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Lecture -7
Effect of Corporate Governance

Good evening. We are starting now, model 2, lecture 7, effect of corporate governance.
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Introduction

It is imperative to understand the relationship between corporate governance
and firm performance to see the extent of economic growth, An effective
corporate governance framework can minimize the cost of firm and hold up
problems associated with separation of ownership and control. Corporate
governance affects the development and functioning of capital markets and

exerts a strong influence on resource allocation, It is, therefore, considered as
an important issue for discussion,

Corporate governance effect: if I have to put in a nutshell as far reaching, we can think of as a
corporate, which adds value to the GDP of our country. Right? We have 7000 listed
companies, | am talking of listed companies, because these are the big companies. These big
companies actually shapes up the economy, their performance or the parameters of our

economic performance includes BSE as well, of course. So, these BSEs are listed today.

So, all these companies adapt to the GDP, if you see the financial results of the corporate,
which comes out every quarter now that will determine the performance of the economy. So,
if these companies governed well and they Utilise the resources well, they take into
consideration the interests of the stakeholders, the balance the interest and they are not guided

by greed.



They are not guided by interest of only one particular stakeholder, the majority shareholder.
And the disciplined, they are looking into the parameters of E, S and G, environment, societal
and governance. They are following triple bottom line concept. The effect is for everyone to
be felt; for every citizen to be felt; every citizen of every country will feel the impact of the
effect of corporate governance such as its strength.

It is almost like the governance of the government. If a corporate governance is successful,
then | think the government is also largely successful. And what can be the other effect, the
negative? A negative effect of a big corporate, there is a failure of corporate governance of a
big corporate, listed corporate having exposure in the books to the financial institutional
holders. All of them have large exposures holding 10%, 15%, 20%.

Is the failure of a large corporate? In India, that will have a ripple effect, far reaching effect,
on the entire investor community or the FDI inflows of the investment opportunities in India.
And of course, finally, it will impact the government and the GDP as well. So, both sides are
there, the positive and the negative; the magnitude one can make out that is corporate

governance.

I mean, anything that is done in a corporate has to be aligned to that. Any decision has to be
aligned to that. The question has to be asked; is it for the wider good? Is it for the good of all?
Is it inclusive in nature? Are we being partial towards the majority shareholder? Every
decision that we take; every action that we take at the highest level at the level of the board,

corporate governance is always top driven.

If you see corruption at the highest level, it will percolate down to the lowest level for sure.
An employee senior employee sees his boss meeting vendors separately, not meeting him
outside the office. Obviously, the corporate governance of the company is questionable.
Corporate governance speaks in an organisation as you enter the organization. It is something

which is very much visible in the culture. It is the culture.

It is the corporate culture. If one has to stop speak of corporate governance, one has to see
how the board is functioning. One is to see how the top management is functioning. Many

times, big corporates ask corporate governance experts to do a random study of the corporate



culture, corporate governance culture in the organisation and they come out with brilliant

suggestions which the corporate has never thought of.

There is a huge rift at the top level; top management below the managing director, they are
not even in talking terms. No one is aware of business goals as usual. Profits are recorded
quarter on quarter. But that is not healthy corporate governance. Any time, it can fall like a
pack of cards that is also a kind of culture in an organization.

Various HRs admins, | mean, stalwarts are doing a lot of, you know, practices they are
bringing out, consultants are being able to practice a lot of methods, how to ascertain the
corporate governance that is driving the organisation how to calculate the corporate
governance in a scale of 1 to 10? What will be the benchmarks? What will be the calculations

done parameters to be taken into consideration?

The independent directors’ interviews are being taken separately. They are asked about the
organisation, their induction, their ability that not only whether they are given the scope to
speak in the board meetings, whether they are being heard in the board meetings, whether
they are contributing in the board meeting. Statutory audits are questioned. What kind of
support they get from the finance and the other members of the top management while going

for audit.

