SUBJECT: CORPORATE GOVERNANCE & BUSINESS ETHICS

Module 2: Corporate Governance and
Social Responsibility

Exhaustive Academic Edition « Degree Level Notes (Units 11 — 16)
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Levels, Phases, Approaches & Principles

Formal Definition of CSR

Corporate Social Responsibility (CSR) is a self-regulating business model that enables an enterprise to
remain socially accountable to itself, its stakeholders, and the general public. Howard Bowen, frequently
recognized as the "Father of CSR," defined it in 1953 as the obligation of businessmen to pursue those
policies, to make those decisions, or to follow those lines of action which are desirable in terms of the

objectives and values of our society.

The definitive structural framework for analyzing CSR is Archie Carroll’s Pyramid of Corporate
Social Responsibility, which segments corporate obligations into four distinct layers that must be

satisfied consecutively:

1. Economic Responsibility: The baseline foundation of the pyramid. A corporation must be
profitable, maximize sales efficiency, minimize operating costs, and generate returns for

shareholders. Without financial viability, no other layers can exist.

2. Legal Responsibility: Society’s codification of right and wrong. The enterprise must operate strictly
within the legal boundaries, compliance guidelines, and regulatory frameworks established by
national and local authorities.

3. Ethical Responsibility: Obligations to act justly, fairly, and equitably beyond the mere letter of the
law. It requires respecting employee human capital, avoiding environmental degradation, and

preventing exploitative supply network arrangements.



4. Philanthropic Responsibility: The apex of the pyramid. Voluntary corporate actions aimed at

actively contributing resources to the community, boosting local societal development, funding
education, and supporting cultural initiatives.

The Nature and Dynamic Levels of CSR

The nature of CSR can vary from purely voluntary, strategic brand-building exercises to rigid, legally

mandated statutory frameworks. Structurally, CSR operates across three distinct organizational levels:

« Institutional Level: Focuses on the macro-relationship between corporate power and societal

expectations, establishing the moral legitimacy of business within capital markets.

» Organizational Level: Focuses on internal operations, addressing how specific corporate values,

green production metrics, and fair labor practices are integrated into daily enterprise strategies.

* Individual Level: Focuses on the choices of corporate managers and employees, manifesting as

ethical leadership choices and corporate volunteerism.

Historical Phases of CSR Evolution

The operational philosophy of CSR has progressed through four distinct historical phases:

Phase | (Pre-1950s): Philanthropy and Charity Characterized by sporadic, voluntary
financial donations by wealthy industrialists to religious organizations, community relief

shelters, or water wells. There was no alignment with core business strategies.

Phase Il (1950s-1980s): Traditional Trusteeship Driven by early labor movements
and environmental awareness. Corporate leaders began viewing themselves as
trustees holding public resources, realizing that maximizing short-term profits could

cause long-term social friction.

Phase Il (1980s-2000s): Environmental and Regulatory Integration The
introduction of formal international reporting rules and environmental laws forced firms
to incorporate waste minimization, carbon calculations, and workplace safety audits into
their operational cost structures.

Phase IV (2000s—Present): Strategic CSR and ESG Alignment The contemporary
era. CSR is fully integrated into the enterprise core via Environmental, Social, and
Governance (ESG) scoring frameworks. It shifts from an administrative expense to a
source of competitive advantage.



Theoretical Approaches to CSR
Three primary philosophical paradigms explain why corporations engage with social responsibility:

» The Shareholder Approach (Milton Friedman): The classic liberal doctrine. Friedman famously
asserted that "the social responsibility of business is to increase its profits.” He argued that
executives are agents of the owners and should focus entirely on wealth optimization, provided they
stay within the rules of the game. He viewed spending corporate funds on general social causes as
an unjustified tax on shareholders.

» The Stakeholder Approach (R. Edward Freeman): Rejects Friedman’s narrow focus, asserting
that a company cannot achieve long-term commercial success without managing relationships with
all entities affected by or capable of affecting its operations (employees, local communities,

suppliers).

