CORPORATE
GOVERNANCE



MEANING

» Corporate governance defines the way a corporate enterprise should be
governed.

« It describes corporate values, norms and ethics.
o It explains the direction of development of a corporate enterprise.

« “Corporate Governance is the relationship between corporate managers,
directors and the providers of equity, people and institutions who save
and invest their capital to earn a return.

o It ensures that the board of directors is accountable for the pursuit of
corporate objectives and that the corporation itself conforms to the law
and regulations.”



 Corporate Governance is a concept and administrative
framework to introduce basic directions and viewpoints for
managing a business unit with best interest.

* It shows and determine a new and creative vision of business,
where a set of core values, better managerial control,
compassing human rights, making better coordination between
business and society may be possible.

» It is concerned with holding the balance between social and
economic goals and between individual and communal goals.

» It is also a conscious, deliberate and sustained system to make
a judicious balance between its own interest and the interest of
various constituents in the environment in which it is
operating.



» It deals with the manner in which companies are directed and
controlled by the Board of Directors in order to create and
enhance stakeholders’ value by appropriately crafting the
corporate strategy that creates tomorrow’s organization.

 Corporate governance ensures how effectively the Board of
Directors and management are discharging their functions in
building and satisfying stakeholders’ confidence.

» “Corporate governance means that company manages its
business in a manner that is accountable and responsible to the

shareholders.
 In a wider interpretation, corporate governance includes

company’s accountability to shareholders and other stakeholders
such as employees, suppliers, customers and local community.”



In order to protect and promote the interests of all
stakeholders, corporate governance should
encompass well defined set of system and
processes.

* Systems include structural and organizational
aspects like Constitution of Board of Directors,
their optimum size, composition and

ualifications, role and competencies, frequency of
change of Board members and nominee Directors.

*In short, corporate governance refers to the
manner in which a corporation is managed and
controlled.



 The term ‘Governance’ 1s derived from the Latin word ‘Gubernare’ which
means ‘to steer’.

* In the context of companies, governance means direction and control of a
company.

 Corporate governance is the system by which companies are directed and
controlled.”

 “Corporate governance is the system of laws, rules and factors that control
operations of a company.”

 “Corporate governance is an umbrella term that covers many aspects
related to concepts, theories and practices of board of directors and their
executive and nonexecutive directors.

» It is a field that concentrates on the relationship between boards,
stockholders, top management, regulators, auditors, and other
stakeholders.”



Corporate Governance — 15
Important Objectives

* 1. To develop better and most efficient management of business
organisation,

2. To develop more applicable criteria towards performing the task,
* 3. Holding the balance between social and economic goals,

* 4. To encourage the efficient use of scarce resources,

* 5. To ensure perspective work place management,

* 6. To develop the business transactions to be based on values,

» 7. To develop the confidence and interest among the business men and
society at large towards the social reforms,




* 8. To develop a better working environment to get some patterns
of democratic style,

* 9. The managerial cadres are required to create wealth legally and
ethically,

* 10. To bring a high level of satisfaction to customers, employees,
investors and the society at large,

* 11. To determine the level and composition of accountabilities,

» 12. To make balanced representation of adequate number of non-
executives and independent executive in the board of
directors who will take care of the interest and well-being of all
the stakeholders,

* 13. To adopt transparent procedures and practices and arrive at
decisions on the strength of adequate information,



* 14. To provide disclosures to all the relevant facts
and information to stakeholders and other
partners of the business,

* 15. To make effectively and regularly monitor and
control the affairs and functioning of the
managerial group of the concern.



Corporate Governance — Need

1. Separation of Ownership from Management:
* A company is run by its managers.

» Corporate governance ensures that managers work in the best interests of
corporate owners (shareholders).

- 2, Global Capital:

* In today’s global world, global capital flows in markets which are well
regulated and have high standards of efficiency and transparency.

» Good corporate governance gains credibility and trust of global market
players.



3. Investor Protection:
» Investors are educated and enlightened of their rights.

» They want their rights to be protected by companies in which they
have invested money.

 Corporate governance is an important tool that protects investors’
interests by improving etficiency of corporate enterprises.

* 4. Foreign Investments:
e Significant foreign institutional investment is taking place in India.

» These investors expect companies to adopt globally acceptable
practices of corporate governance and well-developed capital
markets.

* Demanding International Standards of corporate governance and
greater professionalism in management of Indian corporates
substantiates the need for good corporate governance.



5. Financial Reporting and Accountability:

» Good corporate governance ensures sound, transparent and credible
financial reporting and accountability to investors and lenders so that
funds can be raised from capital markets.

* 6. Banks and Financial Institutions:
» Banks and financial institutions give financial assistance to companies.

 They are interested in financial soundness of companies financed by them.
This can be done through good corporate governance.

* 7. Globalization of Economy:
* The economy today is globalized.

* Integration of India with the world economy demands that Indian
industries should conform to the standards of international rules.

 Corporate governance helps in doing this.



Important features of corporate
governance are as follows:

 Feature # 1. Transparency:

» A key element of good corporate governance is transparency,
projected through a code of good governance, which incorporates
a system of checks and balances between key players — boards,
management, auditors and shareholders.

» Transparency in company’s action may be ensured timely
dissemination of information complete in all respect equally to all
shareholders about results; Annual General Meetings (AGMs);
quarterly updates on company’s performance, risks, outlook,
opportunities and threats etc.



* Feature # 2. Accountability:
« “Corporate Governance is a way of life and not a set of rules.

- It is a way of life that necessitates taking into account the shareholders interests in every
business decision.

 This has brought into focus the accountability of the Board of Directors of a company and their
constituent responsibilities.”

* (a) Towards Shareholders:

* It occurs when the company adopts an equitable and fair approach towards its shareholders,
resorts to timely resolution of shareholder’s complaints and grievances, rewards the
shareholders on regular basis and constitutes dedicated cells in the organization to address
shareholders grievances.

* (b) Towards Society:

« Following are some of the ways by which a company can discharge its obligations
towards the society:

* (i) Providing assistance to victims during times of natural calamities;

e (i1) Enlistment and education of the underprivileged and deprived,;

e (iil) Promotion of education and training in general;

* (iv) Contributions, charity, donations for socially relevant causes;

* (v) Steps for promoting welfare of mentally, physically or visually disabled;
* (vi) Establishment of schools, hospitals, parks etc.



* Feature # 3. Trusteeship:
» “The doctrine of trusteeship is based on the Bhagavad Gita.

 The twin principles of ‘aﬁarigraha’ (non-possession) and ‘Sambhawa’ (equalism) are
the main principles of Bhagavad Gita.

. Cor}l)orates are the trustee of the shareholders and their money; they should use their
wealth for the welfare of the society and the community at large.”

* Trusteeship involves a strong.c.ode of discipline and ethical behaviour as well as equally
strong principle of accountability.

* Feature # 4. Employees’ Welfare:
» Good corporate governance is essentially concerned with company’s human resource.

« The Annual Report could set out the initiatives taken by the company for
employees’ welfare in the following areas in particular:

* (1) Training programmes organized for upgrading employees’ skills;
e (ii) Identification and rewarding of performance;

. giii) Focus on multi-skill programme where key executives are rotated to various
unctions to develop skills across different functions;

e (iv) Housing schemes launched for employees;
e (v) Launching of benevolent fund for employees;
* (vi) Scholarships and/or educational facilities for children of the company’s staff.



Feature # 5. Environment Protection:

- Irrespective of whether a company is polluting or
non-polluting, protection of environment should be
concern of every socially responsible organization.

* Each company must take steps to make sustainable
use of resources, establish a healthy and safe
working environment, maintain ecological balance,
take proactive steps to minimize waste generation
and preserve the environment.

*The securing of ISO Certification for environmental
protection could be highlighted in the Annual
Report.



Feature # 6. Meeting Social Obligations:

There is a growing expectations that the business enterprise to be much more than a
mere economic unit and be a good corporate citizen vigorously contributing to social
issues and charity.

It seeks to achieve the following objectives:

(a) A properl¥ structured board capable of taking independent and objective decisions
1s in place at the helm of affairs;

(b) The board is balanced as regards the representation of adequate number of non-
executive and independent directors who will take care of the interests and well- being
of all the stakeholders;

(c) The board adopts transparent procedures and practices and arrives at decisions on
the strength of adequate information;

(d) The board has an effective machinery to sub-serve the concerns of stakeholders;

(e) The board keeps the shareholders informed of relevant developments impacting the
company;

gf) The b(c)lard effectively and regularly monitors the functioning of the management
eam; an

(g) The board remains in effective control of the affairs of the company at all times.

The overall endeavour of the board should be to take the organization forward, to
maximize long-term value and shareholders’ wealth.



Corporate Governance — Importance

* 1. It shapes growth and future of capital markets of the economy.
2. It helps in raising adequate funds from capital markets.
« 3. It links company’s management system with its financial reporting system.

* 4. It enables management to take innovative decisions for effective functioning of an
enterprise within the legal framework of accountability.

* 5. It supports investors by making corporate accounting practices transparent.
orporate enterprises have to disclose financial reporting structures.

* 6. It provides adequate and timely disclosure, reporting requirements, code of conduct
etc. Companies present material price sensitive information to outsiders and ensure
that till the time this information is made public, insiders abstain from dealing in
corporate securities. It, thus, avoids insider trading.

7. It improves efficiency and effectiveness of an enterprise and adds to material wealth
of the economy.

- 8. It improves international image of the corporate sector and enables home companies
to raise global capital.



Corporate Governance — Benefits of
Good Corporate Governance

* 1. Access to Capital Market — Globalisation and increase in the
size of firms have enhanced the role of institutional investors and
financial intermediaries. Investors now have a wider choice due
to the opening up of financial markets.

