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CHAPTER 1
Corporate Governance: Preliminary
Discussion

During the last two decades, there has been antmngy discussion on corporate governance
emphasizing its importance and relevance in theentieconomic scenario. The contemporary
globalised business environment has increased ddrope effectively after the drive towards
integration of national economies in general anénapy of Indian economy in particular,
associated with large scale public interest. Itinisreasingly being understood that better
corporate governance results in enhancing the intiga company and thus improves its
reputation, as well as market capitalization. Thed®nging business realities in the
contemporary times highlight the importance of gaaace in general and corporate governance

in particular.

The term Corporate Governance conjures up differe@anings and explanations. Corporate
governance is a concept that envisages a set tédnsysand checks which ensures that the
company is managed properly to the best interebtshareholders, creditors, employees,
customers, suppliers, community and governmengyotise larger society. In other words it is
not only a reactive concept implying checks anaheds but a proactive process which aims at
creating corporate excellence thereby enhancing vdiue of the firm. The emphasis is on
inculcating corporate democracy, fairness, trarepar, accountability in operations as well as

reporting practices.

Evidently, the significance of corporate governamcéhe last ten years have designated a new
area of academic specialization, though many ofatgral themes have been subjects of debate
in sociology and economics for many years. Therg lbeen a growing academic interest to

understand changes in the financial and legal azgdon of business, patterns of political



intervention in business, larger development rdléowsiness has motivated social scientists,
lawyers, schools of business management to takée#ukin the development of this emerging
specialism. Scott and Blau, (2001) noted that issafecorporate governance and subsequent
practices of companies are no longer confined @csthoke filled boardrooms rather generated a
large scale academic explanations and also publerest. Before proceeding further into a
detailed analysis of various arguments concerniraglemn business corporation as a social
institution and relevance of appropriate governameghanisms to address the best interests of
numerous social actors, it would be befitting tontren the three major reasons for the growing

importance of corporate governance in the presmntagio.

Firstly, the need for effective corporate govermaries at the heart of modern business
corporation and its subsequent ownership pattearleBand Means, (1932) described the
business organization (corporation) is a distinatitg by its sheer size of operations,
sophistication of expertise and diffused ownershignds to be corporatised with virtually
inevitable separation of ownership and managemEms earmarks misalignment of interest
between owners of the firm and managers of the, fasnthe nature of ownership is diffused and
real owners (shareholders) are away from day toed@gutive management of the company,
which has been delegated to corporate managers s€paration of ownership and control raises
certain agency problems because of self- interasts self-dealing by managers (agents)
subsequently leading to misappropriation of owr(principles) wealth by managers, at times
loss of stockholder investments. Corporate gover@athus, as illustrated by Pearce and
Robinson jr. (2005), is an appropriate mechanisralign the interests of principles (corporate
owners) with that of agents (corporate managers)th®y way of internal and external
mechanisms. The system of corporate governanceslstresses the role of board of directors as
fiduciaries of stockholders, to monitor, motivatelasecure the corporate managers to pursue the
interests of shareholders above all. Jacoby (260%d that structure and system of corporate
governance guide the management on what needsdorteeon one hand and monitor/ evaluate
managerial performance against set levels of eapens all in the interests of owner and

shareholders.



Secondly, a key concern for an effective corpogagernance framework is the growth of
capital markets globally and cross border flowsabital. The developments in global financial
market have potentially influenced the way corp@r@mpanies govern themselves. Sundaram
and Bradley (2004), opined that these growing tseack well in tune with the demands of
globalization in the contemporary times. The insne@ reliance on equity/debt markets enabled
firms to adopt better standards of governance wimcturn create and transfer value to the

shareholders.

Thirdly, to be sure, around the globe, societiesehbeen experiencing tremendous social,
political and economic change during last quartantary. According to Reed, (2004) ‘If we
focus on the intersection of two particularly sigrant areas where majority of changes has been
taking place over time — changes in the mannerhithvcorporations are governed and changes
in the efforts of developing countries to promotvelopments’. However, it has not been
common to relate corporate governance and developsiace former has been frequently
conceived in terms of obligations of business ommions to shareholders, while later has
primarily been understood to be the domain of statelving various micro-macro policies and
programmes that result in the realization of gaaid priorities of the state. While in actual
practice there has always been some relationshipvelba corporate governance and
development as the manner and substance of coepdeaision making significantly affected
development prospects. Recently, the process afoecic reforms associated with notion of
globalization has led to reduce the role of theomatstates in a variety of areas resulted in a
move from welfare state to competitive state (Sgita2001). Under these circumstances links
between corporate governance and development shha&adoime direct and these is increasing
incentives provided to corporates’ by state cleatgmonstrate the same. Today, corporate
business organizations are conceived as changasageilaborates, partners for development.
Such a new paradigm and understanding widen thees@d corporate governance as a

mechanism for realizing the interests of publigreamic development, stability of the economy.

The above paragraphs illustrate the growing impagaas well as need for a better, efficient
corporate governance systems that address the latgeests of diverse social actors. However,

historically it has never been easy - for acadeangi business leaders and general public to



closely connect the notions of business in genanal corporate governance in particular to
larger social issues. There has been always saospagainst the purpose, motives of business
and these questions will intensify if one triesctwrrelate business with societal development
concerns. This is nevertheless a result of generdérstanding, reservations of people towards
business activity. However, probably one has toewstdnd philosophy of business, locate
business as a social institution and societal gatesis to answer these criticalities (concerns) in
an elaborative way. So before probing into largenceptual understanding of corporate
governance it is more befitting to analyze the ephof business to understand the relationship
between business and society. Moreover this pmatetstanding of business would enable to
arrive at a holistic conceptualization of corporgt®ernance, which is central to the present
research endeavor. Such a holistic framework, ean8w(1999) opined will address concerns of
larger development, public good, conservation sbueces, employment generation, etc.

1.1Business Organization: an Introduction

Business is an important institution in the socidg it for the supply of goods and services,
creation of employment opportunities, offer bettesality life, or contribute to the economic
growth of a county; the role of business is crutiathese regards. Business cannot do with out
society and it needs no emphasis that society nbadmess as much. As Buskirk, Green,
Rodgers (1976) defined business appropriately asy$éem created to satisfy society’s needs
and desires”.

The term business has attracted enormous leartemtian in the field of social sciences and
business management. The ontological foundatidrusiness has been significantly explained in
the works of many scholars especially in Economiéswever most of these accounts have
missed the humanizing influence and sense of realis understanding the philosophical
discourse of business. A large portion of economierpretations have devoted itself to an
exposition of certain distinct factors say capitahd, labour and organization or management to
conceptualize business as a group of productives uhat produce and distributes economic
goods according to the characteristics of capitaystems. These economic explanations of

business are vague and equivocal, not to say ustiedlecause it follows its own analysis into



the profounder realism of human relationships, factbrs of individual interests and behaviour,

that lie at the back of characteristic of “economian”.

A notable re-approachment has initiated in busirstaslies during 1930’s especially in the
works of eminent sociologists like, Fairchild, Be#pld which trace business to sociology and
analyzes it as an essential social reality, orbtees of sociological methodology. The business
has significantly acquired sociological treatmendl aefer to be understood as an institution in
the society, like many other such social constrastghe state, family, school, the press, the law
etc. business has a logical place in this categmygn institution that leads to self maintenance
of society (Fairchild, 1937). What then is businigsa sociological sense and what claim has it
be considered as institution? In spite of greaeudiny, there is a fairly general agreement among
sociologists that an institution is an establisheegration of social elements for the satisfaction
of some major interest, including elements not oodytain tangible equipment, but more
fundamentally relationships and established modesooial procedure. Thus business is an
organization of social elements into a unit desigfue the production and supplying of material
goods and services. Its essential attribute isirthegration of two or more social elements.
Sociologists have emphasized the distinct integmatif group of factors (capital, land, labour,

management) that produce and distribute goodsemitss.

Various sociologists provided path-breaking illatons regarding the nature of modern
corporations by examining the relationships betweemporate business and employees,
suppliers, customers, community and larger sociéfiey have provided illuminating
discussions of modern business corporation as &ifumal unit and integral part or subsystems
of national economic and social system. These egpilens have remarkably drawn a closer
connection between an economic entity say corpmrand its larger role in the society. Berg
(1978) had argued that though corporations ardndiseconomic entities but they largely
depends on society for resources and successfaimptishment of their goals, and corporate
behaviour and culture are largely influenced by beé&efs, value systems and attitudes of the
given society. The relationship thus is based otuaily exclusiveness and interdependence and

this can best illustrated by the systems conceptisiness.



Sharlekar and Sharelekar (1999) have mentionedctrgbration is a total system with in itself
and it the same time it is a system with in thgearsocial superstructure. This approach clearly
postulates that the corporation and society intaraa system framework. A corporation is an
eco-social sub system of the socio-economic systénan economy. Hence, corporation
predominantly receives inputs from society andrsfteut parts it to its environment i.e. society.
In this regard it provides output that is desiradntel largely acceptable to the environment. As
corporation is a part of a larger social system care easily understood the significance of the
mutual interaction and interdependence betweerocatipn and society.

Alongside, a large number of sociological accoultly emphasize on the ownership structure of
modern business corporations and subsequent isst@déms that primarily embedded in it.
The issue of ownership in case of modern corparndtiave been significantly addressed in the
seminal works of Barle and Means (1932), Zald aedgE1978) and others. The sociological
explanations aptly address these governance prsbidmat are inherent in separation of
ownership and control. These concerns lie at tlaetloé contemporary agency problems through
misappropriations of owner's wealth by the managéisese studies reflect the inherent
principles of agency problem and also endeavor rtalyae the role of modern business
corporations as institutions embedded in the gaa@giety. The present study aims to understand
these sociological concerns at the backdrop ofetoporary corporate governance crisis. This is
also an attempt to provide a larger — holistic us@ading of corporate governance phenomenon
that can address the growing discontinuities arso aitegrate the same with an appropriate

framework to balance and manage the interestsrobmus social actors.

1.2 Corporate Business and Societal Environment

The corporations and their governance significaimfiuence individuals and groups that are
largely part of the societal environment. Theseousr groups too often exert powerful influence
on the way decisions to be taken thus determinheg governance of the corporation. The
relationships between these constituent groupshéocbrporation are often governed by the
central laws enforced by the governments and atsiddd by the private law established in

agreements between corporation and its employegmlisrs, customers, investors and the



community. These groups and individuals are parthef corporate environment and largely

affected by or affect the way corporate decisicmgehbeen taken.

The growing concerns between business corporaémastheir environment have led to the
emergence of new issues in the study strategic geamant of firms. Parcel and Robinson Jr,
(2005) contended that environment as a determiofaaticcess and the extent to which a firm
can relate functionally to its external environmdtbwever this understanding of environment
is essential at this juncture to draw certain argot® and to build explanations regarding the
closer link between corporate and it's various tituesnts (Stakeholders) who are part to these

environments that are either internal to the cafon or external to it.

The corporations have their roots in the large mnent. However the concept of environment
is complex and one cannot deal with its compleXiikewise the present analysis of corporate
and it's governance in a way tries to limit itsedfan explanation of a dimension of environment
that comprises namely of stakeholders associatélu thve corporate, stakeholders in contact,
stakeholders served and the stakeholders at I&g#man (1957) have commented that the
environment thus refers to a realm where theseeBtdlers groups are placed either in the
external — broad of operating environment or irdérnorganizational environment. One point to
bear in mind at this departure is the boundary betworganization and its operating (external)
environment that is never absolutely clear andosumded by a semi permeable membrane.

Environment refers to all external forces which énaw bearing on the functioning of the
corporate business. Environment factors or comgtraare largely if not totally, external and
beyond the control of individual industrial enteggss and their managements. The below figure

illustrates various categories of environment aadous stakeholders who are part of it.

In the figure 1.1 the broad environment reflecte tthanges in technologies conditions,
economic priorities, political changes and regulatiegimes and socio -cultural factors. As
Aswathappa, (1999) accorded the operating envirohif@xternal) consists of stakeholders with
whom organizations interact on a fairly regular ibasncluding customers, suppliers,

government bodies, local communities, activitiesugrs, unions, media etc. these stake holder



groups are largely indirect action elements thliuémce the decision-making policies of the
corporates, importantly al these stakeholders ateequally important for firms success nor do
any of them play same role of enforcements. Thiedesbolders have varying levels of powers to
influence the organizations. The crucial concemndiganization performance largely depends
on the way corporate can manage and balance teeestdé of these conflicting groups or

individuals.

Figure 1.1 Business and Social Environment of a Cqrany

The broad environment

Socio-Cultural influenge the op@genvironment Technological
influees

S

competitors’

local communitie
=Nt Media

Activist groups

Organizational environm
Owners

Unions Managers

Employee
Rzt

Influences

Economic influence Government

Source: adapted from J.S Harrison, strategic manege of resources and relationships:

concepts and cases (John Willy and sons Inc: Neik,2003), p. 37

Likewise, Harrison (2003) stated that internal agamizational environment consists of
immediate claimants of the corporation. This inelsighareholders (owners), Board of Directors,
Executive Management and Employees. However tlegasts of these stakeholders are pivotal
concern for corporates at all times and these graug largely direct action elements.

Thus, a corporation is comprised of various diatl indirect actors both in its internal and

external environment. These stakeholders as Jqa899) stated, if managed well would



become inherent competitive strengths for corponddi success. It is widely agreed notion that
firms that maintain and sustain co-operative antlterm relationships with its stakeholders,
generate more value for itself and as well astesé groups of claimants (Jones, 1999). Hence
responding appropriately to these stakeholdersumudrstanding their expectation are central

for the firm’s success and strategic maneuvergbilian ever changing competitive landscape.

The corporate organizations in the contemporaryedirhave realized the apparent need for
confirming to wider social expectations. In ordenteet the expectations of diverse stakeholders
of the society or perhaps to attain legitimacy #istence, corporates have increasingly
incorporating stakeholder expectations in theiredousiness functions and strategic operations.
This kind of integration fosters co-operative teegd alignment of interests between corporates
and stakeholders thereby leads to a mature ansticalinderstanding of governance that could

postulate enhanced value for stakeholders.

With this preliminary understanding of corporatevgmance and importance of stakeholder
relationships, now | am moving towards, methodalabjiorientation of this present research

study.

METHODOLOGY

1.3 Statement of the Problem

The problem that is proposed to be explored, aedlyand explained pertains to governance in
the corporate sector, the focus being the Indimason. With capitalism coming of age in India
in the contemporary period, effective governanceamhpanies assumes great importance for not
only the investing class but for other stakeholdsush as employees, customers, suppliers, local
community, and in several ways the ordinary membétke public. In other words it becomes a
social question and therefore, a fit question toekamined by social sciences in general and
sociology in particular. The present research willdeavor to demonstrate that the social
sciences are eminently capable of being invokeahuh for an inquiry of this kind. Accordingly,
this makes for an interdisciplinary study in theiaband management sciences even while being

anchored in sociology.



The present study aims to reflect upon a largerahdncompassing explanation of corporate
and governance. The terms corporate and govermraspectively, have attracted great deal of
attention from an array of academicians and prangts both in terms of philosophical
underpinnings and theoretical discourses. Ironjcabrporate governance which is seemingly
relevant contemporary phenomenon lacks such wideceptual understanding and limited in
terms of use as well as applicability. The prestmdly set forth these central ideas and attempts
to examine corporate governance as governancetfatanGovernance for whom? Governance
for which purpose? However these concerns are Hylarmge universal because the nature and
role of corporates have been significantly expanidethe current times so there is a growing

need for analyzing the way corporates govern ircttrgemporary economy and society.

Thus the study focuses on the issues of corporatergance and need for stakeholders
relationships for sustained value creation and frowhe corporate governance in this
connection was understood and demonstrated byefleetions of the wider stakeholders of the
corporates who are part of, affected by or effeetway corporate decisions are made. Thus, the
present research tries to understand while examifiow managers perceive it? How
stakeholders view it? And how such an actions zealitrategic aims of the corporates all

exclusively?

1.4 Scope of the Study

The research study can be complex, all exclusigetaes to include a large number of factors
for analysis. A point to be borne in mind is these of the study, which in turn helps the

researcher to actively identify what to include axdlude from the given research endeavor. A
concrete explanation of the scope further guideselearcher to include key variables on which
data is sought and analyzed. However wider theysindts scope, certain delimitations are

imperative for practical purposes. In the same teypresent study is complex and relatively
wider in scope but it however limit itself to a sétattributes and propositions which enable the

study to reflect on key concerns that have beiegtified in the research problems.
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The given complex nature of corporate governaragets that are central to effective functioning
of a modern business organization might tempt rekees to include everything that bear a
meaning to it. The scope of the present studym#dd, at least not to include everything or any
thing that happens in a company but to study pdaicconcerns which have linkage for

understanding governance framework of the conceriibé scope of the study is however

limited to examine or investigate the functiondhti®nship between corporate governance and
stakeholders relationships. Interestingly, thougbps is limited to corporate and stakeholder
relations but it includes the wider, complex relaships that have established between
corporates and its stakeholder groups say shamisopldemployees, suppliers, customers,
community, government etc. the study includes tla¢une of these relationships, internal

mechanisms that govern these relationships, stcategntation towards stakeholders relations
and normative principles that are attached to thels¢ionships which are largely based on core

values and principles of corporate concerned.

Most of the attributes included in the present gthdve significantly guided by theoretical
perspectives (stakeholder) of corporate governahige.nature of firm-stakeholder relationship
and strategic imperatives of corporates are guigeithe descriptive/instrumental concerns of the
stakeholder's perspective of corporate governantieus theoretical framework largely
constructs the scope of the present study in d&tergh what to include, accumulate,
systematically explain and predict the phenomenomcerned. However, such a reliance on
theoretical concepts to guide delineation, desigh @ata collection remains one of the crucial

strategies because of its apparent importancediogdaase studies.

1.5 Limitation of the Present Study

One notable limitation of the present study lieshat heart of corporate governance framework
and regulations enforced in the national law ofegoing companies. The focus of the study is
Indian scenario of corporate governance; whereether no mandatory/legal enforcement
regarding all stakeholders representation andgyaation in the way companies govern. In India
there is no legislation that universally enforcdsstakeholder interests in the way companies
discharge responsibilities and take certain stratdgcisions. Though company law and legal

enforcement by securities exchanges clearly ptesanandatory provisions for protection of
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specific stakeholder’s interests, but no law hagasqrescribed on employee participation on
boards, protection of local community intereststomer protection and supplier interests by the
regulatory bodies. Therefore the present study domee-approach the corporate governance
issues from efficiency of internal mechanisms, raltarrangements between company and
stakeholders. It is evident that companies thatdiprerisks from divergent stakeholder
constituents and focused on long term growth havabéished co-operative arrangements with
stakeholders even though it is not been mandatwsn fregulatory compliance aspect of
corporate governance. The efficiency and profesdiem of these internal mechanisms
contribute to the company overall governance amdiges a wholistic understanding to their
policy of governance and subsequent practice. Hewdvis exclusive practice for certain
corporates at least in India, hence such a statehalrientation cannot be generalized for all
other or rather universally mandated for Indiampooates since the Company Law does not

make mandatory claims for such a practice in rgalit

Another limitation is the correlation between staideler relationships and firm performance.
However it is not the limitation for present resgastudy but universal phenomenon for many
studies on instrumental concerns of stakeholdatiogiships and firm’s performance where the
earlier research failed to demonstrate it profoundlb be sure, one should not treat this as a
limitation because the present study aims to refbecthe nature of the firm and stakeholder
relationship from actor’s perspective and attentptgenerate larger understanding of corporate
governance policy and practice. The study only easjdes the relationship between stakeholder
orientation and firm’s performance in general, bot in obsolete terms of firm’s financial gains
and losses. The study however highlights certainstakeholder relationships and profitability
and growth, but this casual relationship is notdheexclusive focus of the study. Besides, the
study aims to explore and explain the way corporaémagers perceive stakeholders interests
and stakeholders reflections on corporate govemanhice cause and effect relationship can be
found between corporate governance policy of thepamy and its practices of stakeholders’

management.
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1.6 Methodology — Research Method

The present research exercise follows the case shethod. The case study method is more
befitting given the nature of complexity, diversapd richness of the phenomenon — ‘corporate
governance’. As we have clearly seen in the easimtions, an in-depth and comprehensive
understanding of corporate governance can be apteted when it is examined in-depth by
definitive account of case. The problem of studgadly reflects that policy and practice of
corporate governance for stakeholder value shduld tequire in depth inquiry that can provide
a rich description of the phenomenon from partictjza perspective. The present research
exercise aspires to comprehend corporate governailioy and practice of an Indian corporate
from the participant’s point of view (both managensd stakeholders). The case study thus
accounts for particular descriptive and inductivelerstanding of the corporate governance at
case company and its orientation towards stakehsldmterests, complex realities of
implementation etc. By and large case study appr@éa@n appropriate methodological fit for
the present study and seeks to illuminate onesrstasteling of the issue-corporate governance-

in totality.

However, it can be questioned for being single cas& problems of wider applicability and
generalizations. In this connection the presen¢arh study does not claim that findings can
automatically be generalized. The case studied sxample and unique because of well-defined
policy of corporate governance coupled with anaife practice of stakeholder relationships.
Although the study dealing with only one case,sitnbt perhaps unreasonable that the ideas
derived from studying the present case can be msidered for further research and could be

treated as a modest contribution to the knowleddhe realm of corporate governance

Once the method is derived for conducting a resesiedy, the next step that assumes pivotal
importance specifically for doing case study is tlecessary arrangements for the study. It
should essentially begin with selection of the casteinsic and instrumental interest in selecting

a particular case, the need for the study of paddiccase, design of the case study, research
guestions and propositions, tools of data collestidechniques for data analysis so on and so
forth. Amongst, the primary need is to identify atgcular case to study the research problem

concerned.
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1.7 Identification of the Case:

A case may be simple or complex and inquiry ondase may be long or short. In case of
present study, selection of the appropriate casenass a good deal of importance because such
a holistic understanding of corporate governane¢ ¢énsures stakeholder value cannot be easily
traceable in the policies and practices of largamanies. Secondly, as Yin (1991) observed the
case company should be specific one and boundednsyise. combination of working parts,
purposive and an integrated system. Thus the caspany for the present study has chosen on
the basis of its outstanding existence from therimgg, nature of ownership and management,
philosophy of corporate governance, shareholdirtgpsg stakeholder orientation etc. However
identification of case company requires methodaalgfocus on understanding its corporate
governance framework, vision, core values, intemathanisms and representative nature to the

problem of the present research study.

The case company selected for the present stuldyCid.imited - a diversified; multi business,
multi divisional conglomerate in India. ITC has miiéed for its long existence in India from
1910 onwards, sound and value driven corporate rgamee policy, standardization of
procedures for governing the company across thisidnal units, primacy over stakeholder
interests, practices of world class reporting séadsl and disclosures, institutionalization mutual
arrangements/relationships with stakeholder antly)agibstantial premium given to sustainable
value creation for the stakeholders and to theonati

The ‘case’ company had been incorporated in 191ithpsrial Tobacco Company at Kolkata. It
has changed the name from Imperial Tobacco Comparnydian Tobacco Company in 1974
then later on became ITC limited and assumed truié ivusiness nature in 2001. The company
has remarkable market positioning in fast movingstwner goods business, a special stand
alone position in cigarette manufacturing, packeatl§, garments retailing, greeting, gifting and
stationary, safety matches and agarbati makingnd\lith FMCG segment, the company has
strong presence in Hotel and Tourism business. ¢jBhed remarkable position in Hotel

business by strategically collaborating with worlagest hotel chains.
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Apart from FMCG and Hotels, the case company hasimlEnt presence in Paper boards and
specialty paper business because of its statetdeemnology and backward integration. ITC

foray into this business reflects its early sighsligersification from core cigarette business to
non-core paper business. ITC also acquired leaigeirstagri-business which is a major source
for its foreign exchange through exporting leafaoto and agricultural commodities. These four
businesses FMCG, Hotels, Paper boards and spegaligrs, Agri-business are the major
business of ITC and governed as autonomous diwsiBach of this division is again a strategic
business unit of the company and by and large gedeby efficient corporate governance

policy. However, apart from these divisions, thesecacompany also owns certain other
companies, some of which are wholly owned subsilikesITC InfoTech, Surya Nepal private

limited and Land base. The other group companiestr@ated as associated companies with
equity ownership by strategic partners. ITC- fitioa and International travel house falls in this

category.

In this connection the present case — ITC Ltd isloutedly complex, largely diversified

conglomerate, and however studying such a divedsifconglomerate requires abundant
resources and time. So the present study aimsutly storporate governance practices of the
ITC, but however limits the empirical investigatidm core business of the company. Thus
cigarette manufacturing has been chosen from FMé&fenent, Paper boards and specialty from
paper board and packing business, commodity magketind leaf tobacco exporting have
identified from agribusiness. This strategic idicaition not only for functional purposes of the
study but in reality these divisions are relativelg in terms of existence and known for their

relationships with stakeholder groups from longetim

1.8 Selection of Divisions

Thus, India tobacco division (ITD) - , Paperboaatsl Specialty Paper Division (PSPD), Agri
Business Division (ABD) and Indian Leaf Tobacco Blepment Division (ILTD) have been

selected among several other divisions of ITC These divisions are widely known for

efficiency in operations and contributions to tbeal profits of the company. According to the
recent annual report of the company these foursidins contributes more than 85% of the

profits to the case company.
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1.9 Sample of the Study
The present study used the stratified random sag@irategy. The sample includes various
employees various levels and other stakeholdertheofcompany. The breakup of the sample
selected for the present study is illustrated llowang table.

Table 1.1 Sample of the Study

S.No | Division Apex Senior  [Middle  [Junior | Workers | Suppliers | Customers | Local NGOs | Total
Managers | Managers | Managers | Managers Community

1 Corporate 2 1 - 6 - - - - - 9
Office

2 |PaperBoards |1 4 8 2 3 1 - 57 5 "
and Speciality
Papers

3 |India Leaf 1 1 16 2 36 14 2 54 4 130
Tobacco
Development

4 Agri. Business |2 3 5 3 7 43 - 33 3 96
Division

5 India Tobacco |- 2 4 1 47 - - 30 4 88
Division

Total 6 1 3 14 123 |58 2 174 16 (437

The study covered 437 respondents across the fasramhs of the company. These respondents
include 64 managers (at various levels) which rsgmes 14.6% of sample, 123 Workers (at all
divisions) representing 28.1% of the responder@S&ppliers (at 3 divisions) covering 13.2% of
sample, 2 customers (in 1 division) representid®% of the sample, 16 NGOs (at all divisions)
covering 3.6% of sample and 174 respondents froenldlcal community (at all divisions)
covering 39.8% of the total sample.

1.10 Design of the Study

According to Yin (1993) development of researchigiess a difficult part of doing case studies

because unlike other research strategies, the tpateatalog of research designs for case studies
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has yet to be developed. However, for case stuthes,major types of designs are relevantly
identified in the literature following a 2 x 2 miatrOne pair of categories consists of single case
and multiple cases. The second pair occurs in coatibn with either of the first pair, is based
on the unit or units of analysis to be examinedhia research study. The present study adopts
single case (embedded) research design to sutficienver the complex nature of research
problem and also to examine the issues at deptisstine selected division of the case company
— ITC limited.

The present case study involves more than oneraihier to say several sub/intermediary units
for analyzing and investigating the pertinent reslegroblem i.e. corporate governance. In the
present study though the major focus is on a siogde ITC Ltd, but significant attention is also
given to various subunits. This is primarily becuslthough case study might be about
corporate governance policy and practices of IT@, the analysis of such a top down process
must include outcomes of certain internal arranggsat sub unit (division) level that in turn
contribute to realize the aims and objectives dicgdramework of the case company. Thus the
present research design is essentially an embeduhgie case study where the main unit is the
company as a whole, several intermediary unitssatected divisions of ITC and the smallest
unit is the individual stakeholder of the compa®uch a design serves as an appropriate
guideline to study the corporate governance padiegt primacy of stakeholder interests of the
case company by examining how policy has been ipehdcat divisional level and how an
individual stakeholder perceives it and how positrelationship between policy and perceived

reality can thus be established.

The following are five essential components ofghesent research design
1) Unit (s) of analysis.

2) Research Questions.

3) Propositions.

4) Linking of data to propositions.

5) Criteria for interpreting the research findings.
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The first three components are explained in thiefohg paragraphs and remaining two will be

addressed in the subsequent sections on data ignalyise present chapter.

1.10.1 Unit of Analysis

Most investigators generally encounter confusiodefining the unit of analysis at the outset of
doing case studies. Yin (1993) identified that fhedamental problem of indifference is in

defining what is ‘case’ that has plagued many nesesis to logically identify the basic unit of

analysis to start a well-organized case study.

For the present study the ‘case’ is a particulasirmss corporation. The research endeavor
attempts to analyze the corporate governance ofcdise company and the focus is on the
practices of stakeholder management. Thus the aoyrnipahe primary unit of analysis because
it in a way is a potential case that aims to prevampirical explanations to the research

guestions and substantiate the propositions ofrekestudy.

Though primary unit of analysis is the case companyfC Ltd. but such an explanation of
corporate governance cannot be wholly understood |ldmating exclusively at the top
management level. As it is mentioned earlier, tlseccompany is multi-divisional and
significantly forayed into numerous related as vasllunrelated businesses. Thus the practices of
corporate governance have to be understood atetred bf divisions because these divisions
actively collaborate, coordinate and often conflicth the stake holders. The analysis therefore,
must include these sub units because it offersght nway to comprehend how corporate
governance is understood and practiced by the coy®pHow managers treat stakeholders and
how stakeholders perceive the company? This wdbénus to construct a stakeholder view of
the company by analyzing the corporate practiceshatlevel of company (primary unit),
divisions (intermediary units) stakeholder groupee ITrade Unions, NGOs, and individual

stakeholder i.e. employee, beneficiary, customgrpber (smallest unit)etc.

The present study at each level of analysis uderdiit data collection techniques ranging from
documents /reports to interviews, discussions abservations. Before we move on to the
detailed discussion on research questions, propasiand objectives of research etc it would be
more befitting to highlight the possible scenatiwat will be encountered in the present study.
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1.10.2 Development of Descriptive Scenario

The design of the present study requires a cadefutlopment of idealized scenarios of the two

systems of corporate governance typified on théshasshareholder perspective or stakeholder

perspective. These draft scenarios were initiadlydal on the research literature and consultation

with the research supervisor. The importance ofdhgcenarios in the study design cannot be

underestimated. The completed scenarios becamebdbis for developing data collection

protocols that ensures case study to include ddsjrépgically coherent data (Yin, 2009). This

in turn enables final description as a combinatbwhat may be expected and then found. The

driving question underlying the development of thesenarios is to examine ‘what is the

specific focus of a company’s corporate governaystem’?

The research project could possibly encounter arlgeoentire following scenario:

1)

2)

3)

The company concerned is following a philosophga¥ernance which is oriented only
or very largely towards shareholders where as acmdtheory laid much emphasis on
the stakeholders. The company concerned is largelifferent to the concerns of
stakeholders.

The company concerned is adopting a philosophyowégance that is oriented towards
stakeholders, but still, in practice having a digant tilt towards maximizing
shareholder value only. The company representsmadrsiakeholder orientation.

The company concerned is practicing a philosophgasernance which is holistic — an
integrated understanding which does not view opeasas more important than others
but which understands that satisfaction of evergtiee is a prerequisite to the
satisfaction of a particular section. Thus, shalddrosatisfaction is as much as important
and is as dependent on other stakeholder satmfiaatid vice-versa. This approach of the
company reflects active commitment to all and hgeeat implication for theory as much

as for empirical (analysis) of Indian business.

The above quest thus opens up a field for sociahse inquiry, requiring as it does, a multi-

pronged investigation and techniques of researtiesd would be a mix of techniques that
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would be need-based aiming at desiring reliable \&aidl data. However this aspect would be

further discussed at a later stage in the presayiter.

1.10.3 Research Questions
The present study is largely descriptive, instrutaleand also exploratory to some extent. Hence,
it as such, has a series of questions but no spéwgipothesis for examining and analyzing the

present research problems. Some of the crucighreseuestions are as follows:

1. What does corporate governance mean to the caspaognin the sense of what is its
understanding of the concept?

2. How the company is grounding its understanding macpce i.e. in terms of its
implementation?

3. How the corporate governance framework of the campps being able to integrate the
concerns of various stakeholders?

4. How company managers perceive stakeholders intei@s how stakeholders view
particular case company’s governance system?

5. What is the role of internal mechanisms for streaging relationship between

corporation and its stakeholders?

1.10.4 Propositions of the Present Study
As for third component of research design, eaclpgsibion directs attention to something that
should be examined within the scope of presentystBdme of useful propositions are illustrated

below:

Firstly, if good governance constitutes the sina-gan for corporate success, a success situation
which is not only demonstrable with reference te grofit and loss account of the company
concerned but by certain indicators that, in agategyo on to establish a good will and

appreciation in stakeholders (public) perceptioos(Pet.al, 2002).
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Secondly, stakeholders’ view that has been incatedr into firms’ core functional and
operational areas positively related to firm’s rigion and corporate performance in the long

run (Freeman, et.al, 2007)

Thirdly, the CG policy alone is not sufficient, bother internal systems and institutional
arrangements does contribute to manage the irdeoéstakeholders by establishing mutually
enforceable links particularly with employees, sthaiders, suppliers and customers (Post, et.al,
2002).

Fourthly, firms often integrate one stakeholdetwvather to meet the expectations of some other
key stakeholders i.e. integrating suppliers witlpkyees to create customer value or employees
and customers for creating shareholder value (Mlt@nd Agle, 1997).

Fifthly, a corporate governance policy that canradsl broad range of stakeholder issues with
appropriate practices may be difficult, but compani interested in long term value creation,
stability and sustainability positively formalizéeir relationships with stakeholders in the

external and internal environment (Freeman and E1290).

1.10.5 Objectives of the Study

The present research process has been travergathdn the course of which the following
items of inquiry are also being considered alontih wignificant explanations to the above said
propositions. They are as follows:

* To trace the background of emergence of idea gbarate governance in the Indian
private sector.

* To gain comprehensive understanding of the regylat@mework governing Indian
corporate sector particularly Indian Companies &utl other regulations prescribed by
regulatory bodies like SEBI, DCA etc.

» To examine the role of internal systems of the omon for strengthening relationships
between firm and its stakeholders.

In this connection IR systems — HR practices, Qustorelations management,

Supply chain Management, Investor relations angp@uaite Social responsibility
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practices of the case company has been examinaadierstand the efficiency of
these systems in creating enabling relationshifis stakeholders.
* To understand whether and how Indian business mergé and case company in

particular is understood in the light of ongoingluzfl debate on corporate governance.

1.10.6 Techniques of Data Collection:

Doing a case study begins with the definition o firoblems or issues to be studied and the
development of a case study design. However masgarehes associate the doing of a case
study actually with the collection of the case gtuthta and this particular section focus

primarily on this activity.

The present research study is based on the prirdatg collected from the field sites
(particularly, the divisions above mentioned) adlvas secondary data in terms of material
secured from secondary sources like draft rep&EB(, Cll, DCA) company codes of corporate
governance, annual financial statements managerdecussions and analysis, corporate
governance report, disclosure information to shaldgrs and other corporate documentary
evidences. This will facilitate to collect all rebnt archival and documentary data pertaining to
company law, the relationship between regulatorylid® and case company (ITC Ltd.),

ownership structure, corporate governance philogopbde of compliance etc.

The present study aims to examine the relationdiepseen firm and key stakeholders. The data
thus sought to be collected is specifically to ustind the relationship between firm and its
employees, firm and local community, firm and suggl, firm and its key customers, firm and
shareholders. A point to be mentioned in this cotioe is data pertaining to shareholders is
examined at the level of case company — ITC Ltatabse the co-operative ties with these
important stakeholders is established by the com@men such. There is little relevance for
shareholders at the divisional level because theealink with them is always established by the
company through disclosure of information and medras to foster transparency and
accountability. The other stakeholder groups atevelg involved at the divisional level. The
divisions are provided with autonomy in terms oénfiing their relationships with these

claimants. However, company governance policy, esland philosophies largely influence the
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way divisions deal with employees, suppliers, cols, local community but to have more
concrete understanding, the data should be calleztehe level where it is being effectively

practiced and implemented.

However, the present study does not intend to cioltdormation regarding all stakeholder at all
divisions. Certain key stakeholders are selectezlvaty divisional level and data is obtained to
understand how divisions are establishing effectimks with their key stakeholders. While
certain stakeholders like employees, local commyusiexamined at every division level (ITD,
ILTD, PSPD, and ABD); whereas data pertaining tstamers are only examined at ILTD since
ILTD as a division built on their customer relatiomanagement. The data obtained on supplier
management is essentially from two divisions ILTEdaABD, largely because these two are
know for their supply chain management practices empowerment of suppliers as suppliers

are key stakeholders for growth and profitability.

The above mentioned pattern of stakeholder —firlatimships are examined on the basis of
data obtained mainly through primary and secondauyces. The present study is based on five
different sources: Documentation, Archival recoragerviews, Direct observation, Participant

observation. The data pertaining to present rekaarargely obtained by using these techniques

and the kind of data obtained by using each ofithssimmarized below.

1.10.6.1 Documentation

This is essentially explored to collect the reldvaecondary data for the present study. The
memorandum of settlements or long term agreemegiiwelen workers union and company
management, reports of the company especially guocate social responsibility and corporate
governance, management discussions and analys&uaéen reports of the concerned
programmes/initiatives of the company, and othé&griral documents say balanced score card,
corrective and preventive action, environment, theahd safety policy etc. are some of the
major sources of secondary data that are obtainexudgh documentation. Alongside, news
clippings and other articles appearing in mass meximpany law reviews, and draft reports on
CG by SEBI, DCA, and CII serve as important soufoesinderstanding the issues pertaining to

governance of the case company.
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1.10.6.2 Archival records

The archival records of the company and its divisiare another source of obtaining necessary
data for the present study. This particular dateoiltected through the organizal records of the
selected divisions, such as total number of worketsmber of people benefited through
developmental initiatives, budgets allocated foRCtivities, number of customers served over
a given period of time, annual general body meepiragedures, organizational charts etc. The
archival data pertaining to company law developmeagulatory changes in the sphere of
corporate governance has also obtained for unaelis changes and contemporary trends of

corporate governance regulations in India.

These two techniques has been deemed relevaridgrésent study because they are not only
helpful in verifying or corroborating the data abtd from other sources, but also enables to
analyze the relationship between company and sblaiels, government, employees, local
community etc. Similarly, the following techniquase the other major sources for obtaining

primary data relevant for the present study.

1.10.6.3 Interviews

One of the most important sources of case stuaynmtion is interview technique. The primary

data pertaining to the present study has beenctetledby establishing interface with personnel
comprising top management, senior management addlenmanagers of the company and its
selected divisions through preliminary interview$hese interviews are mostly open-ended in
nature, where data information pertaining to carti@cts of matter as well as respondents
opinion about stakeholders are sought to be celiecThese interviews are in-depth where
certain broad and open-ended questions regardugjah’s relationships with stakeholders were

asked to respondents to understand the way thegeiger stakeholders. Alongside, focused

interviews are also conducted in some cases, wiegtain set of questions were asked to obtain
more specific information regarding the particubmactices of the divisions. The open-ended
interviews were largely conducted with middle masrag worker’s union representative, local

community leaders, NGOs and focused interviews weith senior and top management

personnel, individual workers, suppliers and cugi@nand individual beneficiaries.
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Thus intensive and in-depth interviews with manageimpersonnel belonging to different
departments say HR and Personnel, Social Developriviarketing, EHS, Finance and other
stakeholders such as employees, local communifpligus, and creditors with regards to all

relevant matters of governance have undertakendeyaled un-structured interview schedule.

1.10.6.4 Direct Observation

The direct observation is also an important sowfceformation in case of the present study.
Several field visits to the ‘case study sites’, pg®n an opportunity for direct observation which
served as yet another source of evidence, as thieopienon of interest pertaining to the study
has not been purely historical and so some relesamditions are available for observation in
the field.

These observations are informally noted throughbet field visit involving observations of

meetings between management and workers unionsegetives, common activities of the
employees residing in the factory township, factargrk, production activities, health and

recreation facilities, CSR programmes, stakeholdeeetings, training programmes for
beneficiaries, attitudes of the managers, commtinitgrocedures and the like. The evidence
obtained through observations is useful in proygdadditional information about the topic being
studied.

The data thus, has been extensively collected vagard to all stakeholders — employees,
stakeholders, suppliers, customers, local commuamtymanagement. The following table in the
next page illustrates the units of analysis and kihdata obtained to examine the relationships
between firm and stakeholders. The table 1.1 rties that the present study demonstrate an
emphasis for using multiple sources for obtainielgvant data. A major strength of present case
study is the opportunity leveraged by collectingl amalyzing different sources of evidence

whether being primary or secondary at every level.
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Table 1.2 Field Sites, Units of Data Collection an8ources of Data

Unit being characterizec

|

Total System

Intermediate Units

Stakeholders — Employees, community,

(ITC LTD) ITD,PSPD,ILTD,ABD | shareholders, suppliers, customers, NGOs
Historical data, issues, History and Leaders (Trade Unions, Individual Stakeholders
policy, ownership, codes, | Emergence Local community,
values, core principles of NGOs, User Groups etg
CG
ITCLTD CG policy, Reports, Governance Shareholder value
Disclosures, Values framework Shareholder relations
(secondary data) Policy guidelines Compliance
(secondary)
ITC and Divisions Historical emergence The practice of Long term agreements | Empowerment
ITD, ILTD,PSPD, ABD | Operations stakeholder relations,| Mutual arrangements + Employee
Divisional management | Allocation of funds Customer focus « Supplier
Powers and authority Internal controls CSR « Community
(secondary data) (primary & secondary) (primary & secondary) (primary)
Stakeholders Principles of CG IR systems Trade Union leaders Individual workers
* Employees Stakeholder primacy Links with community| on IR practices reflections

e Community

» Shareholders
* Suppliers

e Customers

Supplier management
Customer focus
(secondary)

Supplier relations
Customer centrality

community leaders on
CSR programmes
Customer’s views on
CRM practices

(primary)

Farmers views
Individual beneficiaries
Perceptions on CSR

(primary)
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1.11 Data Analysis

The analysis of case study evidence is one of eéastldeveloped and most difficult
aspects of doing case studies (Yin, 1993). Theeptestudy acknowledge this particular
problem, takes utmost care for not becoming staltdtie analytical stage and present the
evidences collected during field in an appropratalytical manner by largely relying on

two general strategies of analyzing case studyeenie.

The present study significantly relays on theoegtpropositions developed at the outset.
The primary objectives and design of the case sprdgumably were based on these
propositions, which in turn reflected in set ofaasch questions, review of literature etc.
Thus the present study basically aims at linkingdate to the propositions. One
promising approach that the analysis adopts istépatmatching”, where several pieces
of information from the same case may be relatedotoe theoretical proposition. The
pattern-matching technique is a way of relatingadad the propositions that have

developed at the outset of doing case study.

A second general analytical strategy of the prestudy is to develop a descriptive
framework for organizing the case of ITC Ltd, a® tstudy had addressed certain
descriptive concerns. The data pertaining to mamnagé perception and stakeholder
views are significantly identified and analyzed haild explanations that enable to
develop a vivid description of the particular cas®l its holistic understanding as well

practice of corporate governance.

Alongside, the present study also employs simpheseries analysis to understand and
explain changes in corporate governance practioagnitude of CSR programmes and
transformation of the case company from core cit@imisiness to non core business like

commodity marketing, paper boards, foods, retaditey

With this foregoing analysis of research issues amedhodology orientation, now we

move on to the final section: scheme of chaptadnat
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1.12 Scheme of Chapterization

The thesis is broadly divided into eight chapteZsapter | describes historical back
ground of the study, need for good Corporate Gasra, methodology of present study
objectives of the study, research questions, pitpos, tools of data collection, sources

of data etc.

The second chapter understands conceptual frameefodorporate governance. This
chapter includes intensive description of attrisutecorporate governance, emergence of
corporate governance issues world wide, developneéntarious codes, regulations
internationally and stylized models of corporateveymance practices in various

countries.

The third chapter attempts to explain dominant &l vas prevailing theoretical
perspectives of corporate governance availablenén literature of discipline such as
sociology, economics, political economy, and phajdsy and management science. This
chapter provides an in depth description of ownipraind control debate highlighted in
the literature on sociology of modern corporati@msl also rise of managerialism and
board systems perspective emphasized by the péxgseof economic sociology. This
chapter examines the neo-classical, institutiomal &ansaction cost perspectives of
economics to explain the agency theory and agenoplegms in the joint stock
companies. This chapter also illustrates ethicaspextives and management sciences
approach of corporate governance. Thus highlightimg theoretical concerns at the
backdrop of corporate governance issues, this ehdptther focus on perspective of
present study — stakeholders approach to corpgoaternance.

The forth chapter focus on corporate governancdndian scenario. This chapter
analyzes Indian corporate law, ownership stylendidn companies in general, issues of
dominant and minority shareholders, legal/reguiatdevelopments in the realm of
corporate governance in India. This chapter alsscrilees and examines prevailing

studies on corporate governance with referencedia.l
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The fifth chapter introduces the empirical contextthe present study. The chapter
largely focuses on the historical emergence otcs® company ITC Limited, ownership
changes, nature of business, and origin and dewveopof the selected divisions ITD,
ILTD, PSPD, ABD and their specific units includedthe present study.

The sixth chapter significantly examines the aggmroplems in ITC Ltd during the early
90s and corporate governance transgressions tteretiie chapter describes how ITC
had initiated the governance reforms in light oés challenges, and how this has
enabled the company not only to fix these problémsalso develops a mechanism of
internal controls for competitive advantage. Tbimpter essentially is based on the
documentary evidence and archival records pert@inio corporate governance
procedures and practices of the company.

The Seventh deals with the primary stakeholdetiogia of the company/divisions. This
chapter largely based on empirical data collectedhe field work. The analysis is
focused on shareholder relations, employee relataord work systems, enabling links
with local community through a strategic approaaipplier relations and customer focus
of the selected divisions. This chapter attemptsliit the empirical data to the

propositions, objectives of the present study.

The final chapter elaborately focuses on the repbthe present study. Alongside the
chapter analyzes utility of the present researalblpms in corporate governance
research, changes in legal paradigms, corporatergarnce reforms essentially for Indian
society.
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CHAPTER 2
Corporate Governance: History, Systems,
Models and Codes

The present chapter is organized in two sectiofke Section - A attempts to provide a

comprehensive understanding of corporate governagcelacing various issues that are
central to it in the literature of social, manageimsciences and law. The Section - B aim to
assay developments in the field of corporate gawsra. This explains various stylized

models, systems and structures, regulatory measarése international arena and most
importantly contemporary developments in globapooate governance practices. Together,
this chapter highlights conceptual issues in caggovernance practice and comparative
systems of corporate governance in developed, dewveg economics of the world. The

present chapter also focuses on growing integratiomorld economics and tries to examine
whether this results in convergence or divergentecarporate governance systems

worldwide through the lens of political economy gyeective.

