SUBJECT: CORPORATE GOVERNANCE & BUSINESS ETHICS

Module 1: Theory and Practice of
Corporate Governance

Exhaustive Academic Edition « Degree Level Notes (Units 1 — 10)

| 1 Corporate Governance: Meaning, Objectives, Need,
Importance & Principles

Meaning and Formal Definition

Corporate Governance refers to the systemic framework of rules, relationships, systems, and processes
by which corporations are directed, controlled, and held accountable. It defines the structural equilibrium
among vital stakeholder groups—primarily the shareholders, the Board of Directors, executive
management, employees, customers, suppliers, regulators, and the community at large.

The landmark Cadbury Committee Report (UK, 1992) provided the definitive standard definition:
"Corporate governance is the system by which companies are directed and controlled.” It establishes
the operational boundaries within which managers act, ensuring that executive actions align with
institutional mandates and ethical standards.

Core Objectives of Corporate Governance

The implementation of an institutional-grade governance framework aims to fulfill distinct strategic
objectives:

» Shareholder Value Maximization: Protecting equity investments and ensuring sustainable, long-

term wealth compounding.

 Stakeholder Equity Assurance: Balancing the competing economic and social interests of non-
shareholder groups like employees, local communities, and creditors.



» Ensuring Absolute Transparency: Providing full, accurate, timely, and regular disclosures
regarding financial states, operational execution, and risk profiles.

* Regulatory and Legal Compliance: Mitigating statutory compliance risks by operating strictly
within national corporate governance laws and accounting frameworks.

The Pressing Need and Importance

The need for robust corporate governance has intensified due to macro-environmental shifts and

market integration:

* Prevention of Corporate Malpractice and Collapse: Institutional failures like Enron, WorldCom,
and Satyam demonstrate that a lack of internal structural oversight allows executive greed and
creative accounting to destroy investor wealth.

« Attracting Global Capital: Global institutional investors (Flls, pension funds) command premium
valuation options. They avoid capital deployment into jurisdictions or entities lacking verifiable
governance metrics.

» Corporate Brand Equity and Trust: Strong governance reduces capital borrowing costs by building
trust with debt markets and enhancing long-term brand reputation.

The Core Principles of Corporate Governance
According to international frameworks like the OECD, successful governance rests on four pillars:

1. Accountability: The Board of Directors must present a balanced assessment of the company’s
position and justify corporate decisions to the shareholders.

2. Transparency: Guaranteeing timely, precise disclosure on all material matters, including financial

performance, ownership patterns, and corporate governance structures.

3. Fairness: Treating all shareholders equitably, including minority, foreign, and institutional investors,
with clear voting rights and protection against insider exploitation.

4. Responsibility: Recognizing broader statutory obligations to external stakeholders and actively

contributing to environmental and social sustainability metrics.



| 2 Corporate Governance and Organization Success,
Corporate Structure, and its Evolution

The Direct Link to Organizational Success

Corporate governance is directly linked to an organization's long-term success. Empirical data confirms
that well-governed firms enjoy higher operational efficiency, lower capital acquisition costs, better
strategic decision-making, and fewer operational crises. Good governance acts as an organizational
guardrail, preventing catastrophic failures while aligning day-to-day operations with strategic objectives.

The Evolution of Corporate Structure

The structure of the business enterprise has evolved through clear historical stages, shifting from
localized family operations to highly complex, transnational public assets:

Phase I: The Entrepreneurial Venture Early industrial ownership where the capitalist
functions simultaneously as the financier, operational manager, and strategic decision-

maker. Capital and control reside inside a single individual.

Phase lI: The Separation of Ownership and Control As enterprises required massive
capital to build railways and factories, ownership fractionalized via public stock listings.
As pioneered by Adolf Berle and Gardiner Means in 1932, a distinct separation
emerged: millions of passive shareholders owned equity fractions, while professional,

non-owner executives assumed operational control.