» Companies which continuously create shareholder value and
maximise wealth for shareholders are preferred by investors.
Such companies have an easy access to capital markets both at
home and abroad. Good corporate governance helps to create
value and wealth for shareholders. It increases the confidence of
investors in a company.



2. Acquisition and Retention of Talent — Well
governed companies have an edge in attracting,
retaining, and engaging well-qualified employees.
Hardworking, ambitious, and competent people
want to join and stay in a company which treats
them as valuable assets.

*3. Risk Cover — Companies are now exposed to
greater risks due to growing competition, and
structural reforms. Good corporate governance
helps to provide a risk cover by creating and
maintaining mutual trust with different sections of
soclety. It leads to increase in revenue and
profitability.



*4. Public Image — Good governance of a company
helps to improve its goodwill and build bran
image. Infosys, Wipro, TCS and other well
governed companies enjoy international prestige.
Positive image provides stability and growth to a
company.

5. Market Position — Good corporate governance
creates customer loyalty which in turn helps to
improve market share of the company.

*6. Innovations — ITC, Hindustan Unilever, and
several other companies have discovered new
opportunities for business through their initiatives
in the social sector.



Corporate Governance — Problems and
Challenges in Corporate Governance at
Individual and Group Level

» There are certain problems and challenges as arising within the purview ot
corporate governance. In any organisation, the challenging aspects may be setup
into two parts i.e., at individual level and at group.

* 1. At Individual Level:

* i. Individual Interest

e i1. Individual Differences

e i1i. Lack of Accountabilities

* jv. Indifferent Attitudes

* v. Lack of Initiatives

 vi. Communication Barriers

» vii. Differences in Motives and Perception
e viil. Undesirable Behaviour



2, At Group Level:

°1. Lack of the Code of Conduct

°11. Lack of Coordination

°111. Lack of Education and Training

*1v. Resistance to Change

*v. Lack of Team Spirit

vi. Lack of Adequate Resources

evil. Lack of rationality in Decision Making
*viil. Not Formulating the Professional Codes



Financial Regulations and Their Scope
In Corporate Governance

* Financial regulations are a form of regulation or supervision, which subjects financial
institutions to certain requirements, restrictions and guidelines, aiming to maintain the
integrity of the financial system.

* This may be handled by either a government or non- government organization.

* A stable and efficient financial system has a potentially powerful influence on a country’s
economic development not the least because it may have an impact on the level of capital
formation, efficiency in the allocation of capital between competing claims, and also tie
confidence that end-users (consumers) have in the integrity of the financial system.

* The stability and efficiency of the system has both supply-side and demand-side effects on the
economy. In turn, a well-structured regulatory regime contributes to the efficiency and stability
of the financial system.

* The overriding purpose of regulation should be to facilitate legitimate business activity while
providing safeguards for the interests of stakeholders and ensuring fair competition in the
market.


https://www.bms.co.in/corporate-governance/

‘Safeguards for stakeholders’ include:

* Deterring and restraining companies from pursuing illegal or
excessively risky practice that have the potential to have wider
social or economic consequences and Intervening and
responding appropriately and effectively where breaches are
considered likely to occur or have already occurred’

The specific aims of financial regulators are usually
* To enforce applicable laws

* To prosecute cases of market misconduct such as insider
trading

* To license providers of financial services



* To protect clients, and investigate complaints
* To maintain confidence in the financial system

* To maintain prudential regulation for the safety and soundness of financial
institutions

* To maintain stability and, integrity of the payments system
* To perform prudential supervision of financial institutions

* To propagate conduct of business regulation (i.e., rules about how firms conduct
business with their customers)

* To make safety net arrangements such as deposit insurance and the lender-of-
last-resort role performed by the central bank

* To do liquidity assistance for systemic stability, i.e., liquidity assistance for solvent
institutions

 To handle the insolvent institution



Corporate governance: The CEO’s
role

» Corporate governance is a multi-faceted subject that has no precise
definition — the narrow view sees “governance” as a fancy term
describing the way directors and auditors handle their responsibilities
towards investors and shareholders, whilst the wider view sees
corporate governance as a firm'’s relationship to society, often
confusing corporate governance with corporate social responsibility.

* By and large, corporate governance refers to the system of check and
balances between the board of directors, management and investors
to produce an efficiently functioning organization that can produce
long-term value.

* It describes what the board of the directors of public companies
should do to learn what is really going on within their organization.



* The Organization for Economic Cooperation and
Development (OECD) definition of corporate
governance Is widely accepted: “Corporate governance
IS the sa/stem by which business corporations are
directed and controlled.

* The corporate governance structure specifies the
distribution of rlﬁhtS and responsibilities among different
participants in the corporation, such as the board,
managers, shareholders and other stakeholders, and
spells out the rules and procedures for making decisions

on corporate affairs.
. %_doing this, It also provides the structure through
whi

ch the company objectives are set, and the means of
attaining those objectives and monitoring performance”.



 Although the prime responsibility for issues relating to corporate governance
within an organization falls under the board of directors, whose primary task Is to
understand and approve risk taking of the company at any stage in its
development, the CEO has a pivotal role to play in ensuring compliance at the
working level.

* He, together with other senior managers, needs to set the agenda to ensure that
members of the board participate constructively in honest and useful debates.

« CEOs can provide a stimulating platform to non-executive directors by
scheduling regular meetings for them from which the CEO and other executives
are excluded.

* Non-executive directors are expected to express their opinion on the way the
business Is managed.

* They need to debate and express their views on the leadership’s performance,
Including the strategic direction of the business and express their concerns on
how they feel towards the availability of information.

« Companies that do not have non-executive members on their board e.g. family
business, should seriously consider appointing some.



* CEOs should gain the trust and confidence of all stakeholders
by explaining in detail what assumptions were used when
compiling the balance sheets, particularly the earnings and
profit figures.

» Judgments must be made about what goes on or off the
balance sheet particularly when it comes to non-tangible assets
such as the brand name.

* |n addition, the CEO and his senior management team can
Initiate and encourage risk-appetite reviews amongst non-
executives, as the reason for failure iIn many companies can be
attributed to poor management decisions on risk.

* It Is essential for non-executive directors to understand the
company's risk-taking policy and be able to express their
opinion on any divergence from such a policy.



* |t IS the responsibility of CEOs to take adequate measures to
ensure that non-executive directors are independent and
remain as such.

* People with any link to or association with the organization,
such as members of the controlling family or former em onees
of the company who may still have some connection with the
company’'s work force, must be excluded from being appointed
as non executive directors.

* CEOs may raise awareness amongst the board regardin_cr:;
potential conflicts of interest, including payments to charitable
organizations or sponsorships.

* |t IS also recommended that CEQOs, In conjunction with the
board of directors, carry out an audit on non-executive
directors’ performance as well as that of the board.

* The attendance record of non-executive directors needs to be
openly discussed and their specialist skills appraised.



* The corporate website can be leveraged by an organization’s
management to ensure that corporate data, such as annual reports,
are published on their website.

A dedicated corporate governance section should be created,;
published material should include the attendance record of non-
executive directors at board meetings.

* To promote a corporate culture of accountability and responsibllity,
CEOs are expected to lead by example through their actions and
behavior, since the company is greatly influenced by this.

» For example CEOs should not participate in unethical or
unprofessional practices, as others may take this as a green light to
do the same.

» Should the company culture be compromised at any point, CEOs
should take a decisive action that gives a sharp signal to eliminate
such malpractice.




 For risk-averse companies, the corporate governance could be
much simpler, but the reality Is that CEOs have to accept risk
taking, since avoiding risk taking is the main enemy for growth
and prosperity.

* Regional CEQOs, particularly for publicly listed companies, need
to demonstrate their leadership by putting corporate
governance high on the board’s agenda.

* They are key In shaping corporate governance policies within
their organization by taking a proactive approach toward
compliance with applicable national and international
regulations and adherence to best industry practices.

» Simultaneously they should enforce a unique corporate culture
of ethics and transparency.



The Role of the Board of Directors in Corporate
Governance

* |t takes some combination of people, rules, processes and procedures to manage the
business of a company. This is how we define corporate governance.

* Corporate governance forms the basis for corporations to make decisions that consider
many environments, including economic, social, regulatory and the market
environment.

* Corporate governance gets its roots in ethical behavior and business principles, with the
goal of creating long-term value and sustainability for all stakeholders.

* Corporate board directors face the continual challenge of aligning the interests of the
board, management, shareholders and stakeholders.

* They respond to their duties and responsibilities with full regard to transparency and
accountability.

. ]Ict’s oft%n said that corporate boards are responsible for providing oversight, insight and
oresight.

e That’s a tall order in today’s marketplace, which is complex and volatile. Good
governance principles are fundamental to the work that board directors do.



* Corporate boards
*|In every decision t

nave many duties and responsibilities.

ne board makes, they must consider how it

will affect their employees, customers, suppliers, communities

and shareholders.

* Good corporate governance relies on distinct differences in the
roles between board directors and managers.

* It was never intended for board directors to be directly

involved in the dai

ly operations of a corporation, and they

certainly shouldn’t engage in micromanaging the management.

* The main role of board directors is oversight and planning.
Despite the differences, board directors may delegate certain
powers to the CEO or CFO under certain circumstances.



*Boards also regularly delegate some of their duties to
board committees.

e Corporate board committees act as a subset of the full
board.

 Committees devote the necessary time and resources to
issues for which the full board doesn’t have time.

e Committees delve deep into issues, often calling in
experts to assist them.

* Committees provide regular reports to the board on the
matters they’re charged with handling.



