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Foreword

When we introduced ‘corporate governance’ as an elective during my tenure as Director of LIBA, we found
the course to be an extremely popular one. The course became popular, partly because of the subject, but
largely because of the popularity of Professor Fernando. His book Corporate Governance: Principles, Policies
and Practices distills and collects the results of all those years of teaching by Professor Fernando at LIBA.
I am greatly honoured by the privilege accorded to me by my former colleague in being asked to write the
foreword to his book. Today, governance has become a hot subject in every field. We need good governance in
government, especially in people-elected governments. In fact, governance is important for effective delivery
of the vision of any organisation—NGOs, religious bodies, trade unions, even families.

Corporate governance gains greater importance since it is the largest sector in any country involving most
of the human and natural resources and making the largest contribution to the economic development of a
country. Unless there is proper corporate governance, no country can progress. Though the importance of
corporate governance was always implicit, its relevance came to the fore only after the crisis created by Enron,
Andersen and others. Human tendency is to lock the stable after the horses are stolen but, thank God, people
awoke to the situation before all the horses were stolen. Today, like the three sisters of a religion—faith, hope
and charity—three sisters of corporations—business ethics, corporate governance and social responsibility—are
necessary to satisfy all the stakeholders. Everyone speaks about them, most management schools teach them
but, alas, very few practise them. At this juncture, it is very timely to have a book on corporate governance
from a person who has many years of corporate experience and is an eminent professor of the subject.

The book, starting with the meaning of corporate governance and why it rose to a preeminent position,
tackles various issues. Any organisation in a social order has to comply with legal obligations. But this is the
minimum one should do. If a corporation fails to comply with the law, the law enforcers will deal a severe
blow as they have done to so many corporations. Unfortunately, they catch the culprits very late or after
others have caught them, as we often see in movies. But if a corporation believes that it is sufficient to meet
the legal requirements alone and aim at maximising profit, it will meet a tragic end sooner than it expects.
Today, an organisation has to move beyond legal compliance; it has to have social welfare, quality of life and
the country’s development at heart. Unless a corporation tries to practise these, it will be swept away by the
mighty current of self-interest. If it wants to follow the path of the “invisible hand”, its “survival” will be at
stake. Professor Fernando, while considering legal compliance, business ethics, corporate governance and
social responsibility, also deals with the need for the corporations to have a deep concern for environment.
Environmental concern should arise not merely from social responsibility and ethical compliance concerns,
but also from the point of view of profitability, growth and ultimately to offer quality of life to its employees
and customers. This implies that a corporation, for its very existence, has to be concerned about environment.
Professor Fernando deals with all these areas with a large number of examples, in his usual lucid and powerful
style. These days, a lot of books are trickling in on these subjects, but very few are comprehensive. I have
seen only one, but it is in four volumes. This book will meet the need of management schools, corporations
and enforcing authorities.

St Ignatius of Loyola used to speak of his little book Spiritual Exercises as a collection of exercises to be
practised if one wished to transform oneself. Similarly, this book is a collection of chapters on corporate
governance, not just to be read but to be practised. One has to practise it with great sincerity and zeal. It will
transform not only the corporate world, but also politics, NGO administration and religious bodies.

N. Casmvir Rayj, S. J.
Director

XLRI

Jamshedpur



Preface to the Third Edition

We are happy to acknowledge that the second edition of the book Corporate Governance: Principles, Policies and
Practices has been well received both by academicians as well as students. The book fulfilled a void that existed
at that point of time for a well-conceptualized and structured book on the subject of corporate governance,
which was then emerging as a new discipline in management science.

Though there were very few institutions that had adopted corporate governance as an elective course,
still the demand for the book surged as years went by. More and more libraries and faculty in the department
of management started patronising the book.

Thanks to the faculty, students and others who took time to go through the book and also for communicating
with us the need to incorporate certain salient features they thought the new edition of the book should have.
We are happy to include some of their suggestions.