* The Triple Bottom Line Framework (John Elkington): Establishes a comprehensive performance
accounting matrix requiring corporations to balance three distinct metrics concurrently: **People**
(social indicators), **Planet** (ecological footprint audits), and **Profit** (traditional financial
accounting).

Core Principles of CSR Strategy

To design an effective, audit-ready CSR strategy, an organization must anchor its decisions on three

core principles:

« Sustainability: Ensuring current resource consumption patterns do not compromise or

deplete the raw environmental or economic assets required by future generations.

» Accountability: Accepting complete operational responsibility for the quantifiable
externalities (both positive and negative) created by business activities.

» Transparency: Publishing accurate data regarding corporate social impacts through open
public reporting pipelines, preventing PR spin and greenwashing.
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The Four Indian Models of Corporate Responsibility

India’s corporate responsibility landscape is built upon a unique blend of cultural values, state

intervention models, and modern corporate frameworks:

Indian Model

Ethical Model
(Gandhian
Trusteeship)

Statist Model
(Nehruvian
Socialism)

Liberal Model
(Friedmanite/
Market)

Stakeholder Model
(Modern ESG
Alignment)

Core Ideological Framework & Operational
Philosophy

Based on Mahatma Gandhi's philosophy that
wealthy industrialists must view themselves as
"trustees” of societal wealth. Surplus business
wealth beyond basic operational needs should be
used to support community infrastructure,
education, and poverty eradication.

Driven by Prime Minister Jawaharlal Nehru's
vision of a state-controlled mixed economy. The
state assumes direct responsibility for
industrialization and public welfare through heavy
investment in State Enterprises (PSUs), using
regulation to limit private monopoly power.

Asserts that free market competition, minimal
regulatory interference, and clear private
enterprise profit maximization naturally optimize
national wealth creation and social welfare
through tax generation and job creation.

The contemporary approach, blending voluntary
strategic ESG metrics with mandatory statutory
requirements. It recognizes that a firm owes
explicit accountability to both internal and
external stakeholder groups.

Primary Proponent
Era

Early family dynasties
like the Tata Group
and Birla Group
during the pre and
post-independence

eras.

Post-independence
era (1947) through
the pre-liberalization
phase of 1991.

Post-1991 Economic
Liberalization phase,
driven by global
market integration.

Codified via the
landmark Section 135
of the Indian
Companies Act,
2013.



The Dimensions of Mandatory CSR in India (Section 135)

The Indian Companies Act, 2013 made India the first major economy to mandate corporate social
responsibility spending by law. Under Section 135, any company crossing specific statutory thresholds
during any financial year must comply with the mandate:

Statutory Threshold Criteria:
* Net Worth of ¥500 Crore or more, OR
» Turnover of ¥1000 Crore or more, OR

* Net Profit of ¥5 Crore or more.

The Spend Mandate: Compliant firms must spend at least 2% of their average net profits
made during the three immediately preceding financial years on approved social development
activities listed within **Schedule VII** of the Act (e.g., eradicating extreme hunger, supporting
rural education, ensuring environmental sustainability, contributing to the Prime Minister’s
National Relief Fund).

Public Sector Governance: Autonomy, Accountability, and Oversight

Public Sector Undertakings (PSUs) or Central Public Sector Enterprises (CPSESs) in India operate under
a dual governance mandate: they must achieve commercial efficiency while fulfilling social policy goals.
Governance is systematically managed through specific state mechanisms:

» Department of Public Enterprises (DPE) Guidelines: Establishes mandatory corporate
governance codes for CPSEs, governing board compositions, independent director quotas, and

internal audit requirements.

* Financial Classification Frameworks: CPSEs are granted graduated operational and capital
expenditure autonomy based on verified performance metrics, categorized as Maharatna,
Navratna, or Miniratna status. This allows top-performing units to execute major investments

without multi-tier ministerial approvals.