What Is the Appropriate Board Composition?
* Boards tend to look differently in the early stages of
development.
* Early-stage boards usually include one or more founders.

* Boards are typically smaller in the early stages, with five to
seven board directors having various areas of expertise.

* Odd numbers prevent tie votes. Each board director gets one
vote.

* The size of boards typically increases with growth and is often
related to the needs of the corporation and the normal
practices for the industry.



* As boards acquire investors, they usually offer the CEO a board seat.

* Some investors will also insist that they get a board seat, so they can
visibly oversee their investments.

* Investors also often have influence on recruiting independent board
directors, who have increasing influence on the board and the
corporation as the company grows.

* Best practices for corporate governance encourage boards to offer the
majority of board seats to independent directors.

* A well-composed board brings a diverse range of expertise,
perspectives and knowledge into the boardroom.

e Regulators, investors and others are also making a big push for boards
to consider diversity in a multitude of realms, including age, gender,
experience, race, religion, skills and experiences.



Articulating Long-Term Plans to Shareholders and
Stakeholders

* The role of the board is to plan and strategize goals and objectives for the short-
and long-term good of the company and to put mechanisms in place to monitor
progress against the objectives.

* To this regard, board directors must review, understand and discuss the
company’s goals.

* In particular, the board relies on independent directors to challenge the board’s
perspectives to ensure sound decision-making.

* The role must be confident in how they plan to address uncertainties and how
they can capitalize on opportunities for the future, while identifying and
managing real and potential risks.

* To inspire trust from investors, it’s necessary for board directors to be able to
articulate their plans for the future so that investors have a clear picture of the
long-term outlook.



The Corporate Board’s Role in Stewardship

* In essence, board directors act as stewards of the company that govern for the
present times and provide guidance and direction for the future. In their role as
overseers, boards must continually assess a variety of risks in the following
categories:

* Financial reporting
* Reputation

* Litigation

* Ethics

* Technology

* Health

e Safety

* Environment



*Effective corporate governance entails that boards
must develop written, clear descriptions of the
roles for the board directors, the board, the CEO
and the primary board committees.

*Boards should also develop and write policies for
codes of business conduct, codes of ethics,
environmental, social and governance (ESG),
conflicts of interest and whistleblowing.

*Good corporate governance promotes equity and
deters fraud and other deceptive practices.



The Board’s Relationship With Management

* It’s in the board’s best interest to develop good working relationships with
managers.

* Corporations run best when the board and senior management hold the
same perspectives on strategy, priorities and risk management.

 Communication is a vital component of good corporate governance.

e Boards must communicate clearly and in a timely manner to develop a
sense of mutual confidence and trust with their managers.

* It’s important for board directors to be having regular conversations with
managers about risk mitigation and prevention.

* Managers need to understand risks so that they can put processes in place
to protect the company.



Risk conversations between boards and managers
should cover a span of risk areas, including:

e Economic risks

* Market risks

* Operational risks

* Acquisitional risks
* Dispositional risks
* Infrastructure risks
* Technology risks

e Reputational risks
* Disclosure risks

* Compliance risks



* Board Management Software Solutions Respond to the Evolution of

Corporate Governance

* Corporate governance is in a constant state of evolution in response to
the rapid changes in the financial marketplace.

* Boards must be able to adapt and respond quickly to a variety of

opportunities and risks.

A corporation requires directors, officers and shareholders to act.

* The directors comprise the
* For early-stage companies

noard of directors.

orior to an outside investment, the

board will likely have one or more founders of the business.

* As it grows, and especially once outside investors are involved In
the company, the board will add outside directors who have
Increased influence on how the company Is run.


https://learn.marsdd.com/mars-library/director-liabilities/
https://learn.marsdd.com/mars-library/concept-stage-of-company-development-funding-investors-risks-and-expectations/

» Corporate governance refers to how a board directs and
manages the corporation, taking into account the impact of
decisions on employees, customers, suppliers, communities
and shareholders.

 The board oversees the conduct of the business and
supervises management.

» Corporate statutes allow directors to delegate certain powers to
the officers of the corporation such as the CEO or CFO.

* The board delegates responsibility for the company’s day-to-
day affairs to the executives.

* The board may also have audit and compensation sub-
committees.



https://learn.marsdd.com/mars-library/keys-to-good-governance/
https://learn.marsdd.com/mars-library/separating-governance-from-management/

SCOPE OF CORPORATE GOVERNANCE
IN INDIA

* If the corporate governance of the company Is proper it will ultimately lead
to better economic growth and more success rate.

* Better corporate governance helps in getting the confidence of the investor
which will ultimately help the company in raising and acquiring the capital
fast and effectively.

* |t also lowers the cost of the capital that is required for investment.
* |t also helps in increasing the share price of the company.

* Proper corporate governance help in attaining efficiency and
also minimizes mismanagement, risk, and corruption.

* |t plays In building up the goodwill of the corporation.

* It helps iIn managing and running the operations in
the organization according to the interest of all of its stakeholders.



https://commercemates.com/characteristics-and-importance-of-investment/
https://commercemates.com/importance-marketing-organisation/

ROLE OF THE AUDIT COMMITTEE IN
CORPORATE GOVERNANCE

* The role of the audit committee forms the cornerstone for
effective corporate governance.

* Boards rely on their audit committees to offer effective
oversight of the annual auditing process.

* Members of the audit committee do their best quality work
when the majority of the members are independent and
objective.

* Regardless of their experience, nearly all audit committees
have room to improve the financial reporting process.



 Effective audit committee oversight is a vital process for
protecting investors and the health of the capital
markets.

* Audit committees also oversee the system of internal
controls and ensure that the company is compliant with
laws and regulations.

* Audit committee oversight extends to IT security and
operational matters.

*The role of the audit committee includes such
responsibilities as appointing and overseeing the work of
the auditor and managing the auditor’s compensation.



e Audit committees should have at least one individual on the committee who is
considered a financial expert.

* It’s not necessary for all members of the committee to be financial experts, but
they should be individuals who are knowledgeable about financial issues and
who have a solid understanding of accounting principles and audit and finance
terms and definitions.

* Senior managers and independent auditors also have distinct roles in the
financial reporting process.

* Managers are responsible for preparing the financial statements and establishing
internal controls over the financial reporting.

* Management must also maintain the internal controls and ensure that the
financial reporting process is accurate and effective.

* The independent auditor bears the responsibility for expressing an opinion on the
fairness of the financial statements, the company’s financial position, operational
results and cash flows and helping to ensure that those issues conform with
generally accepted accounting principles.




* Before the audit committee begins its work, committee members will need to
understand how management develops and reports internal financial
information.

* Reviewing internal information gives audit committees an opportunity to ask
guestions about the completeness, accuracy and timeliness of audit reports.

* Having a good understanding of audit reports ensures that audit committee
members will know the potential impact of financial statements.

* All audit committee members must also be up to speed on recent professional
and regulatory changes and announcements.

* The audit process is an interactive process between the audit committee,
auditors and management.

* Audit committees review the results of the audit with senior managers and
external auditors, including matters that managers generally share with the audit
committee under general auditing standards.

* One of the primary responsibilities of the audit committee is to review significant
accounting and reporting issues.



Working With External Auditors

e Audit committees are uniquely different from other committees in that they have
more authority than most other types of committees.

* Because of their unique relationship with external auditors and the importance of
their duties, it’s necessary for audit committees to have authority over their
budgets and for managing external auditors.

* For companies that have an internal audit department, the audit committee
reviews and approves the audit plan, reviews staffing and provides insight over
the organization of the audit plan.

* The audit committee also meets with internal auditors and management to touch
base for periodic review.

* During these reviews, the audit committee may propose alternative audit
approaches and coordinate the audit with internal audit staff.



*During the annual audit, the audit committee
meets separately with external auditors to discuss
matters that need to be discussed privately.

*|It’s important for audit committees to work toward
preventing fraud.

* Auditors with forensic audit expertise are adept at
detecting willful accounting errors and anomalies.

*The audit process is designhed to protect investors,
and the hope is that shareholders will have trust in
the financial reports that the company releases.



Understanding Regulations

* Members of the audit committee should be familiar with the Sarbanes-Oxley Act of
2002 (SOX).

* The Securities and Exchange Commission (SEC) adopted a rule in 2003 that mandates
the national securities exchanges and national securities associations to disallow listings
that aren’t in compliance with the audit committee requirements of SOX.

e SOX contains several rules that are specific to the role of the audit committees of
publicly listed companies.

* The law says that all committee members must be independent to preserve the
integrity of the auditing process.

* By virtue of ensuring that all audit committee members are independent, shareholders
gain assurance that the company is doing its best to prevent inside employees from
manipulating the work of the committee and the external auditors.



ROLE OF TRANSPARENCY IN CORPORATE
GOVERNANCE

* In simplest terms, transparency means having nothing to hide.

* For a c_%mpany, this means it allows its processes and transactions observable
to outsiders.

* It also makes necessary disclosures, informs everyone affected about its
decisions, and complies with legal requirements.

 After the financial scandals in the early 2000s, transparency has played a bigger
role in preventing fraud from happening again, especially at such a large scale.

* But aside from stopping the next illegal moneymaking scheme, transparency
also builds a good reputation of the company in question.

* When shareholders feel they can trust a company, they are willing to invest
more, and this greatly helps'in lowering cost of capital.

* Therefore, a company gets its ROI on the money it spent on improving
transparency.



https://www.azeusconvene.com/evolution-board-portal-history

* Transparency Is a critical component of corporate governance because it
ensures that all of a company’s actions can be checked at any given time by an
outside observer.

