise arise unseen and unchecked with any of the stakeholder.

ETHICAL DILEMMA

Dilemma is a situation that requires a choice between options that are or seem equally unfavorable or mutually
exclusive. By definition, an ethical dilemma involves the need to choose from among two or more morally
acceptable courses of action, when one choice prevents selecting the other; or, the need to choose between
equally unacceptable alternatives (Hamric, Spross, and Hanson, 2000).

A dilemma could be a right vs. wrong situation in which the right would be more difficult to pursue and wrong
would be more convenient. A right versus wrong dilemma is not so easy to resolve. It often involves an apparent
conflict between moral imperatives, in which to obey one would result in transgressing the other. This is also
called an ethical paradox.

An ethical dilemma involves a situation that makes a person question what is the ‘right’ or ‘wrong’ thing to do.
They make individuals think about their obligations, duties or responsibilities. These dilemmas can be highly
complex and difficult to resolve. Easier dilemmas involve a ‘right’ versus ‘wrong’ answer; whereas, complex
ethical dilemmas involve a decision between a right and another right choice. However, any dilemma needs to
be resolved.

UNDERSTANDING ETHICAL DILEMMA
You are a senior manager in a major firm of investment managers.

Your employer is an international firm with a publicly stated commitment to the highest standards of ethical
behaviour. The company is making losses and is due to make a very important presentation to a major
corporate client, and if the deal falls through it would turn around the company. Management feels that this
activity will provide a lucrative return to the successful bidder for the business and a number of major investment
managers have been asked to make presentations.

Your firm is keen to win the mandate for the business and has committed considerable resources to its bid, for
which initial presentations were held last week. Following the initial presentation, you learn that the proposal
was well received and you are on the shortlist against only one other major firm. You realize that there is a
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substantial variation in the bid from the original presentation but you leave it to the judgment of the team. It is
soon discovered by you that your team had got hold of the bid book of the competitor which was inadvertently
left by them in the waiting room.

In business, howsoever highly competitive, there are rules and principles to ensure that certain ethical standards
are maintained.

Steps to Resolving an Ethical Dilemma

Considering the options available

Considering Consequences- positives & negatives of each option

Analysing Actions

Decision making and commitment

Evaluating system

The ethical dilemma projected in this case should be resolved. Applying the steps to resolving an
ethical dilemma:

STEP | — List the alternative courses of action available.
What are the Options?
(i) Keep quiet and let things take their own course.
(i) Inform the company seeking the bid about the incident and let them decide whether to have a re-bid or not.

(i) Inform your competitor about the incident and let them decide whether to seek for a re-bid or any other
corrective measures at their end.

(iv) Withdraw the tender/bid and let the competitor get the deal.
STEP Il - What are the consequences and evaluation of action?

Think carefully about the range of positive and negative consequences associated with each of the different
paths of action available.

Who/what will be helped by what is done?
Who/what will be hurt?

What kinds of benefits and harms are involved and what are their relative values?

What are the short-term and long- term implications?
Option 1

(i) In all probability the deal would be awarded to my company. The competitor was careless in leaving
the bid-book, and therefore there is nothing wrong if my team took advantage of the situation. In any
case, it is in the best interest of the company.
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(i) There is however risks that the competitors would discover his mistakes and approach the company
seeking the bid company for a re-bid. In that eventuality, the reputation of my company “as being
committed to the highest ethical standards” will get affected. In addition, my company would not get
the deal.

Option 2

(i) The company seeking the bid, inspite of knowing about the incident, may award the deal to my company
and not take any cognizance of the incident keeping in view the cost of the tendering process, the time
involved, etc. or may decide to seek bids again.

(i) May award the deal to the competitor by disqualifying my company.
(iii) May seek a re-bid.
Option 3

(i) The competitor, in spite of being aware of the incident, may decide not to take up the matter with the
company seeking bids, which may get me the deal.

(i) The competitor may approach the company seeking the bid. | infform them about the incident and tell
them that they were informed by my company about the same, and may: (a) either seek the company
making the bid to seek bids again or; (b) let them decide whether or not to seek the bid again.

Option 4

The deal would rightfully have been awarded to the competitor but for the incident, and hence it is most
appropriate that my company should withdraw.

STEP lll—Make decision and act with commitment

Both the parts of the analysis should be complied and conscious decision should be made. Once the
decision is made, it has to be followed through with commitment irrespective of the consequences.

STEP IV—Evaluate the system.

What my team did was ethically wrong. Even if the bid book was carelessly left by the competitor, my team
had no right to capitalize on the same. They should have returned it to the competitor. In any case, the
competitors would have discovered their mistake. This would put the reputation of my company at stake.

The employees of the company need to be sensitized about the ethical practices and the culture of the
company through appropriate training.

CONCLUSION

Ethics is the first line of defense against corruption, while law enforcement is remedial and reactive.

Good corporate governance goes beyond rules and regulations that the Government can put in place. It is also
about ethics and the values which drive companies in the conduct of their business. It is, therefore, all about the
trust that is established over time between the companies and their different stakeholders. Good corporate
governance practices cannot guarantee corporate success, but the absence of such governance definitely lead
to questionable practices and corporate failures, which surface suddenly and massively.
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LESSON ROUND-UP

— The organization’s values greatly influence the decisions that individuals make.

Orgainisation culture comprises of the attitudes, experiences, beliefs and values of an organization.

The board of directors holds the ultimate responsibility for their firm’s success or failure, as well as for
ethics of their actions.

— The ethical tone of an organization is set at the top, the actions and attitudes of the board greatly
influence the ethical climate of an organization.

— An organization’s structure is important to the study of business ethics. — Centralized organization and
decentralized organization.

— A company must have an effective ethics program to ensure that all employees understand its values
and comply with the policies and codes of conduct that create its ethical climate.

— Two types of ethics program that can be created - Compliance Orientation Programme and Values
Orientation

— Clause 49 of the Listing Agreement requires that - The Board shall lay down a code of conduct for all
Board members and senior management of the company. The code of conduct shall be posted on the
website of the company.

— Inthe United States of America, Section 406 of the Sarbanes Oxley Act, 2002 requires public companies
to disclose whether they have codes of ethics, and also to disclose any waivers of those codes for
certain members of senior management.

— To create a code of ethics, an organization must define its most important guiding values, formulate
behavioral standards to illustrate the application of those values to the roles and responsibilities of the
persons affected, review the existing procedures for guidance and direction as to how those values
and standards are typically applied, and establish the systems and processes to ensure that the code
is implemented and is effective.

— A company can have a credo, which can be used as a tool to define the ethical practices that the
company pursues and thus shows respect for stakeholders.

— Companies should have a committee of independent non-executive directors who should have the
responsibility to ensure that the systems are in place to assure employee compliance with the code of
ethics.

— Amaijor step in developing an effective ethics programme would be to implement a training programme
and a communication system in order to communicate and educate employees about the firm’s ethical
standards.

— Social and ethical accounting is a process that helps a company to address issues of accountability to
stakeholders, and to improve performance in all aspects, i.e. social, environmental and economic.

— The dominant principle of social and ethical accounting is inclusivity. This principle requires that the
aspirations and needs of all stakeholder groups are taken into account, at all stages of the social and
ethical accounting process.

— Awhistleblower is a person who publicly complains concealed misconduct on the part of an organization
or a body of people, usually from within the same organisation. It is now a mandatory requirement
under clause 49 of Listing Agreement.

— An ethical dilemma involves a situation that makes a person question what is the ‘right’ or ‘wrong’ thing
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to do. Ethical dilemmas make individuals think about their obligations, duties and responsibilities.
These dilemmas can be highly complex and difficult to resolve. Easier dilemmas involve a ‘right’ versus
‘wrong’ choice; whereas, complex ethical dilemmas involve a decision between a right and a right
choice.

SELF-TEST QUESTIONS

(These are meant for recapitulation only. Answers to these questions are not to be submitted for evaluation)

1.

A

Discuss about the influence of organization climate and organizational structure on the ethics programme
of a company.

Elucidate the role of leadership on ethics in an organization.
Describe the importance of ethics training.
Describe Ethical Dilemma.

Write a short note on Whistle Blower Policy.
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Lesson 3

Conceptual Framework of Corporate Governance

LESSON OUTLINE
LEARNING OBJECTIVES

— Definitions of Corporate Governance The objective of this study lesson is to enable
— ICSI Principles of Corporate Governance the students to understand Concept of
Corporate Governance, to apprise them about
— Need for Corporate Governance the developments across jurisdictions and to
brief about the historic origin, need and

— Theories of Corporate Governance .
importance of corporate governance.

— Evolution and Development of Corporate This chapter describes the importance and the

vernan .
CIOVEMENES elements of Good Corporate Governance. This

— Elements of Good Corporate lesson also highlights the evolution of Corporate

Governance Governance.
— Lesson Round-Up

— Self Test Questions

“Global market forces will sort out those companies that do not have sound corporate governance.”

— Mervyn king S.C.

37



38 PP-EGAS

|
INTRODUCTION

The heart of corporate governance is transparency, disclosure, accountability and integrity. It is to be borne in
mind that mere legislation does not ensure good governance. Good governance flows from ethical business
practices even when there is no legislation.

Noble laureate Milton Friedman defined Corporate Governance as “the conduct of business in accordance
with shareholders’ desires, which generally is to make as much money as possible, while conforming to the
basic rules of the society embodied in law and local customs.

Governance The root of the word Governance is from ‘gubernate’, which means to steer.
is concerned with the | Corporate governance would mean to steer an organization in the desired direction.
intrinsic nature, purpose, | The responsibility to steer lies with the board of directors/ governing board.
integrity and identity of | Corporate or a Corporation is derived from Latin term “corpus” which means a
an organization with [ “body”. Governance means administering the processes and systems placed for
primary focus on the | satisfying stakeholder expectation. When combined Corporate Governance means
entity’s relevance, | @ set of systems procedures, policies, practices, standards put in place by a
continuity and fiduciary corporate to ensure that relationship with various stakeholders is maintained in
aspects. transparent and honest manner

DEFINITIONS OF CORPORATE GOVERNANCE

There is no universal definition of corporate governance. Some good definitions are given hereunder for your
better understanding:-

“Corporate Governance is concerned with the way corporate entities are governed, as distinct from the way
business within those companies is managed. Corporate governance addresses the issues facing Board of
Directors, such as the interaction with top management and relationships with the owners and others interested
in the affairs of the company” Robert lan (Bob) Tricker (who introduced the words corporate governance
for the first time in his book in 1984)

“Corporate Governance is about promoting corporate fairness, transparency and accountability”.

James D. Wolfensohn (Ninth President World Bank)

OECD Corporate governance structure specifies the distribution of rights and responsibilities
“A  system by among different participants in the company such as board, management, shareholders
which business | andotherstakeholders; and spells out the rules and procedures for corporate decision-
Corporations are | Making. By doing this, it provides the structure through which the company’s objectives
directed and | are set along with the means of attaining these objectives as well as for monitoring
controlled” performance.

Cadbury Committee, U.K | Corporate Governance is a system of structuring, operating and controlling a
company with the following specific aims :

“(It is) the system by

which companies are (i) Fulffiling long-term strategic goals of owners;

directed and controlled”.
(i) Taking care of the interests of employees;
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(iii) A consideration for the environment and local community;
(iv) Maintaining excellent relations with customers and suppliers;

(v) Proper compliance with all the applicable legal and regulatory requirements.

“Corporate governance deals with laws, procedures, practices and implicit rules that determine a company’s
ability to take informed managerial decisions vis-a-vis its claimants - in particular, its shareholders, creditors,
customers, the State and employees. There is a global consensus about the objective of ‘good’ corporate
governance: maximising long-term shareholder value.”

Confederation of Indian Industry (CIl) —

Desirable Corporate Governance Code (1998)

“Strong corporate governance is indispensable to resilient and vibrant capital markets and is an important
instrument of investor protection. It is the blood that fills the veins of transparent corporate disclosure and
high quality accounting practices. It is the muscle that moves a viable and accessible financial reporting
structure.”

Report of Kumar Mangalam Birla Committee

on Corporate Governance constituted by SEBI (1999)

“Corporate Governance is the acceptance by management of the inalienable rights of shareholders as the
true owners of the corporation and of their own role as trustees on behalf of the shareholders. It is about
commitment to values, about ethical business conduct and about making a distinction between personal and
corporate funds in the management of a company.”

Report of N.R. Narayana Murthy Committee on Corporate
Governance constituted by SEBI (2003)

“Corporate Governance is the application of best management practices, compliance of law in true letter and
spirit and adherence to ethical standards for effective management and distribution of wealth and discharge
of social responsibility for sustainable development of all stakeholders.”

Institute of Company Secretaries of India

ICSI Principles of Corporate Governance

ICSI Principles of Corporate Governance

1. Sustainable development of all stakeholders | Ensure growth of all individuals associated with or
affected by the enterprise on sustainable basis.

2. Effective management and distribution of Ensure that enterprise creates maximum wealth and
wealth judiciously uses the wealth so created for providing

maximum benefits to all stakeholders and enhancing its

wealth creation capabilities to maintain sustainability.

3. Discharge of social responsibility Ensure that enterprise is acceptable to the society in
which it is functioning.

4. Application of best management practices Ensure excellence in functioning of enterprise and
optimum creation of wealth on sustainable basis.
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5 Compliance of law in letter and spirit Ensure value enhancement for all stakeholders
guaranteed by the law for maintaining socio-economic
balance.

6. Adherence to ethical standards Ensure integrity, transparency, independence and
accountability in dealings with all stakeholders.

NEED FOR CORPORATE GOVERNANCE

Corporate Governance is needed to create a corporate culture of Transparency,
accountability and disclosure. It refers to compliance with all the moral & ethical
values, legal framework and voluntarily adopted practices.

Corporate Governance is
integral to the existence of
the company.

Corporate Performance: Improved governance structures and processes help
ensure quality decision-making, encourage effective succession planning for senior management and enhance
the long-term prosperity of companies, independent of the type of company and its sources of finance. This can
be linked with improved corporate performance- either in terms of share price or profitability.

Enhanced Investor Trust: Investors consider corporate Governance as important as financial performance
when evaluating companies for investment. Investors who are provided with high levels of disclosure &
transparency are likely to invest openly in those companies. The consulting firm McKinsey surveyed and
determined that global institutional investors are prepared to pay a premium of upto 40 percent for shares in
companies with superior corporate governance practices.

Better Access To Global Market: Good corporate governance systems attract investment from global investors,
which subsequently leads to greater efficiencies in the financial sector.

Combating Corruption: Companies that are transparent, and have sound system that provide full disclosure of
accounting and auditing procedures, allow transparency in all business transactions, provide environment where
corruption will certainly fade out. Corporate Governance enables a corporation to compete more efficiently and
prevent fraud and malpractices within the organization.

Easy Finance From Institutions: Several structural changes like increased role of financial intermediaries and
institutional investors, size of the enterprises, investment choices available to investors, increased competition,
and increased risk exposure have made monitoring the use of capital more complex thereby increasing the
need of Good Corporate Governance. Evidences indicate that well-governed companies receive higher market
valuations. The credit worthiness of a company can be trusted on the basis of corporate governance practiced
in the company.

Enhancing Enterprise Valuation: Improved management accountability and operational transparency fulfill
investors’ expectations and confidence on management and corporations, and in return, increase the value of
corporations.

Reduced Risk of Corporate Crisis and Scandals: Effective Corporate Governance ensures efficient risk
mitigation system in place. The transparent and accountable system that Corporate Governance system makes
the Board of a company aware of majority of the mask risks involved in a particular strategy, thereby, placing
various control systems in place to facilitate monitoring the related issues.

Accountability: Investor relations’ is essential part of good corporate governance. Investors have directly/
indirectly entrusted management of the company for the creating enhanced value for their investment. The
company is hence obliged to make timely disclosures on regular basis to all its shareholders in order to maintain
good investors’ relation. Good Corporate Governance practices create the environment where Boards cannot
ignore their accountability to these stakeholders.
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EVIDENCE OF CORPORATE GOVERNANCE FROM THE ARTHASHASTRA

Kautilya’s Arthashastra maintains that for good governance, all administrators, including the king were considered
servants of the people. Good governance and stability were completely linked. If rulers are responsive,
accountable, removable, recallable, there is stability. If not there is instability. These tenets hold good even today.

Kautilya’s fourfold duty of a king— The substitution of the state with the corporation, the king with the
CEO or the board of a corporation, and the subjects with the
shareholders, bring out the quintessence of corporate governance,
because central to the concept of corporate governance is the belief
that public good should be ahead of private good and that the
corporation’s resources cannot be used for personal benefit.

Raksha Raksha — literally means protection, in the corporate scenario it can
be equated with the risk management aspect.

Vriddhi Vriddhi — literally means growth, in the present day context can be
equated to stakeholder value enhancement

Palana Palana - literally means maintenance/compliance, in the present
day context it can be equated to compliance to the law in letter and
spirit.

Yogakshema Yogakshema — literally means well being and in Kautilya’s

Arthashastra it is used in context of a social security system. In the
present day context it can be equated to corporate social
responsibility.

Arthashastra talks self-discipline for a king and the six enemies which a king should overcome — lust, anger,
greed, conceit, arrogance and foolhardiness. In the present day context, this addresses the ethics aspect of
businesses and the personal ethics of the corporate leaders.

Kautilya asserts that “A king can reign only with the help of others; one wheel alone does not move a chariot.
Therefore, a king should appoint advisors (as councilors and ministers) and listen to their advice.”

“The opinion of advisers shall be sought individually as well as together [as a group]. The reason why each one
holds a particular opinion shall also be ascertained.”

Kautilya has emphasized on the imperatives of the king and his counselors acting in concert. Cohesion is key to
the successful functioning of a board and the company it directs. A board that contributes constructively to
sustainable success but does not compromise on the integrity and independence of the non-executive directors
is the most desirable instrument of good corporate governance.

“If the king and his counselors do not agree on the course of action, it spells future trouble, irrespective of
whether the venture is crowned with success or ends in failure.” There could be no stronger counsel relevant to
modern day corporate governance structures for executive managements to heed the advice given by the non-
executive independent colleagues on the board of directors.

Balancing the interests of the various stakeholders who is again at the core of good corporate governance, is
highlighted in the Arthashastra and the other ancient texts. There is no prescription in the scriptures that the
interests of only selected few need to be the concern of the king. This generic approach to an across-the-
board welfare of all the citizens in the kingdom lends credence also to the modern theories of corporate
accountability to a wider group of stakeholders, than merely to a single component thereof comprising
shareholders.

Corporate Governance is managing, monitoring and overseeing various corporate systems in such a manner
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that corporate reliability, reputation are not put at stake. Corporate Governance pillars on transparency and
fairness in action satisfying accountability and responsibility towards the stakeholders.

—— ——_

Fairness

Gporate

Governance /| Transparency

Responsibility

Accoun-
tability

The long term performance of a corporate is judged by a wide constituency of stakeholders. Various stakeholders
affected by the governance practices of the company:

Employees

Stakeholders

CORPORATE GOVERNANCE THEORIES

The following theories elucidate the basis of corporate governance:
(a) Agency Theory
(b) Shareholder Theory
(c) Stake Holder Theory
(d) Stewardship Theory

Agency Theory

According to this theory, managers act as ‘Agents’ of the corporation. The owners set the central objectives of
the corporation. Managers are responsible for carrying out these objectives in day-to-day work of the company.
Corporate Governance is control of management through designing the structures and processes.

In agency theory, the owners are the principals. But principals may not have knowledge or skill for getting the
objectives executed. Thus, principal authorises the mangers to act as ‘Agents’ and a contract between principal
and agent is made. Under the contract of agency, the agent should act in good faith. He should protect the
interest of the principal and should remain faithful to the goals.
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In modern corporations, the shareholdings are widely spread. The management (the agent) directly or indirectly
selected by the shareholders (the Principals), pursue the objectives set out by the shareholders. The main thrust
of the Agency Theory is that the actions of the management differ from those required by the shareholders to
maximize their return. The principals who are widely scattered may not be able to counter this in the absence of
proper systems in place as regards timely disclosures, monitoring and oversight. Corporate Governance puts in
place such systems of oversight.

Stockholder/shareholder Theory

According to this theory, it is the corporation which is considered as the property of shareholders/ stockholders.
They can dispose off this property, as they like. They want to get maximum return from this property.

The owners seek a return on their investment and that is why they invest in a corporation. But this narrow role
has been expanded into overseeing the operations of the corporations and its mangers to ensure that the
corporation is in compliance with ethical and legal standards set by the government. So the directors are
responsible for any damage or harm done to their property i.e., the corporation. The role of managers is to
maximise the wealth of the shareholders. They, therefore should exercise due diligence, care and avoid conflict
of interest and should not violate the confidence reposed in them. The agents must be faithful to shareholders.

Stakeholder Theory

According to this theory, the company is seen as an input-output model and all the interest groups which include
creditors, employees, customers, suppliers, local-community and the government are to be considered. From
their point of view, a corporation exists for them and not the shareholders alone.

The different stakeholders also have a self interest. The interests of these different stakeholders are at times
conflicting. The managers and the corporation are responsible to mediate between these different stakeholders
interest. The stake holders have solidarity with each other. This theory assumes that stakeholders are capable
and willing to negotiate and bargain with one another. This results in long term self interest.

The role of shareholders is reduced in the corporation. But they should also work to make their interest compatible
with the other stake holders. This requires integrity and managers play an important role here. They are faithful
agents but of all stakeholders, not just stockholders.

Stewardship Theory

The word ‘steward’ means a person who manages another’s property or estate. Here, the word is used in the
sense of guardian in relation to a corporation, this theory is value based. The managers and employees are to
safeguard the resources of corporation and its property and interest when the owner is absent. They are like a
caretaker. They have to take utmost care of the corporation. They should not use the property for their selfish
ends. This theory thus makes use of the social approach to human nature.

The managers should manage the corporation as if it is their own corporation. They are not agents as such but
occupy a position of stewards. The managers are motivated by the principal’s objective and the behavior pattern
is collective, pro-organizational and trustworthy. Thus, under this theory, first of all values as standards are
identified and formulated. Second step is to develop training programmes that help to achieve excellence.
Thirdly, moral support is important to fill any gaps in values.
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EVOLUTION OF CORPORATE GOVERNANCE

Corporate Governance Developments in USA

Years Developments

1977 Provides for specific provisions regarding establishment, maintenance and
The Foreign Corrupt Practices [review of systems of internal control.

Act

1979 Prescribed mandatory reporting on internal financial controls.

US Securities Exchange

Commission

1985 Emphasized the need of putting in place a proper control environment,
Treadway commission desirability of constituting independent boards and its committees and

objective internal audit function. As a consequence, the Committee of
Sponsoring Organisations (COSO) took birth.

1992 The Committee of Sponsoring Organizations of the Treadway Commission
COSO issued Internal Control — | (COSO) issued Internal Control — Integrated Framework. It is a framework
Integrated Framework. “to help businesses and other entities assess and enhance their internal

control systems”.

2002 The Act made fundamental changes in virtually every aspect of corporate
Sarbanes — Oxley Act governance in general and auditor independence, conflict of interests,
corporate responsibility, enhanced financial disclosures and severe penalties
for wilful default by managers and auditors, in particular.

The Dodd-Frank Wall Street Vote on Executive Pay and Golden Parachutes: Gives shareholders a
Reform and Consumer say on pay with the right to a non-binding (advisory) vote on executive pay
Protection Act, 2010 and golden parachutes (acquisitions). This gives shareholders a powerful
opportunity to hold accountable executives of the companies they own, and
a chance to disapprove where they see the kind of misguided incentive
schemes that threatened individual companies and in turn the broader
economy.

CORPORATE GOVERNANCE DEVELOPMENTS IN UK

Recommendations of Report of Committee on the Financial Aspects on Corporate Governance, 1992 under
the chairmanship of Sir Adrian Cadbury set up by the London Stock Exchange, the Financial Reporting Council
and accounting professions to focus on the control and reporting functions of boards, and on the role of auditors.

Role of Board of Directors

The Report introduced “The Code of Best Practice” directing the boards of directors of all listed companies
registered in the UK, and also encouraging as many other companies as possible aiming at compliance with the
requirements. All listed companies should make a statement about their compliance with the Code in their report
and accounts as well as give reasons for any areas of non compliance. It is divided into four sections:

1. Board of Directors:

(a) The board should meet regularly, retain full and effective control over the company and monitor the
executive management.
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(b) There should be a clearly accepted division of responsibilities at the head of a company, which
will ensure a balance of power and authority, such that no one individual has unfettered powers of
decision.

(c) Where the chairman is also the chief executive, it is essential that there should be a strong and
independent element on the board, with a recognized senior member, that is, there should be a lead
independent director.

(d) Alldirectors should have access to the advice and services of the company secretary, who is responsible
to the Board for ensuring that board procedures are followed and that applicable rules and regulations
are complied with.

2. Non-Executive Directors:

(a) The non-executive directors should bring an independent judgment to bear on issues of strategy,
performance, resources, including key appointments, and standards of conduct.

(b) The majority of non-executive directors should be independent of management and free from any business
or other relationship which could materially interfere with the exercise of their independent judgment,
apart from their fees and shareholding.

3. Executive Directors:

There should be full and clear disclosure of directors’ total emoluments and those of the chairman and highest-
paid directors, including pension contributions and stock options, in the company’s annual report, including
separate figures for salary and performance-related pay.

4. Financial Reporting and Controls:

It is the duty of the board to present a balanced and understandable assessment of their company’s position, in
reporting of financial statements, for providing true and fair picture of financial reporting. The directors should
report that the business is a going concern, with supporting assumptions or qualifications as necessary. The
board should ensure that an objective and professional relationship is maintained with the auditors.

Role of Auditors

The Report recommended for the constitution of Audit Committee with a minimum of three non-executive members
majority of whom shall be independent directors.

The Report recommended that a professional and objective relationship between the board of directors and
auditors should be maintained, so as to provide to all a true and fair view of company’s financial statements.
Auditors’ role is to design audit in such a manner so that it provide a reasonable assurance that the financial
statements are free of material misstatements.

The Report recommended for rotation of audit partners to prevent the relationships between the management
and the auditors becoming too comfortable.

Rights & Responsibilities of Shareholders

The Report emphasises on the need for fair and accurate reporting of a company’s progress to its shareholders.
The Report placed importance on the role of institutional investors/ shareholders and encouraged them to make
greater use of their voting rights and take positive interest in the board functioning. Both shareholders and
boards of directors should consider how the effectiveness of general meetings could be increased as well as
how to strengthen the accountability of boards of directors to shareholders.
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1995
Greenbury Report

Confederation of British Industry constituted a group under the chairmanship
of Sir Richard Greenbury to make recommendations on Directors’
Remuneration. Major Findings:

Constitution of a Remuneration Committee comprising of Non Executive
Directors

Responsibility of this committee in determining the remuneration of CEO
and executive directors

Responsibility of the committee in determining the remuneration policy.
Level of disclosure to shareholders regarding the remuneration of directors’.

These findings were incorporated in Code of Best Practice on Directors’
Remuneration of the Report. The majority of the recommendations were
incorporated in Listing Rules of London Stock Exchange.

1998
Hampel Report

The Hampel Committee was established to review and revise the earlier
recommendations of the Cadbury and Greenbury Committees. An important
development was in the area of accountability and audit. The Board was
identified as having responsibility to maintain a sound system of internal
control, thereby safeguarding shareholders’ investments. Further, the Board
was to be held accountable for all aspects of risk management.

Recommendations of this Report and further consultations by the London
Stock Exchange became the Combined Code on Corporate Governance.
— The original combined Code.

1999
Turnbull Report

The report informs directors of their obligations under the Combined Code
with regard to keeping good “internal controls” in their companies, or having
good audits and checks to ensure the quality of financial reporting and catch
any fraud before it becomes a problem. Turnbull Committee published
“Internal Control Guidance for Directors on Combined Code”. Revised
version was issued in 2004. Further Revised “Internal Control Guidance
for Directors on Combined Code” was issued in October, 2005.

2001
Myners: Review of
Institutional Investment

Paul Myners ‘Institutional Investment in the UK: A Review’ published in
2001, was commissioned by the Government, ‘to consider whether there
were factors distorting the investment decision-making of institutions.” The
analysis contained in the Report pointed to a number of problems with the
existing structures used by the various types of institutional investors to
make investment decisions.

2003
Revised Combined Code

Recommendations of Higgs Report, Smith Report & Tyson Report relating
to role and effectiveness of non-executive directors, audit committee and
recruitment & development of non-executive directors, provided
recommendations for the revised combined code.

2008
Combined Code on
Corporate Governance

The Combined Code on Corporate Governance sets out standards of
good practice in relation to issues such as board composition and
development, remuneration, accountability and audit and relations with
shareholders. All companies incorporated in the UK and listed on the main
market of the London Stock Exchange are required under the Listing Rules
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to report on how they have applied the Combined Code in their annual report
and accounts.

2009 The principal focus of this Review has been on banks, but many of the
Walker Review of Corporate issues arising, and associated conclusions and recommendations, are
Governance of UK Banking relevant — if in a lesser degree — for other major financial institutions such as
Industry life assurance companies. The terms of reference are as follows:

To examine corporate governance in the UK banking industry and make
recommendations, including in the following areas: the effectiveness of risk
management at board level, including the incentives in remuneration policy
to manage risk effectively; the balance of skills, experience and independence
required on the boards of UK banking institutions; the effectiveness of board
practices and the performance of audit, risk, remuneration and nomination
committees; the role of institutional shareholders in engaging effectively with
companies and monitoring of boards; and whether the UK approach is
consistent with international practice and how national and international best
practice can be promulgated.

2012 Revised version of earlier code (2010) includes that boards should confirm
UK Corporate Governance that the annual report and accounts taken as a whole are fair, balanced and
Code (Revised) understandable, that audit committees should report more fully on their

activities and that FTSE 350 companies should put the external audit contract
out to tender at least every ten years.

The requirement for companies to report on their boardroom diversity policies,
first announced in 2011, also came into effect. As with all existing provisions
of the Code, these additions are subject to “comply or explain”.

*FTSE - FTSE is an independent index company jointly owned by The
Financial Times and the London Stock Exchange.

2012 The Stewardship Code aims to enhance the quality of engagement between
The UK Stewardship Code institutional investors and companies to help improve long-term returns to
(Revised) shareholders and the efficient exercise of governance responsibilities.

Engagement includes pursuing purposeful dialogue on strategy, performance
and the management of risk, as well as on issues that are the immediate
subject of votes at general meetings. The Code is addressed in the first
instance to firms who manage assets on behalf of institutional shareholders
such as pension funds, insurance companies, investment trusts and other
collective investment vehicles.

The main changes to the Stewardship Code (2012) include: clarification of
the respective responsibilities of asset managers and asset owners for
stewardship, and for stewardship activities that they have chosen to
outsource; and clearer reporting requirements, including on the policy on
stock lending.

Financial Reporting Council is always be willing to revise the Codes when it is necessary and it is currently
considering possible changes to the UK Corporate Governance Code for 2014. One area of focus for companies
needs to be succession planning, the quality of which has been highlighted as a cause for concern in many
contexts during 2013.
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The FRC is considering whether to make changes to the Code in 2014 in relation to risk management and
reporting; remuneration and the work of the audit committees as a consequence of major reviews carried out by
the Sharman Panel, the Government and the Competition Commission respectively, and is consulting on its
proposals. It seems likely that further regulatory requirements making tendering and auditor rotation mandatory
will be agreed at European level, where negotiations on the Audit Directive and Regulation appear to be reaching
a conclusion.

DEVELOPMENTS IN INDIA

The initiatives taken by Government in 1991, aimed at economic liberalization and globalisation of the
domestic economy, led India to initiate reform process in order to suitably respond to the developments
taking place world over. On account of the interest generated by Cadbury Committee Report, the
Confederation of Indian Industry (Cll), the Associated Chambers of Commerce and Industry (ASSOCHAM)
and, the Securities and Exchange Board of India (SEBI) constituted Committees to recommend initiatives
in Corporate Governance.

Confederation of Indian Industry (Cll) - Desirable Corporate Governance: A Code

Cll took a special initiative on Corporate Governance, the first institution initiative in Indian Industry. The objective
was to develop and promote a code for Corporate Governance to be adopted and followed by Indian companies,
whether in the Private Sector, the Public Sector, Banks or Financial Institutions, all of which are corporate
entities. The final draft of the said Code was widely circulated in 1997. In April 1998, the Code was released. It
was called Desirable Corporate Governance: A Code. A brief summary of the Desirable Corporate Governance
Code is reproduced hereunder:

Recommendation |

The full board should meet a minimum of six times a year, preferably at an interval of two months, and each
meeting should have agenda items that require at least half a day’s discussion.

Recommendation Il

Any listed company with a turnover of Rs.100 crores and above should have professionally competent,
independent, non-executive directors, who should constitute:

— atleast 30 per cent of the board if the Chairman of the company is a non-executive director, or
— atleast 50 per cent of the board if the Chairman and Managing Director is the same person.
Recommendation lli

No single person should hold directorships in more than 10 listed companies. This ceiling excludes directorships
in subsidiaries (where the group has over 50 per cent equity stake) or associate companies (where the group
has over 25 per cent but no more than 50 per cent equity stake).

Recommendation IV

For non-executive directors to play a material role in corporate decision making and maximising long term
shareholder value, they need to:

— become active participants in boards, not passive advisors;
— have clearly defined responsibilities within the board such as the Audit Committee; and

— know how to read a balance sheet, profit and loss account, cash flow statements and financial ratios
and have some knowledge of various company laws. This, of course, excludes those who are invited to
join boards as experts in other fields such as science and technology.



Lesson 3 = Conceptual Framework of Corporate Governance 49

Recommendation V

To secure better effort from non-executive directors companies should:

Pay a commission over and above the sitting fees for the use of the professional inputs. The present
commission of 1% of net profits (if the company has a managing director), or 3% (if there is no managing
director) is sufficient.

Consider offering stock options, so as to relate rewards to performance. Commissions are rewards on
current profits. Stock options are rewards contingent upon future appreciation of corporate value. An
appropriate mix of the two can align a non-executive director towards keeping an eye on short-term
profits as well as longer term shareholder value.

Recommendation VI

While re-appointing members of the board, companies should give the attendance record of the concerned
directors. If a director has not been present (absent with or without leave) for 50 per cent or more meetings, then
this should be explicitly stated in the resolution that is put to vote.

Recommendation VII

Key information that must be reported to, and placed before, the board must contain:

Annual operating plans and budgets, together with up-dated long term plans.

Capital budgets, manpower and overhead budgets.

Quarterly results for the company as a whole and its operating divisions or business segments.
Internal audit reports, including cases of theft and dishonesty of a material nature.

Show cause, demand and prosecution notices received from revenue authorities which are considered to be
materially important (Material nature if any exposure that exceeds 1 per cent of the company’s net worth).

Default in payment of interest or non-payment of the principal on any public deposit and/or to any
secured creditor or financial institution.

Fatal or serious accidents, dangerous occurrences, and any effluent or pollution problems.

Defaults such as non-payment of inter-corporate deposits by or to the company, or materially substantial
non-payment for goods sold by the company.

Any issue which involves possible public or product liability claims of a substantial nature, including any
judgment or order which may have either passed strictures on the conduct of the company, or taken an
adverse view regarding another enterprise that can have negative implications for the company.

Details of any joint venture or collaboration agreement.
Transactions that involve substantial payment towards goodwill, brand equity, or intellectual property.

Recruitment and remuneration of senior officers just below the board level, including appointment or
removal of the Chief Financial Officer and the Company Secretary.

Labour problems and their proposed solutions.

Quarterly details of foreign exchange exposure and the steps taken by management to limit the risks of
adverse exchange rate movement, if material.

Recommendation VIII

Listed companies with either a turnover of over Rs.100 crores or a paid-up capital of Rs. 20 crores
should set up Audit Committees within two years.
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Composition: at least three members, all drawn from a company’s non-executive directors, who should
have adequate knowledge of finance, accounts and basic elements of company law.

To be effective, the Audit Committees should have clearly defined Terms of Reference and it's members
must be willing to spend more time on the company’s work vis-a-vis other non-executive directors.

Audit Committees should assist the board in fulfilling its functions relating to corporate accounting and
reporting practices, financial and accounting controls, and financial statements and proposals that
accompany the public issue of any security - and thus provide effective supervision of the financial
reporting process.

Audit Committees should periodically interact with the statutory auditors and the internal auditors to
ascertain the quality and veracity of the company’s accounts as well as the capability of the auditors
themselves.

For Audit Committees to discharge their fiduciary responsibilities with due diligence, it must be incumbent
upon management to ensure that members of the committee have full access to financial data of the
company, its subsidiary and associated companies, including data on contingent liabilities, debt exposure,
current liabilities, loans and investments.

By the fiscal year 1998-99, listed companies satisfying criterion (1) should have in place a strong internal
audit department, or an external auditor to do internal audits.

Recommendation IX

Under “Additional Shareholder’s Information”, listed companies should give data on:

High and low monthly averages of share prices in a major Stock Exchange where the company is listed
for the reporting year.

Statement on value added, which is total income minus the cost of all inputs and administrative expenses.

Greater detail on business segments, up to 10% of turnover, giving share in sales revenue, review of
operations, analysis of markets and future prospects.

Recommendation X

Consolidation of Group Accounts should be optional and subject to:

The Fls allowing companies to leverage on the basis of the group’s assets, and
The Income-tax Department using the group concept in assessing corporate income-tax.

If a company chooses to voluntarily consolidate, it should not be necessary to annex the accounts of its
subsidiary companies under Section 212 of the Companies Act.

However, if a company consolidates, then the definition of “group” should include the parent company
and its subsidiaries (where the reporting company owns over 50% of voting stake).

Recommendation Xl

Major Indian stock exchanges should gradually insist upon a compliance certificate, signed by the CEO and the
CFO, which clearly states that:

The management is responsible for the preparation, integrity and fair presentation of the financial
statements and other information in the Annual Report, and which also suggest that the company will
continue in business in the course of the following year.

The accounting policies and principles conform to standard practice, and where they do not, full disclosure
has been made of any material departures.
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— The board has overseen the company’s system of internal accounting and administrative controls systems
either through its Audit Committee (for companies with a turnover of Rs.100 crores or paid-up capital of
Rs. 20 crores) or directly.

Recommendation XII

For all companies with paid-up capital of Rs. 20 crores or more, the quality and quantity of disclosure that
accompanies a GDR issue should be the norm for any domestic issue.

Recommendation XIllII

The Government must allow far greater funding to the corporate sector against the security of shares and other
paper.

Recommendation XIV

It would be desirable for Fls as pure creditors to re-write their covenants to eliminate having nominee directors
except:

— in the event of serious and systematic debt default; and

— in case of the debtor company not providing six-monthly or quarterly operational data to the concerned
FI(s).

Recommendation XV

— If any company goes to more than one credit rating agency, then it must divulge in the prospectus and
issue document the rating of all the agencies that did such an exercise.

— It is not enough to state the ratings. These must be given in a tabular format that shows where the
company stands relative to higher and lower ranking. It makes considerable difference to an investor to
know whether the rating agency or agencies placed the company in the top slots or in the middle or in
the bottom.

— ltis essential that we look at the quantity and quality of disclosures that accompany the issue of company
bonds, debentures, and fixed deposits in the USA and Britain - if only to learn what more can be done to
inspire confidence and create an environment of transparency.

— Companies which are making foreign debt issues cannot have two sets of disclosure norms: an exhaustive
one for the foreigners, and a relatively minuscule one for Indian investors.

Recommendation XVI
Companies that default on fixed deposits should not be permitted to:

— accept further deposits and make inter-corporate loans or investments until the default is made good;
and

— declare dividends until the default is made good.

Gist of Coverage of Cll Desirable Corporate Governance: A Code

Recommendation | Frequency of Board meetings
Recommendation Il Board Composition
Recommendation Il No. of directorships

Recommendation IV | Role, Responsibilities, Qualifications of Non-executive Directors

Recommendation V Remuneration of non-executive directors




52 PP-EGAS

Recommendation VI

Disclosure of attendance record for reappointment

Recommendation VII

Key information to the Board

Recommendation VIII

Audit Committee

Recommendation IX

Disclosure on shareholder information

Recommendation X

Consolidated Accounts

Recommendation XI

Compliance certificate

Recommendation XII

Disclosure relating to Global Depository Receipts(GDR)

Recommendation XIllI

Funding

Recommendation XIV

Nominee Director

Recommendation XV

Disclosure of Ratings

Recommendation XVI

Default on fixed deposits by company

KUMAR MANGALAM BIRLA COMMITTEE (2000)

The Securities and Exchange Board of India (SEBI) had set up a Committee under the Chairmanship of Kumar
Mangalam Birla to promote and raise standards of corporate governance. The Report of the committee was the
first formal and comprehensive attempt to evolve a Code of Corporate Governance, in the context of prevailing
conditions of governance in Indian companies, as well as the state of capital markets at that time.

The recommendations of the Report, led to inclusion of Clause 49 in the Listing Agreement in the year 2000.
These recommendations, aimed atimproving the standards of Corporate Governance, are divided into mandatory
and non-mandatory recommendations. The said recommendations have been made applicable to all listed
companies with the paid-up capital of Rs. 3 crores and above or net worth of Rs. 25 crores or more at any time
in the history of the company. The ultimate responsibility for putting the recommendations into practice lies
directly with the Board of Directors and the management of the company.

A summary of the Report is reproduced hereunder:

— The Board should have an optimum combination of Executive and Non Executive Directors with not
less than 50 per cent of the Board consisting of non-executive directors.

In the case of Non-executive Chairman, at least one-third of the Board should consist of independent
directors and in the case of an executive Chairman, at least half of the Board should consist of independent
directors. The committee agreed on the following definition of independence:

“Independent directors are directors who apart from receiving director’s remuneration do not
have any other material pecuniary relationship or transactions with the company, its promoters,
its management or its subsidiaries, which in the judgment of the board may affect their
independence of judgment.”

— Board meetings should be held at least four times in a year, with a maximum time gap of four months
between any two meetings. A director should not be a member in more than 10 committees or act as
Chairman of more than five committees across all companies in which he is a director.

— Financial Institutions should appoint nominee directors on a selective basis and nominee director should
have the same responsibility, be subject to the same discipline and be accountable to the shareholders
in the same manner as any other director of the company

— Non-executive Chairman should be entitled to maintain Chairman'’s office at the expense of the company
and also allowed reimbursement of expenses incurred in performance of his duties.
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— Audit Committee - that a qualified and independent audit committee should be set up by the board of a
company

Composition

— the audit committee should have minimum three members, all being non-executive directors, with the
majority being independent, and with at least one director having financial and accounting knowledge;

— the chairman of the committee should be an independent director;
— the chairman should be present at Annual General Meeting to answer shareholder queries;

— the audit committee should invite such of the executives, as it considers appropriate (and particularly
the head of the finance function) to be present at the meetings of the committee but on occasions it may
also meet without the presence of any executives of the company. Finance director and head of internal
audit and when required, a representative of the external auditor should be present as invitees for the
meetings of the audit committee;

— the Company Secretary should act as the secretary to the committee.
Frequency of Meeting

— The audit committee should meet at least thrice a year. One meeting must be held before finalisation of
annual accounts and one necessarily every six months.

Quorum

— The quorum should be either two members or one-third of the members of the audit committee, whichever
is higher and there should be a minimum of two independent directors.

Powers of Audit Committee

To investigate any activity within its terms of reference.

To seek information from any employee.

To obtain outside legal or other professional advice.

To secure attendance of outsiders with relevant expertise, if it considers necessary.
Functions of the Audit Committee

— Oversight of the company’s financial reporting process and the disclosure of its financial information to
ensure that the financial statement is correct, sufficient and credible.

— Recommending the appointment and removal of external auditor, fixation of audit fee and also approval
for payment for any other services.

— Reviewing with management the annual financial statements before submission to the board, focusing
primarily on:

— Any changes in accounting policies and practices.

— Major accounting entries based on exercise of judgment by management.
— Qualifications in draft audit report.

— Significant adjustments arising out of audit.

— The going concern assumption.

— Compliance with accounting standards.

— Compliance with stock exchange and legal requirements concerning financial statements.
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— Any related party transactions i.e. transactions of the company of material nature, with promoters or
the management, their subsidiaries or relatives etc. that may have potential conflict with the interests
of company at large.

— Reviewing with the management, external and internal auditors, the adequacy of internal control
systems.

— Reviewing the adequacy of internal audit function, including the structure of the internal audit
department, staffing and seniority of the official heading the department, reporting structure, coverage
and frequency of internal audit.

— Discussion with internal auditors of any significant findings and follow-up thereon.

— Reviewing the findings of any internal investigations by the internal auditors into matters where
there is suspected fraud or irregularity or a failure of internal control systems of a material nature
and reporting the matter to the board.

— Discussion with external auditors before the audit commences, of the nature and scope of audit.
Also post-audit discussion to ascertain any area of concern.

— Reviewing the company’s financial and risk management policies.

— Looking into the reasons for substantial defaults in the payments to the depositors, debenture holders,
shareholders (in case of non-payment of declared dividends) and creditors.

Remuneration Committee

Remuneration Committee should comprise of at least three directors, all of whom should be non-executive
directors, the chairman of committee being an independent director. All the members of the remuneration
committee should be present at the meeting. These recommendations are non mandatory.

The board of directors should decide the remuneration of non-executive directors. The Corporate Governance
section of the Annual Report should make disclosures about remuneration paid to Directors in all forms including
salary, benefits, bonuses, stock options, pension and other fixed as well as performance linked incentives.

Shareholders/Investors’ Grievance Committee of Directors — The Board should set up a Committee to
specifically look into share holder issues including share transfers and redressal of shareholders’
complaints.

General Body Meetings - Details of last three AGMs should be furnished

Disclosures - Details of non-compliance by the company including penalties and strictures imposed by
the Stock Exchanges, SEBI or any statutory authority on any matter related to capital markets during the
last three years must be disclosed to the shareholders.

Means of communication - Half-yearly report to be sent to each household of shareholders, details of
the mode of dissemination of quarterly results and presentations made to institutional investors to be
disclosed and statement of Management Discussion and Analysis to be included in the report.

General shareholder information - Various specified matters of interest to be included in the Annual
Report.

Auditor’s Certificate on Corporate Governance - There should be an Auditor’s certificate on corporate
governance in the Annual Report as an annexure to the Director’s Report.

Companies should consolidated accounts in respect of all subsidiaries in which they hold 51 per cent or
more of the capital.

Information like quarterly results, presentation made by companies to analysts may be put on company’s
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web-site or may be sent in such a form so as to enable the stock exchange on which the company is
listed to put it on its own web-site.

Shareholders to use the forum of General Body Meetings for ensuring that the company is being properly
stewarded for maximising the interests of the shareholders.

A board committee under the chairmanship of a non-executive director should be formed to specifically
look into the redressing of shareholder complaints like transfer of shares, non-receipt of balance sheet,
non-receipt of declared dividends etc.

Half-yearly declaration of financial performance including summary of the significant events in last six-
months, should be sent to each household of shareholders.

The institutional shareholders should:

Take active interest in the composition of the Board of Directors
Be vigilant

Maintain regular and systematic contact at senior level for exchange of views on management, strategy;,
performance and the quality of management.

Ensure that voting intentions are translated into practice.

Evaluate the corporate governance performance of the company.

TASK FORCE ON CORPORATE EXCELLENCE THROUGH GOVERNANCE

In May 2000, the Department of Company Affairs [now Ministry of Corporate Affairs (MCA)] formed a broad-
based study group under the chairmanship of Dr. P.L. Sanjeev Reddy, Secretary, DCA. The group was given the
ambitious task of examining ways to “operationalise the concept of corporate excellence on a sustained basis”,
so as to “sharpen India’s global competitive edge and to further develop corporate culture in the country”. In
November 2000, a Task Force on Corporate Excellence set up by the group produced a report containing a
range of recommendations for raising governance standards among all companies in India. It also suggested
the setting up of a Centre for Corporate Excellence.

A Summary of Task Force Report given below:

Higher delineation of independence criteria and minimization of interest conflict potential.

Directorial commitment and accountability through fewer and more focused board and committee
membership.

Meaningful and transparent accounting and reporting, improved annual report along with more detailed
filing with regulatory authorities, and greater facilitation for informed participation using the advances in
converging information and communications technologies.

Setting up of an independent, Autonomous Centre for Corporate Excellence to accord accredition and
promote policy research and studies, training and education, etc., in the field of corporate excellence
through improved corporate governance.

Introducing formal recognition of Corporate Social Responsibility

Clear distinction between two basic components of governance in terms of policy making and oversight
responsibilities of the board of directors, and the executive and implementation responsibilities of corporate
management comprising of the managing director and his or her team of executives including functional
directors.

Apply the highest and toughest standards of corporate governance to Listed companies.
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— PSUs be relieved from multiple surveillance agencies and simultaneously a commission be appointed
to draft a suitable code of public behaviour.

NARESH CHANDRA COMMITTEE (2002)

The Enron debacle of 2001 involving the hand-in-glove relationship between the auditor and the corporate
client, the scams involving the fall of the corporate giants in the U.S. like the WorldCom, Qwest, Global Crossing,
Xerox and the consequent enactment of the stringent Sarbanes Oxley Act in the U.S. were some important
factors which led the Indian Government to wake up and in the year 2002, Naresh Chandra Committee was
appointed to examine and recommend inter alia amendments to the law involving the auditor-client relationships
and the role of independent directors.

Highlights of Naresh Chandra Committee Report:
Recommendation 2.1: Disqualifications for audit assignments

1. In line with international best practices, the Committee recommends an abbreviated list of disqualifications for
auditing assignments, which includes:

— Prohibition of any direct financial interest in the audit client by the audit firm, its partners or members
of the engagement team as well as their ‘direct relatives’. This prohibition would also apply if any ‘relative’
of the partners of the audit firm or member of the engagement team has an interest of more than 2 per
cent of the share of profit or equity capital of the audit client.

— Prohibition of receiving any loans and/or guarantees from or on behalf of the audit client by the audit
firm, its partners or any member of the engagement team and their ‘direct relatives’.

— Prohibition of any business relationship with the audit client by the auditing firm, its partners or any
member of the engagement team and their ‘direct relatives’.

— Prohibition of personal relationships, which would exclude any partner of the audit firm or member of
the engagement team being a ‘relative’ of any of key officers of the client company, i.e. any whole-time
director, CEO, CFO, Company Secretary, senior manager belonging to the top two managerial levels of
the company, and the officer who is in default (as defined by section 5 of the Companies Act). In case of
any doubt, it would be the task of the Audit Committee of the concerned company to determine whether
the individual concerned is a key officer.

— Prohibition of service or cooling off period, under which any partner or member of the engagement
team of an audit firm who wants to join an audit client, or any key officer of the client company wanting
to join the audit firm, would only be allowed to do so after two years from the time they were involved in
the preparation of accounts and audit of that client.

— Prohibition of undue dependence on an audit client. So that no audit firm is unduly dependent on an
audit client, the fees received from any one client and its subsidiaries and affiliates, all together, should
not exceed 25 per cent of the total revenues of the audit firm. However, to help newer and smaller audit
firms, this requirement will not be applicable to audit firms for the first five years from the date of
commencement of their activities, and for those whose total revenues are less than Rs.15 lakhs per year.

Note: A ‘direct relative’ is defined as the individual concerned, his or her spouse, dependent parents, children or
dependent siblings. For the present, the term ‘relative’ is as defined under Schedule IA of the Companies Act.
However, the Committee believes that the Schedule IA definition is too wide, and needs to be rationalised for
effective compliance.

Recommendation 2.2: List of prohibited non-audit services

The Committee recommends that the following services should not be provided by an audit firm to any audit client:
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Accounting and bookkeeping services, related to the accounting records or financial statements of the
audit client.

Internal audit services.

Financial information systems design and implementation, including services related to IT systems for
preparing financial or management accounts and information flows of a company.

Actuarial services.

Broker, dealer, investment adviser or investment banking services.

Outsourced financial services.

Management functions, including the provision of temporary staff to audit clients.

Any form of staff recruitment, and particularly hiring of senior management staff for the audit client.

Valuation services and fairness opinion.

Further in case the firm undertakes any service other than audit, or the prohibited services listed above, it should
be done only with the approval of the audit committee.

Recommendation 2.4: Compulsory Audit Partner Rotation

There is no need to legislate in favour of compulsory rotation of audit firms.

However, the partners and at least 50 per cent of the engagement team (excluding article clerks and
trainees) responsible for the audit of either a listed company, or companies whose paid up capital and
free reserves exceeds Rs.10 crore, or companies whose turnover exceeds Rs.50 crore, should be
rotated every five years. Persons who are compulsorily rotated could, if need be, allowed to return after
a break of three years.

Recommendation 2.5: Auditor’s disclosure of contingent liabilities

It is important for investors and shareholders to get a clear idea of a company’s contingent liabilities because
these may be significant risk factors that could adversely affect the corporation’s future health. The Committee
recommends that management should provide a clear description in plain English of each material liability and
its risks, which should be followed by the auditor’s clearly worded comments on the management’s view. This
section should be highlighted in the significant accounting

Recommendation 2.6: Auditor’s disclosure of qualifications and consequent action

Qualifications to accounts, if any, must form a distinct, and adequately highlighted, section of the auditor’s
report to the shareholders.

These must be listed in full in plain English — what they are (including quantification thereof), why these
were arrived at, including qualification thereof, etc.

In case of a qualified auditor’s report, the audit firm may read out the qualifications, with explanations, to
shareholders in the company’s annual general meeting.

It should also be mandatory for the audit firm to separately send a copy of the qualified report to the
ROC, the SEBI and the principal stock exchange (for listed companies), about the qualifications, with a
copy of this letter being sent to the management of the company. This may require suitable amendments
to the Companies Act, and corresponding changes in The Chartered Accountants Act.

Recommendation 2.7: Management’s certification in the event of auditor’s replacement

Section 225 of the Companies Act needs to be amended to require a special resolution of shareholders,
in case an auditor, while being eligible to re-appointment, is sought to be replaced.
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— The explanatory statement accompanying such a special resolution must disclose the management’s
reasons for such a replacement, on which the outgoing auditor shall have the right to comment. The
Audit Committee will have to verify that this explanatory statement is ‘true and fair’.

Recommendation 2.8: Auditor’s annual certification of independence

— Before agreeing to be appointed (along with 224(1)(b)), the audit firm must submit a certificate of
independence to the Audit Committee or to the board of directors of the client company certifying that
the firm, together with its consulting and specialised services affiliates, subsidiaries and associated
companies:

1. are independent and have arm’s length relationship with the client company;

2. have not engaged in any non-audit services listed and prohibited in Recommendation 2.2 above;
and

3. are not disqualified from audit assignments by virtue of breaching any of the limits, restrictions and
prohibitions listed in Recommendations 2.1

In the event of any inadvertent violations relating to Recommendations 2.1, 2.2 the audit firm will immediately
bring these to the notice of the Audit Committee or the board of directors of the client company, which is expected
to take prompt action to address the cause so as to restore independence at the earliest, and minimise any
potential risk that might have been caused.

Recommendation 2.9: Appointment of auditors

The Audit Committee of the board of directors shall be the first point of reference regarding the appointment of
auditors. To discharge this fiduciary responsibility, the Audit Committee shall:

— discuss the annual work programme with the auditor;
— review the independence of the audit firm in line with Recommendations 2.1, 2.2 above; and

— recommend to the board, with reasons, either the appointment/re-appointment or removal of the external
auditor, along with the annual audit remuneration.

Exceptions to this rule may cover government companies (which follow section 619 of the Companies Act) and
scheduled commercial banks (where the RBI has a role to play)

Recommendation 2.10: CEO and CFO certification of annual audited accounts

For all listed companies as well as public limited companies whose paid-up capital and free reserves exceeds
Rs.10 crore, or turnover exceeds Rs.50 crore, there should be a certification by the CEO (either the Executive
Chairman or the Managing Director) and the CFO (whole-time Finance Director or otherwise) which should
state that, to the best of their knowledge and belief:

— They, the signing officers, have reviewed the balance sheet and profit and loss account and all its
schedules and notes on accounts, as well as the cash flow statements and the Directors’ Report.

— These statements do not contain any material untrue statement or omit any material fact nor do they
contain statements that might be misleading.

— These statements together represent a true and fair picture of the financial and operational state of the
company, and are in compliance with the existing accounting standards and/or applicable laws/regulations.

— They, the signing officers, are responsible for establishing and maintaining internal controls which have
been designed to ensure that all material information is periodically made known to them; and have
evaluated the effectiveness of internal control systems of the company.

— They, the signing officers, have disclosed to the auditors as well as the Audit Committee deficiencies in
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the design or operation of internal controls, if any, and what they have done or propose to do to rectify
these deficiencies.

They, the signing officers, have also disclosed to the auditors as well as the Audit Committee instances
of significant fraud, if any, that involves management or employees having a significant role in the
company’s internal control systems.

They, the signing officers, have indicated to the auditors, the Audit Committee and in the notes on
accounts, whether or not there were significant changes in internal control and/or of accounting policies
during the year under review.

In the event of any materially significant misstatements or omissions, the signing officers will return to
the company that part of any bonus or incentive- or equity-based compensation which was inflated on
account of such errors, as decided by the Audit Committee.

Recommendation 3.1: Setting up of independent Quality Review Board

— There should be established, with appropriate legislative support, three independent Quality Review

Boards (QRB), one each for the ICAI, the ICSI and ICWAI, to periodically examine and review the
quality of audit, secretarial and cost accounting firms, and pass judgement and comments on the quality
and sufficiency of systems, infrastructure and practices.

Recommendation 4.1: Defining an independent director

— An independent director of a company is a non-executive director who:

1.

Apart from receiving director’s remuneration, does not have any material pecuniary relationships or
transactions with the company, its promoters, its senior management or its holding company, its
subsidiaries and associated companies;

Is not related to promoters or management at the board level, or one level below the board (spouse and
dependent, parents, children or siblings);

Has not been an executive of the company in the last three years;

Is not a partner or an executive of the statutory auditing firm, the internal audit firms that are associated
with the company, and has not been a partner or an executive of any such firm for the last three years.
This will also apply to legal firm(s) and consulting firm(s) that have a material association with the entity.

Is not a significant supplier, vendor or customer of the company;

Is not a substantial shareholder of the company, i.e. owning 2 per cent or more of the block of voting
shares;

Has not been a director, independent or otherwise, of the company for more than three terms of three
years each (not exceeding nine years in any case);

An employee, executive director or nominee of any bank, financial institution, corporations or trustees
of debenture and bond holders, who is normally called a ‘nominee director’ will be excluded from the
pool of directors in the determination of the number of independent directors. In other words, such a
director will not feature either in the numerator or the denominator.

Moreover, if an executive in, say, Company X becomes an non-executive director in another Company
Y, while another executive of Company Y becomes a non-executive director in Company X, then neither
will be treated as an independent director.

The Committee recommends that the above criteria be made applicable for all listed companies, as well
as unlisted public limited companies with a paid-up share capital and free reserves of Rs.10 crore and
above or turnover of Rs.50 crore and above with effect from the financial year beginning 2003.
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Recommendation 4.2: Percentage of independent directors

Not less than 50 per cent of the board of directors of any listed company, as well as unlisted public limited
companies with a paid-up share capital and free reserves of Rs.10 crore and above, or turnover of Rs.50 crore
and above, should consist of independent directors — independence being defined in Recommendation 4.1
above.

However, this will not apply to: (1) unlisted public companies, which have no more than 50 shareholders and
which are without debt of any kind from the public, banks, or financial institutions, as long as they do not change
their character, (2) unlisted subsidiaries of listed companies.

Nominee directors will be excluded both from the numerator and the denominator.
Recommendation 4.3: Minimum board size of listed companies

The minimum board size of all listed companies, as well as unlisted public limited companies with a paid-up
share capital and free reserves of Rs.10 crore and above, or turnover of Rs.50 crore and above should be seven
— of which at least four should be independent directors.

However, this will not apply to: (1) unlisted public companies, which have no more than 50 shareholders and
which are without debt of any kind from the public, banks, or financial institutions, as long as they do not change
their character, (2) unlisted subsidiaries of listed companies.

Recommendation 4.4: Disclosure on duration of board meetings/Committee meetings

The minutes of board meetings and Audit Committee meetings of all listed companies, as well as unlisted public
limited companies with a paid-up share capital and free reserves of Rs.10 crore and above or turnover of Rs.50
crore must disclose the timing and duration of each such meeting, in addition to the date and members in
attendance.

Recommendation 4.5: Tele-conferencing and video conferencing

If a director cannot be physically present but wants to participate in the proceedings of the board and its committees,
then minuted and signed proceedings of a tele-conference or video conference should constitute proof of his or
her participation. Accordingly, this should be treated as presence in the meeting(s). However, minutes of all such
meetings should be signed and confirmed by the director/s that has/have attended the meeting through video
conferencing.

Recommendation 4.6: Additional disclosure to directors

In addition to the disclosures specified in Clause 49 under ‘Information to be placed before the board of directors’,
all listed companies, as well as unlisted public limited companies with a paid-up share capital and free reserves
of Rs.10 crore and above, or turnover of Rs.50 crore and above, should transmit all press releases and presentation
to analysts to all board members. This will further help in keeping independent directors informed of how the
company is projecting itself to the general public as well as a body of informed investors.

Recommendation 4.7: Independent directors on Audit Committees of listed companies

Audit Committees of all listed companies, as well as unlisted public limited companies with a paid- up share
capital and free reserves of Rs.10 crore and above, or turnover of Rs.50 crore and above, should consist
exclusively of independent directors, as defined in Recommendation 4.1.

However, this will not apply to: (1) unlisted public companies, which have no more than 50 shareholders and
which are without debt of any kind from the public, banks, or financial institutions, as long as they do not change
their character, (2) unlisted subsidiaries of listed companies.

Recommendation 4.9: Remuneration of non-executive directors
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— The statutory limit on sitting fees should be reviewed, although ideally it should be a matter to be
resolved between the management and the shareholders.

— In addition, loss-making companies should be permitted by the DCA (Now MCA) to pay special fees to
any independent director, subject to reasonable caps, in order to attract the best restructuring and
strategic talent to the boards of such companies.

— The present provisions relating to stock options, and to the 1 per cent commission on net profits, is
adequate and does not, at present, need any revision. However, the vesting schedule of stock options
should be staggered over at least three years, so as to align the independent and executive directors,
as well as managers two levels below the Board, with the long-term profitability and value of the company.

Recommendation 4.10: Exempting non-executive directors from certain liabilities

Time has come to insert provisions in the definitions chapter of certain Acts to specifically exempt non-executive
and independent directors from such criminal and civil liabilities. An illustrative list of these Acts includes the
Companies Act, Negotiable Instruments Act, Provident Fund Act, ESI Act, Factories Act, Industrial Disputes Act
and the Electricity Supply Act.

Recommendation 4.11: Training of independent directors

— Allindependent directors should be required to attend at least one such training course before assuming
responsibilities as an independent director, or, considering that enough programmes might not be available
in the initial years, within one year of becoming an independent director. An untrained independent
director should be disqualified under section 274(1) (g) of the Companies Act, 1956 after being given
reasonable notice.

Other recommendations

— SEBI may refrain from exercising powers of subordinate legislation in areas where specific legislation
exists as in the Companies Act, 1956.

— The Government should increase the strength of DCA's (now MCA) offices, and substantially increase
the quality and quantity of its physical infrastructure, including computerisation.

— A Corporate Serious Fraud Office (CSFO) should be set up in the Department of Company Affairs with
specialists inducted on the basis of transfer/deputation and on special term contracts.

— Penalties be rationalized and related to the sums involved in the offence. Fees, especially late fees, can
be related to the size of the company in terms of its paid-up capital and free reserves, or turnover, or
both.

— DCA (Now MCA) should consider reducing workload at offices of ROCs by providing for a system of
‘pre-certification’ by company secretaries; the system should provide for monetary and other penalties
on company secretaries who certify incorrectly, even through error or oversight.

N.R. NARAYANA MURTHY COMMITTEE (2003)

In the year 2002, SEBI analyzed the statistics of compliance with the clause 49 by listed companies and felt that
there was a need to look beyond the mere systems and procedures if corporate governance was to be made
effective in protecting the interest of investors. SEBI therefore constituted a Committee under the Chairmanship
of Shri N.R. Narayana Murthy, for reviewing implementation of the corporate governance code by listed companies
and for issue of revised clause 49 based on its recommendations. Following are the highlights of recommendations:

— Audit committees of publicly listed companies should be required to review the following information
mandatorily:
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— Financial statements and draft audit report, including quarterly/half yearly financial information;
— Management discussion and analysis of financial condition and results of operations;
— Reports relating to compliance with laws and to risk management;

— Management letters/letters of internal control weaknesses issued by statutory/internal auditors;
and

— Records of related party transactions.

All audit committee members should be “financially literate” and at least one member should have
accounting or related financial management expertise.

Explanation 1: The term “financially literate” means the ability to read and understand basic financial statements
i.e. balance sheet, profit and loss account, and statement of cash flows.

Explanation 2: A member will be considered to have accounting or related financial management expertise if he
or she possesses experience in finance or accounting, or requisite professional certification in accounting, or
any other comparable experience or background which results in the individual’s financial sophistication, including
being or having been a chief executive officer, chief financial officer, or other senior officer with financial oversight
responsibilities.

In case a company has followed a treatment different from that prescribed in an accounting standard,
management should justify why they believe such alternative treatment is more representative of the
underlying business transaction. Management should also clearly explain the alternative accounting
treatment in the footnotes to the financial statements.

Companies should be encouraged to move towards a regime of unqualified financial statements. This
recommendation should be reviewed at an appropriate juncture to determine whether the financial
reporting climate is conducive towards a system of filing only unqualified financial statements.

A statement of all transactions with related parties including their bases should be placed before the
independent audit committee for formal approval/ratification. If any transaction is not on an arm’s length
basis, management should provide an explanation to the audit committee justifying the same.

Procedures should be in place Companies should be encouraged to train their Board members in the
business model of the company as well as the risk profile of the business parameters of the company,
their responsibilities as directors, and the best ways to discharge them.

To inform Board members about the risk assessment and minimization procedures. These procedures
should be periodically reviewed to ensure that executive management controls risk through means of a
properly defined framework.

Management should place a report before the entire Board of Directors every quarter documenting the
business risks faced by the company, measures to address and minimize such risks, and any limitations
to the risk taking capacity of the corporation. This document should be formally approved by the Board.

Companies raising money through an Initial Public Offering (“IPO”) should disclose to the Audit Committee,
the uses/applications of funds by major category (capital expenditure, sales and marketing, working
capital, etc.), on a quarterly basis. On an annual basis, the company shall prepare a statement of funds
utilised for purposes other than those stated in the offer document/ prospectus. This statement should
be certified by the Independent auditors of the company. The audit committee should make appropriate
recommendations to the Board to take up steps in this matter.

It should be obligatory for the Board of a company to lay down the code of conduct for all Board members
and senior management of a company. This code of conduct shall be posted on the website of the
company.
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— There shall be no nominee directors.

Where an institution wishes to appoint a director on the Board, such appointment should be made by
the shareholders.

An institutional director, so appointed, shall have the same responsibilities and shall be subject to the
same liabilities as any other director.

Nominee of the Government on public sector companies shall be similarly elected and shall be subject
to the same responsibilities and liabilities as other directors.

— All compensation paid to non-executive directors may be fixed by the Board of Directors and should be
approved by shareholders in general meeting. Limits should be set for the maximum number of stock
options that can be granted to non-executive directors in any financial year and in aggregate. The stock
options granted to the non-executive directors shall vest after a period of at least one year from the date
such non-executive directors have retired from the Board of the Company.

— Companies should publish their compensation philosophy and statement of entitled compensation in
respect of non-executive directors in their annual report or put up on the company’s website and reference
drawn thereto in the annual report.

— The term “independent director” is defined as a non-executive director of the company who:

— apart from receiving director remuneration, does not have any material pecuniary relationships or
transactions with the company, its promoters, its senior management or its holding company, its
subsidiaries and associated companies;

— is not related to promoters or management at the board level or at one level below the board;
— has not been an executive of the company in the immediately preceding three financial years;

— is not a partner or an executive of the statutory audit firm or the internal audit firm that is associated
with the company, and has not been a partner or an executive of any such firm for the last three
years. This will also apply to legal firm(s) and consulting firm(s) that have a material association with
the entity.

— is not a supplier, service provider or customer of the company. This should include lessor-lessee
type relationships also; and

— is not a substantial shareholder of the company, i.e. owning two per cent or more of the block of
voting shares.