Are they given any enough time to audit the books? Internal Audit if it is done by the internal
people or outside people, they are also met to find out the parameters of corporate
governance, employs random. Vendors, they are interviewed; customers they are interviewed.
A 360-degree survey is done to find out that impact of corporate governance in an

organization.

Case studies have shown that these are extremely good parameters to find out early signals of
damages which may come in in course of time. It does not happen overnight. But signals are
given and the signals are to be read. It is definitely a culture of an organization.

(Refer Slide Time: 08:26)



» Corporate governance framework ﬁ ﬁ
» Role of financial institutions

» Role of Board of Directors o
» Role of Market Mechanism

# Insider and outsider system of Corporate

governance

There is a framework financial institution to play a role. We will see to it; board of directors
are the champions of corporate governance. market mechanism has a role. Institutional
investments have some role and inside or outside the system of corporate governance is
prevalent. Internal stakeholders, the employees, they also are randomly asked questions on

practices.

There is an organisation which used to promote people based on letters of resignation. The
employees came out with those suggestions; the whistle blowers are not encouraged in other
organisation whoever used to blow his whistle was worried that he might get a notice. All
these came out to the interviews of the random interviews of the employees of the

organization.

Exit interviews are extremely good mechanism to find out these are all inside, outside a
system of corporate governance measurement. EXit interviews give fantastic insights into the
early signals of corporate governance failure. So, if the mindset is there, the drive is there,
then corporate governance can be determined. It is not something which cannot be

determined.

We have no idea that corporate governance how failed. There must be; there is so many ways
out to ascertain it. Exports are there in this and it has to be done continuously. It is not that |
do it corporate governance study once and then do it after 5 years. 5 years is enough for
damage. Every 2 years, 3 years, it is to be done if not on an annual basis. Banks financial

institutions are good informers of corporate governance.



(Refer Slide Time: 10:27)
I

Corporate Governance Framework

Types of Framework

The system of corporate governance can be distinguished according to the

degree of ownership, control and the identity of controlling shareholders,

There are

& Analytical framework includes the shareholder model, stakeholder
model and interaction with institutional & economic framework.

& Corporate governance and economic implications Include outsider

system, insider system and a convergence in system.

Analytical framework, shareholder model: all types of shareholders, institutional
shareholders, majority shareholders, multi shareholders, large retail investors, they are
extremely good source of information. Not large majority shareholders, 1 am talking of, large
retail shareholders. Retail means, small shareholders holding large chunk of shares, maybe

one single shareholder.

If I want to get the top 10, top 1000 shareholders or top 500 shareholders of a company, the
registrar will give me in just 5 minutes who are my top 500 shareholders, then I tell him give
me the top 10 shareholders for holding more than 10,000 shares individually. One can find
out a particular group of shareholders or maybe 2 or 5 of them are holding almost 25, 50,

30,000 shares which is a huge share for a single shareholder.

And he has been picking up or he has been holding or he has been disposing what was his
transaction in the last 3 years. Then you can speak to him directly and find out what is his
views on the company. Why is he selling or why is he buying? Or why is he holding off
either of the 3 would happen? Either he is selling or is buying or is holding on, what is the

reason for that? They are extremely good sources of information.

Stakeholders definitely all stakeholders, government comes out openly. Banks comes out
openly; vendors, extremely good sources of information. Customers also very, so, as to be

seen that the customers are all not interviewed by a person whom they know, otherwise will



not open up. They have to interview, the policy, because they also know that are we meeting
the gentleman?

How can | say bad about him? To know bad, no good in general, then very interesting models
and methods of ascertaining corporate governance, the framework of corporate governance in
an organisation.

(Refer Slide Time: 12:33)

Corporate Governance Framework

Analytical Framework

* Shareholder model

Managers and directors have an implicit obligation to
ensure that firms are run in the interests of shareholders
with an aim to maximize shareholder wealth,

* Stakeholder model

The corporation is responsible to a wider constituency of
stakeholders other than shareholders with an aim the
corporation becomes socially responsible,

We have discussed about shareholder modelling, stakeholder modelling.
(Refer Slide Time: 12:40)

Corporate Governance Framework

Analytical Framework

* Interaction of corporate governance with
institutional and economic framework

Firms that do not adopt cost-minimizing governance
mechanisms would presumably be less efficient and in the
long run would be replaced, i.e. competition should take
care of governance, Leveraged and management buy-outs
are seen as market responses to institutional deficiencies.