* This makes its processes and transactions verifiable, so if a question does come
up about a step, the company can provide a clear answer.

* Transparency Is no longer just an option, but a legal requirement that a
company has to comply with.

* But although transparency is a necessity for the whole company, its presence Is
even more important at the top where strategies are planned and decisions are
made.

* Shareholders expect that the corporate board is open about their actions;
otherwise, distrust will form. And when trust breaks, shareholders tend to stay
away and invest somewhere else.

* Transparency should have no exceptions, especially when your company’s
goals are involved.

 All stakeholders — from employees to investors — have the right to know about
the direction your company is headed for.



SHAREHOLDER’S / INVESTOR’S RIGHTS IN A
CORPORATE GOVERANCE

» Corporate governance Is the system of rules and
responsibilities delegated to several groups within a
corporation as well as procedures on handling
corporate matters.

*One of the groups, shareholders, Is given certain
rights as owners of corporations.

* These rights are protected by law, and honoring
them Is one of the objectives In corporate
governance.



Voting

» Shareholders have rights to vote on company decisions.

* They can vote on a variety of corporate matters including voting
In officers, company acquisitions and mergers or liquidations of
company assets.

* VVoting on these matters generally take place when corporations
have their annual meetings.

» Shareholders have the right to vote in person or by proxy if they
can't attend the meetings.

* They can also vote by mail, telephone and/or by mail if
corporations have these measures in place.



Inspecting

« Shareholders also have rights to inspect their corporation’s financial information.

* Inspecting the books gives shareholders a chance to view how their
corporations are performing.

 This can be critical to shareholders’ decisions to buy more shares or sell off
what they already own.

* This right isn’t as important to shareholders in public corporations because they
can get the same information from the Securities and Exchange Commission.

* Public corporations have to file their financial information each year, and it’s
avalilable to anyone interested in buying shares.

* Private companies do not have to file this information with the SEC; |
shareholders in private corporations still have the right to see their corporations’
financial information.




Dividend Entitlement

* |f corporations are distributing profits in the form of dividends, each
shareholder has the right to receive them.

 Dividend amounts are determined by the corporate officers and not by the
ownership interests of the shareholders.

* These amounts can fluctuate yearly based on the corporations’ earnings
for that year.

« With that in mind, corporations with low earnings, net losses or have other
plans with the profits to improve their businesses may not pay out
dividends.

* However, corporations must pay every shareholder a dividend if they're
distributing them and cannot select just a few to pay profits to and neglect
the rest.



Rights to Sue

» Shareholders who have been wronged by their
corporations also have the right to sue.

* For example, If shareholders didn’t receive their
entitled share of dividends or were denied access to
their corporations’ financial information, they can
bring legal actions against their corporations.

» Shareholders seeking to sue their corporations
should check with their local authorities first on how
to proceed.



Considerations

* One of the objectives of corporate governance is to be fair to all
shareholders.

* However, some corporations are issuing dual stocks that challenge the
fairness and equality of all shareholders the corporate governance is trying
to protect.

* Dual stocks are not available to all investors, and there are different levels
of rights associated with each one.

* For example, one class of stocks could be issued for common investors,
while another class Is available to company executives, founders and their
families.

* |t's possible that the shareholders who own common stocks have less
voting power than those who own the other class.



Pre-Emptive Right

* All stockholders shall have pre-emptive rights, unless the same
is denied in the Articles of Incorporation, or an amendment
thereto, of the Company.

* All stockholders shall have the right to subscribe to the capital
stock of the Company.

* The Articles of Incorporation shall lay down the specific rights
and powers of the shareholders with respect to the particular
shares they hold, all of which shall be protected by law so long
as they shall not be in conflict with the Corporation Code.



Right to Information

* The shareholders shall be provided, upon request, with periodic
reports which disclose personal and professional information about the
directors and officers of the Company, and certain other matters such
as the directors’ and officers’ holdings of the Company’s shares,
dealings with the Company, relationships among directors and key
officers of the Company, and the aggregate compensation of the
directors and officers.

* The minority shareholders shall have access to any and all information
relating to matters for which the management is accountable for and
should disclose to the shareholders.




SEBI

 Established in 1988, the Securities and Exchange Board of India
(SEBI) has the role to protect investors and regulate the
financial market.

« SEBI Initiatives In corporate governance are based on the
Securities and Exchange Board of India Act and aim to prevent
fraudulent practices.

* The organization Is responsible for enforcing rules and
regulations to promote orderly development in the stock market.

* As an investor, you must comply with these rules and follow the
code of conduct.



What Is SEBI?

 The Indian securities market is one of the most trusted in the world.

* However, things haven't always been this way. Back in the '80s, everyone
was trying to find loopholes in the system and get rich through fraudulent
schemes.

« Today, this market is tightly regulated by the Securities and Exchange
Board of India, whose role is to prohibit unfair trade practices and protect
Investors' interests, among other functions.

* The organization became autonomous and got the statutory status in
1992.

« Soo0n, it has emerged as the regulator of stock markets in India,
overseeing the activities of investors, securities issuers and market
iIntermediaries.



« SEBI Is also responsible for carrying out investor awareness
and training programs and regulating major transactions.

* Furthermore, it monitors credit rating agencies, custodians,
bankers, brokers and other financial market players.

» Several departments exist within SEBI, including but not limited
to the Corporation Finance Department (CFD), the Legal Affairs
Department, the Market Regulation Department and the Office
of International Affairs.

* The CFD, for example, oversees all matters related to
corporate governance and accounting standards.

* The Office of Investor Assistance and Education (OIAE), on the
other hand, handles investors' complaints, such as those
related to the transfer of shares.



SEBI Guidelines for Corporate Governance

« Corporate governance encompasses the mechanisms, rules and practices by
which companies are operated and controlled.

* It aims to mitigate conflicts of interest between shareholders and promote ethical
decision-making, transparency and integrity at the executive level.

* The role of SEBI in corporate governance is to ensure these rules are
Implemented and followed by all parties.

* For example, the organization ensures that companies issuing securities use
fair practices and disclose relevant information to the shareholders.

* It also regulates takeovers, listing agreements of stock exchanges, corporate
restructurings and more.



« SEBI guidelines for corporate governance are designed to provide a safe,
transparent environment for investors and prohibit fraudulent or unfair
practices, like insider trading.

* The role of SEBI in ensuring ethical standards among corporations
became even more important in 2018 when the organization imposed
additional compliance conditions.

 For instance, big firms will be required to have at least one woman
Independent director and separate chairpersons and CEOs.

* Furthermore, listed companies must disclose related-party transactions
and hold a specific number of annual general meetings.

« SEBI Initiatives Iin corporate governance are largely based on the
recommendations made by the Kotak committee in March 2018 and aim
to enhance transparency.



Key Functions of SEBI

* In addition to Its role in corporate governance, SEBI
has protective, regulatory and developmental
functions.

* The organization protects investors by prohibiting
malpractices related to securities and promoting fair trade
practices.

* Additionally, it aims to educate them on money
management, trading and finances In general.

* Its regulatory functions have the role to ensure that
corporations and financial intermediaries alike follow its
guidelines and code of conduct.



* The end goal Is to keep the financial market running
smoothly.

* The developmental functions of SEBI aim to promote
computerized trading and modernize the market
infrastructure.

* These Initiatives have led to a reduction in fraud and unfair
practices.

* For example, the organization requires companies that buy or sell
stocks to register for a dematerialization (Demat) account online,
which helps reduce bureaucracy and simplifies the process of
holding investments.

* The Demat system allows traders to work from anywhere and
mitigates the risks associated with paper shares, such as trading
delays or thefts.



OECD Principles of Corporate
Governance

*The Organization of Economic Cooperation and
Development released its first set of corporate

governance principles in 1999.
* A revised version was then released in 2004.

*The principles were developed and endorsed by the
ministers of OECD member countries in order to help
OECD and Non-OECD governments in their efforts to
create legal and regulatory frameworks for corporate

governance in their countries.



The six OECD Principles are:

*Ensuring the basis of an effective corporate governance
framework

*The rights of shareholders and key ownership functions
*The equitable treatment of shareholders

*The role of stakeholders in corporate governance
*Disclosure and transparency

*The responsibilities of the board



Ensure the basis of an effective
corporate governance framework

*The corporate governance framework
should promote transparent and efficient
markets, be consistent with the rule of
law and clearly articulate the division of
responsibilities among different
supervisory, regulatory and enforcement
authorities.



The rights of shareholders and
key ownership functions

* The corporate governance framework should protect and facilitate the exercise of
shareholders’ rights.

BASIC SHAREHOLDER RIGHTS SHOULD INCLUDE THE RIGHT TO:
e Secure methods of ownership registration;

e Convey or transfer shares;

* Obtain relevant and material information on the corporation on a timely and regular
basis;

* Participate and vote in general shareholder meetings;
* Elect and remove members of the board; and
e Share in the profits of the corporation.



The equitable treatment of
shareholders

* The corporate governance framework should ensure the equitable treatment of
all shareholders, including minority and foreign shareholders.

* All shareholders should have the opportunity to obtain effective redress for
violation of their rights.

THE PRINCIPLES ALSO STATE THAT:
* All shareholders of the same series of a class should be treated equally
* Insider trading and abusive self-dealing should be prohibited

* Members of the board and key executives should be required to disclose to the
board whether they, directly, indirectly or on behalf of third parties, have a
material interest in any transaction or matter directly affecting the corporation.



The role of stakeholders in corporate
governance

*The corporate governance framework should
recognize the rights of stakeholders established by
law or through mutual agreements and encourage
active co-operation between corporations and
stakeholders in creating wealth, jobs, and the
sustainability of financially sound enterprises.