SECTION — A

Corporate governance has succeeded in attractiogddeal of public interest because of its
apparent importance for the economic health of @@fons in particular and society in
general. However, the concept has poorly defimadagrily because it potentially covers a
large number of distant economic phenomenon. Hegieen the variety of perspectives and
models of corporate governance, different schofanestitioners have come up with different
definitions that essentially reflect their speciaferest in the field. Moreover it is not
surprising that there exist many definitions of pmyate governance. Some have a narrow,
operational focus and equate corporate governaritteworking of board of directors, for

ensuring accountability of senior management. Siryi] broad definitions of corporate

30



governance cover the entire network of formal anfibrmal relations in the corporate

economy and their consequences for society in gén@hus, the presence of several
contending definitions in the field of corporatevgmance, where in some tends to be
narrow and some much broader, an appropriate wagnp researcher to define the concept
is perhaps to list a few of different definitionsather than mentioning one) that could

possibly enhance or comprehend the concept inittibbgfmanner.
2.1 Definitions

Corporate governance is the system by which busiresporations are directed and
controlled. The corporate governance structureciBps the distribution of rights and
responsibilities among different participants ie torporations, such as the board, managers,
shareholders and other stakeholders, and spellsheutules and procedures for making
decision on corporate affairs. By doing this, gaaprovides the structure through which the
company objectives are set, and the means of migathose objectives and monitoring
performance (OECD, 1999).

Cadbury committee (1992) defined corporate govereaas a system by which companies
are directed and controlled. It is an encompassystem (not individual parts) that
envisages the direction by board of directors amotrol exercised by shareholders of the

business corporation.

A notable point with regard to the above mentiomdinition is that the former is in
consistent with later. To be precise, Cadbury Camemidefinition of corporate governance
has been incorporated in the OECD code on corp@aternance for more meaningful

explanation.

The World Bank (1999) states that from a corporsespective, corporate governance is
about maximizing value subject to meeting the camyjgafinancial, legal and contractual
obligations. From public perspective, corporatgegnance is about nurturing an enterprise
while ensuring accountability in the exercise ofvgo and patronage by firms. The bank’s
framework states further that the role of publidigyois to provide firms with the incentives
and discipline to minimize the divergence betwegwuape and social returns and to protect

the interests of stake holders.

According to Marry O Sullivan (2000) corporate gmance is a system comprising social

institutions that influence the process of strategivestment in corporates which revolves
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around three major decisions viz. what type o&stinents or resource allocations are made,

who controls this decision and how returns froncessful investments are distributed.

Daily et.al, (2003) defines corporate governancehasdetermination of the broad uses to
which organizational resources will be deployed &mel resolution of conflicts among the

myriad participants in corporate organizations.

Deakin and Huges (1997) states that at a fundamnéswael, corporate governance is
concerned with the relationship between internakgoance mechanisms of corporations and
society’s conception of the scope of corporate aetability. It is a system that directs how

internal procedures can be adapted to a hiderlqmuipose.

Another notable definition by Sundaram & Bradly @20 contends that corporate governance
refers to the top management process that managasediates value creation for, and value
transference among, various corporate claimantdu@ng the society — at — large), in a

context that simultaneously ensure accountabibityarrds these claimants.

According to Blair (1995) corporate governance icgikes” the whole set of legal, cultural
and institutional arrangements that determine whilicly traded corporations can do, who
controls them, how that control is exercised, aod khe risks and returns from the activities

they undertake are allocated.

These above said definitions reflect a mature,stioliand wider conception of corporate
governance. Corporate governance is thus compoisggstems and procedures which ensure
the efficient functioning of the firm in a transpat manner for the benefit of all the
stakeholders and being accountable to them. All€92) viewed that these definitions
essentially envisage social entity model of thepoaation that underscores the role of

business corporations while holding them accousttbthe large society.

However, in sharp contrast to the above definitithrag set forth the big picture, stand some
focused definitions which are based on propertgantractarian conception (Allen, 1992)

that rooted in the principal — agent model of coap® governance.

Shleifer and Vishny (1997) states that corporateegmance deals with the ways in which
suppliers of finance to corporations assure themsedf getting a return on their investment.

They argued that how do the suppliers of finandenggnagers to return some of the profits
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to them? How do they make sure that managers tisteal the capital they supply? And

how do suppliers of finance control managers?

Another key definition by Oliver Hart (1995) defméat corporate governance is the sum of
process by which investors attempt to minimize tifamsaction and agency cost of doing
business which a firm.

According to Mathiesen (2002) corporate governaseefield in economics that investigates
how to secure / motivate efficient management afpomtions by the use of incentive
mechanisms, such as contracts, organizational mesigd legislation. This is often limited
to the question of improving financial performantm, example, how the corporate owners
can secure and motivate that the corporate managérsleliver a competitive sate of

returns.

Thus one can understand complex magnitude, scdls@pe of corporate governance from
the foregoing definitions. The inherent complestiof phenomenon pose difficulties for
arriving at all encompassing definition of corpergbvernance. It is primarily because some
commentators take too narrow a view and say ihésfancy term for the way in which
directors, auditors and management handle thegioresbilities towards shareholders. Others
use the expression as if it were synonymous witiredtolder democracy. Thus corporate
governance is a topic recently conceived, as Yelefined and consequently blurred at the
edges. The corporate governance is a subject, abjaative or as a regime to be followed
for the good of shareholders, employees, custonseqspliers, community indeed for the

reputation and standing of the nation and its eagno
2.2 Corporate Governance System

The corporate governance framework within whichaoigations operate fundamentally
concerned with two key questions — whom should mirgdions serve and how should the
direction and purpose of an organization determiin&the corporate governance framework
relates not only to the powers of key participahtg also the process of supervising
executive decisions and action and issues of atability. The framework primarily intends

to acknowledge and realize the expectations of estwdders through or appropriate
mechanism of internal control by the board of divex This is illustrated in the following

diagram.
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The corporate governance framework consists oetkey actors and internal relationships
that enable smooth functioning of a corporate amgion. The above diagram clearly
represents the key constituents-Shareholders, Bddbdrectors and top management in the
corporate governance framework of an organizatidrhe framework also envisages the
relations among these participants. Now, it istthed) to examine role of responsibilities of
these actors, inter — relationships amongst and tiwthey contribute to the effective

functioning of the corporate governance framewdré business organization.
2.2.1 Shareholders

Shareholders are often referred to as the ownetsecforporation, but the corporations legal
personality raises questions about whether it @ovned in any meaningful and effective
way. However as the owner of a corporation, shddeinoowns’ is a certificate representing

entitlement to a proportional share of corporatidn.realty the only thing that shareholder
has is the stock certificate that entitles him astipular rights and obligations that are set by
the laws of the land. The rights of shareholderd@assically defined as (i) right to sell the

stock (ii) the sight to bring suit for damageshi¢ tcorporation’s directors or managers fail to
meet their obligations. (iv) the right to seek agrtinformation from the company and (v)

certain residual rights following company’s liquiaken once creditors and other claimants
paid off.
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The relationship between shareholders and boardirettors is central to the corporate
governance framework As a result of dispersed ostme, relatively small holding the
shareholders could not exercise control over manageand unable to incur excessive costs
for monitoring the self-dealings and appropriati@i managers. So, the elected
representatives of shareholder i.e. board of direcare expected to assume these fiduciary
duties on behalf of real owners of the corporationsThus shareholders delegate
responsibilities as owners of the company to thectiors who are responsible for corporate
strategy, operations and supervision. Accordin&u (2004), Shareholders always expect

board of directors to safeguard their interestsaadte value for their investments.

The relationship between shareholders and executis@agement is crucial and most
sensitive one in the corporate governance framewshareholders provide financial
investments, and in return, management is resplengib running the company well and
delivering timely and accurate financial report8s suppliers of finance, the shareholders
provides capital and obtain certain residual cdntights i.e. right to make decisions in
critical circumstances like bankruptcy, financiatowgdoings (Grossman and Hart, 1986).
Likewise, shareholders along with board are expktigrovide oversight over management.
Shareholders as owners of the company overseetatieegeport, annual accounts and
approve nominations for directors at the annuakggnmeetings. Shareholders consent is
necessary for mergers and all crucial matters opomance regarding a company’s
functioning (Marchi Raju, 2004).

2.2.2 Board of Directors

The board of directors of a company is the centerooporate governance framework. The
role and responsibilities have been addressedfisignily in several reports and codes of
corporate governance. The Board controls, monitmagerial competence, approve resource
allocation, decide business policy issues andifatgl development, implement and monitor
corporate strategy. Board of directors are entdustgh several responsibilities, where in

some of them are entitled by law and some are gteed by codes and regulations.

Usually, the board of directors delegates to tipenbt@nagement of the company, and through
them to other senior management. The directors nasstesponsibilities and monitor

executive management on behalf of shareholders.

35



The board of directors selects and plans the ssimresf chairman or chief executive officer.

Board also appoints or approves other memberseo$e¢hior management. Alongside, board
of directors also ensures the integrity of corgoret accounting and financial systems
(OECD, 1999). The board of directors should mamta attitude of constructive scepticism

and act with integrity and demonstrate commitmerihé corporation.

The board of directors understands and review dnoperating plans and budgets, review
management plans and approve significant corp@ettens. In a nutshell board of directors
performs all key and strategic functions and tteebalance the power of management, while

ensuring accountability and transparency in cofgogavernance practices.

The corporate boards are charged with the taskppfoaing strategy and budgets and the
task of setting compensation. The board is alsc&ly responsible for answering that the

firm acts in a legal and socially responsible mar(Sendaram et.al, 2004). The corporate
boards generally composed of executive directoso(are members of the managements
team); and non-executive directors, who are outsidd hese non — executive directors are
often nominee directors (Promoters, institutiomadeistors, banks) or Independent directors.
Alongside, boards are organized into various comest like audit committee, remuneration

committee, nomination committee, shareholders griee committee etc. that carry certain

key functions.

The relationship between board and shareholdersreess significance in the contemporary
corporate governance framework. There have beennsber of attempts to reforms the
boards so that directors are more accountable dcebblders, who actually elected them.
Generally boards of directors are individually @sgible to the shareholders (in letter) and
entitled with duties that safeguard the intere$tswners, who cannot involve in day to day
management of business. However, the link betwéamebkolders and board of directors
received far less scrutiny than other relationghifhe corporate governance framework. This
is mainly because, directors are not clearly awérghat shareholders expect and they are in
a way distant from shareholders that forbid themmimke informed choices to safeguard
owners interests. Thus there is an apparent myidsik in the relationship between board
and shareholder because board is unclear aboutpisierences of shareholders and
shareholders have little say about who represearhitHence, in the context of prevailing
missing link in governance framework a directotlegiance shifts from shareholders to the

nearby board room where fellow directors and mamege fill the void (Montgomery and
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Rhonda, 2003). This movement skews the above gameentriangle, move directors closer
to management, and sets the stage for cordial,eosas — driven environment for which

boards are widely criticized.

The relationship between board and top managenseriased on information flow to
directors and strategic supervision, planning mtediby board to management. This relation
has been severely criticized and the bone of ctintenfor contemporary corporate
governance regulations. The apathy, passive réldoard of directors in checking

management actions has led to high profile findregandals and scams.

Thus, in principle, the board has an important tolglay, but there are some reasons to
doubt its effectiveness in practice. Notably, mothese questions are raised against the
efficiency of non-executive directors. It widely liewed that in academic literature that
outside directors play a larger role in monitorimgnagement than inside directors. Fama
(1980), for instance argues that the inclusion wffsidle directors as professional referees
enhance the viability of the board in achieving leveost internal transfer of control. This
also lowers the probability of top management abtg and expropriating shareholders.
Outside directors are usually respected leaders business and academic communities and
have incentives to protect and develop their rdprtaas experts in decision control (Fama
and Jensen, 1983).

However, some scholars expressed that the non-xealirectors may not do an efficient
job of monitoring for several reasons. Hart (198pined that they may not have significant
financial interest in the company, and they maydfage have little to gain personally from
improvements in company performance. Second, nentgie directors are busy people
(they may themselves be chief executives or sihany company boards) and probably have
little time to think about the company affairs, torcollect information about the company
(Shleifer and Vishny, 1997). Finally, non execusiveay owe their positions to management,
who proposed them as directors in the first pl#&swell as feeling loyal to management,
they may want to stay in managements good graodabas they can be related and continue

to collect their fees.
2.2.3 Top Management

Top — Management is a catch — phase for those witk &t the apex, and companies often

define their ‘top’ as no more than seven or eigbstrsenior officers. Interestingly, much of
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the world beyond the company halls and capital etarkhowever top management is
personified almost solely by chairman or chief etee. The readers of world’s business
press know that Jack Welsh runs GE, Michael Eisnless Watt Disney Company, Warren

Buffet is Berkshire Hathaway; Fujio cho drives TtyoJurgen Schrempp steers Daimler
Chrysler, Microsoft by Bill Gates and LN Mittal sethe tone for LN Group etc. Davis and
Useem, (2004) noted that the academic researchhimd,long been drawn to the same
pinnacle of the pyramid, partly on the conceptuangse that the chief executive is the
manager who matters, and partly on the pragmatiargt that little is publicly known about

except CEO or chairman.

There conceptual and pragmatic underpinnings fiommahg the light solely on CEO however
have eroded in-recent years as companies redethed operations and researchers re-
convinced their methods. The academic researchnéegathe field of view from chief
executive to the entire upper echelm that consistsp management of the firms. Thus these
corporate leverage populations in corporate leveasitions have become central tenets of
corporate governance framework. Now, let's exanh role and responsibilities of top

management that runs the corporations day to dsinéss operations.

First and foremost responsibility of CEO and Topnagement is to direct and operate the
corporation in on effective and ethical manner. yThere primarily accountable to

stockholders, who actually delegated control tonthever day — day management of
business. So, they should inform shareholders #mer stakeholders periodically about key

strategic decisions or how the resources provigestdkeholders have put into efficient use.

The top management team generally takes lead ategic planning. They identify and
develop strategic, annual operating plans and haddéey should identify risks in the
product, capital, labour market and plan approprigays to manage overall risk profile of
the corporation. Finally, the top management ipaasible for the integrity of corporation’s
financial reporting systems. It is in all sengdg, responsibility of management to produce
financial statements that fairly present the caapon’s financial condition and thus permit
investors to understand the business and finasciaidness and risks of the corporation. The
top-management thus, plays a significant role irdiateng or go-between company and

board of directors, company and shareholders.

The role of top management has been widely créttim the classical and contemporary

corporate governance literature primarily becausehe equivocal relationship between
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shareholders and top management. The shareholdwrisigp capital to the firms, delegated
decision making to management and expect goodnsfor the capital they supplied. They
are unable to exercise real control due to diveratire, relatively small proportion of
holdings and excessive monitoring costs. Theswifady and large bestow management
with unchecked control that some time act as aentiee to steal owners money, strip
corporations assets and indulge in financial irtagiies. The shareholders are always
uniformed, unable to understand the magnitude ofaice strategic choices and financial
reporting procedures even if informed that furthdds to their apathy and passive role in
determining corporate decisions. Though sharelnsld® paper, elect boards to monitor top-
management but presented with a fait accompli s=choards join with management more

often and erode shareholders interests.

The above analysis adds to one’s confusion andtiquesthe credibility of corporate
governance framework. A point to bear in mind tihat fore going analysis reflects classical
agency problem between shareholders and managerpriaspals and agents. The
contemporary corporate governance literature amgglagons essentially aims at solving
these issues of ownership and control so thatdsteof owners and managers can be aligned
in one way or other. As Ward., (1997) illustratdwhtt the growing regulations to protect
shareholders and activism by institutional investomutual funds etc. have relatively
controlled the excessive management discretionastednpted to regain some influence that

owners had over their firms in the yester years.

Thus, it is clear from the forgoing analysis thatamce of power in corporate governance is
delicate one and it relies on three critical ansheshareholders, management and the board
of directors. Each of this has important respofiiés of its own, but their interactions are
effective corporate governance framework. When theyk together as a system, they
provide powerful set of checks and balances. Bwtmwpieces of the system are missing or

not functioning well, the system as a whole cauldregerously unbalanced.

Thus, the above analysis of corporate governarearlgl highlights the ensemble nature of
this complex phenomenon. The corporate governaea all-encompassing system with
several complementary subsystems such as decigistenss, remuneration systems,
ownership structure etc. These subsystems or tiveemechanisms primarily acts as
internal controls, that enhance efficiency of vasiactors in the system on the hard, God

contributes to the overall effectively of corporajevernance structure. These subsystems
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notably acts as balancing mechanisms, checks tlseismiof power, limits the control
exercised by different participants in corporateegoance system. For instance, incentive
based compensation align the interests of ownaisn@anagers, representation of investors
on company board monitor the management actionskenéor corporate control regulate
managers behaviour etc. However, much detailedysisalof internal and external

mechanisms would be resorted in the following secti
2.3 External and Internal Mechanisms of Corporate @vernance

There are five major elements of the external emvirent of corporate governance: capital
markets, product market, labour market, market ¢orporate control and regulatory

environment.

External capital markets — both equity and debtketar— exercise sizable control over firm
both because of the fact that firms have to sulifgminselves to its scrutiny whenever they
wish to raise external funds. The capital marketsally, determine the structure of
ownership of the firms, either debit or equity,pdissed or concentrated ownership. As Jensen
(1986) argues that capital markets comprises oivimhaal, institutional investors, stock
exchanges and other regulatory agencies that seediscipline over the firm policy with

regard to leverage and dividend payments.

The capital markets shape the ownership structutikeofirm there by influence several sub
systems of the corporate governance system thationed above. The concentrated equity
ownership by institutional investors, pension funasurance companies, banks or large
individual owners enable them to monitor and cdnthe management, thereby perhaps
contributes to corporate performance and repreet interests effectively (Shleifer and

Vishny, 1997). Thus, ownership structures that daed by capital market players i.e. large
block holders, institutional investors occupy kegsiions in the board and effectively

monitor decision systems, incentive system, peréommwe monitoring systems and often
encourage market for corporate control i.e. othrers to takeover etc. The capital markets in
the contemporary times, at least in advanced ecmsonave become vibrant, dynamic and
vigilant on firms, hence become an active exteroahtrol mechanism of corporate

governance.

The discipline imposed by product marks is obvious. competitive economic systems,

firms that cannot consistently produce cheapetefadetter and innovative products that
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consumer demands will not survive in the long r&undaram and Bradly, (2004) have noted
that the competition will ensure only the fit torgue. The product markets comprises of
both a firm’s market and market of other firms wiave invested in that. For instance, if
firms A is negatively performing in its product rkats then firm B,C,D who invested in A

(these firms can be institutional investors, pemginds also) cannot hold their investments
in firm A for risk, because there firms too haveeithown product markets. Thus

consequently there firms exert control over firnoAthreaten to withdraw their investments
in it. Shleifer and Vishny (1997) argued in thissliéon and agree that product market
competition is probably the most powerful force &wds economic efficiency in the world.

The intense competition in product market may redweturns on capital because of
excessive investments diverted to technologicajnggration, innovation, R&D and hence cut
the amount the managers can possibly expropriai®al- (1980) also contended that along
with product market, the labour markets especidiét of managerial labour too ensure that
managers from better performing firms will be regheat and worse performing firms will be

penalized in the market place.

The regulatory environment can be a strong souf@xternal discipline. Quite apart from
the plethora of laws at the state and nationall$etieat controls or circumscribes a firms
behaviour directly, regulators intervene in theivéoeés of contemporary corporations
through passage and application of numerous ponasirelates to governance,
accountability, protection of interests etc. Thdermf regulatory bodies have gained
prominence due to number of corporate governanoblgms, frauds, financial scans,
misappropriation of wealth by companies in the nedemes. Many countries today have
developed efficient regulations on corporate goarce. The regulatory developments in

corporate will be dealt in section B of presentptha

The last but not the least is the market for capocontrol, commonly referred as takeover
mechanism. This is the most widely known externathanism of governance. Especially in
Anglo-American settings, because in other natiawitexts however an active take over
market have yet to develop or still in infancy. §market ensures the under performers will
get weeded out through acquisitions and acquitingsfextract higher value from these firms
by putting them to more efficient uses (Sundarach Bradley, 2004). The active market for
corporate control ensures that such a threat ofotads will always be present. The
existence of such a threat is sufficient to enstsrelisciplinary governance role of the top-

management.
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A great deal of theory and evidence supports tlea ithat takeovers address governance
problems and acts as an efficient mechanism of ocatp governance (Manne, (1965),
Jensen, (1988)). The most important point is thkedvers typically increase the combined
value of the target and acquiring firm indicatingfiis are expected to increase afterwards
(Jensen and Ruback, 1983). More over takeoveetmm@re often poorly performing firms
(Palepu, 1985) and their managers are removedtbrdakeover succeeds. Takeovers, thus,
are widely interpreted as the critical corporateyegnance mechanism in the US & UK,
where large shareholders are less common, thusehtadteovers has emerged as particulars
mechanism for consolidation of ownership, withoutielh managerial discretion cannot be
effectively controlled (Jensen and Ruback (19833y&fts, (1990), Easterbrook and Fischel
(1991))

In this connection, a poorly run corporation wiliffer a low stock market valuation, which
creates an opportunity for outsiders with bettenaggment to buy the firms through a tender
offer to the dispersed shareholders of the targétets. If shareholders accept this offer,
acquires control of the target firm and solar replar at last control, the management
(Manne, 1965). Takeovers can thus be viewed agl ragire mechanisms for corporate

control.

There are also, numerous internal mechanisms pbcate governance, but | will only focus
on five of the more immediate and important ond$ey are (1) structure and role of the
board of directors, (2) role of top managementing@lure of compensation systems (4) nature
of employment practices and (5) nature of intepmaitrol systems and incentive systems in

place to measure and reward performance of empdayfethe firm.

The role of boards in the corporate governancega®ds central, as we have already noted.
The board of directors are generally elected byett@ders to monitors top management and
ratifies major decisions of the company. Precistilgy act on behalf of the shareholders; in
extreme cases the board may replace the compamgfexecutive and other members of the

management team (Hart, 1995).

The corporate boards are charged with the taskppfoaing strategy and budgets and the
task of setting compensation. The board is alsc#ély responsible for answering that the
firm acts in a legal and socially responsible mar{f8endaram, Bradley, Chipani and Walsh,
2004). The corporate boards generally composed@tutive directors (who are members of

the managements team); and non-executive directdns, are outsiders. These non —
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executive directors are often nominee directorsr{feters, institutional investors, banks) or
Independent directors. Alongside, boards are orgahninto various committees like audit
committee, remuneration committee, nomination cotte®i shareholders grievance

committee etc. that carry certain key functions.

In principle, the board has an important role t@yplbut there are some reasons to doubt its
effectiveness in practice. Notably, most of thegestjons are raised against the efficiency of
non-executive directors. It widely believed thataicademic literature that outside directors
play a larger role in monitoring management thasidi& directors. Fama (1980), for instance
argues that the inclusion of outside directorsragegsional referees enhance the viability of
the board in achieving low — cost internal transfiecontrol. This also lowers the probability
of top management colluding and expropriating shalders. Outside directors are usually
respected leaders from business and academic coitrgsusind have incentives to protect

and develop their reputation as experts in decisamrol (Fama and Jensen, 1983).

However, some scholars expressed that the non-exealirectors may not do an efficient
job of monitoring for several reasons. First, thegy not have significant financial interest in
the company, and they may therefore have littlgdm personally from improvements in
company performance (Hart, 1995). Second, non-dixecdirectors are busy people (they
may themselves be chief executives or sit on manmypany boards) and probably have little
time to think about the company affairs, or to edll information about the company
(Shleifer and Vishny, 1997). Finally, non-execusiveay owe their positions to management,
who proposed them as directors in the first pl#&=well as feeling loyal to management,
they may want to stay in managements good graodabas they can be related and continue

to collect their fees.

Another internal mechanism in corporate governative:CEO and top management. The
role of this corporate leveraged population in coape leveraged position has been
significantly highlighted in the preceding sub sattin this present chapter (sec 2.4.3.). This
anchor of corporate governance plays a significaletin mediating or go-between Company

and board of directors, company and shareholders.

The compensation and control systems are intereghanisms of corporate governance as
they are responsible for aligning the reward (andighment) systems to the goals of the
firm. For instance, are managers paid with fixddrses and bonus, or they also compensated

with stocks and stock options? The later typeashgensation would presumably better to
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align the managers and shareholders interestseifstated goal of the firm is to create
shareholder value (Sundaram et. al, 2004).

The final internal governance issue and perhapsth& important from stand point of day to
day operations of the firm, is the nature of empient practices. These mechanisms address
certain typical questions: how are employees haad promoted? How is their human
capital built and retained? How long do they stayhwthe firm? Does firm have a
relationship based contract with employees or pi@w lifetime — employment guarantee, or

does it hire and fire at will or deal with its erapées on an arms-length?

It is clear from the fore going analysis, that @d@orporate governance system depends on
how well checks and balances are placed in orieffay of various internal and external
mechanisms to regulate and control the corporatavieur. Now, we shall move on to
second section, that deals with recent developnienterporate governance regulations and
codes of best practices, International stylized et®df corporate governance and cross

national convergence of regulations and modelowémance.

SECTION B

2.4 International Codes and Regulations on Best Pctices in Corporate

Governance

Corporate governance codes and regulations pratigdrin the 15 years since the Cadbury
code of best practices cane into effect in the éghiKingdom. In the past five years alone,
new codes have emerged in every G7 country excamnl) These governance reforms
generally emanates from national governments, gEsurcommissions, stock exchanges,
investors and investor associations and other soptéonal organizations. To describe
simply, there regulations embody their view of wigmiod governance is all about. The
Cadbury code, for instance, made 19 recommendatiaddressing the structure,

independence and responsibilities of boards; evecinternal financial controls and

remuneration of directors and executives. As, i In@entioned earlier, regulation is an

important mechanism in corporate governance asgjitificantly effect the why corporates
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function is the economy. The following paragrapbksatibe various codes and regulations in

corporate governance internationally in a chronicligorder.

The early regulations in corporate governanceaitatl in United Kingdom in the year of
1986. The first legislation, the financial sengcact came into being to effect and broaden
the role of stock exchanges. In a year later USighdd Tread way commission report to
essentially deal with fraudulent financial repagtinrhis report highlighted the need for a
proper control environment, independent audit fiemctto avoid misinterpretation of

financial report.

The debate on corporate governance received a lagoat series of financial sandals that
unearthed in UK during late eighties and early ti#se Several corporations collapsed and
this severely impacted economy and society as aewhs a result the first organized

response has initiated through Cadbury committéeugeby London stock exchange that
brought out the pioneering Cadbury code as a respon these series of scandals and

corporate failures among UK listed companies (Gh28b4).
2.4.1 Cadbury Committee on Financial Aspects of Cgorate Governance (1992)

The Cadbury report made 19 recommendations, marmwhath attempted to address what
were seen as recent failures in corporate goveenamere board of directors had been
dominated by top management and chief executivies.dadbury committee recommended
that boards of public quoted companies should hawemum of three non-executive

directors, who should be independent of the compdny addition, Cadbury report

recommended that companies should have an audit mibhimum of three members, a
nomination committee to recommend board appointsmant a remuneration committee to
recommend remuneration of executive directors. Mieenber ship in these key committees

should be wholly or mainly non-executive directffgearing, 2005).

The Cadbury committee suggested certain importaat@es especially regarding separation
of responsibilities between chairman of the boand ahief executive of the company. It
argued for clear division of two roles, so thatsmgle individual can have unfettered powers
of decision. However, the committee has made certeandatory provisions specially with
regarding to Director’s role and responsibilitiaseixplaining and reporting on effectiveness

of the company systems of internal controls thatehbaecome controversial subsequently.
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Many of the recommendations of Cadbury Committes ieen made mandatory by London
stock exchange in 1992.

2.4.2 Kings Committee on Corporate Governance (1994

In South Africa, which has some distractive featume terms of the styles of corporates
governance, the main code on corporate governaasepyoduced in 1994 by Mervyn King
Committee. This Committee recommended for effectiimernal audit function,
establishment of audit committee, observance dfidsylevel of business and professional
ethics and internationally accepted accountingdsteds. This committee has made several
notable suggestion by keeping in view of socialiceth environment and cultural values
attached to business in South Africa. Thus, as ttemaf fact the committee also covered
worker's participation, affirmative action prograresmn and a code of ethics in its

recommendations.

The development in corporate governance as a re$utadbury committee report has
significantly influenced several nations in Eurofe design similar codes in their own
economic context. As a result, French equivalérthe Cadbury report, the Vienot report
was published in 1995, and its Dutch equivaler,Riters report was published in 1996.

2.4.3 Greensbury Committee on Characters Remuneratn (1995)

The Greensbury Committee was formed after widesipedlic concern over what were seen
as excessive amounts of remuneration paid to drgeaf quoted companies and newly
privatized companies in the United Kingdom. The puttee noted that high risk

compensation to corporate executives on the bdasigedormance and stock price has
subsequently increased short-termism and led tbrst@ductions, pay restraint for other staff
members (Greensbury, 1995). The Greensbury conamitées keen to ensure that director’s
remuneration was linked to performance, and thenciti@e however did not seem to see a
problem with high levels of pay per se, as longtlesy were justified on the basis of

company’s financial result.

Greensbury committee notably addressed the prolofeseverance package to departing
directors whose performance had not been noticesiatgessful, but who still managed to
leave the company with generous compensation f&s & office. The Greensbury report

developed many of its recommendations from theiega@adbury report. The committee
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recommended for remuneration committee consistetbpnfexecutive directors. These non-

executive directors should have no financial irgene the company.
2.4.4 Hampel Committee and the Combined code 1998.

In the United Kingdom, the early reports such asdtitiry and Greensbury have intensified
corporate governance regulations and some of teemmmendations generated excessive
debates. One such aspect is director’'s respotigbilbf reporting on the effectiveness of a
company’s system of internal controls. As a resiiltwidespread criticism from various
industry circles, the reporting requirements ofediors have restricted only to internal
financial controls as against the effectivenesshef company’s system of internal control
(Marchi Raju, 2004)

The Hampel committee was created in 1995 to reweplementation of the findings of the
Cadbury and Greensbury committees. However, ik tie years for the committee to
restate the original Cadbury recommendations oarral control reporting. This repot
extended the director’'s responsibilities to “alek@nt control objectives including business
risk assessment and minimizing the risk of frausllost of the recommendation of the
committee were accepted and published by the Lostimrk exchange as the combined code

principles of good governance and code of besttipgc

The stipulations contained in combined code regair®ng other things the board should
maintain sound systems of internal control to saéeg shareholders investment and the
company assets. The directors should at least,aflgraonduct a review of effectiveness of
the group systems of internal control and shoutereto shareholders regarding all controls,
including financial, operational and compliance tcols and risk management (combined
code, 1999)

2.4.5 Turnball Committee guidelines on corporate geernance 1999

Turnball guidance published in 1999 extended tlwipions set out by the combined code.
It stated that board of directors should confirnattthere was an on-going process for

identifying, evaluating and managing the key bussngsks.

The report argued that one common denominator degbast failures in the corporate world
was the lack of effective risk management. It codgetherefore that board of directors were

not only responsible but also needed guidanceusbtrgviewing the effectiveness of internal
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controls but also for providing assurance thatsajhificant risks had been reviewed and

effectively managed.
2.4.6Higgs Review on Effectiveness of Independent Diremts 2003

This committee had been commissioned by the UK gowent to review the role and
effectiveness of non-executive directors, followiingancial scandals including Enron and
WorldCom. Public confidence in non-executive dicesthad been eroded because most of
non-executive and independent directors are rextuid company boards primarily due to
their personal contacts. The Higgs review made mbeu of recommendations for the
combined code to be revised, for instance enhanttiegrole of the senior independent
director, detailing the role of the non-executivieedtor and the duties of the nomination

committee.
2.4.7 Sarbanes — Oxley Act 2002

This act is a radical piece of corporate legiskatiy the United States congress, regarded by
many commentators as the single most importanslegn since securities exchange act of
1934. In the USA, corporate crisis associated witfh profile companies such as Enron,
WorldCom, Global crossing, Tyco etc. seem to hawastdned the introduction of the

Sarbanes — Oxley legislation.

The Act introduces sweeping corporate law changksdimg to financial reporting, internal

controls, personal loans from companies to theaators, whistle blowing and destruction of
documents. In addition, Sarbanes — Oxley resttiasrange of additional services that an
audit firm can provide to a client. There are imsed penalties for directors and

professionals who have conspired to commit frawtn&examples follow of its provisions.

The Act requires that all periodic reports contagnifinancial statements field with the
securities exchange commission must be accompayi@dwritten statement by CEO of the
company. The section 1102 of the act provides khatving and willful destruction of any

record or document with intent to impair an offlqg@oceeding carries fines or imprisonment

up to 20 years.

The section 806 provides protection to for emplsye#o provide evidence of fraud. The

legislation also established a public company aatiog oversight board (PCAOB) to be
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responsible to the securities exchange regulati@uditing in US companies, inspection of

accounting firms and disciplinary proceedings.

However, as a result of the Sarbanes — Oxley kigsl, some companies felt that burden of
compliance was too high in relation to the percgilenefits. The companies were reporting
to spending millions of dollars revamping theireimtal controls, upgrading compliance
regimes, writing codes of ethics, setting up hedinfor internal complaints, writing

governance principles and board committee chafiezaring, 2005).

The above mentioned codes and regulations vergapesand details, but most tackle four
fundamental issues of corporate governance. Fainteall shareholders, whose rights most
be upheld, accountability by the board and managénmnsparency or accurate and timely
financial and non-financial reporting and respoilisib for the interests of minority

shareholders and other stakeholders and for abioynthe letter and spirit of law. Policy

makers around the world increasingly argue thaesagmbodying these principles not only
protect investors against fraud and poor stewapdsht also may help to reduce corporates

cost of capital.

The proliferation of codes and regulations may tiebaited to two reasons. First, inherent
flexibility of a code as opposed of a law and sekdhis impossible to legislate on every
aspect of corporate behaviour in a detailed waysaatitory prescriptions may sometimes in
appropriate for many governance issues. Some cotatoes are also apprehensive about the
affectivity of codes because of apparent lack dioeement and statutory validation to
codes. However, despite of apparent lack of temtdes undoubtedly improved corporate
governance practices in various countries. Codes ihtensified broader policy debates
about regulation of business, educated companidsvary often prescribed best practices.
Most importantly these codes were drafted by powenhstitutional investors, stock
exchanges and securities commissions often byrmatgnvernments, whose importance thus
cannot be undermined.

There are several ways through which codes can &denfurther effective. If codes are
combined with mandatory disclosures, a practicesknas “Comply or Explain” may leads
to effective corporate governance practices. Thegeirements force companies to think
carefully because any depart from code must beigyhustified. The Cadbury code,
adopted by London stock exchange demanded that lsbmpanies reveal in their annual

accounts whether they were complying with it-andaf way.
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Ultimately, corporate governance codes and laws suggport each other. All countries have
legal statutes covering important areas pertairtimgousiness corporations. Corporate
governance codes can encourage best practicess@e shatutes and also other areas that have
not been sufficiently addressed in the laws. Moeedfie boundary between laws and codes

will shift over time and vary by country.

In spite of enormous success of corporate govemandes and regulations in promoting
change some scholars have expressed that certaticahnings and excessive developments
might jeopardize the use of codes. The codes infitee place may leads to ‘Regulation
Creep’ (Coombes and Wong, 2004). The regulators teenpted to broader their scope and
add more provisions because codes generally improkgorate governance. For example in
the UK, Highs review of 2003 recommended 82 provisias against to 45 provisions in
combined code of 1998 and 19 provisions in Cadbode of 1992.

Secondly, the excessive emphasis in the contempdiraes is on complying rather than
explaining. The companies’ attempts to show wigythave deviated from the code are
dismissed without thought and comply or explainrapph ultimately interpreted as ‘comply

or breach’.

Finally, the progressive convergence of codes atdba world might generate a tendency —
‘one size fits all' among policy makers and practiers. This might sometimes leads to
unintended consequences. For instance, a blind &fbption of best practices of corporate
governance in developed countries by developingizms might not yield favourable results
because many issues by the codes are not practreddlvant of for them. The corporate
governance codes thus, must first embody the gnegaionditions, issues rooted in one’s

own country and culture.

2.5 Models of Corporate Governance: the Global Pepgctive.

An important ingredient in all corporate governarmsystems is monitoring of managerial
activity by various elements of the system. Monitgrcan be undertaken by the board of
directors, individual shareholders, concentrateldihgs of shares such as mutual funds and

pension funds, bondholders, books or workers (Hag@90).

A nation’s system of corporate governance can le& s an institutional matrix (North,
1990), that structures the relations among owrErards, and top-managers, thus determine

the goals pursued by the corporation. The naturthisfinstitutional matrix is one of the
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principle determinant of the corporate governarinecture and economic vitality of a society
(Davis and Useem, 2004).

There is a wealth of written literature on compi@eatorporate governance systems with the
bulk of it focusing on four major economies — U3, GGermany and Japan. The literature in
all guises emphasized the prevailing systems irsetheconomies and attempted to
conceptualize the differences amongst on the léissveral factors that are internal to these
individual economies. There systems are classdiffdrently by different scholars: outsider
and insider based (Mayers, 1994), market centrickemk based (Cohen, 2000), contractual
and communitarian (Sundaram, Bradly, Chipani andlstWa2004), high-tension and
networking (Charkam, 2000), Market based and blotddr (Becht, Bolton,Roell,2002) and
market based vs relationship based model (Marchi, R®04). The first order in the above
categorization refers to corporate governance nsoeUS and UK, whereas second order
refers to models prevailing in Germany and Jagdowever recent literature on comparative
corporate governance envisages another two relenatels prevailing in transitional
economies (the newly privatized countries such assR and Middle East) and emerging
economies (India, Hong Kong, Singapore and Malaydiaus, dyadic models are replaced
with quadrilateral in the recent times. In theldwling sections an attempt is made to

describe the governance quadrilateral and pattérgsvernance associated with each model.
2.5.1Market centric governance model

This model also referred as out-sider model of o@fe governance widely practiced in the
US and UK. The model postulates classical separdidween ownership and control. Since
equity ownership is widely dispersed (Barle and Mgal934) among large number of
institutional investors and small shareholderstrabrthus vests with professional managers.
This model also referred to as principal — agent@ehavhere shareholders, the principles
entrust the management of firm to managers, thatag&he model envisages reducing the
agency costs and mitigate classic agency problesh d@hises as a result of dispersed
ownership. The model concerns to align the interestshareholder and managers prima

facie, so that managers can create value for sblalets investments.

The capital markets notably strong and liquid inrke& centric economies because of god
investor protection norms. While relying on markdts provide the governance to
corporations, this model also stresses on otheiitororg arrangements, like incentives and

disciplinary techniques designed to achieve strorapagerial performance. The unique
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aspect of the equity market in the market centexgstem is the widely held nature of

securities and lack of significant inter-corporaneljividual / family and bank holdings.

The compensation of management is tied to firm$op@ance is essentially to align the
interests of management and shareholders. The kmjadittectors are fundamental to the
control of corporations, charged with directing andnaging the business of the corporation
on behalf of the owners. The board of directorgusted with the responsibilities like
appointing and monitoring management, communicai¢h vehareholders and other
stakeholders, ensuring internal controls and manage information systems to function
effectively etc. In addition, the shareholders tmonitor management and board of directors.
They vote for directors at annual meetings, expmesssent or descent on certain key

strategic actions of management etc.

In addition to the monitoring activities of shar&ders and board of directors, markets also
provide a monitoring and, in some situations aigis@ary faction. The markets here include
the securities market, market for corporate contrrket for management services, product
market. These markets however have devised their teehniques to alleviate corporate
governance problems (Bhasa, 2004).

The market for corporate control is an importantang to solve the principle — agent
problems. In the prototypical case, poor managenmeatwidely held company leads to low
stock price. A potential acquirer believing that@n improve the performance of the either
by removing management or generating economicsalé swill either make a friendly bid
for the equity of the firm or if incumbent managereé not inclined to transaction make a
hostile bid. Takeovers are quite common in this ehodnd takeover bids are frequently
facilitated by the existence of one or more insitinal shareholders who tender their shares
to the bid and make it successful (Halpern, 2000).

Market for managerial labour is effective in thesentries that threaten a poorly performing
manager to find a new job. The ready manageriabuabmarket helps in mitigating
governance problems to a large extent. Ready sugfggmpetent and qualified managers in
the managerial markets acts as a stick for incuiniesnagers to perform well. Bad
performance can be immediately replaced with thiéegwof talent available outside. Hence,
the existence of managerial labour market hel@digming the interests of manager with that

of shareholder. Alongside, the product plays acgbprole in this mode. If a firm operates
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poorly relative to its competitor ultimately wilinfd itself in financial distress and in the

extreme bankrupt.

The underlying discussion of market based govemaystem is based on the assumption
that the companies have widely held equity. The ehddhs to be modified if there are
concentrated holdings of equity and debt this filgtyi is considered in depth in the

following section.
2.5.2 Relationship Based Governance Model.

This model of governance is characterized by comatsd stockownership and illiquid
capital markets. The shareholders of corporatiomeusuch a model are driven by long-term
commitment and are in a position to monitor maniagi@ction, thus avoiding the incurring
of agency costs. Banks dominates the ownershigshsrholding large amounts of equity in
corporations. Banks are seen to be directly ireIw the operations of the firms in terms of
monitoring, decision making etc. Quite unlike metrkased model firm, where banks or the
debt holders withdraw from corporations in crundiations, in this model banks commit
themselves to bailing out corporations that areirftabad times. Hence, the governance
model is largely understood to be relationship dasedel. The Japanese, French, German

and Korean models are good examples of this goseenaodel.

This model is primarily considered to be the md&ative model of governance, despite
being characterized by weak and illiquid capitatkess. The relationship model is also beset
with many problems. The dominance of banks in decisnaking process steals from the
management its professional expertise and the catipo is managed as per the whims and
fancies of a few financial analysts. However, sinoéke the market based firms, there is no
separation of ownership and control, thus probleofismanagerial expropriation of

shareholders money do not arise in these firmdedas what is observed mostly is the
conflict of interests among multiple stakeholdétthile the banks might want to get stable

returns, the managers may be interested in pergomath etc. (Bhasa, 2004).

While some differences can be observed in the gawere patterns of the relationship based
economies, the primary thread that unites thernascentrality of a web of relationships to
run a corporation. However many commentators hawieized these firms for being highly
concentrated in nature, besmirched with the attengieoblems of non — specialization. The

promoters double up as managers in most case$ aotléxcessive intrusion by the majority
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shareholders and the banks in the day to day apesamay lead to corporate governance
problems in the firm where majority shareholdergprepriating the value of minority
shareholders. However some researchers felt tleesetirms have, despite their illiquid
markets and concentrated ownership structuresat@pagside the Anglo — American firms

and also consistently performed better.
2.5.3 Transition Governance Model

Central and eastern European countries and theyniemkpendent states (former Soviet
Union) typically constitute the population of ecames that have adopted this governance
model. Interestingly, this form of governance modas been coerced on their economic

systems given their penchant to open their mafketsapital requirements (Bhasa, 2004).

This model is characterized by wealk, illiquid yetexging stock markets, transition from a
state — led enterprise to gradually seeping diffsgactures; transition in legal systems
towards the competitive and functional systems; kweestitutional set up to confront
governance problems, poor investor protection mashas, lack of financial discipline in
terms of coercing the government to refinance losking enterprises (Berglof and Von

Thadden, 1999), and weak institutional investors.

Though these firms are trying to adopt best prastaf both market — centric and relationship
based models in terms of opening up the econontyeAgthening capital markets, ensuring
relationship based market structures. Howevergéreeral apathy that can be found in weak
investor protection mechanisms, excessive statervietion and artificial diffusion of

ownership has marred their progress.

The state intervention is a significant impedimimtthis model of governance. These firms
in transitional economies made recurrent effortertaulate market centric model by diffuse
ownership structures, but what is commonly obsemvedthese firms that ownership has
always been concentrated earlier state owned catipns and now private individuals and

business groups held them (Akai and Kim, 1995).

The Primary weakness of this model of governantkataccess to external capital is almost
choked since investors do not find the transitigatesms to be convincing (Jackson and
Bilser, 1994). The insider bias that could be malithrough privatization has weakened the
financial system of transitioned economies througbkallocation and mis appropriation of
assets (Bhasa, 2004).
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This model of governance is a recent experimenh Wlie governance adoption models.
Much is to be seen and discovered regarding theiezity had effectively of this model.

Whether markets succeed in correcting their goveragroblems or whether states bolster
their financial and legal systems to keep in takth ihe emerging governance need is a

matter of speculation.
2.5.4 Emerging Governance Model

This governance model is much less discussed ématitre, on comparative corporate
governance unlike the transitional economies madeth is an experiment to assimilate the
best of market centric and relationship based mobak type of governance system is a

fairly successful attempt in replicating governanuedels of successful economies.

This model is characterized by the existence ofavibcapital markets, successful transition
from state held specialty sectors to widely hetoh§; existence of relationship based models
as well as market centric governance mechanismergng managerial labour class; formal
and functional legal systems; existence of bothilfaheld firm as well as widely dispersed
firms. This model of governance is a unique expentmamid the much established insider

and out sider models.

The Business groups dominate these economics antilyf retaining a significant amount of
control and ownership, and spread across wideosscsection of industries. These business
groups primarily managed and held by the familiasehmodelled their control patterns on
the relationship based model of firms. However kenlthese firms, the family firms in
emerging markets have also embraced the marketlsofigovernance by listing themselves

on the vibrant stock exchanges.

These economies have enabled a pragmatic shifbderstanding of corporate governance
mechanisms. While, cross holdings coupled with eatrated and pyramidal ownership
structures is one feature of the model. India aaav@n are the best examples of this model

of governance.

However, like all other models of governance thisdel too besets certain short comings.
The existence of business groups often leads tfliciorg interests such as transfer pricing,

asset stealing, insider trading etc. Some of thésedant problems have relatively solved by
the increasing realization of state role in theegaance process, gradually emerging market

for corporate control and growing activism by inegs groups.
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This model however, has translated the existintesys into practically feasible mechanisms.
But still much needs to be achieved in rationagzithis model of governance. Since
justification, for the existence of both insidedawutsider oriented models simultaneously in
one economy, is governed by practical conversiothefstrengths of these models in to new
governance paradigms like market — centric andiogiship based structures yet to be fully

accomplished.

It is clear from the foregoing analysis that cogiergovernance systems are developed in an
institutional matrix that is particular to the cay's economy, society and law concerned.
However, we try to enlist the tendencies of congaog among various systems of corporate

governance now, by invoking political economy pexdjve in the era of globalization.