— The considerations as regards remuneration paid to an independent director shall be the same as those
applied to a non-executive director.

— Personnel who observe an unethical or improper practice (not necessarily a violation of law) should
be able to approach the audit committee without necessarily informing their supervisors.

Companies shall take measures to ensure that this right of access is communicated to all employees
through means of internal circulars, etc. The employment and other personnel policies of the company
shall contain provisions protecting “whistle blowers” from unfair termination and other unfair prejudicial
employment practices.

— Companies shall annually affirm that they have not denied any personnel access to the audit committee
of the company (in respect of matters involving alleged misconduct) and that they have provided protection
to “whistle blowers” from unfair termination and other unfair or prejudicial employment practices.

The appointment, removal and terms of remuneration of the chief internal auditor must be subject to
review by the Audit Committee.
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Such affirmation shall form a part of the Board report on Corporate Governance that is required to be
prepared and submitted together with the annual report.

— The provisions relating to the composition of the Board of Directors of the holding company should
be made applicable to the composition of the Board of Directors of subsidiary companies.

At least one independent director on the Board of Directors of the parent company shall be a director on
the Board of Directors of the subsidiary company.

The Audit Committee of the parent company shall also review the financial statements, in particular the
investments made by the subsidiary company.

The minutes of the Board meetings of the subsidiary company shall be placed for review at the Board
meeting of the parent company.

The Board report of the parent company should state that they have reviewed the affairs of the subsidiary
company also.

— The performance evaluation of non-executive directors should be by a peer group comprising the
entire Board of Directors, excluding the director being evaluated; and Peer group evaluation should be
the mechanism to determine whether to extend/continue the terms of appointment of non-executive
directors.

— SEBI should make rules for the following:

— Disclosure in the report issued by a security analyst whether the company that is being written
about is a client of the analyst’'s employer or an associate of the analyst’'s employer, and the nature
of services rendered to such company, if any; and

— Disclosure in the report issued by a security analyst whether the analyst or the analyst's employer
or an associate of the analyst's employer hold or held (in the 12 months immediately preceding the
date of the report) or intend to hold any debt or equity instrument in the issuer company that is the
subject matter of the report of the analyst.

DR. J J IRANI EXPERT COMMITTEE ON COMPANY LAW (2005)

In 2004, the Government constituted a committee under the Chairmanship of Dr. J.J. Irani, Director, Tata Sons, with
the task of advising the Government on the proposed revisions to the Companies Act, 1956 with the objective to have
a simplified compact law that would be able to address the changes taking place in the national and international
scenario, enable adoption of internationally accepted best practices as well as provide adequate flexibility for timely
evolution of new arrangements in response to the requirements of ever-changing business models.

The Extracts of the Executive summary relating to Management and Board Governance is reproduced here in
below:

— Board Composition: Law should provide for only the minimum number of directors necessary for
various classes of companies. There need not be any limit to maximum number of directors. Other than
procedures for appointments, no age limit for directors need be specified in the Act.

— Appointment and resignation of director: Every company to have at least one director resident in
India. Requirement of obtaining approval of Central Govt. under Companies Act for appointment of non-
resident managerial persons should be done away with. Duty to inform the Registrar of particulars
regarding appointment/resignation/death etc. of directors should be that of the company.

— Independent Directors: Presence of independent director on the boards of companies will lead to
greater transparency in company’s dealings. Law should recognize the principle of independent directors
and spell out their attributes, role, qualifications, liability and manner of appointment along with the
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criteria of independence. However, prescription of the number and proportion of such directors in the
Board may vary depending on size and type of company and may be prescribed through Rules.

— Remuneration of Directors: Decision on remuneration of directors should not be based on a
“Government approval based system” but should be left to the company. However, this should be
transparent, based on principles that ensure fairness, reasonableness and accountability and should
be properly disclosed. No limits need be prescribed. In case of inadequacy of profits also the company
to be allowed to pay remuneration recommended by remuneration committee (wherever applicable)
and with the approval of shareholders.

— Committees: Certain committees to be constituted with participation of independent directors should
be mandated for certain categories of companies where the requirement of independent directors is
mandated. In other cases constitution of such committees should be at the option of the company.

— Law should specify the manner and composition of various committees of the Board like
(i) Audit Committee:
(i) Stake-holder’s Relationship Committee; and

(i) Remuneration Committee, along with obligation on the part of the company to consult them in
certain matters.

— Disqualification of director: Failure to attend board meetings for a continuous period of one year to be
made a ground for vacation of office regardless of whether or not leave of absence was granted to such
director. Specific provisions to be made in the Law to regulate the process of resignation by a director.

— Board meetings: Board Meetings by electronic means to be allowed. In the case of companies where
Independent Directors are prescribed, notice period of 7 days has been recommended for Board Meetings
with provisions for holding emergency meetings at a shorter notice. Consent of shareholders by way of
special resolution should be mandatory for certain important matters.

— Annual General Meetings: Use of postal ballot during meetings of members should be allowed to be
more widely used by companies.

Law should provide for voting through electronic mode. AGMs may be held at a place other than place
of registered office (in India), provided at least 10% members in number reside at such place.

Small Companies to be given an option to dispense with holding of AGM. Demand for poll to be limited
with due regard for minority interests.

— Appointment of MD/WTD: Managing Director (MD)/Whole Time Directors (WTD)/Executive Director
(ED) should be in the whole-time employment of only one company at a time. Provisions relating to
options for appointment of directors though proportionate representation to be continued. Limit of paid
up capital under existing section 269 for mandatory appointment of MD/WTD to be enhanced to Rs. 10
crore.

— Key managerial Personnel: Every company should be required to appoint, a Chief Executive Officer,
Chief Finance Office and Company Secretary as its Key Managerial Personnel whose appointment and
removal shall be by the Board of Directors. Special exemptions may be provided for small companies,
who may obtain such services, as may be required from qualified professionals in practice.

Corporate Governance Voluntary Guidelines 2009

— Good corporate governance practices enhance companies’ value and stakeholders’ trust resulting into
robust development of capital market, the economy and also help in the evolution of a vibrant and
constructive shareholders’ activism.
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Considering the above, the Ministry of Corporate Affairs issued Corporate Governance Voluntary
Guidelines, 2009 after duly examining committee reports and suggestions received from various
stakeholders on issues related to corporate governance.

These guidelines provide a set of good practices which may be voluntary adopted by the public companies
and private companies, particularly the bigger ones. These guidelines are not substitute for or addition
to the existing laws but is recommendatory in nature.

‘Comply or Explain’ Basis

While the guidelines are expected to be adopted by more and more corporates, there may be genuine
reasons for some companies for not being able to adopt them. In such a case it is expected that such
companies should inform their shareholders about the reasons for not adopting these guidelines either
fully or partially.

Comparatively analyze Desirable Code of Corporate Governance & Naresh Chandra
Committee report with regard to Board composition and remuneration of non-executive

7 directors.

Some of the Provisions Relating to Corporate Governance under Companies Act, 2013

The Companies Act, 2013 enacted on August 30, 2013 envisages radical changes in the sphere of Corporate
Governance in India. It is set to provide a major overhaul in Corporate Governance norms and have far-reaching
implications on the manner in which corporate operates in India.

Some of the Provisions of Companies Act, 2013 related to Corporate Governance are:

1.

Mandatory provisions related to independent directors, woman director, Key Managerial Personnel and
Performance Evaluation of the Board.

Enhanced disclosures and assertions in Board Report, Annual Return and Directors’ Report with regard
to Managerial Remuneration, risk management, internal control for financial reporting, legal compliance,
Related Party Transactions, Corporate Social Responsibility, shareholding pattern, public money etc.

Stricter yet forward-looking procedural requirements for Secretarial compliances and ICSI| Secretarial
Standards made mandatory.

Enhanced scope of Related Party Transactions and introduction of concept of arm’s length pricing.

Enhanced restrictions on appointment and rotation of Auditors. Separation of role of Chairperson and
Chief Executive Officer.

Introduction of mandatory provisions regarding Whistle Blower Policy, Audit Committee, Nomination
and Remuneration Committee, Stakeholders Relationship Committee, and Corporate Social
Responsibility Committee.

Corporate Governance through Listing Agreement

SEBI appointed the Committee on Corporate Governance on May 7, 1999 under the Chairmanship of Shri
Kumar Mangalam Birla, to promote and raise the standards of Corporate Governance. The Committee’s primary
aim was to:

(i) to suggest suitable amendments to the listing agreement executed by the stock exchanges with the
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companies and any other measures to improve the standards of corporate governance in the listed
companies;

(i) to draft a code of corporate best practices; and

(iii) to suggest safeguards to be instituted within the companies to deal with insider information and insider
trading.

Key constituents of corporate governance identified by the committee are:
— the shareholders;
— the Board of Directors; and
— the management

The report also identified key constituents’ roles, responsibilities and rights in the context of good corporate
governance. It recognized three major aspects of corporate governance.

Accountability Equal treatment to all stakeholders

Considering the recommendations of the report SEBI incorporated Clause 49 to the listing agreement in February
2000. SEBI, as part of its endeavour to improve the standards of corporate governance in line with the needs of
a dynamic market has amended the Clause 49 from time to time.

SEBI vide its circular No. CIR/CFD/POLICY CELL /2/2014 dated April 17, 2014 came out with Corporate
Governance in listed entities - Amendments to Clause 49 of the Equity Listing Agreement which lays down the
detailed corporate governance norms for listed companies providing for stricter disclosures and protection of
investor rights, including equitable treatment for minority and foreign shareholders. The new norms are aligned
with the Companies Act, 2013 and are aimed to encourage companies to adopt best practices on corporate
governance. The new norms are applicable from 1st October, 2014. The highlights of the revised Clause 49 are
as follows:

— Exclusion of nominee Director from the definition of Independent Director.

— At least one woman director on the Board of the company.

— Compulsory whistle blower mechanism.

— Expanded role of Audit Committee.

— Prohibition of stock options to Independent Directors.

— Separate meeting of Independent Directors.

— Constitution of Stakeholders Relationship Committee.

— Enhanced disclosure of remuneration policies.

— Performance evaluation of Independent Directors and the Board of Directors.

— Prior approval of Audit Committee for all material Related Party Transactions (RPTs)

— Approval of all material RPTs by shareholders through special resolution with related parties abstaining
from voting.

— Mandatory constitution of Nomination and Remuneration Committee. Chairman of the said committees
shall be independent.

— The maximum number of Boards an independent director can serve on listed companies be restricted
to 7 and 3 in case the person is serving as a whole time director in a listed company.
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— To restrict the total tenure of an Independent Director to 2 terms of 5 years. However, if a person who
has already served as an Independent Director for 5 years or more in a listed company as on the date
on which the amendment to Listing Agreement becomes effective, he shall be eligible for appointment
for one more term of 5 years only.

— The scope of the definition of RPT has been widened to include elements of Companies Act and
Accounting Standards.

ELEMENTS OF GOOD CORPORATE GOVERNANCE

Some of the important elements of good corporate governance are discussed as under:
1. Role and powers of Board

Good governance is decisively the manifestation of personal beliefs and values which configure the organizational
values, beliefs and actions of its Board. The Board as a main functionary is primary responsible to ensure value
creation for its stakeholders. The absence of clearly designated role and powers of Board weakens accountability
mechanism and threatens the achievement of organizational goals. Therefore, the foremost requirement of
good governance is the clear identification of powers, roles, responsibilities and accountability of the Board,
CEO, and the Chairman of the Board. The role of the Board should be clearly documented in a Board Charter.

2. Legislation

Clear and unambiguous legislation and regulations are fundamental to effective corporate governance. Legislation
that requires continuing legal interpretation or is difficult to interpret on a day-to-day basis can be subject to
deliberate manipulation or inadvertent misinterpretation.

3. Management environment

Management environment includes setting-up of clear objectives and appropriate ethical framework, establishing
due processes, providing for transparency and clear enunciation of responsibility and accountability, implementing
sound business planning, encouraging business risk assessment, having right people and right skill for the jobs,
establishing clear boundaries for acceptable behaviour, establishing performance evaluation measures and
evaluating performance and sufficiently recognizing individual and group contribution.

4. Board skills

To be able to undertake its functions efficiently and effectively, the Board must possess the necessary blend of
qualities, skills, knowledge and experience. Each of the directors should make quality contribution. A Board
should have a mix of the following skills, knowledge and experience:

Operational or technical expertise, commitment to establish leadership;

Financial skills;

Legal skills; and

Knowledge of Government and regulatory requirement.
5. Board appointments

To ensure that the most competent people are appointed in the Board, the Board positions should be filled
through the process of extensive search. Awell-defined and open procedure must be in place for reappointments
as well as for appointment of new directors. Appointment mechanism should satisfy all statutory and administrative
requirements. High on the priority should be an understanding of skill requirements of the Board particularly at
the time of making a choice for appointing a new director. All new directors should be provided with a letter of
appointment setting out in detail their duties and responsibilities.
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6. Board induction and training

Directors must have a broad understanding of the area of operation of the company’s business, corporate
strategy and challenges being faced by the Board. Attendance at continuing education and professional
development programmes is essential to ensure that directors remain abreast of all developments, which are or
may impact on their corporate governance and other related duties.

7. Board independence

Independent Board is essential for sound corporate governance. This goal may be achieved by associating
sufficient number of independent directors with the Board. Independence of directors would ensure that there
are no actual or perceived conflicts of interest. It also ensures that the Board is effective in supervising and,
where necessary, challenging the activities of management. The Board needs to be capable of assessing the
performance of managers with an objective perspective. Accordingly, the majority of Board members should be
independent of both the management team and any commercial dealings with the company.

8. Board meetings

Directors must devote sufficient time and give due attention to meet their obligations. Attending Board meetings
regularly and preparing thoroughly before entering the Boardroom increases the quality of interaction at Board
meetings. Board meetings are the forums for Board decision-making. These meetings enable directors to
discharge their responsibilities. The effectiveness of Board meetings is dependent on carefully planned agendas
and providing relevant papers and materials to directors sufficiently prior to Board meetings.

9. Code of conduct

It is essential that the organization’s explicitly prescribed norms of ethical practices and code of conduct are
communicated to all stakeholders and are clearly understood and followed by each member of the organization.
Systems should be in place to periodically measure, evaluate and if possible recognise the adherence to code
of conduct.

10. Strategy setting

The objectives of the company must be clearly documented in a long-term corporate strategy including an
annual business plan together with achievable and measurable performance targets and milestones.

11. Business and community obligations

Though basic activity of a business entity is inherently commercial yet it must also take care of community’s
obligations. Commercial objectives and community service obligations should be clearly documented after
approval by the Board. The stakeholders must be informed about the proposed and on going initiatives taken to
meet the community obligations.

12. Financial and operational reporting

The Board requires comprehensive, regular, reliable, timely, correct and relevant information in a form and of a
quality that is appropriate to discharge its function of monitoring corporate performance. For this purpose, clearly
defined performance measures - financial and non-financial should be prescribed which would add to the efficiency
and effectiveness of the organisation.

The reports and information provided by the management must be comprehensive but not so extensive and
detailed as to hamper comprehension of the key issues. The reports should be available to Board members well
in advance to allow informed decision-making. Reporting should include status report about the state of
implementation to facilitate the monitoring of the progress of all significant Board approved initiatives.

13. Monitoring the Board performance

The Board must monitor and evaluate its combined performance and also that of individual directors at periodic
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intervals, using key performance indicators besides peer review. The Board should establish an appropriate
mechanism for reporting the results of Board’s performance evaluation results.

14. Audit Committees

The Audit Committee is inter alia responsible for liaison with the management; internal and statutory auditors,
reviewing the adequacy of internal control and compliance with significant policies and procedures, reporting to
the Board on the key issues. The quality of Audit Committee significantly contributes to the governance of the
company.

15. Risk management

Risk is an important element of corporate functioning and governance. There should be a clearly established
process of identifying, analyzing and treating risks, which could prevent the company from effectively achieving
its objectives. It also involves establishing a link between risk-return and resourcing priorities. Appropriate control
procedures in the form of a risk management plan must be put in place to manage risk throughout the organization.
The plan should cover activities as diverse as review of operating performance, effective use of information
technology, contracting out and outsourcing.

The Board has the ultimate responsibility for identifying major risks to the organization, setting acceptable levels
of risk and ensuring that senior management takes steps to detect, monitor and control these risks. The Board
must satisfy itself that appropriate risk management systems and procedure are in place to identify and manage
risks. For this purpose the company should subject itself to periodic external and internal risk reviews.

LESSON ROUND UP

The root of the word Governance is from ‘gubernate’, which means to steer. Corporate governance
would mean to steer an organization in the desired direction. The responsibility to steer lies with the
board of directors/governing board. Governance is concerned with the intrinsic nature, purpose, integrity
and identity of an organization with primary focus on the entity’s relevance, continuity and fiduciary
aspects.

— Kautilya’s Arthashastra maintains that for good governance, all administrators, including the king were
considered servants of the people. Good governance and stability were completely linked. There is
stability if leaders are responsive, accountable and removable. These tenets hold good even today.

— Corporate Governance Basic theories: Agency Theory; Stock Holder Theory; Stake Holder Theory;
Stewardship Theory

— OECD has defined corporate governance to mean “A system by which business corporations are
directed and controlled”. Corporate governance structure specifies the distribution of rights and
responsibilities among different participants in the company such as board, management, shareholders
and other stakeholders; and spells out the rules and procedures for corporate decision making. By
doing this, it provides the structure through which the company’s objectives are set along with the
means of attaining these objectives as well as for monitoring performance.

— The initiatives taken by Government of India in 1991, aimed at economic liberalisation and globalisation
of the domestic economy, led India to initiate reform process in order to suitably respond to the
developments taking place world over. On account of the interest generated by Cadbury Committee
Report, the Confederation of Indian Industry (Cll), the Associated Chambers of Commerce and Industry
(ASSOCHAM) and, the Securities and Exchange Board of India (SEBI) constituted Committees to
recommend initiatives in Corporate Governance.

— As per Cll “Corporate governance deals with laws, procedures, practices and implicit rules that determine
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a company’s ability to take informed managerial decisions vis-a-vis its claimants - in particular, its
shareholders, creditors, customers, the State and employees. There is a global consensus about the
objective of ‘good’ corporate governance: maximising long-term shareholder value.”

— The Kumar Mangalam Birla Committee constituted by SEBI has observed that: “Strong corporate
governance is indispensable to resilient and vibrant capital markets and is an important instrument of
investor protection. It is the blood that fills the veins of transparent corporate disclosure and high
quality accounting practices. It is the muscle that moves a viable and accessible financial reporting
structure.”

— N.R. Narayana Murthy Committee on Corporate Governance constituted by SEBI has observed that:
“Corporate Governance is the acceptance by management of the inalienable rights of shareholders as
the true owners of the corporation and of their own role as trustees on behalf of the shareholders. It is
about commitment to values, about ethical business conduct and about making a distinction between
personal and corporate funds in the management of a company.”

— The Institute of Company Secretaries of India has also defined the term Corporate Governance to
mean “Corporate Governance is the application of best management practices, compliance of law in
true letter and spirit and adherence to ethical standards for effective management and distribution of
wealth and discharge of social responsibility for sustainable development of all stakeholders.”

— Initiated by Cadbury Committee, corporate governance has grown multifold in UK. UK Corporate
Governance Code, 2012 is a revised version of earlier code with few new recommendations.

— With the introduction of Sarbanes — Oxley Act, 2002 Corporate Governance practices have been
fundamentally altered — auditor independence, conflict of interests, financial disclosures, severe penalties
for willful default by managers and auditors in particular. The Dodd-Frank Wall Street Reform and
Consumer Protection Act, 2010 has given an opportunity to shareholders to hold accountable executives
of the companies they own.

— Good governance is integral to the very existence of a company. It inspires and strengthens investor’s
confidence by ensuring company’s commitment to higher growth and profits.

— Corporate Governance extends beyond corporate law. Its fundamental objective is not mere fulfillment
of the requirements of law but in ensuring commitment of the Board in managing the company in a
transparent manner for maximizing stakeholder value. The real onus of achieving desired levels of
corporate governance lies with corporates themselves and not in external measures.

SELF TEST QUESTIONS

(i) Discuss in brief the evolution of the concept of Corporate Governance in U.K.

(ii) Discuss briefly the recommendations of the Dr. J.J. Irani Committee on Company Law relating to
Management and Board Governance.

(iii) Explain why Corporate Governance is gaining importance.

(iv) What are the elements of Good Corporate Governance?

(v) What are the Basic theories of Corporate Governance?
Go through the following:

(1) http://www.sebi.gov.inf/commreport/corpgov.html

(2) www.coso.org

(3) http://www.ecgi.org/codes/documents/cadbury.pdf
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(4) http://www.ecgi.org/codes/documents/greenbury.pdf
(5) http://www.ftse.com/
(6) http://www.nfcgindia.org/library.htm

(7) http://www.sebi.gov.in/cms/sebi_data/attachdocs/13HYPERLINK “http://www.sebi.gov.in/cms/sebi_data/
attachdocs/1397734478112.pdf"97734478112.pdf

(8) http://www.ecgen.org
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LEARNING OBJECTIVES

The objective of this study lesson is to enable
the students to understand the legal framework
in India supporting/enforcing corporate
governance practices in terms of transparency,
disclosure, accountability, integrity etc.

Legislative aspects pertaining to Board
Structure, Composition, Board Meetings,
Powers of the Board, Committees, Independent
Directors, Transparency and Disclosure
highlighting the relevant of provisions of
Companies Act, listing agreement and SEBI
guidelines are discussed in the study to equip
the student to understand the main legislative
components of Corporate Governance in India.

“A well balanced, inclusive approach, according to certain standard and ideals, is essential for the

proper governance of any country”

73

— Laisenia Qarase
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INTRODUCTION

The heart of corporate governance is transparency, disclosure, accountability and integrity. Legal and regulatory
framework of corporate governance in India is mainly covered under the SEBI guidelines, Listing Agreement
and Companies Act 2013; however, it is not restricted to only SEBI Guidelines and the Companies Act, 2013. A
gamut of legislations like The Competition Act, the Consumer Protection laws, the labour laws, the Environment
laws, the Anti-Money Laundering Laws, etc. seeks to ensure good governance practices among the corporates.

It is to be borne in mind that mere legislation does not ensure good governance. Good governance flows from
ethical business practices even when there is no legislation. Corporate governance is not just a legal concept,
it is a governance concept, and it is something which has to come from within. However, one can not have
abstract concepts applicable to corporates at large and there lies the need for a legislative framework.

In Indian context, there is no single apex regulatory body which can be said to be the regulator of corporates but
there exists a coordination mechanism among various functional regulators. For example, in India, we have
different regulators for the following —

— Corporates (MCA)

— Capital Market and Stock Exchanges (SEBI)

— Money Market and Banking (RBI)

— Insurance — Life and Non life (IRDA)

— Communication (TRAI)

— Foreign business (FIPB/SIA)

— Imports and Exports (FEMA, DGFT)

— Intermediaries, Banking Companies and Insurance business (FIU-India)

— Listed companies, Stock brokers (Stock Exchanges)

— Professions (Professional Institutes like ICSI, ICAI, ICAI (CMA) etc.)
The success of regulation rests on the intention and integrity of the regulator and the regulated.

A common law system operates in India. Entities are incorporated as companies in terms of the Companies Act,
2013. The Companies Act is administered by the Ministry of Corporate Affairs.

The Securities and Exchange Board of India (SEBI) is the prime regulatory authority which regulates all aspects
of securities market enforces the Securities Contracts (Regulation) Act including the stock exchanges. Companies
that are listed on the stock exchanges are required to comply with the revised Listing Agreement of SEBI.

In this study lesson, we will cover the corporate governance norms covered in the Listing Agreement, SEBI
Regulations and the Companies Act, 2013.

BOARD STRUCTURE

Size

The Board structure in India is unitary. Section 149 (1) of the Companies Act, 2013 contains provisions regarding
the composition of board of directors. It stipulates the minimum number of director as three in case of public
company, two in case of private company and one in case of One Person Company. The maximum number of
directors stipulated is 15. However, a company may appoint more than 15 directors after passing a special
resolution in General Meeting. It may be noted that approval of Central Government is not required
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The Listing Agreement does not stipulate on the size of the board.

Composition
Independent Director

Section 149(4) provides that every public listed Company shall have at-least one —third of total number of
directors as independent directors and Central Government may further prescribe minimum number of
independent directors in any class or classes of company.

With respect to the minimum number of Independent directors, Rule 4 of the Companies (Appointment and
Qualification of Directors) Rules, 2014 prescribes that the following class or classes of companies shall have at
least two independent directors:

— Public Companies having paid-up share capital of 10 crore rupees or more; or
— Public Companies having turnover of 100 crore rupees or more; or

— Public Companies which have, in aggregate, outstanding loans, debentures and deposits, exceeding
50 crore rupees.

Provided that in case of companies covered under this rule shall appoint a higher number of independent
directors as required due to composition of its audit committee. Further, a company belonging to any class of
companies for which a higher number of independent directors has been stipulated in a law for the time being in
force shall comply with the requirements stipulated in such law.

Woman Director

Proviso 2 to Section 149 provides that such class or classes of companies as may be prescribed in Rules shall
have at least one woman director.

With regard to this, Rule 3 of the Companies (Appointment and Qualification of Directors) Rules, 2014 prescribes
that the following class of companies shall have at least one woman director:

— Every Listed Company;
— Every other public Company having:
— Paid-up capital of 100 crore rupees or more;or
— Turnover of 300 crore rupees or more
Resident Director

Third proviso to Section 149 provides that every company shall have at least one director who has stayed in
India for a total period of not less than 182 days in the previous calendar year.

Detailed provisions related to Directors are discussed in Lesson Board Effectiveness-lssues and
Challenges.

Clause 49(ll) (A) of the Listing Agreement contains provisions related to the composition Board of Directors. It
provides that The Board of Directors of the company shall have an optimum combination of executive and non-
executive directors with at least one woman director and not less than fifty percent of the Board of Directors
comprising non-executive directors.

Clause 49 further provides that in case the Chairman of the board in a non —executive director, at least one-third
of the Board should comprise independent directors and in case the company does not have a regular non-
executive Chairman, at least half of the Board should comprise independent directors.

Provided that where the regular non-executive Chairman is a promoter of the company or is related to any
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promoter or person occupying management positions at the Board level or at one level below the Board, at least
one-half of the Board of the company shall consist of independent directors.

Number of Directorship

Section 165 stipulates that a person cannot hold office at the same time as director (including any alternate
directorship) in more than 20 companies. Provided that the maximum number of public companies in which a
person can be appointed as a director shall not exceed ten.

For reckoning the limit of public companies in which a person can be appointed as director, directorship in
private companies that are either holding or subsidiary company of a public company shall be included.

The members of a company may, by special resolution, specify any lesser number of companies in which a
director of the company may act as directors.

Clause 49 of the Listing Agreement provides that a director shall not be a member in more than ten committees
or act as Chairman of more than five committees across all companies in which he is a director. Furthermore,
every director shall inform the company about the committee positions he occupies in other companies and
notify changes as and when they take place.

Clause 49 also provides that a person shall not serve as an independent director in more than seven listed
companies. Further, any person who is serving as a whole time director in any listed company shall serve as an
independent director in not more than three listed companies.

SEPARATION OF ROLES OF CHAIRMAN AND CHIEF EXECUTIVE

First proviso to Section 203 provides for the separation of role of Chairman and Chief Executive Officer subject
to conditions thereunder. It provides that an individual shall not be appointed or reappointed as the chairperson
of the company, in pursuance of articles of the company, as well as the managing director or Chief Executive
Officer of the company at the same time after the date of commencement of this Act unless:-

(a) The Articles of such a company provide otherwise; or
(b) The company does not carry multiple business

Separation of roles is instrumental in determining the composition of the Board in terms of Listing Agreement,
depending upon executive or non executive Chairman.

MEETINGS OF THE BOARD

Section 173 of the Act deals with Meetings of the Board and Section 174 deals with quorum.
1. TheAct provides that the first Board meeting should be held within thirty days of the date of incorporation.

2. In addition to the first meeting to be held within thirty days of the date of incorporation, there shall be
minimum of four Board meetings every year and not more one hundred and twenty days shall intervene
between two consecutive Board meetings.

3. In case of One Person Company (OPC), small company and dormant company, at least one Board
meeting should be conducted in each half of the calendar year and the gap between two meetings
should not be less than Ninety days.

The Act requires that not less than seven days’ notice in writing shall be given to every director at the registered
address as available with the company. The notice can be given by hand delivery or by post or by electronic
means. In case the Board meeting is called at shorter notice, at least one independent director shall be present
at the meeting. If he is not present, then decision of the meeting shall be circulated to all directors and it shall be
final only after ratification of decision by at least one Independent Director.
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One third of total strength or two directors, whichever is higher, shall be the quorum for a meeting. For the
purpose of determining the quorum, the participation by a director through Video Conferencing or other audio
visual means shall also be counted.

Clause 49 of the Listing Agreement provides that the Board shall meet at least four times a year, with a maximum
time gap of one hundred and twenty days between any two meetings.

POWERS OF THE BOARD

In terms Section 179 of the Companies Act, 2013 the Board of directors of a company shall be entitled to
exercise all such powers, and to do all such acts and things, as the company is authorised to exercise and do.
The Board shall not exercise any power or do any act or thing which is required, whether by this or any other Act
or by the memorandum or articles of the company, to be exercised or done by the company in general meeting.

Section 179 of the Act deals with the powers of the board; all powers to do such acts and things for which the
company is authorized is vested with board of directors. But the board can act or do the things for which powers
are vested with them and not with general meeting. The following (section 179(3) and Rule 8) powers of the
Board of directors shall be exercised only by means of resolutions passed at meetings of the Board, namely:-

(1
2
3
(4
(5
6
(7
8

) to make calls on shareholders in respect of money unpaid on their shares;
) to authorise buy-back of securities under section 68;
) to issue securities, including debentures, whether in or outside India;
) to borrow monies;
) to invest the funds of the company;
) to grant loans or give guarantee or provide security in respect of loans;
) to approve financial statement and the Board’s report;
) to diversify the business of the company;
(9) to approve amalgamation, merger or reconstruction;
(10) to take over a company or acquire a controlling or substantial stake in another company;
(11) to make political contributions;
(12) to appoint or remove key managerial personnel (KMP);
(13) to take note of appointment(s) or removal(s) of one level below the Key Management Personnel;
(14) to appoint internal auditors and secretarial auditor;
(15) to take note of the disclosure of director’s interest and shareholding;

(16) to buy, sell investments held by the company (other than trade investments), constituting five percent or
more of the paid—up share capital and free reserves of the investee company;

(17) to invite or accept or renew public deposits and related matters;
(18) to review or change the terms and conditions of public deposit;
(19) to approve quarterly, half yearly and annual financial statements or financial results as the case may be.

The Board may, by a resolution passed at a meeting, delegate to any committee of directors, the managing
director, the manager or any other principal officer of the company or in the case of a branch office of the
company, the principal officer of the branch office, the powers specified in (4) to (6) above on such conditions as
it may specify.
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The banking company is not covered under the purview of this section. The company may impose restriction
and conditions on the powers of the Board.

Section 180 imposes restrictions on the powers of the Board. It provides that the board can exercise the following
powers only with the consent of the company by special resolution:—

(a) to sell, lease or otherwise dispose of the whole or substantially the whole of the undertaking of the
company or where the company owns more than one undertaking, of the whole or substantially the
whole of any of such undertakings;

(b) to invest otherwise in trust securities the amount of compensation received by it as a result of any
merger or amalgamation;

(c) to borrow money, where the money to be borrowed, together with the money already borrowed by the
company will exceed aggregate of its paid-up share capital and free reserves, apart from temporary
loans obtained from the company’s bankers in the ordinary course of business;

(d) to remit, or give time for the repayment of, any debt due from a director. The special resolution relating
to borrowing money exceeding paid up capital and free reserves specify the total amount up to which
the money may be borrowed by Board. The title of buyer or the person who takes on lease any property,
investment or undertaking on good faith cannot be affected and also in case if such sale or lease
covered in the ordinary business of such company. The resolution may also stipulate the conditions of
such sale and lease, but this doesn’t authorise the company to reduce its capital except the provisions
contained in this Act.

The debt incurred by the company exceeding the paid up capital and free reserves is not valid and effectual,
unless the lender proves that the loan was advanced on good faith and also having no knowledge of limit
imposed had been exceeded Powers of the Board are not spelt out in Listing Agreement. However, it provides
for the responsibilities and functions of the board.

BOARD COMMITTEES

Audit Committees

Section 177 of the Companies Act, 2013 has enlarged the responsibilities of auditors to include monitoring of
auditors’ independence, evaluation of their performance, approval of modification of related-party transactions,
scrutiny of loans and investments, valuation of assets and evaluation of internal controls and risk management.
The members must be able to understand financial statements and have a majority of Independent Directors.
Large companies must mandatorily have professional internal auditors. Further, in case of Listed Companies,
their compliance shall be in accordance with the Corporate Governance provisions enshrined in Clause 49 of
the Listing Agreement.

Nomination and Remuneration Committees

The Nomination and Remuneration Committee helps the Board of Directors in the preparations relating to the
election of members of the Board of Directors, handling matters within its scope of responsibility that relate to
the conditions of employment and remuneration of senior management, to management’s and personnel’s
remuneration and incentive schemes. The responsibilities of the Remuneration and Nomination Committee are
defined in its policy document. Section 178 of the Act deals with provisions related to the aforementioned
committee. Clause 49 of the Listing agreement also provides for mandatory constitution of Nomination and
Remuneration Committee.

Stakeholders Relationship Committee

Section 178(5) of the Companies Act, 2013 provides for constitution of the Stakeholders Relationship Committee.
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Further, under Listing Agreement, a committee under the Chairmanship of a non-executive director and such
other members as may be decided by the Board of the company shall be formed to specifically look into the
redressal of grievances of shareholders, debenture holders and other security holders. This Committee shall be
designated as ‘Stakeholders Relationship Committee’ and shall consider and resolve the grievances of the
security holders of the company including complaints related to transfer of shares, non-receipt of balance sheet,
non-receipt of declared dividends. Clause 49 (VIII) (E) of the Listing Agreement provides that Stakeholders
Relationship Committee, under the Chairmanship of non-executive director shall be constituted to look into and
redress the grievances of shareholders, debenture holders and other security holders.

Corporate Social Responsibility Committee

Section 135 of the Companies Act, 2013 provides that companies specified in the said section shall constitute a
Corporate Social Responsibility Committee (CSR Committee) of the Board. Further Listing Agreement also
mandates the constitution of CSR committees for certain companies.

Apart from the above mandatory committees, Board of Directors may also constitute other Committees to oversee
a specific objective or project. The nomenclature, composition and role of such Committees will vary, depending
upon the specific objectives of the company. The detailed provisions regarding various committees under
Companies Act and Listing Agreement are dealt in detail in Lesson Board Committees.

DISCLOSURE AND TRANSPARENCY

1. IN TERMS OF COMPANIES ACT, 2013
In terms of Companies Act, 2013 the aspect of disclosure and transparency spans over several sections.
A. Disclosures Under Section 134 of Companies Act 2013

Section 134(3) Provides that there shall be attached to statements laid before a company in general meeting, a
report by its Board of Directors, which shall include—

(a

(b

the extract of the annual return as provided under Section 92(3)

number of meetings of the Board;

—~

d

)
)
c¢) Directors’ Responsibility Statement
) a statement on declaration given by independent directors under section 149(6)
)

(e) in case of a company covered under sub-section (1) of section 178, company’s policy on directors’

appointment and remuneration including criteria for determining qualifications, positive attributes,
independence of a director and other matters as given under sub-section (3) of section 178.

(f) explanations or comments by the Board on every qualification, reservation or adverse remark or disclaimer
made —

() by the auditor in his report; and
(if) by the company secretary in practice in his secretarial audit report.
(9) particulars of loans, guarantees or investments under section 186.

(h) particulars of contracts or arrangements with related parties referred to in sub-section (7of section 188
in the prescribed form.

(i) the state of the company’s affairs.
(/) the amounts, if any, which it proposes to carry to any reserves.

(k) the amount, if any, which it recommends should be paid by way of dividend.
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() material changes and commitments, if any, affecting the financial position of the company which have
occurred between the end of the financial year of the company to which the financial statements relate
and the date of the report.

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

(n) a statement indicating development and implementation of a risk management policy for the company
including identification therein of elements of risk, if any, which in the opinion of the Board may threaten
the existence of the company.

(o) the details about the policy developed and implemented by the company on corporate social responsibility
initiatives taken during the year.

(p) in case of a listed company and every other public company having such paid-up share capital as may
be prescribed, a statement indicating the manner in which formal annual evaluation has been made by
the Board of its own performance and that of its committees and individual directors;

(@) such other matters as may be prescribed.
Section 134(5) referred to in clause (c) section 134(3) shall state that—

(a) in the preparation of the annual accounts, the applicable accounting standards had been followed along
with proper explanation relating to material departures;

(b) the directors had selected such accounting policies and applied them consistently and made judgments
and estimates that are reasonable and prudent so as to give a true and fair view of the state of affairs of
the company at the end of the financial year and of the profit and loss of the company for that period;

(c) the directors had taken proper and sufficient care for the maintenance of adequate accounting records
in accordance with the provisions of this Act for safeguarding the assets of the company and for preventing
and detecting fraud and other irregularities;

(d) the directors had prepared the annual accounts on a going concern basis; and

(e) the directors, in the case of a listed company, had laid down internal financial controls to be followed by
the company and that such internal financial controls are adequate and were operating effectively.

Explanation to clause (e) defines the term “internal financial controls as the policies and procedures
adopted by the company for ensuring the orderly and efficient conduct of its business, including adherence
to company’s policies, the safeguarding of its assets, the prevention and detection of frauds and errors,
the accuracy and completeness of the accounting records, and the timely preparation of reliable financial
information;

(f) the directors had devised proper systems to ensure compliance with the provisions of all applicable
laws and that such systems were adequate and operating effectively.

B. Disclosures Under other Sections of Companies Act 2013

Provison to section 178(4) states that the board’s Report shall disclose the policy according to which The
Nomination and Remuneration Committee ensure that:

(a) the level and composition of remuneration is reasonable and sufficient to attract, retain and motivate
directors of the quality required to run the company successfully.

(b) relationship of remuneration to performance is clear and meets appropriate performance benchmarks;
and

(c) Remuneration to directors, key managerial personnel and senior management involves a balance



Lesson 4 = Legislative Framework of Corporate Governance In India 81

between fixed and incentive pay reflecting short and long-term performance objectives appropriate to
the working of the company and its

As per section 149(10) an independent director shall be eligible to reappointment on passing of a special
resolution and disclosure of such appointment in the board’s report. [Subject to the provision of 152]

Under section 177(8), Board’s Report shall disclose the composition of audit committee and also discloses the
recommendation of the audit committee which is not accepted by the board along with reason thereof.

Proviso to section 177(10) prescribes that the disclosure in board’s report includes the detail of establishment
of vigil mechanism under section 177(9].

With the e-filing of forms with the Registrar of Companies, The Ministry of Corporate Affairs has put in place a
mechanism that is imaginative, technologically savvy and stakeholder friendly. Through the application of
Information Technology to the Government functioning in order to bring about Simple, Moral, Accountable,
Responsive and Transparent (SMART) Governance, the MCA aims at moving from paper based to nearly
paperless environment.

As per section 204(1) every listed company and other prescribed companies in Rule 9 Companies (Appointment
& Remuneration of Managerial Personnel) Rules, 2014 shall annex the secretarial audit report given by a Company
Secretary in practice with Board’s Report. Board in its report shall explain any qualification or other remarks
made by the Company Secretary in Practice.

Section 135(2) provides that the Board’s report under sub-section (3) of section 134 shall disclose the composition
of the Corporate Social Responsibility Committee.

Section134(8) states that if a company contravenes the provisions of this section, the company shall be punishable
with fine which shall not be less than fifty thousand rupees but which may extend to twenty-five lakhs rupees.
Every officer of the company who is in default shall be punishable with imprisonment for a term which may
extend to three years or with fine which shall not be less than fifty thousand rupees but which may extend to five
lakhs rupees, or with both

2. IN TERMS OF VARIOUS RULES MADE UNDER COMPANIES ACT, 2013
A. Companies (Accounts) Rules, 2014
As per Rule 8 of Companies (Accounts) Rules 2014 following matters to be disclose in the Board’'s Report:-

(1) The Board’s Report shall be prepared based on the stand alone financial statements of the company
and the report shall contain a separate section wherein a report on the performance and financial
position of each of the subsidiaries, associates and joint venture companies included in the consolidated
financial statement is presented.

(2) The Report of the Board shall contain the particulars of contracts or arrangements with related parties
referred to in sub-section (1) of section 188 in the Form AOC-2.

(3) The report of the Board shall contain the following information and details, namely:-

(A) Conservation of energy- the capital investment on energy conservation equipments, the steps taken.
The steps taken for conservation of energy and utilising alternate sources of energy and the impact
thereon

(B) Technology absorption- the efforts made towards technology absorption, expenditure incurred on
R&D, the benefits derived, in case of imported technology; the details about year of import, absorption
of technology imported.

(C) Foreign exchange earnings and Outgo-actual inflows and outgo during the year.
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(4) Every listed company and every other public company having a paid up share capital of twenty five
crore rupees or more calculated at the end of the preceding financial year shall include, in the report by
its Board of directors, a statement indicating the manner in which formal annual evaluation has been
made by the Board of its own performance and that of its committees and individual directors.

(5) In addition to the information and details specified in sub-rule (4), the report of the Board shall also
contain —

(i) the financial summary or highlights;
(ii) the change in the nature of business, if any;

(iii) the details of directors or key managerial personnel who were appointed or have resigned during
the year;

(iv) the names of companies which have become or ceased to be its Subsidiaries, joint ventures or
associate companies during the year;

(v) the details relating to deposits, covered under Chapter V of the Act
(vi) the details relating to deposits, not in compliance with Chapter V of the Act.

(vii) the details of significant and material orders passed by the regulators or courts or tribunals impacting
the going concern status and company’s operations in future.

(viii) the details in respect of adequacy of internal financial controls with reference to the Financial
Statements.

B. Companies (Share Capital and Debenture) Rules, 2014

The Board of Directors shall, inter alia, disclose details regarding issue of shares with differential rights in the
Board’s Report for the financial year in which the issue of equity shares with differential rights was completed.

As per sub rule (13) of rule 8 the Board of Directors shall, inter alia, disclose details about the issue of sweat
equity shares in the Directors’ Report for the year in which such shares are issued,

As per the rule 12(9) of Companies (Share Capital and Debenture) Rules 2014, the Board of directors, shall,
inter alia, disclose details of the Employees Stock Option Scheme in the Directors’ Report for the year.

When the voting rights are not exercised directly by the employees in respect of shares to which the scheme
relates, the Board of Directors shall, inter alia, disclose in the Board’s report for the relevant financial year
Disclosures shall be made in terms of Rule 16(4) Companies (Share Capital and Debentures) Rules, 2014

C. Companies (Appointment & Remuneration of Managerial Personnel) Rules, 2014

Rule 5(1) of Companies (Appointment & Remuneration) Rules, 2014 made under Chapter IV provides the
following disclosure by the listed companies in the Board’s Report:-

(i) the ratio of the remuneration of each director to the median remuneration of the employees of the
company for the financial year;

(ii) the percentage increase in remuneration of each director, Chief Financial Officer, Chief Executive Officer,
Company Secretary or Manager, if any, in the financial year;

(iii) the percentage increase in the median remuneration of employees in the financial year;
(iv) the number of permanent employees on the rolls of company;
(v) the explanation on the relationship between average increase in remuneration and company performance;

(vi) comparison of the remuneration of the Key Managerial Personnel against the performance of the company;
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(vii) variations in the market capitalisation of the company, price earnings ratio as at the closing date of the
current financial year and previous financial year and percentage increase over decrease in the market
quotations of the shares of the company in comparison to the rate at which the company came out with
the last public offer in case of listed companies, and in case of unlisted companies, the variations in the
net worth of the company as at the close of the current financial year and previous financial year;

(viii) average percentile increase already made in the salaries of employees other than the managerial
personnel in the last financial year and its comparison with the percentile increase in the managerial
remuneration and justification thereof and point out if there are any exceptional circumstances for increase
in the managerial remuneration;

(ix) comparison of the each remuneration of the Key Managerial Personnel against the performance of the
company;

(x) the key parameters for any variable component of remuneration availed by the directors;

(xi) the ratio of the remuneration of the highest paid director to that of the employees who are not directors
but receive remuneration in excess of the highest paid director during the year; and

(xii) affirmation that the remuneration is as per the remuneration policy of the company.

Rule 5(2) of Companies (Appointment and Remuneration) Rules, 2014 made under Chapter IV provides the
following disclosure on particulars of employees:-

The board’s report shall include a statement showing the name of every employee of the company, who-

(i) if employed throughout the financial year, was in receipt of remuneration for that year which, in the
aggregate, was not less than sixty lakh rupees;

(i) if employed for a part of the financial year, was in receipt of remuneration for any part of that year,at a
rate which, in the aggregate, was not less than five lakh rupees per month;

(i) if employed throughout the financial year or part thereof, was in receipt of remuneration in that year
which, in the aggregate, or as the case may be, at a rate which, in the aggregate, is in excess of that
drawn by the managing director or whole-time director or manager and holds by himself or along with
his spouse and dependent children, not less than two percent of the equity shares of the company.

The statement referred to in sub-rule (2) shall also indicate -
(i) designation of the employee;

(i
i

remuneration received;

)
(iii) nature of employment, whether contractual or otherwise;
(iv) qualifications and experience of the employee;
(v) date of commencement of employment;

(vi) the age of such employee;
(vii) the last employment held by such employee before joining the company;

(viii) the percentage of equity shares held by the employee in the company within the meaning of clause (iii)
of sub-rule (2) above; and

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

Proviso (i) says that the particulars of employees posted and working in a country outside India, not being
directors or their relatives, drawing more than sixty lakh rupees per financial year or five lakh rupees per month,
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as the case may be, as may be decided by the Board, shall not be circulated to the members in the Board’s
report, but such particulars shall be filed with the Registrar of Companies while filing the financial statement and
Board Reports:

Proviso (ii) says that such particulars shall be made available to any shareholder on a specific request made by
him in writing before the date of such Annual General Meeting wherein financial statements for the relevant
financial year are proposed to be adopted by shareholders and such particulars shall be made available by the
company within three days from the date of receipt of such request from shareholders:

Proviso (iii) says that in case of request received even after the date of completion of Annual General Meeting,
such particulars shall be made available to the shareholders within seven days from the date of receipt of such
request.

D. Companies (Corporate Social Responsibility) Rules, 2014
Rule 8 of Companies (Corporate Social Responsibility) Rules, 2014 prescribes that the following CSR reporting:-

(i) The Board’s Report of a company under these rules pertaining to a financial year commencing on a or
after 1t day of April, 2014 shall include an Annual Report on CSR containing particulars specified in
Annexure.

(ii) In case of a foreign company, the balance sheet filed under section 381(1)(a) shall contain an Annexure
regarding report on CSR.

Disclosures: Under Companies Act, 2013, the companies are required to make certain disclosures in the
annual return and director’s report.

3. IN TERMS OF LISTING AGREEMENT
Clause 19
A company is required:

— to give prior intimation to the Stock Exchange about the Board Meeting at which proposal for Buyback of
Securities, declaration/recommendation of Dividend or Rights or issue of convertible debentures or of
debentures carrying a right to subscribe to equity shares or the passing over of dividend is due to be
considered at least 2 working days in advance;

— to give notice simultaneously to the Stock Exchanges in case the proposal for declaration of bonus is
communicated to the Board of Directors of the company as part of the agenda papers.

Clause 20

The company will, immediately on the date of the meeting of its Board of Directors held to consider or decide the
same, intimate to the Stock Exchange within 15 minutes of the closure of the Board Meetings by phone/fax/e-mail.

— all dividends and/or cash bonuses recommended or declared or the decision to pass any dividend or
interest payment;

— the total turnover, gross profit/loss, provision for depreciation, tax provisions and net profits for the year
(with comparison with the previous year) and the amounts appropriated from reserves, capital profits,
accumulated profits of past years or other special source to provide wholly or partly for the dividend,
even if this calls for qualification that such information is provisional or subject to audit.

— the decision on Buyback of Securities.
Clause 22

The Company will, immediately on the date of the meeting of its Board of Directors held to consider or decide
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the same, intimate to the Stock Exchange within 15 minutes of the closure of the Board Meetings by Letter/

fax:

short particulars of any increase of capital whether by issue of bonus shares through capitalization, or
by way of right shares to be offered to the shareholders or debenture holders, or in any other way;

short particulars of the reissue of forfeited shares or securities, or the issue of shares or securities held
in reserve for future issue or the creation in any form or manner of new shares or securities or any other
rights, privileges or benefits to subscribe to;

short particulars of any other alterations of capital, including calls;

any other information necessary to enable the holders of the listed securities of the Company to appraise
its position and to avoid the establishment of a false market in such listed securities.

Clause 29

The Company will promptly notify the Stock Exchange of any proposed change in the general character or
nature of its business.

Clause 30

The Company will promptly notify the Stock Exchange:

(@)
(b)
(c)

of any change in the Company’s directorate by death, resignation, removal or otherwise;
of any change of Managing Director, Managing Agents or Secretaries and Treasures;

of any change of Auditors appointed to audit the books and accounts of the Company.

Clause 31

The Company will forward to the Stock Exchange promptly and without application:

six copies of the Statutory and Directors Annual Reports, Balance Sheets and Profit and Loss Accounts
and of all periodical and special reports as soon as they are issued and one copy each to all the
recognised stock exchanges in India;

six copies of all notices, resolutions and circulars relating to new issue of capital prior to their despatch
to the shareholders;

three copies of all the notices, call letters or any other circulars including notices of meetings convened
u/s 230 or section 232 read with section 230 of the Companies Act, 2013 together with Annexures
thereto, at the same time as they are sent to the shareholders, debenture holders or creditors or any
class of them or advertised in the Press.

copy of the proceedings at all Annual and Extraordinary General Meetings of the Company;

three copies of all notices, circulars, etc., issued or advertised in the press either by the company, or by
any company which it proposes to absorb or with which the Company proposes to merge or amalgamate,
or under orders of the court or any other statutory authority in connection with any merger, amalgamation,
re-construction, reduction of capital, scheme or arrangement, including notices, circulars, etc. issued or
advertised in the press in regard to meetings of shareholders or debenture holders or creditors or any
class of them and copies of the proceedings at all such meetings.

Clause 32

The Company shall supply:

(i)

Soft copies of full annual reports containing its Balance Sheet, Profit & Loss account and Directors
Report to all those shareholder(s) who have registered their email address (es) for the purpose;
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(i) Hard copy of statement containing the salient features of all the documents, as prescribed in section
136 of the Companies Act, 2013 to those shareholder(s) who have not so registered;

(iii) Hard copies of full annual reports to those shareholders, who request for the same.

The Company will also give a Cash Flow Statement along with Balance Sheet and Profit and Loss Account. The
Cash Flow Statement will be prepared in accordance with the Accounting Standard on Cash Flow Statement
(AS-3) issued by the Institute of Chartered Accountants of India, and the Cash Flow Statement shall be presented
only under the Indirect Method as given in AS-3.

The company will mandatorily publish Consolidated Financial Statements in its Annual Report in addition to the
individual financial statements. The company will have to get its Consolidated Financial Statements audited by
the statutory auditors of the company and file the same with the Stock Exchange. Companies shall be required
to make disclosures in compliance with the Accounting Standard or “Related Party Disclosures” in the Annual
Report.

Clause 35

The company will file the Shareholding Pattern including of promoters group with the exchange, separately for
each class of equity shares/security in the specified formats, in compliance with the following timelines:-

(a) One day prior to listing of its securities on the stock exchanges.
(b) On a quarterly basis, within 21 days from the end of each quarter.

(c) Within 10 days of any capital restructuring of the company resulting in a change exceeding + -2% of the
total paid-up share capital.

Clause 35A

The company will submit to the stock exchange, within 48 hours of conclusion of its General Meeting, details
regarding the voting results in the prescribed format.

Clause 35B

(i) The issuer (company) shall provide e-voting facility to its shareholders, in respect of all shareholders’
resolutions, to be passed at General Meetings or through postal ballot. Such e-voting facility shall be
kept open for such period specified under the Companies (Management and Administration) Rules,
2014 for shareholders to send their assent or dissent.

(ii) Issuer shall continue to enable those shareholders, who do not have access to e-voting facility, to send
their assent or dissent in writing on a postal ballot as per the provisions of the Companies (Management
and Administration) Rules, 2014 or amendments made thereto.

(i) Issuer shall utilize the service of any one of the agencies providing e-voting platform, which is in compliance
with conditions specified by the Ministry of Corporate Affairs, Government of India, from time to time.

(iv) Issuer shall mention the Internet link of such e-voting platform in the notice to their shareholders.
Clause 36

The Company will keep the Exchange informed of events such as strikes, lock-outs, closure on account of
power cuts, etc. and all events which will have a bearing on the performance / operations of the company as well
as price sensitive information both at the time of occurrence of the event and subsequently after the cessation
of the event in order to enable the shareholders and the public to appraise the position of the company and to
avoid the establishment of a false market in its securities.

Clause 41

The company has an option either to submit audited or unaudited quarterly and year to date financial results to
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the stock exchange within forty-five days of end of each quarter (other than the last quarter). If the company
decided to submit the unaudited quarterly results then it shall be subjected to limited review by the statutory
auditors of the company (or in case of public sector undertakings, by any practicing Chartered Accountant) and
such limited reviewed results (financial results accompanied by the limited review report) shall be submitted to
the exchange within forty-five days from the end of the quarter.

In respect of the last quarter, the company shall submit audited financial results for the entire financial year
within sixty days of the end of the financial year.

The quarterly financial results shall be approved by the Board of Directors of the company or by a committee
thereof, other than the audit committee. The committee shall consist of not less than one third of the directors
and shall include the managing director and at least one independent director. When the financial results are
approved by the Committee, they shall be placed before the Board at its next meeting

The financial results shall be submitted to the stock exchange within fifteen minutes of conclusion of the meeting
of the Board or Committee in which results were approved, through such mode as may be specified by the stock
exchange.

The financial results submitted to the stock exchange shall be signed by the Chairman or Managing Director, or
a Whole Time Director. In the absence of all of them, it shall be signed by any other director of the company who
is duly authorized by the Board to sign the financial results.

The company shall give prior intimation of the date and purpose of meetings of the Board or Committee in which
the financial results will be considered at least seven clear calendar days prior to the meeting (excluding the
date of the intimation and date of the meeting) to the stock exchange.

The company shall also simultaneously issue a public notice in at least in one English daily newspaper circulating
in the whole or substantially the whole of India and in one daily newspaper published in the language of the
region, where the registered office of the company is situated.

The company shall, within 48 hours of conclusion of the Board or Committee meeting at which the financial
results were approved, publish a copy of the financial results which were submitted to the stock exchange in at
least in one English daily newspaper circulating in the whole or substantially the whole of India and in one daily
newspaper published in the language of the region, where the registered office of the company is situated.

‘quarter’ means the period of three months commencing on the first day of April, July, October or January of a
financial year.

Clause 49

SEBI requires the Listed companies to include a separate report on Corporate Governance in their Annual
Report by including Clause 49 in the Listing Agreement (Text of Clause 49 is placed as Annexure). The
disclosures about Corporate Governance to be made in the Annual Report are as under:

(1) Disclosures on mandatory requirements
(2) Disclosure on non-mandatory requirements
Disclosures on mandatory requirements
Clause49 () (C) of the Listing agreement provides for the Disclosure and Transparency

1. The company should ensure timely and accurate disclosure on all material matters including the financial
situation, performance, ownership, and governance of the company.

(a) Information should be prepared and disclosed in accordance with the prescribed standards of
accounting, financial and non-financial disclosure.
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(b) Channels for disseminating information should provide for equal, timely and cost efficient access to
relevant information by users.

(c) The company should maintain minutes of the meeting explicitly recording dissenting opinions, if
any.

(d) The company should implement the prescribed accounting standards in letter and spirit in the
preparation of financial statements taking into consideration the interest of all stakeholders and
should also ensure that the annual audit is conducted by an independent, competent and qualified
auditor.

A. Related Party Transactions

1.

Details of all material transactions with related parties shall be disclosed quarterly along with the
compliance report on corporate governance.

. The company shall disclose the policy on dealing with Related Party Transactions on its website and

also in the Annual Report.

B. Disclosure of Accounting Treatment

Where in the preparation of financial statements, a treatment different from that prescribed in an Accounting
Standard has been followed, the fact shall be disclosed in the financial statements, together with the management’s
explanation as to why it believes such alternative treatment is more representative of the true and fair view of the
underlying business transaction in the Corporate Governance Report.

C. Remuneration of Directors

1.

All pecuniary relationship or transactions of the non-executive directors vis-a-vis the company shall be
disclosed in the Annual Report.

In addition to the disclosures required under the Companies Act, 2013, the following disclosures on the
remuneration of directors shall be made in the section on the corporate governance of the Annual
Report:

(a) All elements of remuneration package of individual directors summarized under major groups, such
as salary, benefits, bonuses, stock options, pension etc.

(b) Details of fixed component and performance linked incentives, along with the performance criteria.
(c) Service contracts, notice period, severance fees.

(d) Stock option details, if any - and whether issued at a discount as well as the period over which
accrued and over which exercisable.

The company shall publish its criteria of making payments to non-executive directors in its annual report.
Alternatively, this may be put up on the company’s website and reference drawn thereto in the annual report.

. The company shall disclose the number of shares and convertible instruments held by non-executive

directors in the annual report.

Non-executive directors shall be required to disclose their shareholding (both own or held by / for other
persons on a beneficial basis) in the listed company in which they are proposed to be appointed as
directors, prior to their appointment. These details should be disclosed in the notice to the general
meeting called for appointment of such director.

D. Management

1.

As part of the directors’ report or as an addition thereto, a Management Discussion and Analysis report
should form part of the Annual Report to the shareholders. This Management Discussion & Analysis
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should include discussion on the following matters within the limits set by the company’s competitive
position:

(a

(b

Industry structure and developments.
Opportunities and Threats.
(c

(d

Segment-wise or product-wise performance.
Outlook

(e) Risks and concerns.

(f) Internal control systems and their adequacy.

Discussion on financial performance with respect to operational performance.

)
)
)
)
)
)
(9)
(h)

Material developments in Human Resources / Industrial Relations front, including number of people
employed.

. Senior management shall make disclosures to the board relating to all material financial and commercial

transactions, where they have personal interest, that may have a potential conflict with the interest of
the company at large (for e.g. dealing in company shares, commercial dealings with bodies, which have
shareholding of management and their relatives etc.)

Explanation: For this purpose, the term “senior management” shall mean personnel of the company who
are members of its core management team excluding the Board of Directors). This would also include all
members of management one level below the executive directors including all functional heads.

. The Code of Conduct for the Board of Directors and the senior management shall be disclosed on the

website of the company.

E. Shareholders

1.

In case of the appointment of a new director or re-appointment of a director the shareholders must be
provided with the following information:

(a) A brief resume of the director;
(b) Nature of his expertise in specific functional areas;

(c) Names of companies in which the person also holds the directorship and the membership of
Committees of the Board; and

(d) Shareholding of non-executive directors as stated in Clause 49 (IV) (E) (v) above

Disclosure of relationships between directors inter-se shall be made in the Annual Report, notice of
appointment of a director, prospectus and letter of offer for issuances and any related filings made to the
stock exchanges where the company is listed.

Quarterly results and presentations made by the company to analysts shall be put on company’s web-
site, or shall be sent in such a form so as to enable the stock exchange on which the company is listed
to put it on its own web-site.

. A committee under the Chairmanship of a non-executive director and such other members as may be

decided by the Board of the company shall be formed to specifically look into the redressal of grievances
of shareholders, debenture holders and other security holders. This Committee shall be designated as
‘Stakeholders Relationship Committee’ and shall consider and resolve the grievances of the security
holders of the company including complaints related to transfer of shares, non-receipt of balance sheet,
non-receipt of declared dividends.
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5. To expedite the process of share transfers, the Board of the company shall delegate the power of share
transfer to an officer or a committee or to the registrar and share transfer agents. The delegated authority
shall attend to share transfer formalities at least once in a fortnight.

F. Disclosure of resignation of directors

1. The company shall disclose the letter of resignation along with the detailed reasons of resignation
provided by the director of the company on its website not later than one working day from the date of
receipt of the letter of resignation.

2. The company shall also forward a copy of the letter of resignation along with the detailed reasons of
resignation to the stock exchanges not later than one working day from the date of receipt of resignation
for dissemination through its website.

G. Disclosure of formal letter of appointment

1. The letter of appointment of the independent director along with the detailed profile shall be disclosed
on the websites of the company and the Stock Exchanges not later than one working day from the date
of such appointment.

H. Disclosures in Annual report
1. The details of training imparted to Independent Directors shall be disclosed in the Annual Report.

2. The details of establishment of vigil mechanism shall be disclosed by the company on its website and in
the Board’s report.

3. The company shall disclose the remuneration policy and the evaluation criteria in its Annual Report.
l. Proceeds from public issues, rights issue, preferential issues, etc.

When money is raised through an issue (public issues, rights issues, preferential issues etc.), the company shall
disclose the uses / applications of funds by major category (capital expenditure, sales and marketing, working
capital, etc), on a quarterly basis as a part of their quarterly declaration of financial results to the Audit Committee.
Further, on an annual basis, the company shall prepare a statement of funds utilized for purposes other than
those stated in the offer document / prospectus / notice and place it before the audit committee. Such disclosure
shall be made only till such time that the full money raised through the issue has been fully spent. This statement
shall be certified by the statutory auditors of the company. Furthermore, where the company has appointed a
monitoring agency to monitor the utilisation of proceeds of a public or rights issue, it shall place before the Audit
Committee the monitoring report of such agency, upon receipt, without any delay. The audit committee shall
make appropriate recommendations to the Board to take up steps in this matter.

As per Clause 54 of the listing agreement the company shall maintain a functional website containing basic
information about the company e.g. details of its business, financial information, shareholding pattern, compliance
with corporate governance, contact information of the designated officials of the company who are responsible
for assisting and handling investor grievances, details of agreements entered into with the media companies
and/or their associates, etc. The company also ensures that the contents of the said website are updated at any
given point of time.

Report on Corporate Governance

Clause 49(X) of the Listing agreement provides that there shall be a separate section on Corporate Governance
in the Annual Reports of Company, with a detailed compliance report on Corporate Governance. Non-compliance
of any mandatory requirement of this clause with reasons thereof and the extent to which the non-mandatory
requirements have been adopted should be specifically highlighted.

The companies shall submit a quarterly compliance report in prescribed format to the stock exchanges within 15
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days from the close of quarter. The report shall be signed either by the Compliance Officer or the Chief Executive
Officer of the company.

Disclosures on non-mandatory requirements

These requirements may be implemented at the discretion of the company. However, the disclosures of the
compliance with mandatory requirements and adoption (and compliance)/non-adoption of the non-mandatory
requirements shall be made in the section on corporate governance of the Annual Report.

1. The Board - A non-executive Chairman may be entitled to maintain a Chairman’s office at the company’s
expense and also allowed reimbursement of expenses incurred in performance of his duties.

2. Shareholder Rights- A half-yearly declaration of financial performance including summary of the
significant events in last six-months, may be sent to each household of shareholders.

3. Audit qualifications-Company may move towards a regime of unqualified financial statements.

4. Separate posts of Chairman and CEO -The Company may appoint separate persons to the post of
Chairman and Managing Director/CEO.

5. Reporting of Internal Auditor-The Internal auditor may report directly to the Audit Committee.
Clause 52

Corporate Filing and Dissemination System (CFDS), viz., www.corpfiling.co.in to file on the CDFS, such
information, statements and reports as may be specified by the Participating Stock Exchanges in this regard
within the time limit specified in the respective clause of the listing agreement.

Clause 55

Securities Exchange Board of India (SEBI) vide circular CIR/CFD/DIL/8/2012 dated August 13, 2012 inserted a
new Clause 55 in the listing agreement by mandating inclusion of Business Responsibility (BR) Reports as
part of the Annual Reports for listed entities. As per the circular the requirement to include BR Reports as
part of the Annual Reports shall be mandatory for top 100 listed entities based on market capitalisation at BSE
and NSE as on March 31, 2012. Other listed entities may voluntarily disclose BR Reports as part of their Annual
Reports.

The Clause 55 prescribed that listed entities shall submit, as part of their Annual Reports, Business Responsibility
Reports, describing the initiatives taken by them from an environmental, social and governance perspective, in
the prescribed format.

4. DISCLOSURES IN TERMS OF SEBI REGULATIONS
Some of the other important disclosures envisaged are under the SEBI Guidelines are in terms of:

A. Securities and Exchange Board of India (Issue of Capital and Disclosure Requirements) Regulations,
2009

Filing of offer document (Regulation 6)
No issuer shall make,
(a) a public issue; or
(b) Aright issue, where the aggregate value of the specified securities offered is fifty lakh rupees or more,

Unless a draft offer document, along with fees as specified in Schedule 1V, has been filed with the Board through
the lead merchant banker, at least thirty days prior to registering the prospectus, red herring prospectus or shelf
prospectus with the Registrar of Companies or filing the letter of offer with the designated stock exchange, as
the case may be. Further, disclosure has to be made to the public.
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Copies of offer documents to be available to public (Regulation 61)

1. The issuer and lead merchant bankers shall ensure that the contents of offer documents hosted on the
websites as required in these regulations are the same as that of their printed versions as filed with the
Registrar of Companies, SEBI and the stock exchanges.

2. The lead merchant bankers and the recognised stock exchange shall provide copies of the draft offer
document and final offer document to the public as and when requested.

3. Thelead merchant bankers or the recognised stock exchange may charge a reasonable sum for providing
the copy of the offer document.

Manner of disclosures in the offer document (Regulation 57)

1. The offer document shall contain all material disclosures which are true and adequate so as to enable
the applicants to take an informed investment decision.

2. Without prejudice to the generality of sub-regulation (1):
(a) the red-herring prospectus, shelf prospectus and prospectus shall contain:
(i) the disclosures specified in section 26 of the Companies Act, 2013; and
(i) the disclosures specified in the Schedule attached to the Regulations.
(b) the letter of offer shall contain disclosures as specified in the Schedule attached to the Regulations.
Pre-issue advertisement for public issue (Regulation 47)

1. Subject to the provisions of section 30 of the Companies Act, 2013, the issuer shall, after registering the
red herring prospectus (in case of a book built issue) or prospectus (in case of fixed price issue) with the
Registrar of Companies, make a pre- issue advertisement in one English national daily newspaper with
wide circulation, Hindi national daily newspaper with wide circulation and one regional language
newspaper with wide circulation at the place where the registered office of the issuer is situated.

2. The pre-issue advertisement shall be in the format and shall contain the disclosures specified in the
schedule attached to the regulations.

Issue opening and issue closing advertisement for public issue (Regulation 48)

An issuer may issue advertisements for issue opening and issue closing in the formats specified in Schedule
XIII of the regulations.

Post- issue reports (Regulation 65)
1. The lead merchant banker shall submit post-issue reports to the Board as follows:
(a) initial post issue report in specified format, within three days of closure of the issue

(b) final post issue report in specified format, within fifteen days of the date of finalisation of basis of
allotment or within fifteen days of refund of money in case of failure of issue.

2. The lead merchant banker shall submit a due diligence certificate as per the format specified, along with
the final post issue report.

Post-issue Advertisements (Regulation 66)

1. The post-issue merchant banker shall ensure that advertisement giving details relating to oversubscription,
basis of allotment, number, value and percentage of all applications including ASBA (Application
Supported by Blocked Amount) number, value and percentage of successful allottees for all applications,
date of completion of despatch of refund orders or instructions to Self Certified Syndicate Banks by the
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Registrar, date of despatch of certificates and date of filing of listing application, etc. is released within
ten days from the date of completion of the various activities in at least one English national daily
newspaper with wide circulation, one Hindi national daily newspaper with wide circulation and one
regional language daily newspaper with wide circulation at the place where registered office of the
issuer is situated.

2. The post-issue merchant banker shall ensure that issuer, advisors, brokers or any other entity connected
with the issue shall not publish any advertisement stating that issue has been oversubscribed or indicating
investors’ response to the issue, during the period when the public issue is still open for subscription by
the public.

B. Securities and Exchange Board of India (Substantial Acquisition of Shares and Takeovers) Regulations,
2011

Upon receipt of the disclosures required under this Chapter, the stock exchange shall forthwith disseminate the
information so received.