Institutional framework: interaction, there is a strong body which is called IAAS, institutional

advisory institutional advisory services, institutional investor advisory services IIAS. They



are actually voicing the interest of the minority shareholders. Every time, a resolution is
proposed by a listed entity invariably.

Any resolution, any decision that you are taking, which requires shareholder approval has to
go to the shareholders along with that has to be put in the company’s website as well as in the
stock exchange. So, that the entire public comes to know not only the existing shareholders,
the future shareholders also comes to know that I am going to invest in this company, this

company is going to do this now.

Shall I invest in that company? Or shall 1 not? Now, the institutional investors, you do not
have to ask them. They will come on their own with the recommendation that you have
passed a resolution for such and such expansion or acquisition. We are not in agreement.
These are the reasons for that or we are in agreement extremely good decision we support

this, either way.

Now, this kind of recommendation by the institutional investor advisory services, SEBI has
mandated the institution advisors to please consider these advisory services recommendations
before taking a decision. So, all institutional investors when the corporates approached them
for support, corporate obviously would approach them that we are coming out with this
resolution kindly support us, there is no harm in asking the institutional investors, the

institutional investors then say, well, we are appreciative of your efforts.

However, we are guided by IIAS. If they recommend no, then we cannot support this
resolution. Therefore, the corporates now cannot go to I1AS because I1AS is guided by SEBI.
SEBI has clearly stated I1AS that if we find later on that any decision that you have taken
backfires and it is investigated and found out that you are partitioned towards that company.

Then your entire job will be blacklisted. So, they are afraid.

Even if they have the mindset, they cannot do that. And actually, it is happening. They are
not asking the corporates, they are coming out with their recommendations and saying that
for, for or against, against with a line, of course at the end that if you are not in agreement
with your views, they are writing the corporates, please provide evidence for that. And there

are corporates which have given evidence to them, they have not accepted that.



They have clearly stated no; this is not the reason; we cannot accept it. And there are very
few cases where they have modified their opinion also. So, institutional framework is very
important for corporate governance and more and more such come whenever a corporate
comes out with a resolution before that, they do approach the institutional investors that we
are coming out with this, would you support. The question and the answer is the same.

The question is would you support; the answer is the same, we would; in fact, we are going to
support. We find this extremely good proposal, but if for any reason, the institutional
advisory services, investor advisory services says no in the recommendation, then we are
guided by SEBI to follow that. So, you please ensure that the recommendation that comes
you comply with them, because 11AS gives some recommendation like in many companies’

cases.

They have given the recommendation. it was on the appointment of a managing director with
their increase in remunerations, recent case of a company and it is published, everybody
knows the name of the company. However, for confidentiality or not really code of conduct, I
do not want to take name of any company. | am just giving the example X company. X
company came out with a resolution for appointment of its managing director along with the

increase in remuneration, fair enough.

The company has done reasonably well. So, there is an expectation of increasing
remuneration like all employees. What was the recommendation of the institution advisory
services? | follow this, vividly this is my subject. Now, when | went through it, I found very
interesting. They say yes, we appreciate and approve the appointment. However, the increase

in remuneration, we do not have to approve and hence, we reject the resolution.

With a recommendation, please bring out a resolution only for appointment without any
increase in remuneration, we favour the resolution. I do not know what the company will do,
but this is the recommendation. And the reason they are given a like this, we are not
appreciating the increase in remuneration for number 1, the reason is that this remuneration is
high compared to others in the industry of this nature of business, of this magnitude of
business, of this turnover of business, what the CEOs or managing directors are getting,

number 1.