» Multi-Tiered Public Accountability: Unlike private listed firms, PSUs are subject to intense
constitutional oversight:
* CAG Audit: The Comptroller and Auditor General of India conducts rigorous, independent financial
and performance audits of PSU ledgers.
* Parliamentary Review: The Committee on Public Undertakings (COPU) examines PSU
performance directly, ensuring alignment with national policy goals and protecting taxpayer funds.
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The Core Meaning of Management Control Systems (MCS)

A Management Control System (MCS) is a comprehensive logical framework used by senior leadership
to gather and analyze operational data, evaluate business performance, and guide organizational
activities toward achieving long-term strategic objectives. Robert Anthony defined it as the process by
which managers influence other members of the organization to implement the organization’s strategies
effectively and efficiently.

Core Structural Components of an MCS Framework

An effective MCS structures administrative control by dividing the corporate matrix into clear
accountability zones and reporting loops:

1. Strategic Planning & Objective Setting: Translating macro long-term visions into specific
operational targets, resource allocations, and milestone parameters.

2. Responsibility Accounting Centers: Segmenting the organization into distinct units headed by
managers who assume absolute personal accountability for specific operational metrics:
» Cost/ Expense Center: The manager is held accountable strictly for keeping operational costs
within budget limits (e.g., manufacturing assembly plants).
» Revenue Center: Evaluated based on gross sales generation volume (e.g., regional sales teams).
* Profit Center: Headed by a manager responsible for both segment revenues and segment
expenses, controlling the unit's net margin (e.g., an independent product line branch).
* Investment Center: The highest authority tier. The manager controls revenues, expenses, and
capital asset reinvestment choices, evaluated via Return on Investment (ROI) and Economic Value
Added (EVA) indicators.

3. The Performance Measurement Loop (The Balanced Scorecard): Moving beyond backward-
looking financial metrics to evaluate corporate execution across four integrated performance

perspectives: Financial, Customer, Internal Business Processes, and Learning & Growth.

The Crucial Role of MCS in Alleviating Agency Problems

From a governance perspective, an MCS functions as an internal mechanism designed to mitigate the
**Principal-Agent Conflict**. By setting clear, transparent performance targets, automating data
collection, and linking executive compensation to verified output metrics, the system reduces



managerial opportunism, eliminates information asymmetry, and ensures agents act in alignment with

shareholder interests.

| 14 Internal Control, Audit and Compliance in Corporate

Governance

The COSO Internal Control Integrated Framework

Internal Control is a dynamic process executed 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. The international standard for designing and auditing

internal controls is the COSO Framework, which consists of five interrelated components:

1. Control Environment: The foundational bedrock of the framework. It sets the ethical
tone of the enterprise, influencing the control awareness of its people. It encompasses
management's integrity, philosophy, operating style, board oversight structures, and
human resource assignment policies.

2. Risk Assessment: The systematic, continuous identification and analysis of relevant
risks that threaten the achievement of corporate objectives, establishing a basis for
determining how those risks should be managed or hedged.

3. Control Activities: The specific policies, technical procedures, and operational
guardrails established to ensure management directives are executed safely. Examples
include mandatory segregation of duties, multi-tier transaction authorization limits,

physical asset security protocols, and system access restrictions.

4. Information and Communication: The operational pipeline ensuring critical data is
identified, captured, and communicated across the organization in a form and timeframe

that enables personnel to carry out their control responsibilities efficiently.

5. Monitoring Activities: Continuous or separate structural evaluations used to verify
that each of the five components of internal control is present, functioning properly, and
updated as operational risks shift.



The Independent Internal Audit Mandate

Internal Audit is an independent, objective assurance and consulting activity designed to add value and
improve an organization’s operations. It helps an enterprise achieve its objectives by bringing a
systematic, disciplined approach to evaluating and improving the effectiveness of risk management,

control, and governance processes.

Statutory Requirement in India (Section 138): The Indian Companies Act, 2013 mandates the
appointment of an independent Internal Auditor for listed entities and specified classes of unlisted public
and private companies crossing explicit debt, turnover, or paid-up capital limits, elevating internal audit
from a voluntary control choice to an unyielding legal requirement.