Disclosure of acquisition and disposal (Regulation 29)

1. Any acquirer who acquires shares or voting rights in a target company (together with person acting in
concert with him), aggregating to five per cent or more of the shares of such target company, shall
disclose their aggregate shareholding and voting rights in such target company in specified format.

2. Further, any person, who together with persons acting in concert with him, holds shares or voting rights
entitling them to five per cent or more of the shares or voting rights in a target company, shall disclose
the number of shares or voting rights held and subsequent change in shareholding or voting rights,
even if such change results in shareholding falling below five per cent and such change exceeds two
per cent of total shareholding or voting rights in the target company, in the prescribed format.

The disclosures required under sub-regulation (1) and (2) shall be made within two working days of the receipt
of intimation of allotment of shares, or the acquisition of shares or voting rights in the target company to,—

(a) every stock exchange where the shares of the target company are listed; and
(b) the target company at its registered office.

For the purposes of aforesaid, shares taken by way of encumbrance shall be treated as an acquisition, shares
given upon release of encumbrance shall be treated as a disposal, and disclosures shall be made by such
person accordingly.

However, this requirement shall not apply to a scheduled commercial bank or public financial institution as
pledgee in connection with a pledge of shares for securing indebtedness in the ordinary course of business.

Continual disclosures (Regulation 30)

1. Every person, who together with persons acting in concert with him, holds shares or voting rights entitling
him to exercise twenty-five per cent or more of the voting rights in a target company, shall disclose their
aggregate shareholding and voting rights as of the thirty-first day of March, in such target company in
the prescribed format.

2. The promoter of every target company shall together with persons acting in concert with him, disclose
their aggregate shareholding and voting rights as of the thirty-first day of March, in such target company
in such form as may be specified.

The disclosures required under sub-regulation (1) and (2) shall be made within seven working days from the
end of each financial year to, —

(a) every stock exchange where the shares of the target company are listed; and
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(b) the target company at its registered office.
Disclosure of encumbered shares (Regulation 31)

1. The promoter of every target company shall disclose details of shares in such target company encumbered
by him or by persons acting in concert with him in the prescribed format.

2. The promoter of every target company shall disclose details of any invocation of such encumbrance or
release of such encumbrance of shares in prescribed format.

3. The disclosures required under sub-regulation (1) and sub-regulation (2) shall be made within seven
working days from the creation or invocation or release of encumbrance, as the case may be to,—

(a) every stock exchange where the shares of the target company are listed; and
(b) the target company at its registered office.
C. Securities and Exchange Board of India (Prohibition of Insider Trading) Regulations, 1992

Disclosure of interest or holding by directors and officers and substantial shareholders in listed companies -
Initial Disclosure. (Regulation 13)

(1) Any person who holds more than 5% shares or voting rights in any listed company shall disclose to the
company in the prescribed form, the number of shares or voting rights held by such person, on becoming
such holder, within 2 (two) working days of:—

(a) the receipt of intimation of allotment of shares; or
(b) the acquisition of shares or voting rights, as the case may be.

(2) Any person who is a director or officer of a listed company shall disclose to the company in the prescribed
form, the number of shares or voting rights held and positions taken in derivatives by such person and
his dependents, within 2 working days of becoming a director or officer of the company.

Continual disclosure

Any person who holds more than 5% shares for voting rights in any listed company shall disclose to the company
in the prescribed form the number of shares or voting rights held and change in shareholding or voting rights,
even if such change results in shareholding falling below 5%, if there has been change in such holdings from the
last disclosure made and such change exceeds 2% of total shareholding or voting rights in the company.

Any person who is a director or officer of a listed company, shall disclose to the company and the stock exchange
where the securities of the company are listed, in the prescribed form, the total number of shares or voting rights
held and change in shareholding or voting rights, if there has been a change in such holdings of such person
and his dependents from the last disclosure made and the change exceeds Rs. 5 lakh in value or 25,000 shares
or 1% of total shareholding or voting rights, whichever is lower.

These disclosures shall be made within 2 working days of:

(a) the receipts of intimation of allotment of shares, or

(b) the acquisition or sale of shares or voting rights, as the case may be.
Disclosure by company to stock exchanges

Every listed company shall disclose to all stock exchanges on which the company is listed, the information
received under these regulation, within 2 working days of receipt.

Code of internal procedures and conduct for listed companies and other entities (Regulation 12)

All listed companies and organisations associated with securities markets including:



Lesson 4 u Legislative Framework of Corporate Governance In India 95

— the intermediaries as mentioned in Section 12 of the SEBI Act, asset management company and trustees
of mutual funds;

— the self-regulatory organisations recognised or authorised by the Board;
— the recognised stock exchanges and clearing house or corporations;
— the public financial institutions as defined in Section 2 (72) of the Companies Act, 2013; and

— the professional firms such as auditors, accountancy firms, law firms, analysts, consultants, etc., assisting
or advising listed companies,

shall frame a code of internal procedures and conduct as near thereto the Model Code specified under these
regulations without diluting it in any manner and ensure compliance of the same.

The aforesaid entities shall abide by the code of Corporate Disclosure Practices as specified under these
regulations and are required to adopt appropriate mechanisms and procedures to enforce the codes specified.

CONCLUSION

The coverage in this study lesson is restricted only to the provisions of the Companies Act, 2013, Listing Agreement
and SEBI Regulations. However, corporate governance concept is covered under a wide array of legislations.
Businesses drive the economy and derive its sustenance from the economy. The legislations pertaining to
labour laws such as Payment of wages Act, Payment of Bonus Act, Industrial Disputes Act, Workmen
Compensation Act etc protects employees who are one of the main stakeholders. Environmental laws help and
goad the corporates to act in a sustainable manner. Competition laws, consumer protection laws help companies
adopt the best market practices.

ANNEXURE

Revised Clause 49 of the Listing Agreement

I. The company agrees to comply with the provisions of Clause 49 which shall be implemented in a manner so
as to achieve the objectives of the principles as mentioned below. In case of any ambiguity, the said provisions
shall be interpreted and applied in alignment with the principles.

A. The Rights of Shareholders
1. The company should seek to protect and facilitate the exercise of shareholders’ rights.

(a) Shareholders should have the right to participate in, and to be sufficiently informed on, decisions
concerning fundamental corporate changes.

(b) Shareholders should have the opportunity to participate effectively and vote in general shareholder meetings.

(c) Shareholders should be informed of the rules, including voting procedures that govern general shareholder
meetings.

(d) Shareholders should have the opportunity to ask questions to the board, to place items on the agenda
of general meetings, and to propose resolutions, subject to reasonable limitations.

(e) Effective shareholder participation in key Corporate Governance decisions, such as the nomination and
election of board members, should be facilitated.

(f) The exercise of ownership rights by all shareholders, including institutional investors, should be facilitated.
(g) The Company should have an adequate mechanism to address the grievances of the shareholders.

(h) Minority shareholders should be protected from abusive actions by, or in the interest of, controlling
shareholders acting either directly or indirectly, and should have effective means of redress.
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2. The company should provide adequate and timely information to shareholders.

(a) Shareholders should be furnished with sufficient and timely information concerning the date, location
and agenda of general meetings, as well as full and timely information regarding the issues to be
discussed at the meeting.

(b) Capital structures and arrangements that enable certain shareholders to obtain a degree of control
disproportionate to their equity ownership should be disclosed.

(c) Allinvestors should be able to obtain information about the rights attached to all series and classes of
shares before they purchase.

3. The company should ensure equitable treatment of all shareholders, including minority and foreign shareholders.
(a) All shareholders of the same series of a class should be treated equally.

(b) Effective shareholder participation in key Corporate Governance decisions, such as the nomination and
election of board members, should be facilitated.

(c) Exercise of voting rights by foreign shareholders should be facilitated.
(d) The company should devise a framework to avoid Insider trading and abusive self-dealing.

(e) Processes and procedures for general shareholder meetings should allow for equitable treatment of all
shareholders.

(f) Company procedures should not make it unduly difficult or expensive to cast votes.
B. Role of stakeholders in Corporate Governance

1. The company should recognise the rights of stakeholders and encourage co-operation between company
and the stakeholders.

(a) The rights of stakeholders that are established by law or through mutual agreements are to be respected.
(b) Stakeholders should have the opportunity to obtain effective redress for violation of their rights.
(c) Company should encourage mechanisms for employee participation.

(d) Stakeholders should have access to relevant, sufficient and reliable information on a timely and regular
basis to enable them to participate in Corporate Governance process.

(e) The company should devise an effective whistle blower mechanism enabling stakeholders, including
individual employees and their representative bodies, to freely communicate their concerns about illegal
or unethical practices.

C. Disclosure and transparency

1. The company should ensure timely and accurate disclosure on all material matters including the financial
situation, performance, ownership, and governance of the company.

(a) Information should be prepared and disclosed in accordance with the prescribed standards of accounting,
financial and non-financial disclosure.

(b) Channels for disseminating information should provide for equal, timely and cost efficient access to
relevant information by users.

(c) The company should maintain minutes of the meeting explicitly recording dissenting opinions, if any.

(d) The company should implement the prescribed accounting standards in letter and spirit in the preparation
of financial statements taking into consideration the interest of all stakeholders and should also ensure
that the annual audit is conducted by an independent, competent and qualified auditor.
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D. Responsibilities of the Board
1. Disclosure of Information

(a) Members of the Board and key executives should be required to disclose to the board whether they,
directly, indirectly or on behalf of third parties, have a material interest in any transaction or matter
directly affecting the company.

(b) The Board and top management should conduct themselves so as to meet the expectations of operational
transparency to stakeholders while at the same time maintaining confidentiality of information in order
to foster a culture for good decision-making.

2. Key functions of the Board
The board should fulfill certain key functions, including:

(a) Reviewing and guiding corporate strategy, major plans of action, risk policy, annual budgets and business
plans; setting performance objectives; monitoring implementation and corporate performance; and
overseeing major capital expenditures, acquisitions and divestments.

(b) Monitoring the effectiveness of the company’s governance practices and making changes as needed.

(c) Selecting, compensating, monitoring and, when necessary, replacing key executives and overseeing
succession planning.

(d) Aligning key executive and board remuneration with the longer term interests of the company and its
shareholders.

(e) Ensuring a transparent board nomination process with the diversity of thought, experience, knowledge,
perspective and gender in the Board.

(f) Monitoring and managing potential conflicts of interest of management, board members and shareholders,
including misuse of corporate assets and abuse in related party transactions.

(g) Ensuring the integrity of the company’s accounting and financial reporting systems, including the
independent audit, and that appropriate systems of control are in place, in particular, systems for risk
management, financial and operational control, and compliance with the law and relevant standards.

(h) Overseeing the process of disclosure and communications.
(i) Monitoring and reviewing Board Evaluation framework.
Other responsibilities

(a) The Board should provide the strategic guidance to the company, ensure effective monitoring of the
management and should be accountable to the company and the shareholders.

(b) The Board should set a corporate culture and the values by which executives throughout a group will
behave.

(c) Board members should act on a fully informed basis, in good faith, with due diligence and care, and in
the best interest of the company and the shareholders.

(d) The Board should encourage continuing directors training to ensure that the Board members are kept
up to date.

(e) Where Board decisions may affect different shareholder groups differently, the Board should treat all
shareholders fairly.

(f) The Board should apply high ethical standards. It should take into account the interests of stakeholders.
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(g) The Board should be able to exercise objective independent judgement on corporate affairs.

(h) Boards should consider assigning a sufficient number of non-executive Board members capable of
exercising independent judgement to tasks where there is a potential for conflict of interest.

(i) The Board should ensure that, while rightly encouraging positive thinking, these do not result in over-
optimism that either leads to significant risks not being recognised or exposes the company to excessive
risk.

(i) The Board should have ability to ‘step back’ to assist executive management by challenging the
assumptions underlying: strategy, strategic initiatives (such as acquisitions), risk appetite, exposures
and the key areas of the company’s focus.

(k) When committees of the board are established, their mandate, composition and working procedures
should be well defined and disclosed by the board.

(I) Board members should be able to commit themselves effectively to their responsibilities.

(m) In order to fulfil their responsibilities, board members should have access to accurate, relevant and
timely information.

(n) The Board and senior management should facilitate the Independent Directors to perform their role
effectively as a Board member and also a member of a committee.

Il. Board of Directors
A. Composition of Board

1. The Board of Directors of the company shall have an optimum combination of executive and non-executive
directors with at least one woman director and not less than fifty percent of the Board of Directors comprising
non-executive directors.

2. Where the Chairman of the Board is a non-executive director, at least one-third of the Board should comprise
independent directors and in case the company does not have a regular non-executive Chairman, at least half
of the Board should comprise independent directors.

Provided that where the regular non-executive Chairman is a promoter of the company or is related to any
promoter or person occupying management positions at the Board level or at one level below the Board, at least
one-half of the Board of the company shall consist of independent directors.

Explanation: For the purpose of the expression “related to any promoter” referred to in sub-clause (2):

(i) If the promoter is a listed entity, its directors other than the independent directors, its employees or its
nominees shall be deemed to be related to it;

(ii) If the promoter is an unlisted entity, its directors, its employees or its nominees shall be deemed to be
related to it.”

B. Independent Directors

1. For the purpose of the clause A, the expression ‘independent director’ shall mean a non-executive director,
other than a nominee director of the company:

(a) who, in the opinion of the Board, is a person of integrity and possesses relevant expertise and experience;
(b) (i) who is or was not a promoter of the company or its holding, subsidiary or associate company;

(i) who is not related to promoters or directors in the company, its holding, subsidiary or associate
company;
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(c) apart from receiving director’s remuneration, has or had no pecuniary relationship with the company;, its
holding, subsidiary or associate company, or their promoters, or directors, during the two immediately
preceding financial years or during the current financial year;

(d) none of whose relatives has or had pecuniary relationship or transaction with the company, its holding,
subsidiary or associate company, or their promoters, or directors, amounting to two per cent. or more of
its gross turnover or total income or fifty lakh rupees or such higher amount as may be prescribed,
whichever is lower, during the two immediately preceding financial years or during the current financial
year;

(e) who, neither himself nor any of his relatives —

(i) holds or has held the position of a key managerial personnel or is or has been employee of the
company or its holding, subsidiary or associate company in any of the three financial years
immediately preceding the financial year in which he is proposed to be appointed;

(ii) is or has been an employee or proprietor or a partner, in any of the three financial years immediately
preceding the financial year in which he is proposed to be appointed, of —

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

(B) any legal or a consulting firm that has or had any transaction with the company, its holding,
subsidiary or associate company amounting to ten per cent or more of the gross turnover of
such firm;

(iii) holds together with his relatives two per cent or more of the total voting power of the company; or

(iv) is a Chief Executive or director, by whatever name called, of any non-profit organisation that receives
twenty-five per cent or more of its receipts from the company, any of its promoters, directors or its
holding, subsidiary or associate company or that holds two per cent or more of the total voting
power of the company;

(v) is a material supplier, service provider or customer or a lessor or lessee of the company;
(vi) who is not less than 21 years of age.

Explanation

For the purposes of the sub-clause (1):

(i) “Associate” shall mean a company which is an “associate” as defined in Accounting Standard (AS) 23,
“Accounting for Investments in Associates in Consolidated Financial Statements”, issued by the Institute
of Chartered Accountants of India.

(i) “Key Managerial Personnel” shall mean “Key Managerial Personnel” as defined in section 2(51) of the
Companies Act, 2013.

(i) “Relative” shall mean “relative” as defined in section 2(77) of the Companies Act, 2013 and rules
prescribed there under.

2. Limit on number of directorships
(a) A person shall not serve as an independent director in more than seven listed companies.

(b) Further, any person who is serving as a whole time director in any listed company shall serve as an
independent director in not more than three listed companies.

3. Maximum tenure of Independent Directors
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An independent director shall hold office for a term up to five consecutive years on the Board of a company and
shall be eligible for reappointment for another term of up to five consecutive years on passing of a special
resolution by the company.

Provided that a person who has already served as an independent director for five years or more in a company
as on October 1, 2014 shall be eligible for appointment, on completion of his present term, for one more term of
up to five years only.

Provided further that an independent director, who completes his above mentioned term shall be eligible for
appointment as independent director in the company only after the expiration of three years of ceasing to be an
independent director in the company.

4. Formal letter of appointment to Independent Directors

(a) The company shall issue a formal letter of appointment to independent directors in the manner as
provided in the Companies Act, 2013.

(b) The letter of appointment along with the detailed profile of independent director shall be disclosed on
the websites of the company and the Stock Exchanges not later than one working day from the date of
such appointment.

5. Performance evaluation of Independent Directors

(@) The Nomination Committee shall lay down the evaluation criteria for performance evaluation of
independent directors.

(b) The company shall disclose the criteria for performance evaluation, as laid down by the Nomination
Committee, in its Annual Report.

(c) The performance evaluation of independent directors shall be done by the entire Board of Directors
(excluding the director being evaluated).

(d) Onthe basis of the report of performance evaluation, it shall be determined whether to extend or continue
the term of appointment of the independent director.

6. Separate meetings of the Independent Directors

(a) Theindependentdirectors of the company shall hold at least one meeting in a year, without the attendance
of non-independent directors and members of management. All the independent directors of the company
shall strive to be present at such meeting.

(b) The independent directors in the meeting shall, inter-alia:
(i) review the performance of non-independent directors and the Board as a whole;

(ii) review the performance of the Chairperson of the company, taking into account the views of executive
directors and non-executive directors;

(iii) assess the quality, quantity and timeliness of flow of information between the company management
and the Board that is necessary for the Board to effectively and reasonably perform their duties.

7. Training of Independent Directors

(a) The company shall provide suitable training to independent directors to familiarize them with the company,
their roles, rights, responsibilities in the company, nature of the industry in which the company operates,
business model of the company, etc.

(b) The details of such training imparted shall be disclosed in the Annual Report.

(c) Non-executive Directors’ compensation and disclosures
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All fees / compensation, if any paid to non-executive directors, including independent directors, shall be fixed by
the Board of Directors and shall require previous approval of shareholders in general meeting. The shareholders’
resolution shall specify the limits for the maximum number of stock options that can be granted to non-executive
directors, in any financial year and in aggregate.

Provided that the requirement of obtaining prior approval of shareholders in general meeting shall not apply to
payment of sitting fees to non-executive directors, if made within the limits prescribed under the Companies Act,
2013 for payment of sitting fees without approval of the Central Government.

Provided further that independent directors shall not be entitled to any stock option.
D. Other provisions as to Board and Committees

1. The Board shall meet at least four times a year, with a maximum time gap of one hundred and twenty days
between any two meetings. The minimum information to be made available to the Board is given in Annexure -
X to the Listing Agreement.

2. Adirector shall not be a member in more than ten committees or act as Chairman of more than five committees
across all companies in which he is a director. Furthermore, every director shall inform the company about the
committee positions he occupies in other companies and notify changes as and when they take place.

Explanation:

(i) For the purpose of considering the limit of the committees on which a director can serve, all public
limited companies, whether listed or not, shall be included and all other companies including private
limited companies, foreign companies and companies under Section 8 of the Companies Act, 2013
shall be excluded.

(i) For the purpose of reckoning the limit under this sub-clause, Chairmanship / membership of the Audit
Committee and the Stakeholders’ Relationship Committee alone shall be considered.

3. The Board shall periodically review compliance reports of all laws applicable to the company, prepared by the
company as well as steps taken by the company to rectify instances of non-compliances.

4. An independent director who resigns or is removed from the Board of the Company shall be replaced by a
new independent director at the earliest but not later than the immediate next Board meeting or three months
from the date of such vacancy, whichever is later.

5. Provided that where the company fulfils the requirement of independent directors in its Board even without
filling the vacancy created by such resignation or removal, as the case may be, the requirement of replacement
by a new independent director shall not apply.

6. The Board of the company shall satisfy itself that plans are in place for orderly succession for to the Board and
to senior management.

E. Code of Conduct

1. The Board shall lay down a code of conduct for all Board members and senior management of the company.
The code of conduct shall be posted on the website of the company.

2. All Board members and senior management personnel shall affirm compliance with the code on an annual
basis. The Annual Report of the company shall contain a declaration to this effect signed by the CEO.

3. The Code of Conduct shall suitably incorporate the duties of Independent Directors as laid down in the
Companies Act, 2013.

4. An independent director shall be held liable, only in respect of such acts of omission or commission by a
company which had occurred with his knowledge, attributable through Board processes, and with his consent or
connivance or where he had not acted diligently with respect of the provisions contained in the Listing Agreement.
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Explanation: For this purpose, the term “senior management” shall mean personnel of the company who are
members of its core management team excluding Board of Directors. Normally, this would comprise all members
of management one level below the executive directors, including all functional heads.

F. Whistle Blower Policy

1. The company shall establish a vigil mechanism for directors and employees to report concerns about unethical
behaviour, actual or suspected fraud or violation of the company’s code of conduct or ethics policy.

2. This mechanism should also provide for adequate safeguards against victimization of director(s) / employee(s)
who avail of the mechanism and also provide for direct access to the Chairman of the Audit Committee in
exceptional cases.

3. The details of establishment of such mechanism shall be disclosed by the company on its website and in the
Board’s report.

lll. Audit Committee
A. Qualified and Independent Audit Committee
A qualified and independent audit committee shall be set up, giving the terms of reference subject to the following:

1. The audit committee shall have minimum three directors as members. Two-thirds of the members of
audit committee shall be independent directors.

2. Allmembers of audit committee shall be financially literate and at least one member shall have accounting
or related financial management expertise.

Explanation (i): The term “financially literate” means the ability to read and understand basic financial
statements i.e. balance sheet, profit and loss account, and statement of cash flows.

Explanation (iij): A member will be considered to have accounting or related financial management
expertise if he or she possesses experience in finance or accounting, or requisite professional certification
in accounting, or any other comparable experience or background which results in the individual’s
financial sophistication, including being or having been a chief executive officer, chief financial officer or
other senior officer with financial oversight responsibilities.

3. The Chairman of the Audit Committee shall be an independent director;

4. The Chairman of the Audit Committee shall be present at Annual General Meeting to answer shareholder
queries;

5. The Audit Committee may invite such of the executives, as it considers appropriate (and particularly the
head of the finance function) to be present at the meetings of the committee, but on occasions it may
also meet without the presence of any executives of the company. The finance director, head of internal
audit and a representative of the statutory auditor may be present as invitees for the meetings of the
audit committee;

6. The Company Secretary shall act as the secretary to the committee.
B. Meeting of Audit Committee

The Audit Committee should meet at least four times in a year and not more than four months shall elapse
between two meetings. The quorum shall be either two members or one third of the members of the audit
committee whichever 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 should include the following:
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. To investigate any activity within its terms of reference.
2,
3.
4.

To seek information from any employee.
To obtain outside legal or other professional advice.

To secure attendance of outsiders with relevant expertise, if it considers necessary.

D. Role of Audit Committee

The role of the Audit Committee shall include the following:

1.

13.

14.

Oversight of the company’s financial reporting process and the disclosure of its financial information to
ensure that the financial statement is correct, sufficient and credible;

Recommendation for appointment, remuneration and terms of appointment of auditors of the company;
Approval of payment to statutory auditors for any other services rendered by the statutory auditors;

Reviewing, with the management, the annual financial statements and auditor’s report thereon before
submission to the board for approval, with particular reference to:

(a) Matters required to be included in the Director’'s Responsibility Statement to be included in the
Board’s report in terms of clause (c) of sub-section 3 of section 134 of the Companies Act, 2013

(b) Changes, if any, in accounting policies and practices and reasons for the same

—~

¢) Major accounting entries involving estimates based on the exercise of judgment by management
(d) Significant adjustments made in the financial statements arising out of audit findings

(e) Compliance with listing and other legal requirements relating to financial statements

(f) Disclosure of any related party transactions

(g) Qualifications in the draft audit report

Reviewing, with the management, the quarterly financial statements before submission to the board for
approval;

Reviewing, with the management, the statement of uses / application of funds raised through an issue
(public issue, rights issue, preferential issue, etc.), the statement of funds utilized for purposes other
than those stated in the offer document / prospectus / notice and the report submitted by the monitoring
agency monitoring the utilisation of proceeds of a public or rights issue, and making appropriate
recommendations to the Board to take up steps in this matter;

Review and monitor the auditor’s independence and performance, and effectiveness of audit process;
Approval or any subsequent modification of transactions of the company with related parties;

Scrutiny of inter-corporate loans and investments;

. Valuation of undertakings or assets of the company, wherever it is necessary;
. Evaluation of internal financial controls and risk management systems;

. Reviewing, with the management, performance of statutory and internal auditors, adequacy of the internal

control systems;

Reviewing the adequacy of internal audit function, if any, including the structure of the internal audit
department, staffing and seniority of the official heading the department, reporting structure coverage
and frequency of internal audit;

Discussion with internal auditors of any significant findings and follow up there on;
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15.

16.

17.

18.

19.

20.

Reviewing the findings of any internal investigations by the internal auditors into matters where there is
suspected fraud or irregularity or a failure of internal control systems of a material nature and reporting
the matter to the board,;

Discussion with statutory auditors before the audit commences, about the nature and scope of audit as
well as post-audit discussion to ascertain any area of concern;

To look into the reasons for substantial defaults in the payment to the depositors, debenture holders,
shareholders (in case of non-payment of declared dividends) and creditors;

To review the functioning of the Whistle Blower mechanism;

Approval of appointment of CFO (i.e., the whole-time Finance Director or any other person heading the
finance function or discharging that function) after assessing the qualifications, experience and
background, etc. of the candidate;

Carrying out any other function as is mentioned in the terms of reference of the Audit Committee.

Explanation (i): The term “related party transactions” shall have the same meaning as provided in Clause 49(VII)
of the Listing Agreement.

E. Review of information by Audit Committee

The Audit Committee shall mandatorily review the following information:

1.
2.

Management discussion and analysis of financial condition and results of operations;

Statement of significant related party transactions (as defined by the Audit Committee), submitted by
management;

Management letters / letters of internal control weaknesses issued by the statutory auditors;
Internal audit reports relating to internal control weaknesses; and

The appointment, removal and terms of remuneration of the Chief internal auditor shall be subject to
review by the Audit Committee.

IV. Nomination and Remuneration Committee

A. The company shall set up a nomination and remuneration committee which shall comprise at least three
directors, all of whom shall be non-executive directors and at least half shall be independent. Chairman of the
committee shall be an independent director.

B. The role of the committee shall, inter-alia, include the following:

1.

Formulation of the criteria for determining qualifications, positive attributes and independence of a director
and recommend to the Board a policy, relating to the remuneration of the directors, key managerial
personnel and other employees;

. Formulation of criteria for evaluation of Independent Directors and the Board;

Devising a policy on Board diversity;

Identifying persons who are qualified to become directors and who may be appointed in senior
management in accordance with the criteria laid down, and recommend to the Board their appointment
and removal. The company shall disclose the remuneration policy and the evaluation criteria in its
Annual Report.

C. The Chairman of the nomination and remuneration committee could be present at the Annual General Meeting,
to answer the shareholders’ queries. However, it would be up to the Chairman to decide who should answer the
queries.
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V. Subsidiary Companies

A. At least one independent director on the Board of Directors of the holding company shall be a director on the
Board of Directors of a material non-listed Indian subsidiary company.

B. The Audit Committee of the listed holding company shall also review the financial statements, in particular,
the investments made by the unlisted subsidiary company.

C. The minutes of the Board meetings of the unlisted subsidiary company shall be placed at the Board meeting
of the listed holding company. The management should periodically bring to the attention of the Board of Directors
of the listed holding company, a statement of all significant transactions and arrangements entered into by the
unlisted subsidiary company.

D. The company shall formulate a policy for determining ‘material’ subsidiaries and such policy shall be disclosed
to Stock Exchanges and in the Annual Report.

E. For the purpose of this clause, a subsidiary shall be considered as material if the investment of the company
in the subsidiary exceeds twenty per cent of its consolidated net worth as per the audited balance sheet of the
previous financial year or if the subsidiary has generated twenty per cent of the consolidated income of the
company during the previous financial year.

F. No company shall dispose of shares in its material subsidiary which would reduce its shareholding (either on
its own or together with other subsidiaries) to less than 50% or cease the exercise of control over the subsidiary
without passing a special resolution in its General Meeting.

G. Selling, disposing and leasing of assets amounting to more than twenty percent of the assets of the material
subsidiary shall require prior approval of shareholders by way of special resolution

Explanation (i): The term “material non-listed Indian subsidiary” shall mean an unlisted subsidiary, incorporated
in India, whose income or net worth (i.e. paid up capital and free reserves) exceeds 20% of the consolidated
income or net worth respectively, of the listed holding company and its subsidiaries in the immediately preceding
accounting year.

Explanation (ii): The term “significant transaction or arrangement” shall mean any individual transaction or
arrangement that exceeds or is likely to exceed 10% of the total revenues or total expenses or total assets or
total liabilities, as the case may be, of the material unlisted subsidiary for the immediately preceding accounting
year.

Explanation (iii): Where a listed holding company has a listed subsidiary which is itself a holding company, the
above provisions shall apply to the listed subsidiary insofar as its subsidiaries are concerned.

VI. Risk Management

A. The company shall lay down procedures to inform Board members about the risk assessment and minimization
procedures.

B. The Board shall be responsible for framing, implementing and monitoring the risk management plan for the
company.

C. The company shall also constitute a Risk Management Committee. The Board shall define the roles and
responsibilities of the Risk Management Committee and may delegate monitoring and reviewing of the risk
management plan to the committee and such other functions as it may deem fit.

VIl. Related Party Transactions

A. A related party transaction is a transfer of resources, services or obligations between a company and a
related party, regardless of whether a price is charged.
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B. A ‘related party’ is a person or entity that is related to the company. Parties are considered to be related if one
party has the ability to control the other party or exercise significant influence over the other party, directly or
indirectly, in making financial and/or operating decisions and includes the following:

1. A person or a close member of that person’s family is related to a company if that person:
(a) is a related party under Section 2(76) of the Companies Act, 2013; or
(b) has control or joint control or significant influence over the company; or
(c) is a key management personnel of the company or of a parent of the company; or
2. An entity is related to a company if any of the following conditions applies:
(a) The entity is a related party under Section 2(76) of the Companies Act, 2013; or

(b) The entity and the company are members of the same group (which means that each parent,
subsidiary and fellow subsidiary is related to the others); or

(c) One entity is an associate or joint venture of the other entity (or an associate or joint venture of a
member of a group of which the other entity is a member); or

(d) Both entities are joint ventures of the same third party; or
(e) One entity is a joint venture of a third entity and the other entity is an associate of the third entity; or

(f) The entity is a post-employment benefit plan for the benefit of employees of either the company or
an entity related to the company. If the company is itself such a plan, the sponsoring employers are
also related to the company; or

(g) The entity is controlled or jointly controlled by a person identified in (1).
(h) A person identified in (1)(b) has significant influence over the entity (or of a parent of the entity); or

Explanation: For the purpose of Clause 49(V) and Clause VIl (B), the term “control” shall have the same meaning
as defined in SEBI (Substantial Acquisition of Shares and Takeovers) Regulations, 2011.

C. The company shall formulate a policy on materiality of related party transactions and also on dealing with
Related Party Transactions. Provided that a transaction with a related party shall be considered material if the
transaction / transactions to be entered into individually or taken together with previous transactions during a
financial year, exceeds five percent of the annual turnover or twenty percent of the net worth of the company as
per the last audited financial statements of the company, whichever is higher.

D. All Related Party Transactions shall require prior approval of the Audit Committee.

E. All material Related Party Transactions shall require approval of the shareholders through special resolution
and the related parties shall abstain from voting on such resolutions.

VIIl. Disclosures
A. Related Party Transactions

1. Details of all material transactions with related parties shall be disclosed quarterly along with the
compliance report on corporate governance.

2. The company shall disclose the policy on dealing with Related Party Transactions on its website and
also in the Annual Report.

B. Disclosure of Accounting Treatment

Where in the preparation of financial statements, a treatment different from that prescribed in an Accounting
Standard has been followed, the fact shall be disclosed in the financial statements, together with the management’s
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explanation as to why it believes such alternative treatment is more representative of the true and fair view of the
underlying business transaction in the Corporate Governance Report.

C. Remuneration of Directors

1.

All pecuniary relationship or transactions of the non-executive directors vis-a-vis the company shall be
disclosed in the Annual Report.

In addition to the disclosures required under the Companies Act, 2013, the following disclosures on the
remuneration of directors shall be made in the section on the corporate governance of the Annual
Report:

(a) All elements of remuneration package of individual directors summarized under major groups, such
as salary, benefits, bonuses, stock options, pension etc.

(b) Details of fixed component and performance linked incentives, along with the performance criteria.
(c) Service contracts, notice period, severance fees.

(d) Stock option details, if any - and whether issued at a discount as well as the period over which
accrued and over which exercisable.

. The company shall publish its criteria of making payments to non-executive directors in its annual report.

Alternatively, this may be put up on the company’s website and reference drawn thereto in the annual
report.

The company shall disclose the number of shares and convertible instruments held by non-executive
directors in the annual report.

Non-executive directors shall be required to disclose their shareholding (both own or held by / for other
persons on a beneficial basis) in the listed company in which they are proposed to be appointed as
directors, prior to their appointment. These details should be disclosed in the notice to the general
meeting called for appointment of such director.

D. Management

1.

As part of the directors’ report or as an addition thereto, a Management Discussion and Analysis report
should form part of the Annual Report to the shareholders. This Management Discussion & Analysis should
include discussion on the following matters within the limits set by the company’s competitive position:

(a

(b

Industry structure and developments.
Opportunities and Threats.
c

(d

—~

Segment-wise or product-wise performance.
Outlook

(e) Risks and concerns.
(f
(9
(h

Internal control systems and their adequacy.

)
)
)
)
)
)
) Discussion on financial performance with respect to operational performance.

) Material developments in Human Resources / Industrial Relations front, including number of people
employed.

Senior management shall make disclosures to the board relating to all material financial and commercial
transactions, where they have personal interest, that may have a potential conflict with the interest of
the company at large (for e.g. dealing in company shares, commercial dealings with bodies, which have
shareholding of management and their relatives etc.)



108 PP-EGAS

Explanation : For this purpose, the term “senior management” shall mean personnel of the company
who are members of its core management team excluding the Board of Directors). This would also
include all members of management one level below the executive directors including all functional
heads.

The Code of Conduct for the Board of Directors and the senior management shall be disclosed on the
website of the company.

E. Shareholders

1.

In case of the appointment of a new director or re-appointment of a director the shareholders must be
provided with the following information:

(a) A brief resume of the director;
(b) Nature of his expertise in specific functional areas;

(c) Names of companies in which the person also holds the directorship and the membership of
Committees of the Board; and

(d) Shareholding of non-executive directors as stated in Clause 49 (IV) (E) (v) above

Disclosure of relationships between directors inter-se shall be made in the Annual Report, notice of
appointment of a director, prospectus and letter of offer for issuances and any related filings made to the
stock exchanges where the company is listed.

Quarterly results and presentations made by the company to analysts shall be put on company’'s web-
site, or shall be sent in such a form so as to enable the stock exchange on which the company is listed
to put it on its own web-site.

A committee under the Chairmanship of a non-executive director and such other members as may be
decided by the Board of the company shall be formed to specifically look into the redressal of grievances
of shareholders, debenture holders and other security holders. This Committee shall be designated as
‘Stakeholders Relationship Committee’ and shall consider and resolve the grievances of the security
holders of the company including complaints related to transfer of shares, non-receipt of balance sheet,
non-receipt of declared dividends.

To expedite the process of share transfers, the Board of the company shall delegate the power of share
transfer to an officer or a committee or to the registrar and share transfer agents. The delegated authority
shall attend to share transfer formalities at least once in a fortnight.

F. Disclosure of resignation of directors

1.

The company shall disclose the letter of resignation along with the detailed reasons of resignation
provided by the director of the company on its website not later than one working day from the date of
receipt of the letter of resignation.

. The company shall also forward a copy of the letter of resignation along with the detailed reasons of

resignation to the stock exchanges not later than one working day from the date of receipt of resignation
for dissemination through its website.

G. Disclosure of formal letter of appointment

The letter of appointment of the independent director along with the detailed profile shall be disclosed on the
websites of the company and the Stock Exchanges not later than one working day from the date of such appointment.

H. Disclosures in Annual report

1.

The details of training imparted to Independent Directors shall be disclosed in the Annual Report.
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2. The details of establishment of vigil mechanism shall be disclosed by the company on its website and in
the Board’s report.

3. The company shall disclose the remuneration policy and the evaluation criteria in its Annual Report.
1. Proceeds from public issues, rights issue, preferential issues, eftc.

When money is raised through an issue (public issues, rights issues, preferential issues etc.), the company shall
disclose the uses / applications of funds by major category (capital expenditure, sales and marketing, working
capital, etc), on a quarterly basis as a part of their quarterly declaration of financial results to the Audit Committee.
Further, on an annual basis, the company shall prepare a statement of funds utilized for purposes other than
those stated in the offer document / prospectus / notice and place it before the audit committee. Such disclosure
shall be made only till such time that the full money raised through the issue has been fully spent. This statement
shall be certified by the statutory auditors of the company. Furthermore, where the company has appointed a
monitoring agency to monitor the utilisation of proceeds of a public or rights issue, it shall place before the Audit
Committee the monitoring report of such agency, upon receipt, without any delay. The audit committee shall
make appropriate recommendations to the Board to take up steps in this matter.

IX. CEO/CFO certification

The CEOQO, i.e. the Managing Director or Manager appointed in terms of the Companies Act, 1956 and the CFO
i.e. the whole-time Finance Director or any other person heading the finance function discharging that function
shall certify to the Board that:

A. They have reviewed financial statements and the cash flow statement for the year and that to the best
of their knowledge and belief:

1. these statements do not contain any materially untrue statement or omit any material fact or contain
statements that might be misleading;

2. these statements together present a true and fair view of the company’s affairs and are in compliance
with existing accounting standards, applicable laws and regulations.

B. There are, to the best of their knowledge and belief, no transactions entered into by the company during
the year which are fraudulent, illegal or violative of the company’s code of conduct.

C. They accept responsibility for establishing and maintaining internal controls for financial reporting and
that they have evaluated the effectiveness of internal control systems of the company pertaining to
financial reporting and they have disclosed to the auditors and the Audit Committee, deficiencies in the
design or operation of such internal controls, if any, of which they are aware and the steps they have
taken or propose to take to rectify these deficiencies. . They have indicated to the auditors and the Audit
committee:

1. significant changes in internal control over financial reporting during the year;

2. significant changes in accounting policies during the year and that the same have been disclosed in
the notes to the financial statements; and

3. instances of significant fraud of which they have become aware and the involvement therein, if any,
of the management or an employee having a significant role in the company’s internal control system
over financial reporting.

X. Report on Corporate Governance

A. There shall be a separate section on Corporate Governance in the Annual Reports of company, with a
detailed compliance report on Corporate Governance. Non-compliance of any mandatory requirement of this
clause with reasons thereof and the extent to which the non-mandatory requirements have been adopted should
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be specifically highlighted. The suggested list of items to be included in this report is given in Annexure - XlI to
the Listing Agreement and list of non-mandatory requirements is given in Annexure - XIII to the Listing Agreement.

B. The companies shall submit a quarterly compliance report to the stock exchanges within 15 days from the
close of quarter as per the format given in Annexure - XI to the Listing Agreement. The report shall be signed
either by the Compliance Officer or the Chief Executive Officer of the company.

XI. Compliance

A. The company shall obtain a certificate from either the auditors or practicing company secretaries regarding
compliance of conditions of corporate governance as stipulated in this clause and annex the certificate with the
directors’ report, which is sent annually to all the shareholders of the company. The same certificate shall also be
sent to the Stock Exchanges along with the annual report filed by the company.

B. The non-mandatory requirements given in Annexure - XllI to the Listing Agreement may be implemented as
per the discretion of the company. However, the disclosures of the compliance with mandatory requirements
and adoption (and compliance) / non-adoption of the non-mandatory requirements shall be made in the section
on corporate governance of the Annual Report.

Annexure - X to the Listing Agreement
Information to be placed before Board of Directors

1. Annual operating plans and budgets and any updates.

2. Capital budgets and any updates.

3. Quarterly results for the company and its operating divisions or business segments.
4. Minutes of meetings of audit committee and other committees of the board.
5

. The information on recruitment and remuneration of senior officers just below the board level, including
appointment or removal of Chief Financial Officer and the Company Secretary.

o

Show cause, demand, prosecution notices and penalty notices which are materially important.
7. Fatal or serious accidents, dangerous occurrences, any material effluent or pollution problems.

8. Any material default in financial obligations to and by the company, or substantial nonpayment for goods
sold by the company.

9. Any issue, which involves possible public or product liability claims of substantial nature, including any
judgement or order which, may have passed strictures on the conduct of the company or taken an
adverse view regarding another enterprise that can have negative implications on the company.

10. Details of any joint venture or collaboration agreement.
11. Transactions that involve substantial payment towards goodwill, brand equity, or intellectual property.

12. Significant labour problems and their proposed solutions. Any significant development in Human
Resources/ Industrial Relations front like signing of wage agreement, implementation of Volunta
Retirement Scheme etc.

13. Sale of material nature, of investments, subsidiaries, assets, which is not in normal course of business.

14. Quarterly details of foreign exchange exposures and the steps taken by management to limit the risks of
adverse exchange rate movement, if material.

15. Non-compliance of any regulatory, statutory or listing requirements and shareholders service such as
non-payment of dividend, delay in share transfer etc.
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Annexure - Xl to the Listing Agreement

Format of Quarterly Compliance Report on Corporate Governance

Name of the Company:

Quarter ending on: | Clause of Listing agreement
Particulars

Compliance Status Yes/No

Remarks

Il. Board of Directors 49 (1)

(A) Composition of Board 49 (l1A)
(B) Independent Directors 49 (1IB)
(C) Non-executive Directors’ compensation & disclosures 49 (1IC)
(D) Other provisions as to Board and Committees 49 (1ID)
(E) Code of Conduct 49 (llIE)
(F) Whistle Blower Policy 49 (1IF)
lll. Audit Committee 49 (1)

(A) Qualified & Independent Audit Committee 49 (INA)
(B) Meeting of Audit Committee 49 (1IB)
(C) Powers of Audit Committee 49 (lliC)
(D) Role of Audit Committee 49 (IND)
(E) Review of Information by Audit Committee 49 (llIE)
IV. Nomination and Remuneration Committee 49 (IV)

V. Subsidiary Companies 49 (V)

VI. Risk Management 49 (VI)
VII. Related Party Transactions 49 (VII)
VIIl. Disclosures 49 (VII)
(A) Related party transactions 49 (VIIIA)
(B) Disclosure of Accounting Treatment 49 (VIIIB)
(C) Remuneration of Directors 49 (VI C)
(D) Management 49 (VIII D)
(E) Shareholders 49 (VI E)
(F) Disclosure of resignation of directors 49 (VIII F)
(G) Disclosure of formal letter of appointment 49 (VIII G)
(H) Disclosures in the Annual report 49 (VIII H)
(1) Proceeds from public issues, rights 49 (VI 1)
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LESSON ROUND-UP

— Legal and regulatory framework of corporate governance in India is mainly covered under the Companies
Act, 2013, Listing Agreement and SEBI guidelines. However, it is not restricted to only SEBI Guidelines
and the Companies Act, 2013. A gamut of legislations like The Competition Act, the Consumer Protection
laws, the labour laws, the environment laws, the Money Laundering Laws etc seeks to ensure good
governance practices among the corporates.The Securities and Exchange Board of India (SEBI) is
the prime regulatory authority which regulates all aspects of securities market enforces the Securities
Contracts (Regulation) Act including the stock exchanges. Companies that are listed on the stock
exchanges are required to comply with the Listing Agreement.

— The following are the major legislations/regulations/guidelines on transparency and disclosure

— Companies Act 2013

SEBI (Issue of Capital and Disclosure Requirements) Regulations, 2009

SEBI (Substantial Acquisition of Shares and Takeovers) Regulations, 2011

SEBI (Prohibition of Insider Trading) Regulations, 1992

Listing Agreement

SELF-TEST QUESTIONS

1. Describe how the Indian Legislative framework supports transparency and disclosure by corporates.
2. Write a brief note on
(a) Regulators and regulations in India pertaining to Corporate Governance
(b) Disclosures to be made under listing agreement
(c) Shareholders rights
3. What is the provision for Board composition in the listing agreement?
4. Explain the Role and Importance of Remuneration Committee.

5. Write short notes on the following:

Whistle Blower Policy/Mechanism

Disclosure under Corporate Governance Report

Separation of Role of Chairman and CEO

Independent Director




Lesson 5

Board Effectiveness - Issues and Challenges

LESSON OUTLINE

— Introduction

— Role of Directors

— Types of Board

— Governance Functionaries
— Board Composition

— Board Charter

— Board Processes

— Responsibilities of Board

— Responsibility for Leadership

— Difference between directors and
managers

— Barrier to Visionary Leadership

— Training of Directors

— Board Evaluation & Performance Review
— Conclusion

— Lesson Round-Up

— Self Test Questions

LEARNING OBJECTIVES

The objective of this study lesson is to enable
the students to understand the Board
Composition and its effectiveness and various
issues and challenges to board effectiveness
through well divided four segments.

The first segment of study enables the students
to understand the role of directors, types of
boards, Diversity in Boardrooms, Governance
Functionaries, Chairman & Chief Executive
Officer, separation of Power; Lead Independent
Director; The second segment of the study
focuses on Board processes & Board Charter
etc.

The third segment of the study enables the
students to understand the concept of Board
responsibility, Leadership Development,
Relationship between Directors and Executive,
The Key difference between Directors and
Managers, Barriers to Visionary Leadership etc.

The fourth and last segment of this study
enables the students to understand the —
importance of Director Induction and
Development programmes, Performance
Review of Board & Individual Directors, Major
Factors for Evaluation, Parameters and Model
questions for Evaluation purpose.

“A leadership culture is one where everyone thinks like an owner, a CEO or a managing director.
It’s one where everyone is entrepreneurial and proactive.”

113

— Robin S. Sharma
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|
INTRODUCTION

The contribution of directors
on the Board of companies is
critical for ensuring appropriate
directions with regard to
leadership, vision, strategy,
policies, monitoring, supervision,
The contribution of directors
on the Board of companies

is critical for ensuring
appropriate directions with
regard to leadership, vision,
strategy, policies, monitoring,
supervision, accountability to
shareholders and other
stakeholders, and to achieving
greater levels of performance
on a sustained basis as well
as adherence to the best
practices of corporate
governance.

The institution of board of directors was based on the premise that a group
of trustworthy and respectable people should look after the interests of the
large number of shareholders who are not directly involved in the
management of the company. The position of board of directors is that of
trust as the board is entrusted with the responsibility to act in the best interests
of the company within a framework of prudent and effective controls
The institution of board of directors was based on the premise that a group
of trustworthy and respectable people should look after the interests of the
large number of shareholders who are not directly involved in the
management of the company. The position of board of directors is that of
trust as the board is entrusted with the responsibility to act in the best interests
of the company.

The board’s role is to provide entrepreneurial leadership of the
company within a framework of prudent and effective controls which
enables risk to be assessed and managed.

The Board of Directors plays a pivotal role in ensuring good governance.
The contribution of directors on the Board is critical to the way a corporate
conducts itself. A board’s responsibilities derive from law, custom, tradition
and current practice. In the present times transparency, disclosure
accountability, issues of sustainability, corporate citizenship, globalization
are just some of the concerns that the Boards have to deal with. In addition,
the Boards have to respond to the explosive demands of the marketplace.
This two dimensional role of the Board of Directors is cornerstone in evolving
sound, efficient, vibrant and dynamic corporate sector for attaining of high
standards in integrity, transparency, code of conduct, accountability as well
as the social responsibility.

SEGMENT | - ROLE OF DIRECTORS

Role of Directors

Establish Strategic Overseeing| | Appointment & Ensuring Risk Procuring
Vision & direction imple- valuating CEO Stakeholder Mitigation | | Resources
Mission & advice mentation and senior staff relations

To establish the Vision & Mission Statement: Approval of company’s philosophy, vision and mission statement
is done by the board of directors. Organization’s activities should be consistent with its stated purpose. The
Board ensures that the organization effectively and efficiently work towards achieving its mission and be committed
to continual quality improvement. Based on the value of quality, openness, integrity, responsibility and
accountability, board members and employees should act in the best interest of achieving the organizations
mission at all times.

Strategic Direction and advice: Board is to review and approve management’s strategy, plans and decisions,
financial objectives, extra-ordinary business transactions. Boards are in an excellent position to provide input
and advice to the CEO and the top management regarding the company’s strategic direction. They can contribute
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opinions, viewpoints and information that are not always readily available to the company’s management. As the
directors are not involved in day-to-day development of strategy, however, they are in a position to provide an
objective and detached view of its potential effectiveness.

Overseeing Strategy Implementation and performance: Developing a valid strategy is only the first step in
creating an effective organization. The board plays a crucial role in advising, evaluating and monitoring strategy
implementation. Boards can best monitor strategy implementation by setting benchmarks to measure progress
and by drawing on objective sources of information.

Appointing and evaluation of CEO and senior management: It is the duty as well as the power of the Board
to appoint the CEO and other senior management officers and specialist officers of the company. Boards need
to be proactive in evaluating the performance of CEO and top management team. The Board has to be involved
in planning the development of senior management. The board is responsible for

— Hiring the senior staff person;
— Giving direction to the senior staff person, and;
— Evaluating the senior staff person.

Ensuring Stakeholder Relations: To serve as a communications link with members and other stakeholders of
an organization - organization can accomplish this by informing people of upcoming events, promoting items of
interest and providing newsworthy information.

To serve as a communication link with the general public- Promote the organizations purpose, goals and objectives,
programs and activities before the public to foster awareness, accomplishments and opportunities for involvement.

Risk Mitigation: Directors are expected to identify and manage obstacles that may prevent the organisation
from reaching its goals. The whole board must be involved in risk management, particularly around financial
matters and legal compliance. In managing risk, directors have a responsibility to owners to foresee what could
affect the organisation and to make sure plans are in place that will minimise the impact of events or changes
that will have a negative effect. Each company will face a different risk profile. Each board will identify the key
risks affecting their own sector and then take steps to manage those risks.

Procuring resources: Financial resources, human resources, technological resources, business relationship
are the key resources that are essential to an organization’s success. Boards play an important role in helping
the organization procuring the resources.

Who are Board of Directors?

As per Section 2(10) of the Companies Act, 2013 “Board of Directors” or “Board”, in relation to a company
means the collective body of directors of the company appointed to the Board of the Company

A board of directors is a body of elected or appointed members who jointly oversee the activities of a company.
They are also referred as board of governors, board of managers, board of regents, board of trustees, or simply
referred to as “the board”.

TYPES OF BOARD

Unitary Board

The unitary board, remains in full control of every aspect of the company’s activities. It initiates action and it is
responsible for ensuring that the action which it has initiated is carried out. All the directors, whether executive or
outside, share same aims and responsibilities and are on the same platform.

Two-tier Boards

The alternative board model to unitary board is the two-tier board, which was developed in its present form in
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Germany. A two-tier board fulfils the same basic functions as a unitary board, but it does so through a clear
separation between the tasks of monitoring and that of management. The supervisory board (Asfusichtsrat)
oversees the direction of the business and the management board (Vorstand) is responsible for the running of
the company. The supervisory board controls the management board through appointing its members and
through its statutory right to have the final say in major decisions affecting the company. The structure rigorously
separates the control function from the management function and members of the one board cannot be members
of the other. This separation is enshrined in law and the legal responsibilities of the two sets of board members
are different. The supervisory board system was introduced to strengthen the control of shareholders, particularly
the banks, over the companies in which they had invested. Shareholdings are more concentrated in Germany
and most quoted companies have at least one major shareholder, often a family or another company. Banks
play an important part in governance as investors, lenders and through the votes of individual shareholders for
which they hold proxies. They are, therefore, well represented on supervisory boards.

Who are Directors?

As per Section 2(34) of the Company being an artificial p.erson it requires ce.rt.aln natgral perspns tf)
Companies Act, 2013 ‘director’ | represent the company at various fronts. The position of directors in their

means a director appointed to the | re|ationship to the company is not only as the agents, but also trustees of the
Board of the Company
company

GOVERNANCE FUNCTIONARIES

1. Executive Director

The term executive director is usually used to describe a person who is both a member of the board and who
also has day to day responsibilities in respect of the affairs of the company. Executive directors perform operational
and strategic business functions such as:

managing people

looking after assets

hiring and firing

entering into contracts

Executive directors are usually employed by the company and paid a salary, so are protected by employment law.
Examples of executive directors are production director, finance director or managing director or whole time director.

Section 2(54) of the Companies Act, 2013 defines Managing Director as — “managing director” means a
director who, by virtue of articles of a company or an agreement with the company or of a resolution passed
by the company in general meeting or by its Board of directors,, is entrusted with substantial powers of
management of the affairs of the company and includes a director occupying the position of a managing
director, by whatever name called.

The explanation to section 2(54) excludes administrative acts of a routine nature when so authorised by the
Board such as the power to affix the common seal of the company to any document or to draw and endorse any
cheque on the account of the company in any bank or to draw and endorse any negotiable instrument or to sign
any certificate of share or to direct registration of transfer of any share, from the substantial powers of management.

2. Non Executive Director

They are not in employment of the company. They are the members of the Board, who normally do not take part
in the day-to-day implementation of the company policy. They are generally appointed to provide the company
with the benefits of professional expertise and outside perspective to the board. They play an effective role in
governance of listed companies, but they may or may not be independent director.
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3. Shadow Director

Shadow Director is a person who is not formally appointed as a director, but in accordance with whose directions
or instructions the directors of a company are accustomed to act. However, a person is not a shadow director
merely because the directors act on advice given by him in a professional capacity.

Holder of controlling or majority stock (share) of a private firm who is not (technically) a director and does not
openly participate in the firm’s governance, but whose directions or instructions are routinely complied with by
the employees or other directors. In the eyes of law, he or she is a de facto director and is held equally liable for
the obligations of the firm with the other de facto and de jure directors.

Can a shadow director be counted for the Board Quorum?
4. Woman Director

Second Proviso to section 149 provides that such class or classes of companies as may be prescribed in
Companies (Appointment and Qualification of Directors) Rules, 2014, shall have at least one woman director.

Rule 3 of Companies (Appointment and Qualification of Directors) Rules, 2014, prescribes the following
class of companies shall appoint at least one woman director-

(i) every listed company;

(ii) every other public company having :-
(a) paid—up share capital of one hundred crore rupees or more; or
(b) turnover of three hundred crore rupees or more .

A company, which has been incorporated under the Act and is covered under provisions of second proviso to
sub-section (1) of section 149 shall comply with such provisions within a period of six months from the date of its
incorporation:

However any intermittent vacancy of a woman director shall be filled-up by the Board at the earliest but not later
than immediate next Board meeting or three months from the date of such vacancy whichever is later.

Explanation.- For the purposes of this rule, it is hereby clarified that the paid up share capital or turnover, as the
case may be, as on the last date of latest audited financial statements shall be taken into account.

Clause 49(ll) (A) of the Listing Agreement also requires that at least one woman director shall be appointed on
the board of all listed companies.

5. Resident Director

Section 149 (3) of the Act has provided for residence of a director in India as a compulsory i.e. every company
shall have at least one director who has stayed in India for a total period of not less than 182 days in the previous
calendar year. MCA has also issued clarification with regard to Resident Directors.

Clarification by MCA

1. Whether the provision regarding Resident Director is applicable in the current calendar/financial year.

— The matter has been examined. It has been clarified that the, residency requirement’ would be reckoned
from the date of commencement of section 14 of the Acti.e. 1st April, 2014, The first ,previous calendar
year, for compliance with these provisions would, therefore, be Calendar year 2014. The period to be
taken into account for compliance with these provisions will be the remaining period of calendar year
2014 i.e. 1st April to 31st December). Therefore, on a proportionate basis the number of davs for which
the director(s) would need to be resident in India. during Calendar year.2014, shall exceed 136 days.

— Regarding newly incorporated companies it is clarified that companies incorporated between 1.4.2014




118 PP-EGAS

to 30.9.2014 should have a resident director either at the incorporation stage itself or within six months
of their incorporation. Companies incorporated after 30.9.2014 need to have the resident director from
the date of incorporation itself.

6. Independent Director

. The word ‘independent’ with reference to board composition was used for the
As per section 2(47) of the | . . . ) L. . . .
Companies  Act, 2013, first time in corporate legislation in relation to investment companies by a Report
“independent directors” means | that introduced the Investment Company Act, 1940. It suggested that at least
an independent director referred | 40 percent of the Board of directors of an investment company shall be

t1°4é” sub-section (6) of section | |nqependent for safeguarding the investors.

In United Kingdom, 1973 Lord Watkinson was appointed by Confederation of
British Industries to recommend on more responsible corporate sector. He submitted his report titled ‘Responsibilities
of the British Public Company’, which recommended appointment of non-executive directors to the Board.

Role of Independent Director

Independent directors are known to bring an objective view in board deliberations. They also ensure that there
is no dominance of one individual or special interest group or the stifling of healthy debate. They act as the
guardians of the interest of all shareholders and stakeholders, especially in the areas of potential conflict.

Independent Directors bring a valuable outside perspective to the deliberations. They contribute significantly to
the decision-making process of the Board. They can bring on objective view to the evaluation of the performance
of Board and management. In addition, they can play an important role in areas where the interest of management,
the company and shareholders may diverge such as executive remuneration, succession planning, changes in
corporate control, audit function etc.

Independent directors are required because they perform the following important role:
(i) Balance the often conflicting interests of the stakeholders.
(ii) Facilitate withstanding and countering pressures from owners.
(i) Fulfill a useful role in succession planning.
(iv) Act as a coach, mentor and sounding Board for their full time colleagues.
(v) Provide independent judgment and wider perspectives.

Cll Task Force report entitled “Desirable Corporate Governance: A Code”, 1998 and SEBI's Kumar Mangalam
Birla Committee Report, 1999 initiated the concept of Independent Directors in India. The ClI's Task Force and
the Kumar Mangalam Birla Committee extensively debated the issue of independent directors. The Task Force
said in its report that “the identities of members of Board crucial to excellence is of course obvious. Equally vital,
however are their individual competencies, experience and track record, which must match the business that
the company is in. And a mix of operational managers, who have the insider’s perspective and external
professionals, who bring in the outsider’s cool detachment, will provide the collective capability that a Board
needs.”

A. Birla Committee agreed on the following definition of “Independence”:

“Independent directors are directors who apart from receiving director’s remuneration do not have any other
material pecuniary relationship or transactions with the company;, its promoters, its management or its subsidiaries,
which in the judgment of the Board may affect their independence of judgment”.

B. The Naresh Chandra Committee defined an independent director as follows:—

An independent director of a company is a non-executive director who:
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. Apart from receiving director’s remuneration, does not have any material pecuniary relationships or
transactions with the company, its promoters, its senior management or its holding company, its
subsidiaries and associated companies;

. Is not related to promoters or management at the Board level, or one level below the Board (spouse and
dependent, parents, children or siblings);

. Has not been an executive of the company in the last three years;

. Is not a partner or an executive of the statutory auditing firm, the internal audit firm that is associated
with the company, and has not been a partner or an executive of any such firm for the last three years.This
will also apply to legal firm(s) and consulting firm(s) that have a material association with the entity;

. Is not a significant supplier, vendor or customer of the company;
. Is not a substantial shareholder of the company, i.e. owing two per cent or more of the block of voting shares;

. Has not been a director, independent or otherwise, of the company for more than three terms of three
years each (not exceeding nine years in any case):

An employee, executive director or nominee of any bank, financial institution, corporations or trustees of debenture
and bond holders, who is normally called a “nominee director”, will be excluded from the pool of directors in the
determination of the number of independent directors. In other words, such a director will not feature either in
the numerator or the denominator.

C. Companies Act, 2013 and various Rules made there under

Who is an Independent Director?

Section 149(6) of Companies Act, 2013 defines independent director as below:

An independent director in relation to a company, means a director other than a managing director or a whole-
time director or a nominee director,—

(a) who, inthe opinion of the Board, is a person of integrity and possesses relevant expertise and experience;

(b) (i) who is or was not a promoter of the company or its holding, subsidiary or associate company;

(i) who is not related to promoters or directors in the company, its holding, subsidiary or associate
company;

(c) who has or had no pecuniary relationship with the company, its holding, subsidiary or associate company,

or their promoters, or directors, during the two immediately preceding financial years or during the
current financial year;

Clarification by MCA

1. whether a transaction entered into by an Independent Director with the company concerned at par
with any member of the general public and at the same price as is payable/paid by such member
of public would attract the bar of ‘pecuniary relationship’ under section 149(6)(c).

It has been clarified that in view of the provisions of section 188 which take away transactions in
the ordinary course of business at arm’s length price from the purview of related party transactions,
an Independent Director will not be said to have ‘pecuniary relationship’ , under section 149(6)(c)
in such cases.

2. Whether receipt of remuneration, (in accordance with the provisions of the Act) by an Independent
Director from a company would be considered as having pecuniary interest while considering his
appointment in the holding company, subsidiary company or associate company of such company.
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The matter has been examined in consultation with SEBI and it has been clarified that ‘pecuniary
relationship’ provided in section 149(6) (c) of the Act does not include receipt of remuneration, from
one or more companies, by way of fee provided under sub-section (5) of section 197, reimbursement
of expenses for participation in the Board and other meetings and profit related commission approved
by the members, in accordance with the provisions of the Act.

(d) none of whose relatives has or had pecuniary relationship or transaction with the company, its holding,
subsidiary or associate company, or their promoters, or directors, amounting to two per cent. or more of
its gross turnover or total income or fifty lakh rupees or such higher amount as may be prescribed,
whichever is lower, during the two immediately preceding financial years or during the current financial
year;

(e) who, neither himself nor any of his relatives—

(i) holds or has held the position of a key managerial personnel or is or has been employee of the
company or its holding, subsidiary or associate company in any of the three financial years
immediately preceding the financial year in which he is proposed to be appointed;

(ii) is or has been an employee or proprietor or a partner, in any of the three financial years immediately
preceding the financial year in which he is proposed to be appointed, of—

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

(B) any legal or a consulting firm that has or had any transaction with the company, its holding,
subsidiary or associate company amounting to ten per cent. or more of the gross turnover of
such firm;

(iii) holds together with his relatives two per cent. or more of the total voting power of the company; or

(iv) is a Chief Executive or director, by whatever name called, of any nonprofit organisation that receives
twenty-five per cent. or more of its receipts from the company, any of its promoters, directors or its
holding, subsidiary or associate company or that hold two per cent. or more of the total voting power
of the company; or

(f) who possesses such other qualifications as may be prescribed.
Who shall appoint Independent Director?

Section 149(4) read with Rule 4 of the Companies (Appointment and Qualification of Directors) Rules, 2014
provides for such class or classes of companies where the appointment of Independent director is mandatory.
(Discussed in Lesson 4)

What are the Qualifications of an Independent Director?

Rule 5 of Companies (Appointment and Qualification of Directors) Rules, 2014 made under Chapter XlI provides
that an independent director shall possess appropriate skills, experience and knowledge in one or more fields of
finance, law, management, sales, marketing, administration, research, corporate governance, technical operations
or other disciplines related to the company’s business.

What is the Manner of selection of an Independent Director?

According to section 150 (1) of the Act, independent directors may be selected from a data bank of eligible and
willing persons maintained by the agency (any body, institute or association as may be authorised by Central
Government). Such agency shall put data bank of independent directors on the website of Ministry of Corporate
Affairs or any other notified website. Company must exercise due diligence before selecting a person from the
data bank referred to above, as an independent director.
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This section further stipulates that the appointment of independent directors has to be approved by members in a
General meeting and the explanatory statement annexed to the notice must indicate justification for such appointment.

Any person who desires to get his name included in the data bank of independent directors shall make an
application to the agency in Form DIR-1 Application for inclusion of name in the databank of Independent
Directors which includes the personal, educational, professional, work experience, other Board details of the
applicant [Rule 6(4)].

The agency may charge a reasonable fee from the applicant for inclusion of his name in the data bank of
independent directors [Rule 6 (5)]

An existing or applicant of such data bank of independent directors shall intimate any changes in his particulars
within fifteen days of such change to the agency [Rule 6 (6)].

Rule 6 (7) prescribed that the databank posted on the website shall:

a) be accessible at the specified website;

(
(b

be substantially identical to the physical version of the data bank;

(d

)
)
(c) be searchable on the parameters specified in rule 6 (2);
) be presented in a format or formats convenient for both printing and viewing online; and
)

(e) contains a link to obtain the software required to view print the particulars free of charge.

What is Declaration of Independence?

A statement/ declaration by an independent director that he meets the criteria of independence is a good
governance practice. Companies are encouraged to obtain such a certificate at the time of appointment as well
as annually. There is always a possibility that independent director losses his independent status while holding
his office. In such a situation the director must approach the Board and communicate his status, in turn company
is expected to make adequate disclosures to the shareholders.

Section 149(7) of Companies Act, 2013 states that every independent director shall at the first meeting of the
Board in which he participates as a director and thereafter at the first meeting of the Board in every financial year
or whenever there is any change in the circumstances which may affect his status as an independent director,
give a declaration that he meets the criteria of independence.

What are Code of Conduct for an Independent Director?

Eighth proviso to Section 149 provides that the independent directors shall abide by the provisions specified in
Schedule IV. It is a guide to professional conduct for independent directors. Adherence to these standards by
independent directors and fulfillment of their responsibilities in a professional and faithful manner will promote
confidence of the investment community, particularly minority shareholders, regulators and companies in the
institution of independent directors.

The code of conduct for independent directors regarding guidelines for professional conduct, roles, functions
and duties, manner of appointments and reappointments, resignation/removal, separate meetings and evaluation
mechanism.

What is the Tenure of an Independent Director?

The tenure of an independent director affects his independence. An independent director with “externality” may
lose its independence or may become not so independent due to friendship established with the internal directors
and the management. It is therefore necessary to limit the tenure of an independent director. Excessively long
tenure of independent directors reflects: Closeness of the relationship between the independent director and
management and lack of Board renewal.
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As per proviso 10 to Section 149 of the Companies Act, 2013, subject to provisions of Section 152, an independent
director shall hold office for a term up to five consecutive years on the Board of a company and shall be eligible
for reappointment for another term of up to five consecutive years on passing of a special resolution by the
company.

Provided that a person who has already served as an independent director for five years or more in a company
as on October 1, 2014 shall be eligible for appointment, on completion of his present term, for one more term of
up to five years only.

Provided further no independent director shall hold office for two consecutive terms but shall be eligible for
appointment as independent director after the expiration of three years of ceasing to be an independent director
in the company. (Section 149(11))

Clarifications by MCA:

1. Can independent directors appointed prior to April 1, 2014 continue and complete their remaining
tenure, under the provisions of the Companies Act, 1956 or they should demit office and be re-appointed
(should the company so decide) in accordance with the provisions of the new Act.

Explanation to section 149(11) clearly provides that any tenure of an independent director on the date
of commencement of the Act shall not be counted for his appointment/ holding office of director under
the Act. In view of the transitional period of one year provided under section 149(5), It has been
clarified that it would be necessary that if it is intended to appoint existing independent directors under
the new Act, such appointment shall be made expressly under section 149(10)/ (11) read with Schedule
IV of the Act within one year from 1st April, 2014, subject to compliance with eligibility and other
prescribed conditions.

2. Whether it would be possible to appoint an individual as an ID for a period less than five years.

It has been clarified that section 149(10) of the Act provides a term of “upto five consecutive years” for
an Independent Directors. As such while appointment of an ‘ID’ for a term of less than five years would
be permissible, appointment for any term (whether for five years or less) is to be treated as a one term
under section 149(10) of the Act. Further, under section 149(11) of the Act, no person can hold office
of independent director for more than ‘two consecutive terms’. Such a person shall have to demit office
after two consecutive terms even if the total number of years of his appointment in such two consecutive
terms is less than 10 years. In such a case the person completing ‘consecutive terms of less than ten
years’ shall be eligible for appointment only after the expiry of the requisite cooling-off period of three
years.

What are the provisions related to remuneration of independent Directors?

Section 149(9) provides that notwithstanding anything contained in any other provision of this Act, but subject to
the provisions of sections 197 and 198, an independent director shall not be entitled to any stock option and may
receive remuneration by way of fee provided under sub-section (5) of section 197, reimbursement of expenses
for participation in the Board and other meetings and profit related commission as may be approved by the
members.