Disclosure and transparency

*The corporate governance framework should
ensure that timely and accurate disclosure is
made on all material matters regarding the
corporation, including the financial situation,
performance, ownership, and governance of
the company.



The responsibilities of the board

*The corporate governance framework
should ensure the strategic guidance of
the company, the effective monitoring of
management by the board, and the

board’s accountability to the company
and the shareholders.



INSIDER TRADING

* Insider trading is defined as a malpractice wherein trade of a company's
securities is undertaken by people who by virtue of their work have access to
the otherwise non public information which can be crucial for making investment
decisions.

* When insiders, e.g. key employees or executives who have access to the
strategic information about the company, use the same for trading Iin the
company's stocks or securities, it is called insider trading and is highly
discouraged by the Securities and Exchange Board of India to promote fair
trading in the market for the benefit of the common investor.

* Insider trading Is an unfair practice, wherein the other stock holders are at a
great disadvantage due to lack of important insider non-public information.

« However, In certain cases If the information has been made public, in a way that
all concerned investors have access to it, that will not be a case of illegal insider
trading.



* Insider trading refers to the practice of purchasing or selling a
publicly-traded company’s securities while in possession of
material information that is not yet public information.

» Material information refers to any and all information that may
result in a substantial impact on the decision of an investor
regarding whether to buy or sell the security.

* By non-public information, we mean that the information is not
legally out in the public domain and that only a handful of
people directly related to the information possess.

* An example of an insider may be a corporate executive or
someone In government who has access to an economic report
before it is publicly released.



https://corporatefinanceinstitute.com/resources/knowledge/finance/marketable-securities/
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*Detalled rules regarding insider trading are
complicated and generally, vary from country to
country.

* The definition of an “insider” can differ significantly
under different jurisdictions.

*Some may follow a narrow definition and only
consider people within the company with direct
access to the information as an “insider.”

*On the other hand, some may also consider
people related to company officials as “insiders.”



Hypothetical Examples of Insider Trading

* The CEO of a company divulges important information about
the acquisition of his company to a friend who owns a
substantial shareholding in the company. The friend acts upon
the information and sells all his shares before the information is
made public.

* A government employee acts upon his knowledge about a new
regulation to be passed which will benefit a su ar-exportmg |
firm and buys its shares before the regulation becomes public
knowledge.

* A high-level employee overhears some conversation about a
merger and understands its market impact and consec%uently
buys the shares of the company In his father’s account.



https://corporatefinanceinstitute.com/resources/knowledge/valuation/mergers-acquisitions-ma-process/

EIGHT ELEMENTS OF A GOOD
CORPORATE GOVERNANCE

* DIRECTION

* INDEPENCE OF DIRECTORS

* EFFECTIVE RISK MANAGEMENT
* ORGANISATION

* STAKEHOLDER RELATIONS

* TRANSPARENCY

* CORPORATE CITIZENSHIP

* SELF-EVALUATION




Who is Whistlieblower ?

*A whistleblower is the person or any individual
or a group of people who identify and expose
anything such as scam, fraud, leakage, hidden
information or activity that is deemed illegal or
not correct or unethical within an organization

that may be a public or a private business
entity.



What i1s Whistle Blower policy meaning and
whistleblowing procedure in business :

* |n an organization whistle blowing policy means that the company gives
freedom and allows their employees to report or telling the management
the Facts and putting a Stop on all unethical immoral or illegal work.

* Whistle Blowing pol nd its objective is to create the open

work environment organization to encourage employee
to raise the voice

* The Corporate
extends these ri
complains for an
unethical activity, Lo
or sharing business info

d procedure in business allows or
I employees to rises their voice or
or harmful behavior, Iillegal and
properties such as Brand and Patent
hich are highly private and confidential.


https://www.hrhelpboard.com/hr-manual/about-organization.htm

*The Whistle blowing policy and procedure are laid
down in a manner which provides the provision to
anyone who Is the part of an organisation or
system to blow the whistle against anything but to
do so one has also follow the right whistle blowing

process and procedure given In the Corporate
Policy.

*This policy Is meant to guide Individuals or
employee as how to whistleblow on a company

level at the time of an incident or discovered any

Improper act or wrongdoing within the
organization.

Any matter which Is being taken care under



CLAUSE 49

» Corporate Governance refers to the set of system, principles and processes by
which a company Is governed.

« Corporate Governance is based on principles such as

 -Conducting the business with all integrity & fairness,

« — Being transparent with regard to all the transactions,

« — making all necessary disclosures,

« — Complying with applicable Law,

¢ — Accountability & responsibility towers the stakeholder.

* Clause 49 of “Listing agreement” deals with the complete guidelines for
corporate governance.

* Following are the provisions, a company, must comply to implement effective
corporate governance.




Corporate Governance-:

 |n order to comply with clause 49(1) a company must adhere with some
following principles.

1.Right of Shareholder- As shareholders are the ultimate owner of the
company, the company should seek to protect and facilitate the exercise of
right of shareholders.

A company must always be transparent with its shareholders and
shareholders should have all the rights regarding General Meeting such as
Information about meeting, participate, Vote and questioning in GM etc.

2. Role of stakeholders- A company must take care of stakeholder’s right
and encourage cooperation between company & stakeholders.

Thelir rights can be by Mutual agreement or by Applicable law or statute.



3. Disclosure & Transparency- It is the obligation on company
to be transparent with its stakeholders by giving disclosures of
all material matters on timely basis.

Disclosure can be regarding financial position, Performance,
ownership and Governance etc.

Non disclosure of Material Matter is Strictly Prohibited.

4. Responsibility of Board- Members of the Board should
disclose their Interest In company and in any Iindividual
transaction and contract.

They should also maintain the rule of confidentiality.

They should also perform their key function such as preparation
of major action plan, corporate Strategy, execution of Board, and
effective financial Performance.



Board of Directors-:

1. Composition of Board

* Optimum Combination of Executive & Non Executive
Directors,

* Not less than 50% of the board should comprise Non-
Executive Directors, At Least one Women Director,

* Where chairman is non executive Director at least 1/3rd of
the board should comprise Independent Director, and if

* Chairman is executive director then % of the board should
comprise Independent Director.



2. Independent Director

* Independent director shall mean “Non-Executive Director” other than Nominee Director, and
shall be person who in opinion of board possesses integrity, relevant expertise & knowledge.

AN INDEPENDENT DIRECTOR SHALL NOT BE

* The promoter or relative of promoter of the company or its holding or subsidiary or associates
company,

* A person who by himself or his relative have any pecuniary interest other than salary, directly
or indirectly, with the company or its holding or subsidiary or associate company,

* A person neither himself nor his relative hold or has hold the position of KMP or Employee in
the company or its holding or subsidiary or associates company, in any of three financial year
immediately preceding the FY in which he is proposed to be appointed.

* Company Secretary,



*Cost Auditors, of the company or its holding or
subsidiary or associates company or any legal
firm which has transaction or amount more
than 10% of the gross turnover of such firm.

*Holds together with his relative 2% or more of
voting power,

*A material supplier, service provider or
customer, or a lessor or lessee of the company.

*A person not less than 21 years of age.



Rules related to Independent director

i. Limit on Membership of Director- A person cannot be Independent director
-In more than 7 Companies,
— If whole time director then maximum 3 companies.

ii. Maximum Tenure- Independent Director can hold office for a term up to five
consecutive years, and eligible for re-appointment of one more term.

iii. Formal Letter for Appointment- A formal letter of appointment shall be given to
independent director and, brief profile of him shall be publish on the website.



* iv. Performance Evaluation — Nomination committee shall lay down & disclose the
criteria for performance evaluation and it shall be done by all board members
except whose evaluation is being done. The term of the director shall be decided
as per the performance evaluation.

* v. Separate meeting of Independent Director- All the independent directors shall
have at least one meeting in a year to

* — Review the performance of Non-Independent director,
e — Performance of Chairperson,
e — Effectiveness of Board

* vi. Training- Company shall provide suitable training to Independent Director.



3. Non executive Director’s
Compensation & Remuneration

*Compensation to non executive director shall be
fixed by the board with previous approval of
shareholders in GM.

*Resolution shall specify the maximum No. of stock
option to Non Executive Director



4. Other Provision of Board &
Committees

* Board shall meet at least 4 times a year with a maximum time
gap between two meet shall not be more than 120 days

* A director shall not be

e— A memberin 10 committees,

* — Chairman of 5 committee in which he is director

* Periodic Review of Compliance of law & regulation by board

* Removal, Resignation & reappointment of Independent
Director.




5. Code of Conduct

*Board shall lay down the code of conduct, Board
members and senior management personnel are
bound to comply with that,

*Provision or codes are as per New Companies Act,
2013

*Every person is responsible for such act of omission
which had occurred within his Knowledge.



6. Whistle Blower Policy

*A vigil Mechanism , for actual or Suspected fraud or
unethical Behavior shall be placed,

* Adequate safe guard shall be provided against
victimization who avail the mechanism,

*The details of this mechanism shall be placed on
company’s website



Audit Committee:-

*The audit committee is a committee of the board of
directors responsible for oversight of the financial
reporting process, selection of independent auditor,
receipt of audit results from both internal & external
auditors.

*The committee assists the board to fulfil its corporate
governance and overseeing responsibilities in relation to
an entity’s financial reporting, internal control system.



* Minimum 3 directors shall be the members of Audit Committee,
* 2/3rd shall be the Independent Director

* All the members shall be financially literate & at least one member
must have expertise in accounts & finance field.

* Chairman shall be Independent Director and must be present at annual
general meeting.

 Company secretary shall act as secretary of committee.