The political economy perspective envisages that @Ghobalization drive affects different
intuitional components of corporate governance megi in different degrees and among
countries the degree of impact varies. It has emathiwo categories of variables to describe
these charging dynamics. One category is compoktt dripartite institutional structure of
corporate governance regimes, such as corporatditemcial market regulations and labour
law. A second set of variables is constituted bfedent types of political economic systems
like new-liberal, neo — corporaratist and stafi$te present section combines these sets to
construct the governing convergences in systemesogforate governance as a result of
globalization. Importantly, to bear in mind theane liberal economies denote United States
and U.K, neo-corporatist implies Germany and dtagisonomies symbolize France and

Japan.

The globalization’s primary impact has been thaiitial system and capital markets which
provides the mechanism to influence national ecaesnmAs a result of globalization the
financial markets are largely affected in neo-ldderneo-corporate as well as statist
economies. However, the neo — liberal and neorporate economies are one step ahead

than third category to embrace the changes thrapghopriate regulations.

The financial markets regulations given more powersvestors in US & UK (neo-liberal)

and paved the way for enacting several regulation&ermany (neo-corporate) to adopt
superior accounting standards, disclosure pracgtesHowever in France and Japan, little
changes have occurred in capital market regulatosstates remains to be powerful, even

withstanding competitive pressures from global dpnarkets (Halpern, 2000).
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The company law reveals a moderate, but surpriginglariable degree of cross national
convergence. The company and corporate law regimeésrwent significant change in U.S.
incorporating anti-takeover provisions in the fedeas well in the state laws. The legal
changes pertaining to company law and governanee haen increasingly widened in the
United Kingdom since 1990s. The UK has enactedraévegulations, a few to mention
Cadbury code, Greensbury code, Hampel recommemdati@ombined code etc. to regulate

and enhance governance of UK listed companies.

The new — corporatist economy — Germany and Statishomy like France too underwent
significant changes during 1990s to adopt besttijgexc in company law as a result of
globalization. However, Japan did not have anyomahanges in company law regimes
except creating on independent securities regylabody. The changes in corporate and
company laws converge to a large extent acros® thasons. Most of them have adopted
best practices of governance and significantly ipomated these provisions in pertinent

company laws (Cohen and Cioffi, 2000).

While, the financial market regulations, companwdacontinue to change across these
economies, leaving labour law regimes untouchednewé the time of increasing
globalization. This is primarily because of sendiyi of labour issue and concerns for

political stability of national political economies

The labour markets remained resilient to the glgivasures and on the whole remained
stable. There are no significant changes pertaitondabour law in neo-liberal neo —

corporatist and static economies of US, UK, Germ&mngnce and Japan. There is absolutely
no enhance of evidence in US, UK, France and Japlaereas in Germany, the courts have

opposed attempts to circumvent board co-deternoingtiactices (Cohen and Cioffi, 2000).

The above mentioned analysis clearly indicates thate is a growing convergence in
corporate governance systems in neo-liberal, neorporatist and to a less extent in static
economies. The convergence in the realm of capitaket regulations, company law can be
observed in case of neo- liberal and neo — corgpratonomies of US, UK and Germany.
However, static economies still holds back in thentmuing trend of convergence of

corporate governance regime as a result of glodtadiz.
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CHAPTER 3
Corporate Governance: Theoretical
Perspectives

The present chapter deals with the theoretical dracind of corporate governance. The
chapter attempts to provide an understanding oparate governance by unveiling rich
theoretical orientation pertaining to the concepd gractice. The chapter primarily analyzes
two dichotomous modes of though in corporate gamece theorizing. It also explains the

perspective employed in the present study.

Much of the current debate on corporate governdme® centered on practical issues,
including corporate fraud, the abuse of manages@ker and social irresponsibility. In

essence, the debate is about how to solve theipetggroblems in corporate practice. Letza,
et.al, (2004) noted that corporate governance autabuilding effective mechanisms and
measures, either in order to satisfy current soeigbectations or to satisfy narrow

expectations of shareholders.

The debate on Corporate Governance nevertheless tthhahed many deep-seated,
fundamental questions - what is the purpose ofcibiporation? In whose interest is the
corporation is run? Who should control the corgorét How should they control it? In

general, corporate governance as we have outlinetha earlier chapters, is about the
understanding and institutional arrangement fati@hships among various economic actors
and corporate participants who may have direchdireéct interests in a corporation such as
shareholders, directors/ managers, employees, taredi suppliers, customers, local
community, government and the general public. Défifieé perspectives in theory result in

different diagnoses of and solutions to the prolklefcorporate governance practice.

The fundamental perspectives on corporate goveenean be broadly categorized into two

contrasting paradigms: shareholding and stakehpld® Sullivan, 2000; Kakabadse and
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Kakabadse, 2001; Friedman and Miles, 2002). Howesech a division hinges on the
purpose of the corporation and its associated tstreicof governance arrangements
understood and justified in theory. On the one Edhe traditional shareholding perspective,
which regards the corporation as a legal instrunfi@nshareholders, to maximize their own
interests — investment reruns. On the other hantha stakeholding perspective that newly
emerged in the later 20century, which positions itself on the contrarythe traditional
approach. It viewed the corporation as a locuselation to wider external stakeholders
interest rather than merely shareholders wealthpl&ees, creditors, suppliers, customers
and local community are major stakeholders oftentrared and emphasized with in a board
definition of stake holding (Freeman, 1984). Thaksholders’ participation in corporate
decision makings, long-term contractual associatibetween the firm and stakeholders,
interest relationship and business ethics are thgomproposals for stakeholders’

management (Donaldson & Preston, 1995).

The contemporary analyses or corporate governarag chore attention to evaluating and
judging the superiority of either the shareholdael or stakeholders model and often take
part in one-sited arguments, sometimes with a sligbdification such as are enlightened
shareholder model (Gamble and Kelly, 2001) andnéigldened stakeholders model (Jensen,
2001). The analyses seldom step outside the nazomfines of their respective interests to
investigate the theoretical genealogy, ideologwpppositions and value systems behind and

underpinning these perspectives.

The present chapter attempts to survey and ciitieatamine both the shareholders and
stakeholders perspectives on corporate governdrue.chapter also tries to comprehend
other dominant perspectives in Law, Sociology, tRali Economy that offer valuable

insights into rethinking corporate governance amdrcome part of the short coming of

current over abstracted / over — static theoriaingporporate governance literature.

3. 1 Corporate Governance Theorizing

The corporate governance theory is based on twardorntheorizations, i.e., shareholding

and stakeholding. These two perspectives act atafoantals for corporate goals and in the
present context they enable us to uncover richrétieal perspectives that are attached to

these dominant modes of thought. The shareholdaspective includes various theoretical
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models built in Economics, Sociology, Law, ManagetePolitical Economy, Ethics,
similarly the stakeholders framework comprises e¥esal inter-disciplinary theories of
corporate governance that are typically a synthefsesconomics and ethics, management and

sociology in particular.

3.2 The Shareholding Perspective:

The shareholding perspective as an orthodox apprt@dhe understanding of corporate
governance has its origin in the fundamental idéaprivate ownership rights as the
foundation of capitalism. The traditional wisdonthsit private ownership is fundamental to a
desirable social order and to the development okfdicient economy, and thus private
ownership rights are inherent to corporate goverea(Gamble and Kelly, 2001). The
underlying notion of private ownership is the idspl of individualism which emerged in
15" & 16™ century England as a result of the emerging me¢iisan, reformation and
renaissance that gradually broke from the old feadeiety and required a new definition of
social order and regulation. The individualism ially emphasized such conceptions as
individual separation, freedom and autonomy (TnickZ000). With the development of
capitalist economy during the 1,718th and 19 centuries, when corporation began to
emerge in England at first as a charted form foerseas trading and subsequently as a
legislated form as a mechanisms for raising capital business expansion. The individualist
ideology thus, has inherited by corporate law tihiear interpreting the nature of
incorporation. The right to incorporate is arguainlyerent in the right to own property and
write contracts and that the corporation is a legekension of its owners -shareholders
(Allen, 1992). The inherent property rights theaigo insisted that although a company is
regarded as a legal person separate from its owtlg@snature of shareholders as the
company owners never changes and the company igedbto serve the interests of its
shareholders as corporate members. Corporate pyopkould be treated as a private
association which demands the minimum of governmeguilation and interference (Gamble
and Kelly, 2001).

The shareholding perspective obtained further supgharing a fierce debate in corporate
personality in the late ¥9century. One side of the debate is referred tthasaggregate or
fiction theory, advocated by German jurisprudentd®fi Von Jhering and American
jurisprudent Wesley N Hohfeld. These scholars #sdehat the corporation as a legal group

is created by the State and is no more than atpriassociation of shareholders. The new

60



form of corporate property is the aggregation alividual property rights under an objective

name, united by contract and protected by Compavw. The shareholders as owners of the
corporation demand certain legitimate obligatiomsf the corporations and managers of the
corporations have a fiduciary duty to act in théeiests of shareholders (Baker, 1958;
Mayson et.al, 1994).

The shareholder view of corporate governance wathe justified during 29 century
especially in the neo-classical economics thatressbe important of principles of free
market, economic efficiency and profit maximizatioddany scholars have contended that
individuals owning private property and pursuindf-ggerests ensure the most efficient
economic activities and outcomes (Hayek, 1969). Binginess corporation thus, owned by
shareholders must aim at maximizing profits to @ckashareholders value. The corporations

should not act on any other purposes beyond shiaesiso

The shareholder perspective locates corporate gamee issues in the basic premise of
protecting shareholders’ interests and effectivaigning managers and owner’s interests
through several institutional arrangements. Thistqumtionist approach to shareholders was
largely because of a universal agency problem dseparation of ownership and control in
the large business corporations (Shleifer and WisH®97). To reiterate, the corporate
governance issues become enormous academic anticgramportance as corporations
grown bigger, shareholding become diffused andrs¢ipa of ownership manager become
the order of the day during early ™M @entury. As a result shareholders have to delegate
control to few directors and managers to run themany. Thus the widening gap between
owners and managers increased a potential rislditesttors and managers may become self-
serving and act on their own will at the expensealbfshareholders. Hence, shareholding
perspective of corporate governance emerged asponse to deal with the ways in which
suppliers of finance to corporations assure themsebf getting a return on their investment
and to make sure that managers do not steal thialcapinvest in bad projects (Shleifer &
Vishny, ibid.).

With this background reasons for shareholding aggtpwe now more into a more elaborate

account on diverse theoretical perspectives adedciat the field of economics, sociology,

Law political economy, ethics etc.

61



3.2.1 Neo - Classical economics and theory of firm

The problem of corporate governance was initiadigniified in the works of notable Neo —
classical economist — Adam Smith in 1776 (1937)pwloted that the directors in a joint
stock company could not be expected to be as wigdad careful with other people’s money
as they are with their own. He opined that managesngotential negligence always prevail
as an issue in public companies. However, apan ff@lam smith, most of New-Classical
theorists have ignored these issues of the intemganization and largely concentrated on
economic modeling techniques on the basis of odkadicro — economic analysis that is
virtually synonymous with the theory of the firmgi¢hel, 1997). Their models exclusively
purpose to explain the relationship between demewsts and output and bears little relation
to the innovating, multi-product, “flesh and bloodjanizations that business men call ‘firms’
(Penrose, 1958). The overriding orthodoxy thus tteeconomist’s concentration on defining
model of the firm that would be able to predict theection and magnitude of price changes
which occur in response to events  taking placeideithie very narrowly defined firm. As
result, the theory of firm has vehemently critidzand inadequate to be a theory of

organization.

The new classical theory of firm thus treats firmam empty box or a production function.
This theory is indeed, a theory of markets in whitins are the only important actors
(Jensen and Meckling, 1976). The neo-classicaloddky has been challenged on several
fronts from and within economics and other discipsi. The neo- classicalist assumptions on
theory of firm were defined by economists and athauring 1960s as a result of a seminal
work by Adolf Barle and Gardiner means in 1932 thighlighted the internal organizational
governance problems as a result of separation baetewners and managers. This work have

led to subsequent development of theory of firmy meanagerial and behavioral.

Before proceeding further in to theory of firmjgtbefitting to provide brief review of Barle
& Means arguments as it serves as historical backgl for subsequent development of
corporate governance theory and practice till dais.uncommon to find any academic work
on corporate governance that has not mentionedeB&rimeans account on ‘Modern

Corporation and Private Property’.
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3.2.2 Barle and Means - Separation Thesis

The ‘Modern Corporation and Private Property’ appdain the early stages of great
depression, but it was more a product of the 1920s80re generally a period after 1890 that
culminated in the stock market crash of 1929. d@ligh the book is best known for the
author’s focus on ownership and control, the tapigresents only one component of their
discussion. Barle and Means began by arguing thgitat in the United States had become
heavily concentrated during the previous few desaaled vested with a relatively small
number of companies with enormous power. As thesaesfgrew, it became increasingly
difficult for the original owners to maintain theiajority stockholdings, and stocks became
dispersed among a large number of small sharefsldBne consequences of this dispersal,
Barle and Means suggested was the usurpation oémpbythe firm’s managers, those who
ran the day to day affairs of the firm. These ngems were having interests not necessarily
in line with those of the stockholders. The ownamsferred that profits be returned to them
in the form of dividends for example, managers gmefd either to reinvest the profits or, in
more sinister interpretations, to further their oprivileges, in the form of higher salaries or
perquisites. Barle and Means contended that sirareagers are removed from the pressures
of stockholders, becomes as a self-perpetuatiam@ihy and unaccountable to the owners

whom they more expected to represent.

Barle and Means surveyed 200 largest U.S. non-fiahnorporations in 1929 and found
that 44% of them had no individual ownership insgrevith as much as 20% of stock, a share
that they viewed as an approximate minimum necgs$ar control. Barle and Means
classified these 88 firms, which accounted for 58%ctotal assets among top 200, as
management controlled. They have concluded thatnig 11% of firms did the largest,

owners hold a majority of the shareholding.

However, Barle and Means concern about the separafiownership from control was not
only about manager’s lack of accountability to istegs. It was also about manager’s lack of
accountability to society in general. They means ttmanagers are small group, sitting at the
head of enormous organizations with the power tddpbwand destroy, communities, to
generate great productivity and wealth, but als@dotrol the distribution of that wealth,
without regard for those who elected them (theldtolders) or those who depend on them

(the larger public).
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The separation of ownership and control and udeuse of managerialism posed a major
challenge to the neo-classical orthodox theoryiraf,fwhich consider firm as a unitary actor
that responds to market. As mentioned, internabmiation of firm in the sense who
controls the firm is irrelevant in this view, ofri. The assumptions of Barle and Means
created rumblings among economists and they inresponded to the challenges posed by
Barle and means by defining theory of firm to acommdate the growing concerns over

managerialism.

3.2.3 Managerial Theory of the Firm

The managerial theory regarded the neoclassicahgston of profit maximization as being
inadequate because it does not take into accoantdmpetitive conditions in which a firm
operates, which can allow managers to enjoy cordidie discretion (Williamson, 1963). The
managerial theory of firm attempts to model the wayhich managers will exercise their
discretion. The managerial theory regarded manalggiscretion may sometimes detrimental
to the shareholder’s interests. The theory cemterthe proposition that managers will seek
to maximize the scales of their firms through matagion of market valuation of their firms
over the long-term in order to avoid the threatakeover. A more appropriate analysis of
managerial discretion and utility maximization che found in the models of Oliver
Williamson highlights certain behavioral determitgathat give more room for managers to

maneuver and act in self-interests.

Williamson’s managerial theory of firm argues ttia¢ managerial utility function includes
such variables as salary, security, power, starestige and personal excellence. Of all these
variables only salary is measurable and othersi@amepecuniary and essential for manager’s
personal satisfaction. In particular staff expemditon emoluments and funds available for
discretionary investment gives a positive satighicto managers because these expenditures
are source of security and reflect the power, stgitestige and professional achievement of

managers.

Williamson’s model identifies the inherent problenms excessive managerial discretion.
Manager’s attempts to increase staff because teiad of a large staff is a symbol of power,
status and prestige may prove counterproductivettier value of the form. Similarly,

managerial emoluments or slack payments in the fidrexpense accounts, luxurious offices,

company jets, cars etc. often have zero produgtanid instigate governance problems in the
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firm. Thus excessive discretionary investments geadisfaction to managers because it
allows them to materialize their personal favorgeojects. This leads to managerial
appropriation of owner’s wealth for personal safision and subsequently leads to standard

corporate governance problems between owners andgess.

Thus managerial theories of firm with in econonacs a response to managerialism, but they
don't necessarily endorse managerialist thesisyT¢tand apart from other sociological
accounts on managerialism in several respects.nfdmagerial theory of firm also departs
from orthodox theory of firm which considers managat as just another input for
maximization of profit. This theory for first timéntroduced behavioral attributes to
economic modeling and offers constructive argumémtgrowing governance problems and

mis-alignment of interests between shareholderseanthgers.

3.2.4 Behaviourial Theory of Firm

The behavioral theory of the firm, as developedClygrt and March, focuses on the decision
making process of the large multi-product firm undecertainty in an imperfect market.
Cyert and March (1963) deal with the large corporatanagerial business in which
ownership is divorced from management. The théemneloped from the concern about the
organizational problems which the internal struetaf such firms creates and from the need
to investigate their effect on the decision-makprgcess in large corporations. The basic

premise of behavioral theory of firm rests on fallog assumptions.

1. The firm as a coalition of groups with contimgiinterests.

2. Definition of the goals of the firm by the topanagement

3. Means for the resolution of the conflicting dems and interests of the various
groups of the firm coalition.

4. The process of decision making for the implemton of the goals by the

management.

The behavioral theory of firm is conceived as alitioa of different groups which are

connected with its activity in various ways: managevorkers, shareholders, customers,
suppliers, brokers and as so on. Each group hasvitsset of goals or demands. For example
workers want high wages, good conditions of worll aranagers want high salaries, power

and prestige. The shareholders want high profitswing capital and market size where as
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customers want low prices and good quality andiservThe most important groups,
however, with in frame work of behavioural theorea® those most directly and actively

connected with the firm, namely the managers, thekers and the shareholders.

The behaviourial theory of firm contends that mamagnt is key to internal organization of
the firm. The top management is responsible forl gedting, resolving conflict among
participants and decision making activities. Thenagers are responsible for profit
maximization of the firms, where in they are inteal in attaining satisfactory rate of profit
or to hold a satisfactory share of the market. fMlc 1997). The behavioural theorists
introduced rationality component in theorizing ofnfs and argues that managers are
bounded rational in the sense that intendedly matjdut only limited so. Their behaviour in
organizations and decisions on key matters isptfwholly rational, at least in good part
intendedly so (Simon, 1979). The bounded ratiopatitis, justifies the satisfying behaviour
of the large corporate firms. The top managemedtkarard of directors decide the goals of

the firm to attain satisfactory performance.

The behavioral theory of firm recognize firm asaalition of groups and management is
central to goal setting, attaining satisfactoryf@enance and resolving conflicts in the
internal organization of the firm. The behavioutaorists however do not completely reject
neo-classical theory, instead they focus on a miffe set of problems, specifically the
internal allocation of resources and the processetfing prices and out puts (Cyert and
March, 1979). Unlike, the traditional theory, firfa not treated as a single-goal, single-

decision unit, but as a multi-goal and multi demisorganizational coalition.

The neo-classical, managerial and behavioural theaf firm have further evaluated and
contextualized by the later economic theorizingeegdly in neo-institutional economics
literature. The present chapter set out three msf@nds in neo-institutional economic
theorizing: Agency theory, Transaction costs andperty rights theory to position the

development of corporate governance theory in timtetnporary times.

3.2.5 Agency Theory
Shleifer and Vishny, (1997) regarded agency theasy an overwhelmingly dominant
theoretical perspective applied in corporate gaaece studies. The agency theory has been

proposed as an explanation of how the public catpmr could exist, given the assumption
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that managers are self-interested. This theorythasfirst satisfactory explanation of the
public corporation since Barle and Means (1932nfsal out some of the key problems

inherent in the separation of ownership and control

The agency theory has been developed by Ross (EidBby Jensen and Meckling (1976)
among others applying the principal — agent modethe corporation the shareholders as
principals delegate their decision making rightsato agent (managers) but maintain their
rights to the residual income. The agent-managerahéiduciary duty to the shareholders
whose main goal is to receive the highest yieldsiis i.e. managers should maximum
profits. The managers as agents often use the atelbgoower in their hands to maximize
their own utility instead of shareholders / priradp welfare. Therefore managers are un-
trustworthy and must be fully monitored. There am® issues occurring in the agency
relationship with which agency theory is concerriBke first is that because it is difficult or

expensive for the principal to know performancehaf agent, the principal cannot verify that
the agent behaved in appropriate manner. The seissnd is that the principal and agent
may prefer different actions because of differetitumes towards risk (Eisenhardt, 1989).

These two problems are further elaborated below.

An agency relationship consists of an agreemenguwtiich one party, the Principal, engage
another party, the agent, to perform some servicéhe principal’s behalf. There are many
agency relationships exist with firms. For instgntdee shareholders appoint board of
directors on their agents to manage firms. The @%an turn, delegate much of the operating
authority to top managers, while managers assgiste lower-level employees. As we have
discussed, there is good reason to believe thaintheests of principals and agents are not
naturally aligned. These are agency problems oras@ut in firms primarily because the

agent-managers have incentives to take actiondrtbiaase their utility at the expensive of

shareholder-principals.

The above said assumptions are fundamentally becafusxcessive managerial discretion
(Williamson, 1964) and asymmetric information betweagents and Principals in an agency
relationship. The asymmetric information leaves aggmns with an opportunity to pursue
their own interest rather then interests of thend®pals. Since Principals cannot freely
observe the actions of the agent, the agents garaly engage in activities such as Shirking

and Perquisite taking (Jensen & Mekling 1976) withthose activities always being detected
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by principals. Nevertheless, the principals tooaligulimit such behaviour by establishing
appropriate incentives for the agent in the comteaxd by incurring monitoring costs. The
Agents also might incur bounding costs to help gotee that they will not take certain
actions or to ensure that the principal will be pemsated if they do (For example, the
Agents might buy insurance policies that pay thadjpal in case of theft). The agent is
willing to incur these expectations to increase @heunt paid to the agent by the Principal
for the agent’'s services. If, monitoring costs analign the interests of Principals and

agents this results in residual loss and incre@sagency costs in the firm.

The second issue for wide spread agency probletasgeba owners and managers is because
of differential attitudes to risk. The problem hesethat the principal and the agent may
prefer different actions because of the differesk preferences and exposures (Eisenhardt,
1989). The managers typically have substantialléese human capital and personal wealth
invested in the firm. This large investment can enakanagers overly risk averse from the
stand point of owners, who at least in the largalipicorporations typically hold only a small
fraction of their wealth invested in any firm. Themmon stock of large corporations thus,
fundamentally held by many investors with well dsied portfolios. As a result, investors
are not overly concerned about the fortunes of @rgy company and tend to be risk neutral
because their earnings on stock tend to balanceveuttheir entire portfolios: i.e. one firm is
lucky will another firm is unlucky. The managersdontrast, receive large fractions of their
incomes form individual companies and care greallgut the fortunes of their firms. This
difference in outlook implies that managers (ageotsa firm can often be viewed as being
more risk averse than the owners (principals) ef fibm. This leads to agency conflicts
where in owners being risk neutral and agents begsikgaverse due to personal preferences

towards risk as such.

The agency perceptive thus, deals with the govemassues deep seated in contemporary
corporate forms of business organization. The agedheorists also expressed explicit
concerns over the ways through which these probti#rgevernance in business corporations
can be solved and identified appropriate mechantsnselve the misalignments of interests
between principals and agents. The two streamg@f@y theory offered profound ways to
deal with this problems these two streams of agéiney is exorcized have to uncover more

appropriate explanations for agency problems.
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The agency theory from its roots in information mammics has developed along two lines:
positivist and principal — agent (Jensen, 1983esEhtwo streams share a common unit of
analysis: the contract between the principal anehagThe concept of contact is the most
favored metaphor used in agency theory. It belighas$ all social relations in economic
interaction are reducible to a set of contractsvbeh principals and agents. The role of
contracts serve as a vehicle for voluntary exchgAdghian and Demsetz, 1972). The firm,
thus can be best viewed as a nexus of contractscanulactual relations exist not only
between shareholders and managers, but with ottaketwlders such as employees,

suppliers, customers, local community etc (JensenMeckling, 1976).

The contract between principals and agents defirge firms organizational governance

framework - to say allocation of decision rightsfpemance evaluation and reward systems.
The contracts also provide an important set of tamgs that helps to resolve and control

incentive problems between principals and agent® dontractual structures ensures that
agents / managers act in the principals interestisthere by determine the most efficient

contracts growing the principal and agent relatigmshe interest of owners (Letza, Sun and
Kirkbridge, 2004)

3.2.6 Transaction Cost Economics

The Transaction Cost Economics departs form NessBial views of firm by treating firms
as centers of various activities including produwtifunction. Thus it argues that co-
ordination between separate activities takes pleite in firms and this coordination is the
defining characteristic of firms as they really sxiWilliamson (1981) described that
transaction cost economics is closely associateld thie study of industrial organizations
because it posits that firm engages as a resuk@ed to reduce transaction costs. Transaction
cost approach to corporate governance perspedtie®r{zing) has been the beneficial of
distinguished antecedents (Williamson, 1984). Pnemily - Ronald Coase’s classic article
on the nature of the firms (1937) that describeditim rather them in technological terms (as
a production function). Firms and market are désctias alternative modes by governance,
the choice between which principally decided bynsection cost differences. Awaiting
operationalization, Coase’s 1937 article was mutddand little used (Coase 1972:67). The
operationalization of transaction costs finally goderway in the 1970s. Once begun ,TCE
has successively progressed into pre-formal, semidl and fully formal modes of analysis,

(Willamson,1996) However, in first transaction ceatrks Williamson dealt with vertical
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integration - or in more mundane terms, with thekeaar-buy decision. This indeed turned
out to be a proto typical problem there by followathlyzing certain key themes like human
actors, unit of analysis, the nature of firm, pw®oempirical evidence and efficiency

creation.

Williamson’s work assumes that firms are profit nmaizing, and profit maximization
involves cost-minimization. By implication, it is:\a&quilibrium theory. It assumes rationality
on the part of principles (owners) and /or agentar(agers). Where it differs is in stressing
transaction costs as well as production costs.idifibon, indeed envisions that production
costs on being analogous to the costs of buildind ainning as ideal machine, while
transaction costs are those costs which are ineielag departures from perfection, such as
friction. In the economic sector, the ideal machwauld be a perfectly efficient market. As
we know such a market fundamentally requires fuftbimation to be available to all parties
among perfect competition, among other factors. abepes from this perfection (often
referred as “market failures”) can result in firmsreasing costs when they attempt to buy or
sell goods or services. For example, lack of infmion among alternative suppliers might
lead to paying to higher price for a good. Lackimdbrmation about a customer’'s credit
worthiness might result in a bad debit. These eferred to be transaction costs. Williamson
argues that firms want to maximize the total cogtsch are made up both production and
transaction costs. Under some circumstances tramsamsts may be lower if the transaction
takes place in an open market, which in other 8doa costs will be lower if managers

coordinate the transactions internally (Williamg®99)

However, Commons (1961) was first to suggest theg @ltimate unit of economic
investigation should be the transaction. He typyoapaque term for a transaction is a unit of
transfer of legal control. According to him tranais constituted as essential mechanisms
in firms whether it is bargaining transaction betwebuyers and sellers or managerial
transaction between managers and owners. For opoge of understanding transaction cost
approach to corporate governance, we'll draw cétytraf information processing to control

managerial opportunism and self — dealing.

TCE'’s contribution to understand corporate govecearests in specifying the variables that
determine which governance structure and contrhcsaheme enable firms to lower

transactions cost there by proposing numerous tiveemechanisms that align the interests
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of principals and agents. In TCE illustration ofrparate governance, we also need to
mention the assumptions, unit of analysis, vargloietransaction cost approach essentially
because of the very fact that any understandirapigforate governance would be incomplete

unless we understand the basis problems that fsadidy attempt of theorizing.

Transaction costs economics eschews hyper-ratigniali favour of bounded rationality
according which human actors are intendedly ratibwod only limited so (Simon,1961). It
refers to the fact that people have limited mensoaied limited cognitive processing power.
Bounded rationality assumes that all complex cetgran a real world economic situation are
unavoidably incomplete because one cannot assavgltthe information at disposal, and

cannot also work out the consequences of the irgtbam accurately (Williamson, 1999).

Another attribute is self-interest. TCE goes beytma orthodox description of simple self-
interest seeking to include strategic behaviourhictv manifests itself as adverse selection,
moral hazard, and more generally, as opportunitgcotdingly, human actors will not
reliably disclose true conditions upon requestedf s fulfill all promises. Contract as mere
promise, unsupported by credible commitments, wik, therefore, be self —enforcing
(Williamson, 1999). Thus opportunism as Williamserplains refers the possibility that
people will act in a self-interested way "with [glithat is, people may not be entirely honest
and truthful about their intentions or they migliteenpt to take advantage of unforeseen
circumstances that gives them the chance to exafmther party. However TCE does not
assume that all people will act opportunisticatiyre of the time, and that one can’t propose

in advance who is an opportunist and who is noth@da.997).

These two assumptions are important contextuabfadh corporate governance theorizing
that offered by transaction costs economics. Thises substantiate and father elaborate the
classical principal and agent problem (Barle andn$§/8932) managerial discretion
(Williamson, 1964).

To reiterate, transaction is the basic unit of gsialand it must contain in itself the principals
of conflict, mutuality and order (Commons, 1932)heT transaction cost economics
operationalizes the basic dimensions with respectvhich significant transaction cost
conseqguences accrue. The real explanatory poweartgaction cost theory comes from three

key attributes / dimensions / variables are thguemcy with which transactions recur, the
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uncertainly (disturbances) to which transactiores supported by transaction specific assets
(asset specification). These three dimensions méter whether transaction costs will be
lowest in a market or in a hierarchy and also exges appropriate governance structures and
incentive mechanism to coordinate the transactetwéen firm and it's stakeholders, there

by attempts to mitigate risk of higher transactiosts.

The transaction cost economics shares a simil#iopta with agency theory, anchored from
organizational economics standpoint to address litapbissues faced in an organizational
setting. Like agency theory, contracts exists atl#ast of transaction cost economics and if
provides little instances of managerial transacbetween agents (managers) and principals

(Owners) which transfer the physical control ofnét from one party to others.

Transaction cost economics in a nutshell highlighésissues of transaction costs as a result
of managerial discretion that take place in modedustrial organizations. These costs are
result of what is exchanged between principal agehfiand costs to agreements between
them. For instance, managerial transaction occwgitably in modern business enterprises
where in service is transferred to professionallyalfied managers (agents) leads to
technological separation of ownership and contith operational control as being given
away by owners (principals) to managers which tegiew dynamics in the firms as
managers assume more control over firms because \@riety of reasons. With a well
working interference between owners and managersransactions are smooth and owner’s
interest are taken care by managers but what ifessviand managers pursue different
interests, what happens when managers assumesardrel and start appropriating owners
wealth? What happen when this friction arises betwegrinciples and agent? The economic
counter part of this friction is otherwise refer@sltransaction cost. The transaction costs are

result of frequent breakdown, in-alignment of iet#s between principal and agents.

Transaction cost economics apparently jaundicedvighes of agency theory that contends
human actors as bounded rational and opporturiisticansacting situations (Williamson,
1983). The opportunism goes beyond the assumptiogelf-seeking which prevails in
conventional micro-economics. According to transactost economics opportunism allows
for strategic behaviors involving self-interest lsag with guile. It includes and limited to
more blatant forms such as lying stealing and ahgaOpportunism more often involves

subtle forms of deceit more generally refers to ifeomplete or distorted discloses of

72



information especially, to calculated efforts toshad, distort, disguise or otherwise confuse
(Williamson, 1985). The opportunity in transactibis leads to problem of transaction costs
In the firm because of problem of entrancing cariao check this behaviors on past of

agents.

The exchange between the managers and principhese Heecomes imperfect and leads to
higher degree costs associated with manageriasdcéions. The transacted items remain
imbalanced because managers continue to receivanezation even though they do not
fulfill the expectations or interests of owners whotually hired them. The information

asymmetry between managers and owners adds to srmapafjs advantage since they
control the information of the firm as operationahtrollers of the business and not letting it
known to owners. This will leads to governance f@ots in the companies by increasing
managerial transactions costs due to excessivetonoig costs, perquisite consumption, pet
projects, hampered capital access, resisting replant, resisting mergers, engaging in

excessive risk taking and power struggles, excesdiversification and finally self-dealing

transfer pricing.

3.2.7 Corporate Governance: Incomplete Contracts Aproach:

This approach examines the need of corporate gameen mechanisms on the basis of
suitable illustrations drawn from contract theomgency theory and transaction cost
economics. The proponents of this approach argateitiues of corporate governance arise
in an organization whenever two conditions are gmeg-irst, an agency problem or conflict
of interest involving members of an organizationthese might be owners, managers,
workers, or consumers. Second, transaction costswenh that this agency problem cannot be
dealt with through a contract. These two arrangeseme illustrated in the following

paragraphs.

In the absence of agency problems, all individiedsociated with an organization can be
instructed to maximize profit or net value or tonimize costs. Individuals carry out

activities, effort and other costs are reimbursedctly and no incentives are required to
motivate them. This reflects the situation assutodtbld in the standard neo-classical theory
of firm where no governance structure is requitedesolve disagreements essentially due to

the absence of agency problems (Hart 1995).
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Secondly, principal — agent theory departs from-classical assumptions by supposing that
some costs, effort choices are private informasiod hardly available for observation. Thats
why principal-agent theory laid excessive emphasisncentive alignment and risk sharing.

Although agency theory is useful for insights imthy managers might be given performance
related pay, the theory does not itself providela for governance structure. The reason is
that optional principal — agent contracts are cahensive in the sense that a contract
specifies all parties obligation in all future stitof the world, to the fullest extent possible.
Thus, optimal principal-agent contracts are comgnsive; it is hard to find a role for

governance structure. The reason is that governaimoeture matters when some actions
have to be decided in the future that have not Ispegified in initial contract: governance

structure provides a way for deciding these actidxgency problems hence alone do not

provide a rational for corporate governance (HE885).

The governance structure does matter in large @uibted corporations if agency problems
are present and contracts are incomplete .Olivert KIEQ95) departed from standard
principal-agent model that supposes - it is costlesvrite a compressive contract that govern
all transactions between firm and its stakeholdéfs. argued that in reality, however,
contracting costs may be large. Following, trarisaatost literature, Hart has identified three
costs that are particularly important is desigrangtracts. Firstly, costs of thinking about all
the different eventualities that can occur durimg tourse of the contractual relationship, and
planning to deal with them. Secondly, costs of tiegag with other parties. Thirdly, costs of
writing down the plans in such a way, that they lbarenforced by third party.

Given the nature of these transaction costs, thidepawill not write a comprehensive
contract. Instead they will write a contract trairicomplete i.e. the contract will have gaps
and missing provisions- future actions will be sped only partly and in some cases not
mentioned at all. This contractual incompletenessl$ to re-negotiations as and when new
information arises and there may be legal disptdethe extent that the initial contract is

ambiguous (Hart and Grossman 1986).

In an Arrow-Debreu economy as assumed by agenoyythbat agents can cost lessly write
all state contingent contracts. As a result, atliglens are made ex-ante and all quasi-rents
are allocated ex-ante, thus no room for governaBoé.as highlighted above the world of
business is largely characterized by incompletetraots in reality. These incomplete

contracts between managers and shareholders reth@raise of corporate governance
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mechanisms to bridge the gaps in contracts (SiB@@5). Corporate governance structure
thus, can be seen as a mechanism for making desighat have not been specified in the
initial contract more precisely, corporate govew®allocates residual rights of control over
the firm’s non-human assets; i.e. the right to dediow these assets should be used, given

that a usage has not been specified in an iniiatract.

Thus, incomplete contracts approach highlights #$@he contracts contingent on future

observable variables are costly (or impossibleytite ex-ante, leaves room for governance
ex-post. In such a world quasi-rents must be diviee-post and real decisions that must be
made (Zingals, 1998). Corporate governance stredtence, shapes the ex-post bargaining

over quasi-rents generated by a firm.

Oliver Hart (1995) illustrated that even thoughrsilders in case of large public companies
have residual control rights in the form of votase too small and diversified to exercise
residual control on a day to day basis. Given thisy delegate day to day control to board of
directors, which intern delegates it to managemn@eatondly, due to dispersion, shareholders
have little of no incentive to monitor managemd3gcause of separation of ownership and
control, lack of monitoring, managers of a publicnpany will pursue their own goals at the
expense of those of shareholders. Hart (op.citgreded the importance of board of directors
and large shareholders; the threat of proxy fighmsl takeovers to constrain & check
managerial appropriation. The in complete contrapggroach underscores the importance of
ex-ante incentives, efficient bargaining, risk @fgras some crucial measures to reduce ex-

post contracting governance problems (Zingals, 1998

3.2.8 Myopic — Market Approach

Though the myopic market model (Charkham, 1994eegrwith the principal-agent or

finance model that the maximization of shareholdetsrests is the focus, it argues that the
fundamental flaw of existing corporate governanppraach is its excessive concern with
short-term market value. This Anglo-American Cogier governance approach

systematically undervalued certain long-term expengs, particularly capital investment,

research and development spending because of iratagaliessure or interest from hostile
takeover. The short sighted markets thus forceraiBe diligent managers to concentrate
solely on the current share price and ignore thg-term value creation of the firm, or take

decision against the threat of hostile take ovéheexpense of shareholders interest.
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The Myopic-Market approach criticizes the financedel of Corporate Governance because
of an excessive- concern for short term returns fin@es managers to judge their actions
only on the basis of their effect on share pricewklver, this model assets that share price is
not always a useful indicator of firm value and tapital market is not always an efficient
selection mechanisms. It views take over threabimes simply a distraction from the true
task of creating long-term competitive advantagethe firm. Marris (1971) averred that
take-over can not act as a substitute for the arglupainstaking and show work of internal
growth. Internal growth requires careful planningaining of personnel, product
development, innovative marketing strategies arnitting relationships with suppliers etc.
(Joshi, 2004)

Myopic Market approach can thus be seen to suppgenization-control perspective. The
objective of corporate governance theory and praci@ccording to Charkam (1994) is to
create an environment in which managers and shiaiesiscare encouraged to share long-term
performance horizons, such as increasing shareisoldgalty and voice, reducing the
shareholders exit, encouraging relationship inmgstand empowering other groups
(employees, suppliers, local community etc.) toehbong-term relationship with the firm.
These investments enable firms to enhance emplpggeipation, disclosure information,
prohibition of insider trading and board represtatato other stakeholder constituencies
(Porter, 1992, Letza, Sun, Kirkbridge, 2004).

3.2.9 The Abuse of Executive Power Approach

Like above mentioned myopic market approach, tpggr@ach too rejects the conventional
principal-agent or finance to understand issuesiggaating to corporate governance. The
abuse of excessive model (Hutton, 1995; Kay andrSibn, 1995) views that the purpose of
a business corporation is to serve the intereststalfeholders as a whole. This approach
asserts that objective of executives is to act@sasds of the corporate interest as a whole.
The major problem in the current corporate govecaaheorizing is that it allows excessive
power to executive managers who may abuse theiepawpursuit of their own interests.
The supporters of this approach argue that cuiretitutional restrictions on managerial
behaviour based on the notions of self-regulatiod market discipline are ineffective and

inadequate (Letza, Sun, Kirkbridge, 2004). Theyeabdor statutory changes in corporate
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governance, such as fixed four-year term for chésdecutive officers, independent

nomination of non-executive directors and more pavier executive directors.

3.2.10 Political Economy Approach

Another important approach to corporate governaineery emanates from the perspective of
political of economy. This approach looks at cogtergovernance as a system of two parts
comprising inside and outside stakeholders. Thédéns are supposed to make up the
corporate governance system and outsiders - lisgstem. Roe (1994) followed this
categorization to make a distinction between pradocsystem or colloquially main street

and financial system or Wall Street.

Hellwing (2000) emphasized that the distinctiorvi®n insiders and outsiders is crucial in
the working of the system. He opines that inforrdécreet give and take between managers
and other stakeholders enable to create and deltathance between managers and political
system, media, trade unions etc. The two systenns thre linked together because of this
above said exchange of favors. Managers, howevearsaders have control over corporate
resources and insulate themselves from outsidersatotain autonomy. Manager’'s power to
immunize themselves from outsiders is arguably ankéd and in practice they have residual

rights through non voting shares, cross-holdingj,take-over measures etc.

Interests of various outside stakeholders getdatied with varying degrees of precision.
The interests of shareholders, employees, credgappliers and community are justified and
substantiated by several exogenous safeguardsasuptotection laws of workers, pollution
control regulations, bankruptcy or insolvency laets. (Freeman and Evan, 1990). The
political economy approach of corporate governaggsentially links corporate governance
with its regulation by these considerations or iam@ces between corporate executives,
politicians, creditors, employee organization, digpgroups, consumer associations etc.
This approach primarily understands corporate gousse issues with the help of mutual
exchange among various interested parties. Thewoly diagram illustrates the actors in

corporate governance system.

Political economy approach attracted significatérgtton by academicians, researchers and
practitioners in the recent times (La porta, Sheteil999). The political regulation of

corporate governance indeed, became a prime congtrithe wake of high profile financial
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scandals that shook the western capital marketheanearly 80s. The political economy
approach also facilitated a discourse in terms wflesstanding comparative corporate

governance system especially - Germany, US, UKhdaand Japan etc.

3.3 Sociological Approach to Corporate Governance

Sociological attempts define corporate governamoadiy to include the social organization
of firms and their relation to their environmentscluding their relationship to states
(Fligstein and Freeland, 1995). This intimatelykingovernance issues to viability of the
industrial enterprise. Unlike economic accountsaliHiocused on efficiency considerations,
sociological approaches accord social, politicad aontrol factors. Sociological accounts
emphasize the issues of external control and wadge of independence interactions with
competitors, suppliers, capital markets, employeesimunities and the state. It assumes that
corporate governance must ensure stable, predictaddationship with each of these sets of
actors in order to achieve efficiency profitabiliéyd growth. In this chapter, we consider
three general sociological approaches that relei@momparative corporate organization:
resource dependency (Burt, 1983) Network appro&dwéll and Smith 1994) and power
perspective on board of directors (Zald, 1969).

The recourse dependence theory relay implicithg>glicitly on two sorts of views, one that
focuses on the management of dependence and tke thtdi argues that environmental
dependence as key to organizational survival. Dnendér argues that actor’s power with in
the organization depends on their ability to cdnémed solve internal and external resource
dependencies (Pfeller & Salancik, 1978). This gbdan derive from actor’s position with in
the firm, knowledge and other links to externaldsasf power (Zald, 1969). If there is Shift
in resource dependencies, there is potential ishifte balance of powers.

Burt (1983) has used such resource dependence engsirto model network connection
between firm and industrial sectors with speciapbasis on links between suppliers and
customers in the US economy. He concluded thatgihgmnmarket conditions i.e. perfect
competition to bilateral monopoly leads to powevatages and disadvantages for the firms.
Many others, for instance, Mizruchi & Stearns (1988ve used a similar approach in
examining networks of connections between ownemagers & banks, arguing that the

patterns of interaction among these actors shappdssibilities for firm behavior.
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Another important sociological approach to corpergbvernance theory is power based
perspective to understand the role and functionbefnstitution of board of directors. Mayer
N. Zald (1969) developed in similitude to the resaeubased view of the firm and highlighted
functions and conditions of powers of board of clioes who are entrusted with formal as
well as legal responsibility for controlling and im@ining organizational operation and
effectiveness. He provided a theoretical synthedigpropositions about the power and
influence of board of directors, who bear uniqusotgces based in legal rights, in monitory

control, in knowledge, or even in force of persapadtc.

Zald (op.cit.) maintains that the relative powembofrd members either based on this access
to and control of relevant external resources setlaon knowledge relevant to the ongoing
separations of the corporation. Power thus may dase external bases such as stock
ownership, external funding, community legitimizetior knowledge, economic status etc.
Board of directors hence, with dominant sharehgidioontrol of external funding and
community legitimization have significantly highflmence. Similarly board of directors with
knowledge regarding decision making, detailed feamitl/ with the specific organization or
general expertise about given technical processysrgelectively higher level of power in
composition with others who do not possess thetshable resources.

Sociological approaches to the corporate governaanée thus, been as a progression away
from efficiency principles and towards more diffusat of political and cultural explanations,
although this is by no means universally the c&iologists also tend to shy away from
making claims that an organizational form is eéidi in a Neo — classical sense instead they
assumes only that organizational forms are effeciig. that they promote several of the
organization. Power with in and across firms, statesource dependence are the basic
elements of sociological theorizing about corporatganization (Filgstein and Freeland,
1995). However a point to bear in mind both ecomorand sociological approaches
implicitly or explicitly conceptualize corporate wgrnance as a problem of managing
interdependencies be it agency costs, transactimts,c power, knowledge, institutional
legitimacy etc. Both however use very differenttonie to describe their objects. For
instance, economic models focuses on internal abhnkierarchy, motivation, incentive

alignment mechanisms whereas sociological appreagbhasizes external control and wide
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range of interdependencies — with competitors, kensp capital markets, customers,

communities, and employees and the state.

3.4 Stakeholders approach to corporate governance

The stakeholders view departs form the argumentstioakholders have a privileged place in
the business enterprise. The arguments of stakethaftpbroach dates back to some of early
works in the area of business management such estéttBarnard (1938), Barle and Means
(1932), that opines business corporation as a nsajoial institution with a purpose to serve
society. The function of executives, thus to ihstisense of moral purpose among employees

of the corporation.

The stakeholder notion is indeed a deceptively Emope. It says that there are other groups
to whom the corporation is responsible in additorstockholders; those groups who have a
stake in the actions of the corporation (Freemamh Reed, 1983). The word stakeholder
coined in an internal memorandum at the StanfoiseReeh Institute in 1963, refers to “those
groups without whose support the organization waddse to exit”. The list of stakeholders
originally included shareowners, employees, custepsippliers, lenders, and society. From
this original work at SRI, the historical trail @irges in a number of directions as Sturdivant
(1983) rightly claims that the precise origins tdkeholders theory equates responsibilities
and objectives of business corporation and maistdiat the objectives of the firm should be
derived by balancing the conflicting claims of wau$ stakeholders in the firm: managers,

workers, stockholders, suppliers, customers (And&65).

For most part the development of the stakeholdecept was slow during the late sixties and
early seventies, except for the continued work Bt By a number of researchers and
consultants. A notable exception is the work ofcHRhenman (1968) and Bussell Ackoff
(1974) wherein Rhenman applied the stakeholdereggrto industrial democracy in Sweden,
and Ackoff rediscovered stakeholder analysis toppomd an open system view of
organization and argues that may problems can lwedsdy the redesign of fundamental

institutions with the support and interaction afk&holders in the system.