How to evaluate Performance of an Independent director?

Section 178(2) read with Schedule IV: The Nomination and Remuneration Committee shall identify persons who
are qualified to become directors and who may be appointed in senior management in accordance with the
criteria lay down, recommend to the Board their appointment and removal and shall carry out evaluation of
every director’s performance. The performance evaluation of independent directors shall be done by the entire
Board of Directors, excluding the director being evaluated. On the basis of the report of performance evaluation,
it shall be determined whether to extend or continue the term of appointment of the independent director.
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What is the Legal position of an Independent Director?

Independent directors are invited to sit on the board purely on account of their special skills and expertise in
particular fields and they represent the conscience of the investing public and also take care of public interest.
Independent directors bear a fiduciary responsibility towards shareholders and the creditors. The company and
the board are responsible for all the consequences of actions taken by the officers of the company.

As per Section 149(12), notwithstanding anything contained in this Act, an independent director; shall be held
liable, only in respect of such acts of omission or commission by a company which had occurred with his
knowledge, attributable through Board processes, and with his consent or connivance or where he had not
acted diligently.

Further, Section 149(13) states that the provisions of sections 152(6) & (7) in respect of retirement of directors
by rotation shall not be applicable to appointment of independent directors.

D. Clause 49 of the Listing Agreement
Meaning

The expression ‘independent director’ shall mean a non-executive director, other than a nominee director of the
company:

(a) who, inthe opinion of the Board, is a person of integrity and possesses relevant expertise and experience;
(b) (i) who is or was not a promoter of the company or its holding, subsidiary or associate company;

(i) who is not related to promoters or directors in the company, its holding, subsidiary or associate
company;

(c) apart from receiving director’s remuneration, has or had no pecuniary relationship with the company, its
holding, subsidiary or associate company, or their promoters, or directors, during the two immediately
preceding financial years or during the current financial year;

(d) none of whose relatives has or had pecuniary relationship or transaction with the company, its holding,
subsidiary or associate company, or their promoters, or directors, amounting to two per cent. or more of
its gross turnover or total income or fifty lakh rupees or such higher amount as may be prescribed,
whichever is lower, during the two immediately preceding financial years or during the current financial
year;

(e) who, neither himself nor any of his relatives —

(i) holds or has held the position of a key managerial personnel or is or has been employee of the
company or its holding, subsidiary or associate company in any of the three financial years
immediately preceding the financial year in which he is proposed to be appointed;

(ii) is or has been an employee or proprietor or a partner, in any of the three financial years immediately
preceding the financial year in which he is proposed to be appointed, of —

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

(B) any legal or a consulting firm that has or had any transaction with the company, its holding,
subsidiary or associate company amounting to ten per cent or more of the gross turnover of
such firm;

(iii) holds together with his relatives two per cent or more of the total voting power of the company; or

(iv) is a Chief Executive or director, by whatever name called, of any non-profit organisation that receives
twenty-five per cent or more of its receipts from the company, any of its promoters, directors or its
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holding, subsidiary or associate company or that holds two per cent or more of the total voting
power of the company;

(v) is a material supplier, service provider or customer or a lessor or lessee of the company;
(f) who is not less than 21 years of age.
Term of Office

An independent director shall hold office for a term up to five consecutive years on the Board of a company and
shall be eligible for reappointment for another term of up to five consecutive years on passing of a special
resolution by the company.

Provided that a person who has already served as an independent director for five years or more in a company
as on October 1, 2014 shall be eligible for appointment, on completion of his present term, for one more term of
up to five years only.

Provided further that an independent director, who completes his above mentioned term, shall be eligible for
appointment as independent director in the company only after the expiration of three years of ceasing to be an
independent director in the company.

Limit on number of directorships
(a) A person shall not serve as an independent director in more than seven listed companies.

(b) Further, any person who is serving as a whole time director in any listed company shall serve as an
independent director in not more than three listed companies.

Formal letter of appointment to Independent Directors

(a) The company shall issue a formal letter of appointment to independent directors in the manner as
provided in the Companies Act, 2013.

(b) The letter of appointment along with the detailed profile of independent director shall be disclosed on
the websites of the company and the Stock Exchanges not later than one working day from the date of
such appointment.

Performance evaluation of Independent Directors

(@) The Nomination Committee shall lay down the evaluation criteria for performance evaluation of
independent directors.

(b) The company shall disclose the criteria for performance evaluation, as laid down by the Nomination
Committee, in its Annual Report.

(c) The performance evaluation of independent directors shall be done by the entire Board of Directors
(excluding the director being evaluated).

(d) Onthe basis of the report of performance evaluation, it shall be determined whether to extend or continue
the term of appointment of the independent director.

Separate meetings of the Independent Directors

(a) Theindependent directors of the company shall hold at least one meeting in a year, without the attendance
of non-independent directors and members of management. All the independent directors of the company
shall strive to be present at such meeting.

(b) The independent directors in the meeting shall, inter-alia:

(i) review the performance of non-independent directors and the Board as a whole;



Lesson 5 m Board Effectiveness - Issues and Challenges 125

(i) review the performance of the Chairperson of the company, taking into account the views of executive
directors and non-executive directors;

(iii) assess the quality, quantity and timeliness of flow of information between the company management
and the Board that is necessary for the Board to effectively and reasonably perform their duties.

Training of Independent Directors

(a) The company shall provide suitable training to independent directors to familiarize them with the company,
their roles, rights, responsibilities in the company, nature of the industry in which the company operates,
business model of the company, etc.

(b) The details of such training imparted shall be disclosed in the Annual Report.
Remuneration to Independent Directors

Clause 49 provides that all fees/ compensation, if any paid to non-executive directors, including independent
directors, shall be fixed by the Board of Directors and shall require previous approval of shareholders in general
meeting. The shareholders’ resolution shall specify the limits for the maximum number of stock options that can
be granted to non-executive directors, in any financial year and in aggregate.

Provided that the requirement of obtaining prior approval of shareholders in general meeting shall not apply to
payment of sitting fee to non-executive directors, if made within the limits prescribed under the Companies act,
2013 for the payment of sitting fees without approval of the Central government.

CASE STUDIES

Securities Exchange Commission, USA, in a recent case has begun a new era of scrutinizing liability of
independent directors by bringing an action against independent director. In SEC v. Raval, Civil Action No.
8:10-cv-00101 (D.Neb. filed Mar.15,2010) it was alleged that Vasant Raval, former Chairman of the Audit
Committee of InfoGroup Inc.(now InfoUSA, Inc.) had failed to sufficiently investigate certain “red flags”
surrounding the company’s former CEO and Chairman of the Board, Vinod Gupta.

The SEC’s complaint alleged that Vasant Raval 70, resident of Nebraska, served on the board of directors for
InfoGroup in various positions from 2003 to 2008, including a stint as Chairman of the Audit Committee.
During this period, Raval allegedly turned a blind eye to allegations that Vinod Gupta directed the company to
improperly pay himself $9.5 million that he then spent on corporate jets, service for his yacht, life insurance
premiums, and payment of personal credit cards. In addition, the complaint alleged that Gupta directed the
company to enter into related party transactions totaling approximately $9.3 million with entities that he controlled
or with whom he was affiliated viz. Annapurna Corporation (now Everest Corporation), Aspen Leasing Services,
LLC (“Aspen Leasing”). These related party transactions were not disclosed in the company’s public filings.

The Commission also alleged that Raval failed to respond appropriately to various red flags concerning
Gupta’s expenses and Info’s related party transactions with Gupta’s entities. According to the complaint,
Raval failed to take appropriate action regarding the concerns expressed to him by two internal auditors of
Infogroup Inc., that Gupta was submitting requests for reimbursement of personal expenses. In a board
meeting, Raval was tasked with investigating the propriety of the transactions. Rather than seeking assistance
from outside counsel or rigorously scrutinizing the transactions, Raval began his “in depth investigation” and
presented a report to the company’s board merely in 12 days. The “Raval Report” however, omitted critical
facts.

Despite numerous prompts by internal auditor, Raval failed to undertake a thorough investigation. As a result,
the company allegedly failed to disclose related party transactions and materially understated Gupta’s
compensation. Although Raval did not make any pecuniary benefits, he failed to discharge his duties and
take meaningful action to further investigate Gupta’s misconduct and misappropriation of company funds.
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The SEC charged Raval for failing in his ‘affirmative responsibilities’ and thus violating the anti-fraud, proxy,
and reporting provisions of the US Exchange Act. To settle his case, Raval consented to the entry of a
permanent injunction prohibiting future violations of the related provisions of the federal securities laws, a
$50,000 civil penalty, and a five-year ban from serving as an officer or director of a company.

Indian scenario

In Bhopal Gas Tragedy verdict, the Bhopal Trial Court on 7" June 2010 has held Keshub Mahindra reputed
industrialist, the then non executive chairman of Union Carbide India limited(UCIL), guilty and sentenced him
to two years of imprisonment alongwith seven others accused. He was charged of attending only a few
meetings in a year and took only macro view of the company’s developments. A non-vigilant act of non-
executive chairman, accounted for death of thousands. “Ignorance” of the system by the director of the
company is unacceptable. Role of non executive director in this case is questionable. Later he was granted
bail.

7. Nominee Director

Anominee director belongs to the category of non-executive director, and is appointed on behalf of an interested
party.

It is pertinent to mention here that there is a divergent view as to whether a nominee director can be considered
independent or not. Naresh Chandra Committee in its report stated that ‘nominee director’ will be excluded from
the pool of directors in the determination of the number of independent directors. In other words, such a director
will not feature either in the numerator or the denominator.

While Clause 49 specifically provides that nominee directors appointed by an institution, which has invested in
or lent to the company shall be deemed to be independent directors. Section 149(6) of the Companies Act, 2013
specifically excludes nominee director from being considered as Independent.

8. Lead Independent Director

Internationally, it is considered a good practice to designate an independent director as a lead independent
director or senior independent director. He coordinates the activities of other non-employee directors and advises
chairman on issues ranging from the schedule of board meetings to recommending retention of advisors and
consultants to the management.

— Acts as the principal liaison between the independent directors of the Board and the Chairman of the Board;
— Develops the agenda for and preside at executive sessions of the Board’s independent directors;

— Advises the Chairman of the Board as to an appropriate schedule for Board meetings, seeking to
ensure that the independent directors can perform their duties responsibly while not interfering with the
flow of Company operations;

— Approves with the Chairman of the Board the agenda for Board and Board Committee meetings and the
need for special meetings of the Board;

— Advises the Chairman of the Board as to the quality, quantity and timeliness of the information submitted
by the Company’s management that is necessary or appropriate for the independent directors to effectively
and responsibly perform their duties;

— Recommends to the Board the retention of advisors and consultants who report directly to the Board;

— Interviews, along with the chair of the Nominating and Corporate Governance Committee, all Board
candidates, and make recommendations to the Nominating and Corporate Governance Committee;

— Assists the Board and Company officers in better ensuring compliance with and implementation of the
Governance Guidelines;
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— Serves as Chairman of the Board when the Chairman is not present; and
— Serves as a liaison for consultation and communication with shareholders.

California Public Employees’ Retirement System (CalPERS) provides that where the Chairman of the board is
not an independent director, and the role of Chairman and CEO is not separate, the board should name a
director as lead independent director who should have approval over information flow to the board, meeting
agendas, and meeting schedules to ensure a structure that provides an appropriate balance between the powers
of the CEO and those of the independent directors.

Other roles of the lead independent director should include chairing meetings of non-management directors and
of independent directors, presiding over board meetings in the absence of the chair, serving as the principle
liaison between the independent directors and the chair, and leading the board/director evaluation process.
Given these additional responsibilities, the lead independent director is expected to devote a greater amount of
time to board service than the other directors.

9. Chairman

The responsibility for ensuring that boards provide the leadership which is expected of them is that of their
chairman. Chairmen, however, have no legal position; they are whoever the board elects to take the chair at a
particular meeting. Boards are not bound to continue with the same chairman for successive meetings. In law,
all directors have broadly equal responsibilities and chairmen are no more equal than any other board member.
Chairmen are an administrative convenience and a means of ensuring that board meetings are properly conducted.

Thus from a statutory point of view there is no necessity for a board to have a continuing chairman. The chairmanship
could, for example, rotate among board members. Although board chairmen have no statutory position, the choice
of who is to fill that post is crucial to board effectiveness. If the chairman is not upto the task, itis improbable that the
meeting will achieve anything but frustration and waste of that most precious of resources—time. Continuity and
competence of Chairmanship is vital to the contribution which boards make to their companies. The leaders which
boards give to their companies, stems from the leadership which chairmen give to their boards.

The Chairman’s primary responsibility is for leading the Board and ensuring its effectiveness.
The role of the Chairman includes:

— setting the Board agenda, ensuring that Directors receive accurate, timely and clear information to
enable them to take sound decisions, ensuring that sufficient time is allowed for complex or contentious
issues, and

— encouraging active engagement by all members of the Board;

— taking the lead in providing a comprehensive, formal and tailored induction programme for new Directors,
and in addressing the development needs of individual Directors to ensure that they have the skills and
knowledge to fulfill their role on the Board and on Board Committees;

— evaluating annually the performance of each Board member in his/her role as a Director, and ensuring
that the performance of the Board as a whole and its Committees is evaluated annually. Holding meetings
with the non executive Directors without the executives being present;

— ensuring effective communication with shareholders and in particular that the company maintains contact
with its principal shareholders on matters relating to strategy, governance and Directors’ remuneration.
Ensuring that the views of shareholders are communicated to the Board as a whole.

The main features of the role of chairman are as follows:

— Being chairman of the board, he/she is expected to act as the company’s leading representative which
will involve the presentation of the company’s aims and policies to the outside world;
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— to take the chair at general meetings and at board meetings. With regard to the latter this will involve:
— the determination of the order of the agenda;
— ensuring that the board receives proper information;

— keeping track of the contribution of individual directors and ensuring that they are all involved in discussions
and decision making. At all meetings the chairman should direct discussions towards the emergence of
a consensus view and sum up discussions so that everyone understands what has been agreed;

— to take a leading role in determining the composition and structure of the board. This will involve regular
reviews of the overall size of the board, the balance between executive and non-executive directors and
the balance of age, experience and personality of the directors.

The chairman is responsible for leadership of the board, ensuring its effectiveness on all aspects of its role and
setting its agenda. The chairman is also responsible for ensuring that the directors receive accurate, timely and
clear information. The chairman should ensure effective communication with shareholders. The chairman should
also facilitate the effective contribution of non-executive directors in particular and ensure constructive relations
between executive and non-executive directors.

First proviso to Section 203 of the Companies Act, 2013 provides for the separation of role of Chairman and
Chief Executive Officer subject to conditions thereunder.

Clause 49 further provides that in case the Chairman of the board in a non —executive director, at least one-third
of the Board should comprise independent directors and in case the company does not have a regular non-
executive Chairman, at least half of the Board should comprise independent directors.

As per the Institute of Directors (I0D) (UK), the following are the responsibilities of a chairman

The chairman’s primary role is to ensure that the board is effective in its tasks of setting and implementing the
company’s direction and strategy.

The chairman is appointed by the board and the position may be full-time or part time. The role is often combined
with that of managing director or chief executive in smaller companies. However, the joint role is considered to
be less appropriate for public companies listed on the Stock Exchange.

10. Chief Executive Officer (CEO)

The Board appoints the CEO based on the criterion of his capability and
competence to manage the company effectively. His main responsibilities
include developing and implementing high-level strategies, making major
corporate decisions, managing the overall operations and resources of a
company, and acting as the main point of communication between the board
of directors and the corporate operations. He is involved with every aspect of
the company’s performance. The CEO is supported and advised by a skilled board and CEO is ultimately
accountable to the board for his actions. The most important skill of a CEQO is to think strategically. His key role
is leading the long term strategy and its implementation, it further includes:

As per Section 2(18) of the
Companies act, 2013, “Chief
Executive Officer” means an
officer of a company, who has
been designates as such by it.

Developing implementation plan of action to meet the competition and keeping in mind the long term
existence of the company

Adequate control systems

Monitoring the operating and financial outcomes against the set plan

Remedial action

Keeping the Board informed
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CEO should be able to, by the virtue of his ability, expertise, resources and authority keep the company prepared
to avail the benefit of any change whether external or internal.

Separation of role of Chairman and Chief Executive Officer

Itis perceived that separating the roles of chairman and chief executive officer (CEQO) increases the effectiveness
of a company’s board. This is also provided in the Section 203 of the Companies Act, 2013

It is the board’s and chairman’s job to monitor and evaluate a company’s performance. A CEO, on the other
hand, represents the management team. If the two roles are performed by the same person, then it's an individual
evaluating himself. When the roles are separate, a CEO is far more accountable.

A clear demarcation of the roles and responsibilities of the Chairman of the Board and that of the Managing
Director/CEO promotes balance of power. The benefits of separation of roles of Chairman and CEO can be:

1. Director Communication: A separate chairman provides a more effective channel for the board to
express its views on management

2. Guidance: a separate chairman can provide the CEO with guidance and feedback on his/her performance

3. Shareholders’ interest: The chairman can focus on shareholder interests, while the CEO manages the
company

4. Governance: a separate chairman allows the board to more effectively fulfill its regulatory requirements

5. Long-Term Outlook: separating the position allows the chairman to focus on the long-term strategy
while the CEO focuses on short-term profitability

6. Succession Planning: a separate chairman can more effectively concentrate on corporate succession
plans.

The chairman may be a person outside the board?

— True or False

?

11. Company Secretary

As per Section 2(24) of the Companies Act, 2013, company secretary” or “secretary” means a company secretary
as defined in clause (c) of sub-section (1) of section 2 of the Company Secretaries Act, 1980 who is appointed
by a company to perform the functions of a company secretary under this Act;

Under Section 2(60) of the Companies Act, the company secretary has also been included in the category of the
officer of the company and shall be considered to be in default in complying with any provisions of the Companies
Act, 2013

A Company Secretary, being a close confidante of the board will also be able to command confidencsof individual
directors so as to ensure that the culture of independence is promoted at the board and committee meetings
and at the level of individual directors. Company Secretary:

— plays a key role in ensuring that the Board procedures are followed and

Company Secretary acts as a vital .
pany 3 regularly reviewed

link between the company and its
Board of Directors, shareholders — provides the Board with guidance as to its duties, responsibilities and
and other stakeholders and powers under various laws, rules and regulations

regulatory authorities




130 PP-EGAS

— acts as a compliance officer as well as an in-house legal counsel to advise the Board and the functional
departments of the company on various corporates, business, economic and tax laws

— is an important member of the corporate management team and acts as conscience seeker of the
company

Section 2(51) of the Companies Act, 2013 defines KMP as
“Key managerial personnel”, in relation to a company, means —
(i) the Chief Executive Officer or the managing director or the manager;
(i) the company secretary;
(iii) the whole-time director;
(iv) the Chief Financial Officer; and

(v) such other officer as may be prescribed.

In the light of provisions of Section 2(60) of Companies Act, 2013 Company Secretary is also an officer
in default.

Functions and Duties of a Company Secretary
Section 205 of the Companies Act, 2013 prescribed that the functions of the company secretary shall include,—

(a) to report to the Board about compliance with the provisions of this Act, the rules made thereunder and
other laws applicable to the company;

(b) to ensure that the company complies with the applicable secretarial standards;
(c) to discharge such other duties as may be prescribed.

Explanation — For the purpose of this clause, the expression “secretarial standards” means secretarial standards
issued by the Institute of Company Secretaries of India and approved by the Central Government.

Further, Rule 10 of the Companies (Appointment and Remuneration of managerial Personnel) Rules, 2014:-
— To guide the directors of the company regarding their duties, responsibilities and powers
— To facilitate the convening of meetings
— To attend Board Meetings, Committee Meetings and General Meetings
— To maintain minutes of the meetings
— To obtain the approvals from Board, General Meeting, Government and other authorities as required
— To represent before various regulators, and other authorities
— To assist the Board in the conduct of affairs of the company
— To assist and advise the Board in ensuring good corporate governance

— To assist and advise the Board in ensuring the compliance of corporate governance requirements and
best practices

— To discharge such other duties as specified under the Act or rules
— To discharge such other duties as may be assigned by the Board from time to time
Appointment of Company Secretary

Section 203 (2) of Companies Act, 2013 provides that every whole-time key managerial personnel of a company
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shall be appointed by means of a resolution of the Board containing the terms and conditions of the appointment
including the remuneration. Rule 8 and 8A of companies (Appointment and Remuneration of Managerial
Personnel) Rules, 2014

Rule 8 — Every listed company and every public company having paid up capital of 10 crore or more rupees
shall have whole- time Key Managerial personnel.

Rule 8A — Companies other than covered under rule 8 which has paid up capital of 5 crore or more shall have
a whole-time Company Secretary.

The Financial Aspects of Corporate Governance 1992 (Cadbury Report) lays that the company secretary
has a key role to play in ensuring that board procedures are both followed and regularly reviewed. The chairman
and the board will look to the company secretary for guidance on what their responsibilities are under the rules
and regulations to which they are subject and on how those responsibilities should be discharged. All directors
should have access to the advice and services of the company secretary and should recognise that the chairman
is entitled to the strong and positive support of the company secretary in ensuring the effective functioning of the
board. It should be standard practice for the company secretary to administer, attend and prepare minutes of
board proceedings.

UK Corporate Governance Code 2012 provides that the company secretary’s responsibilities include ensuring
good information flows within the board and its committees and between senior management and non executive
directors, as well as facilitating induction and assisting with professional development as required. The company
secretary should be responsible for advising the board through the chairman on all governance matters.

King Code of Corporate Governance for South Africa, 2009
Principle 1.22: The board should be assisted by a competent Company Secretary

— The company secretary has a pivotal role to play in the corporate governance of a company, and it is
advisable that entities other than companies delegate this responsibility to an appropriate individual(s)
or organisation.

— The chairman and board will look to the company secretary for guidance on their responsibilities and
their duties and how such responsibilities and duties should be properly discharged in the best interests
of the company.

— The company secretary should ensure that the board and board committee charters are kept up to date.
The company secretary should have a direct channel of communication to the chairman and should be
available to provide comprehensive practical support and guidance to directors, with particular emphasis
on supporting the non-executive directors and the chairman.

— The company secretary should provide a central source of guidance and advice to the board, and within
the company, on matters of ethics and good governance, as well as providing administrative support to
the board and board committees.

— The company secretary is responsible to ensure the proper compilation of board papers.

— The company secretary should be tasked with the obligation of eliciting appropriate responses, feedback
and input to specific agenda items in board and board committee deliberations. The company secretary’s
role should also be to raise matters that may warrant the attention of the board.

— The company secretary must ensure that the minutes of board and board committee meetings are
circulated to the directors in a timely manner, after the approval of the chairman of the relevant board
committee.

— The appointment and removal of a company secretary is a matter for the board.
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— The board should be cognizant of the duties imposed upon the company secretary and should empower
the individual accordingly to enable him to properly fulfil those duties.

— The company secretary should ensure that the procedure for the appointment of directors is properly
carried out and he should assist in the proper induction, orientation and development of directors,
including assessing the specific training needs of directors and executive management in their fiduciary
and other responsibilities.

BOARD COMPOSITION

Board composition is one of the most important determinants of board effectiveness. Beyond the legal requirement
of minimum directors, a board should have a mix of inside and Independent Directors with a variety of experience
and core competence. The potential competitive advantage of a Board structure constituted of executive directors
and independent non-executive directors is in its combinations of — the depth of knowledge of the business of
the executives and the breadth of experience of the non-executive/independent/outside director. Section 149 of
Companies Act 2013, provides following in relation to Board Composition:

(7) Every company shall have a Board of Directors consisting of individuals as directors and shall have—

(a) a minimum number of three directors in the case of a public company, two directors in the case of a
private company, and one director in the case of a One Person Company; and

(b) a maximum of fifteen directors:
Provided that a company may appoint more than fifteen directors after passing a special resolution:

Provided further that such class or classes of companies as may be prescribed, shall have at least
one woman director.

(2) Every company existing on or before the date of commencement of this Act shall within one year from
such commencement comply with the requirements of the provisions of sub-section (7).

(3) Every company shall have at least one director who has stayed in India for a total period of not less than
one hundred and eighty-two days in the previous calendar year.

(4) Every listed public company shall have at least one-third of the total number of directors as independent
directors and the Central Government may prescribe the minimum number of independent directors in
case of any class or classes of public companies.

Explanation.— For the purposes of this sub-section, any fraction contained in such one-third number
shall be rounded off as one.

(5) Every company existing on or before the date of commencement of this Act shall, within one year from
such commencement or from the date of notification of the rules in this regard as may be applicable,
comply with the requirements of the provisions of sub-section (4).

Further, as per Section 151 of the Companies Act, 2013, a listed company may have one director elected by
such small shareholders in such manner and with such terms and conditions as may be prescribed.

Explanation- For the purpose of this section “small shareholders” means a shareholder holding shares of nominal
value of not more than twenty thousand rupees or such other sum as may be prescribed.

Rule 7 of the Companies (Appointment and Qualification of Directors) Rules, 2014 prescribes provisions related
to appointment of small shareholders’ director

The Board Composition in the Indian context is governed by the Listing Agreement in case of listed companies.
Clause 49 of the Listing Agreement mandates as under:
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(i) The Board of Directors of the company shall have an optimum combination of executive and non-
executive directors with at least one woman director and not less than fifty percent of the Board of
Directors comprising non-executive directors.

(i) Where the Chairman of the Board is a non-executive director, at least one-third of the Board should
comprise independent directors and in case the company does not have a regular non-executive
Chairman, at least half of the Board should comprise independent directors.

Provided that where the regular non-executive Chairman is a promoter of the company or is related to any
promoter or person occupying management positions at the Board level or at one level below the Board, at least
one-half of the Board of the company shall consist of independent directors.

Explanation: For the purpose of the expression “related to any promoter” referred to in sub-clause (2):

(i) If the promoter is a listed entity, its directors other than the independent directors, its employees or its
nominees shall be deemed to be related to it;

(i) If the promoter is an unlisted entity, its directors, its employees or its nominees shall be deemed to be
related to it.

An aspect of Board structure which is fundamental but is very less visited is that of the Board Size. Board size
is also an important determinant of board effectiveness. The size should be large enough to secure sufficient
expertise on the board, but not so large that productive discussion is impossible.

What is the maximum number of companies in which a person can be a director?

?

SEGMENT Il - BOARD CHARTER

As a good practice companies may have a Board Charter which is intended as a tool to assist directors in
fulfilling their responsibilities as Board members. It sets out the respective roles, responsibilities and authorities
of the Board and of Management in the governance, management and control of the organization. This charter
should be read in conjunction with the Company’s Memorandum and Articles.

A Model Charter may include the following:
The Role of the Board

The principal functions and responsibilities of the Board relating to :

Strategies

Corporate Governance

Financial Management

Relationship with Senior Management

The Role of the Chairman
The Role of the CEO

The Role of the Company Secretary

Directors Code of Conduct
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— Conflicts of Interests
— Related Party transactions
— Board Members Qualifications, skills
— Board Meetings
— Delegation of Authority by the Board
— Role & power of Committees
— Committee Meetings
— Protocol for media contact and comment

— Hospitality and Gifts— not solicit such courtesies and will not accept gifts, services, benefits or hospitality
that might influence, or appear to influence, the Directors’ and Officers’ conduct in representing the
Company.

— Board Evaluation

— Directors liability insurance

— Director Induction

— Non-Executive Director Remuneration

— Director reimbursement of expenses

BOARD PROCESSES

It is important to consider elements of board processes that contribute to the effective & efficient performance of
the Board.

Board Meetings

Decisions relating to the policy and operations of the company are arrived at meetings of the Board held
periodically. Meetings of the Board enable discussions on matters placed before them and facilitate decision
making based on collective judgment of the Board. This requires certain businesses to be approved at meetings
of the Board only.

Good Practices in Convening Board Meetings
Annual Calendar

An Annual calendar that schedules the Board and committee meetings and accordingly dates by which action
required is accomplished is an effective planner for the year. The planner schedules in advance the events so
that both the providers of inputs and receivers of inputs can plan their work systematically.

Meeting Location

The board meetings should take place at a venue that is convenient to the directors (normally the head office).
Boards are increasingly holding at least one board meeting at other company locations so that directors can see
the other sites.

Board Meeting Frequency

Board meetings should be held regularly, at least four times in a year, with a maximum interval of 120 days
between meetings.
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As a rule of thumb and in line with best practice, six to ten meetings are likely to constitute an appropriate
number of board meetings per year, particularly when committees meet between board sessions.
Board Agenda
Preparation of Agenda

The board agenda determines the issues to be discussed. The items for agenda should be collected from heads
of all the departments. Secretary may segregate the ones that can be discussed and decided internally and the
ones which need to be put up before the Board, in consultation with the Chairman and/or Managing Director and
inputs from the CEO.

Any director can request that the chairman include a matter on the board agenda. It is the chairman’s obligation
to offer directors the opportunity to suggest items, which cannot be reasonably denied. In the end, it is each
director’s responsibility to ensure that the right matters are tabled.

Key success factors for setting the agenda include:
— Agendas should strike a balance between reviews of past performance and forward-looking issues.

— Strategic issues require more time for debate so it is a good practice that the allocated discussion time
is indicated in the agenda.

— Some issues will need to be brought to the board several times as projects progress and circumstances
develop.

Factors to keep in mind

— Care should be taken not to consume too much board time on routine or administrative matters.

— The agenda should show the amount of time allocated for each item, without unduly restricting discussion.
Circulation of Notice & Agenda
Notice

Even if meetings have been scheduled in advance, the members of the Board should be adequately and timely
sent notice to enable them to plan accordingly.

Agenda

The agenda should be made available to the Board along with supporting papers at least seven days before the
date of the meeting. The mode of circulation of agenda should ensure that all directors receive the agenda notes
on time. All the material information should be sent to all Directors simultaneously and in a timely manner to
enable them to prepare for the Board Meeting. This would enable the board and especially to non-executive
independent directors to pre-emptly prepare for the discussions based on the papers.

A system should exist for seeking and obtaining further information and clarifications on the agenda items
before the meeting. Directors, including nominee directors, requiring any clarification before the meeting may be
asked to contact the Secretary for additional inputs.

Board Briefing Papers

Board materials should be summarized and formatted so that board members can readily grasp and focus on
the most significant issues in preparation for the board meeting. It is not necessary that more information means
better quality. If relevant and complete information is presented in an orderly manner will be more useful than a
bulky set of documents which has been put together without any order.

The Papers for Board meetings should be:

1. Short. Board papers associated with a particular agenda item should be set out as an executive summary
with further detail provided in annexes.
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2. Timely. Information should be distributed at least seven business days before the meeting.

3. Focused and action-oriented. The papers should present the issue for discussion, offer solutions for
how to effectively address the issue, and provide management’s view on which action to take.

If a proposal is more complex or requires additional explanation, the board should consider delegating the
matter to a board committee or seek a detailed discussion or require an appraisal by an outside independent
expert.

Directors should inform the chairman if the information they receive is insufficient for making sound decisions
and monitoring responsibilities effectively.

The Information Requirements for Board Meetings

These requirements will vary among companies. In general, directors should expect to receive the following
regular items at least seven days before the board meeting:

(a) An agenda, this should be on one page.

(b) Minutes from last meeting along with action taken report.

(c) Minutes of Committee Meetings.

(d) Information of the statutory compliances of the laws applicable to the company.

Papers relating to specific agenda items. The reports should be clearly structured with headings such as:
“Purpose,” “Background,” “Issues,” “Impact,” and “Recommendations”. Whenever possible, the report’s writer
should list his/ her name as author with responsibilities for its contents, the date, and contact details.

Provisions Regarding Meetings of the Board
Meetings of the Board: Section 173 of Companies Act, 2013
Section 173 of the Act deals with Meetings of the Board
— TheAct provides that the first Board meeting should be held within thirty days of the date of incorporation.

— In addition to the first meeting to be held within thirty days of the date of incorporation, there shall be
minimum of four Board meetings every year and not more one hundred and twenty days shall intervene
between two consecutive Board meetings.

— In case of One Person Company (OPC), small company and dormant company, at least one Board
meeting should be conducted in each half of the calendar year and the gap between two meetings
should not be less than Ninety days.

Notice of Board Meetings

The Act requires that not less than seven days’ notice in writing shall be given to every director at the registered
address as available with the company. The notice can be given by hand delivery or by post or by electronic
means.

In case the Board meeting is called at shorter notice, at least one independent director shall be present at the
meeting. If he is not present, then decision of the meeting shall be circulated to all directors and it shall be final
only after ratification of decision by at least one Independent Director.

Quorum for Board Meetings: Section 174

One third of total strength or two directors, whichever is higher, shall be the quorum for a meeting. If due to
resignations or removal of director(s), the number of directors of the company is reduced below the quorum as
fixed by the Articles of Association of the company, then, the continuing Directors may act for the purpose of
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increasing the number of Directors to that required for the quorum or for summoning a general meeting of the
Company. It shall not act for any other purpose.

For the purpose of determining the quorum, the participation by a director through Video Conferencing or other
audio visual means shall also be counted. If at any time the number of interested directors exceeds or is equal
to two-thirds of the total strength of the Board of directors, the number of directors who are not interested and
present at the meeting, being not less than two shall be the quorum during such time.

The meeting shall be adjourned due to want of quorum, unless the articles provide shall be held to the same day
at the same time and place in the next week or if the day is National Holiday, the next working day at the same
time and place.

Requirements and Procedures for Convening and Conducting Board’s Meetings

Rule 3 of the Companies (Meetings of Board and its Powers) Rules, 2014 provides for the requirements and
procedures, in addition to the procedures required for Board meetings in person, for convening and conducting
Board meetings through video conferencing or other audio visual means:

(1) Every Company shall make necessary arrangements to avoid failure of video or audio visual connection.
(2) The Chairperson of the meeting and the company secretary, if any, shall take due and reasonable care:
(a) tosafeguard the integrity of the meeting by ensuring sufficient security and identification procedures;

(b) to ensure the availability of proper video conferencing or other audio visual equipment or facilities
for providing transmission of the communications for effective participation of the directors and
other authorized participants at the Board meeting;

(c) to record the proceedings and prepare the minutes of the meeting;

(d) to store for safekeeping and marking the tape recording(s) or other electronic recording mechanism
as part of the records of the company at least before the time of completion of audit of that particular
year;

(e) to ensure that no person other than the concerned director are attending or have access to the
proceedings of the meeting through video conferencing mode or other audio visual means; and

(f) to ensure that participants attending the meeting through audio visual means are able to hear and
see the other participants clearly during the course of the meeting, but the differently abled persons,
may make request to the Board to allow a person to accompany him.

(3) (a) The notices of the meeting shall be sent to all the directors in accordance with the provisions of sub-
section (3) of section 173 of the Act.

(b) The notice of the meeting shall inform the directors regarding the option available to them to participate
through video conferencing mode or other audio visual means, and shall provide all the necessary
information to enable the directors to participate through video conferencing mode or other audio visual
means.

(c) A director intending to participate through video conferencing mode or audio visual means shall
communicate his intention to the Chairman or the company secretary of the company.

(d) If the director intends to participate through video conferencing or other audio visual means, he shall
give prior intimation to that effect sufficiently in advance so that company is able to make suitable
arrangement in this behalf.

(e) The director, who desire, to participate may intimate his intention of participation through the electronic
mode at the beginning of the calendar year and such declaration shall be valid for one calendar year.
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(4)

®)

(6)

(7)

8)

9)

(10)

(11)

(f) In the absence of any such intimation from the director, it shall be assumed that the director will
attend the meeting in person.

At the commencement of the meeting, a roll call shall be taken by the Chairperson when every director
participating through video conferencing or other audio visual means shall state, for the record, the
following namely :

(a) name;

(b) the location from where he is participating;

(c) that he can completely and clearly see, hear and communicate with the other participants;
(d) that he has received the agenda and all the relevant material for the meeting; and

(e) that no one other than the concerned director is attending or having access to the proceedings of
the meeting at the location mentioned in (b) above.

(a) After the roll call, the Chairperson or the Secretary shall inform the Board about the names of persons
other than the directors who are present for the said meeting at the request or with the permission of the
Chairman and confirm that the required quorum is complete.

Explanation: |t is clarified that a director participating in a meeting through video conferencing or other
audio visual means shall be counted for the purpose of quorum, unless he is to be excluded for any
items of business under any provisions of the Act or the Rules.

(b) The roll call shall also be made at the conclusion of the meeting and at the re-commencement of the
meeting after every break to confirm the presence of a quorum throughout the meeting.

With respect to every meeting conducted through video conferencing or other audio visual means
authorised under these rules, the scheduled venue of the meeting as set forth in the notice convening
the meeting, which shall be in India, shall be deemed to be the place of the said meeting and all
recordings of the proceedings at the meeting shall be deemed to be made at such place.

The statutory registers which are required to be placed in the Board meeting as per the provisions of the
Act shall be placed at the scheduled venue of the meeting and where such registers are required to be
signed by the directors, the same shall be deemed to have been signed by the directors participating
through electronic mode if they have given their consent to this effect and it is so recorded in the
minutes of the meeting.

(a) Every participant shall identify himself for the record before speaking on any item of business on the
agenda.

(b) If a statement of a director in the meeting through video conferencing or other audio visual means is
interrupted or garbled, the Chairperson or company secretary shall request for a repeat or reiteration by
the director.

If a motion is objected to and there is a need to put it to vote, the Chairperson shall call the roll and note
the vote of each director who shall identify himself while casting his vote.

From the commencement of the meeting until the conclusion of such meeting, no person other than the
Chairperson, directors, Secretary and any other person whose presence is required by the Board shall
be allowed access to the place where any director is attending the meeting either physically or through
video conferencing without the permission of the Board.

(a) At the end of discussion on each agenda item, the Chairperson of the meeting shall announce the
summary of the decision taken on such item along with names of the directors, if any, dissented from the
decision taken by majority.
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(b) The minutes shall disclose the particulars of the directors who attended the meeting through video
conferencing or other audio visual means.

(12) (a) The draft minutes of the meeting shall be circulated among all the directors within fifteen days of the
meeting either in writing or in electronic mode as may be decided by the Board.

(b) Every director who attended the meeting, whether personally or through video conferencing or other
audio visual means, shall confirm or give his comments, about the accuracy of recording of the
proceedings of that particular meeting in the draft minutes, within seven days or some reasonable time
as decided by the Board, after receipt of the draft minutes failing which his approval shall be presumed.

(c) After completion of the meeting, the minutes shall be entered in the minute book as specified under
section 118 of the Act and signed by the Chairperson.

Explanation - For the purposes of this rule, ‘video conferencing or other audio visual means’ means audio-
visual electronic communication facility employed which enables all the persons participating in a meeting to
communicate concurrently with each other without an intermediary and to participate effectively in the meeting.

Matters not to be dealt with in a Meeting through Video Conferencing or other Audio Visual Means

Rule 4 prescribe restriction on following matters which shall not be dealt with in any meeting held through video
conferencing or other audio visual means:

(i) the approval of the annual financial statements;
(i) the approval of the Board’s report;
(iii) the approval of the prospectus;
(iv) the Audit Committee Meetings for consideration of accounts; and
(v) the approval of the matter relating to amalgamation, merger, demerger, acquisition and takeover.
Penalty

Every officer of the company who is duty bound to give notice under this section if fails to do so shall be liable to
a penalty of twenty five thousand rupees.

Compliance with Secretarial Standards relating to Board Meetings

For the first time in the history of Company Law in India, the Companies Act, 2013 has given statutory
recognition to the Secretarial Standards issued by the Institute of Company Secretaries of India.

Section 118(10) of the Act reads as under:

Every company shall observe secretarial standards with respect to general and Board meetings specified by
the Institute of Company Secretaries of India constituted under section 3 of the Company Secretaries Act,
1980, and approved as such by the Central Government.

In the context of this provision, observance of Secretarial Standards issued by the Institute of Company
Secretaries of India (ICSl) assumes special relevance and companies will have to ensure that there is
compliance with these standards on their part.

The ICSI is in process to bring out the Secretarial Standards in line with Companies Act, 2013 and has
already issued the exposure draft of Secretarial Standard related to Board and General Meeting.

Decision Making Process at the Meeting

() The Chairman and/or Managing Director should explain the proposal put up before the Board, the
background and the expectation of the proposal in the short as well as the long- term to contribute to the
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growth of the company. If need be, a presentation may be made by the concerned executive for easing
the considerations and discussions of the Board as they tend to highlight the key elements within the
written data.

(I1) The criticality and viability of the proposal should be explained and their views should be elicited from all
angles.

(lll) The Board could then deliberate all these issues and come to a decision.
Voting

Voting practices at board meetings differ worldwide. In some countries, it is usual for a majority vote to signify
board approval. In this situation, decisions are made quickly and minority dissent is accepted. However, many
corporate governance experts argue that boards should be collegial; consensus must be attained on every
agenda item without the need to take a vote. In this case, the chairman will often require skill in obtaining
unanimity among the directors — even though the debate initially may have involved substantial constructive
dissent.

Minutes of the Meeting

Section 118 provides that every company shall prepare, sign and keep minutes of proceedings of every general
meeting, including the meeting called by the requisitionists and all proceedings of meeting of any class of share
holders or creditors or Board of Directors or committee of the Board and also resolution passed by postal ballot
within thirty days of the conclusion of every such meeting concerned. In case of meeting of Board of Directors or
of a committee of Board, the minutes shall contain name of the directors present and also name of dissenting
director or a director who has not concurred the resolution. The chairman shall exercise his absolute discretion
in respect of inclusion or non-inclusion of the matters which is regarded as defamatory of any person, irrelevant
or detrimental to company’s interest in the minutes.

Minutes kept shall be evidence of the proceedings recorded in a meeting.

Rule 25 of the Companies (Management and Administration) Rules, 2014 contains provisions with regards to
minutes of meetings.

A distinct minute book shall be maintained for each type of meeting namely:
(i) general meetings of the members;
(i) meetings of the creditors;
(iii) meetings of the Board; and
(iv) meetings of the committees of the Board.

It may be noted that resolutions passed by postal ballot shall be recorded in the minute book of general meetings
as if it has been deemed to be passed in the general meeting. In no case the minutes of proceedings of a
meeting or a resolution passed by postal ballot shall be pasted to any such book.

In case of every resolution passed by postal ballot, a brief report on the postal ballot conducted including the
resolution proposed, the result of the voting thereon and the summary of the scrutinizer’s report shall be entered
in the minutes book of general meetings along with the date of such entry within thirty days from the date of
passing of resolution.

Minutes of proceedings of each meeting shall be entered in the books maintained for that purpose along with the
date of such entry within thirty days of the conclusion of the meeting. Each page of every such book shall be
initialed or signed and the last page of the record of proceedings of each meeting or each report in such books
shall be dated and signed by:
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— in the case of minutes of proceedings of a meeting of the Board or of a committee thereof, by the
chairman of the said meeting or the chairman of the next succeeding meeting;

— in the case of minutes of proceedings of a general meeting, by the chairman of the same meeting within
the aforesaid period of thirty days or in the event of the death or inability of that chairman within that
period, by a director duly authorized by the Board for the purpose;

— in case of every resolution passed by postal ballot, by the chairman of the Board within the aforesaid
period of thirty days or in the event of there being no chairman of the Board or the death or inability of
that chairman within that period, by a director duly authorized by the Board for the purpose.

Minutes books shall be preserved permanently and kept in the custody of the company secretary of the company
or any director duly authorized by the Board for the purpose and shall be kept in the registered office or such
place as the members may decide by passing special resolution pursuant to requirement of section 88 read with
section 94 of the Act.

Minute book of General Meeting
Adequacy of Minutes

Minutes are the written record of a board or committee meeting. Preparation of minutes of general, Board and
committee meetings is a legal requirement under section 118 of Companies Act, 2013.The Company secretary
should ensure compliance of the same accordingly. At a minimum, the minutes must contain:

Meeting location and date

Names of attendees and absentees

Principal points arising during discussion

Board decisions

Minutes record what actually happens at a meeting in the order in which it happened, regardless of whether
the meeting followed the written agenda. The minutes are important legal documents and, by law, must be
kept by the company. They also serve as important reminders of action to be taken between meetings.

Minutes should strike a balance between being a bare record of decisions and a full account of discussions.
On more routine housekeeping matters or more sensitive personnel issues, a brief record is appropriate. For
most items, there should be a summary of the matter discussed and the issues considered. The final decision
must be recorded clearly and concisely. This amount of attention is desirable to show that the board has
acted with due care and complied with any legal duties and obligations.

Where a director disagrees with a board decision, he may ask to have their disagreement recorded in the
minutes. This could be important to avoid future liability for any decision that involves a breach of law or
misuse of the board’s powers.

In general, remarks should not be attributed to individual directors.

Itis the chairman’s responsibility to ensure that sufficient time is allowed for discussion of complex or contentious
issues.

Itis a good practice to draft the minutes of the meetings and circulate them to the directors in reasonable time,
perhaps not later than a week.
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The minutes of the Board Meeting held on 28-11-2012 were not signed by the chairman
of the meeting within 30 days. Consider the legal implications of this under Companies

7 Act, 2013.

Confidentiality

All board papers and proceedings should be considered to be highly confidential. Board papers should not be
shown or circulated to non-directors. Directors should take great care not to discuss or disclose any board
meeting content or proceedings outside the boardroom.

Separate Meetings

Boards shall consider organizing separate meetings with independent directors to update them on all business-
related issues and new initiatives. These meetings give an opportunity for independent directors for exchanging
valuable views on the issues to be raised at the Board meetings. Such meetings are chaired by the independent
non-executive Director or by senior/ lead independent director. The outcome of the meeting is put forward at the
Board meeting.

Schedule IV of the Companies Act, 2013 provides following regarding separate meeting of the Independent
Directors:

(1) Theindependent directors of the company shall hold at least one meeting in a year, without the attendance
of non-independent directors and members of management;

(2) All the independent directors of the company shall strive to be present at such meeting;
(3) The meeting shall:
(a) review the performance of non-independent directors and the Board as a whole;

(b) review the performance of the Chairperson of the company, taking into account the views of executive
directors and non-executive directors;

(c) assess the quality, quantity and timeliness of flow of information between the company management
and the Board that is necessary for the Board to effectively and reasonably perform their duties.

Further, Clause 49 also mandates the separate meeting of independent directors for all the listed companies.
The provisions given in the companies Act and that in the Clause 49 regarding separate meeting are same.

Directors’ Time Commitment

Directors typically should allocate at least as much time for preparation as for the board meeting itself. With
strategy retreats or “away days,” travel, reading, meeting preparation time, and attendance at ad hoc and
committee meetings, directors usually spend three or four days per month for a single, non-executive director
position.

The time spent to prepare for audit committee meetings is normally longer than that for most other board
meetings. Should the time commitment of directors become an issue, then companies may wish to limit the
number of external appointments that directors can hold.

Directors should always evaluate the demands on their time before allowing themselves to be considered for an
appointment. Directors should disclose any other board or external appointment to the nomination committee
before their appointment, and regularly update the board after appointment.
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Is conducting separate meetings a must for the companies under listing agreement
clause 49?

?

SEGMENT Il - RESPONSIBILITIES OF BOARD

Responsibilities cast upon Directors are quite onerous and multifarious. The duties of directors are partly statutory,
partly regulatory and partly fiduciary. Directors are in fiduciary position and must exercise their powers for the
benefit of the company. Board is responsible for direction, control, conduct management and supervision of the
company’s affairs. They have to establish effective corporate governance procedures and best practices and
whistle blower mechanism. Ultimate control and management vests with the Board. The board functions on the
principle of majority or unanimity. A decision is taken on record if it is accepted by the majority or all of the
directors. A single director cannot take a decision. This is one of the purposes of forming a board. If the power of
decision making is given to a single director he might take biased decisions. He may take decisions which
benefit him in his personal capacity. The scope of biasness, partiality and favoritisms is eliminated with the
concept of the board.

The purpose to have a board in the company is to have directors who are expected:
1. To contribute to the business of the company through their knowledge and skills.
. To advise on such matters as need their attention and influence.

. To critically analyze the performance and operations of the company.

2

3

4. To be able to act as a professional aide.

5. To be able to offer their professional expertise in the relevant field.
6. To establish sound business principles and ethics.

7. To act as a mentor to the management.

The responsibilities of the directors can be summarized as below:

Responsibilities towards the company
The board should ensure that:
— It acts in the best interest of the company.
— The decisions it takes do not serve the personal interests of its members.

— It helps the company in increasing its profits and turnover by following principles of equity, ethics and
values.

— It helps the company in building its goodwiill.
— It shares with the management the decision taken by them and the reasons thereof.

— That the company has systems and means to best utilize the resources of the company and especially
its intangible resources.

Responsibilities towards management

The board must ensure that:
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It gives its guidance, support and direction to the management in every decision.
It acts as leader to inspire and motivate the management to perform their duties.
It encourages compliance and disclosures.

It trusts the management and gives it the freedom to act.

It does not dictate terms but take objective decisions.

It follows the company’s code of conduct and the other rules and the regulations of the  company.

Responsibilities towards stakeholders

The board must ensure that:

Its every decision helps in the increasing the stakeholders value.
It does not act in a manner by which any stakeholder is prejudiced.

One stakeholder should not be benefited at the cost of the other — It must discourage restrictive or
monopolistic activities for the undue benefit of the company.

That proper system is established and followed which helps in resolving the grievances of the
stakeholders.

That company has policies for different class of stakeholders which are equally applicable. Such policies
should be based on the principles of equity and justice.

That company discloses its policies to all the stakeholders.

The stakeholders are able to establish long term relationships based on trust and confidence.

Corporate Social Responsibility

The board must ensure that:

The company has policies which encourage social activities on purely non profitable basis.
Such policies are followed ethically and resources are provided to give effect to these policies.
The actual benefit is actually passed on to the society by doing such activities.

That these policies cover activities such as upliftment of society, providing education to the
needed, promoting employment, preservation of environment, etc.

That the company’s products are eco-friendly and comply with all the related norms.

That the company does not take any decision which affects the society adversely.

Responsibility towards government

The board must ensure that:

The company complies with all the laws applicable to it whether they are the central laws or state laws.
There are systems and checks to ensure that the above is complied.
That all the dues towards the government in the form of taxes, rates, etc. are paid on time.

It supports the initiatives taken by the government for the promotion of welfare and security of the
nation.



Lesson 5 m Board Effectiveness - Issues and Challenges 145

Inter-se responsibilities
The board must ensure that:

— True and full disclosure of all the transactions, where there is an interest, is made to the other members
of the board.

— Follow board decorum and code for conduct of meetings.
— All relevant information is shared among themselves for a proper decision making.
— Enable to the board to take an independent, unbiased and objective decisions.

— The executive directors respect and give due regard to the presence and opinions of the non-executive
independent directors.

RESPONSIBILITY FOR LEADERSHIP

The effectiveness of the board depends largely on the leadership skills,
capabilities and commitment to corporate governance practices of each
individual director. The responsibility of the board is also to provide leadership
in advancing the company’s vision, values and guiding principles. The board is
collectively responsible for promoting the success of the company by directing
and supervising the company’s affairs. The board’s role is to provide
entrepreneurial leadership within a framework of prudent and effective controls,
which enable risk to be assessed and managed. The board sets the company’s
strategic aims, ensures that the necessary financial, human resources &
infrastructure are in place for the Company to meet its objectives and review
management performance.

According to Adrian Cadbury, if
the company has to make the
most of its opportunities, the
Board has to be a source of
inspiration for the goals it sets.
The Board is responsible for the
manner in which a company
achieves its goals and therefore
for the kind of enterprise it is and
that which it aspires to become.

Policy Governance

Policy Governance, an integrated board leadership paradigm created by Dr. John Carver, is a groundbreaking
model of governance designed to empower boards of directors to fulfill their obligation of accountability for

the organizations they govern. As a generic system, it is applicable to the governing body of any enterprise. The
model enables the board to focus on the larger issues, to delegate with clarity, to control management’s job
without meddling, to rigorously evaluate the accomplishment of the organization; to truly lead its organization.

Policy Governance framework is designed to enable intelligent, well-intended board members to govern as well
as to perform as far as s possible. It “channels the wisdom of board members, links them and their work to
important constituencies, focuses them on the large long term issues, and makes possible the optimal
empowerment and fair judgment of management”.

The popular belief is that board is not a mere overseer of management actions; nor is it an approver. It is a locus
of decision making in the owner-to-operator sequence of authority. Contrary to being an approver, it is a generator,
an active link in the chain of command

“Boards should make policy, boards should deal with vision and the long term, boards should avoid ftrivia,
boards should not meddle and micromanage; all board members should come prepared and be participative,
and so forth. These exhortations may be good ones, but they are elementary in the extreme-more fitting for
Polonius than for a theorist. At any rate, it is embarrassing that they are the level addressed by many of the
efforts to improve modern governance. Policy governance goes much, much further.”
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“It is the single, central repository of written board wisdom, rather than one of
several board products. Replacing reams of previous board documents, these
documents often number fewer than fifty pages—board members can actually
master all of them, using them as working documents and making frequent
amendments. Moreover, board policies are truly the board’s policies, having
been generated from board deliberation, not parroted from management
recommendations. Explicit, comprehensive governing values of the organization enable new board members to
find quickly what the board stands for. The chairperson and CEO have an unambiguous source for knowing
board expectations of their roles”.

Policy Governance de-fines
policy to include all possible
pronounce-ments within a
carefully crafted arrangement en-

compassing all board policies.

Policy Governance separates issues of organizational purpose (ENDS) from all other organizational issues
(MEANS), placing primary importance on those Ends. Policy Governance boards demand accomplishment of
purpose, and only limit the staff’s available means to those which do not violate the board’s pre-stated standards
of prudence and ethics.

The board’s own Means are defined in accordance with the roles of the board, its members, the chair and other
officers, and any committees the board may need to help it accomplish its job. This includes the necessity to
“speak with one voice”. Dissent is expressed during the discussion preceding a vote. Once taken, the board’s
decisions may subsequently be changed, but are never to be undermined. The board’s expectations for itself
also set out self-imposed rules regarding the delegation of authority to the staff and the method by which board-
stated criteria will be used for evaluation. Policy Governance boards delegate with care. There is no confusion
about who is responsible to the board or for what board expectations they are responsible. Furthermore, boards
that decide to utilize a CEO function are able to hold this one position exclusively accountable.

RELATIONSHIP BETWEEN DIRECTORS AND EXECUTIVE

Board and executive leadership need to work together based on mutual respect, trust and commitment. A board
provides counsel to management and should not get involved in the day-to-day affairs of the organization. Clear
expectations for the board and the director need to be established and maintained, because a board that is
overly active in management can inhibit the organization’s effectiveness. The Executive Management can help
the board govern more and manage less by adopting the following three methods:

— Use a comprehensive strategic plan that has been developed in conjunction with the board, and
supplement it with regular progress reports. This will keep the board’s sights focused on the long term
goals and mission of the organization. Regular reports will keep board members apprised of progress
toward organizational goals, and provide part of the basis for evaluation of the executive management.

— Provide the board with relevant materials before board meetings, and explain why the materials are
coming to the attention of the board. Let board members know how specific agenda items relate to the
organization’s larger mission, and what kind of action or discussion is desired of the board on each item.

— Facilitate board and board committee discussions so that the board stays focused on the larger
issues. Refer to set policies that define the limits of the board’s decision-making power, and strive to
engage the board in a dialogue among themselves that leads to consensus-building.

THE KEY DIFFERENCE BETWEEN DIRECTORS AND MANAGERS

There are many fundamental differences between being a director and a manager. The differences are numerous,
substantial and quite onerous. The table below gives a detailed breakdown of the major differences between
directing and managing:
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Basis Directors Managers
Leadership It is the board of directors who must provide the intrinsic | It is the role of managers

leadership and direction at the top of the organization.

to carry through the
strategy on behalf of the
directors.

Decision Making

Directors are required to determine the future of the
organization and protect its assets and reputation. They
also need to consider how their decisions related to
‘Stake-holders’ and the regulatory framework.

Managers are concerned
with Implementing the
decisions and the policies
made by the board.

Duties and
responsibilities

Directors, not managers, have the ultimate responsibility
for the longer-term prosperity of the company. Directors
are required in law to apply skill and care in exercising
their duty to the company and are subject to fiduciary
duties. If they are in breach of their duties or act
improperly directors may be made personally liable in
both civil and criminal law. On occasion, directors can be
held responsible for acts of the company. Directors

also owe certain duties to the stakeholders of the company.

Managers have far fewer
legal responsibilities.

Relationship with
shareholders

Directors are accountable to the shareholders for the
company’s performance and can be removed from office
by them or the shareholders can pass a special resolution
requiring the Directors to act in a particular way.

Directors act as “Fiduciaries” of the shareholders and
should act in their best interests but also taking into
account the best interests of the company (as a

separate legal entity) and the other stakeholders.

Managers are wusually
appointed and dismissed by
directors or management
and do not have any legal
requirement to be held to
account.

Ethics and values

Directors have a key role in the determination of the
value and ethical position of the company.

Managers must enact the
ethos, taking their direction
from the board.

Company
Administration

Directors are responsible for the company’s
administration.

While the related duties

associated with company
administration can be
delegated to managers, the
ultimate responsibility for

them resides with the
directors.
Statutory If a company becomes insolvent, law imposes various These statutory provisions
Provisions on duties and responsibilities on directors that may do not affect managers.
insolvency involve personal liability, criminal prosecution and
disqualification.
Statutory There are many other statutory provisions that can create | Generally managers are not
Provisions in offences on strict liability under which Directors may face |responsible under the
general penalties if the company fails to comply. A very wide range| Statutory Provisions.
of statutes impose duties on Directors which are
numerous.
Disqualification Directors can be disqualified as Directors under law. The control over the

employment of a Manager
rests with the company.

(From website - Institute of Directors, UK)
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BARRIERS TO VISIONARY LEADERSHIP

Frank Martinelli - Lists the barriers with a view to helping companies identify them in their organizations and to
remove them to facilitate visionary board leadership:

Lack of Time Management - Lack of time to attend meetings, read materials and maintain contact with
each other in between meetings. The board members need to organize themselves for maximum
effectiveness and avoid wasting time on trivial matters.

Resistance to risk taking - In order to be innovative and creative in its decision-making, boards must
be willing to take chances, to try new things, to take risks. Success in new venture is never granted.
Boards need to acknowledge the tension point and discuss it with funders and other key supporters.
Board leadership must strike a balance between taking chances and maintaining the traditional
stewardship role.

Lack of Strategic Planning - Strategic planning offers boards an opportunity to think about changes
and trends that will have significant impact and develop strategies to respond to challenges. Some
boards are not involved in strategic planning at all; others are involved in a superficial way. Therefore,
the boards lose an important opportunity to hone/exercise visionary leadership skills.

Complexity - Board members frequently lack a deep understanding of critical changes, trends and
developments that challenge fundamental assumptions about how it defines its work and what success
looks like. This lack of knowledge results in a lack of confidence on the part of the board to act decisively
and authoritatively.

Micro Management - It is necessary that the board focuses its attention on items of critical importance
to the organization. If the board is tempted to micro manage or to meddle in lesser matters, an opportunity
to provide visionary leadership is lost.

Clinging to Tradition — Boards often resist change in order to preserve tradition. However, changing
environment requires the Boards to be open to change. Maira and Scott - Morgan in “The Accelerating
Organisation” point out that continuous shedding of operating rules is necessary because of changing
environmental conditions. But shedding becomes more complicated in systems involving human beings,
because their sense of self-worth is attached to many old rules. This human tendency to hold on to the
known prevents boards from considering and pursuing new opportunities which conflict with the old
rules.

Confused Roles - Some boards assume that it is the job of the executive director to do the visionary
thinking and that the board will sit and wait for direction and inspiration. This lack of clarity can result in
boards that do not exercise visionary leadership because they do not think it is their job.

Past Habit - Time was when clients, members and consumers would just walk in the door on their own.
Viewing things in this way, boards did not consider market place pressures, or for that matter a competitive
marketplace. All that has changed, yet for many boards their leadership style has not kept pace with this
new awareness.

SEGMENT IV - TRAINING OF DIRECTORS

Need,

objective and methodology

An important aspect of Board effectiveness would be appropriate attention to development and training of directors
on the lines of management development and training. Director induction should be seen as the first step of the
board’s continuing improvement. Investing in board development strengthens the board and individual directors.
The normal expectation is that independent directors having been invited to join the Board due to their rich
background and expertise, may not need any training. As the Board of Directors is primarily responsible for
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good governance practices, which is quite different from management, it calls for new areas of knowledge and
different skills. Training should encompass both a thorough induction programme and an ongoing training and
development opportunities for the board members. Since the Board composition is getting more diverse a
system of formal training and evaluation is very important to foster trust, cohesion and communication among
board members.

Director Induction

Induction procedures should be in place to allow new directors to participate fully and actively in board decision-
making at the earliest opportunity. To be effective, new directors need to have a good deal of knowledge about
the company and the industry within which it operates involves introducing new directors to the people with
whom they will be working and explaining how the board operates. It involves building up rapport, trust, and
credibility with the other directors so that the new director is accepted by and can work with fellow directors.

Common methods of induction include:
— Briefing papers
— Internal visits
— Introductions

An induction program should be available to enable new directors to gain an understanding of:

the company’s financial, strategic, operational and risk management position

the rights, duties and responsibilities of the directors

the roles and responsibilities of senior executives

the role of board committees.

An induction kit should be given to new directors which should contain the following:
— Memorandum and Articles of Association with a summary of most important provisions
— Brief history of the company
— Current business plan, market analysis and budgets

— All relevant policies and procedures, such as a policy for obtaining independent professional advice for
directors;

— Protocol, procedures and dress code for Board meetings, general meetings, , staff social events, site
visits etc including the involvement of partners;

— Press releases in the last one year

— copies of recent press cuttings and articles concerning the company
— Annual report for last three years

— Notes on agenda and Minutes of last six Board meetings

— Board’s meeting schedule and Board committee meeting schedule

— Description of Board procedures.

Directors Development Programme

Professional development should not be treated as merely another training schedule rather than that it more
structured so as to sharpen the existing skills and knowledge of directors. It is a good practice for boards to
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arrange for an ongoing updation of their members with changes in governance, technologies, markets, products,
and so on through:

— Ongoing education
— Site visits
— Seminars; and

— Various short term and long term Courses

Training of Independent Directors — Revised Clause 49 of Listing Agreement

(a) The company shall provide suitable training to independent directors to familiarize them with the
company, their roles, rights, responsibilities in the company, nature of the industry in which the company
operates, business model of the company, etc.

(b) The details of such training imparted shall be disclosed in the Annual Report.

PERFORMANCE REVIEW OF BOARD & INDIVIDUAL DIRECTOR

A formal evaluation of the board and of the individual directors is one potentially effective way to respond to the
demand for greater board accountability and effectiveness. Feedback about the performance of individual board
members can help them enhance their skill as directors and can motivate them to be better board members.
Evaluations can provide an ongoing means for directors to assess their performance Board appraisals, if
conducted properly; produce a number of positive outcomes. In addition to the obvious benefit of greater board
accountability, four areas of performance improvement have been identified:

(1) more effective board operations,

(2) better team dynamics and communication,

(3) greater clarity with regard to member roles and responsibilities, and
(4) improved CEO-board relations.

Soliciting feedback and reflecting on the board’s performance through a formal process encourage boards to
pay greater attention to how they actually operate and in turn are very helpful in identifying ways to improve the
board. As a result of such a process, suggestions and concerns about boardroom activities emerge more often
and more constructively from board members.

Evaluations of group performance usually encourage a more through examination of an individual's and a
group’s responsibilities and roles. Board evaluations are no exception. By focusing on the board as a team and
on its overall performance, communication and overall level of participation improved.

The performance appraisal of executive directors is judged by the performance/the operating results of the
company. The performance appraisal of non-executive directors is complex. Normally companies use—

(1) Self-appraisal
(2) peer review method wherein the every director’s performance is reviewed by the other directors.
This is done under the direction of a lead independent director/chairman.

Proviso 2 to Section 178 of the Companies Act, 2013 provides that the Nomination and Remuneration Committee
shall carry out evaluation of every director’'s performance. Further, Schedule IV of the Companies Act, 2013
provides for the following evaluation mechanism of independent directors:

(1) The performance evaluation of independent directors shall be done by the entire Board of Directors,
excluding the director being evaluated.
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On the basis of the report of performance evaluation, it shall be determined whether to extend or continue
the term of appointment of the independent director.

Section 134(2) (p) provides that in case of a listed company and every other public company having such paid-
up share capital as may be prescribed, a statement indicating the manner in which formal annual evaluation has
been made by the Board of its own performance and that of its committees and individual directors shall be
included in the report by Board of Directors

Revised Clause 49 of Listing Agreement provides following for the performance evaluation of independent
directors:

(@)

(b)

(c)

(d)

The Nomination Committee shall lay down the evaluation criteria for performance evaluation of
independent directors.

The company shall disclose the criteria for performance evaluation, as laid down by the Nomination
Committee, in its Annual Report.

The performance evaluation of independent directors shall be done by the entire Board of Directors
(excluding the director being evaluated).

On the basis of the report of performance evaluation, it shall be determined whether to extend or continue
the term of appointment of the independent director.

Major Factors for Evaluation:

The quality of the issues that get raised discussed and debated at the meetings of the Board and its
Committees.

The guidance provided by the Board in light of changing market conditions and their impact on the
organisation.

The methodology adopted by the Board to solve issues referred to them such as, the homework done
by the Board on the problem presented to them, the information they seek to get a complete picture of
the situation, the points of view presented to solve the issue, the harmonization of remedial measures
proposed by the Board and ensuring the implementation of the solution by the management with
appropriate and timely review mechanism.

The effectiveness of the directions provided by the Board on the issues discussed in meetings.

Parameters

Performance of the Board against the performance benchmarks set.
Overall value addition by the discussions taking place at the Board meetings.
The regularity and quality of participation in the deliberations of the Board and its Committees.

The answerability of the top management to the Board on performance related matters.

Model questions suggested in “Review of the role and effectiveness of non-executive directors” by Derek Higgs,
January 2003 (Higgs Report) -

Performance evaluation of the board

How well has the board performed against any performance objectives that have been set?
What has been the board’s contribution to the testing and development of strategy?
What has been the board’s contribution to ensuring robust and effective risk management?

Is the composition of the board and its committees appropriate, with the right mix of knowledge and
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skills to maximize performance in the light of future strategy? Are inside and outside the board relationships
working effectively?

How has the board responded to any problems or crises that have emerged and could or should these
have been foreseen?

Are the matters specifically reserved for the board the right ones?

How well does the board communicate with the management team, company employees and others?
How effectively does it use mechanisms such as the AGM and the annual report? Is the board as a
whole up to date with latest developments in the regulatory environment and the market?

How effective are the board’s committees? (Specific questions on the performance of each committee
should be included such as, for example, their role, their composition and their interaction with the
board.)

The processes that help underpin the board’s effectiveness should also be evaluated e.g.:

Is appropriate, timely information of the right length and quality provided to the board and is management
responsive to requests for clarification or amplification? Does the board provide helpful feedback to
management on its requirements?

Are sufficient board and committee meetings of appropriate length held to enable proper consideration
of issues? Is time used effectively?

Are board procedures conducive to effective performance and flexible enough to deal with all
eventualities?

In addition, there are some specific issues relating to the chairman which should be included as part of an
evaluation of the board’s performance, e.g.:

Is the chairman demonstrating effective leadership of the board?
Are relationships and communications with shareholders well managed?
Are relationships and communications within the board constructive?

Are the processes for setting the agenda working? Do they enable board members to raise issues and
concerns?

Is the company secretary being used appropriately and to maximum value?

Performance Evaluation of The Non-Executive Director

The chairman and other board members should consider the following issues and the individual concerned
should also be asked to assess themselves. For each non-executive director:

1.
2.

How well prepared and informed are they for board meetings and is their meeting attendance satisfactory?

Do they demonstrate a willingness to devote time and effort to understand the company and its business
and a readiness to participate in events outside the boardroom, such as site visits?

What has been the quality and value of their contributions at board meetings?
What has been their contribution to development of strategy and to risk management?

How successfully have they brought their knowledge and experience to bear in the consideration of
strategy?

How effectively have they probed to test information and assumptions? Where necessary, how resolute
are they in maintaining their own views and resisting pressure from others?
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7. How effectively and proactively have they followed up their areas of concern?

8. How effective and successful are their relationships with fellow board members, the company secretary
and senior management?

9. Does their performance and behavior engender mutual trust and respect within the board?
10. How actively and successfully do they refresh their knowledge and skills and are they up to date with:
— the latest developments in areas such as corporate governance framework and financial reporting?
— the industry and market conditions?