Phase llI: The Institutionalization of Governance The emergence of global
institutional investment blocks (e.g., Vanguard, BlackRock) demanded formal,
standardized board configurations, independent oversight committees, and legal

accountability, codifying modern corporate governance structure rules.

The Modern Corporate Governance Structural Flow
Shareholders (Provide Capital & Vote) — Board of Directors (Provide Governance &
Strategy) — Executive Management (Execute Operations) — Operations/Employees



| 3 Characteristics of Corporations, Factors influencing
Corporate Governance, Ethical issues of Corporate
Governance

Distinct Characteristics of Corporations
A corporation is a unigue legal innovation possessing specific statutory features:

» Separate Legal Entity: The corporation is treated as a distinct "artificial person" under corporate

law. It can own assets, incur debt, sign contracts, and sue or be sued independently of its
shareholders.

* Perpetual Succession: The existence of the corporation is unaffected by the death, insolvency, or
exit of its shareholders or directors. The entity continues operating indefinitely until legally liquidated.

« Limited Liability: The financial liability of individual shareholders is strictly limited to the nominal

value of the shares they hold. Personal personal assets are completely protected from corporate
creditors.

* Transferability of Shares: Capital portions can be bought or sold freely on public stock exchanges
without disrupting the operational continuity of the firm.

Macro Factors Influencing Corporate Governance Frameworks
The quality of a nation's corporate governance climate is shaped by interacting institutional variables:

* Legal and Regulatory Regimes: The enforcement strength of national corporate watchdogs (e.g.,
SEBI in India, SEC in the US) and the presence of robust bankruptcy frameworks (such as the
Insolvency and Bankruptcy Code).

» Ownership Concentration Matrix: Markets with highly dispersed ownership (e.g., US, UK) face
different governance challenges compared to markets with highly concentrated family or promoter
holdings (e.g., India, Continental Europe).

« Ethical and Cultural Climates: The prevailing societal expectations regarding business integrity,
transparency norms, and corporate compliance traditions.

Critical Ethical Issues in Corporate Governance

Governance models frequently suffer from structural ethical breakdowns that damage institutional
integrity:



Ethical Issue Area Structural Operational Failure & Governance Breaches

Executive The continuous, asymmetric decoupling of CEO compensation metrics from
Compensation Gaps actual underlying company performance indicators, creating severe income
disparity and ethical concerns.

Insider Trading Executives or board members leveraging sensitive, non-public asymmetric
Malpractice financial data to execute personal stock transactions, violating market
fairness principles.

Creative Accounting Manipulating revenue tracking metrics, hiding toxic liabilities off the balance
sheet (as seen with Enron's special purpose vehicles), or inflating asset
valuations to mislead the investing public.

Conflicts of Interest Board members approving high-value corporate vendor contracts directly
linked to their private personal business entities without proper transparency
or independent review.

| 4 Role, Responsibilities and Powers of the Board of Directors

The Board as a Fiduciary Asset

The Board of Directors functions as the apex governing council of a public corporation. It operates
under a strict **Fiduciary Duty** to the shareholders, meaning it is legally and ethically bound to act at
all times in the absolute best interest of the owners. This responsibility is divided into two primary legal
doctrines: the Duty of Care (requiring directors to make business decisions prudently, deliberately, and
based on complete information) and the Duty of Loyalty (prohibiting directors from using their corporate
position to secure unearned personal advantages over the corporation).

Core Responsibilities of the Board

« Strategic Oversight and Guidance: Reviewing, modifying, and endorsing long-term enterprise
goals and annual corporate budget allocations designed by management.



» CEO Selection, Compensation, and Succession: Sourcing and hiring the Chief Executive Officer,
setting performance metrics, structuring remuneration packages, and managing executive

succession plans.

* Risk Governance and Internal Control Verification: Instituting comprehensive internal control
systems to identify, manage, and mitigate operational, legal, financial, and digital security risk

vectors.