* At least four meeting in a year shall be held by audit committee with
maximum time gap between two meetings shall not be more than 120
days.

* Quorum shall either two members or 1/3rd members of the committee
which shall be higher but at least two independent directors must be
present.



Powers of Audit Committee

*To investigate any activity within its terms of
reference,

*To seek information from any employee,
*To obtain outside or legal advice,

*To secure attendance of outsider with relevant
expertise, if any



Role of Audit Committee

* Overseeing the Financial reporting and disclosure process,

* Monitoring choice of accounting policies and principles,

* Overseeing hiring, performance and independence of the
external auditor

* Oversight of regulatory compliance, ethics & whistle blower’s

hotline
* Monitoring t
* Overseeing t

ne internal control process,

ne performance of internal audit function,

* Discuss risk management policies etc.



Nomination & Remuneration Committee:-

* Nomination & Remuneration Committee shall be constituted by
company which shall comprise

e At least three director,
e All shall be non executive,
* Half of the members shall be Independent Director.

* The role of the committee is to formulate the criteria for determining
qgualification, positive attributes and Independence of Directors,
Recommendation of remuneration policy.

* The committee shall also formulate criteria for person in management
who deserves to be a director.



Subsidiary Company:-

* At least one independent director must be the director of Material Non Listed
Subsidiary Company.

e Audit Committee shall review the financial performance of subsidiary in order to
have a good control or view of subsidiary company.

* Board of Holding must review all significant transactions and arrangements
between holding & subsidiary, all MATERIAL SUBSIDIARIES shall be disclose to
stock exchange.

* Material Subsidiary means

* 20% of consolidated net worth is invested in the subsidiary company,
* 20% of the consolidated income coming from subsidiary company.



Risk Management:-

* A company shall lay down procedure to inform board
members about risk management, assessment and
minimization procedure.

*The board shall be responsible for framing,
implementing & monitoring the management plan.

* Company shall also constitute risk management
committees



Disclosure-:

* For good corporate governance company should make all
necessary disclosures.

* It is also a responsibility on management to make disclosures
of all material matters which all stakeholders are suppose to
know.

e Stakeholders like creditors and customers can not attend
meetings so the disclosure is only way through which they can
get information.



Disclosure can be of following matters

* transaction which is material in nature

* Any accounting treatment, different from normal treatment & reason
thereof,

* Remuneration to directors, facilities, perquisites etc given to directors.
Any contract & arrangement entered into with them,

* Management disclosure and analysis report on various matters such as
industry structure & development, opportunities and threats, segment
wise or product wise performance, outlook, risk concern, discussion on
financial performance.

* transaction in which directors have personal interest shall also be
disclosed



* In case of appointment of new or reappointment of director some
information about it like brief resume of director, nature of expertise
in specific area, no. of directorship in other companies

* If any director resigns then the resignation letter along with detailed
reason shall be disclose on company’s website.

* Training imparted to independent director, vigil mechanism and
remuneration policy shall be disclose in the annual report of the
company

* When money rose through public issue, right issue, the company
shall disclose their intended use & actual use, on quarterly basis.

* A statement on annual basis shall also be prepared for the fund
utilized for the purpose other than those for which they were being
acquired.



CEO/CFO Certification-:

* Any managing director, CFO or whole time finance director, who is in discharging
of finance function, must certify to the board that the financial statements have
been reviewed by him and present the true & fair view and do not contain any
material untrue statement or misstatement.

 He also indicate to auditor or audit committee if

* There is any material change in internal control system,

* Change in accounting policies,

* Knowledge of any fraudulent activity being noticed by them
* Report on corporate governance-:



* A company must give a separate section on
Corporate Governance in annual report, where all
the disclosures regarding compliance & non
compliance with mandatory requirement and the
extent to which non mandatory requirements have
been adopted.

Compliance- Company shall obtain Annual Activity
Certificate from auditor or practicing company
secretary, about the compliance of the clause 49 of
Listing Agreement.



Conclusion-:

* The main motive of this clause is that company should be fair with its
stakeholders.

e Everything in the company must be done effectively & fairly.

* Since the Stakeholders have social & financial interest in the company hence
company is bound to provide a safeguard to their interest.

* If we compare this new amended clause with the previous clause of Companies
act 1956 we will see that this new clause seek for better transparency and
safeguarding of interest of stakeholder’s as new detailed provision of
Independent Director has been inserted, role of Audit Committee has enhanced
etc.

* Compulsion of at least One Women Director represent that ministry is working
for the Women Empowerment.



CADBURY
REPORT on

CORPORATE GOVERNANCE
22




dre Cadbury Committee was set-up in gflay 7997
by the gfinancial cReporting Council of the fondon
Stock fxchange.

Jdhe committee published its wepoxt in Jecemberx
7992.

gTdrian &dbuf# the chaitman of the fadbat#
comumittiee.




Nele of Joatd of . oDitectotA, duties of the boaxd
and its compositions.

Role of cNon_fxecutive _Jirectors.

Healing with theit cRemunerations.
gtddressing questions of financial reporting and
financial contxols.




e boaxd A/z.éulcl meet regularly, wetain full and
#ctiue control ovex the company and monitor the
executive managemen L.

J he boaxd should include non-executive directors of
u#icien.t caliber and numberx ﬁ:t their views to carzy
significant weight in the board’s decisions.

Tl directors should have access to the advice and

sexvices of the company secretaty, who is zesponsible to
the boaxd fox ensuxing that boaxd procedures axe
followed and that applicable wules and tegu[ation.s ace
complied with. gEny question of the removal of the
company secrtetaty should be a mattex fox the board as

a whole.




cNon-executive directors should bring an
indgoenden.t Juc@men.t to bea on issues of
strategy, ,oetﬁuna.n.ce, resoutces, l.n.cladug ke#
appointments, and standaxds of conduct.
on-executive ditectoTs 5 int
d hould be appo ed

Apeclﬁed terzms and reappointment should not be
autfomaltic.

cNon-executive directors should be selected through
a ﬁ)tnzal process and both this process and their

appointment should be a matterx ﬁ:t the board as a
whole.




we tecommend that futuce sexvice conteacts should
not exceed thxee Years without shareholdexs’
approval and that the Companies gftct should be
amended inline with this Tecommendation.

Shareholderxs tequire that the tremunexation of
dizectors should be both faix and competitive.

e nnual Zeneral gfleeting provides the
opportunity fox shareholderxs to make theix views on
such mattexs as divector s benefit known to theix
boarxds.




Qt is the boaxd s dut# to present a balanced and
undexstandable assessment of the company s
,ao.‘sition..

dre boaxd should ensurxe that an objective and
professional zelationship is maintained with the
auditors.

dre boaxd should establish an audit committee of
at [least three non-executive directors with written

teTms of tgﬁten.ce which deal cleat@ with ifs
au.t/a.otlg and duties.




/re directors should explain their responsibility fox
preparing the accounts next to a statement 6# the
auditors about their Teporting wesponsibilities.

dhe ditectors should Tepoxt on the effectiveness of
the company 3 system of intexnal control.

dhe ditectors should tepoxt that the business is a
going concexn, with supporting assumptions ox
qualifications as necessaxy.




% single pexson should not be vested with the
decision making power. ie., the wole of chaitman
and c/u.ef" executive should be Aepatated cleat@.

e cNon-executive ditectors should act
uzdgpen.den.tg while Giving their judgment on issue
of strategy, performance, allocation of

zesouzces, and deugn.mg the code of conduct.

T majority of directors should be independent non-
executive directors, i.e., t/l.g should not have any
financial intexests in the company.




e texm of the Jirectors can be extended beyond

three Years on.g aﬁet the priox qpp‘:oval of the
shareholderxs.

g% temuneration committee with majoxity of non-
executive ditectors should decide on the pay of the
executive dirtectors.

e intexrim company xeport should give the
balance sheet information and xeviewed by the
auditor.

/e information xegaxding the audit fee should be
made public and there should be tegulax xotation of
the auditors.




P oé;ectlve and /:toﬁ‘ulon.al u[atlon.ab.sp with the
auditors must be ensurxed.

® thmt-betepomdtﬁatabmbuMbagmag




Cadbury Committee

Recommendations In A Nutshell
-ROLE OF CHAIRMAN

* The chairman's role in securing good corporate governance is crucial.

* Chairmen are primarily responsible for the working of the board, for Its
balance of membership subject to board and shareholders' approval,
for ensuring that all relevant issues are on the agenda, and for
ensuring that directors, executive and non-executive alike, are
enabled and encouraged to play their part in its activities.

» Chairmen should be able to stand sufficiently back from the day-to-
day running of the business to ensure that their boards are in full
control of the company's affairs and alert to the obligations to their
shareholders.



* It Is for chairmen to make certain that their non-executive
directors receive timely, relevant information tailored to their
needs, and that they are briefed well enough on the issues
arising at meetings for them to be effective board members.

* Given the importance and particular nature of the chairman's
role, it should in principle be separate from that of the chief
executive.

* If the two roles are combined in one person, it represents a
considerable concentration of power.

* We recommend, therefore, that there should be clearly
accepted division of responsibilities at the head of a company,
which will ensure a balance of power and authority, such that
no one individual has unfettered powers of decision.



THE GENESIS

* The Cadbury Committee was set up in May 1991 by the
Financial Reporting Council, the London Stock Exchange
and the accountancy profession to address the financial
aspects of corporate governance.

* [ts chairman was Sir Adrian Cadbury.

* The sponsors were concerned at the perceived low level
of confidence both In financial reporting and in the ability
of auditors to provide the safeguards which the users of
company reports sought and expected.