The Organisation of the Book

The book Corporate Governance: Principles, Policies and Practices is divided into four parts with a view to
providing instructors and students a convenient and systematic build-up of knowledge on the subject that
is being dealt with herein.

Part One: “Understanding of Corporate History and Governance” deals with the basics of corporate
governance a student of the subject ought to know such as an overview of the subject, the theory and practice
of corporate governance and landmarks in the emergence of corporate governance as a systematised body
of knowledge.

Part Two: “Legal Framework and Agents in Corporate Governance” deals with all those agents, institutions
and mechanisms that are engaged in promoting corporate governance, and includes the study of shareholders—
their rights and privileges; investors” problems and their protection; corporate governance and other
stakeholders; the role of board of directors and auditors in ensuring corporate governance and how it is
important for commercial banks.

Part Three: This part provides an in-depth study of “Components and Facilitators of Corporate Gover-
nance”, which deals with all those institutions and role players that are engaged in promoting corporate
governance. In this part, students are exposed to the study of business ethics in its relation to corporate
governance, corporate social responsibility and environment, besides the role of the media in ensuring
corporate governance and how monopoly and competition provide different situations in its implementation
in corporations. Part three also deals with such topics as the role of public policies in governing business,
the Indian capital market regulator, SEBI and the role of the government in ensuring corporate governance.

Part Four: “Issues and Problems of Corporate Governance in Developed and Emerging Economies” deals
with issues and problems of corporate governance in emerging economies such as Russia and India. The last
chapter deals with the corporation in a global society.

Features

The book presents a detailed study of corporate governance written in simple and lucid language. Starting
with the explanation of the basic issues relating to the subject, it guides the readers from elementary to complex
concepts. All theoretical concepts are illustrated with examples from the Indian corporate sector. The book
incorporates several features that make it a student-friendly text. Designed to cater to the needs of students
both as a text and as a reference volume on corporate governance, the book provides an in-depth coverage
of all topics a student ought to know on the subject.

Golden Case Studies: The inclusion of real-world cases for the appropriate chapters presents students
with snapshots from the corporate world. These cases have been selected to enable readers understand the
multifarious and diverse environment within which Indian corporations operate.
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Conclusion: Each chapter includes a conclusion to help students review the key points presented in the
chapter.

Notes: Notes provided under each chapter provide not only the explanation for references found in the text,
but also the context and a detailed analysis thereof.

Keywords: Keywords highlight the important terms discussed in the chapter.

Discussion Questions: End-of-chapter questions are designed to check the student’s comprehension of
concepts presented in the chapter.

Suggested Readings: Each chapter includes a list of suggested readings for those who wish to know more
about the topics discussed in the chapter from authors who are experts on the subject.

The other features include a Glossary, Useful Web Sites on Corporate Governance and CSR, Official
Reports, Prominent Guidelines on Corporate Governance, Links on Corporate Governance and Abbreviations.

The Teaching and Learning Package

The teaching and learning package includes PowerPoint lecture slides, which can be downloaded from the
book’s companion Web site www.pearsoned.co.in/cg3e
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Preface

It gives me great pleasure to place Corporate Governance: Principles, Policies and Practices in the hands of teachers,
students and other interested readers. As a college teacher of economics, I developed an interest in India’s
industrial growth and all connected issues. After almost two decades as a professor, I moved to industry
and was able to observe, at close quarters, how companies were run and how often they were misgoverned.

This exposure to developments in the corporate world prompted me to pen a well-received article
“Corporate Governance—The Time for a Metamorphosis” in The Hindu in July 1997. Corporate governance
was, at this time, gaining currency among stakeholders. When I returned to academics soon thereafter, I got
an opportunity to teach a course on corporate governance at the Loyola Institute of Business Administration
(LIBA). I realised then that though there were many books on the subject, almost all of them dealt with specific
areas, like the role of directors or compensation for managers. There was not a single book that catered to the
all-inclusive needs of postgraduate commerce, economics or management students in an elective (3-4 credit)
course on corporate governance (an increasingly popular option). My students encouraged me to write a book
that would contain in one volume all the material they would normally have to collect from diverse sources.