Number 2, your remuneration that you have given is not linked to the performance. It is a
fixed remuneration. So, the remuneration of the MD will be linked to the performance of the
company, think the way they are thinking that is the reason we are not. So, this is the kind of
control mechanism which is working now on corporate governance. Never thought of 3 years
back, even 3 years back that is why my view is very clear that we are going very good on

corporate governance.

As a whole, the direction is absolutely good. The speed has also picked up. Now, it is to be
seen how Indian corporate response to this.
(Refer Slide Time: 18:53)

Corporate Governance Framework

% Corporate governance and economic implications include
outsider system, insider system and a convergence in
system.

Some systems of corporate governance are characterised by wide dispersed
ownership (outsider systems), others tend to be characterised by
concentrated ownership (Insider systems) where the controlling
shareholder may be an individual, family holding, bloc alliance, or financial
institution and other corporations acting through a holding company

Ownership: outside the systems, inside the systems where controlling (()) (19:01), maybe an
individual family or financial institution, other corporation, these are all holding systems,
how it holds shares, can be majority inside, can be through companies, where the majority
shareholder individually is not coming out. The names are not coming out. This is a peculiar

system in India.

Do not find in other companies, Indian corporates therefore when go abroad for investments,
for any business transaction, they asked one question permanently, what is the beneficial
holding? Who is the beneficial owner? It is very difficult for Indian corporate to find out the
name of the beneficial owner. This is one thing I think which SEBI is going to dilute very

surely.



SEBI has taken some steps, but it is still not the last step, the last step is still coming where
the beneficiary holding name has to be disclosed in the stock exchange site. We are now
having holdings of outside and inside the systems. It will not work any further, maybe in a
year or had COVID not happened (()) (20:16) happen by that time. COVID has put
everything back for 2 years.

Compliance has taken a backseat now. It is question of survival now. First to survive, then to
comply I mean, compliance is definitely required, but survival is more important right now.
But it is definitely going to be a something coming because already 2 or 3 steps have been
taken, where SEBI has asked to disclose the beneficial owner to them, not to the stock

exchange. Now, it will go to the stocking directly on a permanent basis.
(Refer Slide Time: 20:45)

Effects of Corporate Governance

An Outline of effect

Better Goodwill

Flls Investment
Flow

Overall Economic
Growth

And of course, some leeway has been given where it is held by an NBFC. You do not have to
give anything beyond the NBFC. All those shields are going to go away. Of course, corporate
governance | have seen for myself, good corporate governance helps a lot way in retention of
employees. It might look as; it might sound as a little bit myth, but it is not a myth it is a

reality.

Companies with good corporate governance can retain employees with lesser salary. It is a
fact. Wherein employee has clear mind and eye and line of sight that good performance of his
will be recognised, if he can perform, no amount of influence, no amount of you know favour
is required for that. Even a lesser salary, he will work in that organisation rather go to an

organisation with higher salary, where nepotism works. It is true for everyone.



Similarly, an organisation which takes care of our employees, when in need obviously, would
be somebody who sought for then an organisation which says you have to survive always on
your own perform or perish. Not for a moment | am saying performance is not the aesthetic,
performance is the aesthetic everywhere. But is it Performance plus something or only

performance? That is what is important.

So, effective corporate governance, better goodwill, better branding, better retention, better
market cap better pipe inflows and of course, social values.
(Refer Slide Time: 22:44)
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Effects of Corporate Governance

Effect on Growth of Business

It Is the stakeholders’ role in governance in order to appoint the directors
and the auditors to get satisfied themselves that an appropriate governance
structure is in place. Also, to see whether the purpose of governance is
served to facilitate effective, entrepreneurial and prudent managemaent that
can yield long term success of the company.

Auditor has also same way. There has been a case at least, | think from December 9, from
March 19 to just before COVID February 20, a little before that, if one sees the number of
statutory auditors who have resigned from corporates, number of statutory auditors and all of
them coming under big 4, many of the big 4 have resigned giving reasons for loads of work
or something on the other from corporates. Because they have also understood that as

temporary auditors, they also have a moral responsibility for corporate governance.