The Role of Compliance Officers and Governance Codes

Compliance represents absolute alignment with external regulatory laws, listing guidelines, and
accounting frameworks. Under SEBI LODR (Listing Obligations and Disclosure Requirements)
Regulations, listed corporations must appoint a qualified Company Secretary as the designated
*Compliance Officer*. The Compliance Officer is personally responsible for tracking regulatory updates,
ensuring timely corporate disclosures, preventing insider trading breaches, and certifying that all board
decisions comply with relevant state and central statutes.

| 15 Internal Control and Reporting - Management Information
in Audit and Internal Control

The Critical Role of MIS in Internal Control Architecture

A Management Information System (MIS) is an integrated user-machine system designed to provide
accurate, comprehensive, and timely transaction streams, analytical records, and operational reports to
support management decision-making and control functions. In modern corporate governance, internal
controls are heavily embedded within the digital architecture of the MIS (e.g., Enterprise Resource
Planning - ERP software systems).

An advanced MIS reinforces internal control through specific features:

» Automated Exception Reporting: Programmed to flag out-of-boundary transactions immediately
(e.g., vendor payments crossing budget limits, unusual system access attempts), allowing the

internal audit team to investigate risks in real-time.



* The Immutable Audit Trail: Every single digital ledger entry, modification, authorization, or export
action must be permanently logged with user identifiers and timestamps, preventing data

manipulation or fraud.

» Enforcing Segregation of Duties (SoD): Using role-based access control configurations within the
software to ensure that the individual who creates a vendor file cannot also approve payments to that

vendor, minimizing fraud risk.

Internal Financial Controls over Financial Reporting (ICFR)

Under Section 134(5)(e) of the Indian Companies Act, directors of listed companies must explicitly state
that they have laid down internal financial controls to be followed by the company, and that such
controls are adequate and operating efficiently. Furthermore, external auditors must independently audit
and attest to the adequacy and operating effectiveness of the **Internal Financial Controls over

Financial Reporting (ICFR)** framework, protecting investors against accounting manipulations.

| 16 Corporate Social Reporting - Objectives of Corporate
Social Reporting

The Concept of Corporate Social Reporting

Corporate Social Reporting (also known as Sustainability Reporting or Non-Financial Disclosure) is the
process of measuring, disclosing, and being accountable to internal and external stakeholders for
organizational performance toward the goal of sustainable development. It involves translating abstract
corporate social responsibility goals into verified, quantitative data points covering environmental
impacts, social contribution metrics, and governance ethics.

The Transition to Modern ESG and BRSR Frameworks

Globally, social reporting has transitioned from voluntary, narrative-heavy CSR brochures to
standardized Global Reporting Initiative (GRI) templates. In India, SEBI replaced basic business
responsibility statements with the mandatory, high-density BRSR (Business Responsibility and
Sustainability Reporting) framework for top listed entities. The BRSR requires companies to provide
quantifiable metrics across nine core principles of the National Guidelines on Responsible Business
Conduct, converting social impact tracking into an unyielding mathematical audit process.



Core Objectives of Corporate Social Reporting

Organizations commit resources to construct comprehensive social reports to fulfill distinct strategic
objectives:

* Enhancing Institutional Transparency and Legitimacy: Providing verified data regarding
carbon emissions, water conservation, wage equity, and community safety metrics to prove
the enterprise maintains a valid *Social License to Operate™.

« Satisfying Investor Information Needs: Modern global institutional funds use non-financial
ESG metrics to score risk profiles. Clear social reporting unlocks access to green bonds and

premium sustainable investment capital.

* Informing Stakeholder Groups: Providing transparent performance timelines to consumers,
environmental watchdogs, local communities, and regulatory bodies, directly mitigating

reputational risk.

« Internal Operational Benchmarking: Forcing internal management teams to measure,
analyze, and minimize ecological waste, carbon intensity, and workplace accidents over time,
improving operational efficiency.
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