Having realised the need for a comprehensive book on corporate governance for not only students, but
also researchers, scholars of issues relating to company management, and general readers,  have attempted to
provide an in-depth analysis of the subject in a single volume. This text covers the emergence of the concept
of corporate governance, the manner in which it was crystallised into a subject of significance, its various
problems and issues, its constituents, and how it is being implemented, both in India and abroad.

This book also presents a comparative study of how various countries approach the concept, how they
have institutionalised mechanisms for governance, and where they are headed. It addresses multi-dimensional
perspectives—of shareholders and other stakeholders like employees, regulators, environmentalists, creditors,
the government, and society at large.

The text has been written with the beginner and general reader in mind. Simple, yet lucid, language
is used to explain concepts and theories, and illustrations are provided wherever necessary. For those not
familiar with economic, commercial, and corporate jargon, a glossary of terms is provided at the end of the
book. Likewise, a list of acronyms and their expansions is also provided.

For researchers and advanced learners too, this book provides ample material. An exhaustive reference
of books, magazines and journals on the subject is included to facilitate research. Likewise, a long list of Web
sites, containing a wealth of material, has been added along with guidelines on corporate governance and quick
links to what has been done by governments, international organisations, NGOs and industry federations.

This book is written in a way that would be highly helpful for those who teach the subject. It offers
comprehensive coverage of the subject, while never overstressing or elaborating the trivial. Fifteen case
studies, appended to appropriate chapters, will enable professors to guide their students effectively.

I am fully aware that this book will serve its purpose only if it fulfils every need of students, teachers
and other readers. While I request their indulgence for any error or flaw found in the book, I also solicit their
opinions, reviews, comments and suggestions to improve the successive editions of the book.

A. C. FERNANDO
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plation of law”.
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The discussion on corporate governance is as old as the history of company form
of business model. The English word ‘Company’ has originated from the French
word ‘Compaignie’” which means a body of soldiers. In strict sense a company
is an association of person formed for the purpose of achieving some common
objectives. In other words a Company is a legal entity made up of an association
of persons, be it natural, legal, or a mixture of both, for carrying on a commercial
or industrial enterprise. Company members share a common purpose and unite
in order to focus their various talents and organize their collectively available
skills or resources to achieve specific, declared goals. Companies take various
forms such as:

m  Voluntary associations organised in public and private sector which may
include any non-profit organisation.

m A group of soldiers organised to accomplish a task.
m  Business entities with an aim of gaining profit.
m  Financial entities and banks.

A more broad definition of company is that it is an artificial person created by law,
having perpetual succession and common seal, who can sue and be sued on it.

According to the US law a company may be a “Corporation, partnership,
association, Joint Stock Company, trust, fund or organised group of persons
whether incorporated or not including any receiver, trustee in bankruptcy or
similar official or liquidating agent for any of the for going”. In the US a company
need not necessarily be a corporation. As per the British law a company is a body
corporate or a corporate company registered under the British Company Act or
similar legislation. The common establishments of company in Britain include
private company limited by guarantee, companies without share capital, private
company limited by shares and public limited company.

As per the Indian Companies Act a company is “One formed or registered
under the Indian Companies Act 2013 or an existing company”. An existing
company is a company formed or registered under any of the previous company
laws. This definition does not reveal the distinctive characteristics of a company.
According to Marshall, “A company is a person artificial, invisible, intangible
and existing only in the contemplation of law. It possesses only those properties
which the character of its creator confers up on it either expressly or as incidental
to its very existence”.

Another comprehensive and clear definition of a company is given by Lord
Justice Lindley, “A company means an association of many persons who contribute
money or money’s worth to a common stock and employs it in some trade or
business, and who share the profit and loss (as the case may be) arising there
from. The common stock contributed is denoted in money as the capital of the
company. The persons who contribute it, or to whom it belongs are members.
The proportion of capital to which each member is entitled is his share. Shares
are always transferable although the right to transfer them is often more or less
restricted”. According to Haney, “ A Joint Stock Company is a voluntary association
of individuals for profit, having a capital divided into transferable shares. The
ownership of which is the condition of membership”.