They cannot afford to just write the word to the best of my knowledge and belief. And only
gives, this is true and fair view; they cannot wash their hands off by saying | have been
provided with this information, | have restricted my audit to this information. Knowing fully
well, whatever | provided, there are areas which required me to do a deep diving, | have not

done. I have done a test check only that is very clear now.



You have to take responsibility. You have been given a protection by the law. Law is; you are
appointed now for a number of years, not on a regular basis. Earlier, it was hired on hour
basis. So, your appointment, your job was at the mercy of the shareholders again that 40, 60;
60 shareholders 60% of the shares held by one shareholder, 40% of the shares are held by 40
shareholders.

So, majority shareholders actually deciding whether the auditors will remain or not. That
concept actually made the auditors appointment in the hands of the majority shareholders. So,
they were in one way you know employees within the bracket of the majority shareholder,
this has been detached. They have said, they have been told categorically that he will
continue once appointed for a certain number of years, 5 years and then cooling off period,

then again, 5 years.

Now, what the auditors have done is that they have taken this in the right space, they said
nothing doing. Wherever we find we are not comfortable, the management is not providing
adequate information. In spite of our repeated disclosures that this is required, the
management is not disclosing, better let is resign from the corporates. So, they have to resign.
So, corporate governance also depends on a large scale on the efficacy of the statutory

auditors and how independent they are.

Again, that is what | feel the word independence should come again. Here, are the statutory
auditors truly independent? Are the independent directors truly independent? These are the 2
questions which if or as strong as that corporate governance will always fly in high colors and
it will always be a success story for that company.

(Refer Slide Time: 26:17)



Effects of Corporate Governance

Effect on Better Goodwill

Goodwill of a company is significant to the importance of relationship-based
goodwill (social capital), The effect of corporate governance practices in
building and maintaining the confidence of social networks and capital
markets, There are enhanced social capital and enhanced reputation which
considered as the perception of legitimacy or prestige of management and
boards.

Effect on Social Welfare

Balancing social welfare issue within a profitability mode is difficult, Despite
the fact, strong and effective corporate governance helps to cultivate a
company culture of integrity, leading to positive performance and a
sustainable business overall. Basically, it exists to increase the
accountability of all individuals and team within a company to responsible
relations with the community.

(Refer Slide Time: 26:26)



Effects of Corporate Governance

Effect on Investors’ Protection

Corporate governance is always considered to be a set of mechanisms
through which outside investors protect themselves against expropriation
by the insiders. It is generally happened that the insiders sell at lower rate
of market price the output, the assets or the additional securities in the firm
they control to other firm they own.

(Refer Slide Time: 26:31)

Effects of Corporate Governance

Effect on Overall Economic Growth

Corporate governance has effect on efficient utilization of resources
including better access to capital with wider scopa of employment
generation which contribute to economic value and better development in a
sustained way. Domestic or regional capital market may largely effect due
to inefficlency of the corporate governance.

Goodwill for sure. Branding for sure. Investor Protection, social welfare, we have discussed
stakeholders’ prediction, overall economic growth, it goes to the GDP.
(Refer Slide Time: 26:36)



Effects of Corporate Governance

Effect on Foreign Institutional Investors' (Flls) Investment Flow

The celling for overall investment for Flis Is 24 per cent of the paid up capital
of the Indian company and 10 per cent for NRIs/PIOs, The limit is 20 per
cent of the paid up capital in the case of public sector banks, including the
State Bank of India, These may effect due to corporate governance

(Refer Slide Time: 26:39)

Effects of Corporate Governance
Key factors that influence Corporate Governance are -

»  Disclosure in Annual reports
#  Quality of corporate reporting

»  Adequacy of processes

#  Involvement of Managers in corporate governance activities
»  Continuous interaction with functional departments

»  Board and corporate ethics

»  Quality of Board and Corporate social responsibility and
corporate governance

Disclosure in annual reports, quality of corporate reporting, adequacy processes, involvement
of managers in corporate governance activities, board and corporate ethics. Ethics is another
thing, which is something which is beyond law. Example, many corporates have board of
directors who do not even look at the shares of the companies, (()) (27:08) stopped buying

shares of companies.