Stakeholder approach gained further momentum she@ublications of Edward Freeman’s

Landmark book, Strategic management: a stakeholdppsoach (1984), the concept of
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stakeholder has embedded in management scholamstim managerial thinking. Freeman
(1984) made a persuasive case that systematic ewaaattention to stakeholder interests is
critical to firm success. With this brief introdiart about the concept of stakeholders and it's
historicity, lets explicate the definition on obkeholder: who is a stakeholder and what is a
stake?

Freeman and Reed (1983) proposed two definitiorstaldeholder. In a wider sense, which
includes groups who are friendly or hostile and imarrow sense, which captures the essence

of the SRI definition, but in more specific sense.

The wide sense of Stakeholder Any identifiable group or individual who can edt the
achievement of an organization’s objectives or whaffected by the achievement of an
organization’s objectives. This includes publicenaist groups, protest groups, government
agencies, trade associations, competitors, unamsyell as employees, customer segments,

shareowners etc.

The Narrow sense of stakeholder Any identifiable group or individual on whicheh
organization is dependent for its continued sutviVhis comprises of employees, customers,

certain suppliers, key government agencies shatelohnd certain financial institutions etc.

Freeman & Reed (1983) categorization of stakehdklén consonance to Freeman’s early
definition and SRI conceptualization respectivetipwever, these definitions are certainly
one of the broadest conceptions in the literaturambiguously open to include virtually
every one. In contrast, Clarkson (1995) offers ohine narrow definitions of stakeholders as
voluntary or involuntary risk bearers: “voluntarialkeholders bear some form of risk as a
result of having invested some form of capital +mlan or financial, something of a value, in
a firm. Involuntary stakeholders are placed at &gska result of a firm’s activities. But with
out the element of risk there is no stake” a staké#his sense, is only something that can be
lost. The use of risk to denote stake appears ta Wway to narrow the stakeholder field to
those with legitimate claims, regardless of thewpr to influence the firm or the legitimacy

of their relationship to the firm.

However, narrow views of stakeholders are basetti®practical reality of limited resources,

limited time and attention, and limited patience mmfnagers for dealing with external
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constraints. In general, narrow views of stakehsldetempt to define relevant groups in
terms of their direct relevance to firm’'s core emmnc interest. In contrast, broad view of
stakeholders is based on the empirical reality tbatpanies can indeed be virtually affected
by, or they can vitally affect almost any one. Ti@mate aim of broad view of stakeholders
is firm centered or system centered; that manageting towards all their stakeholders for
firm-centered purposes of survival economic welhbedamage control, taking advantage of

opportunities and winning alliances etc.

Along side, Mitchell, Agle and Wood (1997) classihe term stake to differentiate between
groups that have a legal, moral or presumed clairthe firms and an ability to influence the

firm’s behaviour, direction, process or outcomeey lifferentiated claimants and influences
as former may have legitimate claim or illegitimaiees but they may or may not have any
power to influence firms. Unlike this, the laterviagpower over the firm weather or not they

have valid claims or any claims at all and weatrarot they wish to press their claims.

The stake holders hence, identified as primaryeoosdary; as owners and non owners of the
firms ; as owners of capital or owners of less ilalegassets ; as actors or those acted upon ;
as those existing in a voluntary or an involuntahationship with the firm; as rights holders,
contractors, or moral claimants; as resources gessito or dependents of the firms ; as risk
takers or influences ; and as legal principalsvibom agent- managers bear a fiduciary duty.
Mitchell, angle and wood (1997) also identifiedetarfollowing attributes of stakeholders: 1)
stakeholders power to influence firms 2) the legicy of stakeholder’s relationship with the

firms 3) the urgency of the stakeholders’ claimgtenfirms.

The following section outlines the central thesestakeholders approach and thereby presets
a stakeholder theory of corporation which is intcast with conventional input-output model

of the firm.

3.5 The Central focus of Stakeholder Theory:

Thesis 1: The stakeholders’ theory is unarguabBcdgtive. It presents a model describing
what the corporation is (Donaldson & Preston, 1996)describes the corporation as a
constellation of co-operative and competitive iagts possessing intrinsic value. Several

aspects of this model have been tested in manjestémt descriptive accuracy.
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Thesis2: The stakeholders theory is also instruaheftt establishes a framework for
examining the connections. If any, between thetmaof stakeholders’ management and the
achievement of corporate performance goals. Theipal focus of interest here has been the
proposition that corporations practicing stakeholdenagement will, others thing being
equal, be relativity successful in conventionalf@enance terms (profitability, stability,
growth. etc.)

Thesis 3: Although theses 1 and 2 are significapieets of stakeholder’s theory. Its

fundamental basis is normative and involves accepgtaf the following ideas;

a) Stakeholders are persons or groups with names &sfand legitimate interests in
procedural and / or substantive aspects of corpoaativity. (Freeman et.al,
2002). Stakeholders thus, are identified by thaterests in the corporation,

whether the corporation has any corresponding kumadtinterest in them.

b) The interests of stakeholders are of intrinsic @gdReed, 1999) that is, each group
of stakeholders merits consideration for its owkesand not merely because of its

ability to further the interests of some other greusuch as shareowners.

Thesis 4: The stakeholder theory is manageriahentiroad sense of term (Freeman et.al,
2007). It not only simply describe existing sitoas or predict cause — effect relationship; it
also recommends attitudes, structures and practitbes taken together, constitute
stakeholders management requires; as its key @#rilsimultaneous attention to legitimate
interests of all appropriate stakeholders, botlestablishment of organizational structures
and general policies and in case — by — case daasaking. This requirement holds for any
one managing for effecting corporate policies,udahg not only professional managers, but
shareholders, employees and others. Stakeholderytlileat Donaldson & Preston (1995)
argues does not necessarily presume that managetheaonly rightful locus of corporate
control and governance.

The aforementioned central theses are elaboratddrttoer stakeholder theory of modern
corporation that is in many respects contradict veational theories of corporate
organization namely financial model or to say ‘ttyeof the firm’.
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3.6 Aspects of Stakeholder Theory: Descriptive, Itsumental and Normative

3.6.1 Descriptive Stakeholders Theory —

This theory considers that organization is what finds at the center of co-operation and
competition situations, each of which possesseswas intrinsic value. (Pesqueux and
Damak — Ayadi, 2005)

The theory is being used to describe, and sometitoegxplain, specific corporate
characteristics and behaviors. For example, staétehtheory has been used to describe (a)
the nature of the firm (Brenner and Cochran, 1994),the way managers think about
managing (Brenner & Molander, 1977), (c) how boareimbers think about the interests of
corporate constituencies (Wang & Dewhirst, 1992)d 4d) how some corporations are
actually managed (Clarkson, 1991; Kreiner &Bhamtféi91), (e) the diffusion of societal
information (Ullmann 1995), (f) the notion of tatgeakeholders (Mitchell et.al., 1997), (g)
the significance attributed to each stakeholdemegbing that vary depending on the phase
that a firm has reached in its life style (Jawadrad Mclaughin, 2001)

However, in contrast to other alternatives - litdescriptive theory or research, which
describes how organizations interact with stakedrsldexists in the extant of stakeholder
management literature. Brenner and Cochran, (18@t¢ the first to propose a descriptive
stakeholder theory of firm. According to them “thsi@keholder theory of firm posits that the
nature of an organization’s stakeholders, theines| their relative influence on decisions and

the nature of the situation are all relevant infation for predicting organizational behavior”.

In another attempt at descriptive theory, Jone94)19roposed that “managers behave as if
stakeholders mattered because of the intrinsigcpusif their claims on the firm. These
claims, have found some empirical evidence in theestigations of some researchers.
Recently, Mitchell, Agle, and Wood (1997) develoedescriptive stakeholder theory on the
basis of certain propositions about stakeholdentifieation and salience to corporate
managers. They have grounded upon the moral leagiinof a stakeholder’'s claim, the
stakeholder power to influence the firm, and thgeacy of the stakeholder’'s issue. The
central thesis of their theory is that stakeholgalience will be positively related to the

cumulative number of stakeholder attributes of povegitimacy and urgency.
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Jawaher & Mclaughlin (2001) proposed another dpsee theory of corporation based on
organizational life cycle model, resource depenasnapproach. They accord that business
corporations are unlikely to fulfill all the respmhilities they have toward each primary
stakeholder group. Instead they are likely to Hul&conomic and all non-economic
responsibilities of some primary stakeholders bot others and over time, to fulfill
responsibilities relative to each stakeholder wyiva extents. Their illustrations based on the
premise that organizations face different pressamed threats at different stages in the
organizational life cycle. Therefore, at differesthges different stakeholders become critical
for organizational several. Consequently dependmavho is the critical stakeholders are at
each stage, an organization is likely to use diffierstrategies to deal with those critical

stakeholders verses other stakeholder group.

Jawahar & Mclaughlin (op.,cit.) have suggested #ratorganization could adopt different
approaches to deal with each primary stakeholdeoumr including pro-action,
accommodation, defense and reaction. There appeeadiaracterize the corporate strategy
toward social responsiveness and risk eliminati©argll, 1979). The pro-action involves
doing great deal to address a stakeholder isscleding anticipating and actively addressing
specific concern etc. Relative to pro-action, thategy of accommodation is less active
approach of dealing with stakeholder issues. THende strategy involves doing only the
minimum legally required to address stakeholdeudss Finally, the strategy of reaction
involves either fighting against addressing a dtalaer’'s issue or completely withdrawing

and ignoring the stakeholders.

Jawahar & Mclaughlin (2001) applied these stratedgie evaluate the importance of
stakeholders at various level of organization& &fcle via start-up to high growth stage to
mature stage, there finally to decline / transitistage. They have developed testable
propositions regarding each of stages and descnit@dh stakeholder groups becomes
primary at each stage and different strategieg&b @ith their concerns. For instance, at start
— up stage companies adopt proactive governanategies towards creditors, shareholders
and customers, defenses to the claims of governmaedt community interests and
accommodate the claims of employees and supplidosvever at high — growth stage,
companies tends to be risk — averse and adopt tpreaapproach towards creditors,

shareholders, employees, suppliers and trade ynamt by and large accommodate the
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interests of customers, community etc. In the decitage companies becomes risk-seeking
and primarily adopt proactive approach towards edfi@iders, creditors, customers, govt.
tends to accommodative to the interests of empky®esuppliers and becomes reactive to
trade unions and community claims. Thus, strategidhe governance differs from stage to

stage where in some stakeholders becomes critidad@me are there fore neglected.

The descriptive stakeholder theory justified in masurveys regarding top-management
behaviour. The studies by Brenner & Molander (19@ryl Clarkson (1991) attempt to

distinguish firms that practice stakeholder manag@nfrom those that does not. The studies
revealed that significant number of firms in ficsitegory. Managers however, may not make
explicit reference to stakeholder theory, but aamij of them apparently adhere in practice
to one of the central tenets of descriptive staldgiadheory namely, their role is to satisfy a

wider set of stakeholders, not simply the shareaosvne

3.6.2 Instrumental Stakeholder Theory

The theory, in conjunction with descriptive / enigat data where available, is used to
identify the connections, of lack of connectionstvieen stakeholder management and the
achievement of traditional corporate objectiveshsag profitability and growth. The usage of
instrumental theory employed by Donaldson and Bre§t995) is to establish (theoretical)
connections between certain practices and certairstates. There is no assumption that the
practices will be followed or that the end states desirable. In instrumental theory of
stakeholder approach to corporate governancenstats are hypothetical - if ‘X’ then ‘Y’ or

if you want ‘Y’ then do ‘X’ in this sense ‘X’ is amstrument for achieving ‘Y’.

Instrumental theory links ‘means’ and ‘ends’ anditeins such statements as “certain
outcomes (corporate performance) are more likelyrnfis and managers behave in certain
ways”. A fundamental assumption is that the ultenabjective of corporate decisions is
market place success, and stakeholder managemaninisans to that end. Thomas Jones
(1995) presented the most well articulated instmaletheory by synthesizing economics of
contracting with ethical considerations. He makeasase for the general proposition that if
firms contract with stakeholders on the basis ofualtrust and co-operation, they will have
a competitive advantage over firms that do noggéneral, instrumental stakeholder theorists
stop short of explaining specific links between €aystakeholder management) and effect

(corporate performance) in detail, but such linlss@ertainly implicit.
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Jones (1995) contribution to instrumental stakedoteory largely rests on his approach to
combine economics of contracting with ethical nagiothere by develop a model of efficient
contracting that answer several problems imminenteconomic model of corporate
governance. The agency problems, transaction é@stsues of team production can be
minimized through employing effective contracts hwistakeholders which, subsequently
leads to competitive advantage of the companiegs Thnes (op.,cit.) presented more or less
a theory of competitive advantage that is a rafdecbf instrumental orientation towards

stakeholders interests by corporate managers.

The theory of competitive advantage can be summarias follows. (a) the firm is

characterized by relationship with many stakehald@r) the ‘contract’ as a metaphor applies
to these relationships (c) the firm — therefore banseen as a “ nexus of contracts’ (d)
corporate managers are the contracting agentseofiitim and (e) markets tend towards
equilibrium and, intern produce a tendency towaifitient contracting. The contracting

process gives rise to agency problems, transactists and problems of team production,
thus efficient contracting will be profoundly affed by the costs of solving these
commitment problems. Jones (1994) argues that fittmas solve commitment problems

efficiently will have competitive advantage ovepsie that do not. Further, became ethical
solutions to commitment problems are more efficidr@n mechanisms designed to curb
opportunism, it follows that firms that contractthvstakeholders on the basis of mutual trust

and co-operation will have a competitive advantaggr firms that do not.

The source of competitive advantage does not, ofssomean that firms employing ethical
contracting frameworks will always out perform fenm which contracting mechanism are
based on the assumption of opportunism. Howeveelsdl being equal, firms in the former
group will experience reduced agency costs, trdimsacosts, and costs associated with team
production. More specifically, monitoring costs,nbling costs, search costs, warranty costs
and residual losses will be reduced. The resousesed will benefit not only the firm
employing ethical contracting but also stakeholdeith whom it contracts. In such cases,
overall contracting costs are reduced, and the flierewe shared among the firm and its
stakeholders.
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Jones (op.cit) stressed that the emphasis of msmtal theory is mutual trust and co-
operation. However, nothing in the theory suggésas trustworthy cooperative firms must
also be trusting dupes. He made no assumptionsathadiral firm will always have equally
trust worthy and co-operative stakeholders. A netafoint in instrumental theory of
Thomson Jones is contingent, descriptive and eogpirlt is contingent on certain type of
behavior, describes the result (outcome) of thetytmted behavior and also posits an

empirically testable link between the behaviors anttome.

The claims of instrumental theory of stakeholdgsrapch to corporate governance has been
justified in number of empirical works by BatitoHjll and Sundaram, 1989; Berman et.al,
1999; Heugens et.al, 2002). Notably, Berman ef1®99) study 81 US based firms reveals
firms address stakeholder concerns will enhancenntiiml performance. They have
demonstrated a direct linkage between variables dikiployee orientation, customers focus
enhance financial performance. The study alsotitsss a moderate indirect link between
firm’s overall strategy, stakeholder relationshipad financial performance. Similarly,
Heugens et.al (2002) study of firms in Dutch foodustry reflected that firms that breed
trust-based, co-operative ties with their staketddvill have a competitive advantage over
firms that do not. These studies thus, in spiteifierent methodological orientations have
generated implications suggesting that adherencstakeholder principles and practices
achieve conventional corporate performances objxtias well or better than rival

approaches.

3.6.3 Normative Stakeholder Theory

Much of the literature in stakeholder managemenfrasn the normative realm, which
concerns how managers should deal with corporateelsblders. One of the central tenets of
normative stakeholders theory is the firms shoutiénal to the interests of all their
stakeholders - not just their stockholders. A comnttteme among these scholars is that
firms should treat stakeholders as ends (Clarks885; Evan& Freeman, 1983;). In general,
scholars prescribe how all stakeholders shouldréeted on the basis of some underlying

moral or philosophical principles.

The theory is primarily employed to interpret thendtion of the corporation, including the
identification of moral or philosophical guidelindsr the operation and management of

corporations. Berman et.al, (2002) opined that mdme approach reflects intrinsic
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stakeholders’ commitment of the business corpamatiéccording to this model managerial
relationships with stakeholders are based on naveamoral commitment rather than a
desire to use those stakeholders solely to marimrofits. In short, a firm establishes
certain fundamental moral principles that guide hibwdoes business- particularly with

respect to how it treats stakeholders - and usesthrinciples in corporate governance.

The normative approach generated from two distaltieit related, sources with in the
business ethics literature. One genesis is thdattitghat firm’s decisions effect stakeholders’
outcomes. Ethics, generally speaking, deals witlyations that arise when an individual or
corporate manager’s decisions affect others regssdf precisely what constitutes an ethical
decision; decisions made with out any consideratibtheir impact on others are usually
thought to be unethical. Donaldson and Preston518@hlighted that stakeholders’ interests
have intrinsic worth. That is certain claims ofketholders are based on fundamental moral
principals. A firm cannot ignore these claims siynpécause honoring them does not serve
its strategic interests. In a sense, these clammsnaependent of, and should be addressed
prior to corporate strategic considerations. Jatgal. (1999) rightly said that stakeholder’s
interests form the foundation of corporate stratiégglf, representing “what we are and what
we stand for” as a company.

The second genesis of a normative stakeholderthetased on moral principles. However,
the argument that making a strategic commitmentdeality is not only conceptually flowed
but is also ineffective. First, strategically apply ethical principles —i.e. acting according to
moral principles only when doing so is businessaatlkge — is by definition, not following
ethical principles at all. In addition, Quinn anohds (1995) argued that if the purpose of
acting ethically is to acquire a good reputaticat tintern will provide a firm with economic
benefits. It that case way not pursue good remrtadirectly with out the intellectual
excursion in to moral philosophy? In some casésoarse the behavior of managers will
consider with that dictated by ethics, but in oshiémay not. What difference do ethics make

if one can act instrumentally with out referencetioics?

Jones (1995) argued form a combined perspectiveetbics and economics that the
instrumental benefits of stakeholder managemerdduically result only form a genuine
commitment to ethical principles. He argued thainé that create and sustain stakeholder
relationships based on mutual trust and co-operatiti have a competitive advantage over
those that do not.
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The normative basis for stakeholder theory connects more fundamental and better-
accepted philosophical concepts. Normative fouondatbf stakeholder theory criticizes
traditional economic theory, model of managememitrod and shareholder supremacy. The
use of normative stakeholder analysis in the fiefdsusiness ethics and business and society
however can vary with respect to the scope of vid&b be investigated. For instance, one
can limit one’s focus to the responsibilities ofmagement in the “context of existing laws or
institutions or one can ask broader questions aposgible need for change to existing laws
& institutins ( Hendry, 2001)

3.7 Managerial Approach to Stakeholder Theory

Interest in stakeholder theory has continued tovgrothe recent times. However, a number
of theorists have changed the theory with havingobee detached form the challenges of
contemporary business (Jones and Wicks, 1999; Gi889). To resolve this problem

freeman (2007) has proposed a managing for stattehohodel to stakeholder theory. A

managerial approach would focus less on separateative, descriptive and instrumental
claims about firms in general and focus more odystig complex business problems which

are not early sortable to neat categories (FreeBtdQ).

Freeman and Evan developed names and faces appmatdkeholder management. This
approach differs in three key respects from thaldished literature. First, a names and faces
approach focuses on the process of value creatiaontrast to other theorists emphasis on
firm — level competitive advantage (Jones, 1995ranporate social performance. Second,
names and faces approach is focused on the maaladecision making process. Finally, it
bases stakeholder identity on individual relatiogpshThis is a critical departure from the

dominant streams of stakeholder research andeh®ihasis on generic stakeholder roles.

“Names and Faces” is an attempt to describe a nesiaa@pproach to stakeholder theory.
Freeman & Evan developed this approach on the bafsislertz Gold's practices of
individualized customer relationships in Americaental car industry. In contract to
instrumental theory of Jones (1995), this appragaborates the process of value creation &

completive advantage interns of literature fromreorteneurship. Value creation thus,
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explained as creation and exploitation of new goadd services by paying attention to

individual stakeholders, significantly through $&gic decision making.

Freeman (2000) extended thesis 4 to replace comoémther theses and theorists advocating
them. He contended that stakeholders’ theory asageial, as intimately connected with the
practice of business, of value creation and trdddes original impetus, in the sense of
redescribing the practice of value creation andetria to ensure that those with a stake in this

practice had attention paid to them.

The basic idea of ‘Managing for Stakeholder’ (Freem2007) is quite simple. Business can
be understood as a set of relationships among gretirh have a stake in the activities that
make up business. Business is about how custorseppliers, employees, financiers,
communities and managers interact and create vdlbe. business thus, can be best
understood as how these relationships work andutixets responsibilities in managing

these relationships.

However, the impact of stakeholder approach on gemant practice is difficult to establish
as much of contemporary commentary on corporatergawice is trapped in the rhetoric of a
‘stakeholder verses shareholder’ debate. Onceegicatnanagement is divided into this ‘false
dichotomy’ ( Freeman & Mcvea, 2001), stakeholderotly can be mischaracterized as anti-
capitalist, anti — profit and anti — business ééincy. For this reason the words of stakeholder
management have mostly been related to descripioasmall number of radical businesses

that are run very different from mainstream corgores.

3.8 Contrasting / Combining Approaches
Each of these uses of stakeholder theory is of sahe, but the values differ in each use.

The descriptive aspect of stakeholder theory refland explains past, present, and future
states of affairs of corporate and their stakehsldalthough descriptions are simple, this
branch of stakeholder theory usually expands toegdae explanatory and predictive
propositions and equally desirable exploration efvnareas. The instrumental uses of
stakeholder theory make a connection between stédeh approaches and commonly
desired objectives such as profitability. Instrutaéruses usually stop short explaining
specific links between cause (stakeholder's managénand effect (corporate governance)
in detail but such linkage is certainly implicithi§ well established impact understanding of
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cause, forms central focus of much quoted worksh sas Stanford Research Institute
definitions and numerous studies by Freeman & aglies, Jones, Donaldson and Preston
etc.

In normative uses, the correspondence betweemdoeyt and the observed facts of corporate
life is not a significant issue, nor is the asstioiabetween stakeholder management and
conventional performance measures a critical testead, a normative theory attempts to
interpret the function of and often guidance abdié, investor owned corporation on the
basis of some underlying moral or philosophicah@pals (Donaldson & Preston, 1995).
Although both normative and instrumental analysey ilme prescriptive (Jones, 1997), they
rest on entirely different bases. An instrumentgraach is essentially hypothetical: is says
in effect “if one wants to achieve (avoid) result¥X or Z then one must adopt (don’t adopt)
principles and practices A, B or C”. the normatagproach, in contrast, is not hypothetical

but categorical; it says “do (don’t do) this beaaiiss the right (wrong) thing to do”

A Striking characteristic of the stakeholder litera is that diverse theoretical approaches are
often combined with out acknowledgement. Indeed, tdimptation to seek a three-in-one

theory — or at least to slide easily from one tb&oal base to another-is strong. The blurring

boundaries between these three approaches ofteouraged scholars to purpose a

stakeholder theory of corporation that presentsombined framework for describing,

evaluating and managing corporate social performanc

Jones and Wicks (1999) provided convergent stakiehdheory — a notable attempt that
examine the nature of divergence and propose asnefannification of two broadly held

perspectives in stakeholder theory namely- soctanse based and normative ethics
approach. The central argument is that neitheh@®mergent forms of stakeholder theory is
incomplete with out the other and that convergeakeholder theory, which combines
normative and instrumental elements, meets manlyeo€riteria for successful integration of
normative and empirical theory. They also argué ¢bavergent stakeholder theory, by being
explicitly and unabashedly normative, representew way of theorizing about corporate
organization and demonstrates how managers cateaxegs of doing business that are both

moral and instrumental.
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Jones & Wicks (1999) developed the convergent themr the lines of taxonomy of
stakeholder theories that proposed by DonaldsonréstBn (1995). They have rightly
focused on both the convergence and divergence @msonial science and normative
accounts to stakeholder theory there by proposeat #hould reduces and shared
understanding among scholars regardless of im@lieixplicit disagreements enable a hybrid
understanding of stakeholder theory namely “coneetrgstakeholder theory”. The shared
values pertaining to the purpose of corporation belavior of the top management is in
convergence among the stakeholder theorists of &tofes. The shared values such as the
intrinsic worth of the claims of all legitimate B&holders, the rejection of managerial
entrenchment, a concern for others and the comligtiof morality and capitalism — are

more or less a universal concern for both instrualeand normative theories.

Jones and Wicks thus proposed a hybrid form ofestakler theory, primarily synthesizing
the propositions & central tenets of instrumentah&mative approaches. Of course this
reflects the early conceptualization of Jones i®519but more towards an agreeable

conceptual fit that has a normative component dsagenstrumental logic.

The following are salient characteristics of a sla$ theories that represent a convergent

stakeholder approach.

(1) The firm is publicly held and operates in a contpatimarket economy

(2) Human behavior is both varied and malleable

(3) Convergent theory is a theory of stakeholder retesthips (a broader term than
contracts or transactions)

(4) Itis simultaneously normative and instrumentafenhg both normative standards of
behavior and arguments that adherence to thosdastinwill lead to outcomes that
are both normatively and practically acceptable.

(5) It is managerial in focus instructing managers wiglspect to the way in which

relationships with corporate stakeholders shouldthectured.

Jones and Wicks (op.cit.,) thus, merged both amem to constitute a hybrid theory that
examine possible relationships between the normativd empirical branches of business
ethics. They have argued, that three possibilip@sallelism, symbiosis and integration are

present in the convergence model. Parallel devetoprimplies that the two strands share
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little but an interest in same kind of behaviorntByosis means that two models of inquiry
take insights from each other but remain “essdwntdibtinct in their theoretical principles,
methodologies and meta-theoretical assumptions’af#ie& Trevino, 1994). Integration as
Jones & Wicks implied that the two theories carsben as elements of a single theory and

involves a conscious “commingling of the core @& ttvo disciplines” (1994).

Jones & Wicks (1999) propositions on convergenbiyehave generated intense debate
among the academicians and practitioners. Freed®@90] criticized such grand theorizing
on the basis of two important propositions thatsgaeay on two separate grounds, namely
(a) Donaldson and Preston typology of “ normativiastrumental —descriptive” stakeholder
theories (b) linkage between instrumental theorg athics. He asserted that each of these
claims is at best dubious and together they leadritts such as Jones and Wicks in precisely
wrong direction. Freeman criticized Jones and Wickscountenancing the Donaldson and
Preston typology as useful. He argued that suctindi®n leads to separation thesis, and
reductionism thus inappropriate and unproductivas highlighted that delaying heavily on
the fact - value - or descriptive (categorizatioowd) normative — distinction separate the
discourse of business from the discourse of etiNosv, if one drops the tripartite typology
of Donaldson & Preston then there is no need fothamg like convergent stakeholder
theory. Indeed, there is nothing to converge - epasate contributions for philosophers,
management theorists and social scientists. Therguat narratives about these narratives -

what freeman terms is theory.

Freeman (1999) criticized linking instrumentaledny and ethics which wrongly combines
and jumbles up the normative and the empirical 9d@aout stakeholder theory. However
freeman acknowledged the theoretical efforts ofedoand Wicks in terms of emphasizing
instrumental theory as promising approach and righkt to broader areas of management
scholarship. He opined that building such grandties for integrating the many strands of
stakeholding is nothing but a per chant for corseand agreement is current state of art of
management theory. Furthermore what one need ismoc theory that converges but more
narratives that are divergent that reflects diffiérdeut useful ways to understand corporate

governance is stakeholder terms.

Similarly, Trevino and Weaver (1999) emphasized phaposed convergent theory lacks the

kind of explicitly delineated and empirically telsta constructs, variables, and explanatory
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relationships that characterize more establisheiblkscience theories. They are skeptical
whether the proposed convergent theory has prokleowing effectiveness, parsimony in
terms of providing answers to important covetadohel empirical questions at a rate that

compares well with other theories or not?

The stakeholder theory as Trevino & Weaver suggseshkest characterized as stakeholder
research tradition which, incorporate shared caiscéquch as stakeholders) and a common,
normative concern for organization - stakeholdeektions. Donaldson & Preston (1995)
have provided an analysis of these shared coneeptsoncerns and Jones and wicks (1999)
offered alternative explications. Thus rather tigg@merating a convergent theory, this shall
refer as a sociological process of convergencehittwtheorists contribute to the ongoing
development of a research tradition that incorgothaeories of a different kind, but focused

on a general domain of interest (for instance, mizgdion-stakeholders relation).

Despite of these criticalities, Jones and Wicksadensubstantial progress towards showing
that two critical elements - social science andwaiive ethics — merge, and their effort is
critical for the growing literature on stakeholdbeory. They have argued for a theoretical
integration / hybridization that is fit in terms afonceptual importation, theoretical
reciprocity and theoretical unity. At the same tirtteey confess that “if integration means
that the same methods must be employed in the skefeh the normative core and the
supporting instrumental theory, full integrativerairmative and empirical theories is highly
improbable” (Jones & wicks, 1999). Hence, Jones \icks grant that even at the level of
basic methodology, stakeholder theory seems stmitk divergent approaches. These
different methodologies are doomed to co-exist wiiththe same theory; in other words
stakeholder theory’s normative component demandsmakdve methodology, but its

empirical component demands empirical methodology.

A part from combining and contrasting, convergersc®l divergence, the three - fold
categorization of stakeholder theory via descrgtinormative - instrumental (Donaldson &
Preston, 1995) helps to stake out the intelleatiamhains of two broad groups of scholars
interested in stakeholder theory respectively sosiéence based and ethics based. This
categorization also explicates some structure tty stakeholder theorizing. The three part
typology that has been discussed in this chaptéemaome aspects of stakeholders thinking

explicit, though rooted in a centuries old philasppof science. The descriptive theory
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examines the way that the world really is or to fiays & managers actually behave in
certain ways. Similarly, normative theory prescsibeow the world should be, so much so
like firms and managers behave in certain ways tdsvatakeholder’s interests. Likewise,
instrumental theory links means and ends or inrotleeds, certain out comes are more likely

if firms and managers behave in certain ways.

In spite of good intensions, three-fold typologyfers from several short comings. Freeman
et.al (1999) disagreed over the propriety of divthg field into three theoretical realms:
normative, instrumental and descriptive. Such taxoy is inappropriate and unproductive
essentially because of reductionist logic and iddee sharp distinctions among three forms

of stakeholder theory.

Albeit, difference of opinions prevailed Donaldsand Preston’s typology of stakeholder
theory (1995) recommends the attitudes, structamelspractice that taken together constitute
a stakeholders management philosophy. Darryl R&889) offered critical theory approach
to three fold typology which, can be grounded ie #ork of Jurgen Hobermas and second
generation critical theorists. Reed (1999) opirtned such an approach agrees with the basic
distinction of different forms of analysis put fawd by Donaldson and Preston (1995),
although it prefers the terms positive, strategn anormative analysis. One important
advantage of critical theory approach is that ialde to provide a strong epistemological
basis for the distinction between these differentns of stakeholder theory. Reed applied the
discourse theory logic of Habermas (1987) thataiated in “The theory of communicative
action”. In his discourse theory Habermas distisgad different types of speech acts (and
discourses) which makes different kinds of validitgims (and involve different modes of
justification). These include constantive speects aghich make claims to truth, moral
speech acts which make claims to rightness or duoeéjustice, ethical speech acts, which
make claims to goodness, pragmatic speech actshwimake claims to effectiveness, and so
fourth. Thus one can derive the difference betwiseee uses of stakeholder theory by the
fact that they make different types of claims amblve different forms of reasoning for their
justification. Positive or descriptive uses of sth&lders’ theory make claims to truth and or
justified through constative discourses. Stratefienstrumental uses make claims of
effectiveness and employee pragmatic discoursesnandative uses of stakeholder theory
may involve different types of claims such as ngtss or goodness and be justified through

different types of discourses like normal or ethica
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Thus, critical theory approach provides potentidigipful views that substitute some of
weakness of the agreement part fourth by DonaldsahPreston (1995) there by offers a
strong epistemological basis for distinguishindediént forms of stakeholder theory and their

subsequent uses.

Thus, the chapter analyses corporate governancesissom different perspectives. The
finance model (Shleifer and Vishny, 1997), the stedship model (Donaldson and Davis,
1994), the stakeholders model (Freeman, 1984). milasi typology developed by Blair

(1995) also summarizes four competing models in ¢herent studies of corporate

governance, each with its own diagnosis of andtswis for the Anglo-American governance
issues (Letza, Sun, Kirkbride, 2004). The four sth@f thought are the principle — agent or
finance model (Jenson and Meckling, 1976), the ntyoparket model (Charkam, 1994), the
abuse of executive power model (Hutton, 1995), thedStakeholder model (Freeman, 1984;
Blair, 1995). Interestingly, majority of these mtxlare conceptualized to offer constructive
inputs to the existing governance problems in thestern markets. These typologies are

indeed, equivocal and serve more as a descripgitegjories then obsolete classifications.
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CHAPTER 4
Corporate Governance: the Indian
Context

The Indian corporate sector has seen substantbtignificant changes in the last ten years.
The process of globalization as well as the econarforms of 1991 initiated by the Indian
State, ended decades of relative stagnation, tgthand the stranglehold of family business. A
major part of the story is about the way globatésr have been reshaping the Indian business
sector, with strong competitive pressures on Indiampanies, reworking of the financial
landscape and far reaching changes in the stockemadne implication of this is the huge
premium on transparency. Corporate Governance ihetheart of liberalization, because
crucial issues concerning ownership and controhagament integrity, accountability and the
impact of these features on the economy partiguthd corporate business sector. The general
lack of seriousness of company boards, concentratfopower in management cliques, un-
ethical if not illegal business practices have dboted to the endemic lack of credibility of
Indian business. A crucial objective of the refasfrihe corporate sector has been to overcome
this legacy. India is still a developing countrydahcan scarcely afford to live with the incubus
of a corporate system that constrains growth ntt baecause business families are unwilling
to yield control but also the management of comgmriacks credibility with investors.
Corporate governance as Banaji (2000), opinesietbre critical, not in the mechanical sense
of a magic wand that will help companies to bobsirtshare prices, but in the long term sense
of creating a credible and professionally driversibass system that has the potential to
transform living conditions for the vast majority population. However this huge agenda
involves more than corporate sector and includegla range of issues such as enforcement of

laws, culture of professionalism etc.

The issue of corporate governance has attracteliciéxgitention in India from academics,
researchers, government, the popular press, idastt capital markets with the adoption of

structural adjustment and globalization policy Ine tgovernment in July 1991 when the

98



economy opened up of its industrial and financetoseto international competition and
increased private ownership. Many sectors whichhatienarks of state power and sovereignty
has recently unlocked for foreign direct investmantl private Indian ownership. Given the
strategic import that this de-regulation ascribes$hie private sector, it is indeed, critical that
appropriate structures of corporate governancéngotace. Reed and Mukherjee (2004) stated
that two particularly significant areas where chamgs been taking place over the past two
decades — the manner in which corporations arergedeand the efforts of developing
countries to promote development. Thus, variousreffhave been taken at industry and
government regarding the formulation of a well de@l code of corporate governance in India

since the second half the 1990s.

While traditional approaches viewed the two aremsndependent of each other, and have
studied them exclusively, they are in the real doriterlinked through the process of

‘economic reform’. The editors hold that there l@ways been some relationship between
corporate governance and development ‘as the mamgkrsubstance of corporate decision
making has significantly affected the developmentpss

However, in spite of the fact that adoption of inegional corporate governance practices has
made little difference in India, CG still has thatgntial to play a very important role in India’s
long run and sustainable economic growth. To takée rof, since liberalization, Indian
economy has registered a spectacular growth irsittee of its stock markets i.e. number of
firms listed and value of the shares listed or mha&rket capitalization. The importance of
corporate governance reflected the growth thatamdtock market has made in the last
decade. Unfortunately, the scams and scandals hy fitens which are listed and made public
issues at large premia with help of obscure investmbanks have simply vanished
subsequently by saddling around 11 million smailestors with illiquid stocks of these

defunct companies.

A good system of corporate governance in India,tinas recognized as important for the
domestic economy, in that it can raise efficienog growth; particularly when stock markets

are playing an increasingly significant role inanting investment. Corporate governance has
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implications for the functioning of Indian finantiaystem in terms of: better allocation of
capital overtime, the ability of Indian firms taga funds overseas and compete internationally,
reducing likelihood of a domestic financial crigi. Som (2006) views that an effective CG
system will ensure that the larger current accolefiicits can be financed with longer term and

less speculative funds, reducing the chances ektrnal crisis in the future.

The Indian corporate governance system shows seaterés of the Anglo-American (outsider
based) system at the same time, it exhibits sonportant characteristics of the German-
Japanese (insider based) system. For instanceh#ire of small investors in corporate equity
is about 40 percent - comparable with that in tl®AlAt the same time prevalence of inter-
corporate holdings, business groups and networ&mirdation of banks reflects a closer
connection to German - Japanese system. Howsware say that the Indian system now
veering towards Anglo-American system. Reed (2@08ues that in India, as in most parts of
the developing world, it seems to have been decidetth out much debate at all — that a text
book version of Anglo-American model is requirechpeea. This has occurred despite the fact
that model has been subjected to substantiveisnti; the Anglo-American world itself since
1980s.

The present chapter deals with governance issugairmpeg to corporate sector in India. The
chapter is organized into four sections as eactiosestructured to address certain specific
claims related to the governance problems in Indiantext. Section 1 deal with structural
characteristics of Indian corporate sector histdiycvia ownership structures, sources of
capital, legal and financial changes etc. wherseasion 2 highlight central issues of Indian
corporate governance. Section3 focuses on cont@mpaspects of corporate governance
regulations in terms of various legislations andes Section 4 elaborate challenges of Indian
corporate governance and how these concerns caffdmtively handled by adopting Anglo-

American model.

4.1 Structural Characteristics of Indian Corporate Governance
Historically, the beginning of corporate governastated in India during the colonial times as

the first Indian companies came in to existenceiradol650 AD in south India. This section
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briefly examine the Managing Agency System - thestfihistorical model of corporate
governance in India, the conglomerate or BusinesssEl model — which was in effect from
1956 to 1991 and the new Anglo-American model —cWliraces its emergence in the recent

economic reforms era.

4.1.1 The Managing Agency Model of Corporate Govemmnce

In India, modern corporations emerged out of theraging agency system’. The terms
managing agents and managing agencies were uskbignate individuals or business firms
(partnerships or private companies) that enterdd & legal contract with joint stock
companies to manage the affairs of the later (R2@02). Managing agency houses found the
joint stock form convenient to attract savings fr@mlarge number of investors. Initially
managing agencies were predominately establishechdérghant families because of quick
turnover of capital and small quantity of capitlde spread over a relatively large number of
ventures. Managing agencies as business entergesesd three basic functions. First they
started or promoted new companies. Typically, anassman or a group of businessmen
would float a company with their own capital. Afiebecame successful, they would then sell
off most or all of its shareholding, but still retacontrol over the company through the
managing agency contract. Second, managing ageoites manage the existing companies
because of their managerial expertise, prestige liakd with the European market. Third,
managing agencies provided important financial fioms due to their ability to attract new
investors, to secure bank loans etc. Rungta (19iéWed that these factors made managing
agencies attractive to joint stock companies esfigcat a time when the credit system and

capital markets were still in their infancy.

Panini (1988) had noted that managing agency sykstara been tailor-made for Indian entre-
preneurs whose business ventures rested on theitiosis of family and kinship. However,
the managing agency was novel development in tishifted the locus of corporate power and
control from the level of the individual joint stocompany to a parent or Apex Company - the
managing agency. Most of the Indian managing agsneere founded as partnerships among
members of a single family. Managing agents thwsilcc control large business networks

through inter-corporate investments and interlogkidirectorships. This nexus between
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managing agency and the business family establithedstructural basis for the family

controlled conglomerates that have dominated tbmineconomy since independence.

A second key characteristic of the model involvesfipgeneration. As Reed (2002) argues, in
managing agency model sources of profit did nonlienovations or gains in productivity, but
rather was related to inflation, intermediatiorgdie as well as commissions and fees. The
profits thus, were earned through the generatioaritficial scarcities and inflationary effects
of these scarcities. Alongside, malpractices Ikeestment of one company’s surplus in others
with the same agent, asset stripping and subordimaf company interest to agent’s interest

became common practices in this model overtime.

The third important feature of the model was mamggigents’ total grip over the companies
which, intern made shareholders and other direcdsrpowerless. The agents enjoyed long
tenures and ensured that it was impossible to rentleem, once the agency agreement was
signed even though they actually reduced their balding to insignificant proportions. The
managing agents therefore assumed control rightseofompanies and denied any basic voice
to shareholders. Shareholders participation was amdy minimized but they were also
subjected to exploitation because of inter-corgoravestments and they were forced to
finance losses of other companies. The agentsusiso to acquire stakes of foreign investors
at high premia which were financed from the coffefrshe company controlled by agents and
details of these deals seldom provided to sharehaldoshi (2004), accords that managing
agents frequently limit shareholder participatibrough controlling the issue of securities so

as limit participation and also inserting specgahis & conditions of stockholding.

There were several consequences of managing aggstym as a result of its unfair profit
strategies. As Reed (op.cit) argues it allowedaforaccelerated pace of accumulation of capital
at one level which, aided the process of industasibn. However, the process did not
encompass systematic backward and forward linkdégesdeveloped out of ad hoc profit
seeking tendencies of business. So much to saypge of laissez — faire capitalism, while
succeeding somewhat in producing industrial devekqt in the west, failed to produce the

same outcomes in India’s colonial context. The stdalization failed to generate social

102



wealth either in the form of wages or in the forfnsbareholder outcomes due to managing
agency system. Rungta (1970) opines that managjegts quite blatantly violated the basic
rights of shareholders, and sought consciouslxttude them from having any effective voice
in which firms were governed. The managing agerysyesn dominated the Indian business

world up to independence. It formally abolished 269.

4.1.2 The Business House Model of Corporate Govemee

After independence, an ambitious programme of mdnidustrial development with an
interventionist approach by new India governmerst b@gan to designate an accelerated pace
of industrialization and growth in the economy. Sorscholars believed that this new
development model with extensive government comodlonly blessed by business elites, but
was also largely authored by them. As a resultughothere was state planning various
restrictions on economic activity, there were ateany new opportunities for domestic
business. Particularly, well-positioned to take aattege of these new opportunities were the
leading Indian managing agents who began very @gtigromoting new businesses. These
promoters became the central actors in India’s post colocoaporate economy, providing the

basis for the rise conglomerates or “business t&jwsthey are commonly known in India.

However, the basics of Indian trade and induspdicy were first articulated in the famous
Bombay Plan of 1944 — a memorandum authored byeting industrialists of the day- and
later formalized in to the well developed Indusr{®evelopment and Regulation) Act of 1951
and the Industrial Policy resolution of 1956. Tinelin Five-Year Plans has been chosen as
key vehicles for implementing the strategy laid ddwy these acts. These two acts laid out first
ever organized response in terms registration aglirements related to the scheduled
industries in the independent India. The governnmasb reserved the right to investigate,
suggest required changes, regulate prices, supmdy distribution of produces of Indian
companies. The objectives of this set of regulatioamhich obviously went far beyond the
cost/profit considerations and intended to pronem@nomic growth and employment through
support for both large industrial corporations ardall and medium sized businesses. In
practice, it created a set of institutional bagi¢o entry for smaller firms, resulting in a

systematic weakening of competition, and becamegfa with rent-seeking abuses by
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political/bureaucratic and business elites. Theses Inevertheless, were not always properly
enforced, and the problems in corporate governamiten have been pointed out as

impediments to the sound performance of Indian Gngs.

Topalova (2004) argued that mandatory licensingesysof Industrial (development and
regulation) act limited the firm’s ability to expauits capacity, change product mix, introduce
new processes and import machinery and equipmentA&ingside, Capital issues (Control)
act of 1947 curtailed the freedom of firms to issexurities and rise capital. The early
regulations thus, put in place a regime and cultdilecensing, protection and widespread red-
tape that bred corruption and stilted the growtlkeaporate sector. Chakrabarti (2005), opined
that the situation grew from bad to worse and inifiicy became the hallmarks of the Indian
corporate sector.

As a companion to the Industrial (development aegulation) act and Industrial Policy
Resolution, the Indian parliament also enacted Chepanies Act of 1956 with a professional
long term objective to lay the basis for a “sospattern of society”. Though it represented
the emerging common law tradition but neverthelasgely reflected British corporate law.
The law inline with the Anglo-American model delate protection to certain pragmatic issues
like abuse of shareholders’ rights that had becoangpant in the managing agency system.
The companies act of 1956 accorded power (excgssivibe central government to monitor,
regulate, and control the affairs of the comparireguding establishing the types and structure

of companies and registration and reporting requars.

The firm financing was also largely controlled arefulated by government through the
institution of controller of capital issues and sefuent legislation Capital Issues (control) Act
passed in 1947. This act required that officialniesion to be obtained for the issue of all
types of securities and, more importantly, mand#tatthe prices of all corporate securities be
determined by CCI (Reed, op., cit). A point to beamind at this juncture that historically in
India, the capital market has been weak and playgg small role in financing corporate
activities. The number of shareholders too, renthivexry small fraction of the population and

for its part, the commercial banking sector alswlésl to shy away from financing industry.
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The ‘license-permit-raj’ overtime became ineffidieend led to excessive concentration of
wealth and economic power in the Indian industrynigpolies Inquiry Commission of 1964
concluded that overall concentration of economiwgrmhad increased since 1950. It revealed
that 75 out of 83 business groups accounted for #4%he total paid up capital of the
corporate sector. Similarly, Hazari (1966) study 1ff00 Indian companies reflected the
ownership and control aspects of Indian businesmsfi The study highlighted the
predominance of interlocking directorships, holdaognpanies and pyramidal structures which
led to the subsequent consolidation of family besgnand concentration of economic power

among few business families in India.

Significant changes in the financing of industrpkoplace in 1969. First, the government
nationalized the commercial banking system. Natined banks were now required to make
decisions not exclusively on profit calculationsit lalso according to government directives
designed to promote economic development whichyired banks to channel funds to certain,
buy government securities, maintain high reservguirements etc. in addition to that
development finance became prime objective of baplgector. Business promoters were
precluded from owning more than 40% of equity ireithbusinesses. Alongside, the
government fostered a number of financial insttosi for facilitating the allocation of
industrial credit. These included both public fingh institutions (PFIs) funded by the central
and state governments as well as investment itistigl such as insurance companies and
mutual funds along with nationalized banks. Regx, ¢it) viewed that this regime of corporate
financing through PFIs and associated instituticeferred to be known as ‘development
banking”

Thus, firm financing was largely catered by puldiector banks (lending institutions) and
development financial institutions (investment itgions) from 1970s. The Development
Financial Institutions (DFIs) broadly referred taclude i.) Public Financial Institutions like
Industrial Development Bank of India (IDBI), thedumstrial Finance Corporation of India
(IFCI) and Industrial Credit and Investment Corpiara of India (ICICI), ii.) public sector

insurance companies notably Life Insurance Corpmradf India (LIC), General Insurance
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Corporation (GIC), New India Assurance (NIA) etadaii.) Public sector mutual funds such
as Unit Trust of India (UTI).