From the above definitions, it can be concluded that a company is a registered
association which is an artificial legal person, having an independent legal entity
with a perpetual succession, a common seal for its signatures, a common capital
comprising transferable shares and carrying limited liability.



CHAPTER 1 Corporate History, Structure and Ownership Pattern

1

_ Characteristics of a Company

The main characteristics of a company are:

1.

It is an incorporated association. A company is created when it is registered
under the Companies Act. It comes into being from the date mentioned in the
certificate of incorporation. For establishing a public company at least seven
persons and for a private company at least two persons are required. These
persons will subscribe their names to the Memorandum of Association and
also comply with other legal requirements of the Act in respect of registration
to form and incorporate a company, with or without limited liability.
Artificial legal person. A company is an artificial person. Negatively speaking,
it is not a natural person. It exists in the eyes of the law and cannot act on its
own. It has to act through a board of directors elected by the shareholders.
But for many purposes, a company is a legal person like a natural person.
It has the right to acquire and dispose of the property, to enter into contract
with third parties in its own name, which can sue and be sued in its own
name. However, it is not a citizen as it cannot enjoy the rights under the
Constitution. The company does not become a citizen of India.

Separate legal entity: A company has a legal distinct entity and is independent
of its members. The creditors of the company can recover their money only
from the company and the property of the company. They cannot sue individual
members. Similarly, the company is not in any way liable for the individual
debts of its members. The property of the company is to be used for the benefit
of the company and not for the personal benefit of the shareholders. On the
same grounds, a member cannot claim any ownership rights in the assets of the
company either individually or jointly during the existence of the company or
onits winding up. At the same time the members of the company can enter into
contracts with the company in the same manner as any other individual can.

Perpetual succession: A company is a stable form of business organisation.
Its life does not depend upon the death, insolvency or retirement of any or
all shareholder(s) or director (s). Law creates it and law alone can dissolve it.
Members may come and go but the company can go on forever.

Common seal. As pointed out earlier, a company being an artificial person has no
body similar to natural persons and as such it cannot sign documents for itself.
It acts through natural persons who are called its directors. But having a legal
personality, it can be bound by only those documents which bear its signature.
Therefore, the law has provided for the use of common seal, with the name of the
company engraved on it, as a substitute for its signature. Any document bearing
the common seal of the company will be legally binding on the company.
Limited liability: One of the most distinguishing characteristics is the limited
liability. A company form differs from a sole trader or partnership form model
of business mainly because of these characteristics. A company may be limited
by shares or limited by guarantee. In company limited by shares, the liability
of members is limited to the unpaid value of the shares.

Transferable shares. In a public company, the shares are freely transferable.
The right to transfer shares is a statutory right and it cannot be taken away by
a provision in the articles. However, the articles shall prescribe the manner in
which such transfer of shares will be made and it may also contain bona fide
and reasonable restrictions on the right of members to transfer their shares.
But absolute restrictions on the rights of members to transfer their shares
shall be ultra vires. However, in the case of a private company, the articles
shall restrict the right of member to transfer their shares in companies with
its statutory definition.
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8.

Separate property: As a company is a legal person distinct from its members,
it is capable of owning, enjoying and disposing of property in its own name.
Although its capital and assets are contributed by its shareholders, they are not the
private and joint owners of its property. The company is the real person in which
all its property is vested and by which it is controlled, managed and disposed of.

Separation of ownership and management: A joint stock company is an
autonomous, self-governing and self-controlling organisation. Since it has a
large number of members, all of them cannot take part in the management of the
affairs of the company. Actual control and management is, therefore, delegated
by the shareholders to their elected representatives, known as directors. They
look after the day-to-day chores of the company. This characteristic gives a
peculiar relationship between the shareholders and the Board of directors
called “Agent- Principle relations” or ‘Shareholders theory” which is the main
focus of the discussion on corporate governance.

jpes of Company

Joint Stock Company can be of various types. The following are the important
types of company:.