Any data can buy the shares of that company, when the trading window is not closed. The
time when trading window is closed that means when financial results are to be disclosed,
that time, you cannot buy the shares. Otherwise, you can buy the shares. But there are

corporates whose ethics are so high that their board of directors never buy the shares of the



company because they feel somehow the other, they are private to some information, which
that information does not have in the public domain.

So, it is better to shy away to do away with those companies. | mean, shares of the
companies, not only that they are also do away with the shares of the group companies means
associate companies one step further. They will not buy and sell the shares of the company in
which their directors though, a lot of law does not stop even not the independent directors,

right.

Law does it stop them, only they need to disclose that is it. But they do not want to buy and
sell the shares for better good, for wider good, not only of that company, but also the
associate companies. That is what | call ethics. Ethics is beyond law. A law might require X;
ethics is X plus 1, 2, 3. Whatever you think is best, so that there is not even a nudge, an iota
of evidence of conflict. Independent directors, directors, ethics, whenever they come to know

there is a conflict of interest, which the company will never come to know.

If for example, an employee joins an independent and knows that employee his relation of
him, even a distant relation, law defines only near relationship, does not define the distant
relationship. The independent director discloses that this gentleman is known to me, so
anything to do with him on any information relating him should not be shared with me

number 1.

Number 2, if the board feels that is for this, | need to step down, | am ready to step down, left
do the decision of the board, because why the young man should join, I mean, why the young
man should resign. He has done nothing wrong. He has joined about company on merits, but
he has a conflict of interest and discloses. Similarly, taking a loan from a bank or taking

appointing somebody a consultant, he might say that we have worked with him in the past.

Law form: a partner of a law form joining a company the moment he says that this law form,
he doing business with him, he has to disclose that well, my form is doing business with you
and the amount of business is quite high. So, I do not want to be a part of the board. So, these
are all ethical practices, which law is not bothering you, but your own value system is
stopping you from continuing in the board.

(Refer Slide Time: 30:25)



~

D.K. Jain : Company Law Ready Reckoner; Bharat Law House Pwt. Ltd.; T1/95,

Mangolpuri Industrial Area, Delhi-110083.

» R. Suryanarayanan : Company Law Ready Reckoner; Commercial Law Publishers, 151,
Rajinder Market, Opp. Tis Hazari Court, Delhi-110054.

» Taxmann's : Circulars & Clarifications on Company Law; Taxmann, 59/32, New Rohtak
Road, New Delhi-110 005,

» Bara Act: Corporate Laws; Taxmann, 59/32, New Rohtak Road, New Delhi110 005,

mtmm,maszosmmoeankxgmmmnu
# Mher, M., and And T, C

P [ 0, Effects on Firm Performance and
Economic Growth, https://www.oecd.org/sti/ind/2090569. pdf

Various references that | have taken, in fact, some of the articles I have also written in
Taxman on his corporate governance a myth or reality. My article is also there on how
independent other independent directors if you want to find out from Taxman publications, |
think it is possible that you can get this. From there, at least 4 to 5 articles is published in
Taxman on the subject of corporate governance, independent directors, which | have not

mentioned here.

But it is very much there, from which | have, of course, developed my presentation, but I
always say mostly it is from my understanding and it is from my experience that | have
gathered that | prepare this and share with you all. Being in this profession for so many years
and looking into all these aspects, I do not look into books for this kind of presentation which
is more of my experience that I share. Thank you so much.Thank you.

(Refer Slide Time: 31:44)



CONCLUSION

In this lecture attempt has been made to give an overall ideas
about the effect of corporate governance from different
point of views. It is expected that the learners may have a

good lesson on the contents covered in this lecture.