Statutory Powers of the Board

Under modern corporate laws (e.g., the Indian Companies Act, 2013), the Board holds exclusive
statutory powers that cannot be delegated to executive management:

» The power to issue corporate shares, debentures, or alternative security instruments.
» The power to borrow capital funds and authorize high-value credit lines for the firm.
» The power to approve quarterly and annual financial statements for public disclosure.

» The power to greenlight structural mergers, corporate acquisitions, or joint venture
arrangements.

» The power to recommend dividend distribution percentages to the shareholders.

The Role of Board Committees

To ensure independent oversight, the Board delegates specialized tasks to independent sub-
committees dominated by Independent Non-Executive Directors:

» Audit Committee: Oversees the financial reporting process, reviews internal control systems, and
manages the appointment, compensation, and independence of external auditors.

* Nomination & Remuneration Committee: Establishes criteria for board selection and independent
evaluation, and structures executive compensation packages to prevent conflicts of interest.

- Stakeholder Relationship Committee: Focuses on resolving investor grievances, managing share

transfers, and ensuring fair treatment of minority interest groups.



| 5 Corporate Management Committee and Divisional
Management Committee: India and International Codes

Board Architecture Models: Single-Tier vs. Two-Tier
Global corporate governance uses two opposing structural configurations to organize board authority:

« Unitary (Single-Tier) Board Model: Prevalent in Anglo-American jurisdictions (US, UK, India). A
single integrated Board of Directors handles both strategic oversight and operational management,
mixing Executive (Inside) and Non-Executive (Independent) directors in one room.

* Dual (Two-Tier) Board Model: Prevalent in Continental Europe (particularly Germany). It
establishes a clear separation between two separate bodies:

» The Supervisory Board (Aufsichtsrat): Composed entirely of non-executive outsiders, labor union

reps, and stakeholder group leads. It handles oversight, appointments, and general strategy tracking.

» The Management Board (Vorstand): Composed entirely of executive managers who handle day-to-
day operations. No individual can sit on both boards concurrently.

Corporate & Divisional Management Committees
In large, diversified public enterprises, executive execution is managed via two committee structures:

» Corporate Management Committee (CMC): Headed by the CEO and composed of executive
officers (CFO, COO, CMO). It coordinates high-level strategic alignment, cross-department resource
deployment, and macro risk reviews.

* Divisional Management Committee (DMC): Operates at the business-unit level (e.g., regional
offices or specific product divisions). It handles operational target metrics, local supply chains, and
day-to-day regulatory compliance, reporting back to the central CMC.

Evolution of Global Corporate Governance Codes
Modern global governance has been shaped by a sequence of highly influential advisory reports:

1. The Cadbury Report (UK, 1992): Introduced the landmark *Comply or Explain* framework,

pioneered the concept of Independent Directors, and mandated the separation of the roles of
Chairman and CEO.



2. The Greenbury Report (UK, 1995): Focused on executive compensation, requiring independent
remuneration committees to prevent unjustified payout growth.

3. The Hampel Report (UK, 1997): Consolidated prior reports into a unified regulatory asset, leading
to the creation of the UK Combined Code on Corporate Governance.

| 6 Cll Code on Corporate Governance: Features

Historical Context of the Cll Code

Spearheaded by the Confederation of Indian Industry (Cll) in 1998 under the leadership of industrialist
Rahul Bajaj, the *Desirable Corporate Governance Code* represents India's first voluntary code. It was
introduced ahead of formal state mandates (such as SEBI's Clause 49) to restore international investor

trust in Indian public companies following economic liberalization.

Core Key Features of the CIl Code

» Board Composition Metrics: Mandated that for any listed company with a non-executive
chairman, at least 30% of the board must consist of independent directors. If the chairman
holds executive powers, the independent director threshold rises to at least 50%.