Classification of Companies by Mode of Incorporation

Depending on the mode of incorporation, there are three classes of joint stock
companies:

1.

Chartered companies: These are incorporated under a special charter of
the King or Queen. The East India Company and The Bank of England are
examples of chartered companies incorporated in England. The powers and
nature of business of a chartered company are defined by the charter which
incorporates it. A chartered company has wide powers. It can deal with
its property and bind itself to any contracts that any ordinary person can.
In case the company deviates from its business as prescribed by the charter,
the Sovereign can annul the latter and close the company. Such companies
do not exist in India.

Statutory companies: The companies which are incorporated by a Special
Acts of parliament or state legislature are called statutory company. Reserve
Bank of India, State Bank of India, Industrial Finance Corporation, Unit Trust
of India, State Trading Corporation and Life Insurance Corporation are some
of the examples of statutory companies. Such companies do not have any
memorandum or articles of association. They derive their powers from the
acts constituting them and enjoy certain powers that companies incorporated
under the Companies Act. Alterations in the powers of such companies can
be brought about by legislative amendments.

Registered companies: These are formed under the Companies Act, 2013 or
under the Companies Act passed prior to this. Such companies come into
existence only when they are registered under the Act and a certificate of
incorporation has been issued by the Registrar of Companies. This is the
most popular mode of incorporating a company. Registered companies may
further be divided into three categories namely:
(a) Companies limited by shares: These types of companies have a share
capital and the liability of each member or the company is limited by the
Memorandum to the extent of face value of share subscribed by him. In other
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words, during the existence of the company or in the event of winding
up, a member can be called upon to pay the amount remaining unpaid
on the shares subscribed by him. Such a company is called the company
limited by shares. A company limited by shares may be a public company
or a private company. These are the most popular types of companies.

(b) Companieslimited by guarantee: These types of companies may or may not
have a share capital. Each member promises to pay a fixed sum of money
specified in the memorandum in the event of liquidation of the company for
payment of the debts and liabilities of the company This amount promised
by him is called ‘Guarantee’. The articles of association of the company
state the number of member with which the company is to be registered.
Such a company is called a company limited by guarantee. The amount of
guarantee of each member is in the nature of reserve capital. This amount
cannot be called upon except in the event of winding up of a company.

(c) Unlimited companies: A company not having any limit on the liability
of its members is called an “unlimited company’. The liability of each
member extends to the whole amount of the company’s debt and liabilities.
It is more or less similar to a partnership form of entity except the fact
that third party cannot sue the members of the company directly as in
the case of partnership because of the separate legal entity status. Thus
the creditors shall have to institute the proceedings for winding up of
the company for their claims. The official liquidator may be called up
on the members to discharge the debts and liabilities without limit. An
unlimited company may or may not have a share capital. If it has a share
capital it may be a public company or a private company. If the company
has a share capital, the article shall state the amount of share capital with
which the company is to be registered.

On the Basis of Number of Members

On the basis of number of members, a company may be:

1. Private Company
2. Public Company

Private Company

The term Private Company has been defined under section 2(68) of the Indian
Companies Act 2013. According to it a private Company means a company,
which has a minimum paid up share capital of ¥1,00,000 and which provides
the following restrictions through its Articles of Association and Memorandum:

m  Restricts the transfer of shares by its members.
m  Limits the maximum number of members to 50.
m  Prohibits any invitation to public for debentures of the company. It also enjoys
special privilege’s, such as:
* It can be started with only two members,
* It is not required to issue a prospectus and
* It can start its operations immediately after receiving the Certificate of
Incorporation.