* The underlying factors were seen as the absence of a clear
framework for ensuring that directors kept under review the
controls in their business, together with the looseness of
accounting standards and competitive pressures, both on
companies and on auditors, which made it difficult for auditors
to stand up to demanding boards.

* These concerns about the working of the corporate system
were heightened by some unexpected failures of major
companies and by criticisms of the lack of effective board
accountabllity for such matters as directors' pay.

* Further evidence of the breadth of feeling that action had to be
taken to clarify responsiblilities and to raise standards came
from a number of reports on different aspects of corporate
governance which had either been published or were In
preparation at that time.



SUMMARY OF RECOMMENDATIONS

* The boards of all listed companies should comply with the code
of best practice set out by the committee.

* As many companies as possible should aim at meeting its
requirements.

* The listed companies reporting in respect of years ending on or
after 31 December, 1992, should make a statement about their
compliance with the code In the report and accounts and give
reasons for any areas of non-compliance.

« Companies should publish their statement of compliance only
after they have been the subject of review by the auditors.



NARAYAN MURTHY
REPORT ON CORPORATE
GOVERNANACE 2003

» PRESENTED BY GROUP



Brief Background

1. Kumar Mangalam Birla Commitiee Report [2000]

~ Following ClI's initiative, SEBI set up a committee under
Kumar Mangalam Birla to design a mandatory cum-
recommendatory code for listed companies.

~ Approved by SEBI in December 2000.
2. Department of Company Affairs (DCA)[2001-02]

~ Following CIll and SEBI, DCA modified the Companies Act,
1956 to incorporate specific Corporate Governance provisions
regarding Independent Directors and Audit Committiees

3. Naresh Chandra Committee Report [2002]

~ In August 2002, DCA appointed Naresh Chandra Committee
to examine various corporate governance issues.

~ Entrusted to analyze and recommend changes, to the issues
related to the statutory auditor-company relationship,
certification of accounts and financial statements by the
management and directors; and role of independent directors.



NARAYAN MURTHY REPORT ON
CORPORATE GOVERNANACE

» The SEBI Commitiee on Corporate Governance was
constituted under the Chairmanship of Shri N. R. Narayana
Murthy, Chairman and Chief Mentor of Infosys Technologies
Limited to:

; review Clause 49

ii. suggest measures to improve corporate governance
standards.

ii.  determine the role of companies in responding to rumour
and other price sensitive information circulating in the
market in order to enhance the transparency and integrity of
the market.

» The Commitiee met thrice on December 7, 2002, January 7,
2003 and February 8, 2003, to deliberate the issues related to
corporate governance and finalize its recommendations to
SEBI.

»---The - commitiee -laid -down some mandatoryand non--—————— .
¥ mandatory recommendations.



KEY RECOMMENDATIONS

Mandatory _ Non Mandatory
Recommendations Recommendations
1. Audit committee . Moving to a regime
>,  Related party where corporate
transactions financial statementis are

5 Proceeds from initial ) rnosftgﬁt?ggeadsystem X
public ofierings ~ training of board

2. Whistle blower policy members

5. Risk Management 3. The evaluation of

6. Code of conduct performance of board
7. Nominee directors members

g. Compensation to non-

executive directors
- Independent Directors
0. Real Time Disclosures.



MANDATORY RECOMMENDATIONS >=>



AUDIT COMMITTEES

Audit committees of publicly listed companies should be required
to review the following information mandatorily:

» Financial statements;

» Management discussion and analysis of financial condition
and resulis of operations;

» Reportis relating to compliance with laws and to risk
management;

» Management letters / letters of internal control weaknesses
iIssued by statutory / internal auditors; and

» Records of related party transactions.

Financial literacy of members of the audit commitiee

> All audit committee members should be “financially literate” and
at least one member should have accounting or related



RELATED PARTY TRANSACTIONS

» A statement of all transactions with related parties including their
bases (methodology) should be placed before the independent audit
committee for formal approval / ratification.

» If any transaction is not on an arm’s length basis, management
should provide an explanation to the audit committee justifying the
same.

> The "arm'’s length’ is the condition or the fact that the parties to a
transaction are independent and on an equal footing.

» Under AS 18, related party includes:

> Enterprises, directly or indirectly, controlled by one or more other
enterprises;

» Associates or Joint Ventures of an enterprise;

> Individuals who own interest in the voting power of an enterprise and
are in a position to significantly influence the enterprise;

» Key Management Personnel and their relatives;
» Enterprises which share common directors.



PROCEEDS FROM IPOs

» Companies raising money through an IPO should
disclose to the Audit Committee, the uses /
applications of funds by major category like capital
expenditure, sales and marketing, working capital,
etc), on a quarterly basis.

» On an annual basis, the company shall prepare a
statement of funds utilised for purposes other than
those stated in the offer document/prospectus.

» This statement should be certified by the
independent auditors of the company.

» The audit committee should make appropriate
recommendations to the Board to take up steps in
this matter.



WHISTLE BLOWER POLICY

» Personnel who observe an unethical or improper
practice (not necessarily a violation of law) should be

able to approach the audit committee without
necessarily informing heir supervisors.

» Companies shall take measures to ensure that this
right of access is communicated to all employees
through means of internal circulars, etc.

» The employment and other personnel policies of the
company shall contain provisions protecting “whistle
blowers” from unfair termination and other unfair

prejudicial employment practices.



RISK MANAGEMENT

» Procedures should be in place to inform Board members
about the risk assessment and minimization procedures.

» These procedures should be periodically reviewed to
ensure that executive management controls risk through
means of a properly defined framework.

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

» This document should be formally approved by the
Board.



CODE OF CONDUCT

» It should be obligatory for the Board of a company to lay
down the code of conduct for all Board members and
senior management of a company which will be posted to
the website

» All Board members and senior management personnel
shall affirm compliance with the code on an annual basis.

» The annual report of the company shall contain a
declaration to this effect signed off by the CEO and COO.

» For this purpose, the term “"senior management” shall
mean personnel of the company who are members of iis
management / operating council (i.e. core management
team excluding Board of Directors). Normally, this would
comprise all members of management one level below
the executive directors



NOMINEE DIRECTORS

» T here shall be no nominee directors.

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

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

» Nominee of the Government on public sector
companies shall be similarly elected and shall be

subject to the same responsibilities and liabilities as
other directors.



COMPENSATION

» All compensation paid to nonexecutive directors may
be fixed by the Board of Directors and should be
approved by shareholders in general meeting.

» Limits should be set for the maximum number of
stock options that can be granted to non-executive
directors in any financial year and in aggregate.

» Companies should publish their compensation
philosophy and statement of entitied compensation
INn respect of non-executive directors in their annual
report and website.

» Non-executive directors should be required to
disclose their stock holding (both own or held by / for
other persons on a beneficial basis) in the listed
company in which they are proposed to be appointed
as directors, prior to their appointment.



INDEPENDENT DIRECTORS

» The termm “independent director” is defined as a non-executive director of the company
who:
» apart from receiving director remuneration, does not have any material pecuniary

relationships or transactions with the company, its promoters, its senior management
or its holding company, its subsidiaries and associated companies;

» is not related to promoters or management at the board level or at one level below the
board;

» has not been an executive of the company in the immediately preceding three
financial years;

» is not a partner or an executive of the statutory audit firm or the intemal audit firm that
is associated with the company, and has not been a partner or an executive of any
such firm for the last three years.

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

» is not a substantial shareholder of the company, i.e. owning two percent or more of the
block of voting shares.

» The remuneration paid to an independent director shall be the same as those applied
to a non-executive directors.



REAL TIME DISCLOSURES

» It was suggested that SEBI should issue rules
relating to real-time disclosures of certain events or
transactions that may be of importance to investors,
within 3-5 business days.

» These would include evenis such as-
(a) a change in the control of the company,

(b) a company’'s acquisition / disposal of a significant
amount of assets,

(c) bankruptcy or receivership,

(d) a change in the company’s independent auditors,
and

;(e)-.the-resignation--of-a.-director .........................................................



NON MANDATORY
RECOMMENDATIONS >>



Audit Qualifications

» Companies should be encouraged to move towards
a regime of unqualified financial statements.

» This recommendation should be reviewed at an
appropriate intervals to determine whether the
financial reporting climate is conducive towards a
system of filing only unqualified financial statements.



Training of BOD

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



Evaluation of Board Performance

» The performance evaluation of non-executive
directors should be by a peer group comprising the
entire Board of Directors, excluding the director
being evaluated; and

» Peer group evaluation should be the mechanism to
determine whether to extend / continue the terms of
appointment of non-executive directors.



“Corporate governance is beyond the
realm of law. It cannot be regulated by
legislation alone. Legislation can only lay
down a common framework — the "form" to
ensure standards. The "substance"” will
ultimately determine the credibility and
integrity of the process.”

-Shri Narayana Murthy



Corporate Governance and

rPOI"[IH . .
» Overwhelmingly, company financial statements and tax

returns are prepared with integrity by honest managers
and audited by competent professionals with proper
skepticism.

* Fraud and misleading reporting barely impact economic
projections.

» Confidence In financial statements has been damaged,
though, because a few people took advantage of trust and
position, supported by others who did not carefully guard
company assets and the sanctity of financial reports.

* Unfortunately, examples have been promrnent and the
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* Financial reporting is self-regulated.

* Managements prepare reports, interpreting how to
report results.

* Reports are seldom immediately reviewed by regulators
and may never be reviewed.

 Managements' greater fear Is that analysts, strike
lawyers, competitors, or reporters will find errors in the
financial statements. Self-regulation will not change, and
there is no need to change It.