How well do they communicate with fellow board members, senior management and others, for example
shareholders. Are they able to present their views convincingly yet diplomatically and do they listen and take on
board the views of others?

The list excludes any specific questions about the performance of each non executive director on board committee,
although some of the questions in this list could be made applicable to their committee in which they serve. (It
may also be mentioned here that the Higgs suggestions do not include any list of questions for the evaluation
performance of executive directors)

The list given above is not an exhaustive one or definitive and the corporate may design their own questions
depending upon the approach of the company and having regard to the particular circumstances.

CONCLUSION

In today’s era where uncertainty has crept in to such an extent, that running a business is not as simple as it was
when the demand for the commodity was easily identifiable, consumer was not much educated, competitors
were not playing, social responsibilities was not weighed and technology not ever changing.

Today, it has become imperative to have a board which through its strong ethics, values, independence, wisdom,
acumen, perception and insight is able to direct the company towards the road to success. The board functions
on the principle of majority or unanimity. A decision is taken on record if it is accepted by the maijority or all of the
directors. A single director cannot take a decision. However, every director should provide a creative contribution
to the Board by providing objective criticism.

LESSON ROUND UP

— With the globalization and the blurring of the borders, the demands on the board has increased
tremendously. The regulatory requirements are complex and the onus on the Board is immense. In
this scenario, the need to delegate oversight to a board committee has become imperative.

— To enable better and more focused attention on the affairs of the Corporation, the board delegates
particular matters to committees of the board set up for the purpose.

— Committees prepare the groundwork for decision-making and report at the subsequent board meeting.

— Greater specialization and intricacies of modern board work is one of the reasons for increased use of
board committees.

— Mandatory Committees — Audit Committee and Shareholders/Investors Grievance Committee.

— A key element in the corporate governance process of any organization is its audit committee. The
battle for financial statement integrity and reliability depends on balancing the pressures of multiple
stakeholders, including management, regulators, investors and the public interest.
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— The Regulatory Framework with regard to Audit Committee is covered under -Clause 49 of the Listing
Agreement and Section 292A of Companies Act, 1956.

— Interms of Clause 49-1V(G)(iii) of the Listing Agreement, a board committee under the chairmanship of
a non-executive director shall be formed to specifically look into the redressal of shareholder and
investors complaints like transfer of shares, non-receipt of balance sheet, non-receipt of declared
dividends etc. This Committee shall be designated as ‘Shareholders/ Investors Grievance Committee’.

— Non-Mandatory Committees - Remuneration Committee, Nomination Committee, Corporate
Governance Committee, Compliance Committee, Risk Management Committee, Ethics Committee,
Strategies Committee, Capital Expenditure (Capex) Committee, etc.

— Remuneration Committee: Remuneration Committee or Compensation Committee as the name
suggests is constituted by a company is to determine the remuneration packages of executive directors/
chief executive officers.

— Corporate Governance Committee: A company may constitute this committee to develop and
recommend the board a set of corporate governance guidelines applicable to the company, implement
policies and processes relating to corporate governance principles, to review, periodically, the corporate
governance guidelines of the company.

— Corporate Compliance Committee: The primary objective of the Compliance Committee is to review,
oversee, and monitor the Company’s compliance with applicable legal and regulatory requirements,
its policies, programs, and procedures to ensure compliance with relevant laws, its Code of Conduct,
and other relevant standards.

— Risk Management Committee: A business is exposed to various kind of risk such as strategic risk, data
security risk, fiduciary risk, credit risk, liquidity risk, reputational risk, environmental risk, competition
risk, fraud risk, technological risk etc. A risk management Committee’s role is to assist the Board in
establishing risk management policy, overseeing and monitoring its implementation.

SELF TEST QUESTIONS

(These are meant for recapitulation only. Answers to these questions are not to be submitted for evaluation)

1. As a Company secretary of a company you are required to prepare a note to the Board explaining the
importance of Board meetings in a good governance structure.

2. Should the role of Chairman and CEO be separated?

3. ABC Ltd. is a FMCG company. You as a company Secretary are required to prepare a draft of valid
questions for the purpose of Board evaluation.

4. Write Short Notes on —
1 Board Composition
2 Training of Directors
3 Board Charter
4 |ead Independent Director

5 Board Evaluation
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Lesson 6

Board Committees

LESSON OUTLINE

— Need and advantages of Committees
Management

— Enhancing Effectiveness of Committees
— Mandatory committees:

Audit Committee

Nomination and Remuneration
Committee

Stakeholders Relationship Committee
— CSR Committee

— Non Mandatory Committee

Corporate Governance Committee

Regulatory, Compliance and
Government Affairs Committee

Science Technology and Sustainability
Committee

Risk Management Committee
— Other Committees
— Lesson Round-Up

— Self Test Questions

LEARNING OBJECTIVES

The objective of this study lesson is to enable
the students to understand the Need and
Advantages of management through board
committees and the Constitution and scope of
various Committees. After this study lesson,
students would be able to understand the
effective company management through the
delegation of power and responsibilities to the
board committees.

This study briefs about the Committees to be
constituted mandatorily - Audit Committee,
Nomination and Remuneration Committee,
Stakeholders Relationship Committee and CSR
Committee and non mandatory committees like
Corporate Governance Committee, Science
Technology and Sustainability Committee, Risk
Management Committee, Regulatory,
Compliance and Governmental Affairs
Committee.

“Committees have become so important nowadays that subcommittees have to be appointed to do

the work”

— Laurence J. Peter
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INTRODUCTION

With the globalization and the blurring of the borders, the demands on the board have increased tremendously.
The regulatory requirements are complex and the onus on the Board is immense. In this scenario the need to
delegate oversight of certain areas to a specialist board committee has become imperative. However, it is to be
remembered that even though the board delegates some of the responsibilities to a committee, the ultimate
responsibility lies with the board.

Board committees with formally established terms of reference, criteria for appointment, life span, role and
function constitute an important element of the governance process and should be established with clearly
agreed reporting procedures and a written scope of authority. Committees enable better management of full
board’s time and allows in-depth scrutiny and focused attention.

Since the Board of Directors is ultimately responsible for the acts of the committees, the role and structure of the
board committees should be define with due care.

NEED AND ADVANTAGES OF COMMITTEES MANAGEMENT

Committees are a sub-set of the board, deriving their authority from the powers delegated to them by the board.
Under section 177 of Companies Act, 2013, Board of Directors may delegate certain matters to the committees
set up for the purpose. These committees are usually formed as a means of improving board effectiveness and
efficiency in areas where more focused, specialized and technically oriented discussions are required. These
committees prepare the groundwork for decision-making and report at the subsequent board meeting.

In the present day, the regulatory requirement is such that the composition of the board comprising executive
directors and non-executive independent directors is relatively large in number. In such a situation it becomes at
times practically difficult to convene board meetings which suit the convenience and other commitments of each
director. By having smaller committees this aspect also gets addressed effectively.

Committees allow the board to:
— Handle a greater number of issues with greater efficiency by having experts focus on specific areas.

— Develop subject specific expertise on areas such as compliance management, risk management and
financial reporting.

— Enhance the objectivity and independence of the Board’s judgment.

Greater specialization and intricacies of modern board work is one of the reasons for increased use of board
committees. The reasons include:

Responsibilities are shared.

More members become involved.

Specialized skills of members can be used to best advantage.

Inexperienced members gain confidence while serving on the committee.

Matters may be examined in more detail by a committee

The committees focus accountability to known groups. While the board as a legal unit always retains responsibility
for the work of its Committees, the committee because of its focus on the mandate and the smaller size tend to
be more effective. It is important that there is clarity of delegation and it should be ensured that committees are
not put between the Board and the CEO, either by giving committees official instructional authority or by allowing
them to evaluate performance using their own criteria.
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Clause 49 of Listing Agreement (Annexure X) provides that minutes of meetings of audit committee and other
committees of the board are to be placed before Board of Directors.

ENHANCING EFFECTIVENESS OF COMMITTEES

The following are the manifestations of an effective committee.
— Committee Charter defining purpose of the committee.
— Sensitivity to each other’s needs; good communication among all members.
— Good preparation on part of the chair and members.
— Access to independent professional advice when necessary.

— Interested, committed members—Nomination to committees should be done taking into consideration
the expertise, time commitment etc.

— Minutes are complete and concise.
— Periodic self assessment of committee’s performance.
— Recognition and appreciation are given to members so that they feel they are really making a contribution.

— The work of the committee is accepted and makes a valuable contribution to the organization.

Membership In Committees

Clause 49 of Listing Agreement provides that a director shall not be a member in more than ten committees or
act as Chairman of more than five committees across all companies in which he is a director. Furthermore it
should be a mandatory annual requirement for every director to inform the company about the committee positions
he occupies in other companies and notify changes as and when they take place.

Explanation:

1. For the purpose of considering the limit of the committees on which a director can serve, all public
limited companies, whether listed or not, shall be included and all other companies including private
limited companies, foreign companies and companies under Section 8 of the Companies Act, 2013
shall be excluded.

2. For the purpose of reckoning the limit under this sub-clause, Chairmanship/membership of the Audit
Committee and the Shareholders Grievance Committee alone shall be considered.

ICSI Recommendations to strengthen Corporate Governance suggests that the limits reckoned on
membership/chairmanship of committees should include all the committees of listed companies on which
such director is a member, whether such committees are mandatory or not. This should be on a ‘comply’ or
‘explain’ basis.

Various Committees Of The Board
The following are some of the important committees of the Board:

Audit Committee

Shareholders Grievance Committee

Nomination and remuneration committee

Corporate Social Responsibility committee

Stakeholders’ Relationship committee
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— Corporate Governance Committee

— Corporate Compliance Committee.

Board Committee

Mandatory Committee Non Mandatory
* Audit Committee * Corporate Governance
* Nominations and Remunerations *Science Technology and

Sustainability
* Stakeholders Relationship * Risk Management

* CSR Committee * Regulatory, Compliance and
Governmental affairs committee

* Corporate Compliance

MANDATORY COMMITTEES

Clause 49 of the Listing Agreement applicable to all listed entities provides for constitution of mandatory
committees.

AUDIT COMMITTEE

A key element in the corporate governance process of any organization is its audit committee. The purpose of
constitution of this committee is to make it responsible for the oversight of the quality and integrity of the company’s
accounting and reporting practices; controls and financial statements; legal and regulatory compliance; the
auditors’s qualifications and independence; and the performance of company’s internal function. The committee
functions as liaison between the board of directors and the auditors- external & internal.

Regulatory Framework:

The Regulatory Framework with regard to Audit Committee is covered under:
— Clause 49 of the Listing Agreement
— Section 177 of Companies Act, 2013

Clause 49
The regulatory framework, In terms of Clause 49 covers the following aspects:
— Composition
— Meetings
— Functions
— Mandatory
— Normal Role

— Powers
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A. Qualified and Independent Audit Committee

A qualified and independent audit committee shall be set up, giving the terms of reference subject to the following:

1.

6.

The audit committee shall have minimum three directors as members. Two-thirds of the members of
audit committee shall be independent directors.

Allmembers of audit committee shall be financially literate and at least one member shall have accounting
or related financial management expertise.

Explanation (i): The term “financially literate” means the ability to read and understand basic financial
statements i.e. balance sheet, profit and loss account, and statement of cash flows.

Explanation (ii): A member will be considered to have accounting or related financial management
expertise if he or she possesses experience in finance or accounting, or requisite professional certification
in accounting, or any other comparable experience or background which results in the individual’s
financial sophistication, including being or having been a chief executive officer, chief financial officer or
other senior officer with financial oversight responsibilities.

The Chairman of the Audit Committee shall be an independent director;

The Chairman of the Audit Committee shall be present at Annual General Meeting to answer shareholder
queries;

The Audit Committee may invite such of the executives, as it considers appropriate (and particularly the
head of the finance function) to be present at the meetings of the committee, but on occasions it may
also meet without the presence of any executives of the company. The finance director, head of internal
audit and a representative of the statutory auditor may be present as invitees for the meetings of the
audit committee;

The Company Secretary shall act as the secretary to the committee.

B. Meeting of Audit Committee

The Audit Committee should meet at least four times in a year and not more than four months shall elapse
between two meetings. The quorum shall be either two members or one third of the members of the audit
committee whichever 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 should include the following:

1.
2.
3.
4.

To investigate any activity within its terms of reference.
To seek information from any employee.
To obtain outside legal or other professional advice.

To secure attendance of outsiders with relevant expertise, if it considers necessary.

D. Role of Audit Committee

The role of the Audit Committee shall include the following:

1.

Oversight of the company’s financial reporting process and the disclosure of its financial information to
ensure that the financial statement is correct, sufficient and credible;

Recommendation for appointment, remuneration and terms of appointment of auditors of the
company;

Approval of payment to statutory auditors for any other services rendered by the statutory auditors;
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4.

13.

14.

15.

16.

17.

18.
19.

Reviewing, with the management, the annual financial statements and auditor’s report thereon before
submission to the board for approval, with particular reference to:

(a) Matters required to be included in the Director’'s Responsibility Statement to be included in the
Board’s report in terms of clause (c) of sub-section 3 of section 134 of the Companies Act, 2013

(b) Changes, if any, in accounting policies and practices and reasons for the same

(c) Major accounting entries involving estimates based on the exercise of judgment by management
(d) Significant adjustments made in the financial statements arising out of audit findings

(e) Compliance with listing and other legal requirements relating to financial statements

(f) Disclosure of any related party transactions

(g9) Qualifications in the draft audit report

Reviewing, with the management, the quarterly financial statements before submission to the board for
approval;

Reviewing, with the management, the statement of uses / application of funds raised through an issue
(public issue, rights issue, preferential issue, etc.), the statement of funds utilized for purposes other
than those stated in the offer document / prospectus / notice and the report submitted by the monitoring
agency monitoring the utilisation of proceeds of a public or rights issue, and making appropriate
recommendations to the Board to take up steps in this matter;

Review and monitor the auditor’s independence and performance, and effectiveness of audit process;
Approval or any subsequent modification of transactions of the company with related parties;

Scrutiny of inter-corporate loans and investments;

. Valuation of undertakings or assets of the company, wherever it is necessary;
. Evaluation of internal financial controls and risk management systems;

. Reviewing, with the management, performance of statutory and internal auditors, adequacy of the internal

control systems;

Reviewing the adequacy of internal audit function, if any, including the structure of the internal audit
department, staffing and seniority of the official heading the department, reporting structure coverage
and frequency of internal audit;

Discussion with internal auditors of any significant findings and follow up there on;

Reviewing the findings of any internal investigations by the internal auditors into matters where there is
suspected fraud or irregularity or a failure of internal control systems of a material nature and reporting
the matter to the board,;

Discussion with statutory auditors before the audit commences, about the nature and scope of audit as
well as post-audit discussion to ascertain any area of concern;

To look into the reasons for substantial defaults in the payment to the depositors, debenture holders,
shareholders (in case of non-payment of declared dividends) and creditors;

To review the functioning of the Whistle Blower mechanism;

Approval of appointment of CFO (i.e., the whole-time Finance Director or any other person heading the
finance function or discharging that function) after assessing the qualifications, experience and
background, etc. of the candidate;
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20. Carrying out any other function as is mentioned in the terms of reference of the Audit Committee.

Explanation (i): The term “related party transactions” shall have the same meaning as provided in Clause 49(VII)
of the Listing Agreement.

E. Review of information by Audit Committee
The Audit Committee shall mandatorily review the following information:
1. Management discussion and analysis of financial condition and results of operations;

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

3. Management letters / letters of internal control weaknesses issued by the statutory auditors;
4. Internal audit reports relating to internal control weaknesses; and

5. The appointment, removal and terms of remuneration of the Chief internal auditor shall be subject to
review by the Audit Committee.

Section 177 of the Companies Act, 2013

The Act has enlarged the responsibilities of auditors to include monitoring of auditors’ independence, valuation
of their performance, approval of modification of related-party transactions, scrutiny of loans and investments,
valuation of assets and evaluation of internal controls and risk management. They have to establish a vigil
mechanism and protection for any whistle-blower. The members must be able to understand financial statements
and have a majority of Independent Directors. Large companies must mandatorily have professional internal
auditors.

1. The requirement of constitution of Audit Committee has been limited to:
(a) Every listed Companies; or
(b) The following class of companies —
(i) all public companies with a paid up capital of ten crore rupees or more;
(ii) all public companies having turnover of one hundred crore rupees or more;

(iii) all public companies, having in aggregate, outstanding loans or borrowings or debentures; or deposits
exceeding fifty crore rupees or more.

Explanation - The paid up share capital or turnover or outstanding loans, or borrowings or debentures or deposits,
as the case may be, as existing on the date of last audited Financial Statements shall be taken into account for
the purposes of this rule.

2. The Committee shall comprise of minimum 3 directors with majority of the directors being Independent Directors.
The maijority of members of audit committee including its chairperson shall be person with ability to read and
understand the financial statement.

3. A transition period of one year from the date on which the new Act comes into effect has been provided to
enable companies to reconstitute the Audit Committee.

4. The terms of reference of the Audit Committee have now been specified and inter alia includes, -
(i) the recommendation for appointment, remuneration and terms of appointment of auditors of the company;
(i) review and monitor the auditor’s independence and performance, and effectiveness of audit process;

(iii) examination of the financial statement and the auditors’ report thereon;
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(iv) approval or any subsequent modification of transactions of the company with related parties;
(v) scrutiny of inter-corporate loans and investments;

(vi) valuation of undertakings or assets of the company, wherever it is necessary;

(vii) evaluation of internal financial controls and risk management systems;

(viii) monitoring the end use of funds raised through public offers and related matters.

5. The Audit Committee may call for the comments of the auditors about internal control systems, the scope of
audit, including the observations of the auditors and review of financial statement before their submission to the
Board and may also discuss any related issues with the internal and statutory auditors and the management of
the company.

6. The audit committee hold the authority to investigate into matters or referred by the Board and have the
powers to obtain professional advice from external sources and have full access to records of the company.

7. In addition to the auditor, the KMP shall also have a right to be heard in the meetings of the Audit Committee
when it considers the auditor’s report, though they shall not have voting rights.

8. Every listed company and the companies belonging to the following class or classes shall establish a vigil
mechanism for their directors and employees to report genuine concerns or grievances (Rule 7):-

(1) The companies which accept deposits from the public;

(2) The companies which have borrowed money from banks and public financial institutions in excess of
fifty crore rupees.

9. The companies which are required to constitute an audit committee shall oversee the vigil mechanism through
the committee and if any of the members of the committee has a conflict of interest in a given case, they should
recuse themselves and the others on the committee would deal with the matter on hand.

10. In case of other companies, the Board of directors shall nominate a director to play the role of audit committee
for the purpose of vigil mechanism to whom other directors and employees may report their concerns.

11. This vigil mechanism shall provide for adequate safeguards against victimization of employees and directors
who avail of the vigil mechanism and also provide for direct access to the chairperson of the Audit committee or
the director nominated to play the role of audit committee, as the case may be, in exceptional cases.

12. In case of repeated frivolous complaints being filed by a director or an employee, the audit committee or the
director nominated to play the role of audit committee may take suitable action against the concerned director or
employee including reprimand.

13. The Vigil Mechanism shall operate for directors and employees to enable them to bring to report genuine
concerns. Further the said mechanism shall provide safeguards against victimization and provide for direct
access to the chairperson of the Audit Committee in appropriate or exceptional cases.

14. The details of establishment of the Vigil Mechanism is required to be disclosed by the company on its
website, if any and in the Board’s report.

Default

If a default is made in complying with the provisions of section 177 of the Companies Act, 2013, the company
and every officer who is in default, shall be punishable with imprisonment for a term which may extend to one
year, or with fine which may extend to fifty thousand rupees or with both.
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Comparison between Clause 49 and Section 177 of the Companies Act, 2013

Basis of difference

Requirements of Clause 49

Requirements of Section 177
of Companies Act

Applicability

The revised Clause 49 would be
applicable to all listed companies
with effect from October 01, 2014

The requirement of constitution of
Audit Committee has beenLimited
to:

(a) Everylisted Companies; or

(b) The following class of
companies

(i) all public companies
with a paid up capital
of ten crore rupees or
more;

(ii) all public companies
having turnover of one
hundred crore rupees
or more;

(iii) all public companies,
having in aggregate,
outstanding loans or
borrowings or
debentures or
deposits exceeding
fifty crore rupees or
more.

Composition

Minimum 3 directors as members.
2/3 of the members of audit
committee shall be independent
directors.

Comprising a minimum of 3
directors, with Independent
Directors forming a majority.
Majority of members of Audit
Committee.

Qualification of committee | All members shall be financially | Majority of members of Audit
members literate and at least one member | Committee including its
shall have accounting expertise Chairperson must have the ability
to read and understand the

financial statement.

Chairman The Chairman shall be an | Chairperson must have the ability
independent director to read and understand the

financial statement.

Invitees Auditors, internal auditor & director- | Auditors, internal auditor & the
finance or other executives may be | director-finance shall attend &
present as invitees participate at meetings of Audit

Committee but shall not vote

Secretary Company secretary to be secretary | No corresponding requirement

of the Audit Committee
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Meeting At least four times in a year and not | Nothing particular, it only states for
more than four months shall elapse | periodical discussions with the
between two meetings auditors.

Quorum The quorum shall be either two | No corresponding requirement

members or one third of the members
of the audit committee whichever is
greater, but there should be a
minimum of two independent
members present.

Chairman of audit committee shall be the Chief Executive Officer True or False?

?

Key practical aspects relating to Audit Committee

Audit Committee to be completely independent — Ideally only independent directors to be part of the
audit committee

Audit Committee charter to be formalized & disclosed to shareholders in the Annual Report

Private meetings should be held between the members of the Audit Committee

Annual self appraisal of performance
— Communication with Board
Audit Committee’s primary responsibility
— Integrity of financial reports and compliance of Internal control systems
— Enterprise risk management
— Compliance with laws
— Whistle-blowing process
— Related party transactions
— Creditor obligation defaults
— Senior management compensation, expense reimbursements and assets use
Audit Committee’s Enabling Responsibilities

— “Own’” the relationship with both auditors- Internal & Statutory

Determine appointment

Periodic appraisal

All commercial relationships

Private meetings

Ensure independence from management influence
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— Planning & Structure of the audit

— Code of conduct quality & enforcement.

NOMINATION AND REMUNERATION COMMITTEE

The Nomination and Remuneration Committee helps the Board of Directors in the preparations relating to the
election of members of the Board of Directors, and in handling matters within its scope of responsibility that
relate to the conditions of employment and remuneration of senior management, and to management’s and
personnel’s remuneration and incentive schemes. The responsibilities of the Remuneration and Nomination
Committee are defined in its policy document.

Clause 49 of Listing Agreement

In terms of the recently amended Clause 49 of the Listing Agreement which will take effect from October 1,
2014, companies are required to constitute Nomination and Remuneration Committee. The provisions with
regard Nomination and Remuneration Committee is as under:

A. The company shall set up a nomination and remuneration committee which shall comprise at least three
directors, all of whom shall be non-executive directors and at least half shall be independent. Chairman of the
committee shall be an independent director.

B. The role of the committee shall, inter-alia, include the following:

1. Formulation of the criteria for determining qualifications, positive attributes and independence of a director
and recommend to the Board a policy, relating to the remuneration of the directors, key managerial
personnel and other employees;

2. Formulation of criteria for evaluation of Independent Directors and the Board;
3. Devising a policy on Board diversity;

4. ldentifying persons who are qualified to become directors and who may be appointed in senior
management in accordance with the criteria laid down, and recommend to the Board their appointment
and removal. The company shall disclose the remuneration policy and the evaluation criteria in its
Annual Report.

C. The Chairman of the nomination and remuneration committee could be present at the Annual General Meeting,
to answer the shareholders’ queries. However, it would be up to the Chairman to decide who should answer the
queries.

Section 178 of companies Act, 2013

The Nomination and Remuneration Committee helps the Board of Directors in the preparations relating to the
election of members of the Board of Directors, and in handling matters within its scope of responsibility that
relate to the conditions of employment and remuneration of senior management, and to management’s and
personnel’s remuneration and incentive schemes.

Except for certain large listed companies, the importance of constitution of the Nomination and remuneration
Committee has not been realised fully in India. The Board of directors of following companies shall constitute

Nomination and Remuneration Committee of the Board:
(a) Every listed Companies; or
(b) The following class of companies —

(i) all public companies with a paid up capital of ten crore rupees or more;
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(ii) all public companies having turnover of one hundred crore rupees or more;

(i) all public companies, having in aggregate, outstanding loans or borrowings or debentures or deposits

exceeding fifty crore rupees or more.

The committee shall consist of three or more non-executive directors out of which not less than one-half shall be
independent directors. The chairperson of the company may be appointed as member, but shall not chair such
committee. The Committee shall identify the person qualified to become directors and may be appointed in
senior management and recommend their appointment and removal and also carry out evaluation of every
director. The Committee shall formulate the criteria, for determining qualifications, positive attributes and
independence of a director and recommend to the Board the policy relating to remuneration for directors, KMPs
and other employees.

While formulating its policy, the Nomination and Remuneration Committee shall ensure that

(@)

(b)

(c)

the level and composition of remuneration is reasonable and sufficient to attract, retain and motivate the
directors

relationship of remuneration to performance is clear and meets appropriate performance benchmarks
and

remuneration to Directors, KMP and senior management involves a balance between fixed and incentive
pay reflecting short and long term performance objectives which are suited to the working of the company
and its objectives.

The Nomination and Remuneration Committee shall, while formulating the policy under sub-section (3) ensure

that —
(a)

(b)

(c)

the level and composition of remuneration is reasonable and sufficient to attract, retain and motivate
directors of the quality required to run the company successfully;

relationship of remuneration to performance is clear and meets appropriate performance benchmarks;
and

remuneration to directors, key managerial personnel and senior management involves a balance between
fixed and incentive pay reflecting short and long-term performance objectives appropriate to the working
of the company and its goals: Provided that such policy shall be disclosed in the Board’ report .Be in a
position to bring about objectivity in determining the remuneration package while striking a balance
between the interest of the company and the shareholders.

Duties of the Nomination and Remuneration Committee

The duties of the Nomination and Remuneration Committee have now been specified. They include:

(@)

(b)
(c)
(d)

(e)

identifying persons who are qualified to become Directors and who may be appointed in senior
management in accordance with the criteria laid down;

recommend to the Board their appointment and removal;
carry out evaluation of every Director’s performance;

formulate the criteria for determining qualifications, positive attributes and independence of a Director
and

recommend to the Board a policy, relating to the remuneration for the Directors, KMP and other employees.
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THE STAKEHOLDERS RELATIONSHIP COMMITTEE

The Stakeholders Relationship Committee — Clause 49

Clause 49 of Listing Agreement mandates a committee under the Chairmanship of a non-executive director and
such other members as may be decided by the Board of the company shall be formed to specifically look into the
redressal of grievances of shareholders, debenture holders and other security holders. This Committee shall be
designated as ‘Stakeholders Relationship Committee’ and shall consider and resolve the grievances of the
security holders of the company including complaints related to transfer of shares, non-receipt of balance sheet,
non-receipt of declared dividends.

The Stakeholders Relationship Committee — Under Companies Act, 2013

Section 178(5) of the Companies Act, 2013 provides for constitution of the Stakeholders Relationship Committee.
The Board of a company that has more than one thousand shareholders, debenture-holders, deposit-holders
and any other security holders at any time during a financial year is required to constitute a Stakeholders
Relationship Committee consisting of a chairperson who shall be a non-executive director and such other
members as may be decided by the Board. The Stakeholders Relationship Committee shall consider and resolve
the grievances of security holders of the company. Who can attend the general meeting of the company on
behalf of committee constituted under this section? The chairperson of each of the committees constituted
under this section or, in his absence, any other member of the committee authorised by him in this behalf shall
attend the general meetings of the company.

CORPORATE SOCIAL RESPONSIBILITY COMMITTEE

The evolution of corporate social responsibility in India refers to changes over time in India of the cultural norms
of company’s engagement of Corporate Social Responsibility (CSR), with CSR referring to way that businesses
are managed to bring about an overall positive impact on the communities, cultures, societies and environments
in which they operate. The fundamentals of CSR rest on the fact that not only public policy but even corporate
should be responsible enough to address social issues. Thus companies should deal with the challenges and
issues looked after to a certain extent by the states.

Among other countries, India has one of the richest traditions of CSR. Much has been done in recent years to
make Indian entrepreneurs aware of social responsibility as an important segment of their business activity but
CSR in India has yet to receive widespread recognition. If this goal has to be realised then the CSR approach of
corporate has to be in line with their attitudes towards mainstream business- companies setting clear objectives,
undertaking potential investments, measuring and reporting performance publicly.

As discussed above, CSR is not a new concept in India. Ever since their inception, large corporate houses in
India have been involved in serving the community. Through donations and charity events, many other
organizations have been doing their part for the society. The basic objective of CSR in these days is to maximize
the company’s overall impact on the society and stakeholders. CSR policies, practices and programs are being
comprehensively integrated by an increasing number of companies throughout their business operations and
processes.

A growing number of corporate feel that CSR is not just another form of indirect expense but is important for
protecting the goodwill and reputation, defending attacks and increasing business competitiveness. Companies
have specialised CSR teams that formulate policies, strategies and goals for their CSR programs and set aside
budgets to fund them. These programs are often determined by social philosophy which have clear objectives
and are well defined and are aligned with the mainstream business.

The programs are put into practice by the employees who are crucial to this process. CSR programs ranges
from community development to development in education, environment and healthcare etc. Provision of improved
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medical and sanitation facilities, building schools and houses, and empowering the villagers and in process
making them more self-reliant by providing vocational training and a knowledge of business operations are the
facilities that many companies focus on. Also corporate increasingly join hands with NGOs and use their expertise
in devising programs which address wider social problems. One of the key changes in the Companies Act, 2013
is the introduction of a Corporate Social Responsibility section making India the first country to mandate CSR
through a statutory provision. While CSR is not mandatory for companies, the rules are in line with the ‘Comply
or Explain’ principle with penalties applicable only if an explanation is not offered.

The provisions of the Section may be summarized as under:
1. The Section applies to the following classes of companies during any financial year:
(i) Companies having Net Worth of rupees five hundred crore or more;
(i) Companies having turnover of rupees one thousand crore or more;
(i) Companies having Net Profit of rupees five crore or more.

2. The companies specified above shall constitute a Corporate Social Responsibility Committee (CSR Committee)
of the Board.

3. The CSR Committee shall consist of three or more Directors, out of which at least one Director shall be an
Independent Director.

4. After taking into account the recommendations of the CSR Committee, the Board shall approve the CSR
Policy for the company.

5. The contents of the Policy shall be disclosed in the Board’s report.
6. It shall also be placed on the Company’s website, if any, in a manner to be prescribed by the Central Government.

7. The Board shall ensure that the activities as are included in the CSR Policy (from the activities as specified in
Schedule VII) are undertaken by the Company.

The following additional features of the Section are relevant:

1. While spending the amount earmarked for CSR activities, the company shall give preference to the
local area and areas around it where it operates;

2. If the Company fails to spend the amount, the Board shall specify the reasons for not spending the
amount in the Board’s Report.

3. The eligible companies are required to spend in every financial year, at least two per cent of the Average
Net Profits of the Company made during the three immediately preceding financial years in pursuance
of its CSR Policy. For this purpose, “Average Net Profit” shall be calculated in accordance with the
provisions of Section 198 of the Companies Act, 2013.

NON-MANDATORY COMMITTEES

A company may have as many non-mandatory companies as it would require for efficient oversight of the
company. We will discuss about the committees which are generally constituted by corporate.

In addition to the Committees of the Board mandated by the Companies Act, 2013 viz, Audit Committee, Nomination
and Remuneration Committee, Stakeholders Relationship Committee and the CSR Committee, Board of Directors
may also constitute other Committees to oversee a specific objective or project. The nomenclature, composition
and role of such Committees will vary, depending upon the specific objectives of the company. A few examples
of such Committees prevalent in the corporate sector in India and abroad are given below:
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CORPORATE GOVERNANCE COMMITTEE

The Corporate Governance Committee is responsible for considering and making recommendations to the
Board concerning the appropriate size, functions and needs of the Board. The Corporate Governance Committee
may, at its sole discretion, engage director search firms and has the sole authority to approve the fees and other
retention terms with respect to any such firms. The Corporate Governance Committee also has the authority, as
necessary and appropriate, to consult with other outside advisors to assist in its duties to the Company.

A company may constitute this Committee to develop and recommend the board a set of corporate governance
guidelines applicable to the company, implement policies and processes relating to corporate governance
principles, to review, periodically, the corporate governance guidelines of the company. Many companies give
the mandate of corporate governance to nomination committee and is given the nomenclature Nomination and
Corporate Governance Committee.

Typically, the committee is responsible for considering matters relating to corporate governance including the
composition of board, appointment of new directors, review of strategic human resource decisions, succession
planning for the chairman and other key board and executive positions, performance evaluation of the board
and its committees and individual directors.

REGULATORY, COMPLIANCE & GOVERNMENT AFFAIRS COMMITTEE

The primary objective of the Compliance Committee is to review, oversee, and monitor:

the Company’s compliance with applicable legal and regulatory requirements,

the Company’s policies, programs, and procedures to ensure compliance with relevant laws, the
Company’s Code of Conduct, and other relevant standards;

the Company’s efforts to implement legal obligations arising from settlement agreements and other
similar documents; and

perform any other duties as are directed by the Board of Directors of the company.

It consists of non-employee directors, determined to be “independent” under the listing standards of the New
York Stock Exchange:

— Oversees the Company’s non-financial compliance programs and systems with respect to legal and
regulatory requirements.

— Oversees compliance with any ongoing Corporate Integrity Agreements or any similar undertakings by
the Company with a government agency.

ICSI Recommendations to strengthen Corporate Governance framework suggests for constitution of
Corporate Compliance Committee on mandatory basis in respect of all public limited companies having a
paid—up capital of Rs.5 crore or more.

The charter of the committee may include:

— Tooversee the Company’s compliance efforts with respect to relevant Company policies, the Company’s
Code of Conduct, and other relevant laws and regulations and monitor the Company’s efforts to
implement legal obligations arising from agreements and other similar documents;

— To review the Company’s overall compliance program to ensure that it is well communicated, supports
lawful and ethical business conduct by employees, and reduces risk to the Company for non compliance
with laws and regulations related to the Company’s business;

— To review complaints received from internal and external sources, regarding matters other than the
financial matters which are within the purview of the Audit Committee;
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To periodically present to the Board for adoption appropriate changes to the policies, and oversee
implementation of and compliance with these policies;

To review regularly the company’s compliance risk assessment plan;

To investigate or cause to be investigated any significant instances of non-compliance, or potential
compliance violations that are reported to the committee;

To coordinate with other committees regarding matters brought to the committees attention that relate
to issues of compliance with applicable laws and regulations;

Regularly report to the Board on the Committee’s activities, recommendations and conclusions;
To discuss any significant compliance issues with the Chief Executive officer;

To periodically report to the Board and CEO on the adequacy and effectiveness of the company’s
compliance program;

To retain at the company’s expense, independent advisors to assist the committee with carrying out its
responsibilities from time to time;

To perform such other duties and responsibilities as may be assigned to the committee by the board.

Other than those duties and responsibilities mentioned in the recommendatory charter following may
also be the duties and responsibilities that can be delegated to the committee:

Review and monitor the Company’s compliance training initiatives on various topics, including but not
limited to acceptable forms of compensation, conflicts of interest, competition and trade practices.

Review the policies, programs and procedures for ensuring compliance with relevant laws, the
Company’s Code of Conduct, value statement, other relevant standards, and legal obligations, including
those imposed by settlement agreements.

Present to the Board for adoption policies, periodically present to the Board for adoption appropriate
changes to the policies, and oversee implementation of and compliance with these policies.

Review and reassess the Charter’s adequacy, as appropriate, and recommend any proposed changes
to the Board for approval.

Reviews the organization, implementation and effectiveness of the Company’s health care compliance
& ethics and quality & compliance programs.

Oversees the Company’s Policy on Business Conduct and Code of Business Conduct & Ethics for
Members of the Board of Directors and Executive Officers.

Reviews the Company’s governmental affairs policies and priorities and other public policy issues facing
the Company.

Reviews the policies, practices and priorities for the Company’s political expenditure and lobbying activities.

SCIENCE, TECHNOLOGY & SUSTAINABILITY COMMITTEE

It is composed of non-employee Directors, determined to be “independent” under the listing standards of the
New York Stock Exchange. It:

Monitors and reviews the overall strategy, direction and effectiveness of the Company’s research and
development.

Serves as a resource and provides input, as needed, regarding the scientific and technological aspects
of product safety matters.
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— Reviews the Company’s policies, programs and practices on environment, health, safety and un—
sustainability.

— Assists the Board in identifying and comprehending significant emerging science and technology policy
and public health issues and trends that may impact the Company’s overall business strategy.

— Assists the Board in its oversight of the Company’s major acquisitions and business development activities
as they relate to the acquisition or development of new science or technology.

RISK MANAGEMENT COMMITTEE

A company needs to have a proactive approach to convert a risk into an opportunity. A business is exposed to
various kind of risk such as strategic risk, data security risk, fiduciary risk, credit risk, liquidity risk, reputational
risk, environmental risk, competition risk, fraud risk, technological risk etc. It is important for the company to
have a structured framework to satisfy that it has sound policies, procedures and practices are in place to
manage the key risks under risk framework of the company. A risk management Committee’s role is to assist the
Board in establishing risk management policy, overseeing and monitoring its implementation.

The committee shall be constituted with at least three directors, majority being independent directors.

Maijor functions include:

Assisting the Board in fulfilling its corporate governance oversight responsibilities with regard to
identification, evaluation and mitigation of operational, strategic and external environment risks.

To ensure that management has instituted adequate process to evaluate major risks faced by the
company

Establishing the role and responsibilities of officers/team who shall be responsible for:
— Facilitating the execution of risk management practices in the enterprise

— Reviewing enterprise risks from time to time, initiating mitigation actions, identifying owners and
reviewing progress

— Reporting risk events and incidents in a timely manner

Monitoring and reviewing risk management practices of the Company

Reviewing and approving risk-related disclosures.
The recently amended Clause 49 of the Listing Agreement requires as under:

A. The company shall lay down procedures to inform Board members about the risk assessment and
minimization procedures.

B. The Board shall be responsible for framing, implementing and monitoring the risk management plan for
the company.

C. The company shall also constitute a Risk Management Committee. The Board shall define the roles
and responsibilities of the Risk Management Committee and may delegate monitoring and reviewing of
the risk management plan to the committee and such other functions as it may deem fit. The provisions
of (C) above shall be applicable to top 100 listed companies by market capitalization as at the end of the
immediate previous financial year

OTHER COMMITTEES

Companies depending upon the need may have more committees like:

— Strategies Committee
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— Capital Expenditure (Capex) Committee.
— HR Committee

— Project Appraisal Committee

LESSON ROUND UP

— With the globalization and the blurring of the borders, the demands on the board have increased
tremendously. The regulatory requirements are complex and the onus on the Board is immense. In this
scenario, the need to delegate oversight to a board committee has become imperative.

— To enable better and more focused attention on the affairs of the Corporation, the board delegates
particular matters to committees of the board set up for the purpose.

— Committees prepare the groundwork for decision-making and report at the subsequent board meeting.

— Greater specialization and intricacies of modern board work is one of the reasons for increased use of
board committees.

— Mandatory committees — Audit Committee, Nomination and Remuneration Committee, stakeholders
Relationship committee, CSR Committee.

— The Regulatory Framework with regard to Audit Committee is covered under -Clause 49 of the Listing
Agreement and Section 177 of Companies Act, 2013.

— In terms of Clause 49 —VIII(E)(4) of Listing Agreement committee under the Chairmanship of a non-
executive director and such other members as may be decided by the Board of the company shall be
formed to specifically look into the redressal of grievances of shareholders, debenture holders and
other security holders. This Committee shall be designated as ‘Stakeholders Relationship Committee’
and shall consider and resolve the grievances of the security holders of the company including complaints
related to transfer of shares, non-receipt of balance sheet, non-receipt of declared dividends.

— Non Mandatory committees — Corporate Governance Committee, Compliance Committee, Risk
Management Committee, Ethics Committee, Strategies Committee, Capital Expenditure (Capex)
Committee, etc.

— Nomination and Remuneration Committee: Nomination and Remuneration Committee as the name
suggests is constituted by a company is to determine the qualification and remuneration packages of
executive directors/ chief executive officers.

— Corporate Governance Committee: A company may constitute this committee to develop and
recommend the board a set of corporate governance guidelines applicable to the company, implement
policies and processes relating to corporate governance principles, to review, periodically, the corporate
governance guidelines of the company.

— Corporate Compliance Committee: The primary objective of the Compliance Committee is to review,
oversee, and monitor the Company’s compliance with applicable legal and regulatory requirements, its
policies, programs, and procedures to ensure compliance with relevant laws, its Code of Conduct, and
other relevant standards.

— Risk Management Committee: A business is exposed to various kind of risk such as strategic risk,
data-security risk, fiduciary risk, credit risk, liquidity risk, reputational risk, environmental risk, competition
risk, fraud risk, technological risk etc. A risk management Committee’s role is to assist the Board in
establishing risk management policy, overseeing and monitoring its implementation.
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SELF TEST QUESTIONS

1.
2.

What is the need and what are the advantages of Committee Management?

What are the Committees to be constituted mandatorily in terms of Clause 49 of the Listing Agreement?
In terms of Clause 49 of the Listing Agreement, what are the terms of reference of the Audit Committee.?

Discuss in detail about remuneration committee.

Explain the importance of constitution of Risk Management Committee?
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Lesson 7

Corporate Governance and Shareholder Rights

LESSON OUTLINE

— Rights of Shareholders

— Challenges in Exercising Shareholders
Rights

— Protection of Rights of Minority
Shareholders and Related Party
Transactions

— Shareholder Activism

— Role of Institutional Investors in
Corporate Governance

— Lesson Round-Up

— Self Test Questions

LEARNING OBJECTIVES

The objective of this study lesson is to enable
the students to understand what the rights of
the shareholders are and how it is important
from corporate governance perspective.

In this study lesson, the rights of shareholders
as recommended in the OECD Principles on
Corporate Governance and the provisions in the
Companies Act, 2013 and the Listing Agreement
which deals with shareholder rights have been
covered. The challenges in exercising the
shareholders rights have also been discussed.

The Study covers how the interests of minority
shareholders may be protected in light of related
party transactions and explains about
shareholder activism and the role that
institutional shareholders can play in prompting
good corporate governance. To enable student
to understand the global trends on the subject,
international codes like UK Stewardship Code,
UN Principles on Responsible Investment, The
Code for Responsible Investing in South Africa
(CRISA), CalPERS corporate engagement
process have been covered.

The Companies Act, 2013 facilitates various
shareholders rights. Some of these provisions are
notified and some are yet to be notified. Provisions
relating to oppression and mismanagement,
merger and amalgamation are not yet notified.
However, the same has been discussed in this
lesson for information of the student.

“Shareholders have the right and obligation to set the parameters of corporate behaviour within

which management pursues profit.”

177

— Eliot Spitzer
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INTRODUCTION

Protection of shareholder rights is sacrosanct for good corporate governance. It is one of the pillars of corporate
governance. For the efficient functioning of the capital market, the fundamental requirement is that the investor
rights are well protected. The Preamble to Securities and Exchange Board of India Act, 1992 reads as under:

“An Act to provide for the establishment of a Board to protect the interests of investors in securities and to
promote the development of, and to regulate the securities market and for matters connected there with or
incidental thereto.”

The central element in corporate governance is the challenges arising out of separation of ownership and
control. The shareholders are the true owners of a corporate and the governance function controls the operations
of the corporate. There is a strong likelihood that there is a mismatch between the expectations of the shareholders
and the actions of the management. Therefore there is a need to lay down clearly the rights of the shareholders
and that of the management.

In the Indian context, the SEBI Act, 1992, the various SEBI Regulations and Guidelines and the Companies Act,
2013 enables the empowerment of shareholder rights.

In the international context, the OECD Principles on Corporate Governance which serves as an international
benchmark for policy makers, investors, corporations and other stakeholders worldwide also has made extensive
recommendations as to the shareholder rights.

RIGHTS OF SHAREHOLDERS

Shareholders generally enjoy the following types of rights:
— Voting rights on issues that affect the corporation as a whole
— Rights related to the assets of the corporation
— Rights related to the transfer of stock
— Rights to receive dividends as declared by the board of directors of the corporation
— Right to receive financial statements
— Rights to inspect the records and books of the corporation
— Rights to bring suit against the corporation for wrongful acts by the directors and officers of the corporation
— Rights to share in the proceeds recovered when the corporation liquidates its assets

The OECD Principles on Corporate Governance, which broadly recommends six principles. Recommends the
following two principles with regard to shareholders:

— The corporate governance framework should protect and facilitate the exercise of shareholders’ rights.
(Principle 1I).

— The corporate governance framework should ensure the equitable treatment of all shareholders, including
minority and foreign shareholders. All shareholders should have the opportunity to obtain effective redress
for violation of their rights (Principle 1l1).

The corporate governance framework should protect and facilitate the exercise of shareholders’ rights. (Principle
1))

This Principles propound basic shareholder rights should include the right to:
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(i) secure methods of ownership registration : that is mechanism whereby the names of the shareholders
and their shareholdings are properly registered. Section 88 of the Companies Act, 2013 which requires
companies to maintain a Register of members ensures this right.

(i) convey or transfer shares : similarly the laws should be in place for free transferability of shares. Section
56 of the Companies Act, 2013 with regard to transfer of shares ensures this right

(iii) Shareholders should obtain relevant and material information on the corporation on a timely and regular
basis. This right is enabled under the companies Act as well as the Listing Agreement, in case of listed
companies.

(iv) Shareholders should be empowered to participate and vote in general shareholder meetings.
(iv) Shareholders should be empowered to elect and remove members of the board; and
(v) shareholders will have a right to a share in the profits of the corporation.

It further provides that shareholders should have the right to participate in, and to be sufficiently informed on,
decisions concerning fundamental corporate changes such as:

(1) Amendments to the statutes, or articles of incorporation or similar governing documents of the company;
(2) The authorisation of additional shares; and

(3) Extraordinary transactions, including the transfer of all or substantially all assets, that in effect result in
the sale of the company.

The Companies Act, 2013 requires that such businesses be approved by shareholders by special resolution.
Further, Section 117 of the Companies Act, 2013 requires a listed public company that resolutions relating to
certain businesses should be got passed only by postal ballot. This is to allow all the shareholders to have their
say on important matters. The Postal Ballot Rules list out the businesses which may be passed by postal ballot.

The principles also recommend that shareholders should have the opportunity to participate effectively and vote
in general shareholder meetings and be furnished with sufficient and timely information concerning the date,
location and agenda of general meetings, as well as full and timely information regarding the issues to be
decided at the meeting. Shareholders should have the opportunity to ask questions to the board. Effective
shareholder participation in key corporate governance decisions, such as the nomination and election of board
members, should be facilitated. Shareholders should be able to make their views known on the remuneration
policy for board members and key executives. Shareholders should be able to vote in person or in absentia, and
equal effect should be given to votes whether cast in person or in absentia.

Other Recommendations

— Capital structures and arrangements that enable certain shareholders to obtain a degree of control
disproportionate to their equity ownership should be disclosed.

— Markets for corporate control should be allowed to function in an efficient and transparent manner.

— The rules and procedures governing the acquisition of corporate control in the capital markets, and
extraordinary transactions such as mergers, and sales of substantial portions of corporate assets, should
be clearly articulated and disclosed so that investors understand their rights and recourse. Transactions
should occur at transparent prices and under fair conditions that protect the rights of all shareholders
according to their class.

— Anti-take-over devices should not be used to shield management and the board from accountability.
The SEBI (Substantial Acquisition of Shares and Takeovers) Regulations, 2011 cover these aspects.

1. The exercise of ownership rights by all shareholders, including institutional investors, should be facilitated.
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2. Institutional investors acting in a fiduciary capacity should disclose their overall corporate governance
and voting policies with respect to their investments, including the procedures that they have in
place for deciding on the use of their voting rights.

3. Institutional investors acting in a fiduciary capacity should disclose how they manage material conflicts
of interest that may affect the exercise of key ownership rights regarding their investments.

4. Shareholders, including institutional shareholders, should be allowed to consult with each other on
issues concerning their basic shareholder rights as defined in the Principles, subject to exceptions
to prevent abuse.

Shareholder rights enshrined in the Companies Act, 2013
These rights can be categorised as under:
(1) Right to receive copies of the following documents from the company:
(i) Copies of Audited Financial statements (Section 136).
(i) Report of the Cost Auditor, if so directed by the Government.
(iii) Contract for the appointment of the managing or whole time director (Section 190).
(iv) Notices of the general meetings of the company (Sections 101).
(2) Right to inspect statutory registers/returns and get copies thereof on payment of prescribed fee.
The members have been given right to inspect the following registers etc.:
(i) Debenture trust deed (Section 71);
(i) Register of Charges (Section 87);
(iii) Register of Members, Debenture holders and Index Registers, Annual Returns (Section 94);
(iv) Minutes Book of General Meetings (Section 119);
(v) Register of Contracts (Section 189);
(vi) Register of Directors’ (Section 171);
(vii) Register of Directors’ and Key Managerial Personnel and their Shareholdings (Section 170);
(viii) Copy of agreement of appointment of the managing or whole time director (Section 190).

The members can also get the copies of the aforesaid registers/returns on payment of prescribed fee
except those of Register of Directors and Register of Directors’ Shareholdings. Members can also get
copies of memorandum and articles of association on payment of a fee of Re. One (Section 17).

(3) Rightto attend meetings of the shareholders and exercise voting rights at these meetings either personally
or through proxy (Sections 96,100,105 and 107).

(4) Other rights.

Over and above the rights enumerated at Item Nos. 1 to 3 above, the members have the following
rights:

(a) To receive share certificates as title of their holdings [Section 46 read with the Companies (Issue of
Share Certificates) Rules, 1960).

(b) To transfer shares (Sections 44 and 56 and Articles).

(c) To resist and safeguard against increase in his liability without his written consent.
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(d) To receive dividend when declared.
(e) To have rights shares (Section 62).
(f) To appoint directors (Section 152).
(g) To share the surplus assets on winding up (Section 320).
(h) Right of dissentient shareholders to apply to court (Section 48).

(i) Rightto make application collectively to the Tribunal for oppression and mismanagement (Sections
241 and 242).Right of Nomination.

(i) Section 47 of the Act provides that every member of a public company limited by shares, holding
equity shares, shall have votes in proportion to his share of the paid-up equity share capital of the
company.

(k) Preference shareholders ordinarily vote only on matters directly relating to rights attached to
preference share capital. A resolution for winding up of the company or for the reduction of the
share capital, will be deemed to affect directly the rights attached to preference share and so they
can vote on such resolutions.

(I) Section 48 of the Companies Act, 2013 lays down that the rights attached to the shares of any class
can be varied with the consent in writing of the holders of not less than three-fourths of the issued
shares of that class or with the sanction of a special resolution passed at a separate meeting of the
holders of the issued shares of the class. Further, the variation of rights of shareholders can be
effected only:

(i) If provision with respect to such variation is contained in the Memorandum or Articles of
association of the company; or

(i) In the absence of any such provision in a Memorandum or Articles of association of the
company, if such variation is not prohibited by the terms of issue of the shares of that class.

(m) Section 48 of the Companies Act, 2013 confers certain rights upon the dissentient shareholders.
According to this section, where the rights of any class of shares are varied, the holders of not less
than ten per cent of the shares of that class, being persons who did not consent to or vote in favour
of the resolution for the variation, can apply to the Tribunal to have the variation cancelled. Where
any such application is made to the Tribunal, the variation will not be effective unless and until it is
confirmed by the Tribunal.

SOME OF THE OTHER IMPORTANT PROVISIONS RELATING TO SHAREHOLDERS RIGHTS
ENSHRINED IN THE COMPANIES ACT, 2013 ARE AS UNDER*

Power and duty to acquire shares of shareholders dissenting from scheme or contract approved
by majority

Where a scheme or contract involving the transfer of shares or its class in a company to another company has,
within four months after the making of the offer in that behalf by the transferee company, been approved by the
holders of not less than nine-tenths in value of the shares whose transfer is involved, the transferee company
may, at any time within two months after the expiry of the said four months, give notice to any dissenting
shareholder, that it desires to acquire his shares; and when such a notice is given, the transferee company shall,

*yet to be notified.
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unless, on an application made by the dissenting shareholder within one month from the date on which the
notice was given, unless the CLB/Tribunal thinks fit to order otherwise, be entitled and bound to acquire those
shares.

“dissenting shareholder” includes a share-holder who has not assented to the scheme or contract and any
shareholder who has failed or refused to transfer his shares to the transferee company in accordance with the
scheme or contract;

Application to Tribunal for relief in case of oppression

Any member of a company who complain that the affairs of the company are being conducted in a manner
prejudicial to public interest or in a manner oppressive to any member or members may apply to the Tribunal for
an order.

If the Tribunal is of opinion that the company’s affairs are being conducted in a manner prejudicial to public
interest or in a manner oppressive to any member or members; and that to wind up the company would unfairly
prejudice such member or members but that otherwise the facts would justify the making of a winding up order
on the ground that it was just and equitable that the company should be wound up; Tribunal may, with a view to
bringing to an end the matters complained of, make such order as it thinks fit.

Application to Tribunal for relief in cases of mismanagement

Any members of a company who complain that the affairs of the company are being conducted in a manner
prejudicial to public interest or to the interests of the company; or that a material change of the company has
taken place in the management or control of the company, whether by an alteration in its Board of directors or
manager or in the ownership of the company’s shares, and that by reason of such change, it is likely that the
affairs of the company [will be conducted in a manner prejudicial to public interest or] in a manner prejudicial to
the interests of the company; may apply to the Tribunal for an order.

If Tribunal is of opinion that the affairs of the company are being conducted as aforesaid the Tribunal may, with
a view to bringing to an end or preventing the matters complained of, make such order as it thinks fit.

The following persons have a right to apply under the above sections:

(i) inthe case of a company having a share capital, not less than one hundred members of the company or
not less than one-tenth of the total number of its members, whichever is less, or any member or members
holding not less than one-tenth of the issued share capital of the company, provided that the applicant
or applicants have paid all calls and other sums due on their shares;

(ii) in the case of a company not having a share capital, not less than one-fifth of the total number of its
members.

The Central Government may, if in its opinion circumstances exist which make it just and equitable so to do,
authorise any member or members of the company to apply to the Tribunal under section 397 or 398,
notwithstanding the requirements of such number of members are not fulfilled.

Pending the making by it of a final order the Tribunal may, on the application of any party to the proceeding,
make any interim order which it thinks fit for regulating the conduct of the company’s affairs, upon such terms
and conditions as appear to it to be just and equitable.
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Power and duty to acquire shares of shareholders dissenting from the scheme or contract
approved by the majority

As per section 235(1) of Companies Act 2013, where a scheme or contract involving the transfer of shares or
any class of shares in a company (the transferor company) to another company (the transferee company) has,
within four months after making of an offer in that behalf by the transferee company, been approved by the
holders of not less than nine-tenths in value of the shares whose transfer is involved, other than shares already
held at the date of the offer by, or by a nominee of the transferee company or its subsidiary companies, the
transferee company may, at any time within two months after the expiry of the said four months, give notice in
the prescribed manner to any dissenting shareholder that it desires to acquire his shares.

As per section 235 (2) ,where a notice under sub-section (7) is given, the transferee company shall, unless on
an application made by the dissenting shareholder to the Tribunal, within one month from the date on which the
notice was given and the Tribunal thinks fit to order otherwise , be entitled to and bound to acquire those shares
on the terms on which, under the scheme or contract, the shares of the approving shareholders are to be
transferred to the transferee company.

Application to Tribunal for relief in case of oppression and mismanagement
As per section 241 of The Companies Act, 2013, any member of a company who complains that—

(a) the affairs of the company have been or are being conducted in a manner prejudicial to public interest
or in a manner prejudicial or oppressive to him or any other member or members or in a manner
prejudicial to the interests of the company; or

(b) the material change, not being a change brought about by, or in the interests of, any creditors,
including debenture holders or any class of shareholders of the company, has taken place in the
management or control of the company, whether by an alteration in the Board of Directors, or
manager, or in the ownership of the company’s shares, or if it has no share capital, in its membership,
or in any other manner whatsoever, and that by reason of such change, it is likely that the affairs
of the company will be conducted in a manner prejudicial to its interests or its members or any
class of members, may apply to the Tribunal, provided such member has a right to apply under
section 244.

(2) The Central Government, if it is of the opinion that the affairs of the company are being conducted in a
manner prejudicial to public interest, it may itself apply to the Tribunal for an order.

Section 242 provides that if, on any application made under section 241, the Tribunal is of the opinion—

(a) that the company'’s affairs have been or are being conducted in a manner prejudicial or oppressive to
any member or members or prejudicial to public interest or in a manner prejudicial to the interests of
the company; and

(b) thatto wind up the company would unfairly prejudice such member or members, but that otherwise the
facts would justify the making of a winding-up order on the ground that it was just and equitable that the
company should be wound up, the Tribunal may, with a view to bringing to an end the matters complained
of, make such order as it thinks fit.

As per section 244, the following members of a company shall have the right to apply under section 241,
namely:—

(a) in the case of a company having a share capital, not less than one hundred members of the company
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(b)

or not less than one-tenth of the total number of its members, whichever is less, or any member or
members holding not less than one tenth of the issued share capital of the company, subject to the
condition that the applicant or applicants has or have paid all calls and other sums due on his or their
shares;

in the case of a company not having a share capital, not less than one-fifth of the total number of its
members:

Provided that the Tribunal may, on an application made to it in this behalf, waive all or any of the requirements
specified in clause (a) or clause (b) so as to enable the members to apply under section 241.

Explanation.— For the purposes of this sub-section, where any share or shares are held by two or more
persons jointly, they shall be counted only as one member.

Where any members of a company are entitled to make an application under subsection (1), any one or more
of them having obtained the consent in writing of the rest, may make the application on behalf and for the
benefit of all of them.

Section 245 of Companies Act, 2013, provides the following regarding Class Action Suits:

(yet to be notified)

(7

Such number of member or members, depositor or depositors or any class of them, as the case may
be, as are indicated in sub-section (2) may, if they are of the opinion that the management or conduct
of the affairs of the company are being conducted in a manner prejudicial to the interests of the company
or its members or depositors, file an application before the Tribunal on behalf of the members or
depositors for seeking all or any of the following orders, namely:—

(a) to restrain the company from committing an act which is ultra vires the articles or memorandum of
the company;

(b) to restrain the company from committing breach of any provision of the company’s memorandum
or articles;

(c) todeclare a resolution altering the memorandum or articles of the company as void if the resolution
was passed by suppression of material facts or obtained by mis-statement to the members or
depositors;

(d) to restrain the company and its directors from acting on such resolution;

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

(f) to restrain the company from taking action contrary to any resolution passed by the members;
(g) to claim damages or compensation or demand any other suitable action from or against—

(h) the company or its directors for any fraudulent, unlawful or wrongful act or omission or conduct or
any likely act or omission or conduct on its or their part;

(i) the auditor including audit firm of the company for any improper or misleading statement of particulars
made in his audit report or for any fraudulent, unlawful or wrongful act or conduct; or

(i) any expert or advisor or consultant or any other person for any incorrect or misleading statement
made to the company or for any fraudulent, unlawful or wrongful act or conduct or any likely act or
conduct on his part;

(k) to seek any other remedy as the Tribunal may deem fit.
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Where the members or depositors seek any damages or compensation or demand any other suitable
action from or against an audit firm, the liability shall be of the firm as well as of each partner who was
involved in making any improper or misleading statement of particulars in the audit report or who acted
in a fraudulent, unlawful or wrongful manner.

(/) The requisite number of members provided in sub-section (1) shall be as under:—

(a) in the case of a company having a share capital, not less than one hundred members of the
company or not less than such percentage of the total number of its members as may be prescribed,
whichever is less, or any member or members holding not less than such percentage of the issued
share capital of the company as may be prescribed, subject to the condition that the applicant or
applicants has or have paid all calls and other sums due on his or their shares;

(b) inthe case of a company not having a share capital, not less than one-fifth of the total number of its
members.

(if) The requisite number of depositors provided in sub-section (1) shall not be less than one hundred
depositors or not less than such percentage of the total number of depositors as may be prescribed,
whichever is less, or any depositor or depositors to whom the company owes such percentage of total
deposits of the company as may be prescribed.

In considering an application under sub-section (1), the Tribunal shall take into account, in particular—

(a) whether the member or depositor is acting in good faith in making the application for seeking an
order;

(b) any evidence before it as to the involvement of any person other than directors or officers of the
company on any of the matters provided in clauses (a) to (f) of subsection (7);

(c) whether the cause of action is one which the member or depositor could pursue in his own right
rather than through an order under this section;

(d) any evidence before it as to the views of the members or depositors of the company who have no
personal interest, direct or indirect, in the matter being proceeded under this section;

(e) where the cause of action is an act or omission that is yet to occur, whether the act or omission
could be, and in the circumstances would be likely to be—

() authorised by the company before it occurs; or
(i) ratified by the company after it occurs;

(f) where the cause of action is an act or omission that has already occurred, whether the act or
omission could be, and in the circumstances would be likely to be, ratified by the company.

If an application filed under sub-section (1) is admitted, then the Tribunal shall have regard to the
following, namely:—

(a) public notice shall be served on admission of the application to all the members or depositors of
the class in such manner as may be prescribed;

(b) all similar applications prevalent in any jurisdiction should be consolidated into a single application
and the class members or depositors should be allowed to choose the lead applicant and in the
event the members or depositors of the class are unable to come to a consensus, the Tribunal
shall have the power to appoint a lead applicant, who shall be in charge of the proceedings from
the applicant’s side;

(c) two class action applications for the same cause of action shall not be allowed;
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(d) the cost or expenses connected with the application for class action shall be defrayed by the
company or any other person responsible for any oppressive act.

(6) Any order passed by the Tribunal shall be binding on the company and all its members, depositors and
auditor including audit firm or expert or consultant or advisor or any other person associated with the
company.

(7) Any company which fails to comply with an order passed by the Tribunal under this section shall be
punishable with fine which shall not be less than five lakh rupees but which may extend to twenty-five
lakh rupees and every officer of the company who is in default shall be punishable with imprisonment
for a term which may extend to three years and with fine which shall not be less than twenty-five
thousand rupees but which may extend to one lakh rupees.

(8) Where any application filed before the Tribunal is found to be frivolous or vexatious, it shall, for reasons
to be recorded in writing, reject the application and make an order that the applicant shall pay to the
opposite party such cost, not exceeding one lakh rupees, as may be specified in the order.

(9) Nothing contained in this section shall apply to a banking company.

(70) Subject to the compliance of this section, an application may be filed or any other action may be taken
under this section by any person, group of persons or any association of persons representing the
persons affected by any act or omission, specified in sub-section (7).

CHALLENGES IN EXERCISING SHAREHOLDERS RIGHTS

Principle 11l of the OECD Principles on Corporate Governance states that the corporate governance framework
should ensure the equitable treatment of all shareholders, including minority and foreign shareholders. All
shareholders should have the opportunity to obtain effective redress for violation of their rights.

The rights of shareholders have been well secured in the legislative framework. That is to say that the law is in
place to secure the rights of the shareholders. All shareholders of the same class have the same rights. If that be
so what is the challenge? In this section we will discuss the challenges.

Shareholders can be classified as dominant shareholders and minority shareholders. In general parlance dominant
shareholders are those, who by virtue of their majority shareholding or their association with the company as its
founders or for any other reason are able to exercise control in the management of the company.

One of the basic challenges in exercising the shareholder rights stems from information asymmetry between the
dominant shareholders and the minority shareholders. This could be attributed to lack of timely disclosure of
accurate information on important matters which is crucial for the protection of shareholders’ rights for two main
reasons. First, shareholders need to have access to information about important matters to make decisions that
are in their interests. Second, information disclosure is crucial in preventing managers and dominant shareholders
from engaging in activities that are detrimental to minority shareholders.

Another major challenge arises on account of lack of awareness amongst the small shareholders as their rights
leading towards a passive approach to voting.

Investor Protection in India

Securities and Exchange Board of India (SEBI) is the capital market regulator and nodal agency in India who
regulates the security market. One of the objectives of the SEBI is to provide a degree of protection to the
investors and to safeguard their rights, steady flow of savings into market and to promote the development of
and regulate the securities market.

Investors should be safeguarded not only against frauds and cheating but also against the losses arising out of
unfair practices. Such practices may include:
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— Deliberate misstatement in offer statements to investors
— Price manipulations
— Insider trading.

SEBI has issued many guidelines and regulations to regulate the capital market and to protect the investors.
Some of the guidelines are:

— SEBI (Issue of Capital and Disclosure Requirements) Regulations, 2009;

— SEBI (Ombudsman) Regulation 2003 — designed to redress the investor’s grievance against listed
companies or intermediaries or both for amicable settlement;

— SEBI (Prohibition of fraudulent and unfair Trade Practices relating to securities market) Regulations
2003 - to prohibit any fraudulent and unfair Trade Practices relating to securities market;

— SEBI (Prohibition of Insider Trading ) Regulations 1992 and amended in 2002. The basic objective is to
prohibit persons who have more access to company’s information which can be used to benefit the
individual or group of individual or agency.

— In addition to the above, SEBI has set up a separate cell to address the grievances of investors - SEBI
Complaints Redressal Sytem (SCORES)

Insider Trading

Insider Trading, in general parlance, means dealing in the securities of a company based on certain information
which is not publicly disclosed (the recipient has access to such information due to his proximity to the source)
and such information is likely to have an influence on the price of the securities.

The Securities and Exchange Board of India (Prohibition of Insider Trading) Regulations, 1992, say,
“Insider” is any person, who is or was connected with the company, and who is reasonably expected to have
access to unpublished price-sensitive information about the stock of that particular company, or who has access
to such unpublished price sensitive information.

Information that could be price sensitive includes

Periodical financial results of a company,

Intended declaration of dividend,

Issue or buyback of securities,

any major expansion plans or execution of new projects, amalgamation, merger, takeovers, disposal of
the whole or substantial part of the undertaking and any other significant changes in policies, plans or
operations of the company.

Investor Education & Protection Fund

Investor Education and Protection Fund (IEPF) is established under section 205C of Companies Act. Since the
relevant provisions under new act are not yet notified. Section 205C is applicable.

Investor Education and Protection Fund (awareness and protection of investors) Rules, 2001 stipulate
the activities related to investors’ education, awareness and protection for which the financial sanction can be
provided under IEPF.

An initiative of Ministry pursues following activities as stipulated under Rules
— Investor Education programme through Media

— Organizing Seminars and Symposia



Lesson 7 m Corporate Governance and Shareholder Rights 187

— Deliberate misstatement in offer statements to investors
— Price manipulations
— Insider trading.

SEBI has issued many guidelines and regulations to regulate the capital market and to protect the investors.
Some of the guidelines are:

— SEBI (Issue of Capital and Disclosure Requirements) Regulations, 2009;

— SEBI (Ombudsman) Regulation 2003 — designed to redress the investor’s grievance against listed
companies or intermediaries or both for amicable settlement;

— SEBI (Prohibition of fraudulent and unfair Trade Practices relating to securities market) Regulations
2003 - to prohibit any fraudulent and unfair Trade Practices relating to securities market;

— SEBI (Prohibition of Insider Trading ) Regulations 1992 and amended in 2002. The basic objective is to
prohibit persons who have more access to company’s information which can be used to benefit the
individual or group of individual or agency.

— In addition to the above, SEBI has set up a separate cell to address the grievances of investors - SEBI
Complaints Redressal Sytem (SCORES)

Insider Trading

Insider Trading, in general parlance, means dealing in the securities of a company based on certain information
which is not publicly disclosed (the recipient has access to such information due to his proximity to the source)
and such information is likely to have an influence on the price of the securities.

The Securities and Exchange Board of India (Prohibition of Insider Trading) Regulations, 1992, say,
“Insider” is any person, who is or was connected with the company, and who is reasonably expected to have
access to unpublished price-sensitive information about the stock of that particular company, or who has access
to such unpublished price sensitive information.

Information that could be price sensitive includes

Periodical financial results of a company,

Intended declaration of dividend,

Issue or buyback of securities,

any major expansion plans or execution of new projects, amalgamation, merger, takeovers, disposal of
the whole or substantial part of the undertaking and any other significant changes in policies, plans or
operations of the company.