* Restrictions on Multiple Directorships: To ensure directors dedicate sufficient attention to
their duties, the code recommended limiting the number of public boards an individual can sit

on concurrently to a maximum of 10.

» Audit Committee Mandates: Required listed companies to establish dedicated internal Audit

Committees composed entirely of non-executive directors with financial literacy.

» Enhanced Financial Disclosures: Commanded listed firms to provide comprehensive
disclosures regarding segment-wise revenues, high-value related-party transactions, and
executive interest allocations.




| 7 Various Corporate Governance Forums — CACG, OECD,

ICGN and NFCG

International and national bodies deploy continuous research, benchmarking frameworks, and advocacy

lines to standardize corporate oversight across global markets:

Governance Forum

OECD

CACG

ICGN

NFCG (India)

Core Mandate and Global Operational
Framework

The Organisation for Economic Co-
operation and Development. It established
the Principles of Corporate Governance,
serving as the international benchmark for
statutory policymakers globally.

The Commonwealth Association for
Corporate Governance. Formed to promote
excellence in governance across member
commonwealth nations, focusing on

emerging economies.

The International Corporate Governance
Network. An investor-led global organization
representing massive global asset
managers and pension funds.

The National Foundation for Corporate
Governance. Formed by India's Ministry of
Corporate Affairs (MCA) in partnership with
Cll, ICAL ICSI, and NSE.

Strategic Deliverables &
Outputs

Provides core policy
frameworks focusing on
shareholder rights,
equitable treatment,
stakeholder roles, and data
transparency.

Developed localized
guidelines and training
toolkits to strengthen
institutional capacity and
legal enforcement.

Influences global capital
standards by advocating
for strong shareholder
voting controls and robust
stewardship
responsibilities.

Acts as the primary internal
think-tank in India, funding
corporate research,
academic seminars, and

rating frameworks.



| 8 Models of Corporate Governance (Anglo-American,
Japanese, German & Indian)

National governance structures have evolved along distinct architectural paths based on historical legal
systems, ownership structures, and capital market dynamics:

I. The Anglo-American Model (Shareholder Supremacy)

Prevalent in the US and UK. Characterized by highly dispersed public equity ownership with little
concentration. It operates via a unitary, single-tier board structure. The primary objective function is the
absolute optimization of shareholder wealth, utilizing clear disclosure requirements and independent
oversight to manage the separation of ownership and control. The capital market acts as an external
enforcement mechanism through hostile takeovers.

Il. The German Model (Two-Tier Stakeholder Co-determination)

Prevalent in Continental Europe. Built upon an open stakeholder-oriented philosophy. It uses a strict
two-tier board structure (Vorstand and Aufsichtsrat). A key feature is **Co-determination
(Mitbestimmung)**—a legal mandate requiring up to 50% of the Supervisory Board positions to be
allocated to labor union representatives and employees, balancing profit metrics against worker welfare
indicators.

lll. The Japanese Model (The Keiretsu Bank Network)

Characterized by the **Keiretsu™ framework—a highly complex network of cross-shareholdings and
industrial alliances clustered around a centralized main bank. The board is composed almost entirely of
internal executive insiders who climb the lifetime employment ladder. Corporate monitoring is executed
quietly by the main bank, minimizing reliance on public capital markets or independent outsider boards.

IV. The Indian Model (Family-Promoter / State Mixed Model)

A hybrid configuration heavily influenced by concentrated family promoter equity blocks or State
ownership (PSUs). It uses a unitary single-tier board. The core challenge is managing potential
extraction risks where dominant promoters might exploit minority shareholders. Regulatory oversight is
managed via the **SEBI LODR (Listing Obligations and Disclosure Requirements)** Regulations and
the Companies Act 2013, which mandate independent director quotas and strict related-party
transaction tracking.
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| 9 Theories of Corporate Governance

Decision scientists use several overlapping theoretical paradigms to explain the behavioral interactions
and authority structures within a corporation:

* Agency Theory (Jensen & Meckling, 1976): The foundational baseline theory. It views the
corporation as a nexus of contracts. Shareholders (Principals) hire executives (Agents) to run the
firm. Because human beings are assumed rationally self-interested, an Agency Conflict arises—
agents may prioritize personal power, compensation, and status over principal wealth. To minimize
this divergence, principals incur *Agency Costs* (monitoring systems, audit overheads, and incentive
alignments like stock options).