The Development Financial Institutions (DFIs) paedl crucial credit support to the growing
needs of Indian industry. Public Financial Instaas (IDBI, IFCI, and ICICI) facilitated term-
lending functions and offered low-cost funds tousuly at subsidized rates. Similarly, state
owned insurance companies (LIC, GIC, UIA etc.) sted major portion of their funds in
government and other approved securities, exteadsstance to infrastructure projects and
also provided financial assistance to corporatéosdbrough term loans and underwriting /
direct subscription to corporate shares and debemtlikewise, Mutual Funds like UTI and
others belonged to Public Sector Banks and inseramnpanies played a vital role in
providing equity investment support to Indian compa. Thus, DFIs provided majority of

external finance to Indian companies which carllbstrated in the following chart.

However, these significant changes in the finandwagl organizational ramifications with
regard to ownership structure and control of Inditampanies in the post — independent era.
To reiterate, after independence the leading Indi@mmaging agents took advantage of new
economic opportunities to promote new businesshks. promoter — much like the managing
agent — was to float new ventures by contributimgimimal amount of equity capital, and then
raising the rest through public offerings or froobpc financial institutions. Typically, a single
promoter promoted large number of related or utedlaentures, and thereby come to gain
control over network of firms. This dynamics sulhseafly gave rise to conglomerate of the
‘business house ‘. Such conglomerates typicallysstad o a network of companies, each of
which was promoted by the members of a particuleiress family. The control and decision
making center of the conglomerate, indeed, - thexapmpany - which thereby coordinated
issues like investment decisions, allocation ofugso profits, relationship between various

firms in the group etc.

Reed (op.cit,) explained that, the method of prangotompanies has arguably resulted in
widely held corporate structures. The developmaranicial institutions too have became an

important source of external capital that amountsuad 40% of shareholding in Indian
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companies during 1971 to 1981. The largest stakeajjor Indian companies is usually held by
DFlIs especially - the Public Financial Institutiolilee IDBI, ICICI, ICFI and other lending
institutions like PSBs, Insurance companies andulsluiunds. The prime reason for this could
be attributed to government's use development baokgromote industrialization. This
extensive participation in ownership by PFIs patdiyt gave them the ability to control firms
through the nominee directors. The intent, howevas only to only to protect the interests of
the Indian (shareholding) public not to exercisatod. Their participation on the board is
essentially due to the specific clauses in theanl@agreements namely, the convertibility
clause, which allowed the DFI to convert its loatoiequity if the company defaulted on its
debt obligations, and nominee director clause wigabe them a right to appoint one or more
directors to the board of the borrowing companye Tnstitution of nominee directors has also
made mandatory by several acts of the parliametatbhothe MRTP Act of 1970. Although
DFIs exercised considerable control on Indian firlng in reality the corporate control
continued to be exercised by the two predominanthawisms of the earlier model —

interlocking directorates and intercorporate inwesits.

In India, intercorporate investments - devised imanner that promotes integration between
financial and industrial activities — have provedbe particularly effective devise for helping
family business groups to maintain control withtldit equity. There are primarily two
mechanisms through which intercorporate investmeotsur. Firstly, direct interlocking of
equity between two companies belonging to the samese. Secondly, circular chains of
investments between companies of the same groapla8y, interlocking of directorates as a
control mechanism whose consequences were thregtéo professionalism in business. In
1950-51, 9 leading Indian industrial families hes®0 directorships, with Dalmia and
Singhania holding 200 of them (Joshi, 2004). Onadned individuals were found to hold
1700 directorships, 30 of them holding 800 diresttgrs. Indian Companies Act of 1956
however, limited the number of directorships thatradividual can hold, but this restriction is
generally acknowledged to have been much too weagetve as an effective control on
interlocking directorates. For instance, few yester passing the resolution a study by Mehta

(1961), showed that top ten industrialists held #iB&ctorships and seven leading industrial
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families held 303 directorships or partnershipseSehfigures are substantially higher than in
the U.S or U.K at that time.

However, the large corporations were able to grathiar robustly during the interventionist
period, this does not mean that small shareholderefited proportionally. First, effective
control through intercorporate investment, inteklog directorates enabled business families
to distribute the benefits in accord with their omterests and insulated them from any voice
that other shareholders might seek to raise thdaghal channels like AGMs, Shareholder
resolutions, second, soft credit administered kg [ls, in combination with weak equity

markets meant the strategy was also ineffective.

4.1.3 The Anglo-American Model of Corporate Governace

While many large corporations thrived under theifess house model, a crisis was brewing in
the Indian economy through out the 1980s. Thereewsmveral dimensions to this crisis,
including low foreign exchange reserves, high fisieicits, the huge losses suffered by public
sector enterprises, an over expanding web of sigssetc. The situation reached its zenith in
1991, as record low foreign exchange reserves agia fiscal deficits forced the Indian
government to turn to the IMF and World Bank. Thel Bank's assistance - US $ 500
million in the form of structural adjustment loamandated a comprehensive reform
programme. The IMF loan, US $ 1.78 billion later mould formally put an end the
interventionist period and usher in the era of hieeral economic reforms in India (Jalan,
1992).

The economic reforms since 1991 have brought maayges to the environment in which
Indian companies previously operated. The princgie of these reforms was to strengthen
market discipline and promote greater by puttingead to the “license raj”, namely through
abolition of the Industrial Development and RegolatAct (1951) and amendments to the
Companies Act and several other major laws whichitmposed a heavy legal and regulatory
burden on the Indian corporate sector. In addittbe, foreign trade regime was liberalized
through reducing tariff rates, lowering non-tarifarriers, streamlining of import licenses,

increasing foreign investment opportunities and rowpg shareholder rights. Those apart,
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Indian companies were also allowed to enter intat jeentures with multinational enterprises
more freely, import new technologies and capitabdg) expand productive capacity and

introduce new products with out obtaining industiiGenses.

These reform efforts, especially - the changesommany law and other major laws, changes
in the financial and banking sectors, as well agrade, foreign investment and industrial
policy - have resulted in India moving much closean Anglo-American model of corporate
governance. The following pages will outlines theune of some of these changes, before
going on to assess their importance in addressamtpino key issues germane to corporate

governance in India.

The key area of reform as mentioned, involved itheralization of the capital market. Up until
1992, the price of share issues by Indian compamassfixed by the Controller of the Capital
Issues (CCI), and was guided by the CClI act of 194 of first step towards liberalization as
Reed (op.,cit) highlights the CCI act was repeatei subsequently the pricing of shares was
‘set free’. So companies could have free accessapatal market and they could price their
security issues freely, subject only to the coodsi of Securities Exchange Board of India
(SEBI). Accordingly, lifting controls on capitalsses and allowing free pricing of shares
boosted the Indian stock market as many compaiies tome with fresh share issues. On the
other hand Indian public too have participated esitistically by buying shares.

The number of new issues in the primary market 4&tsin 1991-92 and the amount of capital
raised was Rs. 9441 crore. By 1994-95 the numbeewf issues rose to 1686 which mopped
up Rs. 37,328 crore. Ironically, the initial impaat de-regulating share prices was quite
devastating, leading eventually to a huge secartgam in 1992. The scam brought to light the
immediate need for a regulatory body and as atr&&BI, which was originally established in
1988 elevated to the level of capital market reigulan 1992 through the Securities Exchange
Board of India Act of 1992.

Notwithstanding the good intentions of new poliacygime, dubious practices of Indian

business reached a peak around mid 1990s in thesphmare of freedom from government
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controls. Preferences share allotments, pricengygnsider trading, asset stripping, exorbitant
prices of new issues, accounting jugglery and leojegt implementation have dented the
future of newly emerging capital markets in Indtmmpanies of Modi, Singhania, Thapur and
several other groups involved in scandals and déeeinivestors. Thus, liberalization and
deregulation of capital markets also gave an ingpt&ilad loans by banks and mindless equity
investments by Mutual funds. Many of the small stees lost money as well as hope and
confidence due to unprecedented scams during 199P+t®vate promoters on the other hand
made windfall profits through buy back of sharessing the paid up capital, inter corporate
investments etc. Alongside, SEBI as a statutoryybbds been opposed by corporate
community and stock brokers as they were reludamtivulge inside information to a quasi
governmental body. As a result of this oppositi®&EBI not only remained subordinate to
government in key areas but also enjoyed no exexatithority.

Another key change has been the deregulation of bidweking industry including the
development banks. The government requirementsdardtives to channel funds to certain
sectors, buy government securities etc have bepealed, so that banks can now make

decisions purely on the basis of standard profdutations.

Though the deregulation of capital market and bamlsector, some how resulted in poor
changes initially, but these implications has flandg changes significantly in the realm of
corporate finance in India. The share of intermalerves and surplus funds in project finance
has declined continuously. Indian firms today rekclusively on external finance i.e. funds
raised externally which includes both borrowed &irahd share capital. The equity capital
especially continued increase in the last 25 yd@rsance from debenture and bond issues
increased in the 1980s but incrementally went dd@ompanies have reduced their borrowing
among borrowings, dependence on financial instinggihas gone down but that on promoters

has gone up. The table 4.1 illustrates these triencsmpany finance in India.
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Table 4.1: Trends in Corporate Finance in India

% of sources
Sources 1971 to 1981 1981 to 1991 1991 to 1996
Number of companies 83 319 530
a. share capital —Indian 28.5 375 41.1
of which equity capital 26.5 375 41.0
b. share capital — foreign 0.2 0.1 5.5
c. reserves and surplus 11.8 3.4 1.6
d. Loans, of which — 53.3 39.6 45.3
Financial institutions 24.1 22.5 12.1
Banks 15.5 6.6 10.0
Promoters, Directors, friends 0.6 1.0 8.7
Debentures, Bonds 4.5 18.2 6.1
Miscellaneous 1.7 1.2 0.4

Indian corporate sector is supported by a wellwistaed equity market. Currently, there are
23 registered stock exchanges in India, with ttatket capitalization of US$131 at the end of
2002, equivalent to 26% of GDP and compared withodh 1990 (Tapalova, 2004). The
equity market is dominated by Bombay Stock Exchai@f&E) and National Stock Exchange
(NSE). The external sources of finance continuéaminate in case of Indian companies with
an average of 67% during 1990-2002. For the yeardingn m
arch 2002, external financing accounted for 56%otdl corporate funds raised, with slightly
more than two-fifths of this from equity (capitaljarkets including bonds and debentures. In
addition, new financial instruments such as comrmakpaper, certificates of deposit and inter

corporate deposits have gained popularity as sagqugy financing.

Tapalova (2004) concluded that the dependence bintldeugh incrementally decreasing from
1990 but still continues to be crucial for Indianmpanies in the era of liberalization.
Importantly, borrowing from banks and other finatdnstitutions remained two key sources

to meet capital requirements of the Indian comman@ver and above the borrowing from
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banks continue to raise from 25.7% in 1989 to 36i8%he year of 2002. Likewise, the
financial institutions increased their contributiton overall debt financing from 17.9 to 19.9

during the same period.

Tapalova (2004) observed that, the debt-to-equaitips of the median firms of the corporate
sector as a whole have fallen consistently duri@@dlto 2002, largely due to faster growth of
equity funding rather than debt reduction. Thishpgs, partly reflects the fact that the
development financial institutions which initiallprovided subsidized loans to Indian
companies have reduced their lending activitieseaent years; while commercial banks have
yet to step in fill the breach. The growing equarticipation has important ramifications

specifically with regards to ownership and coninalhe Indian companies.

Indian corporate sector has grown steadily overpé& two decades in terms of number of
registered companies and amount of paid up cafited. corporate sector consists of closely
held (private limited) and publicly held (publicited) companies, with approximately

6,19,000 registered companies in 2004, about 40%hi¢h are in the manufacturing sector.
Private limited companies compromise the majorifyfions in the corporate sector, but

account for less than one — third of total paideapital. Government — owned enterprises
(both public and private limited) are comparatiview in number but large in size, accounting
for more than 25% of the paid up capital. The sludir®tal output by government enterprises
has been declining since the start of reformsintafrom 32% of gross industrial value added
in 1991 to 25% in 2002.

The ownership of Indian corporate sector tends docbncentrated in the hands of firm
promoters and, to a lesser extent, small invesisersdicated in the above table. Promoters’
hold 48% of paid up capital for all manufacturingmgpanies in 2002, and as high as 71%
government owned companies. The prevalence of -tralssngs of ownership, together with
heavy owner participation, makes Indian corporabatrol closer to an insider one as
characterized by Sarkar and Sarkar (2000). The Ismaéstors hold 32% of equity
shareholding in India which could be comparablghat of the US and UK. While inter-
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corporate holdings are much higher and financiatitutions hold a much smaller share of

equity as compared to other countries.

Sarkar and Sarkar (op. cit.), classified the pplecholders of corporate equity as a.) directors
and their relatives; b.) corporate bodies; c.) ifpreinvestors; d.) term-lending institutions,
primarily composed of the three government corgll promoted development financial
institutions and state finance corporations; egstitational investors, namely government
owned mutual funds and insurance companies; angub)c. Of the six groups, the first five

can be considered as large shareholders or bladbéisol

Corporate bodies are on average substantial blésétsoin private companies belonging to
business groups, and holds 25% of equity in 42%diin companies. Directors and relatives
(promoters) hold on average of 21% of equity ownigrén private stand alone companies and
have more than 25% of equity ownership in 26% ohganies. The relatively high portion of
concentrated shareholding by directors and relsitared inter-corporate holdings is on account
of the predominance of family-owned business, dufeathat is typical of corporates in
developing countries. Among other major equity shalders — institutional investors nearly
monopolized by UTI, have substantial holdings irougr companies, both domestic and
foreign. Financial institutions on average hold éowblocks of equity in comparison to
institutional investors. The individual (retail)viestors though significantly controls 40% of
equity in Indian companies but their equity holdiagess than 25% in case individual firms.

The data is illustrated in the following table.

Table 4.2 Equity Holding in Indian Companies

Type of Company Mean equitydiad (in %) by
Directors & | Corporate | Foreign | Fls Insti. Public
relatives Bodies investors
Private companies | 8.2 33.5 9.3 4.2 10.3 34.5
belongs to business
groups
Private stand-alone | 21.3 18.5 7.4 3.2 3.2 46.4
companies
Foreign companies 0.8 18.3 42.0 4.3 12.2 224
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belongs to business

Groups

Foreign Stand-alone| 2.8 14.0 43.1 1.7 8.4 30.0
companies

All sample companies15.4 23.8 10.1 3.6 6.2 40.9
% of sample compan 26.6 42.5 12.8 2.5 6.7 -

in which equity

holdings is greater

than 25%
(Source: Sarkar and Sarkar, 2000)

The changes in the equity ownership of firms haweight certain notable changes with regard
to the governance of Indian companies. These clsangeonly aimed to curtail managerial
expropriation in Indian companies as promotersdarmainant shareholders or encouraging the
financial institutions who are characterized laygels passive shareholders and mostly
supportive of management’s positions. These dewabops have meant to ensure more
discipline of capital markets as they supply m#&oof extra-firm finance in the changing
times. Case of fraud, corruption, market manipatatind other malpractices in the equity can
render capital market reforms desultory and leamldotv investor confidence. Effective
corporate governance thus, becomes necessary &n twdrestore the credibility of capital
markets to facilitate the flow of investment finanto firms. A host of developments have
taken in the form of codes and regulations durlvegreforms period. This include, the reports
of the task force of Confederation of Indian Indest (CII) in April 1997, committee of SEBI
in 1999, Draft Report of Kumara Mangalam Birla coittee on Corporate Governance in
2000, Advisory group of RBI in 2001, and RBI corati’e group of directors of banks and
financial institutions in 2002, Naresh Chandra cattem, Ganguly committee report,
Narayana Murthy committee report 2004, Companieset@ment) Bill 2004, Clause 49 of
listing companies agreement in 2006, JJ lrani Cdiemi report in 2007, Corporate
Governance Voluntary Guidelines in 2009 so on amdosth. Albeit some variations and
change of emphasis, these reports place a hugaymeam ‘transparency and accountability’
in Indian corporate practices. The other areas reovén all these reports, include size,
composition charter, responsibilities and meetofghe board of directors; tenure of directors;

accountability to shareholders and stakeholdersesacto information; nominee directors and
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their remuneration; committee on grievances ofgih@reholders; executive Vs non-executive
chairmen of the board; audit committee; remunematommittee; nomination committee;

board procedures; accounting standards and finargperts; disclosure and transparency;
auditor Independence; responsibilities of individasad institutional shareholders; and matters

relating to the implementation of Corporate Govengapractices.

The Anglo-American model of corporate governanctireed three primary avenues through
which the exit and voice options of shareholders lva exercised to ensure the accountability
of management. These are Companies act of 1956mtr&et for corporate control and
participation of public financial institutions arndstitutional investors on the management
boards of the companies. Firstly, the company &d9866 has been revised and several new
reforms were incorporated into the revised act.s€hmclude a strengthening of disclosure
norms, the establishment of an investor educatrah @otection fund, the establishment of
national advisory committee on accounting standaits The new act reversed previous
restrictions on buy back of shares, inter-corporateestments and also provided tough
regulations to prevent insider trading and relgtady transactions.

Secondly, the market for corporate control — talkeawarket - regulated through substantial
acquisition of shares and takeover regulationso&ct997. Under current regulations, the
acquisition of 10% shares triggers a minimum pubffer of 20%. The market for corporate
control has considerably improved in recent yeam® do capital market reforms and

development.

The Corporate governance reforms are closely am®ociwith certain macro-economic
changes in the Indian context. For instance, freeing of shares are encouraged by
deregulation of capital market and similarly dedagan of banking sector has led to buy back
of shares. Likewise, deregulation of trade politipveed foreign ownership of equity and

relaxation on limits to corporate expansion / defezation boosted by liberalization of foreign

investments and repeal of Foreign Exchange Regul#ct (FERA). These changes, resulting
in shift from the business house model to Anglo-Aps model, are summarized in the

following table.
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Table4.3 Structure of corporate governance in indegndent India

The business house model

The Anglo-American model

Formal structure of
governance

Single-tiered board of directors
Role for nominee directors

Single-tiered board of directors
Reduced role for nominee directors with a move
toward abolishing nominee directors altogether

Macro-economic context

Direct government intervention in capita
markets through pricing of corporate
securities

Development banking — heavy use of
financing from public financial institution
Protected, non-competitive product
markets

Stringent controls on foreign ownership
well as portfolio investment

Regulation of foreign exchange
expenditure by firm
License-permit-quota regime

No buybacks of its own shares by a firm

Anglo-Americanization of capital markets with
deregulated pricing of corporate securities.

A more “marketized” model of development
banking; banking system more continuation
oriented toward profit generation- but of the
dependence on financing from public financial
institutions.

Limited reduction in protection

Relaxed controls on foreign ownership as well a
portfolio investment

Reduced regulation of foreign exchange
expenditure by firms

Abolition of license-permit-quota regime

Firms allowed to buyback their own shares throy
open market operations takeover code the corpq
governance codes

[2)

gh
rate

Control Proximate

Minority ownership (of group companies
by the apex company)

Minority ownership (of group company by apex
company)

Other mechanisms of contrg

Interlocking boards

Intercorporate investments

Debt financing through PFI
Discouraging shareholder participation

Control of share offerings

Interlocking boards

Inter-corporate investments

Private (or regulated) placement of stocks
Mergers (of group firms)

Discouraging shareholder participation

Source: Reed (2002) p.p. 259
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The above table illustrates the similarities betwbeth the corporate governance structures in
India. The aspects of formal structure of govereammwnership and control mechanisms of
Business House model remained relatively unchaeged with adoption of Anglo-American
model of corporate governance. The following sectighlights the issues central to Indian
corporate governance and response of Anglo-Amenmcadel and new reforms to these key

issues.

4.2 Issues Central to Corporate Governance in India

It is clear from the fore mentioned, the governaatéarge Indian corporations entrusted on
promoters eventually belongs to a handful of wegafdmilies. These promoter shareholders
use control pyramids to effect their executive pmaxen the companies. We also explained that
control pyramids such as interlocking of directesatind inter corporate investments make
companies vulnerable to a range of serious govemproblems. To reiterate, these problems
can have adverse macro-economic effects when tttepe across sufficiently large part of the

Indian corporate sector. The central issue of a@ateogovernance problems in India is not
conflict between management and owners as in thardShe UK, but a conflict between the

dominant shareholder and the minority shareholifterst of the companies have controlling

shareholders — either promoters or apex firms obiatt by promoters and wealthy families.

Varma (1997) argued that the problendoiminant / controlling shareholder can be explicitly
seen in case of three large categories of Indianpemies. First, Public Sector Units (PSUS)
where the government is the dominant shareholddrtla@ general public holds a minority
stake often as little as 20%. Second are the Mydiiional Companies (MNCs) where the
foreign parent is the dominant shareholder. Thitgg Indian business groups where the
promoters together with their friends and relatiaes the dominant controlling shareholders
with large minority stakes (see Table Sarkar & &grk government owned financial
institutions hold a comparable stake, and the lealasmheld by general public.

The situation of Indian business groups is moremgermthan in PSUs and MNCs where there
are clearly defined dominant shareholders. In Imdiasiness groups namely, private — stand

alone companies, private companies belong to grabpsconcept of dominant shareholder is
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more amorphous for two reasons. First, the prombsdrareholding is spread across several
friends and relatives as well as corporate entittgecond, the aggregate holding of all these
entities taken together is typically well below ajority stake (Sarkar and Sarkar, 2000). In
many cases, the promoter may not even be the tasgege shareholder. In such instances
what makes promoters the dominant single large$i® feasons can be attributed to two
factors. Firstly, the preferential allotment of sr®which ascribes majority of control rights to
promoters than cash-flow rights. Secondly, passie of Development Financial Institutions,
Mutual Funds, public sector banks and insurancepemmes which holds a large chunk of
shares in Indian companies. Thus, lack of assemdle of financial institutions leaves

promoters as effective controlling shareholdersha.

However, the issues dhsider ownership are indeed common for corporate governance
structures of many developing economies. As meatagarlier owner — manager governance
system dominates in Indian firms. The firms areselp held and ownership rests either with
family or apex companies. The insiders’ hence tafddolute control of the firm’s resources
independent of their holding in the firm which midie very low. These insiders dominate the
boards of governed companies. The corporate bddwetefore - a crucial mechanism in
ensuring equitable treatment towards all stakemsldgentually becomes as a mechanism to
perpetuate the promoter’s interests. Thus, lagfettiveness of Indian boards, passive role of
institutional investors and absence of shareholdetisism has led to the misappropriation of

funds, expropriation of public money by promoters.

Similarly, insider ownership has led to numerouspocate actions such as preferential
allotments, appointment of independent directdnsyes buy-backs, dividend decisions, stock
splits, delisting of equity shares, inter-corporatnsfer of wealth (tunneling), investments in
joint venture companies, sweat equity allotmengspnganization of companies etc. through
which investors are misled and exploited. The adlivig shareholders also employed unfair
means to inhibit shareholder participation by hogdAnnual General Meetings (AGMs) at a

time and place not convenient for a majority ofrehalders.
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Insider ownership poses different kind of agenabfems in Indian context due to exercise of
control rights in access of cash flow rights. Agesult, it is reasonable to assume that
misappropriation of firm’s revenues by these domirghareholders is a distinct possibility in

Indian companies. Phani et.al (2003) opined thaptiobability of such behavior on the part of
these promoters is also rendered very high dueetéack of strong investor protection investor

protection mechanism.

Another issue of importance in Indian corporateegoance is role of institutionalominee

directors representing DFIs, PFIs, Mutual Funds, PSBs amdrance companies on company
boards. As we mentioned at many places in the presapter these financial institutions were
crucial during the erstwhile planned era of ecormdevelopment as an important source of
external funds. However, they have been criticitmedbeing sleepy or dormant, in the sense

that not taking any active part in the corporateegoance of their portfolio companies.

The literature on large shareholders however, Bs#eat these institutional shareholders, as
compared to the dispersed ones, are in a bettatigmoso make company management
accountable. As Shleifer and Vishny (1997) highigghthat prevalence of large shareholders
leads to convergence of interests and the ‘efftamanitoring’ since — large shareholders are
likely to be more efficient than small and dispérshareholders in monitoring company
management. They argued that large shareholdels swibstantive investments as well as
significant voting power likely to mitigate collee¢ action problem present among dispersed
shareholders and also likely to engage in relationgesting and be more committed to the
company in the long run. At the same time therepatential costs of large shareholders in
terms of the ‘conflict of interest’, where in largdareholders may often pursue non-profit
maximizing objectives for their personal benefitgatt might be detriment of minority

shareholders (Sarkar and Sarkar, 2012). Paradbxicaften different types of large

shareholders, like institutional investors and ngems may ‘strategically align’ or collude

mutually in a way to reduce company value and hhgsanterests of minority investors.

The Financial Institutional Investors have maximuisk exposure and, are there fore, an

effective mechanism for resource allocation in déndilthough their percentage of contribution
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to total borrowings in Indian corporates has dediconsiderably from 28% in 1991 to 24% in
1998, they still regard as crucial for firm finangi Several guidelines and legislations by
governmentinter-alia protect the rights and interests of these developinstitutions through
nominee directors and convertibility clauses. Iitespf this these institutional nominees have
not played any active role once they invested exdabmpanies except in few cases where the
corporate decisions were seemingly adverse to Eltkerwise, they generally support the
management or ‘vote with their feet’. Banaji (20@tyued that FllIs typically do not look at
the agenda of shareholder meetings, do not att€ablg) and do not exercise voting rights,
unless some thing goes drastically wrong of if ketwer situation occurs. They neither
participate actively in setting the agenda of baasthareholder meetings nor led or joined a

coalition for the purpose of producing specific mhes.

Patil (2001) also criticized that Flls typically dases on market capitalization, firm
performance, liquidity than corporate governancdicpoand practices of their portfolio
companies. Their investment decisions ironicallgsdd on firm performance not on
independence of board or accounting practices etc. As a resestments are short sighted
and misguided which subsequently resulted in actation of non-performing assets in their
portfolios. A notable example in this regard is usttial Finance Corporation (ICFI) which
reported 33.3% of total assets as NPAs as of m2004. Similarly, Unit Trust of India (UTI)

— a state run largest mutual fund established twige stable and reliable income to small
investors became sick in 1998 and admitted thatatsasset value was below Rs. 10 after 34

years of investing.

These criticalities led to serious confusions rdgey the genesis and role of the institutional
nominee dorectors on corporate boards. The compdtmdia as reflected in a longitudinal study
by Banaji and Mody (2001) opposed the regular agpwent of nominee directors on portfolio
company boards except in case of an actual or patetefault because of price-sensitive
information which might leads to conflict of inteteHowever, opposition to nominee directors
is an infringement of their rights as shareholdessmajor shareholder the institutions have a
right to board representation. Several studieseddesflected the relationship between Large
Shareholders and firm performance. Sarkar and £2R42), Patil (2001), Phani et.al. (2004),
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Mohanty (2003) highlighted the linearity betweergence of nominee directors and positive

firm performance in Indian companies.

Another crucial issue in Indian corporate govermaiglnsider Trading about which both

promoters and institutional investors are accusedml often throw down the gauntlet in each
other camps. The ‘insider trading’ specificallyeesf - to trading in securities on the basis of
certain undisclosed price-sensitive information d@yperson or institutions — undermines
investor confidence in the fairness and integritgapital markets. The dominant shareholders
such as promoters and large institutions some tienggsge in activities which, leads to their
benefits and financial suffrage of small investoffie cases of insider trading are more
common in India especially in mergers and acqoisgi Varma (1997) pointed that some
promoters have merged small companies in which tiese large stake into a larger more

widely held company at a swap ratio which is higmby in favor of the later.

Likewise, financial institutions that have represgines in their portfolio companies also have
been charged of insider trading at numerous insg@n&s these investors has their nominees
on boards, some times avail price sensitive inféionathrough board meetings and thereby
involved in insider trading since they actively ogte in capital markets on day to day basis.
However, financial institutions argue that possipibf insider trading would hold with much
greater force for the promoter / management grabgsare in control of management. Patil
(2001) criticizes several promoter groups for emgggn active trading in their own stocks as
well as in large number of subsidiaries on thedatprice sensitive insider information. There
are numerous instances of insider trading in Indiéch requires a chapter length treatment,
but of course not to neglect at this juncture — HLLSEBI in 1996, Reliance Industries Ltd.
(RIL) v. SEBI in 2001, Rakesh Agarwal v. SEBI in2Q ACC v. SEBI 2003 etc.

It is clear from the foregoing that the structuchhracteristics of the Indian corporate sector
make the corporate governance problems in Indig digierent from that in say the US of the
UK. The governance issue in the US and UK is esdbnthat of disciplining the management
who have ceased to effectively accountable to thieeos (shareholders). The problem in the

Indian corporate sector be it PSUs or MNCs or theape sectors is that disciplining the
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dominant shareholder and protecting the minorigrsholders. The board of directors who are
accountable to the owners would only be one whigshaccountable to the dominant

shareholder; it would not make governance probleyneasier to solve. It can be solved not by
building effective boards but by forces outside tlenpany such as regulatory pressures and

voluntary efforts which will be examined in thelsking section.

4.3 Codes and Regulations of corporate governanae india

A good corporate governance system is rooted inappropriate combination of legal
protection of investors and some form of conceattatwnership. The US and UK systems
rely more heavily on stronger legal protection, lvferman and Japanese are characterized
by more concentrated equity ownership by banks larlding companies. Indian corporate
governance system is a combination of both - a cehgmsive blend of law, markets,
regulations by interested parties and voluntaryesodf self -discipline etc. This section
delineates some of the notable codes and reguatibnorporate governance and their efforts
in addressing the problems of corporate governgeomane to India.

4.3.1 CllI Desirable Code on Corporate Governance

The Confederation of Indian Industry code on coapmmovernance (1997) was the first ever
organized attempt as new competitive pressuresap@slp Indian economy in the wake of
liberalization and de-regulation. The code denherlgossibility of having a German style two-
tier board in case of Indian companies. It hastlfer first time recommended ‘Independent
Directors’ for listed companies having turnoverttbaceeds 100crores where chairman of the
board is also the Managing Director. In such casak,of the board should have independent

directors, or at least 30%.

The code reported the intensity of interlocking dafectorships and recommended that no
single person should hold directorships in morentf listed companies and also made
mandatory attendance record for board of directdneh should be made explicit at the time
of re-appointment. It has laid down elaborate wiovis for Audit Committee for listed

companies that should comprises of all non-exeeutiirectors (independent). The audit

committee at the same time should consists of &gt lthree members with clear terms of

122



reference and access to all financial informatiorthie company and also should periodically
interact with statutory and internal auditors. Buelit committee should also assist the board in

corporate accounting and reporting.

Alongside, the code asserted to safeguard thesrighshareholders and recommended that
companies should inform shareholders about the &ghlow monthly averages of their share
prices, performance and prospects of their maja@iness segments. It has upheld high
disclosure standards and recommended for mandagnifications by CEOs & CFOs on
company accounts. The code has criticized theabf@minee directors belongs to Flls, PFlIs,
DFlIs and Banks and recommended for their subsequigrdrawal from corporate boards. The
code indeed, acknowledged the rights of creditacsalowed FlIs representation on portfolio
companies, only incase of serious and systematit default or provision of insufficient

information.

Cll code has failed to gain wider acceptabilityugb it contains a package of best practices for
effective corporate boards, high disclosure stadwlaand transparency and protection of
creditor rights. The reason for this may be attelduthe vary fact that it explicitly reflects the
views of powerful business lobby which seeks totra@s the extent of institutional

intervention.

4.3.2 Draft Report on Corporate Governance by KumamMangalam Birla Committee

The failure of Cll code has prompted the capitatkearegulator — SEBI to step in and fill the
void. SEBI appointed a committee chaired by Kumamighlam Birla to develop appropriate
code of corporate governance that aptly designsda enlisting the practices worldwide. The
committee divided their recommendations in to tygets, mandatory and non-mandatory. The
code has been adopted by SEBI, as Banaji and M2@ly1) opined it as a statutory code and
seeks self-regulation of business to have the fofckaw. It made elaborate provisions and
ascribes the importance to the role of board afadars in corporate governance. It commented
that the objective and purpose of corporate govermas to create shareholder value with out

being detrimental to the interests of other stalddrs.
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Beyond outlining the role of the board, SEBI comeegtalso discusses the composition of
boards. It made mandatory provisions that boardilshbave at least 50% of independent
directors in case of chairman is an executive, retise at least one-third in case of a non-
executive chairman. It also restricted the maximdirectorships to 10 and committee
chairmanships to 5 in case of listed companiesal$b strongly recommended for an
independent audit committee, comprises of all ojontst of non-executive directors (with at
least one having financial and accounting knowl¢@gel chaired by an independent director.
The audit committee should meet at least thrica iyear with an appropriate quorum. The
audit committee must have access to informatiomfemy employee and can investigate any

matter and also permitted to seek out side legedfessional service.

Alongside, it also recommended for setting up ahwaeration committee with all non-

executive directors and chaired by an independeettdr to decide the remunerative packages
for executive directors. It strongly recommendeddbleast 4 board meetings in an year with a
gap of four months. It also recommended that comesashould provide consolidated accounts
for subsidies where they have majority shareholdibhgrescribes high disclosure standards
(mandatory) such as Management Discussion and Sisalya segment in annual report that
includes industry structure, opportunities, threatstlook, risk, HR/IR policies, details of

directors, compliance report etc.

The SEBI committee at the same time upheld thetgigii shareholders by directing listed
companies to send quarterly, half yearly financéslults and significant events and reports to
shareholders. It has also given mandatory direstiee constitute a shareholder grievance
committee headed by non-executive director to laokto shareholder complaints and
grievances. However, a key aspect in this code ¢baiinly has a potential impact is —
Independent directors. SEBI defines the notionnaiependence as * directors who are apart
from receiving directors remuneration do not hawy anaterial pecuniary relationship or
transactions with the company, its promoters, imagement or its subsidiaries, which in the
judgment of the board may affect their independesfcpidgment (SEBI, 2000). Further, all
pecuniary relationships or transactions of the exeeutive directors should be disclosed in the

annual report.
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SEBI committee report was a well-thought out resgoto address critical issues pertinent to
Indian corporate sector. It has proposed an AngleeAcan model of corporate governance
through independent board of directors, audit-reznation-investor grievance committee,
prohibiting insider trading, segmental reportingl @onsolidations of accounts, high disclosure
standards etc. Much of its recommendations haven kmgnificantly addressed in the

subsequent years.

4.3.3 Narayana Murthy Committee (SEBI) Recommendatins

SEBI committee headed by NR Narayana Murthy reconu®eé for a stronger and stricter
regime of corporate governance. An appraisal of rfmmmendations (largely voluntary)

reveals that board practices have further elabdiayencorporating certain provisions such as
training for board members, elimination of nomindieectors, a financially literate audit

committee comprised of non-executive directors,ecodl conduct for board members and

protection of independent directors from civil amraninal litigation etc.

Above and beyond board’s role in promoting effeztoorporate governance, the committee
also recommended that the related party transacsbould be approved by audit committee.
More importantly, the SEBI committee provided mutdrger definition of corporate

governance (similar to NYSE) and suggested higismiabure practices like the management
should explain and justify any deviation from aattng standards, CFO/CEOQO certification,

performance evaluation of non-executive directtes e

Notably, the recommendations focused explicitly mmoblems of insider ownership and
control, effectiveness of board of directors to aheertain malpractices like related party

transactions, faulty Initial Public Offerings, ig@arities in accounting practices etc.

4.3.4 Clause 49 of Listing Agreement
In February 2000, the Securities Exchange Boardndia issued a letter to all the stock
exchanges proposing that ‘a new clause, namelysela®, be incorporated in the listing

agreement’ called ‘corporate governance’, cont&ight section dealing with the Board of
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Directors, Audit Committee, Remuneration of DiresioBoard Procedure, Management,
Shareholders, Report on Corporate Governance, amipliance respectively. This became
mandatory for large companies in 2003 and subsélguémrns out to be a regulatory

framework for all listed companies by January 200 salient features are as follows:

a.) The board of directors of a company shall havemmmum combination of executive
and non-executive directors with not less thaly fiercent in case of chairman being
an executive and one-third in case a non-execaohagman.

b.) The definition of NR Narayana Murthy committee dndependence’- has been
upheld by the clause 49 agreement.

c.) A qualified and independent audit committee cosg®iof minimum three members
where two-thirds of the members shall be independieectors.

d.) The audit committee shall have oversight of comfgfipancial reporting process
and also review the accounts of subsidiary comganie

e.) A statement in summery form of transactions witlatesl parties of business shall be
disclosed by the companies.

f.) The company’s management shall provide MDA alonti wlirector’s report in the
corporate governance section of annual financzbnte

g.) The companies shall display quarterly results pre$entations made to analysts in
their official websites.

h.) CEO i.e. managing director and CFO i.e. whole timance director shall certify the
annual financial statements.

I.) There shall be separate section in corporate gamemin the annual report of a
company with a detailed compliance report on cafeggovernance.

j.) Company shall obtain certificate from either auditcor practicing company

secretaries regarding compliance of conditionsogparate governance.

The regulations have initially included the nomind@ectors appointed by financial
institutions as independent directors, howevers thas revised recently and nominee
directors are no longer considered to be indepdndsnthey actively represent their

respective institutions on the board. These gudslienabled Indian corporate governance
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norms on par with the global standards and in @agr, the much discussed and debated

aspects of the Sarbanes-Oxley and Combined codenitrix in following page illustrates

comparison of the guidelines of the Clause 49, SXDB2 and Combined code 2003. It is

evident from the following table that Indian corgte governance features some best

practices which are comparable to the best in thdwlIt has also found out in CG Watch: a

joint report brought out by CLSA Asia- Pacific Matk and ACGA in Comparative Analysis
of Clause 49 to SOX and Combined code
Table No. 4.4: Comparative analysis of Clause 49X and Combined Code

Topic

Clause 49 (Listed Companies)

US- SOX & Combed Code

Board

- Independence
(gen.. majority)
- Internal Control System
- Disclosure & Code of Conduct

- Independence

- Internal Control System

- Disclosure & Code of
Conduct

Audit Committee

- Independence (2/3) & Financially
Literate
- Review audit & internal audit

- Independence &
Financially Literate

- Review audit & Internal
audit

Disclosures - Compensation - Compensation
- RPTs -RPT's
- Risk Management & Accounting - Risk Management,
Standards etc...not required, but
- Use of Proceeds generally provided
- Use of Proceeds
Certifications - CEO & CFO - Financials, Internal | - CEO & CFO — Financials,
Control, Comply with Laws, Changes internal controls, etc...
in Policy
Compliance - Certificate on this. - Similar, but no requirement
- Disclosure compliance or not with to disclose if meet non-
mandatory and non-mandatory req’ts. mandatory requirements.
CG Reports Quarterly Not required though of
provided
Subsidiary - Significant issues report to parent | Important issues as per sté

board
- Independent directors

corporate law.

fen

ate
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Non Mandatory

- Training
- Whistleblower policy
- Evaluate non-executive board
- Limits on independence

- Whistleblowers much more
prevalent

- Training not required, but
often provide.

- Performance evaluation
- Greater discussion on
compen. Levels

Penalties & De-Listing
Enforcements

- Large criminal penalties
(individuals & companies)

- Large civil penalties
(public & private)

Source: ASCI,2007 and Combined Code 2003

2007, that India ranks high among the Asia goverederague tables and reflects that
India now fulfills all the standards regard besaqgices in corporate governance and
compares quite favorably with all the major cowegnn the Asia region (ASCI, 2007).

4.3.5 Naresh Chandra Committee Recommendations oruditor’'s Independence

In view of growing importance to corporate goverce, the Department of Company Affairs
appointed a high level committee in 2002 to examamel propose a suitable code in
consonance with global standards of corporate gawvere. The committee primarily focused
on the relationship between statutory auditor asdmany, and recommended apt procedures
for appointment of auditors, rotation of audit fsprestriction on non-audit services and

more importantly the independence of auditing fiomct

The report prohibited any direct financial intéres audit client, receiving any loans and
guarantees from the company and strictly barredreat audit firm to have any business
relationship with the company. It also adheredd@mmpulsory rotation of audit partner and
disclosures by auditors with regard to contingeatiilities, qualifications, replacements and
independence etc. The report acknowledges the tampme setting up of a disciplinary
mechanism in the interest of adequate control aradity to curb the corporate malpractices
and to uncover fraud. Alongside, the report alsggssted for effective independence of
directors, percentage of independent directors,ijmmim board size of listed companies,

disclosure on duration of board meetings etc.
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The recommendations are basically sound and Wweilight out of and subsequently adopted
by the professional auditing body in India, i.e AlGInstitute of Chartered Accountants of
India)

4.3.6 SEBI (insider trading prohibition) Regulations

The SEBI made significant amendments in its eaitisider trading regulations which, was
originally enacted in 1992, to incorporate morerappate measures to deal with a crucial
insider ownership problem in India — Insider TragiThe regulations prohibited the self-
dealing by promoters or other parties in compargusges on the basis of certain price
sensitive information such as buyback, amalgamationergers or takeovers, intended

declaration of interim dividend etc.

Similarly, the regulations also barred companiesade in securities of another company or
associate of that other company while in possessioany unpublished price sensitive
information. It has empowered the corporate botwdavestigate, record and report in case
of insider trading. It has elevated the companyetacy to a compliance officer to ensure
that those violating the code are punished undeath. The regulations also imposed penalty
for contravention of code of conduct by communiwgitor disclosing the price sensitive

information.

In contrast, the changes made in the SEBI reguisiti®92 cast a heavy burden on listed
companies and other market intermediaries, selilaggry organizations, Stock Exchanges,
public financial institutions, professional firm&dause of proposed formulations of model
code of conduct for prevention of insider trading.

4.3.7 Companies (Amendment) Act; JJ Irani CommitteeReport

The companies (amendment) act of 2002, and it suiese recommendations by JJ Irani

committee (2007) envisaged to address certain @regs in Indian corporate governance as
well as in company law. This is a notable attetophcorporate the prevailing best practices
of various codes and reports to provide more ap@at@pcomprehensive legal framework to

regulate, monitor the intrinsic problems in corgergovernance systems. The significant
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areas are — related party transactions, proteatfominority shareholders and investor

educations etc.

The recommendations suggested that transactionsdcts) in which directors or their
relatives are interested should be regulated thraither a “Government Approval-based
regime” or through a “Shareholder Approval and Risare-based regime”. The committee
looked into international practices in this regardd felt that the latter approach would be
appropriate in the future Indian context. The Ldwidd impose a duty on every director to
disclose to the company, the contracts or arrangemeith the company, whether existing
or proposed or acquired subsequently, in whichdirectly or indirectly, has any interest or
concern. The revised act suggested that direct@$ make disclosures with in a stipulated
time and failure to do so should be treated asultefAlongside, it has prohibited certain
transactions, between company and director or psrsonnected with director, in respect of
sale, purchase of goods, materials or servicesSatailarly, details of Transactions of the
Company with its Holding or Subsidiary / Fellow Sudary or Associate Companies in the
ordinary course of business and transacted on ars dngth basis should be placed
periodically before the Board through the Audit Goittee, if any.

The Law aims to strike a balance between the ruteeomajority and the rights of minority.
The minority shareholders’ therefore, have to hegia voice to make their opinions known
at the decision making levels. The law providessiach a mechanism if necessary. In cases
where minority has been unfairly treated in viaatiof the law, the avenue to approach an
appropriate body for protecting their interests #muke of the company should be provided
for. The law tries to balance the need for effectilecision making on corporate matters on
the basis of consensus without permitting personsantrol of the company, i.e., the
majority, to stifle action for redressal arisingtoaf their own wrong doing. The
recommendations upheld the rights to shareholderbet heard, during meetings of the
company, incase of oppression and mismanagementgdmergers and acquisitions etc.
The committee also recommended for setting up wdédtor Education and protection fund to
cope with gradual increase of investor communityirnidia and regain confidence in the

capital markets.
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4.4 Corporate Governance in India: status report ad challenges

The corporate governance systems in India reveats wr less Anglo-American model with
unitary boards, independent directors, higher stedelof disclosure, committee systems and
certainly, upholding shareholder rights and pransi for protecting minority interests. The
World Bank’s Report on the Observance of StandarsCodes (ROSC) (2004) highlights
that Indian corporate governance system is in gudé with OECD code with respect to
shareholders’ protection standards. The basic gigiitshareholders to secure methods of
ownership, transfer of shares, obtain relevant@paration, participate and vote in AGMs,
elect members of the board and share profits haea kargely observed in Indian scenario.
The equitable treatment of shareholders’ (minaaityg foreign) to obtain effective redress for
violation of their rights and insider trading /fsetlealing (though prohibited) continue to be

crucial areas and partially observed in India.

Disclosure standards and Transparency norms wilirdeto financial and operating results
of the company, objectives, key executives, andureration packages are not only high but
also strictly adhered and followed in India. Theaa report, audit committee, independence
of board of directors, compliance certifications ®¢#O/CFO, board procedures are largely
observed in tune with international standards afpomate governance. Likewise, Indian
corporate governance also acknowledges the rotdhefr stakeholders and assures that the
rights of stakeholders such as employees, custorsampliers and local community are
protected even though the codes and regulations dote make any explicit reference to
‘other stakeholders'.

However, in reality Indian corporate governance algfer with international regulations on

certain key issues. The separation of role of @mair of the board and Chief executive
officer is one crucial aspect which has not beaused so far in Indian regulations. At the
same time codes and practices though appear sitilaternational standards but indeed, a
tougher regime with respect to board structure iadépendent directors, board meetings,
nomination and election of directors etc is somaitwhissing in India. Excessive control by

founders/ promoters still exist which acts as a&ptél impediment to professionalization of
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Indian business. The failure of Indian boards, laecounting practices and transparency,
lack of surveillance and enforcement mechanisms #red court system, absence of

shareholder activism are some of the persistenesss India.