Investor Education & Protection Fund

Investor Education and Protection Fund (IEPF) is established under section 205C of Companies Act. Since the
relevant provisions under new act are not yet notified. Section 205C is applicable.

Investor Education and Protection Fund (awareness and protection of investors) Rules, 2001 stipulate
the activities related to investors’ education, awareness and protection for which the financial sanction can be
provided under IEPF.

An initiative of Ministry pursues following activities as stipulated under Rules
— Investor Education programme through Media

— Organizing Seminars and Symposia



188 PP-EGAS

— Proposals for registration of Voluntary Associations or Institution or other organizations engaged in
Investor Education and Protection activities

— Proposals for projects for Investors’ Education and Protection including research activities and proposals
for financing such projects

— Coordinating with institutions engaged in Investor Education, awareness and protection activities

The Securities and Exchange Board of India (SEBI) also notified SEBI (Investor Protection and Education
Fund) Regulations, 2009 according to which SEBI will establish an Investor Protection and Education Fund
which will be used inter-alia, for “aiding investors’ associations recognized by the Board to undertake legal
proceedings in the interest of investors in securities that are listed or proposed to be listed” — clause 5 (2) (d) of
the Regulations. This amendment is a path-breaking one and is believed to set shareholder activism in India.
Through this an attempt is being made to provide incentive to class action litigations. Though a regime has
started yet much is needed to make such litigations successful in India.

Modus Operandi

Insider buys the stock (he might also already own it). He then releases price-sensitive information to a small
group of people close to him, who buy the stock based on it, and spread the information further. This results
in an increase in volumes and prices of the stock. The inside information has now become known to a larger
group of people which further pushes up volumes and prices of the stock.

After a certain price has been reached, which the insider knows about, he exits, as do the ones close to him,
and the stock’s price falls. Those who had inside information are safe while the ordinary retail investor is stuck
holding a white elephant as, in many cases, the tip’ reaches him only when the stock is already on a boil.

The regular investor gets on the bandwagon rather late in the day as he is away from the buzz with no direct
connection to the ‘real’ source. He buys the overvalued stock due to imbalance in the information flow.

However, insider trading isn’t always illegal. Trading by a company insider in its shares is not violation per se
and is legal. What is illegal is the trading by an insider on the basis of unpublished price-sensitive information.
Insider trading violations may also include ‘tipping’ such information and the person using it.

Rules against insider trading on material non-public information exist in most jurisdictions around the world,
though the details and the efforts to enforce them vary considerably. The United States is generally viewed as
having the strictest laws against illegal insider trading, and makes the most serious efforts to enforce them.

A recent case in the United States of America serves as a good case study on Insider Trading
Rajratnam and Rajat Gupta Case

Rajaratnam was the Sri-Lankan manager of the hedge fund Galleon Group, which managed $6.5 billion at its
height.

Rajat Gupta is a former director at Goldman Sachs and head of McKinsey consulting. He also served on the
board of Procter & Gamble.

Warren Buffet is the CEO of Berkshire Hathaway, an investment company.

Facts and Claims

Facts

On September 23, 2008, Warren Buffet agreed to pay $5 billion for preferred shares of Goldman Sachs.
This information was not announced until 6 p.m., after the NYSE closed on that day.

Before the announcement, Raj Rajaratnam bought 175,000 shares of Goldman Sachs.
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The next day, by which time the infusion was public knowledge, Rajaratnam sold his shares, for a profit of
$900,000.

In the same period of time financial stocks as a whole fell.
Claims

Rajat Gupta had called Rajaratnam immediately after the board meeting at which Warren Buffet's infusion
had been announced, and told him of the money Goldman expected to receive.

This information was material to the price of Goldman stock, thus inciting Rajaratnam to make the trade,
something he would otherwise not have done.

Conviction

Rajaratnam was sentenced to 11 years in prison and fined a criminal and civil penalty of over $150 million
combined.

Rajat Gupta was convicted on insider trading charges stemming from the Raj Rajaratnam/Galleon Group
insider trading cases on four criminal felony counts of conspiracy and securities fraud. He was sentenced to
two years in prison, an additional year on supervised release and ordered to pay $5 million in fines

Indian Scenario
Tata Finance Limited

SEBI has passed an order dated January 11, 2008 in the matter of M/s. Tata Finance Limited (TFL) restraining
Mr. D.S. Pendse, Mrs. Anuradha Pendse, Dr. Anjali Beke and M/s. Nalini Properties Pvt. Ltd. from accessing
the securities market and prohibiting them from buying, selling or otherwise dealing or associating with the
securities market in any manner whatsoever, for a period of five years.

Upon receiving a complaint from TFL, a copy of which was also received from Joint Parliamentary Committee,
SEBI initiated an investigation inter alia into the alleged insider trading by Mr. Pendse and his relatives/
associates/friends.

It was alleged that Mrs. Anuradha Pendse, Dr. Anjali Beke and Nalini Properties (P) Ltd. had sold shares of
TFL on 28th March 2001 on the basis of a unpublished price sensitive information relating to the financial
position of TFL which was not in public domain. The unpublished price sensitive information was alleged to
have been provided to them by Mr. Dilip Pendse who at the relevant point of time, was the Managing Director
of TFL. The price sensitive information was pertaining to the loss of Rs.79.37 crores suffered by Nishkalp
Investment and Trading Co Ltd, a wholly owned subsidiary of TFL. This information was made public only on
30th April 2001. Mr. Dilip Pendse, besides being MD of TFL was also the Director of Nishkap at the relevant
time. It is alleged that Mr. Pendse was aware of the poor financial position of TFL on account of the losses
incurred by Nishkap before the information was made public on 30.04.2001. Accordingly, his associates/
relatives sold 2,90,000 shares of TFL during March 2001, before the information became public. 40,000
shares of TFL were sold by Mrs. Anuradha Pendse and Nalini Properties, Dr. Anjali Beke a close friend and
associate of Mr. Pendse for several years, also sold 2,30,000 shares in the name of Anjudi Properties &
Investment Pvt. Ltd., a company associated/ connected with Mr. Pendse and controlled by Dr. Anjali Beke
and her husband Dr. Beke. It was alleged that on account of the sale, unjust profit accrued to the entites.

IFCI

Take the case of IFCI. The stock had been on fire since early January 2007. It gained almost 53 per cent in
eight trading sessions from Rs 13.45 before the announcement of its 7-per cent stake sale in NSE was made
in January 2007.

The stock also gained 30 per cent in 12 sessions before the announcement to appoint Ernst & Young for
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advising the company on induction of a strategic investor in the company was made in March 2007. From this
level, the run up in the stock has been over 210 per cent.

While it is not possible to say that insider trading took place in this case, little else explains the share price
movement. The expected strategic sale was called off in December 2007, and the stock shed almost 23 per
cent in one session. Investors who got on the bandwagon at around Rs 70-74 in early September 2007 and
did not sell by this time, would have lost all their gains.

HLL- BBLIL

The misuse is subject to varying interpretations. The insider-trading allegation against Hindustan Lever (HLL)
for purchasing eight lakh shares of Brooke Bond Lipton India (BBLIL) from Unit Trust of India a month before
the merger of the two companies was announced is a case in point.

Both Hindustan Lever Ltd and Brooke Bond were subsidiaries of Uniliver. As a part of the merger scheme of
the two companies and also to continue to maintain its majority holding. Uniliver ordered HLL to buy 8 lakh
shares of BB from Unit Trust of India (UTI). HLL did so by paying 10% premium over prevailing market price.
After investigation, a case of insider trading was brought against Hindustan Lever and its directors. SEBI, did
not impose penalty on HLL or its director for insider trading, but ordered prosecution of the directors, besides
ordering payment of compensation to UTI of Rs. 3.04 crores. In appeal, the tribunal upheld the finding of
insider trading as HLL was a deemed connected person and also had price sensitive information which would
have affected the market price of shares. However, the tribunal found favour with HLL’s argument that the
information it possessed was published, even though not confirmed or authenticated by the company. In
support thereof, it relied on several news reports prior to the date of merger. Further, the fact that UTI had
continued to sell BB shares at more or less the price given by HLL showed that the merger had not resulted
in the either loss to UTI, or gain to HLL. On the issue of awarding compensation, the order of the SEBI was
held to be without jurisdiction. Hence the appeal claiming enhanced compensation was dismissed. As regards
the direction to prosecute the directors of HLL, the tribunal felt that the SEBI had not established in its order
the gravity of the case, so as to merit prosecution. However, the Tribunal left it open to SEBI to commence
adjudication proceeding against the directors under section 15G of the Act. [Hindustan Lever Ltd. v. SEBI,
(1993) 3 COMP U 473: (1998) (18) SCL 311 (SAT)). It is submitted that in this case, HLL got away with its skin
in teeth more due to defective statutory provision and also due to some publications prior to acquisition.
Otherwise, the transaction had all the hallmark of advantage to HLL in the process. Be that as it may, the last
observation which gives liberty to commence adjudication proceeding against the directors is inconsistent
with the general tenor of the order, which exonerates HLL. There was no reason to leave the field open for
proceeding against directors.

PROTECTION OF RIGHTS OF MINORITY SHAREHOLDERS AND RELATED PARTY
TRANSACTIONS

Accounting Standard 18 defines Related Party and Related Party Transactions as under:

1. Related party - parties are considered to be related if at any time during the reporting period one party has the
ability to control the other party or exercise significant influence over the other party in making financial and/or
operating decisions.

2. Related party transaction - a transfer of resources or obligations between related parties, regardless of whether
or not a price is charged.

Related Party Transaction is a critical issue in any organization. They are not necessarily wrong, in fact
transactions with related parties happen across all jurisdictions and in the normal course of business. However,
because of their delicate nature and the risk of abuse or fraud, they must be carefully scrutinized and fully
disclosed.
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The Asian Corporate Governance Association’s white paper on Corporate Governance in India alludes that
according to domestic Indian fund managers, typical transactions that listed companies engage in include:

Spinning off valuable assets from listed companies to unlisted private entities for the benefit of promoters.

Spinning off investments in group companies to a holding company, valuing the investments at a large discount
to fair value, then buying back the shares of the holding company from the market.

Shifting new business to unlisted private entities and letting an affiliated listed company pay for branding and
distribution costs.

It is very apparent that these types of transactions are detrimental to the interests of the minority shareholders.
Therefore related party transactions need to be monitored properly to prevent abuse.

Role of Audit Committee

The audit committee has an important role in monitoring related party transactions. In most jurisdictions the first
level monitoring of the related party transactions is done by the audit committee.

As per Clause 49(VIl) of Listing Agreement, provides following with regard to Related Party Transactions:

A. Arelated party transaction is a transfer of resources, services or obligations between a company and a
related party, regardless of whether a price is charged.

B. A'related party’ is a person or entity that is related to the company. Parties are considered to be related
if one party has the ability to control the other party or exercise significant influence over the other party,
directly or indirectly, in making financial and/or operating decisions.

C. The company shall formulate a policy on materiality of related party transactions and also on dealing
with Related Party Transactions.

Provided that a transaction with a related party shall be considered material if the transaction / transactions
to be entered into individually or taken together with previous transactions during a financial year, exceeds
five percent of the annual turnover or twenty percent of the net worth of the company as per the last
audited financial statements of the company, whichever is higher.

D. All Related Party Transactions shall require prior approval of the Audit Committee.

E. All material Related Party Transactions shall require approval of the shareholders through special
resolution and the related parties shall abstain from voting on such resolutions.

Further Clause 49(VIII)(A) of Listing Agreement provides for disclosures related to Related Party Transactions
in the following manner;

1. Details of all material transactions with related parties shall be disclosed quarterly along with the
compliance report on corporate governance.

2. The company shall disclose the policy on dealing with Related Party Transactions on its website and
also in the Annual Report.

Related party transactions are many times made through complex transactions between the company and its
managers, directors, subsidiaries, and major shareholders, it is hard for outsiders to discover questionable or
fraudulent transactions, if any. Therefore it becomes imperative for the Internal Control Processes within the
company to be robust enough to identify the related party transactions, determine whether they are at arm’s
length and that these are not used as a means of manipulation.

The audit committee can ensure that adequate checks and balances are placed to ensure that minimum conflict
of interest situation arises. Some of the basic measures that can be adopted is to have clear and well laid down
policies with regard to purchases, engagement of vendors, appointments at key levels, open bidding for material
contracts and a well functioning whistle-blower mechanism.
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Role of Internal Auditors

The internal auditors have a key role to play in actually ensuring that the systems of checks and balances are
functioning effectively. The internal auditor should directly report to the audit committee. An issue of debate with
regard to the internal auditor is whether the internal audit function should be assigned to an external audit firm
or can be carried out within the company.

In India, Clause 49 requires that the audit committee review, with management, the performance of internal
auditors, as well as the adequacy of the internal audit function, if any, including the structure of the internal audit
department, reporting structure coverage and the frequency of internal audit. The audit committee should also
review the internal audit reports relating to internal control weaknesses and discuss significant findings with the
internal auditors. Currently, the appointment, removal and terms of remuneration of the chief internal auditor
should also be reviewed by the audit committee.

Due Diligence Process

While, the internal audit process is likely to reveal the occurrence of questionable transactions after they have
occurred, a system of due diligence will help curbing abusive related party transactions from occurring.

Audit committee should seek a due diligence report with regard to all proposed material transactions which
should highlight potential conflict of interest. In this regard companies should have well articulated policies
specifying that transactions beyond certain threshold limits and transactions of certain nature would require a
pre-clearance from the audit committee.

Role of Independent Directors

The independent directors have a pivotal role to play in monitoring related party transactions. This is one of the
key recommendations of the OECD Guide to Fighting Abusive Related Party Transactions Recommendation 5
states as under:

Independent directors should play a central role in monitoring related party transactions, such as designing
board approval procedures, conducting investigations and having the possibility for obtaining advice from
independent experts. Their role should be supported by the policy framework.

Independent directors play a crucial role in monitoring abusive related party transactions. While all directors are
required to discharge fiduciary duties to all shareholders, inviting directors with a conflict of interest in discussions
on related party transactions may be counter-productive. Independent judgment is critical to monitoring related
party transactions and to ensure that agreed transactions are in the interests of the company and all shareholders.
Although the OECD Guide has recommended the threshold approach to disclosure and approval at the
shareholder level, it suggests that all related party transactions require board oversight (with interested parties
abstaining from both discussions or voting on the transaction).

The OECD Guide on Fighting abusive related party transactions recommends that only non-conflicted directors
discuss and decide on a related party transaction, and this could be included in the company’s policy about a
board approval procedure. A number of jurisdictions currently enforce similar requirements including India
which requires as part of the company’s Listing Agreement that the audit committee approve all related party
transactions and that the firm disclose “materially significant” related party transactions to shareholders.
Moreover, the Guide recommends that, where transactions require shareholder approval, independent directors
may wish to:

— retain an independent expert to offer professional advice to independent directors on the fairness of the
transaction; and

— make a recommendation to shareholders.
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Whistle-blower mechanism

The OECD Guide describes that an effective ‘whistle blower’ mechanism may be established by management
as an internal control mechanism, assessed by internal auditors. Such mechanisms are in many cases under
the remit of the audit committee, and the internal auditor might assess the robustness of such mechanisms. In
particular, internal auditors might consider whether employees are able to anonymously relate concerns over
transactions. In some cases whistle-blower mechanisms and procedures are in place, but fall down on fundamental
flaws; they may request the whistle-blowers to identify themselves, for example, or may route the whistle-blower
hotline direct to the CEO and/or Chairman (who may be the counter-party of concern). Many effective mechanisms
make use of external bodies, ensuring anonymity and allowing for an uninhibited disclosure. Regulators and
legislators may seek to provide statutory protection for whistle blowers, protecting these parties from court
action where a report was made in good faith.

In India, Clause 49 of the Listing Agreement prescribes as a mandatory requirement that companies shall
establish a mechanism for employees to report to the management concerns about unethical behaviour, actual
or suspected fraud or violation of the company’s code of conduct or ethics policy. This mechanism provides for
adequate safeguards against victimization of employees who avail of the mechanism and also provide for direct
access to the Chairman of the Audit committee in exceptional cases. Once established, the existence of the
mechanism may be appropriately communicated within the organization. The audit committee is tasked to
review the functioning of the Whistle Blower mechanism. Further, in the Corporate Governance Report, the
company shall disclose the whistle Blower policy and affirmation that no personnel has been denied access to
the audit committee.

Disclosure

The OECD Guide provides that the legal and regulatory framework for “related party transactions” should provide
appropriate and effective threshold-based tiers, referring to materiality for disclosure and shareholders’ approval
and/or board approval of related party transactions according to the risk of potential abuse. It should also take
into account regulatory efficiency, weighing the potential cost and benefits.

The Board is duty bound to have control over Related Party and Related Party Transactions. Itis the responsibility
of the Board to ensure that such transactions are just, fair and total in the interests of the company.

In terms of the Companies Act, 2013 every director of a company must disclose the nature of his concern or
interest in any transaction of the company at a meeting of the Board of Directors. In the case of a publicly owned
company a directed interested or concerned in any contract or arrangement entered into or to be entered in to
by the company is also prohibited from voting on the resolution brought up at the Board meeting for the approval
of the contract. He has to abstain himself from the discussion on the resolution [Section 300].

Section 184 of the Companies Act, 2013 imposes a specific duty on every director to disclose his interest to the
full Board.

Since the Board may be a varying body, the section requires a fresh notice of disclosure to be given at the end
of each financial year. By virtue of section 167(1) (d) of the Companies Act, 2013, if a director fails to disclose his
interest in any contract or arrangement in which he is directly or indirectly interested; in contravention of the
provisions of section 184, his office will ipso facto become vacated. Further, there is also penalty payable. The
provisions are founded on the principle that a director is precluded from dealing on behalf of the company as
himself and from entering into engagements in which he has a personal interest conflicting or which possibly
may conflict with the interest of those with whom he is bound by fiduciary duty. A director occupies a fiduciary
position in relation to a company and he must act bona fide in the interest of the company. If a director makes a
contract with the company and does not disclose his interest, he will be committing breach of trust, Yashovardhan
Saboo v. Groz-Beckert Saboo Ltd., (1995) 83 Com Cases 371 at p.413 (CLB).

The section is so worded that any conflict of personal interest of the director with his duties to the company as
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its director will have to be disclosed. To emphasise this point, the relevant sub-section 299 is reproduced
below:

Section 184 provides for “disclosure of interest by director”, according to it:-

(1) Every director shall at the first meeting of the Board in which he participates as a director and thereafter
at the first meeting of the Board in every financial year or whenever there is any change in the disclosures
already made, then at the first Board meeting held after such change, disclose his concern or interest in
any company or companies or bodies corporate, firms, or other association of individuals which shall
include the shareholding, in such manner as may be prescribed.

(2) Every director of a company who is in any way, whether directly or indirectly, concerned or interested in
a contract or arrangement or proposed contract or arrangement entered into or to be entered into:

(a) with a body corporate in which such director or such director in association with any other
director, holds more than two per cent. shareholding of that body corporate, or is a promoter,
manager, Chief Executive Officer of that body corporate; or

(b) with a firm or other entity in which, such director is a partner, owner or member, as the case may be,
shall disclose the nature of his concern or interest at the meeting of the Board in which the contract
or arrangement is discussed and shall not participate in such meeting:

Provided that where any director who is not so concerned or interested at the time of entering into such contract
or arrangement, he shall, if he becomes concerned or interested after the contract or arrangement is entered
into, disclose his concern or interest forthwith when he becomes concerned or interested or at the first meeting
of the Board held after he becomes so concerned or interested.

Further, any contract or arrangement entered into by the company without disclosure or with participation by a
director who is concerned or interested in any way, directly or indirectly, in the contract or arrangement, shall be
voidable at the option of the company. Moreover, in case of non compliance to the provisions, director shall be
punishable with imprisonment for a term which may extend to one year or with fine which shall not be less than
fifty thousand rupees but which may extend to one lakh rupees, or with both.

Section 188 prohibits company to enter into any contract or arrangement with a related party except with the
consent of the Board of Directors given by a resolution at a meeting of the Board and subject to such conditions
as may be prescribed. These are applicable in case of:

(a) sale, purchase or supply of any goods or materials;

(b) selling or otherwise disposing of, or buying, property of any kind;

(c) leasing of property of any kind;

(d) availing or rendering of any services;

(e) appointment of any agent for purchase or sale of goods, materials, services or property;

(f) such related party’s appointment to any office or place of profit in the company, its subsidiary company
or associate company; and

(9) underwriting the subscription of any securities or derivatives thereof, of the company:

Provided that no contract or arrangement, in the case of a company having a paid-up share capital of not less
than such amount, or transactions not exceeding such sums, as may be prescribed, shall be entered into except
with the prior approval of the company by a special resolution:

Provided further that no member of the company shall vote on such special resolution, to approve any contract
or arrangement which may be entered into by the company, if such member is a related party:
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These provisions are however not applicable to any transactions entered into by the company in its ordinary
course of business other than transactions which are not on an arm’s length basis.

Any director or any other employee of a company, who had entered into or authorized the contract or arrangement
in violation of the provisions of this section shall—

(i) in case of listed company, be punishable with imprisonment for a term which may extend to one year or
with fine which shall not be less than twenty-five thousand rupees but which may extend to five lakh
rupees, or with both; and

(ii) in case of any other company, be punishable with fine which shall not be less than twenty-five thousand
rupees but which may extend to five lakh rupees.

Role of independent Auditors

The OECD Guide to fight abusive related party transactions recommends that the external auditor should be
independent, competent and qualified in order to provide an assurance to the board and shareholders that
material information concerning related party transactions is fairly disclosed and alert them to any significant
concerns with respect to internal control. The policy framework should support this role effectively.

The Guide further elaborates that it is in the interests of market operators, regulators, companies, and auditors
themselves that auditors are of a high quality, and that information on auditor quality is communicated to the
market.

Disinterested shareholders’ approval

The OECD Guide recommends - Where reliance is placed on shareholders’ approval, a voting system should
be established with a majority of disinterested shareholders for the approval of related party transactions at
Shareholders Meetings.

This concern is not presently addressed in the Indian context but is prevalent in many jurisdictions is the voting
by only disinterested shareholders.

Role of Institutional Investors

In conclusion what can be said is that the fight against abusive related party transaction is as much a governance
issue as it is a gearing up the internal control processes within an organization. Company’s sustainability hinges
on the effective processes that the company adopts to curb abusive related party transactions. In addition to the
regulators, independent directors, the internal auditors and the statutory auditors, the minority shareholders,
institutional investors have a significant role to play in this regard. Institutional investors should exercise their
voting rights with due care and question the company on related party transactions which may be in conflict with
the interests of the company. Similarly the minority shareholders should exercise their voting rights judiciously
and be vigilant. They should respond to resolutions sought to be passed by postal ballot and request companies
to facilitate e-voting at general meetings.

SHAREHOLDER ACTIVISM

Shareholder activism refers to the active involvement of stockholders in their
organization. Active participation in company meetings is a healthy practice. They
can resolve issues laid down in the annual and other general meetings and can
raise concerns over financial matters or even social causes such as protection of
the environment. Shareholder activists include public pension funds, mutual funds,
unions, religious institutions, universities, foundations, environmental activists and
human rights groups.

Shareholders can ensure
that the company follows
good corporate
governance practices and
implements beneficial
policies.

A share in a company is not only a share in profits but also a share in ownership. Shareholders must realize that
their active participation in the company’s operations ensures
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— better management,
— less frauds and

— better governance.

A management that knows The corporate crisis that looms today - shareholder activism - is with different
that it will be questioned actors but the same stories. In the 90’s it was hostile takeovers. Today it is hostile
and held responsible for its hedge funds frustrated with performance and employing new strategies to improve
actions, is always on its overall returns. Ironically, shorter term investors that once “voted with their feet”
feet. are now taking the long road of shareholder activism.

History of Shareholder Activism

Shareholder activism can be traced back 80 years when Henry Ford chose to cancel a special dividend and
instead spend the money on advancing social objectives. The court ultimately sided with dissented shareholders,
reinstated the dividend, sparking a new paradigm in shareholder activism.

In the late 1980’s, shareholder activism took a more aggressive turn with corporate raiders like Paul Getty.
Shareholders took on management, The New Crisis: Shareholder Activism Ashton Partners engaging in hostile
takeovers and leveraged-buyouts to gain control of undervalued and underperforming companies.

In the 1990’s shareholder activism found mainstream pension fund managers like CalPERS pushing for the
repeal of staggered boards and poison pills. These players used a form of “quiet” activism — favoring abstentions
and withholding votes for important proxy issues — as a way to influence management and Board decisions.

The purpose of shareholder activism is to
— Provide an overview of shareholder activist, and how it may influence a company’s behaviour,
— ldentify what options are available for shareholders wishing to pursue an activist agenda, and

— Consider the legal framework in which UK public companies must operate when faced with shareholder
activism.

Shareholder activism can be exercised through proxy battles, publicity campaigns, shareholder resolutions,
litigation and negotiations with management. For example,

— Shareholder activism played a major role in eradicating apartheid in South Africa through divestment.
— Shareholders have also influenced the phasing out of polystyrene products at McDonalds.

— More recently, shareholders were able to bring public pressure and media attention on Home Depot to
stop the use of wood from environmentally sensitive areas.

The shareholder activism means

Establishing dialogue with the management on issues that concern

Influencing the corporate culture.

Using the corporate democracy provided by law.

Increasing general awareness on social and human rights issues concerning the organization.
Internet and mass media are effective tools in building up pressure on the management.

Shareholder activism often highlights differences in strategy or poor communication. In numerous activist situations
companies believing they've told one story, and the investment community hearing another, or nothing at all.
Inconsistency in messaging and lack of information breed investor discontent, and ultimately shareholder activism.
If ignored long enough, the situation comes to a breaking point where activist investors choose a drastic approach.
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INVESTORS FORCE ETHICAL ISSUES ON TESCO’s AGENDA
AGM 29 June 2007- TESCO

Tesco a UK based Supermarket Chain Company faced an unprecedented revolt over the meagre wages it
pays workers in the developing world to supply its supermarkets with everything from cheap clothing to fruit.

Shareholders at the company’s annual meeting in London also voiced their anger at a controversial pay
scheme for chief executive Sir Terry Leahy, which could see him pocket over £11 million if Tesco’s expansion
into the US market succeeded.

More than one-in-six shareholders failed to back Sir Terry’s new pay scheme, while almost 20% of shareholders
refused to reject a resolution calling for Tesco to pay workers in the developing world a “living wage”.

The latter resolution was tabled by Ben Birnberg, a retired solicitor. It was the first time an independent
shareholder had got a motion onto the table at a Tesco AGM, and it was an important piece of shareholder
activism. The board of Tesco called on shareholders to reject it saying that the company was already taking
steps to ensure its suppliers treat workers properly.

But Mr Birnberg told the meeting that “the irony of the board recommending that shareholders vote against
our resolution to increase the meagre pay of its outsourced workers ... while at the same time provocatively
recommending that shareholders vote for incentive plans which will augment the already absurdly generous
remuneration packages for its top executives ... may be lost on the board but it is certainly not lost on this
shareholder or more to the point on the public at large”.

“There is nothing that lowers a company more in the estimation of right thinking people generally ... than a
public display of executive greed in an affluent world going hand in hand with a public display of corporate
miserliness and indifference towards those at the bottom in an impoverished world who contribute so
munificently to our corporate wealth,” he further said.

He received support for his resolution from the Joseph Rowntree Trust, with just under a million shares, while
the CIS, which had £25bn under management and is a significant shareholder in Tesco, was among those
who abstained on the vote.

South African fruit picker who attended the meeting said “Our children still go hungry ... we don’t want to beg
and borrow to stay alive. We are asking Tesco to give us what we deserve. We just want to live a life of
dignity.”

The meeting, which ran for more than three hours, was also addressed by a Bangladeshi textile worker who
told the company that workers there are not being paid “a living wage”.

In the end, 8.75% of shareholders refused to back the company’s remuneration policy while 17.71% refused
to back Sir Terry’s special US bonus.

Investor Relations (IR)

Investor Relations (IR) is a strategic management responsibility that integrates
finance, communication, marketing and securities law compliance to enable the
most effective two-way communication between a company, the financial
community, and other constituencies, which ultimately contributes to a company’s
securities achieving fair valuation.

Investor Relations
describes the department
of a company devoted to
handling inquiries from
shareholders and
investors, as well as others | Typically, investor relation is a department or person reporting to the Chief Financial
who might be interested in | Officer. In some companies, investor relation is managed by the public relations
a company’s stock or or corporate communications departments, and can also be referred to as “financial
financial stability. public relations” or “financial communications”.
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Many larger publicly-traded companies now have dedicated IR officers (IROs), who oversee most aspects of
shareholder meetings, press conferences, private meetings with investors, (known as “one-on-one” briefings),
investor relations sections of company websites, and company annual reports. The investor relations function
also often includes the transmission of information relating to intangible values such as the company’s policy on
corporate governance or corporate social responsibility. Recently, the field has trended toward an increasingly
popular movement for “interactive data”, and the management of company filings through streaming-data solutions
such as XBRL or other forms of electronic disclosure have become prevalent topics of discussion amongst
leading IROs worldwide.

The investor relations function must be aware of current and upcoming issues that an organization or issuer
may face, particularly those that relate to fiduciary duty and organizational impact. In particular, it must be able
to assess the various patterns of stock-trading that a public company may experience, often as the result of a
public disclosure (or any research reports issued by financial analysts). The investor relations department must
also work closely with the Company Secretary on legal and regulatory matters that affect shareholders.

IRO’s have access to the Chief Executive Officer (CEO) and Chairman or President of the corporation. This
means that being able to understand and communicate the company’s financial strategy, they are also able to
communicate the broader strategic direction of the corporation and ensure that the image of the corporation is
maintained in a cohesive fashion.

Due to the potential impact of legal liability claims awarded by courts, and the consequential impact on the
company’s share price, IR often has a role in crisis management of, for example, corporate downsizing, changes
in management or internal structure, product liability issues and industrial disasters.

The most highly-regarded professional member organization for Investor Relations in the United States is the
National Investor Relations Institute, or NIRI. In the United Kingdom, the recognized industry body is The Investor
Relations Society, while in Canada, the professional association is called the Canadian Investor Relations Institute,
or CIRI. Australia’s professional organization is known as the Australian Investor Relations Association (AIRA).

ICSI Recommendations to strengthen Corporate Governance Framework recommends Constitution of
Investor Relations Cell should be made mandatory for Listed Companies. The Investor Relations Meet after
declaration of financial results should be compulsorily webcast in case of companies having a market
capitalization of Rs.1000 Crore or more

The Sarbanes-Oxley Act

The Sarbanes-Oxley Act of 2002 significantly increased the importance of investor relations in the financial
markets. The act established new requirements for corporate compliance and regulatory governance, with an
increased emphasis on accuracy in auditing and public disclosure. Notable provisions of the act which apply to
investor relations include enhanced financial disclosures and accuracy of financial reports, real-time disclosures,
off-balance-sheet transaction disclosures, pro-forma financial disclosures, management assessment of internal
controls, and corporate responsibility for financial reports. More specifically, Sarbanes-Oxley sections 301, 302,
404, and 802 have been of particular interest to companies improving corporate compliance. Similar to Sarbanes-
Oxley are Bill 198 in Canada, LSF in France, and J-SOX in Japan. The European MiFID (Markets in Financial
Instruments Directive), although principally concerned with investor protection, also covers regulation and
compliance for listed European companies.

If the latest collection of balance sheets is any indication, corporate India is increasingly paying attention to investor
relations, courtesy IROs whose roles are being fine-tuned like never before. Companies are strengthening their
investor relations departments, multi-tasking them and hiring more people for improved investor communication.

Reporting Standards

Companies these days need to disclose much more. The current legal requirements are prompting companies
to refine their reporting standards too.
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The job-profile of IROs is changing as a result. IROs provide definite inputs to boards of directors and become
part of companies’ disclosure committees.

Investor Confidence

The responsibilities of the IRO, include:
— building interest in the firm on the buy side,
— anticipate market reaction towards M&As and divestitures,
— and building investor confidence in the firm.

Companies frequently need to convey important messages to shareholders, some of them related to performance
and strategy, point out investment circles. “Communications these days is not merely about meetings with
stakeholders.”

Dynamic Role

The companies are playing dynamic roles now a day. They have separate sections on their website for investors
and shareholders providing exclusive information and clarifications to analysts, retail and institutional investors.

ITC Ltd in its balance sheet pointed out how investors can make use of its Web site, which has two “exclusive
sections” titled Shareholder Value and Investor Relations. Clarifications provided to institutional investors and
analysts, including presentations made to them, are also posted. Incidentally, ITC’s in-house investor service
centre is accredited with ISO 9001:2000 certification. The company itself is registered with the SEBI has a
Category Il share transfer agent

Accounting professionals also note that company managements are attaching considerable importance to IROs
and will play a more dynamic role in times to come, assisting managements in understanding shareholder psyche.

Examples of corporates’ concern for shareholders are shown all over. The Ashok Leyland balance sheet, for
instance, discusses the feedback on results/findings of a ‘Shareholders’ Satisfaction Survey’ which has elicited
over 1,660 responses.

“A large number of respondents had expressed concern about the slow movement in the share price of the
company, expectation of bonus shares and also a higher quantum of dividend,” Ashok Leyland has stated,
adding that the feedback has been shared with the company’s registrar and transfer agent, Integrated Enterprises
(India) Ltd.

ROLE OF INSTITUTIONAL INVESTORS IN CORPORATE GOVERNANCE

Institutional investors are organizations which pool large sums of money and invest those sums in companies.
Their role in the economy is to act as highly specialized investors on behalf of others. In India, there are broadly
the following types of institutional investors:

Development oriented financial institutions such as IFCI, IDBI and state financial corporations Insurance
Companies- LIC, GIC and other subsidiaries

Banks
All mutual funds and including UTI
Pension Funds

For instance, an ordinary person will have a pension from his employer. The employer gives that person’s
pension contributions to a fund. The fund will buy shares in a company, or some other financial product. Funds
are useful because they will hold a broad portfolio of investments in many companies. This spreads risk, so if
one company fails, it will be only a small part of the whole fund’s investment.
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Most of the reports on corporate governance have emphasized the role which the institutional investors play in
corporate governance. The Cadbury Committee (1992) states:

“Because of their collective stake we look to the institutions in particular, with the backing of the Institutional
Share Holder’s Committee to use their influence as owners to ensure that companies in which they have invested
comply with the code”

A similar view was expressed in Greenbury Report (1995) as one of the main action point is:

“the investor institution should use their power and influence to ensure that the implementation of the best
practices set out in the code”

Similarly Hampel Report (1998) stated that:

“it is clear ..... that a discussion of the role of shareholders in corporate governance will mainly concern the
institution”.

Indian Scenario
Kumar Mangalam Birla Committee on Corporate Governance observed that:

(a) Institutional shareholders have acquired a large stake in equity share capital of listed companies. In
some of the listed companies they are the major shareholders and own shares largely on behalf of the
retail shareholders.

(b) They have a special responsibility given the weightage of their votes and have a bigger role to play in
corporate governance as retail investors look upon them for positive use of their voting rights.

(c) The Institutional shareholders can effectively use their powers to influence the standard of Corporate
Governance.

Expectation of their role and recommendations
The committee therefore recommends that institutional shareholders should reflect the following characteristics:

— Take active interest in the composition of board of Directors

Be vigilant

Maintain regular and systematic contact at senior level for exchange of views on management, strategy;,
performance and quality of management

Ensure that voting intentions are translated into practice

Evaluate Corporate Governance performance of the company

Given the size of their shareholdings the power of the institutional investors cannot be doubted. Hirschman, in
his seminal work, identified the exercise of institutional power within an ‘exit and voice’ framework, arguing that
‘dissatisfaction [may be expressed] directly to management’, the voice option, or by selling the shareholding, the
exit option. The latter choice is not viable for many institutional investors given the size of their holdings or a
policy of holding a balanced portfolio.

The Combined Code (2008) had also stated the following principles of good governance for the Institutional
Shareholders

(a) Dialogue with companies

Institutional shareholders should enter into a dialogue with companies based on the mutual understanding
of objectives.
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(b) Evaluation of governance disclosures

When evaluating companies’ governance arrangements, particularly those relating to board structure
and composition, institutional Investors should give due weight to all relevant factors drawn to their
attention.

(c) Shareholder voting

Institutional shareholders have a responsibility to make considered use of their votes.

ICSI Recommendations to strengthen Corporate Governance Framework:
Recommendation 22: It suggests that Corporate Governance Framework should be mandatory for:

— for equity based mutual funds to disclose on their company website their overall corporate governance
and voting policies with respect to their investments, including the procedures that they have in place
for deciding on the use of their voting rights

— an annual disclosure of their voting records on their website

ICSI Recommendation 24: Adirective be issued to clarify the nature of the information that can be exchanged
at meetings between institutional investors and companies, in compliance with the Insider Trading Regulations
of 1992 and its 2002 amendment. The directive should stress that it does not condone the selective disclosure
of information by companies to institutions and clearly set the principle of equality of treatment of all shareholders
by corporations.

Institutional Investors — Global Trends
UK Stewardship Code (2012)

The Stewardship Code aims to enhance the quality of engagement between institutional investors and companies
to help improve long-term returns to shareholders and the efficient exercise of governance responsibilities.
Engagement includes pursuing purposeful dialogue on strategy, performance and the management of risk, as
well as on issues that are the immediate subject of votes at general meetings. By creating a sound basis of
engagement, stronger link between governance and the investment process shall be attained.

Institutional shareholders are free to choose whether or not to engage but their choice should be based on their
investment approach. Compliance of the principles in the Code by institutions and its disclosure should assist
companies to understand the approach and expectations of their major shareholders. They should also assist
investors who have mandated institutional fund managers to make a better informed choice, thereby improving
the functioning of the market and facilitating the exercise of responsibility to end-investors.

The code follows the concept of “Comply or Explain”.

Principle 1: Institutional investors should publicly disclose their policy on how they will discharge their
stewardship responsibilities.

The policy should disclose how the institutional investor applies stewardship with the aim of enhancing and
protecting the value for the ultimate beneficiary or client.

The statement should reflect the institutional investor’s activities within the investment chain, as well as the
responsibilities that arise from those activities.

Principle 2: Institutional investors should have a robust policy on managing conflicts of interest in
relation to stewardship and this policy should be publicly disclosed.

— An institutional investor’s duty is to act in the interests of all clients and/or beneficiaries when considering
matters such as engagement and voting.
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— Conflicts of interest will inevitably arise from time to time, which may include when voting on matters
affecting a parent company or client.

— Institutional investors should put in place and maintain a policy for managing conflicts of interest.

Example of conflict of interest: \When a fiduciary institution which is a subsidiary or an affiliate of an integrated
financial group, holds and interest in the investee company, whilst the latter has a contractual relationship with
another company of the group. For example, a mutual fund belonging to a financial conglomerate that includes
a commercial bank, an investment bank, and an insurance company, may face conflicts of interests if the insurance
company manages the provident fund of the portfolio company; or if the commercial bank is also a lender to the
portfolio company, or if the investment bank is underwriting an issue of shares by the portfolio company. In such
cases, its voting decision might be influenced by the interests of other companies within the group.

ICSI Recommendations to strengthen Corporate Governance Framework — Recommendation 23

It should be mandatory for institutional investors to disclose as to how they manage material conflicts of
interests that may affect the exercise of key ownership rights regarding their investments. The disclosure
should be made in the prospectuses and periodic financial statements of the mutual funds.

Principle 3: Institutional investors should monitor their investee companies.

Monitoring should take place regularly and be checked periodically for effectiveness and institutional investors
should seek to:

keep abreast of the company’s performance;

— keep abreast of developments, both internal and external to the company, that drive the
— company’s value and risks;

— satisfy themselves that the company’s leadership is effective;

— satisfy themselves that the company’s board and committees adhere to the spirit of the UK Corporate
Governance Code, including through meetings with the chairman and other board members;

— consider the quality of the company’s reporting; and

— attend the General Meetings of companies in which they have a major holding, where appropriate and
practicable.

The explanations given for departure from the UK Corporate Governance Code should be carefully considered
and reasoned judgements made in each case. They should give a timely explanation to the company, in writing
where appropriate, and be prepared to enter a dialogue if they do not accept the company’s position.

Institutional investors should endeavour to identify at an early stage issues that may result in a significant loss in
investment value. If they have concerns, they should seek to ensure that the appropriate members of the
investee company’s board or management are made aware.

Institutional investors may or may not wish to be made insiders and those willing to become an insider should
indicate in its stewardship statement the willingness to do so, as well as the mechanism by which this could be
done. Institutional investors will expect investee companies and their advisers to ensure that information that
could affect their ability to deal in the shares of the company concerned is not conveyed to them without their
prior agreement.

Principle 4: Institutional investors should establish clear guidelines on when and how they will escalate
their activities as a method of protecting and enhancing shareholder value.

Institutional investors should set out the circumstances when they will actively intervene and regularly assess
the outcomes of doing so. Intervention should be considered regardless of whether an active or passive investment
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policy is followed. Initial discussions should take place on a confidential basis. However, if boards do not respond
constructively when institutional investors intervene, then institutional investors will consider whether to escalate
their action, for example, by:

— holding additional meetings with management specifically to discuss concerns;

— expressing concerns through the company’s advisers;

— meeting with the chairman, senior independent director, or with all independent directors;
— intervening jointly with other institutions on particular issues;

— making a public statement in advance of the AGM or an EGM,;

— submitting resolutions at shareholders’ meetings; and

— requisitioning an EGM, in some cases proposing to change board membership.

Principle 5: Institutional investors should be willing to act collectively with other investors where
appropriate.

— Collaborative engagement may be most appropriate at times of significant corporate or wider economic
stress, or when the risks posed threaten the ability of the company to continue.

— Institutional investors should disclose their policy on collective engagement.

— When participating in collective engagement, institutional investors should have due regard to their
policies on conflicts of interest and insider information.

Principle 6: Institutional investors should have a clear policy on voting and disclosure of voting activity.

— Institutional investors should seek to vote all shares held. They should not automatically support the
board.

— If they have been unable to reach a satisfactory outcome through active dialogue then they should
register an abstention or vote against the resolution.In both instances, it is good practice to inform the
company in advance of their intention and the reasons why.

— Institutional investors should disclose publicly voting records and if they do not explain why.
Principle 7: Institutional investors should report periodically on their stewardship and voting activities.

Transparency is an important feature of effective stewardship. Confidentiality in specific situations may well be
crucial to achieving a positive outcome. Institutional investors should regularly report to their clients details of
how they have discharged their responsibilities. Companies should consider obtaining an independent audit
opinion on their engagement and voting processes having regard to the accepted international standards. The
existence of such assurance certification should be publicly disclosed.

PRI- Principles for Responsible Investment- An investor initiative in partnership with UNEP
Finance Initiative and the UN Global Compact

The United Nations-backed Principles for Responsible Investment Initiative (PRI) is a network of international
investors working together to put the six Principles for Responsible Investment into practice.

The Principles were devised by the investment community. They reflect the view that environmental, social and
corporate governance (ESG) issues can affect the performance of investment portfolios and therefore must be
given appropriate consideration by investors if they are to fulfil their fiduciary (or equivalent) duty. The Principles
provide a voluntary framework by which all investors can incorporate ESG issues into their decision-making and
ownership practices and so better align their objectives with those of society at large.
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Institutional investors have a duty to act in the best long-term interests of the beneficiaries. In this fiduciary role,
environmental, social, and corporate governance (ESG) issues can affect the performance of investment portfolios
(to varying degrees across companies, sectors, regions, asset classes and through time). Applying these Principles
may better align investors with broader objectives of society. Thereby, institutional investors commit to the
following:

1. Incorporation of ESG issues into investment analysis and decision-making processes.

Possible actions:

Address ESG issues in investment policy statements
Support development of ESG-related tools, metrics, and analyses

Assess the capabilities of internal investment managers and external investment managers to incorporate
ESG issues

Ask investment service providers (such as financial analysts, consultants, brokers, research firms, or
rating companies) to integrate ESG factors into evolving research and analysis

Advocate ESG training for investment professionals

2. Perform as active owners and incorporate ESG issues into their ownership policies and practices.

Possible actions:

Develop and disclose an active ownership policy consistent with the Principles
Exercise voting rights or monitor compliance with voting policy (if outsourced)

Participate in the development of policy, regulation, and standard setting (such as promoting and protecting
shareholder rights)

File shareholder resolutions consistent with long-term ESG considerations
Engage with companies on ESG issues
Participate in collaborative engagement initiatives

Ask investment managers to undertake and report on ESG-related engagement

3. Seek appropriate disclosure on ESG issues by the entities in which investment has been made.

Possible actions:

Ask for standardised reporting on ESG issues (using tools such as the Global Reporting Initiative)
Ask for ESG issues to be integrated within annual financial reports

Ask for information from companies regarding adoption of/adherence to relevant norms, standards,
codes of conduct or international initiatives (such as the UN Global Compact)

Support shareholder initiatives and resolutions promoting ESG disclosure

4. Promote the acceptance and implementation of the Principles within the investment industry.

Possible actions:

Align investment mandates, monitoring procedures, performance indicators and incentive structures
accordingly (for example, ensure investment management processes reflect long-term time horizons
when appropriate)

Communicate ESG expectations to investment service providers
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— Support the development of tools for benchmarking ESG integration
5. Work together to enhance effectiveness in implementing the Principles.
Possible actions:

— Support/participate in networks and information platforms to share tools, pool resources, and make use
of investor reporting as a source of learning

— Collectively address relevant emerging issues
— Develop or support appropriate collaborative initiatives
6. Report on activities and progress towards implementing the Principles.
Possible actions:
— Disclose how ESG issues are integrated within investment practices
— Disclose active ownership activities (voting, engagement, and/or policy dialogue)
— Disclose what is required from service providers in relation to the Principles
— Communicate with beneficiaries about ESG issues and the Principles
— Report on progress and/or achievements relating to the Principles using a ‘Comply or Explain’ approach
— Seek to determine the impact of the Principles

— Make use of reporting to raise awareness among a broader group of stakeholders.

The Code for Responsible Investing in South Africa (CRISA)

The Code for Responsible Investing in South Africa (CRISA) gives guidance on how the institutional investor
should execute investment analysis and investment activities and exercise rights so as to promote sound
governance.

There are five key principles:

An institutional investor should incorporate sustainability considerations, including environmental, social and
governance, into its investment analysis and investment activities as part of the delivery of superior risk-adjusted
returns to the ultimate beneficiaries.

1. An institutional investor should demonstrate its acceptance of ownership responsibilities in its
investment arrangements and investment activities.

2. Where appropriate, institutional investors should consider a collaborative approach to promote
acceptance and implementation of the principles of CRISA and other codes and standards applicable
to institutional investors.

3. An institutional investor should recognise the circumstances and relationships that hold a potential
for conflicts of interest and should proactively manage these when they occur.

4. Institutional investors should be transparent about the content of their policies, how the policies are
implemented and how CRISA is applied to enable stakeholders to make informed assessments.

California Public Employees’ Retirement System

California Public Employees’ Retirement System (CalPERS) manages retirement benefits for more than 1.6
million California public employees, retirees, and their families. The corporate governance team at CalPERS
challenges companies and the status quo; vote proxies; work closely with regulatory agencies to strengthen
financial markets; and invest with partners that use corporate governance strategies to add value to the
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fund by turning around ailing companies. As a strategy CalPERS invest in sick and ailing companies where
it employs good governance practices to improvise company’s overall performance.

“Corporate Governance,” at CalPERS, means the “relationship among various participants in determining the
direction and performance of corporations. The primary participants are (1) shareowners, (2) management (led
by the chief executive officer), and (3) the board of directors.” (Robert Monks and Nell Minow, Corporate
Governance 1 (1995))

CalPERS corporate engagement process has the overarching objective of improving alignment of interest between
providers of capital and company management. It is CalPERS view that improved alignment of interest will
enable the fund to fulfill its fiduciary duty to achieve sustainable risk adjusted returns.

There are three main drivers in the corporate engagement program:

— Financial Performance — company engagement to address persistent, relative value destruction, through
the Focus List Program

— Value Related Risk — material environmental, social and governance factors, such as reputational risk,
climate change, board diversity and key accountability measures such as majority voting

— Compliance — in response to State or Federal legislation.

CalPERS also have company specific engagement, which can be viewed as a strategy for addressing related
risks. Compliance is a requirement and mitigates both financial reputational risks for CalPERS

CalPERS issued Global Principles of Accountable Corporate Governance which were updated on 16®
February, 2010. The underlying tenet for CalPERS’ Core Principles of Accountable Corporate Governance is
that fully accountable corporate governance structures produce, over the long term, the best returns to share
owners. CalPERS’ Global Principles are broken down into four areas — Core, Domestic, International, and
Emerging Markets Principles.

TOOLS USED BY INSTITUTIONAL INVESTORS

The Institutional Investors use different tools to assess the health of Company before investing resources in it.
Some of the important tools are discussed as under:

(i) One-to-one meetings

The meetings between institutional investors and companies are extremely important as a means of
communication between the two parties. This is one clear example of the way that individual investors are at a
disadvantage to institutional investors as corporate management will usually only arrange such meetings with
large investors who are overwhelmingly institutional investors. A company will usually arrange to meet with its
largest institutional investors on a one-to-one basis during the course of the year.

(ii) Voting

The right to vote which is attached to voting shares (as opposed to non-voting shares) is a basic prerogative of
share ownership, and is particularly important given the division of ownership (shareholders) and control (directors)
in the modern corporation. The right to vote can be seen as fundamental tools for some element of control by
shareholders. The institutional investors can register their views by postal voting, or, vote electronically where
this facility is available. Most of the large institutional investors now have a policy of trying to vote on all issues
which may be raised at their investee company’s AGM. Some may vote directly on all resolutions, others may
appoint a proxy (which may be a board member). Generally, an institutional investor will try to sort out any
contentious issues with management ‘behind the scenes’, however if this fails, then they may abstain from
voting on a particular issue (rather than voting with incumbent management as they generally would) or they
may actually vote against a resolution. In this case, they would generally inform the firm of their intention to vote
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against. Corporate governance issues tend to be the most contentious, particularly directors’ remuneration and
lengths of contract.

(iii) Focus lists

A number of institutional investors have established ‘focus lists’ whereby they target underperforming companies
and include them on a list of companies which have underperformed a main index, such as Standard and
Poor’s. Under performing index would be a first point of identification, other factors would include not responding
appropriately to the institutional investor’s inquiries regarding underperformance, and not taking account of the
institutional investor’s views. After being put on the focus list, the companies often receive unwanted, attention
of the institutional investors who may seek to change various directors on the board.

(iv) Corporate governance rating systems

With the increasing emphasis on corporate governance across the globe, it is perhaps not surprising that a
number of corporate governance rating systems have been developed. Examples of such firms which have
developed corporate governance rating systems are Deminor, Standard and Poor’s, and Governance Metrics
International (GMI). The rating system cover several markets, for example, Deminor has tended to concentrate
on European companies whilst Standard and Poor’s have used their corporate governance rating system in
quite different markets, for example, Russia. GMI ratings cover a range of countries including the US, various
countries in the Asia-Pacific region and Europe. These corporate governance rating systems should be of
benefit to investors, both potential and those presently invested, and to the companies themselves.

In turn, the ratings will also be useful to governments in identifying perceived levels of corporate governance in
their country compared to other countries in their region, or outside it, whose companies may be competing for
limited foreign investment. In emerging market countries in particular, those companies with a corporate
governance infrastructure will, ceteris paribus, be less subject to cronyism and its attendant effects on corporate
wealth. These companies would tend to be more transparent and accountable, and hence more attractive to
foreign investors.

A corporate governance rating could be a powerful indicator of the extent to which a company currently is adding,
or has the potential to add in the future, shareholder value. This is because a company with good corporate
governance is generally perceived as more attractive to investors than one without. Good corporate governance
should, for example, indicate a board that is prepared to participate actively in dialogue with its shareholders,
ensuring the effective exercise of voice (Hirschman 1970) thus enabling investors to articulate their interests.

CORE PRINCIPLES OF ACCOUNTABLE CORPORATE GOVERNANCE

1. Optimizing Share owner Return: Corporate governance practices should focus the board’s attention on
optimizing the company’s operating performance, profitability and returns to share owners.

2. Accountability: Directors should be accountable to share owners and management accountable to directors.
To ensure this accountability, directors must be accessible to share owner inquiry concerning their key decisions
affecting the company’s strategic direction.

3. Transparency: Operating, financial, and governance information about companies must be readily transparent
to permit accurate market comparisons; this includes disclosure and transparency of objective globally accepted
minimum accounting standards, such as the International Financial Reporting Standards (“IFRS”).

4. One-share/One-vote: All investors must be treated equitably and upon the principle of one-share/one vote.

5. Proxy Materials: Proxy materials should be written in a manner designed to provide share owners with the
information necessary to make informed voting decisions. Similarly, proxy materials should be distributed in a
manner designed to encourage share owner participation. All share owner votes, whether cast in person or by
proxy, should be formally counted with vote outcomes formally announced.
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6. Code of Best Practices: Each capital market in which shares are issued and traded should adopt its own
Code of Best Practices to promote transparency of information, prevention of harmful labor practices, investor
protection, and corporate social responsibility. Where such a code is adopted, companies should disclose to
their share owners whether they are in compliance.

7. Long-term Vision: Corporate directors and management should have a long-term strategic vision that, at its
core, emphasizes sustained share owner value. In turn, despite differing investment strategies and tactics,
share owners should encourage corporate management to resist short-term behavior by supporting and rewarding
long-term superior returns.

8. Access to Director Nominations: Share owners should have effective access to the director nomination
process.

FEW EXAMPLES

SATYAM FIASCO

On 16th December, Satyam Computer Services Limited (now Tech Mahindra) announced its audacious plan
to acquire controlling interest in Maytas Infrastructure and Maytas Properties for US$1.6 billion. The family of
Ramalinga Raju had a large shareholding in these two Maytas companies. The deal was cleared by Satyam'’s
board of directors which had several reputed independent directors. The move was aimed at transferring
over 60 billion of cash from Satyam’s shareholders to the Raju family which defacto controlled Satyam (with
only 8% shareholding) and Maytas companies (with a substantial shareholding).

This outraged the mutual funds and institutional investors in India, who threatened legal action. The deal
was announced by Satyam after the Indian markets had closed on December 16, 2008, but Satyam’s ADR
crashed over 50% when it opened for trading in the US. In view of the outrage, the deal was cancelled next
day. The share price still crashed 30% and continued to fall even after the deal was cancelled. This forced the
Chairman of the company to confess the fraud on January 7, 2009. He admitted in a letter to the stock
exchanges and SEBI, that he had falsified the books of Satyam. He and his brother and the MD and the CFO
of Satyam resigned.

SHAREHOLDERS vs. MARKS & SPENCER

Shareholders in UK high-street name Marks & Spencer had been calling for the company to split the role of
chairman and chief executive since Sir Stuart Rose assumed both roles in March 2008. In the AGM 2009 held
40% of shareholders backed a special motion put forward by the Local Authority Pension Fund Forum
(LAPFF) calling for the retailer to appoint a new chairman to replace Sir Stuart Rose by July 2010, a year
earlier than planned. The motion required 75% backing to be passed which it failed to attain. The LAPFF was
protesting about Sir Stuart’s joint role as chief executive and chairman

In November 2009 however, their calls were answered when Marc Bolland was appointed as chief executive.
Bolland kicked off his tenure with a Golden Hello of £15m.

CONCLUSION

Shareholders are one of the most important stakeholders of a corporate. Upholding the legitimate rights of the
shareholders, equitable treatment amongst all shareholders, meaningful engagement with them, etc. are all
paramount in ensuring good corporate governance. Protection of shareholder rights is the fundamental expectation
from any corporate.
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LESSON ROUND UP

— Protection of shareholder rights is sacrosanct for good corporate governance. It is one of the pillars of
corporate governance.

— In India, the SEBI Act, 1992, the various SEBI Regulations/Guidelines and the Companies Act, 2013
enables the empowerment of shareholder rights.

— Any member of a company who complain that the affairs of the company are being conducted in a
manner prejudicial to public interest or in a manner oppressive to any member or members may apply
to the Tribunal for an order.

— Shareholder has right to pass a special resolution, resolving that the company be wound up by the
Tribunal.

— Principle 1l of the OECD Principles on Corporate Governance states that the corporate governance
framework should ensure the equitable treatment of all shareholders, including minority and foreign
shareholders.

— Investor Education and Protection Fund (IEPF) has been established under Section 125 of the
Companies Act, 2013 for promotion of investors’ awareness and protection of the interests of investors.

— The audit committee has an important role in monitoring related party transactions. In most jurisdictions
the first level monitoring of the related party transactions is done by the audit committee.

— Independent judgment is critical to monitoring related party transactions and to ensure that agreed
transactions are in the interests of the company and all shareholders.

— The Company shall disclose in its Corporate Governance Report, about the whistle Blower policy and
affirmation that no personnel has been denied access to the audit committee.

— Shareholder activism refers to the active involvement of stockholders in their organization. Shareholders
can ensure that the company follows good corporate governance practices and implements beneficial
policies.

— Investor Relations (IR) is a strategic management responsibility that integrates finance, communication,
marketing and securities law compliance to enable the most effective two-way communication between
a company, the financial community, and other constituencies, which ultimately contributes to a
company’s securities achieving fair valuation.

— The Sarbanes-Oxley Act significantly increased the importance of investor relations in the financial
markets.

— Institutional investors are organizations which pool large sums of money and invest those sums in
companies. Their role in the economy is to act as highly specialized investors on behalf of others.

— UK Stewardship Code (2012) aims to enhance the quality of engagement between institutional investors
and companies to help improve long-term returns to shareholders and the efficient exercise of
governance responsibilities.

— As a strategy CalPERS invest in sick and ailing companies where it employs good governance practices
to improvise company’s overall performance.

— The Institutional Investors use different tools like One-to-one meetings, focus lists, Corporate governance
rating systems, etc. to assess the health of Company before investing resources in it.
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SELF TEST QUESTIONS

1. Discuss about the challenges in exercising shareholder rights?
What are the tools that an institutional investor can use to assess the health of a company?
Discuss the major principles of UK Stewardship code?

Who is insider? What is meant by insider trading?

SIS RN ORI

What do you understand by shareholder activism?
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LEARNING OBJECTIVES

The objective of the study lesson is to enable
the students to understand the link between
good corporate governance and importance of
various stakeholders in the governance
structure of an organization.

The study discuss the Stakeholders Concept
which is well recognized by the law and
highlights the important government/regulatory
initiative to channelize the corporate sector
growth as well as ensuring good governance
for the benefits of society at large. The study
discuss about the role of employees, customer,
lenders, vendors, government and society in
ensuring good corporate governance in the
corporate sector.

“Companies, to date, have often used the excuse that they are only beholden to their shareholders,
but we need shareholders to think of themselves as stakeholders in the well being of society as well.”

211

— Simon Mainwaring



212 PP-EGAS

|
INTRODUCTION: STAKEHOLDER CONCEPT

Students may have heard the word “stakeholders” mentioned in the media from time to time. In a business
context, customers, investors and shareholders, employees, suppliers, government agencies, communities,
and many others who have a “stake” or claim in some aspect of a company’s products, operations, markets,
industry, and outcomes are known as stakeholders. These groups are influenced by business, but they also
have the ability to affect businesses.

Stakeholders provide resources that are more or less critical to a firm’s long-term success. These resources
may be both tangible and intangible. Shareholders, for example, supply capital; suppliers offer material resources
or intangible knowledge; employees and managers grant expertise, leadership, and commitment; customers
generate revenue and provide infrastructure; and the society builds its positive corporate images.

The primary purpose of corporate leadership is to create wealth legally and ethically. This translates to bringing
a high level of satisfaction to five constituencies - customers, employees, investors, vendors and the society-
at-large. The raison d’étre of every corporate body is to ensure predictability, sustainability and profitability of
revenues year after year.

—N.R. Narayana Murthy, Executive Chairman of the Board

The classic definition of a stakeholder is ‘any group or individual who can affect or is affected by the achievement
of the organization’s objectives’ (Freeman1984:46).

The concept was elaborated by Evans & freeman as the following two principles:

1. Principles of corporate legitimacy:

The corporation should be managed for the benefit of its stakeholders: its customers, suppliers, owners, employees
& local communities. The rights of these groups must participate, in some sense, in decisions that substantially
affect their welfare.

2. The stakeholder fiduciary principle:

Management bears a fiduciary relationship to stakeholders and to the corporation as an abstract entity. It must
act in the interest of the stakeholders as their agent, and it must act in the interests of the corporation to ensure
the survival of the firm, safeguarding the long-term stakes of each group.

Another definition of Stakeholder given subsequently by Freeman: “Those groups who are vital to the survival &
success of the corporation” and the two principles were altered and renamed:
1. The stakeholder enabling principle:

Corporations shall be managed in the interest of stakeholders.

2. The principle of director responsibility:

Directors of a corporation shall have a duty of care to use reasonable judgment to define and direct the affairs of
the corporation in accordance with the stakeholder enabling principle.

RECOGNITION OF STAKEHOLDER CONCEPT IN LAW

The stakeholder concept has been reflected in the laws governing the corporates for a long period. The labour
laws seeks to ensure fair and equitable treatment to employees, the environment protection laws seeks ensure
adoption of measures which will minimize the negative impact on environment. Tax laws give incentives in the
form of tax holidays for development of backward areas. Tax benefits in the form of exemptions for donations
made to recognized funds and organizations etc.
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But an interesting development of recent origin is the definition of director’s duties in the company laws of
various jurisdictions which highlight care for stakeholders as a duty of directors.

A case to highlight this is the duties of directors set out in the UK Companies Act of 2006:
172. Duty to promote the success of the company

(1) Adirector of a company must act in a manner he considers in good faith, would be most likely to promote the
success of the company for the benefit of its members as a whole, and in doing so have regard (amongst other
matters) to—

(a

(b

the likely consequences of any decision in the long term,
the interests of the company’s employees,
(c

(d

the need to foster the company’s business relationships with suppliers, customers and others,
the impact of the company’s operations on the community and the environment,

(e) the desirability of the company maintaining a reputation for high standards of business conduct, and

)
)
)
)
)
(f) the need to act fairly as between members of the company.
Companies Act, 2013 - Section 166(2)

“A director of a company shall act in good faith in order to promote the objects of the company for the benefit of
its members as a whole, and in the best interest of the company, its employees, the community and the
environment.”

Listing Agreement - Clause 49 () (B)

The Listing agreement provides that the company should recognize the rights of stakeholders and encourage
co-operation between company and the stakeholders.

(a

(b

The rights of stakeholders that are established by law or through mutual agreements are to be respected.
Stakeholders should have the opportunity to obtain effective redress for violation of their rights.
c

d

—~

)
)
) Company should encourage mechanisms for employee participation.

) Stakeholders should have access to relevant, sufficient and reliable information on a timely and regular
basis to enable them to participate in Corporate Governance process.

(e) The company should devise an effective whistle blower mechanism enabling stakeholders, including
individual employees and their representative bodies, to freely communicate their concerns about illegal
or unethical practices.

STAKEHOLDER ENGAGEMENT

Stakeholder engagement is an alliance-building tool. Corporations practice stakeholder engagement in an effort
to understand the needs of their stake-holders, create partnerships and to promote dialogue. Stakeholder
engagement identifies stakeholders, assesses stakeholder needs, develops stakeholder relations plans and
forms alliances with stakeholders.

Stakeholder engagement leads to increased transparency, responsiveness, compliance, organizational learning,
quality management, accountability and sustainability. Stakeholder engagement is a central feature of sustainability
performance.

Stakeholder engagement is undertaken for numerous reasons which include:

— Improved corporate responsibility and financial performance across the globe.
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— To avoid conflict through negotiation, mediation and collaborative learning.
— Development of a shared vision to direct future business decisions and operations.
— To innovate through collaboration.
Stakeholder engagement involves following steps:
1. Identify stakeholder
2. Establish the goals and objectives of the company for engagement.
3. Identify stakeholder needs and interests.
4. Determine the stakeholder engagement strategy.
5. Evaluate outcome and internalize learnings.

Corporations are often confronted with the difficulty of balancing competing or opposing stakeholder needs or
demands. The success of stakeholder engagement is initially dependent upon the quality of stakeholder analysis.

STAKEHOLDER ANALYSIS

Stakeholder analysis is the identification of a project’s/activity’s key stakeholders, an assessment of their interests,
and the ways in which these interests affect project riskiness and viability. It is linked to both institutional appraisal
and social analysis: drawing on the information deriving from these approaches, but also contributing to the
combining of such data in a single framework. Stakeholder analysis contributes to project design/activity design
through the logical framework, and by helping to identify appropriate forms of stakeholder participation.

Doing a stakeholder analysis can:

draw out the interests of stakeholders in relation to the problems which the project is seeking to address
(at the identification stage) or the purpose of the project (once it has started).

identify conflicts of interests between stakeholders,

help to identify relations between stakeholders which can be built upon, and may enable establish
synergies

help to assess the appropriate type of participation by different stakeholders.

The underlining factor in the stakeholder concept is that every activity of an organization should be based taking
into account the interests of all the stakeholders. A holistic approach ensuring fairness to all the stakeholders is
completely necessary for the sustainability of an enterprise.

A major reason for increasing adoption of a Stakeholder Concept in setting business objectives is the recognition
that businesses are affected by the “environment” in which they operate. Businesses come into regular contact
with customers, suppliers, government agencies, families of employees, special interest groups. Decisions
made by a business are likely to affect one or more of these “stakeholder groups”.

The stakeholder concept suggests that the managers of a business should take into account their responsibilities to
other groups — “not just the shareholder group” - when making decisions. The concept suggests that businesses can
benefit significantly from cooperating with stakeholder groups, incorporating their needs in the decision-making process.

BETTER STAKEHOLDERS ENGAGEMENT ENSURES GOOD GOVERNANCE

Stakeholders are characterized by their relationship to the company and their needs, interests and concerns,
which will be foremost in their minds at the start of an engagement process. However, as the process unfolds
they will soon take a particular role with related tasks and responsibilities. The following are just some of the
different roles that stakeholders can play:
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— Experts, such as academics, who have been invited to contribute knowledge and strategic advice to the
company’s board;

— Technical advisors with expertise on the social and environmental risks associated with particular
technological and scientific developments invited to sit on scientific and ethical panels in science-based
industries;

— Representatives of special interests, such as employees, local communities or the environment, commonly
invited to participate in stakeholder panels to review company performance and/or reporting practices;

— Co-implementers, such as NGOs, who have partnered with the company to implement a joint solution
or program to address a shared challenge; and

Stakeholders can only be well informed and knowledgeable if companies are transparent and report on issues
that impact stakeholders. Both parties have an obligation to communicate sincerely and attempt to understand,
not just be understood.

TYPES OF STAKEHOLDERS

Primary stakeholders are those whose continued association is absolutely necessary for a firm’s survival;
these include employees, customers, investors, and shareholders, as well as the governments and communities
that provide necessary infrastructure.

Secondary stakeholders do not typically engage in transactions with a company and thus are not essential for
its survival; these include the media, trade associations, and special interest groups.

Both primary and secondary stakeholders embrace specific values and standards that dictate what constitutes
acceptable or unacceptable corporate behaviors. While primary groups may present more day-to-day concerns,
secondary groups cannot be ignored or given less consideration in the ethical decision-making process.

THE CAUX ROUND TABLE

The Caux Round Table (CRT) is based on the belief that the world business community should play an important
role in improving economic and social conditions. As a statement of its aspirations, it developed a document that
aims to express a world standard against which business behavior can be measured.

The Caux Round Table was founded in 1986 by Frederick Phillips, former President of Philips Electronics and
Olivier Giscard d’Estaing, former Vice-Chairman of INSEAD, as a means of reducing escalating trade tensions.

The CRT Principles for Business were formally launched in 1994, and presented at the United Nations World
Summit on Social Development in 1995. The CRT Principles for Business articulate a comprehensive set of
ethical norms for businesses operating internationally or across multiple cultures. The CRT Principles for Business
emerged from a series of dialogues catalyzed by the Caux Round Table during the late 1980’s and early 1990’s.
The Principles are comprehensive statement of responsible business practice formulated by business leaders
for business leaders.

These principles are rooted in two basic ethical ideals: kyosei and human dignity. The Japanese concept of
“kyosei” means living and working together for the common good enabling cooperation and mutual prosperity to
coexist with healthy and fair competition.

“Human dignity” refers to the sacredness or value of each person as an end, not simply as a mean to the
fulfillment of others’ purposes or even majority prescription.