* Notwithstanding this conclusion, we have learned, or
have at least been reminded from recent experiences,
that certain aspects of the financial reporting system
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Standards for Financial

| Re orting |
*We need to fix Generally AcceptedAccounting

Principles (GAAP), the benchmarks for financial
reporting. Accountants are overwhelmed with the
standards setting process.

* Financial statement readers want reports on assets and
liabilities Iin a world that Is trading elements of assets
and liablilities.

* It Is difficult to reduce business complexity to simple,
transparent financial statements.

* Assets and liabilities today are carved into elements,
dividina shared resnonsibilitv and ownership.



* The standards setting process is emotional and political. Debate
Is less about accounting theory than the impact on financial
position and capital allocation.

* To address the GAAP problem, a new law, Sarbanes-Oxley,
directed the Securities and Exchange Commission (SEC) to do
two things: decide who is in charge of GAAP and whether GAAP
should be principles-based or rules-based.

» So far, the SEC’s answers are weak, perhaps demonstrating the
depth of the problem.

* A year after the passage of Sarbanes-Oxley, the SEC has
concluded that the Financial Accounting Standards Board (FASB)
IS In charge, but the SEC directed the FASB to further develop
the conceptual framework of accounting, manage the
convergence of U.S. standards with the rest of the world, and
complete other difficult tasks.

* The SEC answered the question of principles-based versus




Internal Controls

* Sarbanes-Oxley addressed a second problem: internal controls over
financial reports.

* Internal controls are activities that assure companies achieve
business objectives, not the least of which Is good financial reporting.

* Some companies do not have good internal controls. But even If they
do, bad managers can ignore the controls and initiate improper
transactions in financial statements.

e Internal controls have never been well documented.

* They develop more from instinct, similar to the way a person dons a
coat when it Is cold. Documenting instinct seems to add little value.
But many risks needing controls are not as obvious as temperature
changes. Formal development and documentation can help.



«Sarbanes-Oxley requires new reporting to
Investors on the effectiveness of internal
controls.

*These new requirements exposed the truth
about controls.

*The requirement Is controversial because
compliance Is expensive.

*Audit fees have Increased dramatically and
companies are investing heavily In
combpliance



Auditors

« Auditors are a separate, complex problem.

« Auditors assure investors about the reliability of financial reports, but
auditors know there is an “expectation gap.”

« Auditors cannot accomplish everything expected.

 Auditors work from a risk model that weights costs of finding problems.
The model accepts undiscovered reporting problems when the cost to find
them is too high.

* When the expectation gap becomes a problem, the argument is about
auditor negligence, so difficult to defend in hindsight.

« Accounting firms manage this risk through legal defense, settlements,
Insurance, etc. If these fail, partners melt into other firms, leaving the
damage behind.



Confidence In auditors has suffered.

*The past haunts the accounting
profession.

*Investors are troubled by self-
regulation and audit quality.

Large firms face huge litigation claims
and their nonaudit practices are
viewed with suspicion.



What Is the Role of Agency Theory
In Corporate Governance?

Agency theory Is a principle that is used to explain
and resolve Issues In the relationship between
business principals and their agents.

* Most commonly, that relationship Is the one
between shareholders, as principals, and company
executives, as agents.

* Agency theory is used to understand the relationships
between agents and principals.



*The agent represents the principal in a particular
business transaction and is expected to represent the
best interests of the principal without regard for self-
Interest.

*The different interests of principals and agents may
become a source of conflict, as some agents may not
perfectly act in the principal's best interests.

*The resulting miscommunication and disagreement may
result in various problems and discord within companies.

*Incompatible desires may drive a wedge between each
stakeholder and cause inefficiencies and financial losses.

*This leads to the principal-agent problem.



*The principal-agent problem occurs when the
interests of a principal and agent come into
conflict.

Companies should seek to minimize these
situations through solid corporate policy.

*These conflicts present normally ethical
individuals with opportunities for moral hazard.

*Incentives may be used to redirect the
behavior of the agent to realign these interests
with the principal's concerns.



e Corporate governance can be used to change the rules under which
the agent operates and restore the principal's interests.

* The principal, by employing the agent to represent the principal's
interests, must overcome a lack of information about the agent's
performance of the task.

* Agents must have incentives encouraging them to act in unison with
the principal's interests.

* Agency theory may be used to design these incentives appropriately
by considering what interests motivate the agent to act.

* Incentives encouraging the wrong behavior must be removed, and
rules discouraging moral hazard must be in place.

* Understanding the mechanisms that create problems helps
businesses develop better corporate policy.



*To determine whether or not an agent acts in their
principal’s best interest, the standard of "agency loss"
has emerged as a commonly used metric.

*Strictly defined, agency loss is the difference between
the optimal results for the principal and the
consequences of the agent's behavior.

*For example, when an agent routinely performs with
the principal's best interest in mind, agency loss is zero.

*But the further an agent's actions diverge from the
principal's best interests, the greater the agency loss
becomes.



*Agency loss drops when the following situations
OCCur:

* The agent and principal hold similar interests and desire the
same outcome.

* The principal is mindful of the agent's activities, so the principal
has a keen knowledge of the level of service they are receiving.

* If neither of these events occurs, agency loss is likely to climb.

* Therefore, the chief challenge involves persuading agents to
prioritize their principal's best interest while placing their self-
Interest second.

* If done correctly, the agent will nurture their principal's wealth,
while incidentally enriching their bottom lines.




*The agency problem iIs a conflict of
Interest inherent in any relationship
where one party Is expected to act In
another's best interests.

*In corporate finance, the agency
problem usually refers to a conflict of
Interest between a company's
management and the company's
stockholders.



AGENCY THEORY

1.

In finance, the most talked about agency relationship exists between
shareholders and executives of a corporation where the top brass is
elected to act in the interest of the true owners of the company.

(Government Vs Ivlasses

2. Employer Vs Employees

3.

Orarners Ve Management

Different Risk Appetite

Super Self Centered Executives



Different Risk Appetite

« One of the major reasons for such strife is the levels of risk appetite
each is willing to undertake.

« Shareholders are mostly not involved in the day-to-day working of the
company and hence are not fully equipped to understand the rationale
behind critical business decisions.

 On the contrary, managers are more far-sighted and have a far
grfeatertr_lsk appetite due to their close acceéss to the relevant
information.

* They believe in the going concern concept of accounting and most of
their dc?asmns are taken keeping the long-term view of the company
in mind.

* While the shareholders are keen to increase the current and future
value of their holdings, the executives are more interested in the
long-term growth of the company.

* Thus, the differences in their approach create a feeling of distrust and
disharmony.



https://efinancemanagement.com/financial-accounting/what-is-accounting

* Agency theory in corporate finance is gaining momentum for all
the right reasons.

« With markets getting volatile as ever, it becomes imperative that
both, the interests of the shareholders and the company are
taken care of.

* The shareholders should trust the management of the company
and go an extra mile to understand their day-to-day business
decisions.

« Similarly, the management should also keep the interests of the
true owners of the company in their mind.

* A clear communication should be sent out explaining the
rationale behind major business decisions to help shareholders
understand and appreciate changes if any.

« A robust corporate policy can help to keep differences at bay.!



https://efinancemanagement.com/corporate-finance
https://efinancemanagement.com/financial-management/effective-management

* Corporate management should act in the best interest of a
company's stakeholders, especially the shareholders who own
equity but have no direct voice.

* The agency theory of corporate governance is quite simple, at
least on the surface.

* |t states that corporate executives have a moral and financial
duty to act in the best interests of the parties they serve,
specifically the shareholders.

* In practice, agency theory can sometimes be quite challenging,
especially when there are billions of dollars at stake.

* The agency theory of corporate governance addresses conflicts
of interest for board members by stating that executives must
prioritize the interests of shareholders.



Importance of Agency Theory

Decision-making protocols.

* In theory, buying a share of company stock gives you a vote in major
company decisions.

* This right is diluted by the fact that some stockholders may own a
single share, giving them a single vote, while others own thousands of
shares, giving them thousands of votes.

* Executives and board members should represent all shareholders, but
they might overrepresent those who own the most equity.

* Agency theory is a step toward navigating these complex and
sometimes conflicting obligations.



*Greedy executives.

*The people with the power to make high-
level corporate decisions are often directly
in line to benefit from some of these
decisions, especially with regard to issues of

corporate pay.



* Long-term vs. short-term interests.

* It may be in the best interests of a company to invest
in the future, but these outlays often come at the

expense of short-term rewards such as shareholder
dividends.

* Executives conscientiously practicing corporate
agency theory will use the knowledge and skills that
landed them in management positions to make the
best calls possible for the organization as a whole.




Purpose of Agency Theory

* In order to explain agency theory, it's useful to think in terms of different perspectives
on risk assessment.

e Unless shareholders are unusually well informed about the inner workings of a
company, they're likely to want to invest company resources in ways that will bring the
most income in the short term.

* However, investments that bring about quick returns tend to be riskier than strategies
that unfold more slowly, allowing a company to adapt and adjust.

e Shareholders purchase their shares and then enjoy returns over time if the business is
successful.

* Although the value of their shares may be at risk from speculation and approaches
geared toward reaping short-term benefits, the shareholders themselves aren't taking
on any additional risks from these ventures.

* In contrast, managers and board members who are more actively involved in the
company's day-to-day activities have a more sober assessment of the risks associated
with aggressive short-term strategies.



The Importance of Communication

* By keeping shareholders well informed of company
activities, executives and board members who act in
their interests as agents can mitigate some of the risk
of distrust and conflict of interest that is often
characteristic of this relationship.

* Transparency helps to reinforce the idea that the
interests of shareholders and their management are
ultimately aligned, and agents are truly acting in the
best interests of the parties they represent.