To conclude, the Indian corporate governance syssein transition, towards the Anglo-
American corporate governance with strong capitatket. However, the market control
perspective is as yet quite distinct to India beeaaf hybrid nature (German/Japanese —
US/UK) reflecting the features of other systemsaolhwill also remain for some more time
at least till capital market takeoffs and market @mrporate control — takeover market
becomes aggressive. Joshi (2004) noted that imgeate increasingly well-informed about
true company performance due to detailed disclosegeirements and also able respond
quickly to any market offer. However, the role @inminee directors and lack of assertiveness
has been much debated issue in many codes andatiegal on corporate governance in

India.
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CHAPTER 5
ITC: Organization Profile

Contemporary Corporate Governance analysis recegnthat the essential core of a
corporation consists of three interrelated elemen&rategy, Structure and Practices. The
Corporate Governance framework, discussed in chabtand 3 involves all three and

emphasizes the importance of their appropriatenadent, both internal and external, to the
successful performance of the company. This chapter bridge between the theoretical
analysis presented in the Part 1 and the empaitalysis that follow in the next 2 chapters.
This chapter introduces the history and evolutiodT& Limited, where the research has

been carried out and identifies Corporate Goveraassues that have been critical for the
selected divisions. It also brings out the problaghet the company faced in balancing the
diverse interests of its stakeholders — Employéesmers, Indian Shareholders, Parent
Company and the Government. This chapter alsatritites the development of professional
approach and forward looking ability of the compaatya time when the history of the

country itself was changing dramatically.

5. 1 Introduction

ITC is one of India’s foremost private sector comipa with a market capitalization of over
US$10 billion and a turnover of US$3 billion. Fosb@agazine has rated it amongst world’s
leading companies. Among India’s private sectompoaations, ITC ranks third in pre-tax
profits. ITC has a diversified presence in cigagthotels, paperboards and specialty papers,
packaging, agri-business, branded apparel, packaged and confectionary, greeting cards
and other FMCG products. ITC is rapidly gaining kedrshare even in its new businesses of
branded ready-made garments, greeting cards, pad¢Kagds and confectionary, while it is
an outstanding market leader in its traditionalifesses of cigarettes, hotels, paperboards,
packaging and agri-exports. ITC is considered todténalistic to the core as one of India’s
most valuable and respected corporations, whichriboes substantially to the country’s

revenues, employment, exports and socio-economielalement. ITC’s strength emanates
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from its corporate strategy that aims at creatingtipie drivers of growth anchored on its
time-tested core competencies: large distributeach, superior brand-building capabilities,
effective supply chain management and acknowledgedce skills in hotel business. In the
not too distant future, ITC’s strategic forays intew businesses are likely to get it a
significant share of these emerging high-growthdndnarkets. For instance, ITC which has
3.5 lakh tonnes capacity in paper and paperboaits fiour production units including its 1
lakh tonnes of Elemental Chlorine-Free (ECF) pdperfood packaging, has announced in
August 2005 its plan to invest Rs. 2500 crores miuiihe next 5 years to enhance its
production of ECF by two lakh tonnes, which wilciease the company’s total capacity to
5.5 lakh tonnes in the segment. Likewise, the amgp encouraged by the tremendous
response to its new food products such as “Ashifwaand atta and Sunfeast brand biscuits,
achieved more than 100 per cent growth in turnavehis fast-growing segment. Against a
modest turnover of 400 crores in 2004 the ITC Fandseased the turnover to more than Rs.
1200 crore by the end of the financial year 2011.

ITC continuously endeavors to enhance its wealtheg®ing capabilities in a globalizing
environment to consistently reward its 1.50 lakharsholders, fulfill the aspirations of its
stakeholders and meet societal expectations. M@lays over 20,000 people at more than
60 locations across India.

5.2 History and Evolution

The story of Imperial Tobacco Company of India LUiedi (currently ITC Limited),
extraordinary though it may sound, starts long fethe company was established, or even
thought of. It starts not in India, but in the WdtStates of America and the United Kingdom.
The formation of its parent company BAT was formedhe year 1902, by merging of two
companies, Imperial Tobacco Company (of Great Britand Ireland), and American
Tobacco Company (ATC) to stop the self-damagingr@se among them. Buck Duke
(James Buchanan Duke; the Founder of ATC) becamér#t Director of the company with
his company holding a majority of 67% shares of BATe real story started much before in
the year 1890, when Duke captured Ogdens of Liva@rgid started a tobacco war in Britain.
Imperial Tobacco took the war in turn to the maskatAmerica. This led to price-cutting by
both the giants of tobacco business. Huge Pricenguand discounts led to shrinking of

bottom lines of both the companies and as compmohisy finally came to agree that they
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shall not encroach each other’'s domestic marketadthey shall not fight in other foreign
markets. Indeed, formation of BAT was an outcomehaise developments and this new

entity was to market cigarette products outsideddid USA.

BAT entered the Indian market in 1906; and the s#BIAT’s presence in India, once sown
grew rapidly. Within five years of entering in ladliits operations had expanded to include
the manufacture of cigarettes, the procurementpaadessing of tobacco and the setting up
of a full-fledged selling organization. This lasasvthe Imperial Tobacco Company of India
Limited, which came into being on 24ugust 1910. In this study we study this company,
which was destined in the course of its centurpdaduffeted, bruised and finally burnished

by the winds of many challenges and changes.

When BAT decided to exploit the market opportunityindia, it perceived its operations in

the country to be rather like a three legged staath the three legs representing

Manufacture, Raw material procurement, and Salgsedively. Indeed, the first step, BAT

took in this three pronged advance towards theamdnarket was the establishment of a
factory, and in November 1905, it incorporated & mwempany in England to undertake this
venture (Basu, 1984).

This was Peninsular Tobacco Company, which BAT alvte all intents and purpose
through its shareholding of 70 percent. Howeverinasue course BAT’s share in Peninsular
was bought over by Imperial Tobacco Company in dndnd the London incorporated
Peninsular Tobacco company itself would be windpdand its assets were acquired by

Peninsular Tobacco Company In India.

The Imperial’s main thrust at the start was to pstersales both of imported cigarettes and
those manufactured at company’s factor in Monghywas the first factory of the company,
which was set up in 1907. In the year 1910, dutiesimported tobacco were enhanced
appreciably causing an enormous fall in importdridia. This has provided stimulus to
indigenous manufacture of cigarettes. Recogniziveg the Peninsular Tobacco factory at
Monghyr, then producing 750 million cigarettes aryevould not be able to cope with the

additional demand, the company set plans to estabhother factory.

The Bangalore factory was established iff' J6ly 1912, sprawling over thirty seven acres
which were purchased from civil and military statio what then were fields on the outskirts

of the city. Today, Bangalore factory is part loé tlargest cigarette making complex in the
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country. Apart from the factory, the complex alss the only machine development unit to
be attached to a cigarette factory in India. By Q99 factory achieved a benchmark of
processing 5500 Kg of tobacco each hour and 5Gomiligarettes were manufactured daily

comprising of premium brands of ITC’s cigarettes.

By 1924, Peninsular Tobacco Company, with a univionghyr and another in Bangalore,
was ready to set up another factory. It seemeddb@d locate this factory in northern India
where the volume of sales was growing faster thmwhere else at that stage. Saharanpur,
which is situated in Kolkata and Mumbai railwaydjrwhich is widely connected up till west

Punjab, was an obvious choice. This Factory wassat May 1926.

It was at this stage that BAT decided prudentlyséd a separate company to handle the
procurement and purchase tobacco in India and edgtigncourage farmers. Increasing
demand for cigarettes coupled with heightened duted already prompted the decision to
establish the Bangalore and Saharanpur factoriesubSequent greater quantity of tobacco
was needed to carry uninterrupted production aettiactories. It was becoming evident that
a full-fledged company would be needed to handk lequirements and to this end a new
company was floated in July 1912 called Indian LEalbacco Development Company. The
ownership of this company was batted backwardsfandards before it finally became a
division of ITC Limited in 1975. The hallmark of ithcompany was to discover more
promising tobacco growing area in the south Inditee company had opened buying depots

at 3 places of Guntur district namely Parchur, Nananmd Chilakaluripet.

With the ready market for their lead and middle rbaing eliminated, the farmers began to
derive definite benefit immediately but it was 82 that the fortunes of the entire farmer
community took a giant step forward. This was thanjin which the company decided that it
would build a tobacco re-drying factory at Chiralthe Chirala factory had become an
important milestone in the annals of the companigouh its operations were simple,
expansion at this factory was rapid. Apart fromdgng and re-drying the leaf, hundreds of
people were employed in ‘stripping operations’ adaily rate. Within few years, the

workforce who was initially mixed but latter had mwen, increased from about 500 to 6000.
Till 1984, when the factory was closed on the athadrmechanization, about 1500 women

and 500 men who were employed in chirala factorye&rom marginalized community.

In spite of enlightened self-interest, the ILTD iroped matters and their method of tackling

the problem was to revolutionize the tobacco prtidacin the country. It was the method
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that was to bring relative prosperity to the Indfammer, to help them become independent
and secure, and it resulted in the establishmerdanoenviable and enduring relationship
between ILTD and the farmers. The payments to fesme&re made in cash which involved
the transport and disbursement of large sums ofesnofhe fact that ILTD came to have
such good standing with the people in whose teyritoworked was in large part due to the

inherent ability of the mangers to get on with libeal population.

ITC Limited acquired its fourth cigarette manufaatg factory at Kiddorepore during 1935
from Carreras India. This was part of the largerganization strategy of BAT to streamline

its investments in India.

ITC's had setup Packaging & Printing Business iB518s a strategic backward integration
for ITC's Cigarettes business. The first factorys\Vi&arted in Monghyr and later on a second
establishment was found in Tiruvottur in Tamil Nadoeday ITC Limited has become India's

most sophisticated packaging house.

The political and economic scenario of the couhtrg changed after Indian Independence in
1947. The Government legislations to that requilhgtinational Corporations to dilute their
equity has led to first disinvestment in ITC durib®54 wherein firstly Rs 1 crore worth of
shares was offered to Indian Public. This in itskdf not seriously affect BAT’s position, but
it did give the company an indication of the thingscome. With the enactment of FERA in
1973, the BAT’s shareholding has further declinedelow 40% in the company. By 1980s,
the Indian Government through the shares held bpws State run Financial Institutions had

become the single largest shareholder in ITC Lidhite

This gradual process of disinvestment has chanbedptiorities of the company. The
dependence of the company on the manufacture dadobaigarettes had to be reduced
through diversification. The company prioritized igentify projects for new businesses
which would fit within the framework of the goveremt’s planning policies and would yield

large and stable foreign exchange earnings.

However, the choice of suitable diversification jpot was in fact a difficult one. Many

considerations have to be taken into account, pamengst them the attitude of government,
which at that stage was distinctly un-sympathdticthe wake of business interests the ITC
Limited Board of Directors found themselves invalvie a tricky balancing act between the

national interests and those of major sharehold®d. was not interested in investing in
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ventures such as paper or cement nor was ITC os#ign to do so because any such major
project would have involved a large capital investinp coupled with long gestation period.
Finally, the need to intensify export promotion dodus on foreign exchange earnings led
ITC to opt for three areas of diversification. Teasere Tourism sector where the intention
was to set up a chain of hotels, in the field afiegal exports which would include various

miscellaneous products and marine foods.

ITC Limited took a plunge in 1971 with the expoftroarine products and achieved good
earnings in the first year. However, the companptveto trouble due to absence of physical
checking of inventories and perishable nature afimegproducts, which increased operating
costs beyond the limits of viability. These factbesl unfortunately led to the closure of the
foods division in 1979. However, ITC Limited hadpeximented with varying degrees of

success in the export of cut tobacco, paper andrgapducts, surgical dressings, insulators,

hand tools, handicrafts, leather goods and garments

Likewise, one other product in the ITC’s list ofngeal exports needs mention, due to the
sense of social responsibility which provided geeamnotivation than foreign exchange

earnings. ITC promoted carpet manufacturing compeadied Triveni handlooms limited

with its headquarters at Kanpur for export cust@amé&he carpets were woven traditionally
and were of coarse quality that did not commandhmfca market. Yet the weavers were
undoubtedly talented. ITC decided that this wasehy support. Though the promotion was
small it constituted as one of ITC’s success ssorithin a short span of 12 months the
project had become successful with turnover ofad®s. However, the experiment was short
lived due to host of reasons like, quality consadiens, credit problems and fluctuation of

international currencies.

In 1975, the Company launched its Hotels businedsthve acquisition of a hotel in Chennai
which was rechristened 'ITC-Welcomgroup Hotel Chg¢ieow renamed as My Fortune,
Chennai). The objective of ITC's entry into thediotbusiness was rooted in the concept of
creating value for the nation. ITC chose the Hotmlsiness for its potential to earn high
levels of foreign exchange, create tourism infragttire and generate large scale direct and
indirect employment. Since then ITC's Hotels bussnkas grown to occupy a position of
Leadership, with over 100 owned and managed priegespread across India under four
brands namely, ITC Hotels - Luxury Collection, Wait Hotels, Fortune Hotels and Welcom

Heritage.
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The Government’s desire that companies like ITQukhboth participate in core industries
and develop backward areas led to ITC’s involvenétit another major project, that of the
manufacture of paper and board. In 1979, ITC edtdiee Paperboards business by
promoting ITC Bhadrachalam Paperboards Limited. &lev, ITC was hesitant to make
such an enterprise a division of the Company far f&f the impact it would have on its
balance sheet. So it took the alternative routprofmoting a separate company in which it
held a substantial shareholding. The factory wasted within a matter of twenty-seven
months, a record in itself. With ecology being er@r concern, great attention was paid to the
environment. Effluents were meticulously treatetble being discharged into the Godavari
river and pollutants were trapped before fumes weleased into the air. Continuing
afforestation programmes were taken in hand inolgpdihose in partnership with
neighborhood farmers who had fallow land. Havingaeaof their own needs, the project
also initiated a cyclical operation of tree suppahich ensured a continuing supply of the
right quality of pulp wood to the factory withouffecting the balance of nature. The
combination of a modern plant, professional managgnmand a committed workforce
achieved Bhadrachalam Paperboards productivitydahat were extraordinary in the paper

industry, even judged by international standards.

The Bhadrachalam Paperboards amalgamated withahw&hy with effect from March 13,
2002 and became a Division of the company namediBohalam Paperboards Division. In
November 2002, this division merged with the Comymiiribeni Tissues Division to form
the Paperboards & Specialty Papers Division. ITgaiperboards' technology, productivity,
quality and manufacturing processes are compatatitee best in the world. It has also made
an immense contribution to the development of Sekapan economically backward village
in the state of Andhra Pradesh. It is directly ired in education, environmental protection
and community development. In 2004, ITC acquiredghperboard manufacturing facility of
BILT Industrial Packaging Co. Ltd (BIPCO), near @biatore, Tamil Nadu. The Kovai Unit

allowed ITC to improve customer service with redlitead time and a wider product range.

In 1985, ITC set up Surya Tobacco Co. in Nepalrathdo-Nepal and British joint venture.
In August 2002, Surya Tobacco became a subsidiarf @ Limited and its name was
changed to Surya Nepal Private Limited. In 2004e tbompany diversified into

manufacturing and export of garments.
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In 1990, ITC acquired Tribeni Tissues Limited, ae8plty paper manufacturing company
and a major supplier of tissue paper to the cigaietustry. The merged entity was named
the Tribeni Tissues Division (TTD). To harnesst&igéc and operational synergies, TTD was
merged with the Bhadrachalam Paperboards Divisioform the Paperboards & Specialty
Papers Division in November 2002.

The 90s were challenging years for the company. Thenpany had decided that
diversification into new businesses was not onlgiddle but necessary. The Board of
Directors had identified various diversificationpgptunities whilst enhancing the business
and meeting national priorities. The company hadd#sl to continue its strong hold on the
core sector, such as cigarettes, paper boardslsHatalst using competencies to grow in the
other sectors like power, aviation, FMCG and oddseand exporting of commaodities.

As part of diversification strategy, the companywvex into castor and oil seeds industry,
where the company had experience in agriculturadroodity from seed to processed product
through fruitful collaborations with farmers combah with its expertise in marketing and
distribution. The company had started a sunflowkepmject to conserve foreign exchange
through reduction of imports. ITC set up ITC Agrech, to supply high quality hybrid seeds
and provided meteorological data, to finally boughtck the sunflower oil seed from the
farmers' doorstep. ITC Agro Tech had achieved agdt of becoming India's largest
producer of branded edible oil in the private sedtp 1993. In the same year, ITC and
Zeneca Seeds of UK set up a joint venture compargetelop a superior range of hybrid

seeds suitable to growing conditions in India.

By 1995, a series of proposed diversification sat®ernmto power sector, aviation, FMCG
sector were discussed. However, the company hadaftyr shelved its plan to diversify into
unrelated areas like power and food. This was @uant open conflict with its foreign
shareholders, BAT Industries of the UK. The paramnpany demanded that the ITC Ltd

should plan to focus on its core competenciesuturé growth.

ITC therefore decided to focus more on its cigasetteaf tobacco, hotels, packaging and
paper divisions in the coming years. The board @ateck the company's plans to invest
Rs1,900 crore by 2000 for its future plans. The A@o Tech divested 51.4 percent stake in
the ConAgra foods of the US.
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During 1990, by leveraging the agri-sourcing corepey, ITC set up the Agri Business
Division for export of agri-commodities which is reently India's largest exporters. ITC's
unique and now widely acknowledged E-Choupal ititeabegan in 2000 with soya farmers
in Madhya Pradesh. Now it extends to 10 states romyeover 4 million farmers. Also,
through the 'Choupal Pradarshan Khet' initiatihe, agri services vertical has been focusing
on improving productivity of crops while deepeninglationship with the farming

community.

ITC launched line of premium range of notebooksamnbrand Paperkraft in 2002. To
augment its offering and to reach a wider studespufation, the ‘Classmate’ range of
notebooks was launched in 2003. Classmate oveyehes has grown to become India's
largest notebook brand and has also increaseditfojio to occupy a greater share of a

student’s school bag.

ITC also entered the Lifestyle Retailing businesth the Wills Sport range of international

guality relaxed wear for men and women in the &840,

In 2000, ITC spun off its information technologysmess into a wholly owned subsidiary,
ITC InfoTech India Limited, to more aggressivelyrgue emerging opportunities in this area.
Today ITC InfoTech is one of India's fastest grayvigiobal IT and IT-enabled services
companies and has established itself as a key mplayeffshore outsourcing, providing
outsourced IT solutions and services to leadinpa@lcustomers across key focus verticals -
Banking Financial Services & Insurance (BFSI), Gonsr Packaged Goods (CPG), Retall,
Manufacturing, Engineering Services, Media & Ertemnent, Travel, Hospitality, Life

Sciences and Transportation & Logistics.

ITC's foray into the Foods business is an outstandixample of successfully blending
multiple internal competencies to create a newedrof business growth. It began in August
2001 with the introduction of 'Kitchens of Indi@ady-to-eat Indian gourmet dishes. In 2002,
ITC entered the confectionery and 2003 witnessedl itttroduction of Sunfeast as the
Company entered the biscuits segment. ITC entéeetast growing branded snacks category
with Bingo! in 2007. In just over a decade, the @®business has grown to a significant size
under seven distinctive brands, with an envialbdérithution reach, a rapidly growing market

share and a solid market standing.
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In 2002, ITC's philosophy to enhance the competitess of the entire value chain found yet
another expression in the Safety Matches initiaiV€ now markets popular safety matches

brands like iKno, Mangaldeep and Aim.

ITC's foray into the marketing of Agarbattis (insen sticks) in 2003 marked the
manifestation of its partnership with the cottageter. Today, Mangaldeep is a highly

established national brand and is available aaoasge of fragrances.

ITC entered the Personal Care Business in 2008eVen years, the Personal Care portfolio
has grown under 'Essenza Di Wills', 'Fiama Di WilMivel' and 'Superia' brands which have
received encouraging consumer response and are kedsw progressively extended

nationally.

Thus, today ITC Limited is not just a tobacco compabut it is well known for read-to-eat

foods, biscuits, atta, hotels, agri exports, spigégipaper and others. The diversification in
the 'FMCG and others' category has gathered patél&@earns 50% of revenues from these
non-tobacco businesses. It is competing with thgomand veteran players like Pepsico,

Haldirams, Hindustan Unilever Limited, MTR, Nesiie this segment

The above history of the company describes divieatibn strategy of the company and how
it has reduced the presence of cigarette businmegshlic eye, taking much interest in fresh
ventures and achievements as a corporate citizeriead re branding by the company has
taken the Wills brand’s association much beyondraties, so that the equality built over the
decades due to ITC’s dominance in the cigarettekebds reaped by other products like
apparel. Alongside, businesses such as hotelsingaakd paperboards, which were initially
separate companies, have now become divisions@fdfd grown in size and scale too. The
paper, paperboards and packaging business, whistomee a struggling subsidiary, is today

a thriving division accounting for a sixth of ITG&venues.
5.3 ITC’s Vision and Mission

The vision of the company is well captured in itsporate positioning statement: “Enduring
value for the shareholder, for the Nation”. Visioh the company is to “Sustain ITC's
position as one of India's most valuable corporatichrough world class performance,
creating growing value for the Indian economy ahd Company's stakeholders”. The

company would like to achieve its Vision by its Kien to “To enhance the wealth
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generating capability of the enterprise in a gladad environment, delivering superior and
sustainable stakeholder value”.

=  Core Values

ITC has adopted certain Core values that would lendi® company to be a customer-
focused, high-performance organisation which ceeasdue for all its stakeholders. They are

as follows
= Trusteeship

As professionally managed company the ITC is canscito redeem the "trust" of all its

stakeholders by adding value all the time.
= Customer Focus
To deliver to the customer his/her needs in term&lwue, quality and satisfaction.
= Respect for People
To give respect and value people in all respedsugmold humanness and human dignity.
= Excellence
To do what is right, do it well and win.
* |nnovation
For better processes, products, services and mianesggractices.
= Nation Orientation

Being aware of its responsibility to generate eoomigcovalue for the Nation. In pursuit of
business goals the company adheres to compliartbeapplicable laws and regulations at all

levels.
5.4 ITC’s Corporate Strategies

ITC is a board-managed professional company, cotadio creating enduring value for the
shareholder and for the nation. It has a rich asgdional culture rooted in its core values of
respect for people and belief in empowerment. hidopophy of all-round value creation is

backed by strong corporate governance policiessgsigms.
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ITC’s corporate strategies are as follows:

= Create multiple drivers of growth by developingatfolio of world class businesses
that best matches organisational capability withartunities in domestic and export
markets.

= Continue to focus on the chosen portfolio of FMGd&tels, Paper, Paperboards &
Packaging, Agri Business and Information Technology

= Benchmark the health of each business comprehdéysigess the criteria of Market
Standing, Profitability and Internal Vitality.

= Ensure that each of its businesses is world clegsraernationally competitive.

= Enhance the competitive power of the portfolio tlylo synergies derived by blending
the diverse skills and capabilities residing in 13 €arious businesses.

= Create distributed leadership within the organisatby nurturing talented and
focused top management teams for each of the las&ae

= Continuously strengthen and refine Corporate Gawra processes and systems to
catalyse the entrepreneurial energies of managehestriking the golden balance

between executive freedom and the need for effectbntrol and accountability.
5.5 Shareholding Pattern

The first disinvestment of 6 percent of BAT's eguiblding in ITC took place in 1954 when
Rs. 1 crore worth of shares were offered to théamgbublic. This in itself did not seriously
affect BAT’s position but it did give the companyaeste of things to come, and there was a
growing conviction that this disinvestment was oalybeginning. But in any case, BAT
probably recognised as the largest single sharehdtll had control over the company.
Though the Indian shareholding had increased suotisity, it was dispersed over a large
number of individual shareholders, each having allsehareholding. No one had a large
enough block of shares to cause any anxiety. Thigtimued to be true until financial

institutions entered the picture.

In 1958, the newly created state run insurance emmep, namely General Insurance
Company and Life Insurance Corporation of Indiautitt ITC a good investment, thereby
acquired a shareholding of 1,51,100 shares by lulyom the open market. By 1968, this
figure had risen to 1,90,000 shares. The GIC, dholy its constituent units, and the Unit

Trust of India had also begun to buy some shares.
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The ITC Ltd further proceeded to dilute its equhty, offering Rs. 3.79 crore worth of shares
at a premium of Rs. 3 per share, thereby incredsidign shareholding from 6.6 percent to
25 percent. As a consequence the Life Insurancedtation (LIC), Unit Trust of India
(UTI), General Insurance Company (GIC) and ICIAd k¢ceived a firm allotment of shares
worth of 1.66 crore. By 1973, LIC, GIC and UTI halce again increased their shareholding
through market operations. The presence of finanaistitutions had taken significant
dimension in 1974, when BAT planned to dis investarder to increase the Indian
shareholding to 40 percent. The government utgiits have acquired Rs. 2.80 crore worth
of shares that were divested by the foreign shddele This has led to board level changes
in the company, wherein LIC, Industrial Finance @wation of India and Industrial
Development Bank of India had nominated Non-exe&eutilirectors to safeguard their
interests. These developments, indeed, made tlatpeosmpany to appoint a non-executive
director to the ITC Ltd board, to keep itself alsteaf developments and protect its

investments in a more systematic manner.

Today, the largest single shareholder is, as ipéaed, not BAT but the Government of India
through the shares held by the Indian financiditintsons. Their acquisition of shares in ITC
has been a gradual process that started in a dimiggy with the first disinvestment in 1954,
as referred earlier. The company thus, not onlyteld its foreign shareholding ahead of
legislative/political pressure, but had also erdanew areas of business which were in line
with the governmental thinking. However, in 2002¢ parent company-BAT had attempted
to increase its shareholding in ITC Ltd by acqgrithe shares which UTI had in the
company. Their efforts were not been successfutasr financial institutions objected to

this move.

The table no. 5.1 illustrates the ShareholdingePatof ITC Itd. for the period of 10 years
from 2002 to 2011. As can be seen from the talble,highest shareholders were Banks,
Financial Institutions, Insurance Companies and udutFunds followed by Overseas
Corporate bodies. The table enables to understaedstylized models of Corporate
Governance proposed by Tan (1999), of shareholgeitern which is based on Insider

model.
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Table No. 5.1: Shareholding Pattern in ITC Ltd

Particulars Years
2002 | 2003 | 2004| 2009 2006 20407 2008 2009 2010 2011

Tobacco Manuf. | 26.9 | 26.74| 26.73 26.6| 26.4 26.39 26,34 26.3 26 &2b.6
Association of

India

UTI 11.79| 11.78| 9.87| 11.18 11.87 11.93 11/9 11.88.74| 11.59
LIC 10.47| 13.59| 11.33 10.60 11.74 12/ 13|65 13.68.72| 12.92
Middleton 4.4 437 | 436 | 4.35| 432 4.31 4.3 429 425 419
Investment Co.

Ltd.

Citibank, New 435 | 3.9 3.9 298| 1.83| 1.48 1.39 - - -

York

New India 299 | 3.01 | 2.86| 2.65| 26 2.49 236 2.3 224 2.16
Assurance Co.

Ltd.

Oriental Insurance 2.46 | 243 | 2.17| 2.05| 197  1.99 1.94 1.9 1.85 171
Company Lt

General Insurance 2.22 2.38 | 2.05 1.97 1.98 1.99 1.99 1.96 1.92 1,88
Corp. India Ltd

National 203 | 202 | 193 | 1.88| 1.84 1.83 179 173 172 1,69
Insurance Comp.
Ltd

Rothmans Intl. 14 139 | 1.39| 139 138 137 13y 137 135 183
Ltd

ICICI Prudential | - - - - - - - 1.39 1.39| 1.83
Life Insurance
Ltd.

Source: adopted from annual financial reports efdbmpany from 2002-2011
5.5.1 Insider-based Model of corporate governance

Insider-based system of Corporate Governance doielsave an active market for corporate
control where in the entire Governance is vesteth vidiromoters, Large Shareholders,

Financial Institutions and Commercial Banks. Thisdel can be best illustrated in figure 5.1.

The outsider-based model can be considered to ssldiesues stemming from
disenfranchisement of corporate ownership and execaomination of the board. These
models have developed in different social and coromeenvironments. Large block of
shareholders usually assume a more active managenienn these models of Corporate
Governance. This model often directly facilitatesduction efficiency and harmonizes the
interests of a wider range of stakeholders inclgdamployees of the company. Human

capital and the employees investment in developing specific resource, are considered to

145



be given due importance in this model. This stgizmodel is prevalent in Japan and

Germany.

Firms Insurance Companies

e

Individual Investors

Firms Banks

The above discussion of the various models in tegilized forms is not meant to be
exhaustive. For instance Corporate Governance rmarfehe vibrant business corporations
set up in South East Asian countries, China andhlnthy constitute another distinct model.
However, they are not well understood and there fare systematic studies of these
Corporate Governance forms. Rather, the purposxarhining the above stylized models is

to show the diversity of practices, objectives anderlying philosophies.

5.6 Segmental Growth: A Description

ITC, have posted stellar performance during 2023811, with an impressive top line growth
and high quality earnings reflecting the robustnebdts corporate strategy of creating
multiple drivers of growth. This performance is tpararly noteworthy when viewed against
the backdrop of the extremely challenging businesstext, namely, the steep increase in
excise duties and arbitrary increases in VAT orates, brand building and incubation
costs of the new FMCG businesses, the impact ofstgeificant investments made in
augmenting distribution infrastructure and the gsh costs of the large investments in the

Hotels business.

In 2011, the net turnover of Rs. 21167.58 croresvgoy 16.6% primarily driven by 23.1%
growth in the non- cigarette FMCG businesses, 22g8¢wth in Agri business and 17.6%
growth in the Hotels segment. Given these positivelamentals, the Company has been
rapidly scaling-up its new FMCG businesses compgi®randed Packaged Foods, Personal
Care Products, Education and Stationery Produdtsstyle Retailing, Safety Matches and

Incense Sticks (Agarbattis) with Segment Revenuesvigg at an impressive compound
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annual growth rate of 35% during the last 5 ye@le table 5.2 illustrates the 10 years of
financial information at ITC Limited.

Table 5.2: 10 years at Glance

(in Crores)

Year Ending | 2003 2004 2005 2006 2007 2008 2009 2010 2011

31st March

Gross Income| 11176.12027.| 13542.| 16447.| 19557. | 21878. | 23593. | 26814. | 31399.
47 92 39 51 14 74 64 32 1

Excise Duties | 5141.1 53326 5667.5370.9| 7056.3 7320.3 | 7446.7 | 8046.3 | 9360.3

3 6 1 9 9

Net Income 6035.3 6695.3 | 7875.2 | 10076. | 12500. | 14558. | 16146. | 18767.| 22038.
7 2 6 61 78 43 85 93 8

Operational& | 3712 4109.8| 4846.8 | 6463.1 | 8207.8 | 9543.5| 10753. | 12079. | 14046.

Admin Exp 5 9 5 8 9 38 16 27

PBDIT 2323.3| 2585.4| 3028.3| 3613.4| 4292.9| 5014.8 5393.4 | 6688.7 | 7992.5
7 7 7 6 4 7 7 3

Depreciation | 237.34 241.62 312.87 33234 362.92 .M438549.41| 608.71 655.99

PBIT 2086.0| 2343.8| 2715.5| 3281.1) 3929.9 | 4576.3 | 4844.0 | 6080.0 | 7336.5
3 5 2 8 8 6 6 4

Interest 29.84 | 24.79| 4243 1198 3.28 4.61 18.32 .75%64| 68.38

PBT 2056.1| 2319.0| 2673.0| 3269.1| 3926.7 | 4571.7| 4825.7 | 6015.3 | 7268.1
9 6 7 9 7 4 1 6

TAX 684.84 | 726.21| 836 988.8P 1226/71451.6 | 1562.1 | 1954.3 | 2280.5

3 7 5 1 5

PAT 1371.3| 1592.8| 1837.0| 2280.3 | 2699.9 | 3120.1 | 3263.5 4061 4987.6
5 5 7 7 7 9 1

Dividends

Ordinary 418.84 | 558.83 882.9Y 1134|7 1364.5 15431633.8|4452.3| 4002.0

Dividend 8 7 3 9

Special 2448.7 1483.9

Dividend 8 2

The table 5.3 describes the revenues generatée kely segments of ITC’s operations. From
the above table it can be seen that agri produunts paper boards and paper are major

revenue generators for ITC apart from cigarettesrindqu the study period.
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Table 5.3 Segmental Reporting in Crores
Items 2002 2003 2004 2005 2006 2007 2008 2009 2010 | 2011
Cigarettes 60,865 | 63,415 |65,387 |69,998 | 75,894 81,265 80,723 | 78,370 84,040 81,723
(8013.58 | (8756.82| (9223.6) | (9996.39 | (11,322.80| (12,824.42)| (13815) | (15100) (A7277) (19821)
) ) ) )
Smoking tobacco| 71 75 77 73 93 164 195 297 54 27
(6.9) (6.78) (6.44) (5.94) (6.64) (9.09) (9.7) (23.7) (4.31) (4.5)
Unmanufacture: | 20,53: 25,72: 35,01: 35,93: 45,71« 49,69 62,02¢ 6364: 85,24 75,81
tobacco (194.04) | (232.9) | (259.3) |(273.76) | (356.31) | (422.34) (511.4) | (782) (1442.5) |(1291.4)
Printed materials 4,063 | 3,672 5,892 7,939 7,725 11,361 19,300 | 22525 23,831 26,076
(45.3) (44.1) (59.05) | (75.93) | (74.06) (111.5) (163.19) | (207) (236.17) | (297.91)
Agri Products 6,51,613 11,45,96 | 6,11,641 | 5,40,486 | 10,82,811 | 24,08,203 | 8,49,639 | 463150 275951 4,36,126
(773.54) | 0 (1024.28| (936.36) | (1569.59) | (2238.01) | (2423) (2169.6) | (2300.7) | (2771.7)
(1039.8) |)
Paper Boards an@d1,82,649 | 1,75,220 | 1,69,582 | 2,36,920 | 2,90,109 | 3,01,196 3,29,423 | 3,66,474 | 4,31,885 | 4,26,478
Paper (509.1) | (530.43) | (554.64) | (765.88) | (938.37) | (1016.4) (1255.3) | (1512.3) |(1808.5) | (2017.67
)
Hotels 160.28 192 254.49 573.02 777.8 978.7 1,093 0145 904.9 1067.9
Miscellaneous | 24 110.5 83,461 | 2,07,547 | 3,44,745 | 4,98,376 - - - -
(Branded - - (450.93) | (590.26) | (1,044.86) | (1,769.22) | (878.5) |(1187.1) |(1156.57) | (1477.23
Garments, )
greeting cards,
Branded packed
foods like
Staples, Biscuits,
confectionary)
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5.7 ITC Ltd: A Prologue to Multi-Divisional Structu re

Since organization structure is an important pdrbasic framework of management of
enterprise, experiments in organization design hbeen a feature of the evolution of
management thinking and practice. As enterpriseowter changing environments and
adopt different strategies for achieving growth amgbroving performance, they tend to
review and modify the structure and processeseabtiganization. Traditionally, ITC Ltd has
been a single product organization and created ragpacompanies for implementing
diversified projects. However, as the company bectarge and operated in multi-product,
multi-market situations, the limitations of funatal structure and Holding-form of enterprise

became more glaring and then product based didbgiructure was adopted.

Before dealing with the specific issues, it mayaperopriate to briefly explain the concept of
Divisional Structure. In a seminal work published1i965, Alfred Chandler pointed out that
‘structure follows strategy’ and ‘growth withoutrsttural adjustments can lead to economic
inefficiency’. He also observed that usually theras time lag between a new strategy and
the adoption of a new structure. Chandler (1965haxp that different strategies call for
different structural changes. For instance, thetestyy of vertical integration or expansion can
be managed by strengthening the functional stradbuit the strategy of diversification into
new products or new geographical areas requiresi-thivisional structure. Chandler’s work
inspired many researchers to explore the relatipndfetween strategy, structure and
performance. Many studies were conducted in Un8tdes, Britain, France, Germany and
Japan, where in the divisional structure found wpmead organisational scenario.
Maheshwari (1985); also noted that the divisiorielcture has received importance as an
organisational alternative in 1980s as severabimdiompanies had set up product based and
location based divisions. However, he noted thatymat these attempts were half hearted

and failed to produce satisfactory results.

The case of ITC Ltd; is nevertheless, differentrfrmany others. The company followed the
Multi-Divisional Structure to create product basmatonomous divisions, with a focus on
strategic diversification into new products and ngeographical areas. Logically, the
company had retained certain staff functions aparate functions to provide advice/service
to all the divisions. The corporate headquarter@ses control over the divisional operations

on behalf of the top management.
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As a Mutli-divisional company, the ITC Ltd, furthdralances the terms of sales volume and
profit across the divisions. Generally, if one dign accounts for a large proportion of the
company’s turnover and exercise influence over @@e decisions it is detrimental to other
divisions. The company stroked a perfect balanceudgh 55% or more of a company’s

business currently located in a single divisiom, litdia Tobacco Division.

Evidently, divisionalization implicates decentralibn of power; accountability for

performance and a large degree of autonomy fordilision. The ITC Ltd's divisional

structure is thus, characterized by a small andpeatcorporate office where the members
of the top management are less concerned withaldgpy operations and are more involved
in planning and ensuring future performance andlifating the achievement of agreed
performance by the divisions. The divisional demsi which may have influence beyond the
divisional boundaries however, involve consultatiamd approval at the corporate

management.

Further, ITC’s success of the divisional structuegates to the selection of the divisional
management teams. These teams are accountabte fousiness performance of the division
and possess perspective skills appropriate for fjroMvis recognized that to be effective, an
organization structure must be liked by approprgatpport systems for planning, budgeting,
performance, interview, control, information ettwis, a divisional budget is an essential pre-
requisite of a divisional structure. In the absentesuch a budget it is difficult to ensure

accountability for performance of the division.

The multi-divisional structure at ITC overcomes fheblems of accountability, coordination
and also strengthens relationships between vadoisions and between the divisions and
the corporate head office. These divisions are eglily clear norms and procedures in
respect of (1) product/market boundaries; (2) memamt and utilization of common
resources and facilities; and (3) determinationtrafsfer price where services and products

of one division are used as inputs by another idinis

Thus, with autonomous divisions operating effedyivia their respective spheres, the need
for cooperation between divisions is also highTa ILtd. The table 5.4 and the figure 5.2
illustrates that while each division was not onlffeetive, anything which required

contribution from more than one division has alser considered. Typically, the loyalty to

one’s division tends to transcend the corporateltgyn case of ITC Ltd.
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Divisions and SBUs

Figure 5.1 The organization Structure of ITC Limited
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Table 5.4: Primary segment information (business segments)

(Rs. in Crores)

Business 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012
segments/
Year
Ext. Int. Ext. Int. Ext. Int. Ext. Int. Ext. Int. Ext. Int. Ext. Int. Ext. Int. Ext. Int. Ext. Int. Ext. nt
FMCG- 802 | - 8764 | - 9230. | - 1000 | - 1122 | - 1283 | - 1382 | - 1511 | - 172 | - 198 | - 222 | -
Cigarette 0.9 27 2.54 974 3.7 .G 5.07 83 27 50
2
FMICG- 21. 0.42 1084 | 0.72 3025|058 5621 1.24 1011, | 1.53 1701. | 2.94 2508. | 2.8 3010 4.04 | 263 2.9 447 | 3.6 552 | 5.9
Others 562 7 =3 5 o2 45 25 =] 5 E E 7 =3
Hotels 160 z.1 1920 | 1.32 254.4 | 3.0£ 5730 4.23 F7i7.8 155 978.7 | 6.96 1093. | 6.72 1014. | 5.71 | 204 5.8 106 | 9.4 996 | 10
28 = =3 2 5 1 48 56 .92 = 7 1
Agri 967 | 180.0 | 1272. | 285.1 | 1285. | 423.0 | 1220. | 559.3 | 1954, | 723.7 | 2719. | 971.7 | 2503. | 1355. | 2284. | 156 228 | 147 | 296 | 182 | 350 | 21
business A= 3 95 9 FES =3 7 7 o7 7 57 =} oz <1 44 1.54 | 8 3.9 9 3 7 37
Paper GG9 3615|6872 | 4754 | 7409 | 5123 | 991.1 | 574.1 | 1150 F74L.£ | 1271. | 828.4 | 1425, | 938.7 | 1719.| 110 204 118 | 231 | 135 257 S
boards, 51 7 B 2 7 4 25 2 62 4 58 5 46 25 4 |8 5 1 9 S0
paper and
packirg
Segment 984 5440 | 1102 Re?26 | 1181 9389 | 1334 11238 | 1522 1476 1950 1810, | 2135 2315 2314 267 267 ?67 | 206 | 219 348 | 27
Total 0.0 5} 4.88 4 5.04 3 9.58 935 4.43 5.05 1= .94 bs 3.53 3.79 | 59 1 04 7.7 7l >4
9

Source: CMIE Database
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5.8 The study Area: Divisions taken for Study

It can be understood from the foregoing analysist tthe present case — ITC Ltd is
undoubtedly complex and a largely diversified bassiconglomerate. However, studying
such a diversified conglomerate requires abundasdurces and time. So the present study
aims to study corporate governance practices ofTi@e with a focus on core business of the
company. The study had selected cigarette manufagtdirom FMCG segment, Paper
boards and specialty from paper board and packiisghbss, commodity marketing and leaf
tobacco exporting from agribusiness. This stratégdgmtification is not only for functional
purposes of the study but in reality these divisiane historically old in terms of existence

and known for their relationships with stakeholgeyups from long time.

Thus, India Tobacco Division (ITD), Paperboards Spécialty Paper Division (PSPD), Agri
Business Division (ABD) and Indian Leaf Tobacco Beypment Division (ILTD) have been
selected among several other divisions of ITC Tfdese divisions are widely known for
efficiency in operations and contributions to théat profits of the company. According to
the recent estimates these four divisions conetutore than 70% of the profits to the case

company.

The above divisions have headquarters in Bangaldyderabad, and Guntur respectively,
while their operations are not confined to headearalone, but found in distant and
numerous locations. ITD has its manufacturing umtdlounghyr, Saharanpur, Bangalore,
Kolkota (Kiddorepor), Hosur etc. In the same wayPBSoperations are located in
Badrachalam, Bollaram, Kovai and Tribeni. Similaily'D have processing plants at Chirala
and Anaparthi, whereas ABD have enormous presenddaidhya Pradesh, Uttar Pradesh,
Andhra Pradesh, Karnataka, Rajasthan etc. say stalés as of now. The field sites for the
present study are limited to Bangalore cigarett¢ofy for ITD, Badrachalam unit of PSPD,
Chirala Unit of ILTD and Bhopal (MP) operations ABD have been selected for carrying

out filed work and collecting primary date regagistakeholder relations.

These locations have been playing significantirokerms of turnover and profitability of the
ITC Limited. Nevertheless, these locations are ifigewith regards to their history and
operations. For instance ITD’s bangalore cigareitié was started in 1912 and is unique in
terms of its employees management practices. IRemsgs are essentially based on
productivity bargaining and mutual agreements betwananagement and workers.

Alongside, this unit has witnessed widespread Thldden Movement and faced turbulent
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time during 1980’s. The unit also underwent sevehanges especially during the time of
changing physical location of the unit from Cox Tot@ Devanahalli. Likewise ITC-PSPD’s
division was the first unit commissioned by ITC1879. This unit marks the beginning of a
new chapter in ITC’s move from core tobacco to nore business. The unit has undergone
numerous challenges from its inception of beingated in interior tribal area of Andhra
Pradesh. The unit has remarkable production capath paper machines and its state of art

environmentally friendly technologies.

In the similar way, ITC-ILTD’s Chirala unit mark&i¢ beginning of ITC’s venturing into
Southern India. This unit was established in 198@ #oday it is the largest leaf tobacco
sourcing, processing and exporting line operatinthle ITC-ILTD. The establishment of this
unit in a way reflects ITC’s social concerns anel timit is unique in terms of its linkages with
diverse stakeholder groups say customers, suppéeds community. While ITC-IBD
operations at Bhopal (MP) depicts its foray intdaege scale commodity marketing and
IDB’s Bhopal operations was increasingly significanthe way the firm established linkages
with farmers on the basis of information and comioaition technologies. ITC’'s E-Choupal
Movement was first initiated in MP with the launchan internet portal Soya choupal which
enabled farmers to know the necessary informatiganding crops, pesticide use, weather
forecast, prevailing prices in local, national amigrnational mandis on the basis of the data
disseminated through ITC’s Internet Portal — Soyapal. Today, E-Choupal gained wide
spread attention by the National Government, Natiand International business schools and
more importantly paved the way for rural marketengd the way towards bottom of the

pyramid.

Thus, the field sites selected for the presentamebestudy are instrumental and intrinsic
(Stake, 2003) for the case company’s growth, mabfiity, performance and linkage with
stakeholder groups. They are instrumental becausg provide insights in to the ground
realities of functional integration with the diverstakeholders and also play a supportive role
for understanding the larger issues of corporateegm@mnce. These empirical findings
facilitates for in depth understanding of the cogbe governance practices of ITC Ltd in its
contexts and situations at the bottom level whheedase is as a complex entity operating
with number of stakeholder groups like employeestamers, suppliers, local community,
physical environment and regulatory bodies. The aaay be here seen as typical because

choice of such a case will enable advance undetisigrof top down / top management

154



process called corporate governance and its affigien integrating the issues with sheer

operations at the bottom level.

The present study thus, intrinsically examinesnéieire of stakeholder relations / practices at
the divisional level to facilitate a better undarsting of the corporate governance policy of
particular case. The purpose of the present studpt to understand abstract construction or
generic phenomena but to describe and explaimthi@sic value of these relationships vis a

Vvis corporate governance practice to the partiatdge company.

5.9 Conclusion

Thus, ITC Ltd has grown to its present status af oh India’s premier companies with a
multi-product portfolio from a single product iretiinitial years. ITC’s businesses are as vast
as they are different, from tobacco to hotels, frmmper to foods, from high end retailing to
international commodity trading. These businessiésrdn their vary nature, the manner of

their evolution and methods of their operations.

Nevertheless, ITC, like any other Indian corpotaés been highly influenced by economic
liberalization, globalization and the wide challeegand opportunities they have opened. To
adopt themselves to a market situation replete msits and to attract larger investments, the

ITC have adopted transparent, open and internalydoest practices in governance.

Many would agree that ITC has achieved significamkestones — some of them very

prestigious indeed, through its strict adherencexiellence in every one of its operations.
Today, about half of its net revenues of Rs. 18 @08 comes from cigarettes, and the other
half from hotels, paper boards, infotech, agri-bess and now increasingly, foods and
personal care. The company has pioneered sodiativies; though most of them are related
to its industrial pursuits, but it has gone muctydme to espouse the causes of the

underprivileged and the rural poor.

As every company has its history, the ITC too hattagic past. Excise Evasion Case,
Financial Irregularities, Tussle with Parent compam excessive diversification and the
turbulence with-in the company for control weretagr acts of commission and omission
within the organisation which never came to the videdge of ITC’'s stakeholders and
general public until the BAT-ITC spat and the comga FERA violations came to limelight

in 1996. All these have been an important learmrgerience for ITC Limited. It exposed

the potential consequences of resolving internakternally relevant issues on governance
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aspects, and it revealed the need for a proactpfgroach. Most importantly, these
controversies made ITC acutely aware that it isatgg in the global environment, where
the issues of good governance, board practicetéamhal controls are given utmost priority.