Business behavior can affect relationships among nations and the prosperity and wellbeing of us all. Business
is often the first contact between nations and, by the way in which it causes social and economic changes, has
a significant impact on the level of fear or confidence felt by people worldwide. The emphasis is on seeking to
establish what is right rather than who is right.
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Section 1. Preamble

The mobility of employment, capital, products and technology is making business increasingly global in its
transactions and its effects.

Law and market forces are necessary but insufficient guides for conduct.

Responsibility for the policies and actions of business and respect for the dignity and interests of its stakeholders
are fundamental.

Shared values, including a commitment to shared prosperity, are as important for a global community as for
communities of smaller scale.

For these reasons, and because business can be a powerful agent of positive social change, we offer the
following principles as a foundation for dialogue and action by business leaders in search of business responsibility.
In so doing, we affirm the necessity for moral values in business decision making. Without them, stable business
relationships and a sustainable world community are impossible.

Section 2. General Principle
Principle 1. The Responsibilities of Businesses:
Beyond Shareholders toward Stakeholders

The value of a business to society is the wealth and employment it creates and the marketable products and
services it provides to consumers at a reasonable price commensurate with quality. To create such value, a
business must maintain its own economic health and viability, but survival is not a sufficient goal.

Businesses have a role to play in improving the lives of all their customers, employees, and shareholders by
sharing with them the wealth they have created. Suppliers and competitors as well should expect businesses to
honor their obligations in a spirit of honesty and fairness. As responsible citizens of the local, national, regional
and global communities in which they operate, businesses share a part in shaping the future of those communities.

Principle 2. The Economic and Social Impact of Business:
Toward Innovation, Justice and World Community

Businesses established in foreign countries to develop, produce or sell should also contribute to the social
advancement of those countries by creating productive employment and helping to raise the purchasing power
of their citizens. Businesses also should contribute to human rights, education, welfare, and vitalization of the
countries in which they operate.

Businesses should contribute to economic and social development not only in the countries in which they
operate, but also in the world community at large, through effective and prudent use of resources, free and fair
competition, and emphasis upon innovation in technology, production methods, marketing and communications.

Principle 3. Business Behavior:
Beyond the Letter of Law Toward a Spirit of Trust

While accepting the legitimacy of trade secrets, businesses should recognize that sincerity, candor, truthfulness,
the keeping of promises, and transparency contribute not only to their own credibility and stability but also to the
smoothness and efficiency of business transactions, particularly on the international level.

Principle 4. Respect for Rules

To avoid trade frictions and to promote freer trade, equal conditions for competition, and fair and equitable
treatment for all participants, businesses should respect international and domestic rules. In addition, they
should recognize that some behavior, although legal, may still have adverse consequences.
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Principle 5. Support for Multilateral Trade

Businesses should support the multilateral trade systems of the GATT/World Trade Organization and similar
international agreements. They should cooperate in efforts to promote the progressive and judicious liberalization
of trade and to relax those domestic measures that unreasonably hinder global commerce, while giving due
respect to national policy objectives.

Principle 6. Respect for the Environment

A business should protect and, where possible, improve the environment, promote sustainable development,
and prevent the wasteful use of natural resources.

Principle 7. Avoidance of lllicit Operations

A business should not participate in or condone bribery, money laundering, or other corrupt practices: indeed, it
should seek cooperation with others to eliminate them. It should not trade in arms or other materials used for
terrorist activities, drug traffic or other organized crime.

Section 3. Stakeholder Principles
Customers

All customers should be treated with dignity, irrespective of whether they purchase our products and services
directly from us or otherwise acquire them in the market. Therefore there is a responsibility to:

— provide customers with the highest quality products and services consistent with their requirements;
— treat customers fairly in all aspects of our business transactions, including a
— high level of service and remedies for their dissatisfaction;

— make every effort to ensure that the health and safety of customers, as well as the quality of their
environment, will be sustained or enhanced by the products and services;

— assure respect for human dignity in products offered, marketing and advertising;
— and respect the integrity of the culture of customers.
Employees
Dignity of every employee and in taking employee interests seriously. Therefore there is a responsibility to:
— provide jobs and compensation that improve workers’ living conditions;
— provide working conditions that respect each employee’s health and dignity;
— be honest in communications with employees and open in sharing information,
— limited only by legal and competitive constraints;
— listen to and, where possible, act on employee suggestions, ideas, requests and complaints;
— engage in good faith negotiations when conflict arises;

— avoid discriminatory practices and guarantee equal treatment and opportunity in areas such as gender,
age, race, and religion;

— promote in the business itself the employment of differently-abled people in places of work where they
can be genuinely useful;

— protect employees from avoidable injury and iliness in the workplace;

— encourage and assist employees in developing relevant and transferable skills and knowledge; and
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be sensitive to the serious unemployment problems frequently associated with business decisions, and
work with governments, employee groups, other agencies and each other in addressing these
dislocations.

Owners/Investors

Honoring the trust of investors. Therefore there is a responsibility to:

apply professional and diligent management in order to secure a fair and competitive return on the
owners’ investment;

disclose relevant information to owners/investors subject to legal requirements and competitive
constraints;

conserve, protect, and increase the owners/investors’ assets; and

respect owners/investors’ requests, suggestions, complaints, and formal resolutions.

Suppliers

The relationship with suppliers and subcontractors must be based on mutual respect. Therefore there is a
responsibility to :

seek fairness and truthfulness in all activities, including pricing, licensing, and rights to sell;
ensure that business activities are free from coercion and unnecessary litigation;

foster long-term stability in the supplier relationship in return for value, quality, competitiveness and
reliability;

share information with suppliers and integrate them into planning processes;
pay suppliers on time and in accordance with agreed terms of trade; and

seek, encourage and prefer suppliers and subcontractors whose employment practices respect human
dignity.

Competitors

Fair economic competition is one of the basic requirements for increasing the wealth of nations and ultimately
for making possible the just distribution of goods and services. Therefore there is a responsibility to:

foster open markets for trade and investment;

promote competitive behavior that is socially and environmentally beneficial and demonstrates mutual
respect among competitors;

refrain from either seeking or participating in questionable payments or favors to secure competitive
advantages;

respect both tangible and intellectual property rights; and

refuse to acquire commercial information by dishonest or unethical means, such as industrial espionage.

Communities

As global corporate citizens companies can contribute to such forces of reform and human rights as are at work
in the communities in which corporates operate. Therefore they have a responsibility in those communities to:

respect human rights and democratic institutions, and promote them wherever practicable;

recognize government’s legitimate obligation to the society at large and support public policies and
practices that promote human development through harmonious relations between business and other
segments of society;
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— collaborate with those forces in the community dedicated to raising standards of health, education,
workplace safety and economic well-being;

— promote and stimulate sustainable development and play a leading role in preserving and enhancing
the physical environment and conserving the earth’s resources;

— support peace, security, diversity and social integration;
— respect the integrity of local cultures; and

— be a good corporate citizen through charitable donations, educational and cultural contributions, and
employee participation in community and civic affairs.

THE CLARKSON PRINCIPLE OF STAKEHOLDER MANAGEMENT

Max Clarkson (1922-1998) founded the Centre for Corporate Social Performance and Ethics in the Faculty of
Management, now the Clarkson Centre for Business Ethics & Board Effectiveness, or CC(BE) 2. The Clarkson
Principles emerged from a project undertaken by the Centre for Corporate Social Performance and Ethics :

Principle 1: Managers should acknowledge and actively monitor the concerns of all legitimate stakeholders,
and should take their interests appropriately into account in decision-making and operations.

Principle 2: Managers should listen to and openly communicate with stakeholders about their respective concerns
and contributions, and about the risks that they assume because of their involvement with the corporation.

Principle 3: Managers should adopt processes and modes of behavior that are sensitive to the concerns and
capabilities of each stakeholder constituency.

Principle 4: Managers should recognize the interdependence of efforts and rewards among stakeholders, and
should attempt to achieve a fair distribution of the benefits and burdens of corporate activity among them, taking
into account their respective risks and vulnerabilities.

Principle 5: Managers should work cooperatively with other entities, both public and private, to insure that risks
and harms arising from corporate activities are minimized and, where they cannot be avoided, appropriately
compensated.

Principle 6: Managers should avoid altogether activities that might jeopardize inalienable human rights (e.g.,
the right to life) or give rise to risks which, if clearly understood, would be patently unacceptable to relevant
stakeholders.

Principle 7: Managers should acknowledge the potential conflicts between (a) their own role as corporate
stakeholders, and (b) their legal and moral responsibilities for the interests of all stakeholders, and should
address such conflicts through open communication, appropriate reporting and incentive systems and, where
necessary, third party review.

Companies are often times at crossroads to balance the interests of different stakeholders so that no particular
stakeholder is either at an additional advantage or at disadvantage over the others. Corporate Boards and
leadership must display an outstanding understanding of practical business ethics. They need not only do but
also appear to do justice to diverse pulls and pressures from a complex array of stakeholders.

Governance Paradigm and Stakeholders

EMPLOYEES

Employee participation in corporate governance systems can be found in many countries and corporations
throughout the world. Following are the some important example for ensuring good governance by employees:

— Right to consultation - where employees must be consulted on certain management decisions. This
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right increases transparency of management decisions and allows employee opinion to ameliorate the
asymmetry of information between management and the market.

— Right to nominate/vote for supervisory board members - In many cases employee participation on the
board is mandated. This right creates a check and balance system between management and the
supervisory board, which in turn creates the perception of greater fairness.

— Compensation/privatization programs that make employees holders of shares, thereby empowering
employees to elect the board members, which, in turn holds management responsible

Employees have a stake in the long-term success of the corporation. In that regard the shareholders are not the
only residual claimants. “Employees possess skills and knowledge which are specific to their particular corporation
and may be of limited value if they were to become employed elsewhere. Moreover, employees care about a
wide range of decisions within corporations.” - Greenfield (1998)

On September 30, 2003, the U.S. District Court in Houston issued the first substantive decision in the Enron
ERISA (The Employee Retirement Income Security Act of 1974) litigation (Tittle v Enron Corp.). The class action
lawsuit included all 20,000 former Enron workers who were participants in or beneficiaries of Enron Corporation
Savings Plan, (401(k) Plan) from January 20, 1998, through December 2, 2001, and who made or maintained
investments in Enron stock. It also included participants of the Enron Stock Ownership Plan or Cash Balance
Plan.

Whistle Blower Policy

A whistle blower is the one who exposes wrongdoing, fraud, corruption or mismanagement in an organization.
A whistle blower is a person who publicly complains/discloses the concealed misconduct on the part of an
organization or body of people, usually from within that same organisation. Whistle blower may be an employee,
former employee, vendor, customer or other stakeholder. Whistle blowers are important stakeholders as they
can work as a tool for authorities to get information of deviant behaviour or practices in organizations.

The big question is that in an organization where although lots of people are work, who will take chance against
the possible risk involved? Who would blow the whistle about the wrongdoing/malpractices going on inside an
organization? It's not only about just raising alarm, it is more about the impartiality and courage to start with.

Whistle blower needs protection against retaliation/misbehavior by superiors. At the corporate level, the companies
can provide protection to whistle blowers by establishing a well documented “Whistle Blower Policy” and ensuring
its effectiveness practically. Just making a documented policy is not sufficient to develop confidence among the
employees; examples should be set by taking action against the wrongdoing reported.

Inception of Whistle Blower Policy — A Good Governance Initiative

The concept of Whistle Blower Policy has been established in India through non-mandatory requirement of
Clause 49 of Listing agreement. Further, Corporate Governance Voluntary Guidelines, 2009 issued by the
Ministry of Corporate Affairs provide for the instituting mechanism for Whistle Blowing. These provides that-

— the Company should ensure the institution of a mechanism for employees to report concern about
unethical behaviour, actual or suspected fraud, or violation of the company’s code of conduct or ethics

policy.

— the Companies should also provide for adequate safeguards against victimization of employees who
avail of the mechanism and also allow direct access to the chairperson of the Audit Committee in
exceptional cases.

Further the Department of Public Enterprises (DPE) ‘Guidelines on Corporate Governance for CPSEs 2010’
also provide for establishment of a mechanism for whistle blower policy and state that once established, the
existence of the mechanism may be appropriately communicated within the organization.
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RECENT DEVELOPMENTS
1. Companies Act, 2013

The Companies Act, 2013 mandated to establish vigil mechanism which will enable a company to evolve a
process to encourage ethical corporate behaviour, while rewarding employees for their integrity and for providing
valuable information to the management on deviant practices.

According to Section 177(9) of the Companies Act, 2013 read with rule 7 of Companies (Meetings of Board and
its Powers) Rules, 2014, establishment of vigil mechanism is mandatory for all listed companies and Companies
that accept deposits from public or companies that have borrowed money from banks and public financial
institutions in excess of Rs 50 crore.

The companies which are required to constitute an audit committee shall oversee the vigil mechanism through the
committee and in case of other companies, the Board of directors shall nominate a director to play the role of audit
committee for the purpose of vigil mechanism to whom other directors and employees may report their concerns.

The vigilance mechanism has to be backed with adequate safeguards against victimization of whistleblowers
and should provide direct access to the Chairperson of the Audit Committee or the director nominated to play
the role of Audit Committee in exceptional cases.

In addition, Independent directors and the audit committee are mandated to ensure that the vigil mechanism is
“adequate” and “functional”’. The duty is also cast on the Auditors to report fraud by employees of the company
to the central government within a prescribed time.

2. Revised Clause 49 of Listing Agreement

As per the revised clause 49 of Listing Agreement issued by the Securities and Exchange Board of India, w.e.f.
1st October, 2014 it would be mandatory for every listed company to have a vigil mechanism for directors and
employees to report concerns on unethical behavior, actual or suspected fraud or violation of the company’s
code of conduct or ethics policy, to management.

Further, the company is required to provide safeguards against victimisation of whistleblowers and direct access
to the chairman of audit committee in exceptional cases. The details of whistle blower policy/vigil mechanism
should be disclosed by the company on its website and in the Board’s Report as well.

3. The Whistle Blower Protection Act, 2011

Corruption is a social evil and one of the impediments felt in eliminating corruption in the Government and the
public sector undertakings is lack of adequate protection to the complainants reporting the corruption or wilful
misuse of power or wilful misuse of discretion which causes demonstrable loss to the Government or commission
of a criminal offence by a public servant.

The Whistle Blowers Protection Bill was introduced on August 26, 2010. It was referred to a Parliamentary
Standing Committee on September 16, 2010, which had given its report on June 9, 2011. The Bill was passed by
the Lok Sabha and Rajya Sabha on December 27, 2011 and February 21, 2014 respectively.

Finally, Whistle Blowers Protection Act, 2011 got the assent of the President of India on 9th May 2014 and a
notification in the Official Gazette of India was issued on 12th May, 2014 to make it a complete legislation to
provides a system to encourage people to disclose information about corruption or the wilful misuse of power by
public servants, including ministers. The law provides safeguards against victimization of the person who makes
the complaint. The Act is expected to become effective in course of this year.

Enron employees sued the trustee, the administrative committee, various corporate officers, and the outside
directors of Enron, alleging that they had breached their fiduciary duties under ERISA by failing to disclose the
company’s true financial condition and by continuing to invest plan assets in Enron stock. The court decision
allowed most of the fiduciary claims to proceed.
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When employees own corporate stock through their retirement plan or a separate employee stock ownership
plan (ESOP), their right to participate in decision-making takes on a new dimension. Indeed, employees have an
ethical right to participate based on their years of service and retirement investments, both of which are at risk.

The German corporate governance is shaped by a legal tradition that dates back to the 1920s and regards
corporations as entities which act not only in the interests of their shareholders, but also serve other stakeholder
interests. The German concept of corporate governance reflects the legal rights and arrangements that underlie
how decision-making rights are distributed in a company.

Companies can take initiative to improve its engagement with the stakeholders particularly other than the
shareholders and investors. Some companies in India took good initiative for their stakeholders. One of them is
HCL employee first approach which we are discussing here:

The Employees-First Effect

In 2005, HCL had begun a series of experiments based upon a radical new management philosophy, “Employees
First, Customers Second,” (EFCS) which in many ways turned the traditional management hierarchy upside
down. The aim of EFCS was to create trust grow through transparency, to make managers as accountable to
employees as employees were to their bosses, to transfer the responsibility for change and value creation to
front-line employees working in the “value zone,” where HCL and its customers interact. Systems and processes
were put in place designed to achieve these goals.

As a business philosophy, EFCS attracted the attention of academics (Harvard Business School did a case
study on the approach), the media (Fortune magazine characterized HCL management as “the world’s most
modern”), and analysts (a Gartner research report highlighted the customer benefits of Employees First).

Empowered employees at HCL are now running the next era of growth at HCL, leading implementation of EFCS
2.0. In the first phase EFCS was management-driven, employee-embraced; EFCS today is more employee-
driven, management-embraced. EFCS 2.0 is all about embracing a new, radical order, one where employees
pick up the baton and take the lead.

Key programs that drive EFCS 2.0:

— Meme: An online social networking platform created by employees. Unlike the official company intranet,
you might call Meme social@workplace. It has nearly 60,000 members.

— MAD JAM: A bottom-up initiative designed by frontline employees, for frontline employees, the “Make-
a-Difference Jamboree” recognizes and celebrates employee-led innovations for customers.

— MAD LTD: A program focused on nurturing young leaders by showcasing and helping to implement
their ideas improved society — to “Make a Difference, Lead the Difference.”

— Power of One: A social responsibility initiative, “Power of One” has HCL-ites spending a day with the
community and experiencing the power of giving. The program transforms individual efforts into an
avalanche of positive social activism.

— ArKMedes: A platform focused on making knowledge a uniform currency across the organization by
bringing together communities driven by passionate employees.

CUSTOMERS

Customer satisfaction is one of the most important aspects of firm performance. Most of organizations seek
higher revenue, revenue as per the business dictionary is defined as: the income that a company receives from
its normal business activities, usually from the sale of goods and services to customers.

In today’s global environment, customers have innumerable choices. Therefore, corporates need to establish a
differentiation. The differentiation is established in terms of quality and price of the product or service. Customers
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are also driving corporates to consider environmental factors in designing the products and services. Crane and
Matten (2004) state that there is “much evidence to suggest that many consumers do indeed include ethical
considerations in their evaluations of businesses and the products they sell” (p.290).

Over and above this, the customers consider the reputation which a corporate builds. The trust and loyalty that
an organization earns is based on its successful delivery over a long period of time.

Governance plays a big role in improving the relation between the organization and the customer (building
customer trust and commitment) which eventually leads to better performance for the organization especially if
you take into consideration that the cost of new customer is five to six times more than maintaining the current
customer.

LENDERS

Lenders are the one providing financial stability to the organisation by way of loans, overdraft facility etc. It
includes banks/lending institutions which should take into account the corporate governance practices and
financial strengths of the organisation before sanctioning any finance, as they are providing their customer
money to the organization seeking financial assistance.

Lenders like shareholders provide the capital for a company. The traditional view of corporate governance, however,
is that shareholders mainly influence the decisions that managers make through the company’s board of directors.
In “Creditor Control Rights, Corporate Governance, and Firm Value” the authors find that creditors exert substantial
control over a company when its performance starts to deteriorate, but well before it goes bankrupt.

When a company borrows money, a loan contract typically includes covenants or promises made by its
management that either guide or limit its actions. If a borrower violates a covenant, the creditor can opt to
demand immediate repayment even though the borrower has not defaulted. Lending institutions many times
places its nominee as a director on the Board of borrowing companies.

Lenders may include covenants relating to environment and sustainability. The Equator Principles is a risk
management framework, adopted by financial institutions, for determining, assessing and managing environmental
and social risk in projects and is primarily intended to provide a minimum standard for due diligence to support
responsible risk decision-making. As at 4 June 2013, 79 adopting financial institutions in 35 countries have
officially adopted the Equator Principles, covering over 70 percent of international Project Finance debt in emerging
markets.

VENDORS

Vendors play a key role in the success of an organisation. The organisation which builds a mutually strong
relationship with its vendors improves its overall performance in the marketplace. The time, money and energy
used to nurture a positive vendor relationship cannot be measured directly against the company’s bottom line.
However, a well managed vendor relationship will result in increased customer satisfaction, reduced costs,
better quality, and better service from the vendor. It ultimately contributes toward the good governance of an
organisation. A proper systematic approach of vendor management will benefits all the employees, organisation,
customer and vendors.

The Microsoft Preferred Supplier Program: Exceptional Suppliers, Exceptional Value

The Microsoft Preferred Supplier Program (MPSP) makes it easy for Microsoft employees to work globally with
a prequalified, select group of suppliers. The objective is to make working with Microsoft beneficial to all. The
program is currently available in Australia, Brazil, Canada, China, France, Germany, Japan, United Kingdom
and United States. In the future, the program will be available in other countries and regions worldwide.

The goal of MPSP is simple: To enable new efficiencies for both Microsoft and suppliers, bringing new value to
the relationship that they are building together.
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Program Highlights

A primary purpose of MPSP is to define the way suppliers do business with Microsoft, including requirements
and expectations, to create a clear, straight path to success. The following are some key elements of MPSP:

MPSP includes suppliers of all kinds of goods and services.

The program includes only suppliers who are the best in providing their category.

MPSP suppliers are divided into two distinct levels—premier supplier and preferred supplier—to provide
a hierarchy of benefits and visibility to MPSP suppliers.

MPSP is committed to diversity, including exceeding government-mandated goals and requiring MPSP
suppliers to share in this goal

GOVERNMENT

Government is the largest stakeholder.

Government policy and the legal environment set the tone for the desired corporate governance practices by
the corporate sector. Government in any country plays a key role in setting the mandatory limit and recognition
of voluntary efforts of corporate sector. Since, it is a well maintained proposition that you can’t legislate good
behavior, therefore, the Government role is to differentiate between the voluntary and mandatory measures
becomes more important so that in regulatory role, it should not burden the corporate sector with the legal
compliances.

The government role is to provide an ease environment for the corporate sector as well as to take care of the
interest of other stakeholders. The government acts as a major player between the Corporate and Stakeholders
by facilitating both of them.

Further beyond the law, government may directly influence the corporate governance practices of the corporate
sector by providing voluntary measure and recognition in the respect of Corporate Governance measures.

In India, Ministry of Corporate Affairs (MCA) prescribed the following voluntary measures in the context of
Corporate Governance:

CORPORATE GOVERNANCE VOLUNTARY GUIDELINES 2009

The Ministry of Corporate Affairs has been working towards strengthening of the corporate governance framework
through a two pronged strategy. Some aspects which needed to be incorporated in the law have been included
in the proposed Companies Bill, 2012. However, keeping in view the objective of encouraging the use of better
practices through voluntary adoption, the Ministry has issued a set of Corporate Governance Voluntary Guidelines
in 2009 which not only serve as a benchmark for the corporate sector but also help them in achieving the highest
standard of corporate governance.

CORPORATE SOCIAL RESPONSIBILITY (CSR) VOLUNTARY GUIDELINES, 2009

The Indian business has traditionally been socially responsible. From inactive philanthropy to the incorporation
of the stakeholders’ interest in the business model, the Indian business sector practices various methods of
discharging its social responsibility. While a lot of human and economic energy is available for utilization in this
area, a suitable mechanism is required to channelize this energy for which the Government, corporate sector
and the communities need to partner together. Against this background, the Ministry of Corporate Affairs has
decided to bring out CSR voluntary guidelines for responsible business which will add value to the operations
and contribute towards the long term sustainability of the business. These guidelines will also enable business
to focus as well as contribute towards the interests of the stakeholders and the society.
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NATIONAL VOLUNTARY GUIDELINES ON SOCIAL, ENVIRONMENTAL & ECONOMIC

RESPONSIBILITIES OF BUSINESS

The Ministry of Corporate Affairs had released Voluntary Guidelines on CSR in 2009 as the first step towards
mainstreaming the concept of Business Responsibilities. Keeping in view the feedback from stakeholders, it
was decided to revise the same with a more comprehensive set of guidelines that encompasses social,
environmental and economical responsibilities of business. Accordingly, MCA issued a new set of National
Voluntary Guidelines on Social, Environmental & Economic Responsibilities of Business in July 2011.

The Guidelines emphasize that businesses have to endeavour to become responsible actors in society, so that
their every action leads to sustainable growth and economic development. Accordingly, the Guidelines use the
terms ‘Responsible Business’ instead of Corporate Social Responsibility (CSR) as the term ‘Responsible Business’
encompasses the limited scope and understanding of the term CSR.

The Guidelines have been articulated in the form of nine (9) Principles with the Core Elements. A suggested
approach for adopting these guidelines, the steps for building a strategy for responsible business as well as
business responsibility reporting framework, have been prescribed under the Guidelines.

SEBI - BUSINESS RESPONSIBILITY REPORT

Securities Exchange Board of India (SEBI) vide circular CIR/CFD/DIL/8/2012 dated August 13, 2012 inserted a
new clause 55 in the listing agreement by mandating inclusion of Business Responsibility Reports (“BR reports”)
as part of the Annual Reports for listed entities. The circular states that the adoption of responsible business
practices in the interest of the social set-up and the environment are as vital as their financial and operational
performance. This is more relevant for listed entities which, considering the fact that they have accessed funds
from the public, have an element of public interest involved, and are obligated to make exhaustive continuous
disclosures on a regular basis.

As per the circular the requirement to include BR Reports as part of the Annual Reports shall be mandatory for
top 100 listed entities based on market capitalisation at BSE and NSE as on March 31, 2012. Other listed
entities may voluntarily disclose BR Reports as part of their Annual Reports.

SOCIETY

What society wants from good governance in the aggregate is maximum production of economic well-being.
This requires innovation and experimentation as well as it also requires control, probity, and risk management to
seize the activities involving hazard to the local community. Now a day’s Companies are spending voluntarily for
the social and community development which is well recognized by the society and government as well.

Business was perceived to maximize profit by exploiting environmental and social systems. These perceptions
and attitude forced society to revalue their expectations from business. It was realized that increased economic
development at all costs would not be desirable. Only industrial development which does not reduce the quality
of life should be encouraged. Thus if businesses do not have in a socially responsible manner, their activities will
have a negative impact on the society and the society will have a negative impact. As a result of change in
society’s attitude towards business, relations between society and business firms first became strained, and this
change triggered a sense of frustration for corporate management in the early stage of this awareness.

In today globalised world, the Corporate sector is growing day by day which combining the economic value
creation and development of wealth for its stakeholders including society. The society being an important element
for a company can’t be ignored to be part of this development. The society provides the desired climate for
successful operation of a company business. If society turns against the company, then business lose its faith in
the eyes of other stakeholders be it government or customer.

The good governed companies always value for the society in which they operate their business. The companies
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need to understand the expectation of society form them and should strive to give maximum for the society
according to the need.

Society can ensure good governance of companies as they are one of the major stakeholders representing the
environmental and social concern apart from the government mandate to the companies.

Governance Norms for Stakeholders under Companies Act, 2013
The Stakeholders Relationship Committee
Section 178(5) of the Companies Act, 2013 provides for constitution of the Stakeholders Relationship Committee.

The Board of a company that has more than one thousand shareholders, debenture-holders, deposit-holders
and any other security holders at any time during a financial year is required to constitute a Stakeholders
Relationship Committee consisting of a chairperson who shall be a non-executive director and such other
members as may be decided by the Board.

The Stakeholders Relationship Committee shall consider and resolve the grievances of security holders of the
company. The chairperson of each of the committees constituted under this section or, in his absence, any other
member of the committee authorised by him in this behalf shall attend the general meetings of the company.

Penalty for Contravention

The company shall be punishable with fine which shall not be less than one lakh rupees but which may extend
to five lakh rupees. Every officer of the company who is in default shall be punishable with

imprisonment for a term which may extend to one year or with fine not less than rupees twenty five thousand but
which may extend to one lakh rupees or with both.

The non-consideration of resolution of any grievance by the Stakeholders Relationship Committee in good faith
shall not constitute a contravention of this section.

Schedule 1V under Section 149(7) of the Act contains the Code for Independent Directors. Under Sl. No. Il (5) of
the Code, Independent Directors are mandated to safeguard the interest of all stakeholders, especially the
Minority Shareholders and balance the conflicting interests of the stakeholders.

The requirement for a Stakeholders Relationship Committee is an interesting one. Relationships with stakeholders
can be critical, and balancing the contending interests of different stakeholder groups and building mutually
beneficial relationships with stakeholders are hallmarks of the effective board.

Governance Norms for Stakeholders under Listing Agreement

Clause 49(VIII)(E)(4) of Listing Agreement provides that a committee under the Chairmanship of a non-executive
director and such other members as may be decided by the Board of the company shall be formed to specifically
look into the redressal of grievances of shareholders, debenture holders and other security holders. This
Committee shall be designated as ‘Stakeholders Relationship Committee’ and shall consider and resolve the
grievances of the security holders of the company including complaints related to transfer of shares, non-receipt
of balance sheet, non-receipt of declared dividends.

CONCLUSION

Building a company with recognized values has become a point of competitive advantage. Doing the right thing
attracts all the positive energies, it builds trust, the most important business asset. To be globally competitive
and acceptable, companies have to ensure that they establish a business reputation.

Corporations are expected to “build a better future” — not only for their shareholders but also for their customers,
workers, business partners, community, nation and the wider world. Those with effective corporate governance
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based on this core value will have an added competitive advantage: attracting and retaining talent and generating
positive reactions in the marketplace.

The tone at the top translates and permeates into every relationship of a corporation, whether it be with investors,
employees, customers, suppliers, regulators, local communities or other constituents. One of the most important
factors in ensuring that a board functions effectively is getting the right “tone at the top” of the corporation.
Setting corporate culture, and the values by which executives throughout a group will behave, should be one of
a board’s highest priorities.

LESSON ROUND UP

— Stakeholders provide resources that are more or less critical to a firm’s long-term success. These
resources may be both tangible and intangible. Shareholders, for example, supply capital; suppliers
offer material resources or intangible knowledge; employees and managers grant expertise, leadership,
and commitment; customers generate revenue and provide infrastructure; and the society builds its
positive corporate images.

— Adirector of a company shall act in good faith in order to promote the objects of the company for the
benefit of its members as a whole, and in the best interest of the company, its employees, the community
and the environment.

— Stakeholder engagement leads to increased transparency, responsive-ness, compliance, organizational
learning, quality management, accountability and sustainability. Stakeholder engagement is a central
feature of sustainability performance.

— Primary stakeholders are those whose continued association is absolutely necessary for a firm’s survival;
these include employees, customers, investors, and shareholders, as well as the governments and
communities that provide necessary infrastructure.

— Secondary stakeholders do not typically engage in transactions with a company and thus are not
essential for its survival; these include the media, trade associations, and special interest groups.

— Customers are considered as the king to drive the market and they can sometimes exercise influence
by consolidating their bargaining power in order to get lower prices.

— The lenders put a check and balance on the governance practices of an organisation to ensure safety
of their fund and as a societal responsibility.

— The organisation which builds a mutually strong relationship with its vendors improves its overall
performance in the marketplace.

— Since, itis a well maintained proposition that you can’t legislate good behavior, therefore, the Government
role is to differentiate between the voluntary and mandatory measures becomes more important so
that in regulatory role, it should not burden the corporate sector with the legal compliances.

— The society provides the desired climate for successful operation of a company business. If society
turns against the company, then business lose its faith in the eyes of other stakeholders be it government
or customer.

— Whistle Blower Protection is an essential pillar in Corporate Governance framework of a company and
it is the responsibility of governance professionals serving as director, consultant, auditors and employees
to ensure that the companies to which they are associated should adopt and implement vigil mechanism/
whistle blower policy. The benefits derived from this mechanism would protect the company from any
reputational crisis.
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SELF-TEST QUESTIONS

(These are meant for recapitulation only. Answers to these questions are not to be submitted for evaluation)

1.

& W N

What is Stakeholder Concept? Brief about its recognition in India?
What are the different Stakeholders and their role in Corporate Governance?
Differentiate between primary and secondary stakeholders.
Write Short Notes on:
— Stakeholder Engagement

— Stakeholder Analysis
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Risk Management and Internal Control

LESSON OUTLINE

— Introduction

— Risk Management

— Risk Classification

— Risk Management Process

— Advantages of Risk Management

— Fraud Risk Management

— Reputation Risk Management

— Non-Compliance Risk Management
— Responsibility of Risk Management

— Role of Company Secretary in Risk
Management

— Internal Control System
— COSO’s Internal Control Framework

— Role and Responsibilities in Internal
Control

— Lesson Round-Up

— Self-Test Questions

LEARNING OBJECTIVES

The objective of this study lesson is to enable
the students to understand Internal Control &
Risk Management framework, the definition and
types of risks; Risk management process;
Advantages of risk management; Steps in risk
management; Legal provisions on risk
management; Who is responsible for risk
management.

This study further elaborates on the Internal
Control Systems, including COSO and Roles
and Responsibilities with regard to Internal
Control.

“A prudent man foresees the difficulties ahead and prepares for them; the simpleton goes blindly on

and suffers the consequences.”

229

— Proverbs 22:3
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INTRODUCTION

In this dynamic world, corporate governance demands that boards respond to new challenges, by putting in
place measures which will systematically and thoroughly identify, analyse and control risks. World over, the
need for putting in place better systems of internal controls and a cohesive risk management framework is being
stressed. Legislations like the Sarbanes-Oxley Act in the United States, the Turnbull Commission in UK, the
listing rules and agreements in different countries require that the directors should be directly responsible in
ensuring that the company has in place effective and efficient systems and risk management frameworks. In this
study lesson we will look at the aspects of Risk Management and Internal Control Systems.

SEGMENT | - RISK MANAGEMENT

Any organization, public or private, large or small, faces internal and external uncertainties that affect its ability
to achieve its objectives. The effect of uncertainty on an organization’s objectives is “risk.” Risk management,
commonly known in the business community as enterprise risk management (ERM), can provide for the structured
and explicit consideration of all forms of uncertainty in making any decision. The overarching principle of ERM is
that it must produce value for the organization. It is the culture, processes and structures that is directed towards
taking advantage of potential opportunities while managing potential adverse effects.

Corporations face the task of managing their risk exposures while remaining profitable and competitive at the
same time. Managing risks is not a new challenge, yet it may get overlooked due to several reasons. The
challenges and demands of contemporary markets, customer expectations, regulatory authorities, employees
and shareholders present organizations with an interesting array of contradictions.

Risk management can enhance the environment for identifying and capitalizing on opportunities to create value
and protect established value. Efficient managers who undertake risk, use a variety of risk management solutions
that transcends through traditional insurance risk transfer products.

The rapidly changing global economy has created an expanding array of risks to be managed to ensure the
viability and success of an enterprise. Historically, the practice of risk management has been confined to the
traditionally insurable risks such as loss from fire, earthquakes, wind, flood, legal liability and other relatively
straightforward potential causes of loss. Solutions involving the purchase of insurance were emphasized, with
focus on type of coverage, adequacy of limits and cost of risk transfer. Over the last thirty years, most major
corporations have evolved a much more sophisticated view of risk management, encompassing traditional risk
management concerns and adding new issues arising from the changing internal and external environments
within which they work. Now, it is understood that every aspect of a company’s operational and financial activity
contains the potential for risk that can negatively and meaningfully affect the success and viability of the
organization.

Risk basically refers to the variations in the outcomes that could occur over a specified period in a given situation.
If only one outcome is possible, the variation and hence the risk is zero. If many outcomes are possible, the risk
is not zero. The greater the variation, the greater the risk.

Risk may also be defined as the possibility that an event will occur and adversely affect the achievement of the
Company’s objectives and goals. A business risk is the threat that an event or action will adversely affect an
organisation’s ability to achieve its business objectives/targets. Business risk arises as much from the possibility
that opportunities will not be realised as much from the fact that certain threats could well materialize and that
errors could well be made.

RISK CLASSIFICATION

Risks may be broadly classified under the following heads:
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(a) Industry & Services Risks:

These risks can be broadly categorised as follows, namely :

Economic risks such as dependence on one product, one process, one client, one industry, etc. in the
short and long term.

Services risks

Market structure

Business dynamics

Competition risks affecting tariffs prices, costs, revenues and customer preferences
Customer relations risks

Reputational risk

(b) Management and Operations Risks:

These risks relate broadly to the company’s organisation and management such as planning, monitoring, and
reporting systems in the day to day management process namely:

Risks to Property

Clear and well defined work processes
Changes in Technology/upgradation
R&D risks

Agency Network Risks

Personnel risks such as labour turnover risks involving replacement risks, training risks, cost risks, skill
risks etc. There are also unrest risks due to strikes and lockouts. These risks affect the company’s
business and earnings.

Enviromental and Pollution Control regulations, etc.

Locational benefits near metros, railway stations, ports, cities, etc.

(c) Market Risks:

These risks relate to market conditions namely:

Raw material rates

Quantities, quality, suppliers, lead time, interest rates risks and forex risks namely, fluctuation risks and
interest rate risk in respect of foreign exchange transactions.

(d) Political Risks:

These risks relate to political uncertainties namely:

Elections

War risks

Country/Area risks

Insurance risks like fire, strikes, riots and civil commotion, marine risks, cargo risks, etc.

Fiscal/Monetary Policy Risks including Taxation risks.
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(e) Credit Risks:

These risks relate to commercial operations namely:
— Creditworthiness risks
— Risks in settlement of dues by clients
— Provisions for doubtful and bad debts

(f) Liquidity Risks:

These are financial risk factors namely:

Financial solvency and liquidity risks

Borrowing limits, delays

Cash/Reserve management risks

Tax risks.

(g) Disaster Risks:
These risks relate to disasters from following factors:

— Natural risks like fires, floods, earthquakes, etc.

— Man-made risks arising under the Factories Act, Mines Act, etc.

— Risk of failure of effective Disaster Management plans formulated by the company.
(h) Systems Risks:

These risks relate to the company’s systems namely:

System capacities

System reliability

Obsolescence risks

Data Integrity risks

Coordinating and Interface risks.
(i) Legal Risks:
These risks relate to the following:

Contract risks

Contractual Liability

Frauds

Judicial risks

Insurance risks.

RISK MANAGEMENT PROCESS

Risk management is a structured, consistent and continuous process, applied across the organisation for the
identification and assessment of risks, control assessment and exposure monitoring.

The objectives of the Company’s risk management framework comprise the following:
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— To identify, assess, prioritise and manage existing as well as new risks in a planned and coordinated
manner.

— To increase the effectiveness of internal and external reporting structure.

— To develop a risk culture that encourages employees to identify risks and associated opportunities and
respond to them with appropriate actions.

James Millar, CEO Ernst & Young Australia, observed that ‘..risk is a fundamental part of any business activity
and how companies manage these risks, indeed “master” them, to a great extent, determines how well they will
succeed in their undertakings and in accomplishing their overall objectives’.

All companies have express or implied objectives which ultimately contribute to the maximization of shareholder
value. Risk management actively supports the achievement of those objectives. It is not a process for avoiding
risk. Properly implemented risk management can actively allow a company to undertake activities that have a
higher level of risk thereby achieving a greater benefit because risks have been identified, understood and well
managed.

Organizations which do have risk management policies in place are rewarded by added premium in the market
and shall be better placed to pursue objectives and opportunities with confidence.

Risk management can be seen as a tool for creating opportunities for the businesses as they develop during the
risk management process. Moreover such opportunities arise also from the complementary effect of risk
management with other business planning process.

In other words, risk management is not just about preventing risks, but also managing it properly. However,
managing risks properly does not mean becoming risk averse, or ignoring new opportunities for being “too
risky”.

Risk management provides a framework to:
— ensure that all the foreseeable risks involved are actually understood and
— accepted before important decisions are taken.

— monitor new projects, and ongoing operations, to ensure that they continue to develop satisfactorily,
and no problems or new risks emerge.

It is pertinent to note that every activity carries a potential reward as well. Risk management, essentially, is about
managing risk against reward.

STEPS IN RISK MANAGEMENT

|Corrective Action | | Identification of Risk |
A

A 4
|Monitor & Review| | Evaluation of Risk |

\ 4
[ Handling of Risk |

v
Implementation of

< risk management
decisions
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1. Risk Identification

Any business exists in an atmosphere of perpetual change. Hence, the process of risk identification must be an
ongoing one and any failure in proper risk identification would result in passive retention of the risk by the
company. One is required to be alert to note the changes in environment and react.

Risk management requires following information for identification of risks—
(a) Asset information such as list of assets, its original cost, book value, replacement value etc.
(b) Process information regarding raw materials, process and nature of plant etc.,
(c) Product information whether consumer products or industrial product, chances of liability etc.

(d) Liability information such as liability to its stakeholders.

2. Risk Evaluation/Measurement

The risk measurement process requires a mathematical approach and considerable data on the past losses.
The data available from the concern itself may not be adequate enough to lend itself amenable to analytical
exercise. Hence, it becomes necessary to resort to data on industry basis, at national and sometimes even at
international level. Risk evaluation includes the determination of:

(a) The probability or chances that losses will occur.
(b) The impact the losses would have upon the financial affairs of the firm should they occur.
(c) The ability to predict the losses that will actually occur during the budget period.

There are various statistical methods of quantifying risks. But the statistical methods are too technical and the
risk manager then relies on his judgment. Risks are classified as modest, medium, severe etc. In either event,
a ‘risk matrix’ can be prepared which essentially classifies the risks according to their frequency and severity.

3. Risk Handling

Firms are not entirely free to decide on how they shall handle their risks. In every country there are governmental
and official regulations governing health and safety at work like fire precautions, hygiene, environmental
pollution, food, handling of dangerous substances and many other matters relating to properties, personal
injuries and other risks. The Central Government and State Governments have enacted compulsory insurance
regulations (for vehicles and individuals). And in addition a firm may be obliged to insure certain risks under
provisions of leases, construction and other contracts. Failure to comply with both safety and compulsory
insurance regulations may constitute a criminal offence and may lead to the closure of a plant or other
establishments. Thus, if a firm wishes to carry on certain activities it must comply with the relevant official risk
handling regulations. There will remain, however, broad areas where it can exercise its own discretion to
control physical or financial loss.

Risks can be handled broadly in four ways:

Risk Handling

|Risk avoidancel |Risk Reductionl | Risk Retentionl | Risk Transfer|

I
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Risk Avoidance

It is a rare possibility to avoid a risk completely. A riskless situation is rare. Generally risk avoidance is only
feasible at the planning stage of an operation.

Risk Reduction

In many ways physical risk reduction (or loss prevention, as it is often called) is the best way of dealing with any
risk situation and usually, it is possible to take steps to reduce the probability of loss. Again, the ideal time to think
of risk reduction measures is at the planning stage of any new project when considerable improvement can be
achieved at little or no extra cost. The only cautionary note regarding risk reduction is that, as far as possible
expenditure should be related to potential future saving in losses and other risk costs; in other words, risk
prevention generally should be evaluated in the same way as other investment projects.

Risk Retention

It is also known as risk assumption or risk absorption. It is the most common risk management technique. This
technique is used to take care of losses ranging from minor to major break-down of operation. There are two
types of retention methods for containing losses as under:

(i) Risk retained as part of deliberate management strategy after conscious evaluation of possible losses
and causes. This is known as active form of risk retention.

(ii) Risk retention occurred through negligence. This is known as passive form of risk retention.
Risk Transfer

This refers to legal assignment of cost of certain potential losses to another. The insurance of ‘risks’ is to occupy
an important place, as it deals with those risks that could be transferred to an organization that specialises in
accepting them, at a price. Usually, there are 3 major means of loss transfer viz.,

— By Tort
— By contract other than insurance
— By contract of insurance.

The main method of risk transfer is insurance. The value of the insurance lies in the financial security that a firm
can obtain by transferring to an insurer, in return for a premium for the risk of losses arising from the occurrence
of a specified peril. Thus, insurance substitutes certainty for uncertainty. Insurance does not protect a firm
against all perils but it offers restoration, atleast in part of any resultant economic loss.

4. Implementation of Decision

The last step in the risk management process is the implementation of the decision. The Risk Manager should
recommend to the Board or an organization various alternatives of tackling the risks. After getting it approved,
initiate measures to implement it.

Systematic approach to risk management requires an integration of different disciplines and holistic assessment
techniques. It is desirable to have a generic approach to risk assessment that avoids compartmentalization or
castling of risks.

ISO 31000

ISO 31000 published as a standard on the 13th of November 2009, provides a standard on the implementation
of risk management. ISO 31000 seeks to provide a universally recognised paradigm for practitioners and
companies employing risk management processes. Accordingly, the general scope of ISO 31000 - as a family of
risk management standards - is not developed for a particular industry group, management system or subject
matter field in mind, rather to provide best practice structure and guidance to all operations concerned with risk
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management. The scope of this approach to risk management is to enable all strategic, management and
operational tasks of an organization throughout projects, functions, and processes to be aligned to a common
set of risk management objectives.

ISO 31000 contains 11 key principles that position risk management as a fundamental process in the success of
the organization.

ISO 31000 is designed to help organizations:
— Increase the likelihood of achieving objectives
— Encourage proactive management
— Be aware of the need to identify and treat risk throughout the organization
— Improve the identification of opportunities and threats
— Comply with relevant legal and regulatory requirements and international norms
— Improve financial reporting
— Improve governance
— Improve stakeholder confidence and trust
— Establish a reliable basis for decision making and planning
— Improve controls
— Effectively allocate and use resources for risk treatment
— Improve operational effectiveness and efficiency
— Enhance health and safety performance, as well as environmental protection
— Improve loss prevention and incident management
— Minimize losses
— Improve organizational learning
— Improve organizational resilience.

ISO 31000 provides that Risk oversight is a key duty of the board, as failure to manage risk can threaten the
existence of the entity being governed. Countries are exploring how to improve the overall risk management
framework including examining the responsibilities of different board committees.

ADVANTAGES OF RISK MANAGEMENT

Properly implemented risk management has many potential advantages to an organization in the form of:
— Better informed decision making - for example in assessing new opportunities;
— Less chances of major problems in new and ongoing activities; and
— Increased likelihood of achieving corporate objectives.

Risk management is the culmination of decision taken to improve corporate governance. Organizations that
actively manage their risks have a better chance of achieving their objectives and preventing major problems
happening.

Risk Management should not be seen as the responsibility of any particular unit/ department rather must be
seen as an enterprise wide activity.
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FRAUD RISK MANAGEMENT

According to the Collins English Dictionary 10th Edition fraud can be defined as: “deceit, trickery, sharp practice,
or breach of confidence, perpetrated for profit or to gain some unfair or dishonest advantage”. In the broadest
sense, a fraud is an intentional deception made for personal gain or to damage another individual.

The term ‘fraud’ is generally defined in the law as an intentional misrepresentation of material existing fact made
by one person to another with knowledge of its falsity and for the purpose of inducing the other person to act,
and upon which the other person relies with resulting injury or damage.

Section 25 of Indian Penal Code, 1860 defines “Fraudulently”. It says “A person is said to do a thing fraudulently
if he does that thing with intent to defraud but not otherwise.”

For the corporate it becomes more important to proactively incorporate Fraud
Management policy or a plan aligned to its internal control and risk management
plan. Such policy/plan protects the company from any kind of uncertain happening
which leads the company to a huge loss or damage (brand reputation, financial
loss, assets). The Fraud Risk Management Policy will help to strengthen the existing anti-fraud controls by
raising the awareness across the Company and:

Fraud can occur internally
or externally by employees
or third party.

— Promote an open and transparent communication culture

— Promote zero tolerance to fraud / misconduct

— Encourage employees to report suspicious cases of fraud / misconduct

— Spread awareness amongst employees and educate them on risks faced by the company.
Such a policy may include the following:

— Defining fraud: This shall cover activities which the company would consider as fraudulent.

— Defining Role & responsibilities: The policy may define the responsibilities of the officers who shall
be involved in effective prevention, detection, monitoring & investigation of fraud. The company may
also consider constituting a committee or operational structure that shall ensure an effective
implementation of anti-fraud strategy of the company. This shall ensure effective investigation in fraud
cases and prompt as well as accurate reporting of fraud cases to appropriate regulatory and law
enforcement authorities.

— Communication channel: Encourage employees to report suspicious cases of fraud / misconduct.
Any person with knowledge of suspected or confirmed incident of fraud/misconduct must report the
case immediately through effective and efficient communication channel or mechanism.

— Disciplinary action: After due investigations disciplinary action against the fraudster may be considered
as per the company’s policy.

— Reviewing the policy: The employees should educate their team members on the importance of
complying with Company’s policies & procedures and identifying/ reporting of suspicious activity, where
a situation arises. Based on the developments, the policy should be reviewed on periodical basis.

Fraud Disaster

After successful presence for over 230 years Barings Bank collapsed on February 26, 1995, due to the
activities of one trader, Nick Leeson, who lost £827 million ($1.3 billion).

The bank had successful existence with good clientage including the members from the royal family. The
bank had faced bankruptcy in the year 1890 due the significant losses from investment in South America
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following the Argentinean Revolution. At that time it was bailed out by a consortium organized by the governor
of the Bank of England.

Despite surviving the Panic of 1890 and both World Wars, Barings was brought down in 1995 due to
unauthorized trading by its head derivatives trader in Singapore, Nick Leeson.

Board of the Bank decided to enter the field of derivates to make good profits and therefore decided to
establish Baring Futures (Singapore) Pte Ltd (“BFS”) which was incorporated on 17 September 1986. Nick
Leeson a young trader was sent to Singapore to handle the arbitrage business, was tasked to make profit
from differences in the prices of Nikkei 225 futures contracts listed on the Osaka Securities Exchange in
Japan and the Singapore International Monetary Exchange. Such arbitrage involves buying futures contracts
on one market and simultaneously selling them on another at a higher price.

However, instead of buying on one market and immediately selling on another market for a small profit, which
was the strategy approved by his superiors, Leeson bought on one market then held on to the contract,
gambling on the future direction of the Japanese markets. Leeson kept unmatched position and he was able
to conceal his unauthorised trading activities for over a year because he managed both the trading and back
office settlement functions.

Because of the absence of oversight, Leeson continued booking various losses on the account “88888”
specifically created by him for holding premiums or losses that he made and further continued to increase his
volume of trading and level of risk taking.

He falsified trading records in the bank’s computer systems, and used money intended for margin payments
on other trading. As a result, he appeared to be making substantial profits. However, Kobe earthquake (23
January 1995) in Japan caused a steep drop in the Nikkei 225 equity index, and his unauthorised trading
positions suffered huge losses.

Leeson’s activities had generated losses totalling £827 million (US$1.3 billion), twice the bank’s available
trading capital. ING, a Dutch bank, purchased Barings Bank in 1995 for the nominal sum of £1 and assumed
all of Barings’ liabilities, forming the subsidiary ING Barings.

To sum up, it can indicate the major reasons of the collapse of Barings:

1. Lack of internal checks and balances- There was clear concentration of power in the Leeson’s hands
who was handling both the trading and back office settlement functions.

2. Poor supervision of employees- There seemed to have little oversight of his activities and no individual
was directly responsible for monitoring his trading strategies.

Lord Bruce of Donington, in the House of Lords’ debate on the report released on 18 July 1995, remarked
“Barings’ collapse was due to the unauthorised and ultimately catastrophic activities of, it appears, one
individual (Leeson) that went undetected as a consequence of a failure of management and other internal
controls of the most basic kind”.

REPUTATION RISK MANAGEMENT

Reputation is the trust that an organization has gained over the years by the products, services, brands it has
provided to the society. Corporates are at a risk of losing such reputation, reputation damage are irreparable. It
is an intangible asset that is broad and far-reaching and includes image, goodwill and brand equity. If ruined can
devastate the financial health and welfare of an organization.

Reputation lost will damage:

— Brand Value
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Share Price

Strategic Relationship

Regulatory relationship

Recruitment/ Retention

Be it Sportswear giant Nike being caught in a child labour scandal or Perrier bottled water being supplied with
carcinogenic benzene impurities; all such events embarrass the company in front of its stakeholders. Organizations
are required to handle such situations wisely.

Components of Reputation Risk Management
— Management of Reputation Risk
— Preparation for Reputation Crises

— Handling of Reputation Crises

NON-COMPLIANCE RISK MANAGEMENT

Secretarial Audit is a compliance audit and it is a part of total compliance management in an organisation. The
Secretarial Audit is an effective tool for corporate compliance management. It helps to detect non-compliance
and to take corrective measures.

The multiplicity of laws, rules, regulations, etc. has necessitated introduction of a compliance management
system to ensure compliances of laws applicable to a company. This has a two-fold objective:

(a) Firstly, to protect the interests of all the stakeholders;
(b) Secondly, to avoid any legal actions against the company and its management.

Under most laws, the persons responsible for compliance and liable for punishment are directors, company
secretary and the officers who have been designated for specific compliances. From amongst the directors, the
responsibility of managing and whole-time directors is greater. Under the Companies Act, a managing and/or
whole-time director (besides company secretary) is an officer who is in default liable for penal consequences of
defaults and thus responsible for compliance, while under most other laws they are the persons in charge of,
and responsible to, the company for the conduct of the business of the company.

In India, a number of statutes contain under the heading “Offences by Companies” an identical provision regarding
vicarious liability of directors and other company officers for company’s offences. In Girdhari Lal Gupta v. D.N.
Mehta AIR 1971 SC 2162, the Supreme Court has construed the expression a person in charge and responsible
for the conduct of the business of the company’ as to mean the person in overall control of the day-to-day
business of the company. This ruling has been followed in a number of subsequent decisions.

Sub Clause 49(VI) of the Listing Agreement provides:

A. The company shall lay down procedures to inform Board members about the risk assessment and
minimization procedures.

B. The Board shall be responsible for framing, implementing and monitoring the risk management plan
for the company.

C. The company shall also constitute a Risk Management Committee. The Board shall define the roles
and responsibilities of the Risk Management Committee and may delegate monitoring and reviewing
of the risk management plan to the committee and such other functions as it may deem fit.
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SECRETARIAL AUDIT & COMPANY SECRETARY IN PRACTICE (PCS)

Section 204 of the Companies Act 2013, provides following with respect to Secretarial Audit:

(1) Every listed company and a company belonging to other class of companies as may be prescribed shall
annex with its Board’s report made in terms of sub-section (3) of section 134, a secretarial audit report,
given by a company secretary in practice, in such form as may be prescribed.

(2) It shall be the duty of the company to give all assistance and facilities to the company secretary in
practice, for auditing the secretarial and related records of the company.

(3) The Board of Directors, in their report made in terms of sub-section (3) of section 134, shall explain in
full any qualification or observation or other remarks made by the company secretary in practice in his
report under sub-section (7).

(4) If a company or any officer of the company or the company secretary in practice, contravenes the
provisions of this section, the company, every officer of the company or the company secretary in practice,
who is in default, shall be punishable with fine which shall not be less than one lakh rupees but which
may extend to five lakh rupees

A significant area of competence of PCS is “Corporate laws” (comprising statutes, rules, regulations, notifications,
circulars and clarifications, forms, guidelines and bye-laws) owing to intensive and rigorous coaching,
examinations, training and continuing education programs. PCS is a highly specialized professional in matters
of statutory, procedural and practical aspects involved in proper compliances under corporate laws. Strong
knowledge base makes PCS a competent professional to conduct Secretarial Audit.

A Company Secretary in Practice has been assigned the role of Secretarial Auditor in section 2(2)(c)(v) of the
Company Secretaries Act, 1980.

In order to guide its members with the process of Secretarial Audit, the Institute of Company Secretaries of India
has issued a Referencer on Secretarial Audit.

Secretarial Audit Process

Secretarial Audit is a process to check compliance with the provisions of various laws and rules/ regulations/
procedures, maintenance of books, records etc., by an independent professional to ensure that the company
has complied with the legal and procedural requirements and also followed due processes. It is essentially a
mechanism to monitor compliance with the requirements of stated laws.

Benefits of Secretarial Audit are manifold. Ever-increasing complexities of laws and responsibilities of directors
(especially non-executive directors) make it imperative that a PCS reports whether or not there exists proper
compliance mechanism and systems in the corporate structure. PCS has also to verify whether diverse
requirements under applicable laws have been duly complied with or not and if there is a need for any corrective
measures or improvement in the system.

Beneficiaries of Secretarial Audit
The major beneficiaries of Secretarial Audit include:
(a) Promoters

Secretarial Audit will assure the Promoters of a company that those in-charge of its management are
conducting its affairs in accordance with requirements of laws.

(b) Management

Secretarial Audit will assure the Management of a company that those who are entrusted with the duty
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and responsibility of compliance are performing their role effectively and efficiently. This also helps the
management to establish benchmarks for the compliance mechanism, review and improve the
compliances on a continuing basis.

(c) Non-executive directors

Secretarial Audit will provide comfort to the Non-executive Directors that appropriate mechanisms and
processes are in place to ensure compliance with laws applicable to the company, thus mitigating any
risk from a regulatory or governance perspective; so that the Directors not in-charge of the day-to-day
management of the company are not likely to be exposed to penal or other liability on account of non-
compliance with law.

(d) Government authorities / regulators

Being a pro-active measure, Secretarial Audit facilitates reducing the burden of the law-enforcement
authorities and promotes governance and the level of compliance.

(e) Investors

Secretarial Audit will inform the investors whether the company is conducting its affairs within the applicable
legal framework.

(f) Other Stakeholders

Financial Institutions, Banks, Creditors and Consumers are enabled to measure the law abiding nature
of Company management.

Corporate conduct manifesting good Corporate Governance is vital for the healthy, vibrant and ever growing
corporate sector in global economy. In developing economies, inclusive growth of all segments of society is
more than imperative. Adopting effective management tools like Secretarial Audit can go a long way in fulfilling
these objectives.

RESPONSIBILITY OF RISK MANAGEMENT

The board is responsible for reviewing the company’s policies on risk oversight and management and satisfying
itself that management has developed and implemented a sound system of risk management and internal
control.

The entire programme must be supported by the board of directors. In modern corporations the board desirably
has a risk management committee which controls the overall picture of the uncertainty facing the company. This
is because risks are interconnected and interdependent. The approach must include all elements of risks. The
traditional elements of potential likelihood and potential consequences of an event must be combined with other
factors like the timing of the risks, the correlation of the possibility of an event occurring with others, and the
confidence in risk estimates.

Risk management policies should reflect the company’s risk profile and should clearly describe all elements of
the risk management and internal control system and any internal audit function.

A company’s risk management policies should clearly describe the roles and accountabilities of the board, audit
committee, or other appropriate board committee, management and any internal audit function.

A company should have identified Chief Risk Officer manned by an individual with the vision and the diplomatic
skills to forge a new approach. He may be supported by “risk groups” to oversee the initial assessment work and
to continue the work till it is completed.

An integrated approach to risk management deals with various risks as they affect organizational objectives and
limitations. The aim must be to develop a culture of risk awareness and understanding. This helps better decision
making in day-to-day work by all employees.
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The role of the board in risk management has been well highlighted in the King Code of Governance for South
Africa 2009 as well as the UK Corporate Governance Code

King Code of Governance for South Africa 2009 (King Ill)
Principle 1.7: The board should be responsible for the process of risk management

The board’s role is to set a risk appetite or risk tolerance level for the company. This should be determined
according to the strategy adopted by the company and should take into account sustainability, ethics and
compliance risks.

The board should oversee the identification of the key risk areas of the company and ensure that the management
directs its mind to pertinent risks. These identified risks should be assessed for likelihood and magnitude of
potential effect.

The board should be actively involved in identifying and monitoring the key risks emanating from this process.
Where appropriate, a risk committee should be established.

The board’s ultimate responsibility for the process of risk management should be expressed in its board charter
and supported by training and induction processes.

The board has an obligation to demonstrate that it has dealt comprehensively with the issues of risk management.
This requires appropriate disclosure on matters such as risk tolerance and the risk management process in the
integrated report.

UK Corporate Governance Code

Main Principle: The board is responsible for determining the nature and extent of the significant risks it is willing
to take in achieving its strategic objectives. The board should maintain sound risk management and internal
control systems.

Code Provision: C.2.1 The board should, at least annually, conduct a review of the effectiveness of the company’s
risk management and internal control systems and should report to shareholders that they have done so. The
review should cover all material controls, including financial, operational and compliance controls.

Non-executive Directors (NEDs) should satisfy themselves on the integrity of financial information and that
financial controls and systems of Risk Management are robust and defensible.

Role of Company Secretary

As a top level officer and board confidante, a Company Secretary can pay a role in ensuring that a sound
Enterprise wide Risk Management [ERM] which is effective throughout the company is in place. The board of
directors may have a risk management sub-committee assisted by a Risk Management Officer. As an officer
responsible for coordination and communication for effective corporate functioning and governance, a Company
Secretary shall ensure that there is an Integrated Framework on which a strong system of internal control is
built. Such a Framework will become a model for discussing and evaluating risk management efforts in the
organization. Risk and control consciousness should spread throughout the organization. A Company Secretary
can ensure that this happens so that the risk factor will come into consideration at the every stage of formulation
of a strategy. It will also create awareness about inter-relationships of risks across business units and at every
level of the organization. A Company Secretary can ensure that the following questions [an illustrative list] are
effectively addressed at the board level:

— What is the organization’s risk management philosophy?
— Is that philosophy clearly understood by all personnel?

— What are the relationships among ERM, performance, and value?
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How is ERM integrated within organizational initiatives?
What is the desired risk culture of the organization and at what point has its risk appetite been set?

What strategic objectives have been set for the organization and what strategies have been or will be
implemented to achieve those objectives?

What related operational objectives have been set to add and preserve value?

What internal and external factors and events might positively or negatively impact the organization’s

ability to implement its strategies and achieve its objectives?

— What is the organization’s level of risk tolerance?

— |s the chosen risk response appropriate for and in line with the risk tolerance level?

— Are appropriate control activities (i.e., approvals, authorizations, verifications, reconciliations, reviews
of operating performance, security of assets, segregation of duties) in place at every level throughout

the organization?

— Is communication effective — from the top down, across, and from the bottom up the organization?

— How effective is the process currently in place for exchanging information with external parties?

— What is the process for assessing the presence and performance quality of all eight ERM components

over time?

SEGMENT II- INTERNAL CONTROL SYSTEM

Reasonable assurance is a
concept that acknowledges that
control systems should be
developed and implemented to
provide management with the
appropriate balance between
risk of a certain business
practice and the level of control
required to ensure business
objectives are met.

A system of internal control is a proactive approach that balances the risk and
control in the Company which helps in exploiting business opportunities fully. An
effective control system provides reasonable, but not absolute assurance for the
safeguarding of assets, the reliability of financial information, and the compliance
with laws and regulations. It provides management with the appropriate balance
between risk of a certain business practice and the level of control required to
ensure business objectives are met.

The system of internal control facilitates the effectiveness and efficiency of
operations, helps ensure the reliability of internal and external reporting and
assists in compliance with laws and regulations. Effective financial controls,
including the maintenance of proper accounting records, are an important element

of internal control. They help to ensure that a company is not unnecessarily exposed to avoidable financial risks
and that the financial information used within the business and for publication is reliable. They also contribute to
the safeguarding of assets, including the prevention and detection of fraud.

Elements of sound internal control system as prescribed under Internal Control Revised Guidance for
Directors on the Combined Code October, 2005 — Nigel Turnbull

An internal control system encompasses the policies, processes, tasks, behaviours and other aspects of the

Company that, taken together:

— facilitates its effective and efficient operation by enabling it to respond appropriately to significant business,
operational, financial, compliance and other risks to achieve the Company’s objectives. This includes
the safeguarding of assets from inappropriate use or from loss and fraud and ensuring that liabilities are
identified and managed;

— helps to ensure the quality of internal and external reporting. This requires the maintenance of proper
records and processes that generate a flow of timely, relevant and reliable information from within and
outside the organisation;
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— helps ensure compliance with applicable laws and regulations, and also internal policies with respect to
conducting business.

The system of internal control should:
— be embedded in the operations of the company and form part of its culture;

— be capable of responding quickly to evolving risks to the business arising from factors within the company
and to changes in the business environment; and

— include procedures for reporting immediately to appropriate levels of management any significant control
failings or weaknesses that are identified together with details of corrective action being undertaken.

Acompany’s objectives, its internal organisation and the environment in which it operates are continually evolving
and, as a result, the risks it faces are continually changing. In order to make its internal control effective and
sound, a Company thoroughly and regularly evaluates the nature and extent of the risks to which it is exposed.

The system will include:
— control activities;
— information and communications processes; and
— processes for monitoring the continuing effectiveness of the system of internal control.

A sound system of internal control reduces, but cannot eliminate, the possibility of poor judgement in decision-
making; human error; control processes being deliberately circumvented by employees and others; management
overriding controls; and the occurrence of unforeseeable circumstances.

A sound system of internal control therefore provides reasonable, but not absolute, assurance that a company
will not be hindered in achieving its business objectives, or in the orderly and legitimate conduct of its business,
by circumstances which may reasonably be foreseen. A system of internal control cannot, however, provide
protection with certainty against a company failing to meet its business objectives or all material errors, losses,
fraud, or breaches of laws or regulations.

INTERNAL CONTROL DEFINED

Internal control is defined as a process, effected by an organization’s people and information technology (IT)
systems, designed to help the organization accomplish specific goals or objectives.

It is a means by which an organization’s resources are directed, monitored, and measured. It plays an important
role in preventing and detecting fraud and protecting the organization’s resources, both physical (e.g., machinery
and property) and intangible (e.g., reputation or intellectual property such as trademarks).

At the organizational level, internal control objectives relate to the reliability of financial reporting, timely feedback
on the achievement of operational or strategic goals, and compliance with laws and regulations.

At the specific transaction level, internal control refers to the actions taken to achieve a specific objective (e.g.,
how to ensure the organization’s payments to third parties are for valid services rendered.) Internal control
procedures reduce process variation, leading to more predictable outcomes.

An effective internal control system balances the risk and control and helps a company in exploiting business
opportunity fully.

Internal controls are put in place to keep the company on course toward profitability goals and achievement of its
mission, and to minimize surprises along the way. They enable management to deal with rapidly changing
economic and competitive environments, shifting customer demands and priorities, and restructuring for future
growth. Internal controls promote efficiency, reduce risk of asset loss, and help ensure the reliability of financial
statements and compliance with laws and regulations.
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Internal Control Revised Guidance for Directors on the Combined Code October, 2005— Nigel Turnbull

The importance of internal control

1.

A company’s system of internal control has a key role in the management of risks that are significant to
the fulfilment of its business objectives. A sound system of internal control contributes to safeguarding
the shareholders’ investment and the company’s assets.

Internal control facilitates the effectiveness and efficiency of operations, helps ensure the reliability of
internal and external reporting and assists compliance with laws and regulations.

Effective financial controls, including the maintenance of proper accounting records, are an important
element of internal control. They help ensure that the company is not unnecessarily exposed to avoidable
financial risks and that financial information used within the business and for publication is reliable.
They also contribute to the safeguarding of assets, including the prevention and detection of fraud.

A company’s objectives, its internal organisation and the environment in which it operates are continually
evolving and, as a result, the risks it faces are continually changing. A sound system of internal control
therefore depends on a thorough and regular evaluation of the nature and extent of the risks to which
the company is exposed. Since profits are, in part, the reward for successful risk-taking in business, the
purpose of internal control is to help manage and control risk appropriately rather than to eliminate it.

COSO Definition of Internal Control

Committee of Sponsoring Organizations of the Treadway Commission (COSO) is a U.S. private sector initiative.
COSO has defined internal controls as “a process, effected by an entity’s board of directors, management, and
other personnel, designed to provide reasonable assurance regarding the achievement of objectives relating to
operations, reporting, and compliance”

Fundamental Concepts from definition - Internal control is:

Geared to the achievement of objectives in one or more categories—operations, reporting, and
compliance

A process consisting of ongoing tasks and activities—a means to an end, not an end in itself

Effected by people—not merely about policy and procedure manuals, systems, and forms, but about
people and the actions they take at every level of an organization to affect internal control

Able to provide reasonable assurance—but not absolute assurance, to an entity’s senior management
and board of directors

Adaptable to the entity structure—flexible in application for the entire entity or for a particular subsidiary,
division, operating unit, or business process

COSO’S INTERNAL CONTROL FRAMEWORK

In 1992 the COSO released its Internal Control—Integrated Framework (the original framework).

In the twenty years since the inception of the original framework, business and operating environments have
changed dramatically, becoming increasingly complex, technologically driven, and global. At the same time,
stakeholders are more engaged, seeking greater transparency and accountability for the integrity of systems of
internal control that support business decisions and governance of the organization.