Stewardship Theory (Donaldson & Davis, 1991): Rejects the cynical assumptions of Agency
Theory. It views managers not as opportunistic actors, but as responsible, high-integrity stewards of
corporate assets. It assumes executives are intrinsically motivated to achieve high performance,
align their goals naturally with the owners, and that corporate performance is optimized by removing

rigid controls to empower executive autonomy.

Stakeholder Theory (R. Edward Freeman, 1984): Expands the objective function of the firm
beyond shareholder wealth optimization. It asserts that managers owe a duty to any individual or
collective group affected by or capable of affecting the enterprise's mission—encompassing

employees, local communities, clients, suppliers, and the environment.

Resource Dependency Theory (Pfeffer & Salancik, 1978): Views the Board of Directors as a
strategic mechanism to secure critical external resources. Independent directors are selected for
their external connections, political networks, regulatory access, or prestige, helping the firm manage
environmental dependencies and risk vectors.

Legitimacy Theory: Asserts that corporations can survive only if the values of the entity align with
the broader social value structure of the community. It relies on an implicit social acceptance

framework.

Social Contract Theory: Positions the corporation as an institutional actor operating under an
unwritten contract with society. Society grants the firm an operational license and resource access;
in exchange, the corporation must deliver net social benefits, prevent externalities, and act
responsibly.

Political Theory: Analyzes how national legal frameworks and political power allocations dictate
corporate governance rules, tracking how the state controls corporate profits and board voting rights
across classes.
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| 10 Sarbanes Oxley Act of 2002

Historical Genesis of the SOX Act

The Sarbanes-Oxley Act of 2002 (commonly called SOX) is a sweeping piece of federal legislation
enacted by the US Congress following massive corporate scandals (Enron, WorldCom, Tyco) that
eroded public market trust. Spearheaded by Senator Paul Sarbanes and Representative Michael Oxley,
the act aimed to protect investors by improving the accuracy and reliability of corporate disclosures and
internal financial controls.

Critical Statutory Sections and Legal Compliance Mandates

SOX introduced strict legal penalties and compliance workflows that changed corporate governance
rules internationally for all SEC-registered entities:

» Section 302 - Corporate Responsibility for Financial Reports: Mandates that the Chief Executive
Officer (CEO) and Chief Financial Officer (CFO) must personally sign and certify the accuracy of
quarterly and annual financial disclosures. They must explicitly verify that internal controls have been
reviewed within the last 90 days, assuming personal legal liability for material misstatements.

* Section 404 - Management Assessment of Internal Controls: The most operationally demanding
section. It requires annual corporate reporting files to contain an explicit assessment of the
adequacy of the internal control structure over financial reporting. Furthermore, the company’s
independent external auditor must formally audit and attest to management's internal control
assessment.

* Establishment of the PCAOB: Created the Public Company Accounting Oversight Board—an
independent non-profit watchdog tasked with inspecting, regulating, auditing, and enforcing quality
control standards over public accounting firms, ending self-regulation.

» Section 906 - Corporate Fraud Accountability: Institutes harsh criminal penalties for white-collar
financial crimes. Intentionally certifying a fraudulent financial statement carries criminal penalties up
to **$5 Million in fines and up to 20 years in federal prison**.

» Whistleblower Protection Enhancements: Establishes strict criminal penalties for anti-
whistleblower retaliation, protecting employees who report corporate fraud to federal agencies or

internal board committees.

End of Module 1 - Subject: Corporate Governance & Business Ethics
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