The next chapter elaborates these issues at length.
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CHAPTER 6
Professionalization of Management;
Agency Crisis and the Advent of
Governance Thinking at ITC

To reiterate, ITC was incorporated in 1910 as aapei limited company to manufacture
cigarettes of certain British and American compsamielndia. In 1954, ITC became a public
limited company by acquiring the manufacturing bass of Tobacco Manufacturers (India)
Ltd and Lithographic Printers (India) Ltd througts iindian Leaf Tobacco Development
division. Though ITC clearly dominated the cigagdbusiness, it soon realized that making
only a single product, especially one that was iclemed injurious to health, could become a
problem for long-term profitability and sustainatyilof the company. In addition, regular
increases in excise duty on cigarettes startednbaai negative impact on the company’s
profitability. To reduce its dependence on the @fa and tobacco business, ITC started to
diversify into new businesses. Initially, theseedgification strategies have been supported
by BAT, however, soon created a rift between thdidn management and Parent company.
This chapter focusses on the agency problems inLf@Qiuring the early 90s and corporate
governance transgressions thereafter. The chamscrides how ITC had initiated the
governance reforms in light of these challenged, flamw this has enabled the company not
only to fix these problems but also develops a raeism of internal controls for competitive

advantage.
6.1 ITC Ltd: The Early Diversification

Evidently, the company diversified into new bussess to reduce its dependence on the
cigarettes and tobacco business. It had set upriaem@aroducts export division in 1971. The
company also reorganized itself and emerged asnvaonganization divided along product
lines. In 1975, ILTD was made a division of ITC.the same year it set up its first hotel in
Madras. The company forayed into textile busineisis thie promotion of Tribeni Handlooms
in 1977. ITC also promoted Bhadrachalam Paperboard4977 to make papers and
paperboards. In 1981, ITC diversified into the cehifrisiness and bought a 33 percent stake

in India Cements from IDBI. This investment, howewid not generate the synergies that
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ITC had visualized and, two years later the compdivwested its stake. In 1986, ITC
established ITC Hotels, to which its three existirggels were sold. In the same year, ITC

entered the financial services business by setifinids subsidiary, ITC Classic Finance.

In the early 90s, the company has established 1§ Aech, based at Hyderabad to provide
complete value chain services from supplying highalidy hybrid seeds and providing
meteorological data, to finally buying back the ffmmer oil seed from the farmers' doorstep.
Within a short period ITC Agro Tech Ltd has becothe lifeline to the cultivators of the
Kurnool area in Andhra Pradesh and achieved igetasf becoming India’s largest producer
of branded edible oil in the private sector (Ro992). In line with these developments, the
company had set up a joint venture with Zeneca SeetlK to develop a superior range of
hybrid seeds suitable to growing conditions in éndBoth ITC and Zeneca Seeds had equal
participation in the joint venture. This ventuoetfissed on marketing '‘Adarsh' brand of seeds

to deliver improved crop yields to the Indian farme

On the wake of globalization, the ITC has also p&hto explore opportunities in the high
growth sectors like Power, Aviation and Foods. Thenpany charted a systematic plan to
diversify into aviation sector and considered tbwge a new company for the purpose. The
proposal to enter aviation sector was mooted bgriational Travel House, the travel
management company of ITC and the already opesdtiwotels and travel companies were
to be synergised. Economic Times (1994) on Febtd®d that the company management
had initiated discussions with leading airlineli®ingapore Airlines; Malaysian Airlines;

Aer Lingus; and two other leading South Americatiras.

Thus, the company has transformed itself into aavibgroup. It has diversified interests in
cigarettes, agri-business, Edible oil, paper arak@ging, hotels. For the year ended March,
1992, ITC had sale of Rs. 2,968.1 crore and grasditpwas Rs321.8 crore. ITC

manufactured cigarettes (75 per cent of salesh-pgrducts (10.5 per cent) and paper and
printing products (3.3 per cent). It also sold unofactured tobacco (5.4 per cent) and the
hotel business accounted for 3.1 per cent of sdtesigarette factories were located in
Calcutta, Bombay, Saharanpur and Munghyr, the pplaet at Tribeni in West Bengal and

the printing and packing plants in Madras and MynghTC planned setting up a Rs100
crore, 600 tonnes per day mustard oil refinery maRthan. ITC has opened offices in

London, New York, Dubai and Singapore .
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Despite successful diversification into non-coretses, the company had faced some
operational problems in 1993-94. After the 1994&ktmarket scam, ITC Classic Finance was
left with a huge portfolio of illiquid assets. WilfiC unable to bail out its subsidiary, the
decision to sell ITC Classic became unavoidablenil&ily, Its International Business
Division (IBD), posted operational losses of ovex. RO crore. The agri-business, paper and
agua products divisions had also posted lossesla8Biynits 3 investment companies, Sage,
Elan and Pinnacle did not performed well due tordeged market conditions. In the wake of
these developments, the parent company and otheelstiders insisted ITC’s management
to revisit their diversification strategy and sugiga road map for revival of loss making

divisions.

ITC commissioned consultants McKinsey & Co., undekta detailed study of the businesses
of the company and made suitable recommendation¥indey advised ITC to disband
diversification plans to power and aviation; withgr from the agri-business where it was
incurring losses and to concentrate on its coengths. They had proposed ITC to disband
its International Business Division (IBD) as paftits restructuring. The Mckinsey’s report
concluded that the mainstay business of the IBDIlavbe shifted to other group companies-
ITC Agro Tech Ltd, ITC Minota Aquatech Ltd and IT&obal Holdings Pte. They opined
that the diversified business of IBD would be deddamong subsidiaries and group
companies on the basis of specialisations. Whieatlri exports business was to be handed
over to ITC Agro Tech Ltd, the commodities tradiactivities was proposed to be handed
over to ITC Global Holdings and the aqua farms mhess was to be handed over to ITC

Minota.

Alongside, the liberalisation reforms have made BAPplan an increase of its equity in ITC
from 31 percent to majority ownership of 51 percdiite BAT wanted a majority control in
ITC through a preferential allotment and divestmehtTC’s business outside tobacco and
financial services. But unlike other Indian commaniwith a foreign parentage (Colgate,
Procter and Gamble, Castrol) who have so readilicameed the renewed interest and
infusion of investment from overseas, for ITC, BaThtent posed an existential dilemma.
Ever since ITC has been both Indian managed aninnded, its Independent-minded
management has, over the years, successfully eramsél ITC's profile from a 'tobacco and
cigarettes company' to a widely diversified entesgariTC has diversified into areas such as
hotels, edible oils, paper, printing and packagiiige Financial Institutions under the

government of India also supported the ITC’s manage and opposed the move from BAT.
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This had left BAT Industries with no option thanthts desire to increase its equity from 31
percent to 51 percent. Thus in the face of fieqeosition from ITC and others, the BAT had
agreed to respect ITC's aspirations to become &natibnal corporation (Business World,
1994). Nevertheless, most of new businesses ofwW&f alien businesses for the 25 billion

pound sterling BAT group which is world's secondjést cigarette maker.
6.2 The Emergence of Governance Problems

During the 1980s and 1990s, ITC’s image and manageapproach was threatened because
of various allegations of unethical practices @& ttompany. These included excise violation,
FERA violation, insider trading and mismanagementuods. A tussle between BAT and

ITC over management control seemed to have worseia¢ters further.
6.2.1 Excise Violations

Till 1983, excise on cigarettes was based on tlee gt which they were sold. Many cigarette
companies had resorted to under-invoicing to redibeexcise duty payable. Rumors floated
that distributors returned a part of the premiummed in the market to the manufacturer. The
excise department initially accused ITC of recaivisuch ‘flow-backs’, however, later
dropped these charges for lack of evidence. Th& b88get announced that excise would be
charged on the basis of the printed price. Whengihstem was also abused, the government
introduced in 1988 a new system where excise wasgeld on the basis of the cigarette

length.

A Business India article (8-22 May, 1995) reportieat top ITC managers had been involved
in various unethical dealings. One common pradtigelved declaring large stocks of good
cigarettes to be damaged and therefore, ‘deemedidstruction’ (classified internally as

DD). ITC would then claim a refund of excise dusigfor these cigarettes. Distributors sold

these cigarettes to the trade and passed on affihé realization to the executives.
6.2.2 The BAT and ITC Spat:

ITC had always received BAT's full support sincs first Indian chairman - Ajeet N
Haksar's time. ITC’s diversification into non-tolmac businesses had received BAT’s
approval, even though these businesses were allBAT. With the change of leadership, as

J.N Sapru took over Chairmanship, the relationk BAT have further improved. The Indian
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management’s good equations with BAT had resuhethié parent company’s wholehearted

acceptance of diversification agenda in the e29B80%.

Initially, The ITC’s Indian management had alwagpkBAT informed of all major strategic

decisions. But, the changing management style dutire times of Kishan L Chugh,

however, has taken a stand not to involve parenipamy executives in the operational
matters. Chugh however chose not to inform BAT a&lmoany strategic decisions; one such
was ITC's tie-up with Peregrine, global financiangces major in 1993. BAT, which was

also a global player in financial services, viewds move with concern. Though, the
venture did not work out eventually, Chugh’s relas with BAT soured. In September 1993,
ITC launched its $91.8 mn GDR issue, managed byiMeynch and Peregrine. While the

issue had in principle been cleared by BAT, it tptdce with no prior intimation to BAT.

According to many insiders, the ITC’'s managemerdeurthe leadership of Chugh’s was
radically different from that of earlier Indian ¢traan. Both Haskar and Sapru believed in
decentralized decision-making and encouraged delztd disagreements. K.L Chugh, on
the other hand, was a hands-on executive and toidceep decision making centralized.
There were instances wherein some of Chugh’s gugetenants had been encouraged to

bypass their bosses and report directly to therotaan.

Gradually, Chugh’s autocratic style began to creatshlems within the organization. By
1995, ITC’s main executive body, the committee méctors had virtually become defunct
and non-functional. Notwithstanding, these problenie chairman and his associates
continued to consolidate their position helped Wy tcompany’s strong financial

performance.

In a board meeting in November 1994, BAT proposeatbaination committee to screen
future board appointments. The Indian managemea¢n@hugh saw ulterior motives behind
this move. In a February 1995 board meeting, thHferdnce between Chugh and BAT
deepened when the Indian chairman wanted to inchisleassociates in the nominations

committee while BAT strongly opposed the move.

The main conflict between BAT and Indian managen®niTC seemed to be over BAT's
intention of acquiring a 51 percent stake in IT@GeTTC’s management explained that they
had opposed BAT’s move only because they did nett WeC to be reduced to being just a

tobacco company. In a shrewd move, the managenheyecg ‘swadeshi’ card posing as an
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Indian professional management making valiant &fftor ward off an ‘MNC marauder’. In
the process the incumbent management team of IBQdweived favorable publicity in the
media.

All of a sudden in March 1995, a press releasecsday the UK-based parent company of
ITC, British American Tobacco (BAT) shocked theibmdcorporate world. Expressing a lack
of confidence in K. L. Chugh, the chairman of itglian subsidiary, ITC, the press release
demanded his resignation. The incident took pkmen after Chugh had accused BAT of
trying to forcibly increase its stake in ITC to ganajority and that BAT was not in favour of

ITC’s diversification into the power generation imess.

Subsequently, Chugh was called for a meeting wi&T Bnanagement team in London.

During the meeting, BAT made clear its intensiam@ntrease its equity stake in ITC. It also
demanded Chugh’s resignation. Chugh asked for &'svéiene to put in his resignation and

returned to Delhi. Instead of complying with BATashes, Chugh held a meeting with his
close associates. Thereafter, Chugh presentedabés lwefore the Indian media. The Indian
management led by Chugh advocated that BAT doesvaot to see ITC as a multinational
competing in the global marketplace, and wantsawfine ITC’s activities to just tobacco

and finance. These views have been backed by tdearaad Indian financial institutions too

had come to the rescue of ITC’'s management, andleconed the BAT’s approach to

acquiring control of ITC.

BAT seemed to have been completely taken abackdsetactions, but quickly realized that
it would not be able to put down Chugh easily. Gopently, in May 1995, BAT chairman
met Chugh to assure him that it did not have akgdeer plans and that it would support
ITC’s diversification efforts. BAT had apparentigconciled to the fact that it cannot secure
the Indian chairman’s resignation as he enjoyedsthmort of financial institution nominees

on the board and executive directors.

However, in June 1995, BAT once again openly aatusglian management team of
financial irregularities. BAT's CEO even demandebCl chairmen’s resignation. BAT
alarmed at the manner in which Chugh had apparédédparted from the standards of
professional management’. The BAT claimed that ecip audit committee, set up by the
board to investigate BAT's charges of financialdlung by ITC, had proved the irregularities
by ITC and its subsidiary, ITC Global, in Singapof&ie audit report also highlighted many

incidents of mismanagement. These include ITC shgwn income of Rs25 crore from the

162



sales of Sundrop brand of sunflower oil to a subsjdcompany, ITC Agro Tech Ltd,
although the brand was not registered with ITC. Toenpany's international business
division (IBD) understated losses in its aquafoagogt operations. The losses were Rs32
crore and not Rs.13 crore as stated. ITC oversedpdrt earnings in 1992-93 by the book
entry of income from transactions in 1993-94. Theoanting policy of IBD and ITC Global
were inconsistent. The audit report showed the sidaetween ITC Global, IBD and the EST
group of New York. Undue preference was given td B$ way of credit, cash and trade
advances by IBD, so that EST can keep up its fiahoommitments to ITC Global.

Alongside, BAT also emphasized that its main coneeas not acquiring a majority stake in
ITC, but restoring professionalism to ITC's managein Guruswamy Mohan (1995)
described that BAT’s frontal attack came on the ef/¢he EGM convened on 94viarch
1995 to approve ITC’s diversification into the paowsector (deemed to be Chugh’s pet
project). The venture implied a considerable finahcommitment from BAT. The parent
company categorically stated that it would apprdke diversification only if Chugh

resigned.

Finally, in September 1996, Chugh decided to resigimg irresolvable differences of

opinion with BAT. The move came after Chugh hadnbeeder three-day question hour by a
special audit committee probing FERA violations dhd loss making export transactions.
The committee gave Chugh a clean chit and BAT didpness further. Chugh reported to
have been given a handsome severance package lagesimedia considered the peace

making moves as efforts by the two sides to avaidrig to wash dirty linen in public.

Though BAT has succeeded in putting down Mr Chugth lais team, but it did not have the
total freedom to nominate the successor becausieedfinancial institutions which held 38
percent stake in the company. The ITC's nominatimmsmittee has been entrusted to decide
on the future management structure and the chairiifam committee consisted of two BAT

representatives and five institutional nominees.

The Indian Financial Institutions had decided tokidor suitable person to fill the vacancy
within the country. BAT had suggested to split t@irman post of chief executive officer
into a non-executive chairman and a separate magatiiector. But the Indian Financial

Institutions had disagreed with BAT's proposalfbtsip the chairman's post in ITC.
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BAT Industries of the UK was likely to favour a cphate reorganization of the ITC Board
which was to include transfer of some of the Indiinectors overseas. It proposed a plan in
the final round of meetings with financial institiis that the existing members of the ITC

Board lack requisite experience to head ITC Limited

In midst of all these developments, the tobaccasidia of ITC Ltd had recorded a 63 percent
market share in volume in 1995-96 (60 percent i84195). This performance of ITC has
silenced the representatives of BAT who had progpdseappoint their representative as
chairman of ITC. The Indian financial institutiods&d upheld the performance of the
company in recommending an Indian candidate for ghet, so as to not disturb the

continuity.

At last, Mr Yogesh Chander Deveshwar has been apgabias the chairman and chief
executive officer of the company. The appointmeas heen a critical victory for the Indian
financial institutions (FIs) who collectively heB8 percent stake in ITC. However, the BAT
did not support the choice and had threatened tiodvdw active support to ITC's activities.
BAT has suggested bifurcation of the ITC board ville chairman taking charge of the
overall policy matters of ITC and the vice chairntariook after the day-to-day operations.
This was opposed by the financial institutions. Theian chairman’s choice was strongly

supported by the board with two nominees from BASSenting.

Thus the management of the ITC Ltd, its largestedi@der, BAT Industries (31.5 percent

stake), and the Indian financial institutions hadde a temporary reconciliation. They

decided to work together as a team to addressatieus issues which dogged the company
in recent times. The BAT, which was harping on gagnmanagement control in the

company, had decided to adopt a wait and watcleydhough it was being rumoured during

the first half of 1996 that foreign institutionaiviestors (FlIs) had acquired 3.5 percent of
ITC's equity on behalf of BAT.

6.2.3 ITC-FERA Violation Story

A majority of ITC’s legal troubles could be tracbdck to its association with the US based
entrepreneurs - Suresh Chitalia and Devang Chit@liatalias). The Chitalias were ITC's
trading partners in its international trading besi® and were also directors of ITC
International, the international trading subsidiafyTC. In 1989, ITC started the ‘Bukhara’

chain of restaurants in the US, jointly with itdbsidiary ITC International and some Non-
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Resident Indian (NRI) doctors. Though the ventareinto huge losses, ITC decided to make
good the losses and honour its commitment of pmgid 25% return on the investments to
the NRI doctors. ITC sought Chitalias’ help in thegard.

Accordingly, the Chitalias bought the Bukhara veatin 1990 for around $1 million.
Investors were paid off through the Chitalias Nessdy based company, ETS Fibers, which
supplied waste paper to ITC Bhadrachalam Limitemlcdmpensate the Chitalias, the Indian
Leaf Tobacco Division (ILTD) of ITC transferred $dillion to a Swiss bank account, from
where the money was transferred to Lokman Estahbsits, another Chitalia company in
Liechtenstein. Lokman Establishments made the payiteethe Chitalias. This marked the
beginning of a series of transgressions that eedigtrtesulted in the company being charged

for contravention of FERA regulations.

During the 1980s, ITC had emerged as one of tlgesrexporters in India and had received
accolades from the government. This was a stratagie on ITC’s part to portray itself as a
good corporate citizen’ earning substantial foreexthange for the country. In the early
1990s, ITC started exporting rice to West Asia. Wtree Gulf war began, ITC was forced to
withdraw rice exports to Irag, which resulted imgla quantities of rice lying waste in the
warehouses. ITC tried to export this rice to Srnka which however turned out to be a
damp squib because the rice was beginning to rea@y. There were discussions in the
Colombo parliament as to the quality of the rottirgg. This forced ITC to import the rice

back to India, which was not allowed under FERA.

There were a host of other such dubious transagtespecially in ITC’s various export deals
in the Asian markets. The company, following thekBara deal, had set up various front
companies (shell or bogus companies) with the loélphe Chitalias. Some of the front
companies were Hup Hoon Traders Pvt. Ltd., ESTrBjbgunny Trading, Fortune Tobacco
Ltd., Cyprus, Vaam Impex & Warehousing, RS Commiedjt Sunny Snack Foods and
Lokman Establishment, the one involved in the Bu&hdeal. These front companies were
for export transactions. It was reported that ITWieially hiked its profits by over-invoicing

imports and later transferring the excess fundexgert proceeds into India. Critics pointed

out that ITC did all this to portray itself as taegest exporter in the country.

In 1991, ITC asked all its overseas buyers to rdkéer orders through the Chitalias. The
Chitalias over-invoiced the export orders, whichamtethey paid ITC more than what they

received from overseas buyers. For instance, iax@ort deal to Sri Lanka, ITC claimed to
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have sold rice at $350 per ton — but accordingo tBe rice was actually sold for just $175
per ton. ITC compensated the difference in ameéwoirthe Chitalias through various means
including under invoicing other exports to thenredt payments to Chitalia companies and
through ITC Global Holdings Pte Ltd. (ITC Globad),Singapore-based subsidiary of ITC.
ITC Global was involved in a number majority of thmney laundering deals between ITC

and Chitalias.

However, by 1995, ITC Global was on the verge ohKoaptcy because of all its cash
payments to the Chitalias. It registered a los&)8f$ 16.34 million for the financial year
1995-96, as against a profit of US $1.7 milliorlB94-95. The loss was reportedly due to the
attrition in trade margins, slow moving stock arattdebts in respect of which provisions

had to be made.

It was also reported that ITC Global incurred alo$20 million on rice purchased from the
Agricultural Products Export Development Author{&PEDA), which was underwritten by
the Chitalias. By the time this consignment wasoetqnl to S Armagulam Brothers in Sri
Lanka through Vaam Impex, another ITC front compathere was an acute fall in
international rice prices. The consignee (S ArmaguBrothers) rejected the consignment
because of the delay in dispatch. Following thi€; bought back that rice and exported it to

Dubai, which was against FERA regulations.

This resulted in huge outstanding debts to thealiag, following which they turned against
ITC and approached BAT complaining of the debts @thér financial irregularities at ITC in
late 1995. BAT, which was not on good terms witl FRC’s Indian management, reportedly
took this as an opportunity to tarnish the repatatf Chugh, who was the then chairman and
compel him to resign. As mentioned earlier, BAT @ipped a renowned audit firm Lovelock
and Lewes to probe into the irregularities at ITGough the audit committee confirmed the
charges of financial irregularities at ITC durifgetearly 1990s and the role of the Chitalias
in the trading losses and misappropriations at d@ng the year 1995-96, yet it cleared
Chugh of all charges because as he agreed to résigvever according to industry sources,
though the Chitalias were on good terms with ITt@as BAT, which instigated the Chitalias
to implicate the top management of ITC. BAT repdigevanted to ‘step in as a savior’ and
take control of ITC with the active support of thé nominees on the board, which had

supported ITC before charges of unethical pracscefaced.
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Meanwhile, the Chitalias filed a lawsuit agains€Clin US courts to recover their dues. They
alleged that ITC used them to float front compammefreign countries in order to route its
exports through them. They also alleged ITC of aasiwrongdoings in the Bukhara deal.
These events attracted Enforcement Directoratadifils (ED) attention to the developments
at ITC and it began probing into the company’s afiens. ED began collecting documents

to prove that ITC had violated various FERA normpay the NRI Doctors.
6.2.4 FERA Violations

The ED found out that around $ 83 million was tfamed into India as per ITC's
instructions on the basis of the accounts mainthimg the Chitalia group of companies.
According to the ED, the ITC management gave dasjructions to manipulate the invoices
related to exports in order to post artificial pi®fin its books. A sum of $ 6.5 million was
transferred from ITC Global to the Chitalias’ comps and the same was remitted to ITC at
a later date. Another instance cited of money laund by ITC was regarding the over-
invoicing of machinery imported by ITC Bhadrachal&®aperboards Ltd., from Italy. The
difference in amount was retained abroad and thessequ to the Chitalias, which was

eventually remitted to ITC.

The ED issued charge sheets to a few top executivéEC and raided on nearly 40 ITC
offices including the premises of its top execusive Kolkata, Delhi, Hyderabad, Guntur,
Chennai and Mumbai (Financial Express, 1996). Tharge sheets accused ITC and its
functionaries of FERA violations that included o¥wevoicing and providing cash to the
Chitalias for acquiring and retaining funds abrdad,bringing funds into India in a manner
not conforming to the prescribed norms, for notizeay outstanding export proceeds and for

acknowledging debt abroad.
6.2.5 Overview of FERA Violations by ITC

= |ILTD transferred $4 million to a Swiss bank accoumhe amount was later
transferred to Lokman Establishment, which in taransferred the amount to a
Chitalia company in the US.

= |ITC also made payments to non-resident shareholdershe case of certain
settlements without The permission of the RBI. Thes against Sections 8(1) and
9(1)(a) of FERA,
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= |ITC under-invoiced exports to the tune of $1.35lionl thereby violating the
provisions of Sections 16(1)(b) and 18(2);

= |TC transferred funds in an unauthorized mannethéotune of $0.5 million outside
India by suppressing facts with regard to a tobatsad. This was in contravention of
Section a (1) read with Section 48;

= |TC acquired $0.2 million through counter traderpigm amounting to between 3
and 4 per cent on a total business of 1.30 billk@mtravening Section 8(1);

= The company had debts to the tune of 25 million wuever-invoicing in coffee and
cashew exports during 1992- 93 to the Chitaliasitrewening Section 9(1)(c) read
with Section 26(6);

= G. K. P. Reddi, R. K. Kutty, Dr. E. Ravindranathdall. B. Rao also violated the
provisions of Sections 8(1), 9(1)(a), 9(1)(c), J6{B8(2) and 26(6) read with Section
68 of FERA.

The ED also investigated the use of funds retasidad for personal use by ITC executives.
Though the ED had documentary proof to indicategal transfer of funds by top ITC
executives, nothing was reported in the media. fOpeexecutives were soon arrested. In
addition, the ED questioned many executives incgdvr. Ashutosh Garg, former chief of
ITC Global, Mr. S. Khattar, the then chief of ITGoBal, the Chitalias, officials at BAT and
FI nominees on ITC board.

Meanwhile, the Chitalias and ITC continued theiurtdattles against each other in the US
and Singapore. ITC stated that the Chitalias aasetladers for ITC's commodities including
rice, coffee, soyabeans and shrimp. ITC accusedChigalias of non-payment for 43
contracts executed in 1994. ITC sued the Chitaeeking $12.19 million in damages that
included the unpaid amount for the executed cotd#rgdus interest and other relief.
Following this, the Chitalias filed a counter-claifor $55 million, accusing ITC of

commission defaults (trading commission not paid) defamation.

In August 1996, the Chitalias indicated to the Goweent of India and the ED their
willingness to turn approvers in the FERA violatioase against ITC, if they were given
immunity from prosecution in India. The governmgranted the Chitalias, immunity under
section 360 of the Indian Criminal Procedure Adllowing which the Chitalias were
reported to have provided concrete proof of larg@esover-invoicing by ITC mainly in the

export of rice, coffee and cashew nuts. In anothejor development, a few directors and
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senior executives of ITC turned approvers in th&Riolation case against the company in
November 1996.

The same month, the High Court of Singapore apedifidicial managers to take over the
management of ITC Global. They informed ITC thaClGlobal owed approximately US $
49 million to creditors and sought ITC’s financglpport to settle the accounts. Though ITC
did not accept any legal liability to support ITGoBal, it offered financial assistance upto
$26 million, subject to the consent and approval both the Singapore and Indian

governments.

In December 1996, most of the arrested executivdading Chugh, Sapru, R. Ranganathan,
R K Kutty, E Ravindranathan, and K.P. Reddi weranggd bail. ITC sources commented
that BAT instigated the Chitalias to sue and imgtkcits executives. BAT was accused of
trying to take over the company with the help af fimnancial institutions (FIs), who were

previously on ITC’s side. In November 1996, BAT ringes on the ITC board admitted that
BAT was aware of the financial irregularities an@RA violations in ITC. However, BAT

authorities feigned ignorance about their knowled§ehe ITC dealings and charges of

international instigation against ITC.

Thus ITC landed in a mess due to gross mismanageshéme corporate level. Many agreed
that poor corporate governance practices at IT@weancipally responsible for its problems.
They remarked that nominees of the FI and BAT néwek an active part in the company’s
affairs and remained silent speculators, giving thi€ nominees a free hand. It is
nevertheless difficult to believe that FIs and BA@minees had no idea of these financial
wrongdoings and unfair practices. Apparently, tllard members of ITC, did not ask for
more disclosures and information. Few industryiagitilso commented that ITC followed a
highly centralized management structure where powvested in the hands of a few top

executives.
6.3 The Aftermath — Setting Things Right

ITC Ltd, the tobacco major with sales of Rs. 5008re, had descended from its pedestal as
one of the best managed corporates in India, Withatrest of its top executives for Foreign
Exchange Regulations Act (FERA) violations. Thends#ic turn of events from 1996 to 98
had worsened the reputation of ITC. Alarmed by ¢gnewing criticism of its corporate

governance practices and the legal problems, ITék ®ome drastic steps in its board
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meeting held on November 15, 1996. ITC inducteceghindependent, non-executive
directors on the Board. ITC also suspended the mowkthe Committee of Directors and
appointed an interim management committee. Thisneittee was headed by the Chairman
and included chief executives of the main busired$serun the day-to-day affairs of the

company until the company had a new corporate gavere structure in place.

Surprisingly, BAT had worked with financial institons (FIs) in revamping the ITC board.
The government was also unhappy with the role efitidian management at ITC. The BAT
had put forward a proposal to form a new committé# senior ITC executives at vice
presidential levels to handle the daily affairstloé company. ITC also appointed a chief
vigilance officer (CVO) for the ITC group, who reped independently to the board. ITC
restructured its management and corporate goveenpractices in early 1997. The new
management structure comprised three tiers- therdBo& Directors (BOD), the Core
Management Committee (CMC) and the Divisional Ma@amgnt Committee (DMC), which
were responsible for strategic supervision, stiategainagement, and executive management

in the company respectively.

However, the company’s troubles seemed to be &an fover. In the last three months of
1997, ITC’s share price underwent dramatic upsdowins. In October, it reached a high of
Rs 652.90. Later, it fell by more than Rs 100 tobRS. It increased against the next month to
Rs 601.50 after reaching a low of Rs 488.30. Thés wepeated in December, when it
zoomed to Rs 648 and then touched a low of Rs bPG’s half yearly results were

announced on November 21, 1997. On November 20stthee price had increased from Rs
489.70 to Rs 505.40 on NSE and from Rs 492.25 t6@son BSE. A whopping 287 lakh

shares changed hands on NSE while BSE reportedakhishare trades, the highest ever in

the stock’s history.

In the second week of November 1997, the KeraledhKigurt ordered CBI to investigate a
fraudulent transaction involving ITC shares on &tia filed by a Kochi based investor.
According to the investor, when the market had esepl for trading at 1200 hrs on
Thursday, November 6, it was found that a transadibr 100 ITC shares had been entered
on NSE at the rate of Rs 615 per share where thketarice was only Rs 558. By recording
the transaction at the rate of Rs 615, interestetigs had apparently attempted to ward off

the selling pressure on the shares.
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Following these incidents, The Securities and ErgkeaBoard of India (SEBI), decided to
conduct detailed investigations. Though these ityasons failed to produce concrete
evidence of ITC’s involvement in insider tradingyesulations about ITC’s hand in the

volatile share price movements remained alive.

In the post-FERA violation developments, the ITCided to retain interests in tobacco,
hospitality and paper. ITC either sold off or gayethe controlling stake in several non-core
businesses. It had shelved off power sector diflestion agenda. In December 1997, ITC
Classic was merged with ICICI at a swap ratio aft15TC agreed to sanction Rs 350 crore
as interest free advance to ITC Classic and bugsisets. ITC also settled all of ITC Classic
bad debts. Many of ITC Classic’'s employees wereoddesl by ICICI. In 1999, ITC

consolidated most of its investment holdings int@iagle company Russel Credit. Two
subsidiaries, Summit Investments and Sage Investhveere merged with Russel Credit in
February 1999. In May 1999, ITC sold off ITC Classihome finance business to the K K

Birla group for Rs 10 crore.

Likewise, ITC divested its 51 percent stake in IAGrotech to ConAgra of the US, the
world’s fourth largest company in the food busind3< Zeneca, the seed manufacturing
company and ITC Palm Tech were also merged withnthe agri-business entity. Tribeni
Tissues (which manufactured newsprint, bond paparbon and thermal paper) was merged
with ITC.

Notably, the ITC's board had adopted a three ti@emance strategy and restricted the total
number of executive directors on the board to aimam of five. The strategy also

envisaged the management of ITC's businesses byesipective chief executive officers

while the overall supervision of ITC as a whole wasbe taken care by the executive
directors. Through this three-tiered interlinkedvgimance process, ITC claimed to have
struck a balance between the need for operatioeatlbm, supervision, control and checks
and balances. Each executive director was resgdenfib a group of businesses/corporate

functions, apart from strategic management andativeupervision of the company.

In 1999, the company had adopted formal corporateempance framework based on
international norms of transparency and good game. The governance policy equally
provided freedom of executive management to resgortie dynamics of a fast changing
business environment whilst adhering to the intecaatrols and ethical code of conduct.

The following section deals with the governancenesvork at length.
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6.4 Definition and Purpose of Corporate Governance:

ITC defines Corporate Governance as a systemicepsoby which companies are directed
and controlled to enhance their wealth generatagacity. Since large corporations employ
vast quantum of societal resources, they beliege tthe governance process should ensure
that these companies are managed in a manner thats rstakeholders aspirations and

societal expectations.
6.4.1 Core Principles
ITC's Corporate Governance initiative is basedvamaore principles. These are:

() Management must have the executive freedomritce dhe enterprise forward without

undue restraints; and

(i) This freedom of management should be exercigdtthin a framework of effective

accountability.

ITC believes that any meaningful policy on CorperaGovernance must provide
empowerment to the executive management of the @oypmand simultaneously create a
mechanism of checks and balances which ensureththakecision making powers vested in
the executive management is not only misused, Dused with care and responsibility to

meet stakeholder aspirations and societal expentati
6.4.2 Cornerstones of Corporate Governance Policy

From the above definition and core principles ofrgooate Governance emerge the
cornerstones of ITC's governance philosophy, namélysteeship, transparency,
empowerment and accountability, control and ethscaporate citizenship. ITC believes that
the practice of each of these leads to the creatidhe right corporate culture in which the

company is managed in a manner that fulfils the@se of Corporate Governance.

Trusteeship

ITC believes that large corporations like itselivéaboth a social and economic purpose.
They represent a coalition of interests, namelgehof the shareholders, other providers of
capital, business associates and employees. Thef beerefore casts a responsibility of

trusteeship on the Company's Board of DirectorgyTdre to act as trustees to protect and

enhance shareholder value, as well as to ensur¢hthn&ompany fulfills its obligations and
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responsibilities to its other stakeholders. Inheran the concept of trusteeship is the
responsibility to ensure equity, namely, that tights of all shareholders, large or small, are

protected.
Transparency

ITC believes that transparency means explaining 2omy's policies and actions to those to
whom it has responsibilities. Therefore transpayemust lead to maximum appropriate
disclosures without jeopardising the Company'stesiiia interests. Internally, transparency
means openness in Company's relationship withmigl@yees, as well as the conduct of its
business in a manner that will bear scrutiny. Wdiebe transparency enhances

accountability.
Empowerment and Accountability

Empowerment is an essential concomitant of ITG'st tore principle of governance that
management must have the freedom to drive the pigerforward. ITC believes that
empowerment is a process of actualising the patewti its employees. Empowerment
unleashes creativity and innovation throughout ahganisation by truly vesting decision-

making powers at the most appropriate levels irotiganisational hierarchy.

ITC believes that the Board of Directors are actalble to the shareholders, and the
management is accountable to the Board of Direcfbihey believed that empowerment,
combined with accountability, provide an impetupé&formance and improve effectiveness,

thereby enhancing shareholder value.
Control

ITC believes that control is a necessary concornitainits second core principle of
governance that the freedom of management shouldxbecised within a framework of
appropriate checks and balances. Control shoulkeptemisuse of power, facilitate timely
management response to change, and ensure thatessisiisks are pre-emptively and

effectively managed.
Ethical Corporate Citizenship

ITC believes that corporations like itself haveeaponsibility to set exemplary standards of

ethical behaviour, both internally within the orgaion, as well as in their external
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relationships. They believe that unethical behavioarrupts organizational culture and

undermines stakeholder value.
6.4.3 The Governance Structure

Flowing from the philosophy and core principles,r@woate Governance in ITC shall take

place at three interlinked levels, namely -

1. Strategic supervision by the Board of Directors
2. Strategic management by the Corporate Managementritee
3. Executive management by the Divisional Chief Exmeuassisted by the Divisional

Management Committee

It is ITC's belief that the right balance betwersretlom of management and accountability to
shareholders can be achieved by segregating stagegervision from strategic and
executive management. The Board of Directors (Boasdtrustees of the shareholders will
exercise strategic supervision through strategiection and control, and seek accountability
for effective strategic management from the CorfgoManagement Committee (CMC). The
CMC will have the freedom, within Board approvedediion and framework, to focus its
attention and energies on the strategic manageafethe Company. The Divisional Chief
Executive, assisted by the Divisional Managememh@dtee, will have the freedom to focus

on the executive management of the divisional l|ssin

The 3-tier governance structure thus ensures that:

(a) Strategic supervision (on behalf of the shadhs), being free from involvement in the
task of strategic management of the Company, carcdrelucted by the Board with

objectivity, thereby sharpening accountability cimagement.

(b) Strategic management of the Company, uncluttbyethe day-to-day tasks of executive

management, remains focused and energized; and

(c) Executive management of the divisional businefsse from collective strategic
responsibilities for ITC as a whole, gets focusedemhancing the quality, efficiency and
effectiveness of its business.
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6.4.4 Roles

The core roles of the various entities at the tHeaels of Corporate Governance are as

follows:
6.4.5 Board of Directors (Board):

The primary role of the Board of Directors is thadttrusteeship to protect and enhance
shareholder value through strategic supervisiohiT@¥, its wholly owned subsidiaries and
their wholly owned subsidiaries. As trustees thelf ensure that the Company has clear
goals relating to shareholder value and its growtiey should set strategic goals and seek
accountability for their fulfillment. They will prsade direction, and exercise appropriate
control to ensure that the Company is managed imaamner that fulfills stakeholder
aspirations and societal expectations. The Boarst prriodically review its own functioning

to ensure that it is fulfilling its role.

The ITC Board will be a balanced Board, consistofgExecutive and Non-Executive
Directors, the latter including independent proi@sals. Executive directors, including the
Executive Chairman, shall not generally exceeddl@8rthe total strength of the Board. The
Non-Executive Directors shall comprise eminent @ssfonals, drawn from amongst persons
with experience in business / Finance / Law / Rubtiterprises. Directors shall be appointed
/ re-appointed for a period of three to five yeansd in the case of Executive Directors up to
the date of their retirement, whichever is earlidre Board shall determine from time to time
the retirement age for both Executive and Non-EteeDirectors. The Board shall specify
the maximum number of company Directorships whiah be held by members of the ITC
Board.

Non-Executive Directors are expected to play acaiitrole in imparting balance to the Board
processes by bringing an independent judgment & be issues of strategy, performance,
resources, standards of company conduct, etc.

The Board shall meet at least six times a yearamnthr as possible meetings will be held
once in two months. The annual calendar of meetshgdl be agreed upon at the beginning
of each year. As laid down in the Articles of Agstion of the Company, the quorum for
meetings shall be one third of members and dedsstall be taken by simple majority,
unless statutorily required otherwise. Meetingdldte governed by a structured agenda. All

major issues included in the agenda shall be badkgdcomprehensive background
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information to enable the Board to take informedtisiens. Agenda papers, as far as
practicable, shall be circulated at least threekimgr days prior to the meeting. Normally
items for the Board Agenda, except those emanditory Board Committees, should have
been examined by the CMC. Minutes shall be ciredlavithin 15 working days of the

meeting and confirmed at the next meeting. Boaristns shall record the related logic as

far as practicable.

The Board shall have the following Committees whdsems of reference shall be

determined by the Board from time to time:

= Audit Committee: To provide assurance to the Boamdthe adequacy of internal
control systems and financial disclosures. The Hefadternal Audit will act as co-
ordinator to the Audit Committee, but will be adisimatively under the control of the
Director accountable to the Board for the Finanoefion.

= Compensation Committee: To recommend to the Boeot)pensation terms for
Executive Directors and the senior most level ohagement below the Executive
Directors.

= Nominations Committee: To recommend to the Boardinations for membership of
the CMC and the Board, and oversee successionhi®rsenior most level of
management below the Executive Directors.

» Investor Grievances Committee: To look into redaess shareholder and investors
grievances, approval of transmissions, sub-divistdnshares, issue of duplicate
shares, etc.

= Sustainability Committee: The role of the SustailigbCommittee is to review,
monitor and provide strategic direction to the Camgs sustainability practices
towards fulfilling its triple bottom line objectige The Committee seeks to guide the
Company in integrating its social and environmergbjectives with its business

strategies.
The composition of these Committees will be asfel:-

Audit Committee includes Directors of the Compaay,may be decided by the Board, with
at least 3 members all being Non-Executive Directarith majority of them being
independent; and the Director accountable to tharddor the Finance function, Head of

Internal Audit and representative of External Aadit as Permanent Invitees with the
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Company Secretary as the Secretary. One of thepémalent Directors is to be determined by
the Board.

Compensation Committee comprises of Non-Executiredibrs as may be decided by the
Board, with the Director accountable to the Boandthe HR Function as the Secretary. One

of the Independent Directors, to be determinechieyBoard.

Nominations Committee consists of the Executive if@n and all the Non-Executive

Directors and Executive Chairman.

Investor Grievances Committee comprises of Directiirthe Company, as may be decided
by the Board, with the Company Secretary as theeBmy. One of the non- Executive

Directors, to be determined by the Board.

The Sustainability Committee presently comprises @hairman of the Company and five
Non- Executive Directors, three of whom are Indejgent Directors. The Chairman of the

Company is the Chairman of the Committee.

Normally meetings of the Board Committees shalttevened by their respective Chairman.
However, any member of the Committee may, withdbesent of the concerned Chairman,
convene a meeting of the Committee. The ChairmanshBoard Committees shall be for
two years at a time. Signed minutes of Board Cotemitneetings shall be tabled for the
Board's information as soon as possible. Howev&suéds requiring Board's attention /

approval should be tabled in the form of a notthéoBoard from the Committee Chairman.

In the event there are no issues to be broughtrédfie Board by the Audit Committee, the
Chairman of the Audit Committee shall submit 'Ni¢ports to the Board.

6.4.6 Corporate Management Committee (CMC)

The primary role of the CMC is strategic managenwithe Company's businesses within
Board approved direction / framework. The CMC witlerate under the superintendence and
control of the Board. The composition of the CMQlwe determined by the Board (based
on the recommendation of the Nominations Committaed will consist of all the Executive
Directors and three or four key senior members ahagement. Membership of the CMC
shall be reviewed by the Nominations Committee atipuThe CMC shall be convened and
chaired by the Executive Chairman of the Comparhe Tompany Secretary shall be the

Secretary of the CMC. The quorum for meetings il 50% of the members, subject to a
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minimum of three members. Decisions will be takgnstmple majority. Minutes of CMC
meetings shall be tabled before the Board forntsrmation. However, issues arising from
CMC Meetings and requiring Board's approval / d@gttenshould be tabled in the form of a
note from the relevant Executive Director. Agentanis shall be backed by comprehensive
notes from the concerned member / invitee, aloniy WIMC approval where applicable.
Agenda papers, as far as practicable, shall baillated at least three days prior to the

meeting. The CMC shall normally meet once a month.
6.4.7 Executive Chairman of ITC

The Executive Chairman of ITC shall operate asGhif Executive for ITC as a whole. He
shall be the Chairman of the Board and the CMC.pgHimary role is to provide leadership to
the Board and CMC for realising Company goals icoadance with the charter approved by
the Board. He shall be responsible for the workofgthe Board, for its balance of
membership (subject to Board and Shareholder apf@pvfor ensuring that all relevant
issues are on the agenda, for ensuring that &ttdirs are enabled and encouraged to play a
full part in the activities of the Board. He shifiep the Board informed on all matters of
importance. He shall preside over the General Mgstof shareholders. As Chairman of the
CMC he will be responsible for its working, for enisg that all relevant issues are on the
agenda, for ensuring that all CMC members are edadnhd encouraged to play a full part in
its activities.

6.4.8 Executive Director:

a) As a member of the CMC, he should contributeghi® strategic management of the

Company's businesses within Board approved dinre¢timmework.

b) As Director accountable to the Board for a bes#é (Line Director), assume overall
responsibility for its strategic management, inalgdits governance processes and top

management effectiveness.

c) As Director accountable to the Board for a wyolvned subsidiary, or its wholly owned
subsidiary (Line Director), act as the custodianTd®'s interest and be responsible for their

governance in accordance with the charter apprbyeate Board.

d) As Director accountable to the Board for a patéir corporate function (Line Director),

assume overall strategic responsibility for itsfpenance.
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6.4.9 Divisional Management Committee (DMC):

Executive management of the divisional businesssaim realize tactical and strategic
objectives in accordance with CMC / Board appropteah. Composition of the DMC shall be
determined by the Line Director with the approvaltlee CMC. The Divisional CEO shall
convene and chair the DMC meetings. If the DivialoBEO, for any reason, is not in a
position to convene a required DMC meeting, he lsimalwriting delegate the power to
convene and chair the required meeting to one ®OMC members identified by name.
Such delegation should be either for a specifictingeor for meetings to be held during a
specific period of time. It cannot be a generakrepnded delegation. The key functions of
the Division shall be represented on the DMC. Ndiyrthe Divisional Financial Controller,

in addition to being a member, shall act as theedar to the DMC and will be responsible
for circulation and custody of agenda notes andutesn The DMC shall generally meet at
least once a month to review Divisional performaaid related issues. Quorum for meetings
shall be 50% of the members subject to a minimunthocde members. Decisions will be
taken by simple majority. Minutes of meetings shadl tabled before the CMC for its
information. Agenda items shall be backed by coin@nsive notes from the relevant
member / invitee. Agenda papers, as far as pradticahall be circulated at least three days

prior to the meeting.
6.4.10 Divisional CEO:

The Divisional CEO shall function as the Chief Cgigrg Officer with executive
responsibility for day-to-day operation of the Biwnal business, and shall provide
leadership to the Divisional Management Committeds task of executive management of

the Divisional business.

The corporate governance policy also adhere a ©@bd&onduct, which is adopted by the
Board of Directors, is applicable to Directors, isemmanagement and employees of the
Company. The Code is derived from three interlinkedlamental principles in ITC’s policy,
viz. good corporate governance, good corporateetiship and exemplary personal conduct
in relation to the Company’s business. The CodeexVTC’s commitment to sustainable
development, concern for occupational health, gadetd environment, a gender friendly
workplace, transparency and auditability, legal pbamce and the philosophy of leading by

personal example.
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6.5 Conclusion

Thus, the period of 90s and the entire BAT-ITC lkeis$&ERA violations turned into a
learning experience for ITC Ltd. During this tintee ITC found itself trapped in meeting the
expectations of various stakeholders which ultifyalied to certain corrective actions from
the company’s management. All these governance swostith regard to the Board of
Directors, Board Committees and their structurd®iothe recommendations of National

and International Committees on corporate govemmanc
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CHAPTER 7
Institutionalization of Corporate
Governance at ITC: a Social Science

Analysis

This chapter deals with the empirical context & #tudy on corporate governance. In this
study, the investigations and observations wergezhout focussing on particular company
i.e. ITC Ltd with special emphasis on corporate ggoence practices. The scope of the
present investigation was restricted to governaaod stakeholder relationships as the
universe, and data was collected from two mainaEsirFirstly, it was secondary sources
such as Annual reports, codes, documents and se@@etondly, the data was also collected
through primary sources through fieldwork. The @igndata was also collected from the key
stakeholders of ITC’s organizational structure witie help of formal and structured

interview schedule.