Public Company

According to Indian Companies Act 2013 ‘A public company is not a private
company’. If we explain the definition of Indian Companies Act in regard to the
public company, we note the following:
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According to section 2(68)
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Act 2013, a private company
means a company having
a minimum paid up capital
of %1 lakh, and its article
restricts transfer of shares,
maximum number of mem-
bers to 50, prohibits invita-
tion to public to subscribe
shares or debentures, etc.
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Public company is a company
defined as a company which
is not a private company

1. The articles do not restrict the transfer of shares of the company.

It imposes no restriction on the maximum number of the members on the

company.

3. It invites the general public to purchase the shares and debentures of the
companies.

(a) Minimum number: The minimum number of persons required to form
a public company is seven.

(b) Maximum number: There is no restriction on maximum number of
members in a public company, whereas the maximum number cannot
exceed 50 in a private company.

(c) Public subscription: A public company can invite the public to purchase
its shares or debentures.

(d) Issue of prospectus: Unlike a public company a private company is not
expected to issue a prospectus or file a statement in lieu of prospectus
with the Registrar before allotting the shares.

(e) Transferability of shares. In a public company, the shares are freely
transferable.

On the Basis of Control

On the basis of control, a company may be classified into

1. Holding companies
2. Subsidiary company

Holding Company

A company is known as the holding company of another company if it has control
over the other company. A company is deemed to be the holding company of
another if, but only if, the other is its subsidiary. A company may become a holding
company of another company in either of the following three ways:

(a) byholding more than fifty per cent of the normal value of issued equity capital
of the company; or

(b) by holding more than fifty per cent of its voting rights; or

(c) by securing to itself the right to appoint, the majority of the directors of
the other company, directly or indirectly. The other company in such a case
is known as a ‘Subsidiary company’. Though the two companies remain
separate legal entities, yet the affairs of both the companies are managed
and controlled by the holding company. A holding company may have any
number of subsidiaries. The annual accounts of the holding company are
required to disclose full information about the subsidiaries.

Subsidiary Company

A company is known as a subsidiary of another company when its control is
exercised by the latter (called holding company) over the former called a subsidiary
company. Where a company (company S) is subsidiary of another company (say
Company H), the former (company S) becomes the subsidiary of the controlling
company (company H).
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On the Basis of Ownership of Companies

(a) Government companies: A Company of which not less than 51 per cent of
the paid up capital is held by the Central government or by the State
government singly or jointly is known as a government company. It includes
a company subsidiary to a government company.

The share capital of a government company may be wholly or partly owned
by the government, but it would not make it the agent of the government.

(b) Non-government companies. All other companies, except the government
companies are called non-government companies. They do not satisfy the
characteristics of a government company as given above.

On the Basis of Nationality of the Company

(a) Indian companies: These companies are registered in India under the
Companies Act, 1956 and have their registered office in India. Nationality of
the members in their case is immaterial.

(b) Foreign companies: It means any company incorporated outside India
which has an established place of business in India. A company has an
established place of business in India if it has a specified place at which it
carries on business such as an office, store house or other premises with some
visible indication of premises.

Forms of Business Organisation

Right from the beginning of the economic history of mankind to date, the business
is carried out in four different forms namely sole proprietorship form, partnership
form, corporate form and cooperative form.

Forms of Business

Proprietary firms—partnership firms—company form and cooperative organisation.

Proprietary Form of Business

The earliest and mostly widely used model of business all over the world is the
sole proprietorship or proprietary business. As the name indicates it is one man
business. The proprietor or sole trader generates business idea; contributes capital
and takes complete risk of running the business. He also takes the whole profit.
He is personally liable for the whole obligations of the business. Not only are his
business properties liable for the obligation of the business but also his private
properties. The ownership and control also rests with the same individual. There
is no separation of ownership and management. There is no distinction between
business and business man. Hence the business ceases to exist at the death of the
proprietor. This mode of business is used when the amount of capital required is
less, business risk is low and scale of operation is not large.

Partnership Form

When the scale of operation is increased, more capital is required and risk level
increases, the business assumes partnership form with two or more business men
joining together and conduct the business. According to section 4 of the Indian