In March, 2013 COSO has introduced its updated Internal Control—Integrated Framework (Framework).
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Objectives

The Framework provides for three categories of objectives, which allow organizations to focus on differing
aspects of internal control:

(i)

(ii)

(iif)

Operations Objectives—These pertain to effectiveness and efficiency of the entity’s operations, including
operational and financial performance goals, and safeguarding assets against loss.

Reporting Objectives—These pertain to internal and external financial and non-financial reporting and
may encompass reliability, timeliness, transparency, or other terms as set forth by regulators, recognized
standard setters, or the entity’s policies.

Compliance Objectives—These pertain to adherence to laws and regulations to which the entity is
subject.

Components of Internal Control

Internal control consists of five interrelated components. These are derived from the way management runs a
business, and are integrated with the management process. The components are:

(i)

(ii)

(iii)

(iv)

(v)

Control Environment: The control environment is the set of standards, processes, and structures that
provide the basis for carrying out internal control across the organization. The control environment
comprises the integrity and ethical values of the organization; the parameters enabling the board of
directors to carry out its governance oversight responsibilities; the organizational structure and assignment
of authority and responsibility; the process for attracting, developing, and retaining competent individuals;
and the rigor around performance measures, incentives, and rewards to drive accountability for
performance. The resulting control environment has a pervasive impact on the overall system of internal
control.

Risk Assessment: Every entity faces a variety of risks from external and internal sources. Risk
assessment involves a dynamic and iterative process for identifying and assessing risks to the
achievement of objectives. A precondition to risk assessment is the establishment of objectives, linked
at different levels of the entity. Risk assessment also requires management to consider the impact of
possible changes in the external environment and within its own business model that may render internal
control ineffective.

Control Activities: Control activities are the actions established through policies and procedures that
help ensure that management’s directives to mitigate risks to the achievement of objectives are carried
out. Control activities are performed at all levels of the entity, at various stages within business processes,
and over the technology environment.

Information and Communication: Information is necessary for the entity to carry out internal control
responsibilities to support the achievement of its objectives. Management obtains or generates and
uses relevant and quality information from both internal and external sources to support the functioning
of other components of internal control. Communication is the continual, iterative process of providing,
sharing, and obtaining necessary information. Internal communication is the means by which information
is disseminated throughout the organization, flowing up, down, and across the entity. External
communication is twofold: it enables inbound communication of relevant external information, and it
provides information to external parties in response to requirements and expectations.

Monitoring Activities: Ongoing evaluations, separate evaluations, or some combination of the two are
used to ascertain whether each of the five components of internal control, including controls to effect the
principles within each component, is present and functioning. Ongoing evaluations, built into business
processes at different levels of the entity, provide timely information. Separate evaluations, conducted
periodically, will vary in scope and frequency depending on assessment of risks, effectiveness of ongoing
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evaluations, and other management considerations. Findings are evaluated against criteria established
by regulators, recognized standard-setting bodies or management and the board of directors, and
deficiencies are communicated to management and the board of directors as appropriate.

Relationship of Objectives and Components

A direct relationship exists between objectives,

COSOs Internal Control - Integrated Framework j’ jf f 4

which are what an entity strives to achieve, components, which represent
what is required to achieve the objectives, and the organizational
structure of the entity (the operating units, legal entities, and other). The
relationship can be depicted in the form of a cube.

The three categories of objectives—operations, reporting, and
compliance—are represented by the columns.

Control Environment - ,1

The five components are represented by the rows. An entity’s mna

organizational structure is represented by the third dimension.

COSOs Internal Control - Integrated Framework

Components and Principles

The Framework sets out seventeen principles representing the fundamental concepts associated with each
component. Because these principles are drawn directly from the components, an entity can achieve effective
internal control by applying all principles. All principles apply to operations, reporting, and compliance objectives.
The principles supporting the components of internal control are listed below:

Control Environment

The organization demonstrates a commitment to integrity and ethical values.

The board of directors demonstrates independence from management and exercises oversight of the
development and performance of internal control.

Management establishes, with board oversight, structures, reporting lines, and appropriate authorities
and responsibilities in the pursuit of objectives.

The organization demonstrates a commitment to attract, develop, and retain competent individuals in
alignment with objectives.

The organization holds individuals accountable for their internal control responsibilities in the pursuit of
objectives.

Risk Assessment

The organization specifies objectives with sufficient clarity to enable the identification and assessment
of risks relating to objectives.

The organization identifies risks to the achievement of its objectives across the entity and analyzes risks
as a basis for determining how the risks should be managed.

The organization considers the potential for fraud in assessing risks to the achievement of objectives.

The organization identifies and assesses changes that could significantly impact the system of internal
control.
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Control Activities

— The organization selects and develops control activities that contribute to the mitigation of risks to the
achievement of objectives to acceptable levels.

— The organization selects and develops general control activities over technology to support the
achievement of objectives.

— The organization deploys control activities through policies that establish what is expected and procedures
that put policies into action.
Information and Communication

— The organization obtains or generates and uses relevant, quality information to support the functioning
of internal control.

— The organization internally communicates information, including objectives and responsibilities for internal
control, necessary to support the functioning of internal control.

— The organization communicates with external parties regarding matters affecting the functioning of
internal control.
Monitoring Activities

— The organization selects, develops, and performs ongoing and/or separate evaluations to ascertain
whether the components of internal control are present and functioning.

— The organization evaluates and communicates internal control deficiencies in a timely manner to those
parties responsible for taking corrective action, including senior management and the board of directors,
as appropriate.

Internal control consists of five interrelated components. True or False?

?

Implementation of Internal Control System

Everyone in an organization has responsibility for internal control. From Board and management level to
operational levels in the organization, everybody is responsible for its successful implementation.

ROLE AND RESPONSIBILITIES WITH REGARD TO INTERNAL CONTROL

Management

It is the role of management to implement board policies on risk and control. In fulfilling its responsibilities
management should identify and evaluate the risks faced by the company for consideration by the board and
design, operate and monitor a suitable system of internal control which implements the policies adopted by the
board.

The chief executive officer is ultimately responsible and should assume “ownership” of the system. More than
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any other individual, the chief executive sets the “tone at the top” that affects integrity and ethics and other
factors of a positive control environment. In a large company, the chief executive fulfills this duty by providing
leadership and direction to senior managers and reviewing the way they’re controlling the business. Senior
managers, in turn, assign responsibility for establishment of more specific internal control policies and procedures
to personnel responsible for the unit’s functions. In a smaller entity, the influence of the chief executive, often an
owner-manager is usually more direct. In any event, in a cascading responsibility, a manager is effectively a
chief executive of his or her sphere of responsibility.

Clause 49 (IX) of Listing Agreement: The CEOQ, i.e. the Managing Director or Manager appointed in terms
of the Companies Act and the CFO i.e. the whole-time Finance Director or any other person heading the
finance function discharging that function shall certify to the Board that:

A. They have reviewed financial statements and the cash flow statement for the year and that to the best
of their knowledge and belief:

1. these statements do not contain any materially untrue statement or omit any material fact or contain
statements that might be misleading;

2. these statements together present a true and fair view of the company’s affairs and are in compliance
with existing accounting standards, applicable laws and regulations.

B. There are, to the best of their knowledge and belief, no transactions entered into by the company
during the year which are fraudulent, illegal or violative of the company’s code of conduct.

C. They accept responsibility for establishing and maintaining internal controls for financial reporting and
that they have evaluated the effectiveness of internal control systems of the company pertaining to
financial reporting and they have disclosed to the auditors and the Audit Committee, deficiencies in the
design or operation of such internal controls, if any, of which they are aware and the steps they have
taken or propose to take to rectify these deficiencies.

D. They have indicated to the auditors and the Audit committee:
1. significant changes in internal control over financial reporting during the year;

2. significant changes in accounting policies during the year and that the same have been disclosed
in the notes to the financial statements; and

3. instances of significant fraud of which they have become aware and the involvement therein, if
any, of the management or an employee having a significant role in the company’s internal control
system over financial reporting.

Accordingly, it is the responsibility of CEO and CFO to:
(a) Establish and maintain the internal controls;

(b) Evaluate effectiveness of internal control system. The assessment of internal control system has to be
made using recognized framework.

(c) Disclose deficiencies in the design or operation of internal controls they are aware of;
(d) Take steps to rectify the deficiencies in the internal control system;

(e) Inform auditors and Audit Committee of any significant changes in the internal control system and
significant fraud if any of which they have become aware.

Management is accountable to the Board of Directors, which provides governance, guidance and oversight.
The internal control system is normally judged by the management’s commitment to internal audit and process
audit function. To be effective, the internal audit function should have financial experts, Control experts, IT
experts and persons with the knowledge of organisation business.
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While law casts the responsibility on CEO and CFO for the financial aspects of internal control, everyone in an
organization has responsibility for internal control.

CEOI/CFO certificate under Clause 49 requires certification from Practicing Company
7 Secretary? True or False.

Board of Directors

A strong, active Board, particularly when coupled with effective upward communication channels and capable
financial, legal and internal audit functions, is often the best-needed framework for internal control effectiveness
and adequacy.

The board of directors is responsible for the company’s system of internal control. It should set appropriate
policies on internal control and seek regular assurance that will enable it to satisfy itself that the system is
functioning effectively. The board must further ensure that the system of internal control is effective in managing
those risks in the manner which it has approved.

In determining its policies with regard to internal control, and thereby assessing what constitutes a sound system
of internal control, the board’s deliberations should include consideration of the following factors:

the nature and extent of the risks facing the company;

the extent and categories of risk which it regards as acceptable for the company to bear;

the likelihood of the risks concerned materialising;

the company’s ability to reduce the incidence and impact on the business of risks that do materialise;
and

the costs of operating particular controls relative to the benefit thereby obtained in managing the related
risks.

Reviewing the effectiveness of internal control is an essential part of the board’s responsibilities. The board
will need to form its own view on effectiveness based on the information and assurances provided to it, exercising
the standard of care generally applicable to directors in the exercise of their duties. Management is accountable
to the board for monitoring the system of internal control and for providing assurance to the board that it has
done so.

Effective monitoring on a continuous basis is an essential component of a sound system of internal control.
The board cannot, however, rely solely on the embedded monitoring processes within the company to discharge
its responsibilities. It should regularly receive and review reports on internal control.

In addition, the board should undertake an annual assessment for the purposes of making its public statement
in the Management Discussion and Analysis Report on internal control to ensure that it has considered all
significant aspects of internal control for the company for the year under review and up to the date of approval of
the annual report and accounts.

The board should define the process to be adopted for its review of the effectiveness of internal control. This
should encompass both the scope and frequency of the reports it receives and reviews during the year, and also
the process for its annual assessment, such that it will be provided with sound, appropriately documented,
support for its statement on internal control in the company’s annual report and accounts.
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The board’s annual assessment should, in particular, consider:

— the changes since the last annual assessment in the nature and extent of significant risks, and the
company’s ability to respond to changes in its business and the external environment;

— the scope and quality of management’s ongoing monitoring of risks and of the system of internal control,
and, where applicable, the work of its internal audit function and other providers of assurance;

— the incidence of significant control failings or weaknesses that have been identified at any time during
the period and the extent to which they have resulted in unforeseen outcomes or contingencies that
have had, could have had, or may in the future have, a material impact on the company’s financial
performance or condition; and

— the effectiveness of the company’s public reporting processes.

Companies Act 2013 Section 134(5) (e)

The Directors’ Responsibility Statement referred shall state that— the directors, in the case of a listed company,
had laid down internal financial controls to be followed by the company and that such internal financial controls
are adequate and were operating effectively.

Explanation.—For the purposes of this clause, the term “internal financial controls” means the policies and
procedures adopted by the company for ensuring the orderly and efficient conduct of its business, including
adherence to company’s policies, the safeguarding of its assets, the prevention and detection of frauds and

errors, the accuracy and completeness of the accounting records, and the timely preparation of reliable
financial information;

ICSI Recommendations to strengthen Corporate Governance Framework and Secretarial Standard
on Board Report (SS-10) provide that Directors’ Responsibility Statement should include a statement that
the directors had devised proper systems to ensure compliance of all laws applicable to the company and
that such systems were adequate and operating effectively

Corporate Governance Voluntary Guidelines, 2009
E. Board to place Systems to ensure Compliance with Laws

(i) In order to safeguard shareholders’ investment and the company’s assets, the Board should, at least
annually, conduct a review of the effectiveness of the company’s system of internal controls and should
report to shareholders that they have done so. The review should cover all material controls, including
financial, operational and compliance controls and risk management systems.

(i) The Directors’ Responsibility Statement should also include a statement that proper systems are in
place to ensure compliance of all laws applicable to the company. It should follow the “comply or
explain” principle.

Internal Auditors

Internal auditors play an important role in evaluating the effectiveness of control systems, and contribute to
ongoing effectiveness. Because of organizational position and authority in an entity, an internal audit function
often plays a significant monitoring role. Section 138 of Companies Act, 2013 provides that:

(1) Such class or classes of companies as may be prescribed shall be required to appoint an
internal auditor, who shall either be a chartered accountant or a cost accountant, or such other professional
as may be decided by the Board to conduct internal audit of the functions and activities of the
company.
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(2) The Central Government may, by rules, prescribe the manner and the intervals in which the internal
audit shall be conducted and reported to the Board.

Employees

All employees have some responsibility for internal control as part of their accountability for achieving objectives.
They, collectively, should have the necessary knowledge, skills, information, and authority to establish, operate
and monitor the system of internal control. This will require an understanding of the company, its objectives, the
industries and markets in which it operates, and the risks it faces.

In an organization, internal control is the responsibility of everyone and it should be a part of everyone’s job
description. All employees produce information used in the internal control system or take other actions needed
to effect control. Also, all personnel should be responsible for communicating upward problems in operations,
noncompliance with the code of conduct, or other policy violations or illegal actions.

A number of external parties often contribute to achievement of an entity’s objectives. External auditors, bringing
an independent and objective view, contribute directly through the financial statement audit and indirectly by
providing information useful to management and the board in carrying out their responsibilities. Others providing
information to the entity useful in effecting internal control are legislators and regulators, customers and others
transacting business with the enterprise, financial analysts, rating agencies and the news media. External parties,
however, are not responsible for, nor are they a part of, the entity’s internal control system.

CONCLUSION

Internal control can help an entity to achieve its performance and profitability targets, and prevent loss of resources.
It can help ensure reliable financial reporting. It can help to ensure that the enterprise complies with laws and
regulations, avoiding damage to its reputation and other consequences. It helps an entity achieve its goals, and
avoid pitfalls and surprises along the way.

Even effective internal control can only help an entity achieve these objectives. It can provide management
information about the entity’s progress, or lack of it, toward their achievement. But internal control cannot change
an inherently poor manager into a good one. Shifts in government policy or programs, competitors’ actions or
economic conditions can be beyond management’s control. Internal control cannot ensure success, or even
survival.

Internal control can ensure the reliability of financial reporting and compliance with laws and regulations.

An internal control system, no matter how well conceived and operated, can provide only reasonable, not
absolute, assurance to management and the board regarding achievement of an entity’s objectives. The likelihood
of achievement is affected by limitations inherent in all internal control systems. These include the realities that
judgments in decision-making can be faulty, and that breakdowns can occur because of simple error or mistake.
Additionally, controls can be circumvented by the collusion of two or more people, and management has the
ability to override the system. Another limiting factor is that the design of an internal control system must reflect
the fact that there are resource constraints, and the benefits of controls must be considered relative to their
costs.
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LESSON ROUND UP

— Risk may be defined as the possibility that an event will occur and adversely affect the achievement of
the Company’s objectives and goals.

— Risk may be defined as the possibility that an event will occur and adversely affect the achievement of
the Company’s objectives and goals.

— Risk management is a structured, consistent and continuous process, applied across the organisation
for the identification and assessment of risks, control assessment and exposure monitoring.

— Corporates should act proactively by incorporating Fraud Management policy or a plan aligned to its
internal control and risk management plan.

— Reputation is an intangible asset including image, goodwill and brand equity. If ruined can devastate
the financial health and welfare of an organization.

— Risk management is the culmination of decision taken to improve corporate governance. Organizations
that actively manage their risks have a better chance of achieving their objectives and preventing
major problems happening.

— The process of risk management consists of four logical and sequential steps: Identification of risk; (ii)
Evaluation/measurement of risks; (iii) Handling of risks and (iv) Implementation of risk management
decisions.

— The board is responsible for reviewing the company’s policies on risk oversight and management and
satisfying itself that management has developed and implemented a sound system of risk management
and internal control

— As a top level officer and board confidante, a Company Secretary shall be responsible for sound
Enterprise wide Risk Management [ERM] which is effective throughout the company

— A system of internal control balances the risk and control in the Company helps in exploiting business
opportunities fully.

— An internal control system encompasses the policies, processes, tasks, behaviours and other aspects
of a company.

— Internal control is defined as a process, effected by an organization’s people and information technology
(IT) systems, designed to help the organization accomplish specific goals or objectives.

— COSO is the acronym for Committee of Sponsoring Organizations of the Treadway Commission.

— The components of the COSO’s Integrated Internal Control Framework are Control Environment, Risk
Assessment, Control Activities, Information and Communication, Monitoring.

— Management is accountable to the Board of Directors, which provides governance, guidance and
oversight. A strong, active Board, particularly when coupled with effective upward communication
channels and capable financial, legal and internal audit functions, is often the best-needed framework
for internal control effectiveness and adequacy.

— Internal control can help an entity to achieve its performance and profitability targets, and prevent loss
of resources. It can help ensure reliable financial reporting. And it can help to ensure that the enterprise
complies with laws and regulations, avoiding damage to its reputation and other consequences.
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SELF TEST QUESTIONS

1. What do you understand by Fraud risk? What strategy can adopt to mitigate such a risk?
2. What are the different steps of risk management process? Discuss
3. Discuss in detail about the COSQO’s Internal Control Framework.

4. Write a note on the roles and responsibilities of Internal Control System
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LEARNING OBJECTIVES

The objective of the study lesson is to enable
the students to understand legislative framework
of Corporate Governance in the Banks,
Insurance Companies and Public Sector
Undertakings (PSUs).

The Companies Act, 2013 is applicable to all
companies registered under the Act. However
the same is not the case with nationalized banks
as these are governed by separate Acts. The
Insurance companies are also subject to
compliance with IRDA guidelines in addition to
other applicable legislations.

The PSUs/CPSEs are subject to additional
supervision and compliance of DPE/Vigilance/
C&AG directives as compare to the private
sector companies.

The study aims to enable the students to
understand the aforesaid sector specific
governance structure.

“We have now moved from diversified ecology of small banks, with varied lending policies, to a more
homogeneous from work of firms that all resemble one another”

255

— Nassim Nicholas Taleb
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INTRODUCTION

The economic development of a country in the modern age can be judged from the efficiency of its banking
system. They are central to market development and socio-economic growth, regulatory and economic reforms.
Banks have an especially important role in any economy. First and foremost, they accept deposits from and are
liable to the general public. These deposits constitute a significant portion of a nation’s wealth, and must therefore
be managed appropriately.

Banks are different from other corporates in many important respects, and that makes corporate governance of
banks not only different but also more critical. By the very nature of their business, banks are highly leveraged.
They accept large amounts of public funds as deposits in a fiduciary capacity and further leverage those funds
through credit creation. The presence of a large and dispersed base of depositors in the stakeholders group
sets banks apart from other corporates.

If a corporate fails, the fallout can be restricted to the stakeholders. If a bank fails, the impact can spread rapidly
through to other banks with potentially serious consequences for the entire financial system and the macro
economy.

Classification of Banks

In the Indian context, banks can be classified as Scheduled Bank and Unscheduled Bank. Scheduled Banks
expressed as Scheduled Commercial Banks (SCBs) which can be further grouped as State Banks Group and
other Nationalized Banks, Foreign Banks, Regional Rural Banks and other Scheduled Commercial Banks.

Once the name of a bank is included in the Second Schedule to the Reserve Bank of India Act, 1934, it is called
a Scheduled Bank. A Scheduled Bank is entitled to facilities of refinance from RBI, subject to fulfillment of the
following conditions laid down in Section 42 (6) of the Act, as follows:

— it must have paid-up capital and reserves of an aggregate value of not less than an amount specified
from time to time; and

— it must satisfy RBI that its affairs are not being conducted in a manner detrimental to the interests of its
depositors.

For the purpose of assessment of performance of banks, the Reserve Bank of India categories them as public
sector banks, old private sector banks, new private sector banks and foreign banks.

In 1969, the Government of India issued an Ordinance (Banking Companies (Acquisition and Transfer of
Undertakings) Ordinance, 1969, and 14 scheduled commercial banks were nationalised in order to expand the
branch network, followed by six more in 1980. A merger reduced the number from 20 to 19. The State Bank of
India was nationalized in 1955 under the SBI Act of 1955.

Nationalized banks are wholly owned by the Government, although some of them have made public issues.
Nationalized banks are not registered under the Companies Act, 2013 and therefore the Companies Act does
not apply to them.

Regulation of Banks

The Reserve Bank of India, the central bank of the country, is the primary regulator of banks. The Banking
Regulation Act, 1949 applies to all banks. The provisions of this Act shall be in addition to, and not, unless
expressly provided, in derogation of the Companies Act, 2013 and any other law for the time being in force.
Companies Act, 2013 is applicable to all private sector banks registered under the Companies Act, 2013.

Banking Companies (Acquisition and Transfer of Undertakings) Act, 1970 and 1980 is applicable to all nationalized
banks except State Bank of India, which is governed by the State Bank of India Act.
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Additionally all listed banks are required to comply with the listing agreement except where the provisions are
not in conformity with directives of Reserve Bank of India or the Act as applicable to a respective bank.

In this study lesson we will study the Corporate governance norms (other than the Listing Agreement) applicable
to Public sector and private sector banks.

Board Composition

In terms of Banking Companies (Acquisition and Transfer of Undertakings) Act, 1970, which is applicable to
nationalised banks, the Board Composition shall include-

(a) not more than two whole-time Directors to be appointed by the Central Government after consultation
with the Reserve Bank;

(b) one Director who is an official of the Central Government to be nominated by the Central Government.
Such Director shall not be a Director of any other nationalized bank.

(c) one Director who is an officer of the Reserve Bank to be nominated by the Central Government on the
recommendation of the Reserve Bank.

(d) not more than two Directors to be nominated by the Central Government from amongst the Securities
Exchange Board of India established under Section 3 of the Securities and Exchange Board of India
Act, 1992 (15 of 1992), the National Bank for Agriculture and Rural Development established under
Section 3 of the National Bank for Agriculture and Rural Development Act, 1981 (16 of 1981),public
financial institutions as specified in sub-section (1), or notified from time to time under sub-section (2), of
Section 2(72) of the Companies Act, 2013 and other institutions established or constituted by or under
any Central Act or incorporated under the Companies Act, 2013 and having not less than fifty-one per
cent of the paid-up capital held or controlled by the Central Government;

(e) one Director, from among such of the employees who are workmen under clause (s) of Section 2 of the
Industrial Disputes Act,1947 (14 of 1947), to be nominated by the Central Government in such manner
as may be specified in a scheme made under this section;

(f) one Director, from among the employees who are not workmen to be nominated by the Central
Government after consultation with the Reserve Bank;

(g) one Director who has been a Chartered Accountant for not less than fifteen years to be nominated by
the Central Government after consultation with the Reserve Bank;

(h) subject to the provisions of clause (i) not more than six Directors to be nominated by the Central
Government;

(i) where the capital issued under clause (c) of sub-section (2B) of Section 3 is-
(i) not more than twenty per cent of the total paid-up capital, not more than two Directors,

(i) more than twenty per cent but not more than forty per cent of the total paid-up capital, not more than
four Directors,

(iii) more than forty per cent of the total paid-up capital, not more than six Directors, to be elected by the
shareholders, other than the Central Government, from amongst themselves:

On the assumption of charge after election of any such Directors under this clause, equal number of Directors
nominated under clause (h) shall retire in such manner as may be specified in the scheme.

The Directors to be nominated under clause (h) or to be elected under clause (i) of sub-section; (3A) shall,-

(A) have special knowledge or practical experience in respect of one or more of the following matters
namely,-
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(i) agricultural and rural economy;,
(ii) banking,
(iii) co-operation,
(iv) economics,
(v) finance,
(vi) law,
(vii) small scale industry,

(viii) any other matter the special knowledge of and practical experience in, which would in the opinion of
the Reserve Bank, be useful to the corresponding new bank;

(B) represent the interests of depositors; or
(C) represent the interest of farmers, workers and artisans.

In other words, in a nationalised bank, In addition to the Chairman and Managing Director and Executive
Director(s), the Board should comprise the following Non Executive Directors:

1. Nominee of GOI — (Official of the Central Government);

Nominee of RBI — (Official of Reserve Bank of India);

Workmen Director — Representing the interest of Workmen of the Bank;
Non Workmen Director — Representing the interest of Officer of the Bank;

A Chartered Accountant with minimum 15 years experience—nominated by Government of India;

o o~ w N

Not more than six directors — Nominated by Government of India — representing various areas of interest
such as Finance, Economics, Banking, Artisan, Agriculture etc., or any other area considered useful to
the bank by RBI.

7. Two, four or six Directors elected by Shareholders other than Central Government based on dilution of
Government of India’s shareholding in the Bank

NATIONALISED BANKS (MANAGEMENT AND MISCELLANEOUS PROVISIONS) SCHEME, 1970

In exercise of the powers conferred by Section 9 of the Banking Companies (Acquisition and Transfer of
Undertakings) Act, 1970 (5 of 1970), the Central Government, after consultation with the Reserve Bank, makes
this Scheme called as the Nationalised Banks (Management and Miscellaneous Provisions) Scheme, 1970.

The scheme deals with the manner of nomination of directors, retirement of nominee directors/excess elected
directors, terms of office of Managing and other directors etc.

Terms of Officer for Whole Time Directors

The scheme provides that a whole-time Director, including the Managing Director, shall devote his whole time to
the affairs of the Nationalised Bank and shall hold office for such term not exceeding five years and shall be
eligible for re-appointment.

The Central Government shall have the right to terminate the term of office of a whole-time Director, including
the Managing Director, at any time before the expiry of the term specified under that sub clause by giving to him
notice of not less than three months in writing or three month’s salary and allowances in lieu of notice; and the
whole-time Director, including the Managing Director, shall also have the right to relinquish his office by giving to
the Central Government notice of not less than three months in writing.
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Disqualifications of Directors
The Scheme provides that a person shall be disqualified for being appointed as, and for being, a Director:

— If he has at any time been adjudicated an insolvent or has suspended payment or has compounded with
his creditors; or

— If he has been found to be of unsound mind and stands so declared by a competent court; or
— If he has been convicted by a criminal court of an offence which involves moral turpitude.
Chairman

The Central Government shall, after consultation with the Reserve Bank, appoint one of the Directors to be the
Chairman of the Board.

The Central Government may, after consultation with the Reserve Bank, appoint the same person to hold, at the
same time, both the Offices of the Chairman and the Managing Director.

Meetings of the Board
Meeting of the Board shall ordinarily be held at least six times in a year and at least once in each quarter.

A meeting of the board shall be held at the head office of the Nationalised Bank or such other place as the board
may decide.

Ordinarily, not less than fifteen days notice shall be given of any meeting of the board and such notice shall be
sent to every Director at the address specified by him in this behalf.

Constitution of Committees
Some of the stipulated committees of the Board are as under:
— Management Committee of the Board

— Audit Committee: banks have to set up as required in terms of the RBI guidelines, independent Audit
Committees. The Audit Committee comprises a majority of the independent / non-executive directors
with the Executive Director of the bank as one of the members.

— Risk Management Committee

— Nomination Committee

— Committee of High Value Frauds
— IT Strategy Committee

— Remuneration Committee

— Credit Approvals Committee

— Customer Service Committee

— Committee of Directors

— Human Resources Committee

GOVERNANCE IN INSURANCE COMPANIES

The Insurance Regulatory and Development Authority (IRDA) has outlined in general terms, governance
responsibilities of the Board in the management of the insurance functions under various Regulations notified
by it covering different operational areas. These guidelines are in addition to provisions of the Companies Act,
2013, Insurance Act, 1938 and requirement of any other laws or regulations framed thereunder. Where any
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provisions of these guidelines appear to be in conflict with the provisions contained in any law or regulations, the
legal provisions will prevail.

The objective of the guidelines is to ensure that the structure, responsibilities and functions of Board of Directors
and the senior management of the company fully recognize the expectations of all stakeholders as well as those
of the regulator.

1. Composition of the Board

The Insurance Act stipulates that the insurance companies in India would be public companies and hence,
would require a properly constituted Board.

The size of the Board in addition to being compliant with legal requirements (where applicable), should be
consistent with scale, nature and complexity of business. The size and composition should ensure that they
collectively provide knowledge, skills experience and commitment along with independence. Further, the Board
Members should be in a position to dedicate sufficient time and commitment to fulfilling their responsibilities.

The Board of Directors is required to have a significant number of “Independent Directors”. At a minimum, where
the company has a non-executive Chairman, at least one third of the directors should be independent and in
other cases at least fifty percent of the directors should be independent. While the above intention is desirable
and would facilitate smooth transition on the listing of the companies, the companies should have a minimum of
two independent directors so long as they are unlisted.

As a matter of prudence, not more than one member of a family or a close relative as defined in the Companies
Act or an associate (partner, director etc) should be on the Board of an Insurer as ‘Independent Director’.

The Directors of insurance companies have to meet the “fit and proper” criteria. The criteria to be satisfied, at a
minimum, would relate to integrity demonstrated in personal behaviour and business conduct, soundness of
judgment and financial soundness. The Insurance Act prohibits

(i) a life insurance agent to be the Director of the life insurance company; and
(i) the common directorship among life insurance companies.

Currently, the fit and proper requirements seek to ensure that the Director should not have come under adverse
notice of the laws and regulations or of any professional body. With a view to ensuring that the Directors comply
with the above requirement, a due diligence inquiry should be undertaken on the person to be appointed as
Director or for the continuance of the existing Directors only after obtaining a declaration from the proposed/
existing Directors in the format prescribed in the guidelines, at the time of their appointment/re-appointment.

The Directors are also required to enter into a Deed of Covenant as per the format prescribed in the guidelines,
with the insurance company, duly approved by the Board, pursuant to their terms of appointment to ensure that
there is a clear understanding of the mutual role of the company and the Board in Corporate Governance.

2. Conduct of Meetings

— The Board should also lay down systems that would make the Company Secretary responsible for
proper conduct of the Board meetings and with adequate time to deliberate on the major issues in
detail.

— There should be a system of familiarizing new Directors with the background of the company’s governance
philosophy, duties and responsibilities of the Directors, etc.

— Well structured arrangements should be in place for ongoing briefing of Directors on dynamic changes
in the insurance in particular and in the financial sector in general and for updating the Directors through
formal and informal programmes covering regulatory systems, market growth trends, future strategic
plans/operations, etc.



Lesson 10 = Corporate Governance in Banks, Insurance And Public Sector Companies 261

— The responsibility for the oversight of control functions (prescribed in the guidelines) of an insurer should
be entrusted to Directors possessing the appropriate integrity, competence, experience and qualifications,
and they should meet the fit and proper criteria initially and on an on-going basis.

3. Control Functions

Given the risks that an insurer takes in carrying out its operations, and the potential impact it has on its business,
it is important that the Board lays down the policy framework to put in place:

— robust and efficient mechanisms for the identification, assessment, quantification, control, mitigation
and monitoring of the risks;

— appropriate processes for ensuring compliance with the Board approved policy, and applicable laws
and regulations;

— appropriate internal controls to ensure that the risk management and compliance policies are observed;

— an internal audit function capable of reviewing and assessing the adequacy and effectiveness of, and
the insurer’s adherence to its internal controls as well as reporting on its strategies, policies and
procedures; and

— Independence of the control functions, including the risk management function, from business operations
demonstrated by a credible reporting arrangement.

4. Committees

The company can establish several Committees to undertake specific functions depending on the size and level
of the complexity of the operations.

However, IRDA has advised insurers that it is mandatory to establish Audit; Investment; Risk Management;
Policyholder Protection; and Asset Liability Management (in case of life insurers) Committees that have a critical
role in strengthening the control environment in the company. Establishment of the other Committees is left to
the option of the insurer.

Audit Committee:

The Audit Committee shall oversee the financial statements, financial reporting, statement of cash flow and
disclosure processes both on an annual and quarterly basis. It shall set-up procedures and processes to address
all concerns relating to adequacy of checks and control mechanisms.

The Chairman of the Audit Committee should be an independent Director of the Board and should ideally be
a professional Chartered Accountant or a person with strong financial analysis background. The association
of the CEO in the Audit Committee should be limited to eliciting any specific information concerning audit
findings.

Investment Committee:

The Committee shall be responsible for laying down an overall investment policy and operational framework for
the investment operations of the insurer.

The Committee’s role in managing the investments out of the policyholders funds is crucial and hence the
constitution of the Investment Committee should be approved by the Board of Directors and any new appointment
or removal of any member of the Investment Committee shall also be approved by the Board and be communicated
to the IRDA within 30 days.

Investment Committee should comprise at least two Non Executive Directors, the Chief Executive Officer,
Chief of Finance, Chief of Investment Division and wherever an appointed actuary is employed, the Appointed
Actuary.
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Risk Management Committee:

In pursuit of development of a strong risk management system and mitigation strategies, insurers shall set up a
separate Risk Management Committee to lay down the company’s Risk Management Strategy.

Policyholder Protection Committee:

With a view to addressing the various compliance issues relating to protection of the interests of policyholders,
as also relating to keeping the policyholders well informed of and educated about insurance products and
complaint-handling procedures, each insurer shall set up a Policyholder Protection Committee which shall directly
report to the Board.

The Committee should put in place systems to ensure that policyholders have access to redressal mechanisms
and shall establish policies and procedures, for the creation of a dedicated unit to deal with customer complaints
and resolve disputes expeditiously.

Asset Liability Management Committee (in case of life insurers):

Asset Liability Management is an ongoing process of formulating, implementing, monitoring and revising strategies
related to assets and liabilities to achieve an organization’s financial objectives, given the organization’s risk
appetite, risk tolerances and business profile.

Other Committees

The other Committees which are optional, which can be set up by the Board, include the Remuneration Committee,
Nomination Committee and the Ethics Committee. In cases where Board decides not to constitute such
Committees, their functions and responsibilities can be addressed in such manner as the Board may deem fit.

CEO & OTHER SENIOR MANAGEMENT
CEO

Section 34A of the Insurance Act, 1938 requires prior approval of the IRDA for appointment, re-appointment or
termination of the Chief Executive Officer and the Whole Time Directors. The Insurance Act also prohibits the CEO
of a life insurance company from being a Director in any other insurance company/bank/investment company.
Accordingly, the Board should take proactive steps to decide on the continuance of CEO well in time before the
expiry of his tenure (at least a month before the completion of the tenure) or to identify the new incumbent.

Actuaries

IRDA (Appointed Actuary) Regulations, 2000, details the procedure for the appointment, qualifications, powers
along with duties and obligations of the Actuary to be appointed in the company.

Auditors

The IRDA (Preparation of Financial Statements and Auditors Report of Insurance Companies) Regulations,
2002 empower the Authority to issue directions/guidelines on appointment, continuance or removal of auditors
of an insurance company. The statutory auditors recommended by the Audit Committee are required to be
appointed at a general body meeting of the shareholders of the insurer. The guidelines provide for joint audit of
each insurance company by two statutory Auditors. In order for an audit firm to be eligible to be appointed as
statutory auditors the following conditions must be complied with:

— Be in continuous practice for a period of fifteen years;

— Atleast one partner/employee should have CISA(Certified Information Systems Auditor/ISA (Information
Systems Audit) or equivalent qualification.

— One of the joint auditors may have a term of 5 years and the other 4 years in the first instance. Thereafter,
the maximum duration for which an auditor can be retained is a period of five years.
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— In appointment of the statutory auditors, the insurer must ensure compliance with the requirements on
‘cooling off’ period of two years on completion of the tenure of 4/5 years as the case may be.

— No Audit Firm shall carry out more than two statutory audits of Insurance Companies (life /Non Life/
Reinsurance).

Auditors, Actuaries, Directors and Senior Managers shall not simultaneously hold two positions in the insurance
company that could lead to conflict or potential conflicts of interest.

Key Stakeholders

The key stakeholders in case of an insurer include shareholders, employees, policyholders and supervisors.
Other stakeholders could include creditors, service providers, unions, rating agencies, equity analysts and the
community at large. Towards protecting the interests of the various stakeholders the insurer must ensure complete
transparency in operations and make periodic disclosures.

Whistle Blowing

The insurers shall put in place a “whistle blowing” policy; where by mechanisms exist for employees to raise
concerns internally about possible irregularities, governance weaknesses, financial reporting issues or other
such matters. These shall include employee reporting in confidence directly to the chairman of the board or of a
committee of the board or to the external auditor.

CORPORATE GOVERNANCE IN PUBLIC SECTOR ENTERPRISES

Department of Public Enterprises (DPE) is the nodal department for issuing the corporate governance guidelines
for the Public Sector Enterprises for both at center and state level. Since Government is the major shareholder
in Public Sector Undertakings (PSUs)/Central Public Sector Enterprises (CPSEs), it is responsible to set the
high standard of governance to be followed by these public sector enterprises. As the government’s disinvestment
strategy gathers momentum, there is a genuine need to improve the levels of transparency, and accountability
within PSUs.

To bring in more transparency and accountability in the functioning of CPSEs, the Government in June, 2007
introduced, for an experimental period of one year, the Guidelines on Corporate Governance for CPSEs.
These Guidelines were of voluntary nature. Since the issue of these guidelines, the CPSEs have had the
opportunity to implement them for the whole of the financial year 2008-09. These Guidelines have been
modified and improved upon based on the experience gained during the experimental period of one year. The
Government have felt the need for continuing the adoption of good Corporate Governance Guidelines by
CPSEs for ensuring higher level of transparency and decided to make these Guidelines mandatory and
applicable to all CPSEs. Accordingly, revised Guidelines on Corporate Governance for Central Public Sector
Enterprises was issued by DPE in 2010.

Apart from these instructions of DPE, the CPSEs are governed by the Companies Act, 2013 and regulations of
various authorities like Comptroller and Auditor General of India (C&AG), Central Vigilance Commission (CVC),
Administrative Ministries, other nodal Ministries, etc. In case of Listed CPSEs the Listing Agreement would also
be applicable in addition to other applicable laws and DPE Guidelines.

For the purpose of DPE Guidelines on Corporate Governance, CPSEs have been categorised into two groups,
namely, (i) those listed on the Stock Exchanges; (ii) those not listed on the Stock Exchanges

CPSEs listed on Stock Exchanges

In so far as listed CPSEs are concerned, they have to follow the SEBI Guidelines on Corporate Governance. In
addition, they shall follow those provisions in these Guidelines which do not exist in the SEBI Guidelines and
also do not contradict any of the provisions of the SEBI Guidelines.
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Unlisted CPSEs

Each CPSE should strive to institutionalize good Corporate Governance practices broadly in conformity with the
SEBI Guidelines. The listing of the non-listed CPSEs on the stock exchanges may also be considered within a
reasonable time frame to be set by the Administrative Ministry concerned in consultation with the CPSEs
concerned. The non-listed CPSEs shall follow the Guidelines on Corporate Governance on a mandatory basis.

DPE guidelines on Corporate Governance provide following governance parameters:

Board of Directors

Audit Committee

Remuneration Committee

Subsidiary Companies

Disclosures

Report, Compliance and Schedule of Implementation

While listed PSUs are required to comply with Clause 49 of the SEBI Listing Agreement, it is now mandatory for
all Central Public Sector Enterprises (CPSEs) to comply with the corporate governance norms rolled out by the
Department of Public Enterprises.

However, there continues to be concerns around effective implementation of these norms. Autonomy of PSUs,
functioning of the PSU boards, failure on the part of many listed PSUs (Navratnas and Miniratnas) to comply
with Clause 49 of the SEBI Listing Agreement and the vast differences that exist between the governance
standards prevalent in central and state PSUs are some of the key issues that should be resolved at the earliest
by the Government through concerned Ministry. The appointment of Independent Directors and separation of
roles of Chairman and Managing Directors is a matter of concern in the Public Sector Enterprises.

DPE Guidelines on Corporate Social Responsibility (CSR) and Sustainability for Central Public Sector
Enterprises

Department of Public Enterprises (DPE) has issued New Guidelines on CSR and Sustainability for CPSEs w.e.f.
April 1, 2013. The guidelines issued are in consonance with the National Voluntary Guidelines for Social,
Environmental & Economic Responsibilities of Business issued by the Ministry of Corporate Affairs in July 2011.

In the revised guidelines the thrust of CSR and Sustainability is clearly on capacity building, empowerment of
communities, inclusive socio-economic growth, environment protection, promotion of green and energy efficient
technologies, development of backward regions, and upliftment of the marginalized and under-privileged sections
of the society.

Making it mandatory in the revised guidelines for CPSEs to take up at least one major project for development
of a backward district has the potential of contributing significantly in the long run to socio-economic growth in all
the backward regions of the country.

The earlier guidelines focused mainly on CSR activities for external stakeholders i.e. how social causes and
environmental concerns could be addressed through CSR projects funded by an earmarked budget for this
purpose. Whereas, in the revised guidelines, CSR and Sustainability agenda is perceived to be equally applicable
to internal stakeholders (particularly, the employees of a company), and a company’s corporate social responsibility
is expected to cover even its routine business operations and activities.

Accordingly, under the revised guidelines, CPSEs are expected to formulate their policies with a balanced
emphasis on all aspects of CSR and Sustainability — equally with regard to their internal operations, activities
and processes, as well as in their response to externalities.
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As per the guidelines, Public Sector enterprises are required to have a CSR and Sustainability policy approved
by their respective Boards of Directors. Each CPSE shall have a Board level committee headed by either the
Chairman and / or Managing Director, or an Independent Director to oversee the implementation of the CSR and
Sustainability policies of the Company and to assist the Board of Directors to formulate suitable policies and
strategies to take the CSR and Sustainability agenda of the company forward in the desired direction.

CPSEs should integrate and align their CSR and Sustainability policies and activities with their business goals,
plans and strategies to represent the true good governance.

CONCLUSION

The Companies Act, 2013 is applicable to all companies registered under the Act. However Since the Nationalized
Banks are not registered under the Companies Act, the same is not applicable for them and there are separate
governing statutes for nationalized banks. However, the private sector and foreign banks being a company
registered under the Companies Act, 2013 are governed by its provisions in addition to other applicable laws.

The Insurance companies are also subject to compliance with governance guidelines prescribed by IRDA in
addition to other applicable legislations. The PSUs/CPSEs are subject to additional supervision and compliance
of DPE/Vigilance/C&AG directives as compare to the private sector companies.

The specific sector companies like Banks, Insurance & PSUs have different norms prescribed by the respective
regulator to govern the corporate practices. Ideally, there is a need to standardise these practices and harmonise
the statutory provisions to provide a single code of corporate governance which can be adopted by all the
sectors.

LESSON ROUND-UP

— Banks are different from other corporates in many important respects, and that makes corporate
governance of banks not only different but also more critical. By the very nature of their business,
banks are highly leveraged.

— Banks can be classified as Scheduled Bank and Unscheduled Bank. Scheduled Banks expressed as
Scheduled Commercial Banks (SCBs) which can be further grouped as State Banks Group and other
Nationalized Banks, Foreign Banks, Regional Rural Banks and other Scheduled Commercial Banks.

— The Reserve Bank of India, the central bank of the country, is the primary regulator of banks. The
Banking Regulation Act, 1949 applies to all banks. The provisions of this Act shall be in addition to, and
not, unless expressly provided, in derogation of the Companies Act, 2013 and any other law for the
time being in force. Companies Act, 2013 is applicable to all private sector banks registered under the
Companies Act, 2013.

— The Insurance Regulatory and Development Authority (IRDA) has outlined in general terms, governance
responsibilities of the Board in the management of the insurance functions under various Regulations
notified by it covering different operational areas.

— IRDA has advised insurers to mandatory establish Audit; Investment; Risk Management; Policyholder
Protection; and Asset Liability Management (in case of life insurers) Committees. Establishment of the
other Committees is left to the option of the insurer.

— Section 34A of the Insurance Act, 1938 requires prior approval of the IRDA for appointment, re-
appointment or termination of the Chief Executive Officer and the Whole Time Directors.

— The IRDA guidelines provide for joint audit of each insurance company by two statutory Auditors.
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— PSUs/CPSEs are governed by the Companies Act, 2013 and regulations of various authorities like
Comptroller and Auditor General of India (C&AG), Central Vigilance Commission (CVC), Administrative
Ministries, other nodal Ministries, etc.

SELF-TEST QUESTIONS

1. Briefly Explain the Governance Structure of Banks in India?
Private Sector Banks are registered under the Companies Act, 2013. Explain.

DPE Corporate Governance Framework is mandatory for PSUs. Explain.

s DN

Write short notes on:
— Corporate Governance Framework for Insurance Companies

— DPE Guidelines on CSR and Sustainability.
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INTRODUCTION

The world has become a borderless global village. The spirit to implement internationally accepted norms of
corporate governance standards found expression in private sector, public sector and the government thinking.
The framework for corporate governance is not only an important component affecting the long-term prosperity
of companies, but it is critical in terms of National Governance, Human Governance, Societal Governance,
Economic Governance and Political Governance since the activities of the corporate have an impact on every
aspect of the society as such.

The need to find an institutional framework for corporate governance and to advocate its cause has resulted in
the setting up and constitution of various corporate governance forums and institutions the world over. In this
study lesson we will be discussing with some of the prominent Forums and Institutions of Corporate Governance.

A. INSTITUTE OF COMPANY SECRETARIES OF INDIA (ICSI)

Vision and Mission Statements

Recognising the fact that Corporate Governance is the key to development of corporate sector, the Institute has
adopted a farsighted vision “To be a global leader in promoting Good Corporate Governance”

The Mission of the Institute is “To develop the high calibre professionals facilitating good Corporate
Governance”.

ICSI’s Philosophy on Corporate Governance

The ICSI, after extensive research, has taken a lead step in defining Corporate Governance as “the application
of best management practices, compliance of law in letter and spirit and adherence to ethical standards
for effective management and distribution of wealth and discharge of social responsibility for sustainable
development of all stakeholders.”

ICSI Initiatives

— ICSI has set up the ICSI- Centre for Corporate Governance Research and Training (CCGRT) with the
objective of fostering and nurturing research initiatives among members of the Company Secretaries
profession and other researchers.

— ICSI National Award for Excellence in Corporate Governance was instituted by the ICSI in 2001 to
identify, foster and reward the culture of evolving global best practices of corporate governance among
Indian companies. Each year, the award is conferred upon two best governed companies and ICSI Life
Time Achievement Award for Translating Excellence in Corporate Governance into Reality is
bestowed on an eminent personality.

— Focus on Corporate Governance in the Course Curriculum - Considering corporate governance as
core competency of Company Secretaries, education and training for Company Secretary significantly
focuses on corporate governance. One full paper on Corporate Governance titled “Ethics, Governance
and Sustainability” forms part of the syllabus in the Professional Programme.

— PMQ Course in Corporate Governance - ICSI has launched a Post Membership Qualification Course in
corporate governance to enable its members gain acumen, insight and thorough expertise in corporate
governance.

— Secretarial Standards - As a pioneering initiative, ICSI issues Secretarial Standards to integrate, harmonise
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and standardise the diverse secretarial practices prevalent in the corporate sector. So far ICSI has issued
10 Secretarial Standards.

Corporate Governance Publications— The Institute regularly brings out publications of interest to members
and corporate sector to inculcate the culture of good governance. One of the major publications of ICSl is
‘Corporate Governance — Beyond Letters’. The revised edition of this publication is brought out regularly
by incorporating the best practices of the corporates participating in the Award.

Directors Development and Capacity Building Programmes - Recognizing that leadership development
in boardroom is the key driver to better governance, the Institute organizes directors’ development
programmes. The Institute also conducts extensive programmes throughout India and abroad strengthening
specialization in corporate governance.

Investor Education and Awareness - Committed to the cause of investor education, ICSI is actively
engaged in activities relating to investor awareness and education. More than 2100 programmes have so
far been conducted across the country. Booklets to educate investors have also been issued by the
Institute in English, Hindi as well as other regional languages.

ICSI Recommendations to Strengthen Corporate Governance Framework - ICSI after a detailed
study of corporate governance standards, principles and practices across the world, made its
recommendations to strengthen the Corporate Governance Framework. Corporate Governance Voluntary
Guidelines, 2009 issued by MCA draw substantially from the ICSI Recommendations to Strengthen the
Corporate Governance Framework.

National Policy on Corporate Governance - The Ministry of Corporate Affairs vide Office Memorandum
dated March 7, 2012 had constituted a Committee to formulate a Policy Document on Corporate Governance
under the chairmanship of Mr. Adi Godrej. The President, ICSI was the Member Secretary/Convener. The
concept paper prepared by ICSI was the base paper for discussion for this committee. The Committee
submitted its report, which is articulated in the form of Guiding Principles of Corporate Governance, to the
Government of India on 18th September, 2012.

Founder member of National Foundation for Corporate Governance - The ICSI is one of the four
founder trustees of National Foundation for Corporate Governance, alongwith MCA, CII and ICAI. The
vision of NFCG is to - Be A Catalyst In Making India The Best In Corporate Governance Practices.

Founder member of Corporate Secretaries International Association (CSIA) - ICSl is a founder member
of Corporate Secretaries International Association, alongwith the Chartered Secretaries Institutes of Australia,
Hong Kong, Malaysia, Singapore, South Africa, UK and Zimbabwe. CSIA was launched in March 2010
and has issued ‘Twenty Practical Steps to Better Corporate Governance’.

ICSI’s Approach - Solution to Critical Development Issues

The ICSI's approach to Corporate Governance provides the solution to the development issues. Wealth creation,
management and sharing are the objectives of Corporate Governance in broadest sense. Maximum creation and
effective management of wealth requires application of best management practices whereas sharing of wealth
requires compliance of law in letter and spirit along with adherence to ethical standards and discharging corporate
social responsibility so as to develop trust amongst all the stakehold-ers.

Members of ICSI are in
prominent positions in the
management of board
affairs at high levels.

Member of the institute are imparted wider knowledge of management functions,
major laws applicable to a company as well as of good corporate governance practices
and are subject to a strict Professional Code of Conduct under the Company
Secretaries Act, 1980, so as to ensure ethics in dealing with all the stakeholders.
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The ICSI National Awards for Excellence in Corporate Governance

In pursuit of excellence and to identify, foster and reward the culture of evolving globally acceptable standards of
corporate governance among Indian companies, the “ICSI National Award for Excellence in Corporate Governance”
was instituted by ICSI in the year 2001. The Awards comprising citation and trophy are based on the outcome of
concerted and comprehensive process of evaluation which enables the Jury to judge on the basis of parameters,
the practices of corporate governance as followed by Indian corporates and acknowledge the best practices
worthy of being exemplified. The underlying guideline for the Corporate Governance Award is to identify the
corporates, which follow the best corporate governance norms in letter and spirit.

The institution of the Award aims at promoting the cause of Corporate Governance by:

Recognizing leadership efforts of corporate boards in practising good corporate governance principles in
their functioning;

Recognizing implementation of innovative practices, programmes and projects that promote the cause of
corporate governance;

Enthusing the corporates in focusing on corporate governance practices in corporate functioning; and

Implementation of acknowledged corporate governance norms in letter and spirit.

The Institute annually bestows upon a corporate leader the “ICSI Lifetime Achievement Award for Translating
Excellence in Corporate Governance into Reality” keeping in view the attributes like:

Outstanding contribution to social upliftment and institution building;

Exemplary contribution in enhancement of stakeholders’ value;

A visionary with innovative ideas;

Long tradition of trusteeship, transparency and accountability;

Qualities of leadership, team spirit, integrity and accountability;

Proven track record of adherence of statutory obligations; and

Social acceptance and approval.

B. NATIONAL FOUNDATION FOR CORPORATE GOVERNANCE (NFCG)

With the goal of promoting better corporate governance practices in India, the Ministry of Corporate Affairs,
Government of India, has set up National Foundation for Corporate Governance (NFCG) in partnership with
Confederation of Indian Industry (Cll), Institute of Company Secretaries of India (ICSI) and Institute of Chartered
Accountants of India (ICAl). In the year 2010, stakeholders in NFCG have been expanded with the inclusion of
Institute of Cost Accountants of India and the National Stock Exchange of India Ltd.

Mission of NFCG

— Tofoster a culture for promoting good governance, voluntary compliance and facilitate effective participation
of different stakeholders;

— To create a framework of best practices, structure, processes and ethics;

— To make significant difference to Indian Corporate Sector by raising the standard of corporate governance
in India towards achieving stability and growth.

NFCG endeavours to build capabilities in the area of research in corporate governance and to disseminate
quality and timely information to concerned stakeholders. It works to foster partnerships with national as well as
international organisations.
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At the national level, NFCG works with premier management institutes as well as nationally reputed professional
organisations to design and administer Directors Training Programmes. The Foundation provides accreditation
to these organisations based on their meeting the eligibility criteria designed along with continuing adherence to
the same. On obtaining the accreditation these organisations, with the support of NFCG, would set-up a “National
Center for Corporate Governance (NCCG)” to provide a training to Directors, conduct research and build capability
in the area of corporate governance.

NFCG also would work to have arrangements with globally reputed organisations with the aim of promoting
bilateral initiatives to improve regulatory framework and practices of corporate governance in a concerted and
coordinated manner.

The internal governance structure of NFCG consists:
— Governing Council
— Board of Trustees
— Executive Directorate
(i) Governing Council

Governing Council of NFCG works at the apex level for policy making. It is chaired by Minister in-charge,
Ministry of Corporate Affairs, Government of India.

(ii) Board of Trustees

Board of Trustees deal with the implementation of policies and programmes and lay down the procedure
for the smooth functioning. It is chaired by Secretary, Ministry of Corporate Affairs, Government of India.

(iii) Executive Directorate

The Executive Directorate provides the internal support to NFCG activities and implements the decisions
of the Board of Trustees. The Executive Director is the Chief Executive Officer of NFCG. The Executive
Directorate exercises such powers as may be delegated to it by the Board of Trustees to carry out such
functions as may be entrusted to it by the Board. The Executive Director also functions as the Secretary of
the Council and the Board is supported by full time dedicated professional secretariat.

C. ORGANIZATION FOR ECONOMIC CO-OPERATION AND DEVELOPMENT (OECD)

The Organisation for Economic Co-operation and Development (OECD). was established in 1961. The OECD
was one of the first non-government organizations to spell out the principles that should govern corporates.

The OECD Steering Group on Corporate Governance co-ordinates and guides the Organisation’s work on corporate
governance and related corporate affairs issues, including state-owned assets, market integrity, company law,
insolvency and privatisation.

The mission of OECD is to promote policies that will improve the economic and social well-being of people
around the world. In order to contribute to the development of the world economy, the OECD’s focus includes a
growing number of other countries, in addition to its 30 members. It now shares its expertise and accumulated
experience with more than 70 developing and emerging markets.

The OECD Principles of Corporate Governance has provided governments, regulators and other standard setters
with an international benchmark. The OECD works closely with a large number of developing and emerging
market countries. In particular, the OECD organises Regional Corporate Governance Roundtables in Asia, Latin
America, Eurasia, Southeast Europe and Russia. These Roundtables have used the OECD Principles to formulate
regional reform priorities and are now actively engaged in implementing these recommendations.
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OECD Principles of Corporate Governance

The OECD Principles of Corporate Governance set out a framework for good practice which was agreed by the
governments of all 30 countries that are members of the OECD. They were designed to assist governments and
regulatory bodies in both OECD countries and elsewhere in drawing up and enforcing effective rules, regulations
and codes of corporate governance. They also provide guidance for stock-exchanges, investors, companies and
others that have a role in the process of developing good corporate governance.

The original OECD Principles were issued in 1999, they became a generally accepted standard in this area. The
original principles of OECD were revised and the revised principles were issued in 2004. The revision of the
original principles was to take into account the developments and the corporate governance scandals highlighted
the need for improved standards. It was recognized that the integrity of the stock market was critical and to the
revised principles were designed to underpin this integrity.

Principles of Corporate Governance — OECD

(a) They call on governments to have in place an effective institutional and legal framework to support good
corporate governance practices.

(b) They call for a corporate governance framework that protects and facilitates the exercise of shareholders’
rights.

(c) They also strongly support the equal treatment of all shareholders, including minority and foreign
shareholders.

(d) They recognise the importance of the role of stakeholders in corporate governance.
(e) They look at the importance of timely, accurate and transparent disclosure mechanisms

(f) They deal with board structures, responsibilities and procedures.

The OECD Principles are one of the 12 key standards for international financial stability and form the basis for the
corporate governance component of the Report on the Observance of Standards and Codes of the World Bank
Group.

The preamble to the OECD Principles states that they “are evolutionary in nature and should be reviewed in light
of significant changes in circumstances”. It is also recognises that, “To remain competitive in a changing world,
corporations must innovate and adapt their corporate governance practices so that they can meet new demands
and grasp new opportunities”.

Regional initiatives

OECD corporate governance co-operation with non-OECD economies is organised around regional roundtables
and country programmes which provide key forums for dialogue and the sharing of best policy practices.

Asian Context

Established in 1999, the OECD-Asian Roundtable on Corporate Governance (ARCG) serves as a regional
forum for exchanging experiences and advancing the reform agenda on corporate governance while promoting
awareness and use of the OECD Principles of Corporate Governance. It brings together policy makers, practitioners
and experts on corporate governance from the Asian region, OECD countries and relevant international
organisations.

D. GLOBAL CORPORATE GOVERNANCE FORUM (GCGF)

The Global Corporate Governance Forum (the Forum) was founded in 1999 by the World Bank and the Organisation
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for Economic Co-operation and Development (OECD) following the financial crises in Asia and Russia in the
latter part of the 1990’s. It was established to promote initiatives to raise corporate governance standards and
practices in developing countries and emerging markets, using the OECD Principles of Corporate Governance
as the basis for its work. The Forum’s work program was launched in 2002 in Monterrey, Mexico at the Financing
for Development meetings organized by the United Nations. It is a multi-donor trust funded IFC facility hosted by
the joint IFC-WB Corporate Governance Department, in Washington D.C. The Forum is also funded by the
governments of Canada, France, Luxembourg, Norway, Sweden, and Switzerland.

The Forum promotes sustainable economic growth and poverty reduction within the framework of agreed
international development targets. The Forum focuses on practical, targeted corporate governance initiatives at
the local, regional and global level.

The Forum contributes to the efforts of the international community to promote the private sector as an engine of
growth, reduce the vulnerability of developing and transition economies to financial crises, and provide incentives
for corporations to invest and perform efficiently, in a socially responsible manner. It fosters cooperation with
various corporate governance programs and plays a coordinating role among donors, founders and other relevant
institutions. The Forum seeks to address the corporate governance weaknesses of middle-income and low-
income countries in the context of broader national or regional economic reform programs. The Forum has an
extensive work program to support corporate governance reform in developing countries. The focus of the work
program is based on four core pillars as defined in its charter.

The work program of the Forum is executed, managed, and implemented by the Secretariat, which is the executive
arm of the Forum. The Secretariat is also responsible for disbursing funding in accordance with the procedures
and criteria agreed by the Steering Committee of Donors and Founders.

The Global Corporate Governance Forum’s mandate is to promote global, regional and local initiatives that
improve corporate governance policy standards and practices in developing countries on the following four areas:

Forum’s four Focus Areas — GCGF

(a) raising awareness and building consensus for implementation of reform through meetings, briefings,
policy papers, and conferences;

(b) sponsoring research relevant to the needs of developing countries to underpin reform efforts by sound
analysis through sponsoring papers and building sustainable networks for academics in developing
countries;

(c) disseminating best practice materials and publications and guidelines developed with leading global
specialists and practitioners; and

(d) supporting institution and capacity building and providing technical assistance to ensure implementation
at the field level through training programs, toolkits and other direct assistance.

The Forum is dedicated to advancing corporate governance in emerging-market and developing countries by
creating and disseminating practical tools that provide expert guidance on corporate governance and its
implementation.
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Programs for implementation of its Initiatives — GCGF

Corporate Governance Board | With the assistance of Institutes of Directors and other organizations, the

Leadership Training Forum is training trainers to help board directors become “change agents”
within their organizations for the adoption of corporate governance best
practices.

Corporate Governance The Forum has supported scores of countries in drafting, implementing, and

Codes and Scorecards monitoring corporate governance codes of best practice and scorecards.

Media Training Program on In partnership with Thomson Reuters Foundation and Agence France Presse,
Corporate Governance the Forum trains financial journalists to improve their coverage of corporate
Reporting governance. By broadening awareness, the journalists help promote corporate
governance best practices.

Resolving Corporate To help companies manage corporate governance disputes more effectively,
Governance Disputes the Forum, in cooperation with IFC Advisory Services, promotes the use of
alternative dispute resolution processes and techniques.

Research Network The Forum supports a network of leading academics who generate high-
priority research on corporate governance issues relevant to emerging markets
and developing countries.

E. THE INSTITUTE OF DIRECTORS (loD), UK

The loD is a non party-political business organisation established in United Kingdom in 1903. The oD seeks to
provide an environment conducive to business success.

Objects of IOD

(a) to promote for the public benefit high levels of skill, knowledge, professional competence and integrity on
the part of directors, and equivalent office holders however described, of companies and other
organisations;

(b) to promote the study, research and development of the law and practice of corporate governance, and to
publish, disseminate or otherwise make available the useful results of such study or research;

(c) to represent the interests of members and of the business community to government and in all public
forums, and to encourage and foster a climate favourable to entrepreneurial activity and wealth creation; and

(d) to advance the interests of members of the Institute, and to provide facilities, services and benefits for
them.

The day-to-day running of the Institute is managed by the Executive Director, headed by the Director General.

F. COMMONWEALTH ASSOCIATION OF CORPORATE GOVERNANCE (CACG)

The Commonwealth Association of Corporate Governance (CACG) was established in 1998 with the objective of
promoting the best international standards germane to a country on corporate governance through education,
consultation and information throughout the Commonwealth as a means to achieve global standards of business
efficiency, commercial probity and effective economic and social development.

The CACG had two primary objectives:

— to promote good standards in corporate governance and business practice throughout the Commonwealth;
and
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— tofacilitate the development of appropriate institutions which will be able to advance, teach and disseminate
such standards.

The CACG aimed to facilitate the development of institutional capacity that promotes good corporate governance
by education, consultation and information in all Commonwealth countries. Corporate governance in the
Commonwealth is important and is concerned with:

— the profitability and efficiency of Commonwealth business enterprises, and their capacity to create wealth
and employment;

— the long-term competitiveness of Commonwealth countries in the global market;
— the stability and credibility of the Commonwealth financial sectors, both nationally and internationally;

— the relationships between business enterprises within an economy and their sustained ability to participate
in the global economy; and

— therelationship between such business enterprises and their various stakeholders comprising shareholders,
managers, employees, customers, suppliers, labour unions, communities, providers of finance, etc. The
Commonwealth Foundation is funded principally through annual contributions made by member governments.

Board of Governors comprising, in the main, UK-based representatives of member governments and five
representatives of civil society, determine the policies

There are 53 countries of the Commonwealth, of which 46 are currently Commonwealth Foundation members.
Membership of the Foundation is voluntary, and is open to all Commonwealth governments.

CACG GUIDELINES

Principles for Corporate Governance in the Commonwealth

The guidelines which follow set out 15 Principles of corporate governance aimed primarily at boards of directors
of corporations with a unitary board structure, as will most often be found in the Commonwealth. The Principles
apply equally to boards of directors of all business enterprises — public, private, family owned or state-owned. The
Principles are applicable to both executive and non-executive directors. The term “director” should be taken as
being synonymous with any person responsible for the direction of a business enterprise. Similarly, the principles
can be usefully applied to other forms of enterprise such as non-governmental organisations and agencies.

G. INTERNATIONAL CORPORATE GOVERNANCE NETWORK (ICGN)

The International Corporate Governance Network (“ICGN”) is a not-for-profit company limited by guarantee and
not having share capital under the laws of England and Wales founded in 1995. It has four primary purposes:

(i) to provide aninvestor-led network for the exchange of views and information about corporate governance
issues internationally;

(i) to examine corporate governance principles and practices; and
(iii) to develop and encourage adherence to corporate governance standards and guidelines;
(iv) to generally promote good corporate governance.

The Network’s mission is to develop and encourage adherence to corporate governance standards and guidelines,
and to promote good corporate governance worldwide.

Membership of ICGN is open to those who are committed to the development of good corporate governance.
The Membership section explains the benefits of membership, the different types of membership and how to join
the ICGN.
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The ICGN is governed by the ICGN Memorandum and Articles of Association

The management and control of ICGN affairs are the responsibility of the Board of Governors. The Board in turn
appoints a number of committees to recommend policy positions, to implement approved projects and to perform
such functions that the Board may specify.

The functions of the ICGN Secretariat were first undertaken by the Association of British Insurers (ABI) and then
in 2000, by the Institute of Chartered Secretaries and Administrators (ICSA) in London.

Global Corporate Governance Principles: Revised (2009)

The Principles aim to assert standards of corporate governance to which the ICGN believes that all companies
should aspire. The Principles are intended to be of general application around the world, irrespective of legislative
background or listing rules. These Principles are the ICGN’s overarching set of Principles.

H. THE EUROPEAN CORPORATE GOVERNANCE INSTITUTE (ECGI)

The European Corporate Governance Institute (ECGI) was founded in 2002. It has been established to improve
corporate governance through fostering independent scientific research and related activities.

The ECGl is an international scientific non-profit association. It provides a forum for debate and dialogue between
academics, legislators and practitioners, focusing on major corporate governance issues and thereby promoting
best practice.

Its primary role is to undertake, commission and disseminate research on corporate governance. Based upon
impartial and objective research and the collective knowledge and wisdom of its members, it advises on the
formulation of corporate governance policy and development of best practice and undertake any other activity
that will improve understanding and exercise of corporate governance.

It acts as a focal point for academics working on corporate governance in Europe and elsewhere, encouraging
the interaction between the different disciplines, such as economics, law, finance and management.

The Institute articulates its work by expanding on the activities of the European Corporate Governance Network,
disseminating research results and other relevant material

It draws on the expertise of scholars from numerous countries and brings together a critical mass of expertise
and interest to bear on this important subject.

I. CONFERENCE BOARD

The Conference Board was established in 1916 in the United States of America. The Conference Board is a not-
for-profit organization The Conference Board creates and disseminates knowledge about management and the
marketplace to help businesses strengthen their performance and better serve society.

It works as a global, independent membership organization in the public interest, it conducts research, convenes
conferences, makes forecasts, assesses trends, publishes information and analysis, and brings executives together
to learn from one another.

The Conference Board governance programs helps companies improve their processes, inspire public confidence,
and ensure they are complying with regulations.

The Conference Board Directors’ Institute is a premiere provider of governance education for directors. Through
the Directors’ Institute, the program provides corporate directors with a non academic, impartial forum for open
dialogue about the real-world business challenges they face.

The Corporate Governance program at The Conference Board has helped corporations develop strong core
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principals by improving their governance processes through a variety of programs including director training and
global ethics education.

The Conference Board Global Corporate Governance Research Center brings together a distinguished group of
senior corporate executives from leading world-class companies and influential institutional investors in a non-
adversarial setting. In small groups of prominent senior executives, all discussions are confidential, enabling a
free-flowing exchange of ideas and effective networking. This highly unique forum allows industry leaders to
debate, develop, and advance innovative governance practices, and to drive landmark research in corporate
governance.

J. THE ASIAN CORPORATE GOVERNANCE ASSOCIATION (ACGA)

The Asian Corporate Governance Association (ACGA) is an independent, non-profit membership organisation
dedicated to working with investors, companies and regulators in the implementation of effective corporate
governance practices throughout Asia. ACGA was founded in 1999 from a belief that corporate governance is
fundamental to the long-term development of Asian economies and capital markets.

ACGA’s scope of work covers three areas:
1. Research:

Tracking corporate governance developments across 11 markets in Asia and producing independent analysis
of new laws and regulations, investor activism and corporate practices.

2. Advocacy:

Engaging in a constructive dialogue with financial regulators, stock exchanges, institutional investors and
companies on practical issues affecting the regulatory environment and the implementation of better
corporate governance practices in Asia.

3. Education:

Organising conferences and seminars that foster a deeper understanding of the competitive benefits of
sound corporate governance and ways to implement it effectively.

ACGA is funded by a network of sponsors and corporate members, including leading pension and investment
funds, other financial institutions, listed companies, multinational corporations, professional firms and educational
institutions. It is incorporated under t