This chapter aims to illustrate the data obtainedugh the selected methodology, by
explaining what it signifies, summarizing and thexploring whether it provide answers to

the research questions posed and identified irsthidy.

Section | describes the corporate governance peactdf ITC which is reflected in
distribution of rights and responsibilities amonftfedent participants in the organisation such
as the Board, management, Shareholders and otmendtal Stakeholders, and the rules and
procedures laid down and followed for making dexisi The focus is on quality of
governance practices that addresses the requireneérthe shareholders and regulators.
Similarly, Section Il illustrates a wide spectrurhissues on stakeholder management that
embodied the questionnaires and interviews whichewsonducted to collect data. This
section highlights the linkages between company statteholders namely, shareholders,

employees, suppliers, customers and community.
Section |

This section is an assessment of the ITC’'s comgpdianith statutory regulations as laid out in
Clause 49 of the Listing Agreement. The focus, haxeis on substance over form, and to
that extent, compliance with regulations is onlg thtarting point of analysis. Besides

regulatory compliance, the section also highligiasernance practices which are reflected in
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various corporate documents like Board Notes, Ageldpers, Minutes of Meetings,
Statutory Returns submitted to the Registrar of games, the Stock Exchanges, and the
Securities and Exchange Board of India (SEBI), AainReports, etc. Additionally, the
section also illustrates the views of key official the company namely, Internal Audit
department, Top management and other senior marmagem

The central issues analysed in this section arare®lolding Structure, Governance Structure
and Management Processes, Board Structure and sBesceBoard Committees and
Procedures. All these issues will be discussedepthdin the pages to follow, based on the

analysis and responses received.
7.1 Material Information: Shareholding Pattern

The analysis of organisation’s shareholding stngctenables to understand its ownership
pattern, identify the dominant shareholder(s), eatd the extent of cross-holdings, and
identify the extent of shares held by its promgtenhoter groups. The analysis is based
primarily on the study of the Distribution Scheddilgnished to the Stock Exchanges and
offer documents relating to any public or rightsuiss that a the company have made in the
recent past. The table 7.1 illustrates the shadéfgbpattern in the ITC Ltd.

Table 7.1 Shareholding Pattern (2002-2011)

Year (in Percentage)

Shareholders 502 | 2003 2004] 2005] 2006 2007 20p8 2009 2010 2011

Banks, Fls,
Insurance
companies,
MFs

Foreign

Institutional 11.2 9.6 14.7 17.4 143 127 14p 13/ 184 140
Investors

35.43 | 383 | 349 | 338 36.1 370 376 37.y4 371 358

Overseas

corporate 32.7 325 | 324 | 324 321 321 32/0 320 316 311
bodies

NRIs 0.75 0.7 0.63| 0.60 0.64 06D 0.62 0.58 0|55560.
GDRs 4.35 3.90| 3.90| 2.98 1883 148 072 056 03®LB30

Indian Public 15.2 14.9| 13.3 12.7 148 15/8 15.0 415 116 | 115
Note: Fls is Financial Institutions and MFs is MaitGunds

The above table illustrates that highest sharem®ldé the company are Banks, Financial

Institutions, Insurance Companies and Mutual Fuotlewed by overseas corporate bodies.
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The GDRs are the lowest shareholders with 0.56 epérof shares. The shareholding
percentage for the GDRs has declined from 4.390120 0.33 in 2011 and NRIs has also
declined from 0.75 in 2002 to 0.56 in 2011. Thershalding of Banks, Financial

Institutions, Insurance Companies and Mutual Fumals gone up from 35.43 to 37.74 in
2009, however remained at 35.8 % in 2011.SimilaHg, Foreign Institutional Investors has
increased from 11.2 in 2002 to 14 % in 2011. Foei®eas Corporate bodies and Indian

public the percentage of shareholding has not aésgnificantly over the years.

It is clear that Banks, Financial Institutions, tMal Funds, Insurance companies, overseas
corporate bodies and Foreign Institutional Investare key shareholders of the company.
The ownership pattern of the company describeserdreted structure in which banks and
Fls are key actors than diffused ownership in whiobre equity ownership is held by the
general public and other minority shareholders.l§ah2, however, illustrates the top 10
major institutional investors in the company andrales in their shareholding patterns during
the study period.

Table: 7.2 Top 10 Institutional Investors in ITC Ltd.

Particulars Years (iRercentage)
2002 | 2003| 2004 200% 2006 2007 2008 2009 2010 2011

Tobacco Manuf. 269 | 26.7 | 26.7| 26.6| 26.4 26.3 26.3 26(3 26 2%.6
Association of India

Unit Trust of India | 11.7 | 11.7 | 9.8 1.1 118 119 119 1118 117 115
Ltd

Life Insurance 104 | 135 | 11.3| 10.6111.74| 12.7 | 13.65 13.61 13.72 1292
Corporation of India

Ltd

Middleton 4.4 437 | 436| 435 432 431 43 429 425 419

investment Co. Ltd.

Citibank, New York | 4.35| 3.9 3.9 298 183 148 1.39 - -

New India 299 | 3.01| 2.86| 2.65 2.6 249 236 2.3 224 2116
Assurance Co. Itd.

Oriental Insurance | 2.46 | 2.43 | 2.17| 2.05 197 198 194 149 185 1/71
company Ltd

General Insurance | 2.22 | 238 | 2.05| 197/ 198 199 199 196 192 1,88

Corp. India Itd.

National Insurance | 2.03 | 2.02 | 193| 188 184 183 179 113 1f2 169
Comp. Ltd

Rothmans Intl. Ltd | 1.4 139 139 139 138 1.37 71.81.37 | 1.35| 1.33
ICICI Prudential - - - - - - - 1.39 | 1.39| 1.83

Life Insurance Ltd.

Source: Compilation from the Annual Audit Reportshee Company
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The Tobacco Manufacturers Association of India alyhowned subsidiary of BAT, the
Life Insurance Corp of India Ltd and Unit Trustloflia are the 3 major shareholders in the
company. Together, they control more than 60 %hafeholding owned by the Banks, MFs
and FlIs. Alongside, the company also provides dk&ils on the director ownership or
management shareholding in the annual reports.eTall illustrates the director ownership
in ITC Ltd during the last 10 years.

Table 7.3 Director’s Shareholding in ITC Ltd (20022011)

SI.No | Year No. of Shares held
individually or jointly

1 2002 5652

2 2003 8169

3 2004 44296

4 2005 51248

5 2006 2120320

6 2007 2547474

7 2008 2604230

8 2009 2050415

9 2010 4491930

10 2011 10259044

It is clear from the above tables, that ITC tramepty disclosed the ownership structure in
the Annual financial reports and reports submitted the Securities authorities. The
shareholding pattern reflects the extent to whiobmithant shareholders are easily
identifiable, shareholding by the parent compamtert of institutional shareholding and
pattern of retail shareholding. However, the majmareholding of the company is controlled
by the Banks, FIs, MFs and Parent company, whitstiates concentrated nature of

ownership and in-sider, based corporate governsystem.
7.2 Governance Structure and Management Process

The ITC’'s governance structure and management gsoeasures that the powers are

exercised in accordance with established procedamdsin harmony with the broad policy
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guidelines and strategic objectives formulatedieyBoard. The ITC’s board is unitary board
which include both executive and non-executivedoes and make decisions as a unified
group. All statutory and other significant and miteinformation are placed before the
Board to enable it to discharge its responsibiitystrategic supervision of the Company as
trustees of the Shareholders.

In ITC, there is no separation of power betweenGE® and Chairman of the Board. ITC’s
board is chaired by the Executive Chairman, whaedkected for a term of 5 years. The
company adopted Divisional Management Structurd) wiclear distinction of powers and
responsibilities between Board of Directors anddexiee Management across the divisions
and strategic business units. The following panalggsadescribe the governance structure and

management process at ITC.
The three-tier governance structure ensures that

= Strategic supervision by the board
= Strategic management by the executive management

= Executive management of a Division or Business

The core roles of the key entities flow from thisusture. The core roles, in turn, determine
the core responsibilities of each entity. In orttedischarge such responsibilities, each entity
is empowered formally with requisite powers. As finevious chapter describes the roles and
responsibilities of the key actors in the ITC’setfartier governance structure, the analysis in
this section is limited only to core powers of Beard of Directors, Executive Management

and Divisional Management.
7.2.1 Core Powers of the Board of Directors

The Board of Directors has the power to decideEmtio / exit from businesses / product
lines / major activities, including purchase, salkease, license, franchise, mergers &
acquisition, etc. except to the extent delegatethéoCMC. They will approve integrated

business plans, annual reporting plans and budgetsterm plans including broad business
specific strategies, investments, capital budgeteenues and profits. The Board of Directors
also monitor the human resource strategies, manpplaas and issues that form an integral

part of such plans, both at Divisional as well asgOrate levels.
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TheBoard shall approve a consolidated capex plathtoCompany as a whole based on the
Division-wise business plans, promotion or closofreompanies, joint ventures, partnership
firms, divisions and subsidiaries in in India or@dd. They also has the statutory power to
decide investment / Disinvestments in Equity/ Prefee Capital in any entity, including
those carrying options convertible to equity, otliban stock-in-trade investments by

investment subsidiaries of the Company.

Through Nominations Committee, the Board has thegpdo recommend for appointment of
Chairman, Managing Director and other Directorgf@nBoards of Subsidiary and Associate
companies. It also appoints CMC members and pteEscperformance criteria for Executive
Chairman (based on the recommendations of the Remtion Committee) and for the

Executive Directors, Divisional CEOs and Grade ‘Ahanagers (based on the
recommendations of the Nominations Committee).vitlgates their performance based on
the recommendations of the Remuneration Committed Blominations Committees

respectively.

The Board is entrusted with the responsibility ofnfiation of Board Committees and
determination of their Charters / Terms of Refeeenthe board reviews Register of
Contracts between ITC and BAT (including BAT sulimitts/ associate companies),
between ITC and the Financial Institutions représgon ITC Board and between ITC and
its subsidiaries / associate companies — excepetiemtered into by the Company in the

normal course of business and hence may be exeroptisg Board from time to time.

Similarly, the Board of Directors review quarterherformance against plan, including
business-wise financials in respect of revenusfiteracash flow, balance sheet, investments
and capex. It oversee the Treasury policy, Intedatlit findings and External Audit
Management Reports, Policy on Shareholder Disodssuchanges in the portfolio of

Executive Directors, Status of Safety, security gal compliance etc.

During board meetings, the board calls for a coimgmnegive presentation by various divisions
on their business performance and related isswekés into account of appointment,
retirement/resignation of senior management angwevtheir performance, provides inputs
for succession planning and management developritesiso seeks timely information on

employee practices, information on strikes, lockpuetrenchment, fatal accidents in the

company.
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In addition, the Board is also vested with follog/ipowers:

= Letters of Comfort / Letter of Awareness etc. ohdiEof any entity

= Delegation of powers for issue of Powers of Attgrfa the Company’s business

= Donations (other than political) in excess of CM@rsit but within overall statutory
limit

= Use of Company'’s existing Brand Names/ Trade M&ksew products or services

» Individual compensation and other terms and comultiof service of managers in
Grade ‘A’ (through the Remuneration Committee)

= Retirement age for all employees

= Loans and sale of assets to managers in Grade nd’ Rirectors, except those
extended under policies approved by the Board

= Review the status of business risk exposures,arsagement and related action plans.

= Monitor defaults in payment of interest and repaytmef principal on any public
deposit, dues to any major creditor or Financiatitation.

= Covenants (in loan agreements) which impinge upercomposition of the Board or
the equity structure of the Company.

= All Write offs / disposals (fixed assets, inven&si receivables, advances, etc.) on a
half yearly basis.

= Any possible product liability claims of a subsiahhature.
7.2.2 Core Powers of the Corporate Management Comitee

The CMC recommends to the Board of Business Plaat) Divisional and Integrated,
including strategies, investments, revenues, cpstdits, etc. In case of any departure from
approved plans, the CMC approves afresh and upttaeBoard through the review process.
It sets up policies, systems, control manuals angl aether framework which aims at

exercising operational and risk management controls

The CMC approves for each Division a flexible cajpexiget, within the Board-sanctioned
capex budget for the Company as a whole, up talentified amount towards purchase of
unforeseen and emergent capex items. It has panapprove itemised expenditure within
the flexible budget which is delegated to the DNd@vided the total flexible capex budget
for that financial year is not exceeded and pravitfet the value of individual items does not

exceed Rs. 20 lacs. The CMC is also authorisednot®n additional capex / cost overruns
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up to 10% of the consolidated capex plan approwedhb Board for the Company as a

whole.

It oversees the divisional / functional organisadib structures covering all management
positions. It has the powers to appoint DMC memlb&sed on the recommendations of the
Line Director. The CMC can approve inter divisiot@nsfer of fixed assets exceeding Rs.

100 lacs in written down book value and Write afigposal of fixed assets.

The CMC approves recruitment, dismissal, promotionrements, rewards, compensation
and succession at all senior and middle levels ahagement. It oversees the Manpower
Planning in the company in terms of Inter-functiotransfers, Inter —divisional transfers,

redeployment and re-fitment of management staseator levels. It monitors residual issues
of Human Resources Policy with regards to declamadf lockouts, layoffs and retrenchment.

It also permits company managers to accept Dirgliprin other companies. In addition, the
following are some of the powers of CMC which isedied by the Corporate Governance

Policy manual of ITC.

» |ssue of Bank Guarantees and Corporate Guaranteebebalf of and for the
Company

= Form any Task Force / Committee for specific oliyest/ assignment

= Investment of short term cash surpluses in bankoslep treasury bills and
Government securities

= Donations in cash or kind (other than politicalyeeding Rs. 1 lac in individual value
but not exceeding Rs. 50 lacs

= Taking on record of resignations of managers

= Consent under specific rules of Pension/Superaimru&unds to retiring (normal as
well as premature) / resigning managers

= Succession planning for all management staff absésvels

= Separation schemes for management staff, non-maneagestaff and workmen

The CMC meets normally at least once a month f@vaew of various issues at the company
level and give recommendations to the Board foows review. The table 7.4 illustrates the
number of CMC level meetings held during 2002 t&20
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Table 7.4 Executive Committee Meetings (2002-2011)

Year Number of Executive Committee
Meetings held
2002 30
2003 34
2004 30
2005 38
2006 32
2007 33
2008 35
2009 36
2010 43
2011 39

During the meetings, the CMC would review Businegse performance against approved
plans of revenue, costs, profits, balance sheetpWwings and investments, including strategy
implementation. It also reviews the performancecofporate departments and functions,
Internal Audit findings, Management Report of Ert@dr Auditors. It monitors the
implementation of Human Resource Plans and poligesuding Human Resource
Development, status of safety / security, status Rk Management and Statutory

Compliances.
7.2.3 Core Powers of Divisional Management Commitée

The Divisional Management Committee (DMC) approbasiness plans for consideration of
CMC, including business strategy, functional sgade, related action plans, revenues, costs,
profits, investments, etc. It recommends policy aadtrol system manuals relating to major

areas of risk management for the approval of CMC.

The DMC has control over the pricing of Divisiorpsoducts. However, in case of ITD, the
DMC only recommends pricing of its products for tygroval of the CMC. However, in the
case of non-ITD Divisions the DMC may delegate ghisver to manager (s) of adequate
seniority. Likewise, the DMC approves Pricing pwliftor Division’s products relating to

discounts/ rebates/ allowances etc. The DMC maggde¢ the power to grant discounts/

rebates/ allowances etc. to designated managecsagecified limits.

The DMC approves, within the CMC-sanctioned flegibhpex budget, expenditure towards

individual items, provided value of individual itendoes not exceed Rs. 20 lacs. It also
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monitors inter — Divisional transfer of assets pateeding Rs. 100 lacs and recommend
Write off / disposal of fixed assets, finished geodraw materials, spares, inventories,
advances, receivables, claims, etc. for the appramfa CMC. The DMC reviews
organisational structure, covering all managemartitipns for recommendation to CMC
through the Line Director.

The DMC is entrusted with the responsibility of iempentation of Human Resource
Development Plans, and practice of HR policies prodedures. It sanctions for recruitment
(including promotion from non-management to manag@n and confirmation on

completion of probation (by way of ratification) nfanagement staff below Grade ‘D’. The
DMC is entrusted to execute long term agreementh wmployee unions. It approves
promotions from non-management to management las#dte recommendation of Selection
Board and with the concurrence of the DMC membier'sharge of HR and the concerned
function. DMC proposes succession planning fomadinagement staff up to and including
Grade ‘D’ and transfers within the divisions of mgement staff . It also circulates the

copies of meeting agenda and monthly performarertréo the Line Director.

From time-to-time the DMC reviews the following tiespect of Divisional business at their
monthly meetings, and such a review will form thresib of their recommendations to the

CMC for its own review:

= Business performance against approved plans ohueveosts, contributions, profits,
balance sheet items, cash flow, investments etc.

= Review of implementation of business strategiesamtivity and related action plans

= Implementation of Capex Plans and Projects

= Review of Internal and External Audit findings

= Status of safety/security

= Status of Risk Management and related action plans

= Status of tax and legal issues

The above paragraphs clearly illustrate governgmoeess and division of powers and
responsibilities among the key actors and acrosesdikiisions. ITC’s governance policy
fosters a well-defined management structure that Iseits the growing needs of the
company. It also enables the three tier of managemeefocus on three major functions —
Supervision, Management and Control. The three gistem strengthens the internal

controls, checks and balances.
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The Corporate Governance policy also stipulates iatters which require urgent board

approval/sanction and cannot wait for the next #aaeeting may be decided by way of

circular resolutions where so permitted by theandCompanies Act. Such resolutions along
with detailed notes shall be forwarded to all meralwd the board by the Company Secretary
with the prior approval of the Executive Chairmarddhe same shall be tabled at the next
board meeting for ratification.

Similarly, the policy offers flexibility to deal wh matters which require urgent CMC/DMC
approval/sanction. Such matters can be handledughraircular resolutions along with

detailed notes which should be forwarded to all fbers by the secretary to the CMC/DMC
with the prior approval of the Executive ChairmaiviBional CEO respectively and the same
shall be tabled at next CMC/DMC meeting for rattion.

7.3 Board Structure and Process

In terms of the Company’s Corporate Governancecodll statutory and other significant
and material information are placed before the Bosy enable it to discharge its

responsibility of strategic supervision of the Camyp as trustees of the Shareholders.

To reiterate, ITC’s Board is a balanced Board, casig of Executive and Non-Executive
Directors. The Non-Executive Directors include ipeadent professionals. Executive
Directors, including the Chairman, do not generabgeed one-third of the total strength of
the Board.

In terms of the Corporate Governance Policy of @mmpany, all Directors, including

Independent Directors, are appointed / re-appoifdea period of three to five years or a
shorter duration in accordance with retirement glingés as determined by the Board from
time to time. However, No maximum tenure for Indegent Directors has been specifically

determined by the Board.

According to ITC’s Corporate Governance Policy then-Executive Directors, including
Independent Directors, are drawn from eminent mitmals with experience in business /
finance / law / public enterprises. Directors gopainted / re-appointed with the approval of
the Shareholders for a period of three to five yeara shorter duration in accordance with
retirement guidelines as determined by the Boaothftime to time. The initial appointment
of Executive Directors is normally for a periodtbfee years. All Directors are liable to retire
by rotation unless otherwise approved by the Sluddens.
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One-third of the Directors who are liable to retivg rotation, retire every year and are
eligible for re-election. In terms of the Article$ Association of the Company, the strength
of the Board shall not be fewer than five not miti@n eighteen. The table 7.5 illustrates the
composition of ITC’s board from 2002 to 2011.

Table 7.5 Size of the Board (2002-2011)

Year| 2002 | 2003| 2004 2005| 2006 2007 20p8 2009 2010 2011
Compositi
Executive 4 4 4 4 4 4 4 3 4 4
Chairman &
Directors
Non- 3 3 3 3 3 4 6 5 6 6
executive
Independent
Directors
Non- 7 6 5 5 5 5 5 5 5 6
executive
Nominee
(representati
ve) Directors
Total 14 13 12 12 12 13 15 13 15 16
Strength

It is evident that the ratio of Non-Executive Dit@s to Executive Directors is more than
fifty percent during the study period. ITC’s boaromposition is in line with the Clause 49
regulations which mandate more than 50% of Non-Htree Directors in case the Board has
an Executive Chairman. Similarly, the presencehefNon-Executive Independent Directors
has been increased over the years. Apart from vieageremuneration, the independent
directors do not have amyaterialpecuniary relationships or transactions with ¢benpany,

any of the directors of theompany or management, the company’s holding company or any

of the company’subsidiaries.

Categorically, the Non-Executive Nominee Directoosists of 37.5% of ITC’s board
representing the Indian Financial Institutions,uii@sce Companies, Mutual Funds. These
directors are also treated as Independent Directssthey are appointed byuliic
Financial Institutions (PFA). According to SectiobA of the Companies Act, 1956 or
Section 2(d) of the Banking Companies (Acquisitdomd Transfer of Undertaking) Act, 1970
or the Banking Companies (Acquisition and Transfef Undertaking) Act, 1980),
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representatives of PFIs which invested in shanedent money shall be treated as
independent directors. Alongside, the ITC boardoalsas two Nominee Directors

representing its Parent company.

The Non-Executive Directors are entitled to rematien by way of commission for each
financial year, up to a maximum of Rs.6,00,000/dividually, as approved by the
Shareholders. Non-Executive Directors’ commissierdetermined by the Board based on
Company performance and regulatory provisions angbayable on a uniform basis to
reinforce the principle of collective responsilyiliNon-Executive Directors are also entitled
to sitting fees for attending meetings of the Boandl Committees thereof, the quantum of
which is determined by the Board, within the limfproved by the Shareholders. The sitting
fees, as determined by the Board, are presentBORXO0/- for attending each meeting of the
Board, Audit Committee, Compensation Committee, Mations Committee and
Sustainability Committee and Rs.5,000/- for eacheting of the Investor Services
Committee. The Non-Executive Independent Direcéwesentitled to get stock options of the
company, through shareholders’ resolutions durimgannual general meetings. Alongside,
the Non-Executive Directors are also entitled toehaoverage under Personal Accident

Insurance.

The remuneration of Chairman and other Executiveedors is determined by the
Compensation Committee comprising only Non-Exeeulirectors. The recommendations
of the Compensation Committee are considered apdoapd by the Board subject to the
approval of the Shareholders. The Chairman and WEixec Directors are entitled to
Performance Bonus for each financial year up toaximum o0f200% and 150% of their
consolidated salary, respectively, and as may berméed by the Board on the
recommendation of the Compensation Committee, basedjualitative and quantitative

assessment of Company performance.

The Board of Directors meet at least four timesrduthe year. The interval between such
meetings shall not be more than four months betvaesntwo consecutive meetings. The
table 7.6 illustrates the number of board meetoayslucted during 2002-2011.
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Table 7.6 Board Meetings (2002-2011)

Year Number of Board
Meetings held
2002 8

2003
2004
2005
2006
2007
2008
2009
2010
2011

~N|o| o ~N| o N o N~

It can be observed that on an average Board oftdire met 6 times every year during 2002-
11. The board of directors shall inform the companyabout the changes in their
membership/ chairmanship in the committees afodedddne of the ITC’s Directors have
membership of more than ten Audit committee anddbareholders’ Grievance committee
of any Public limited company including the qmny and there is no Director having
chairmanship of more than five Audit committee /and Shareholders’ Grievance

committee of any Public limited company.
7.4 Board Procedures

The ITC’s Governance Policy requires the Board tetat least six times in a year. The
intervening period between two Board meetings shdael well within the maximum gap of
four months prescribed under Clause 49 of the ngsthgreement with Stock Exchanges.
However, it is illustrated in the table 7.3 the g@amy’s board has met on an average of 6
times in a year during 2002-2011. The annual caeonfl meetings is broadly determined at

the beginning of each year.
7.4.1 Board meetings agenda

The board meetings are governed by a structurechdageThe Board members, in
consultation with the Chairman, may bring up anytterdor the consideration of the Board.
All major agenda items are backed by comprehensagkground information to enable the
Board to take informed decisions. Agenda papersiacelated at least seven working days

prior to the Board meeting.
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7.4.2 Information placed before the Board

The Board members make available the relevantrmdtgon. In addition, to matters required
to be placed before the Board under the GovernBatiey of the Company, the following

are also tabled for the Board’s periodic reviewfoimation / approval:

= Internal Audit findings and External Audit Managem&eports (through the Audit
Committee)

= Status of safety and legal compliance

= Risk management processes

= Succession to senior management (through the NaimmsaCommittee)

= Show Cause, demand, prosecution and adjudicatiticeso if any, from revenue
authorities which are considered materially impatitancluding any exposure that
exceeds 1% of the Company’s Net worth, and thditaue.

= Significant court judgement or order passing gires, if any, on the conduct of the
Company or a subsidiary of the Company or any eygg@pwhich could negatively
impact the Company’s image

= Product liability claims of a substantial natufeany.

= Default, if any, in payment of dues to any majaditor

=  Write-offs / disposals (fixed assets, inventoriegeivables, advances etc.) on a half-
yearly basis.

= All other matters required to be placed beforeRbard for its review / information /
approval under the statutes, including Clause 49efiListing Agreement with Stock

Exchanges

Alongside, during personal interviews a permanewitée in the CMC has added that Board
of directors takes a periodic review of Human Resewevelopments in the company. The
Board oversees all significant development in HurRasources/ Industrial Relations front
such as signing of wage agreement, implementafidoluntary Retirement Scheme, fatal or
serious accidents, dangerous occurrences, sigmifiedour problems and their proposed

solutions.

Similarly, a senior manager in the secretarial depant expressed that board of directors are
informed on Non-compliance of any regulatory, staty nature or listing requirements and
shareholders service such as non-payment of digdideelay in share transfer etc. He also

expressed that decisions made by the Board areycldacumented and circulated to the
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shareholders and other stakeholders. The boacdsaleks independent and professional

advice in case of need.
7.4.3 Post-meeting Follow-up System

The Governance processes in ITC also include attfé post-meeting follow-up, review
and reporting process for action taken / pendingdenisions of the Board, the Board

Committees, the CMC and the Divisional / SBU Mamaget Committees.

The Board of directors of ITC have an explicit coittent to foster openness in the
organisation. It is reflected in the ITC Code ofn@aoct, which is derived from three
interlinked fundamental principles, viz. good calqte governance, good corporate
citizenship and exemplary personal conduct in iatato the Company’s business. The Code
covers board’s commitment to sustainable developrmmoncern for occupational health,
safety and environment, a gender friendly workplacgnsparency and auditability, legal

compliance and the philosophy of leading by perserample.

Similarly, the Board is equipped to perform itseraf business assessment through inputs
from time to time. Directors are fully briefed oh lausiness related matters, risk assessment
& minimisation procedures, and new initiatives pyepd by the Company. Directors are also
updated on changes / developments in the domeglabal corporate and industry scenario

including those pertaining to statutes / legistatmd economic environment.

The Board have a Policy to prevent Insider Traauhich, inter alia, prohibits purchase / sale
of securities of the Company by Directors and erygds while in possession of unpublished

price sensitive information in relation to the Cang.
7.5 Board Committees

Currently, the ITC’s board has Five Committees e- fudit Committee, the Compensation
Committee, the Investor Services Committee, the INations Committee and the
Sustainability Committee. The terms of referencéhee committees are determined by the
Board from time to time. The respective chairmathefcommittee convenes the meetings of

these committees.

Evidently, various matters requiring the Board'ation / approval, as emanating from the

Board Committee meetings, are placed before therdBbg the respective Committee
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Chairman. The role and composition of these Conessittincluding the number of meetings
held during 2002-2011, are provided in Table 7.6

7.5.1 Audit Committee

The Audit Committee of the Board provides reasstgao the Board on the existence of an
effective internal control environment. It is emped, pursuant to its terms of reference, to
investigate any activity within its terms of refece and to seek any information it requires
from any employee. It can also obtain legal or nithdependent professional advice and to
secure the attendance of outsiders with relevapémnce and expertise, when considered

necessary.

The Audit Committee primarily oversee the ITC’s ditial reporting process and the
disclosure of its financial information to ensufet the financial statements are correct,
sufficient and credible. It recommends appointnart removal of external auditors, fixation
of audit fee and approval of payment of fees for ather services rendered by the auditors.

It also reviews financial statements before subimis® the Board, focusing primarily on:

= Any changes in accounting policies and practices @mpliance with Accounting
Standards

= Compliance with Stock Exchange and legal requirdsnezoncerning financial

statements
= Related party transactions

The audit committee review the internal controlteyss, especially, adequacy of the internal
audit function, including the structure of interrsaldit department, staffing and seniority of
the official heading the department, reporting &inee, coverage and frequency of internal
audit.

It discusses with the external auditors, beforeahdit commences, on nature and scope of
audit, as well as after conclusion of the audiagoertain any areas of concern and review the

comments contained in their management letter;

The audit committee also review the Company’s fararand risk management policies; and
monitor reasons for substantial defaults, if amypayment to shareholders (in case of non-
payment of declared dividends) and creditors.
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During 2002 to 2011, the ITC’s audit committee am aerage comprised of 4 Non-
Executive Directors, where in majority of are NoxeEutive Nominee Directors. Till 2007,
the board was chaired by Nominee Director who gamts an Indian bank. However, after
that the committee has been chaired by the NonExecIndependent Director till 2011.

The following table illustrates the compositionfafdit committee.

Table 7.7 Composition of Audit Committee (2002-2031

Year | 2002|2003 | 2004| 2005 | 2006 | 2007 | 2008 2009 2010| 2011
Compositio

Executive 0 0 0 0 0 0 0 0 0 0
Directors
Non-executive |1 1 1 1 1 1 3 3 4 4
Independent
Directors
Non-executive 6 4 3 3 2 2 0 1 2 2
Nominee
(representative)
Directors

Total Strength 7 5 4 4 3 3 3 4 6 6

Along with the above Non-Executive Directors, theeEutive Director representing Finance
function, the Chief Financial Officer, the Headlofernal Audit and the representative of the
Statutory Auditors are Invitees to the Audit Conteet The Head of Internal Audit is the Co-
ordinator and the Company Secretary is the Segrétathe Committee. The representatives
of the Cost Auditors are also invited to meetin§she Audit Committee whenever matters
related to cost audit are considered. All membéthe Committee are financially literate;

the Chairman of the Committee, is an accountingfarahcial management expert.

During the period 2002 to 2011, an average of 9itAcommittee meetings per year have
been conducted. The 7.8 table illustrates this:

Table 7.8 Audit Committee Meetings during 2002-2011

Sl. Year Number of Audit
No. Committee Meetings held
1 2002 7
2 2003 10
3 2004 10
4 2005 9
5 2006 9

198



6 2007 9
7 2008 8
8 2009 9
9 2010 9
10 2011 9

Thus, ITC’s audit committee ensures that efficieranyd effectiveness of domestic and
overseas operations are maintained. A senior gemargager in the Internal audit function of
ILTD remarked that ITC’s audit committee regulasieks information on division/company
assets and monitors adequacy of internal finareoakrols to enable compliance with all

relevant statutes.

7.6 Remuneration Committee

The Remuneration Committee of the Board, under mloenenclature ‘Compensation
Committee’, recommends to the Board the compensadons of Executive Directors and
the senior most level of management immediatelyoweilhe Executive Directors. This
Committee also has the responsibility for admimisgethe Employee Stock Option Schemes

of the Company.

During 2002 to 2011, the Compensation Committee Hadlon-Executive Directors,
comprising of Independent and representative (nea)idirectors. However, the Chairman of
the Committee has been an Independent Directomglu2002 to 2011. The table 7.9

illustrates the composition of Remuneration Comanitt

Table 7.9 Composition of Remuneration Committee (ZR-2011)

Year | 2002| 2003 | 2004 | 2005 2006 | 2007| 2008 | 2009 | 2010 | 2011

Composi

Executive 0 0 0 0 0 0 0 0 0 0
Directors

Non-executive | 1 2 2 2 2 2 3 3 4 4
Independent
directors

Non-executive | 5 3 3 3 3 3 2 2 1 1
Nominee
(representative
directors

Total Strength | 6 5 5 5 5 5 5 5 5 5
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The Remuneration Committee oversees the ITC’s remation strategy which aims at
attracting and retaining high calibre talent. Thenfineration policy, therefore, is market-led
and takes into account the competitive circumstasfceach business so as to attract and

retain quality talent and leverage performanceiagmtly.

During the period 2002 to 2011, an average of 3 lr@ration committee meeting per year

have been conducted. This can be illustrateddridgtiowing table 7.10.

Table 7.10 Remuneration Committee Meetings during@?2-2011

Sl. No. Year Number of
Remuneration Committee
Meetings held
1 2002 3
2 2003 4
3 2004 4
4 2005 2
5 2006 5
6 2007 3
7 2008 4
8 2009 2
9 2010 3
10 2011 5

To reiterate, remuneration of the Chairman androhxcutive Directors is determined by
the Board, on the recommendation of the Compensa&immmittee comprising only Non-
Executive Directors; remuneration of the Directass subject to the approval of the
Shareholders. A senior team member of Human Ressuat the corporate headquarters
noted that ITC’s Chairman and other Executive Doecare entitled to performance bonus
for each financial year up to a maximum of 200% a60% of their consolidated salary.
However, such remuneration is linked to the pertomoe of the Company in as much as the

performance bonus is based on various qualitatideqaantitative performance criteria.
7.7 Nominations Committee

The Corporate Governance policy of ITC accords that Nominations Committee of the
Board recommends Executive Directors’ appointmerihé Board, appointment to the CMC

and the senior most level of executive managemelotbthe Executive Directors.
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During 2002 to 2011 the Nominations Committee cadsmar of the Chairman of the
Company and all Non-Executive Directors, includingependent and Nominee Directors.
The Chairman of the Company has been the Chairrhtdne €ommittee during this period.

Table 7.11 Composition of Nominations Committee (Z2-2011)

2002 | 2003| 2004 200% 2006 2007 2008 2009 2010 2011
Year

Composition
Executive 1 1 1 1 1 1 1 1 1 1
Directors
Non-executive | 3 3 3 3 3 4 6 3 3 4
Independent
Directors
Non-executive | 7 6 5 5 6 5 5 3 3 4
Nominee
(representative
Directors
Total Strength | 11 10 9 9 10 10 12 7 7 9

During the period from 2002 to 2011, an averagdMdminations committee meeting per

year has been conducted. This is illustratederfellowing table 7.12.

Table 7.12 Nominations Committee Meetings during ZI2-2011

S| .No. Year Number of Nominations
Committee Meetings
conducted
1 2002 3
2 2003 0
3 2004 2
4 2005 1
5 2006 2
6 2007 1
7 2008 0
8 2009 0
9 2010 4
10 2011 5

The above table reflects that Nominations committesetings have been more frequent in

the years that coincide with the Board rotation aad appointments. For example in 2011,
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the committee met more number of times as 2 nevelkes Directors and 5 Non-Executive
Directors have been appointed to the ITC board. ddmemittee however, did not meet even
once during 2003, 2008 and 2009.

7.8 Investor Grievance Committee

The Investors Grievance Committee of the Boardeutide nomenclature ‘Investor Services
Committee’, oversees redressal of shareholder awessior grievances, and approves sub-
division / consolidation / issue of duplicate sheeetificates, transmission of shares and issue
& allotment of shares upon exercise of Options lmgpyees under the Company’s

Employee Stock Option Schemes.

During 2002 to 2011 the Investor Services Committeenprised on an average of 3
Directors wherein majority were Non-executive dicgs. The committee has been chaired by
non-executive Independent Director during this qubri The table 7.13 illustrates the

composition of Investor Grievances Committee.

Table 7.13 Composition of Investor Grievance Committee (2002-2011)

Year | 2002 | 2003 | 2004 | 2005 | 2006 | 2007 | 2008 | 2009 | 2010 | 2011

Composition
Executive 1 1 1 1 1 1 1 1 2 1
Directors
Non-executive 1 1 1 1 1 1 2 3 3 3
Independent

directors

Non-executive 1 1 1 1 1 1 0 1 1 2
Nominee

(representative)
directors

Total Strength | 3 3 3 3 3 3 3 5 6 6

The study observed that during the period 2002-2@hlaverage of 35Investor Grievance

Committee meetings per year has been conducted. isTilustrated in table 7.14.
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Table 7.14 Investor Grievance Committee Meetings ding 2002-2011

Sl.No. Year Number of Investor
Grievance Committee
Meetings held
1 2002 29
2 2003 47
3 2004 37
4 2005 46
5 2006 33
6 2007 33
7 2008 29
8 2009 29
9 2010 32
10 2011 40

The Investor Grievances Committee plays a cruo# in terms of investor service and
shareholder value creation. The committee also tomithe number of shareholder

complaints received and suggest mechanisms to suvghareholder problems.
7.9 Sustainability Committee

ITC is one among the pioneering Indian companieighvhas sustainability committee at the
board level. The sustainability committee has bemated in 2007, to review, monitor and
provide strategic direction to the Company’'s sumsthility practices towards fulfilling its

triple bottom line objectives. The Committee seekguide the Company in integrating its

social and environmental objectives with its busastrategies.

The Sustainability Committee comprises of the Ghair of ITC and five Non-Executive
Directors, two of whom are Independent Directoree TThairman of the Company is the
Chairman of the Committee. The table 7.15 illustsathe composition of the Sustainability
committee during 2009 to 2011.

Table 7.15 Composition of Sustainability Committe€2002-2011)

Year| 2009 2010 2011

Compositio
Executive 1 1 1
Directors
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Non-executive | 2 2 2
Independent
directors
Non-executive | 2 3 3
Nominee
(representative)
directors

Total Strength | 5 6 6

During this period, the committee has met to disaus the sustainability issues once in the
year 2010 and twice in 2011. Consider the tablé:7.1

Table 7.16 Sustainability Committee Meetings durin@2002-2011

SI.No. Year Number of Sustainability
Committee Meetings held

1 2009 0

2 2010 1

3 2011 2

The sustainability committee earmarks ITC’s commeitinto People, Planet and Profit as key
components of responsible corporate citizenshipsaurstiainable business practice, therefore
accorded the highest priority. A senior official tthre Corporate Sustainability wing quoted
that “ITC is committed to Best Practices in susi@ie development across the business
operations and creation of sustainability commiie@n attempt to fully demonstrate this
commitment. In addition to complying with applicadhws and regulations, it gives us an
opportunity to establish procedures for assess$iagetonomical, societal and environmental

effects of our present and future activities”.
Section |l

This section deals with the presentation and arsabyfsthe data collected from various key
stakeholders of the company. It is based on théepth interviews, focus group discussions
and observations made during the field study. Bhkigtion examines the linkages between
company and its shareholders, employees, suppleistomers and local community. It

reflects how managers perceive their relationshijs stakeholders and vice versa. It also
describes the instrumental logic that governs didtages and relationships between the

company and its stakeholders.
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7.10 Shareholder Relations

As one of India's foremost private sector compani€€ has performed consistently since
the inception of the Company, and has rewarded stm@reholders with uninterrupted

dividends and issue of bonus shares from timene.ti

As trustees of shareholders, the board of dirediehgve that it is the key responsibility to
protect and enhance their wealth. Their primary eeigtions remain centred around

continued profitability and growth, communicatiamdanvestor servicing.

The ITC Chairman addresses and provides clarifinatito the shareholders at least once a
year at the Annual General Meeting to consider @mglove the report of the Directors, the
Annual financial statement with the notes and solethereto, declaration of dividends, any
other returns or resources intended for distribytidhe appointment of Directors,
appointment of auditors and other important mattezguiring shareholder approval. The
annual general meeting is the principal forum fref-to-face interaction with shareholders,
where the entire board is present. The chairmameadds the shareholders on issues of
relevance to the company and provides clarificatmshareholders on behalf of the Board.
The Board encourages open dialogue with all itsedt@ders-be it individuals, corporate or

foreign investors.

ITC has set up ‘Share and Debenture Transfer Caemhito approve share transfers on a
weekly basis. The processing activities with respeaequests received for share transfers
are generally completed within three working daysrf the date of receipt of request. During

2002 to 2011 the Committee met on an average ¢y tones to attend to Shareholder /

Investor complaints, queries and other correspareten Table 7.17 provides some

descriptive statistics regarding the Investor grimes redrassal situation in the company
during 2002-2008.

Table 7.17 Shareholder Complaints and Redressal (22-2008)

S.No Year Complaints Redressal Complaints
Received | done Pending

1 2002 294 294 0

2 2003 917 917 0

3 2004 274 274 0

4 2005 38 38 0
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5 2006 14 14 0
6 2007 13 13
7 2008 5 5

Thus, the company has maintained vital channelsoaimunication with the shareholders.
The company also takes periodic feedback from thareholders through shareholder
satisfaction survey. The survey covers a wide rasfggems, such as Transfer/ Demat of
shares, responses to queries/complaints, interagtith company/R&T Agent personnel,

guality and contents of annual report, promptnessdnfirming Demat /Remat requests,
guality of response, timely receipt of Annual Repquality of financial and non-financial

information in the Annual Report and overall quatf Annual Report.

During the field study, a manager in the in-houseestor Service Centre explains that the
company has been accredited with ISO 9001: 200#fication for investor servicing, share
registration and other related activities. The canyp also takes shareholder views on
conduct of the Annual General Meeting, timely ret@f dividend warrants, presentation of
information on Company’s website etc. He also ddteat ITC’'s experience and overall

rating of our investor service has been very gogat the years.
7.11 Employee Relations

ITC’'s human resource management systems and pesces® committed to create a
responsive, customer-centric and market focusedureulthat enhances organisational
capability and vitality. These unique employee egtwopositions which are supported by the
company’s strong corporate equity enable a sustangagement for the company.

The overall responsibility of managing human resesris the overall responsibility of the
Divisional Chief Executives, through the members tbeir Divisional Management
Committees, Human Resources and EHS Functions. &hgyre that employment and EHS
practices in all Units are in accordance with tk@egnance policy and statutory provisions
governing labour practices and decent work. Thep@ate Human Resources and EHS
functions are responsible for reviewing and updastandards and guidelines on labour and
EHS policies, employment practices, and for prowidiguidance and support to all
concerned.
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During 2010 to 2011, the company’s full-time direchployees numbered over 28,500 of
which nearly 2,278employees in the Leaf Tobaccaness were engaged on a seasonal basis
due to the nature of the Business. Out of this @B,6Bmployees, 12,000 belong to the
unionised cadre. The remaining are frontline swifervisory staff, management staff, lady
confidential secretaries and administrative assistaThe Company permits freedom of
association and does not discourage or discrimiagéénst employees who are members of
trade unions. The Company follows a policy of deglivith recognised unions and has a
robust collective bargaining process through whidtiscusses and negotiates monetary and
non-monetary aspects of employment impacting usemhi employees. Evidently, the
harmonious employee relations at all the operatinigs are a reflection of the Company’s
approach to employee engagement focussing on aboodltive approach and mutuality of

interests.

The birth of trade unionism in ITC has started 888, when workers at all the cigarette
factories formed registered unions. The presencevarkers unions were recognized at
Monghyr initially, later on followed by other fagtes. However, the management
acknowledgement of union was superficial, thus mamypns had remained only with title

but no weight. There were no productive reason#i@ir existence.

This protracted response from ITC'’s factory manageniad trigged serious response from
the workers unions, wherein representatives of tmits met in January 1940 at kiddorepore
cigarette factory. The workers unions had decidetbtce the management on the issue of
Union recognition and therefore staged a strikalirfactory locations of ITC. Eventually,
this strike gained political support and soon bezamviolent revolt against the factory
management. However, the four months strike hadapsdd after the government's
intervention. The strike was called off in view grfave situation that arose in the European
conflict. The central worker’'s council of ITC factes had extended the support to
management and promised to put forth all energytferdefence of India and the Empire and
for the efficient prosecution of war. In the Idtaties ITC, finally accepted the need to

confer both formal and real recognition to représgve trade unions in its units.

It seems extraordinary in the context of outstagdindustrial relations today and the
genuinely amicable relationship that exists at gméedetween labour and management that
union should have had such a hard time to gaingréion when they first started. The 1940

strike was an eye-opener to both management amdilab period when both sides took
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stock. While managers were forced to realize trerhahds of labour were to be taken

seriously, workers for the first time began to igrtiae the power of a union.

The company enters into Long-term comprehensiveagents on the whole contract of
employment of workers. The first such long-termesgnent was signed at the Bangalore
factory in 1952, and followed by all the other gniih the country by 1953. Job evaluation
was attempted at the Bangalore and Saharanpuriggcio the mid-fifties in consultation
with the unions. New wage patterns were introduoeprotect differentials, the battle cry of
the British trade unions, these were found dis tional in the Indian context and soon

discarded. Lessons learnt from one factory werestséed to other.

The table 7.18 provides information about the teeimdemployment in ITC and its Divisions
and SBUs.

Table 7.18 Trends in Employment in ITC and its Divsions and SBUs

SI.No. | Year Full-time  direct Seasonal Unionised
employees employees employees

1 2004 15692 NA 10605

2 2005 20362 NA 136570

3 2006 20000 2300 NA

4 2007 21000 2100 12000

5 2008 25000 2300 12000

6 2009 26200 2100 12600

7 2010 26200 2279 12600

8 2011 28500 2278 12000

The above table illustrates that, the newer buse®sand the growth of the traditional

businesses since 2006, have facilitated a significerease in net employment.

The company has organized several customisedrigasmd development at Corporate and
Divisional levels aimed at developing functionaghlvioural, leadership and management
capabilities. The company’'s learning and develogmaoproach had elements beyond
training, with the objective of increasing knowledgf systems and procedures, providing

opportunities for on-the-job learning, encouragamgployee participation, etc.
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A senior Vice President of HR at ITC PSPD divisignoted: “The on-going core

programmes were revitalised to reflect the emerd@agning and capability requirements.
Business HR teams work closely with the Corpordietébm in designing and implementing
Learning and Development initiatives. Employeenirag at the factory level is undertaken
after assessment of skills gaps or after evaluati@merging technology or skills needs. The

process is proactive and well- structured”.

In 2010-11, close to 110,000 person-days of formawhing were organised for employees at
various levels. In addition, on-the-job learningpofunities were provided to a cross-section
of employees supported by inputs from peers anérgug. The Company, on an average,
provided 2 person days of training per employedldd.19 illustrates the total number of

trainings provided across various categories, du2iv06-2011.

Table 7.19 Total number of Trainings provided acros various categories (20006-2011)

2011 2010 2009 2008 2007 2006

Employee
category
Unskilled 13750 | 12000| 9750 9750 5625 500(
Semi-skilled 37070 | 32352| 26286 26286 15165 13480

Clerical, skilled, | 21450 | 18720| 15210 15210 877§ 7800
and highly skilled
Management 31680 | 27648 | 22464 22464 12960 11520
Non-management 5610 4896 3978 3978 2295 2040
Total 110000, 96000| 78000| 78000 45000| 40000

7.12 Occupational Health and Safety

At ITC, primary importance is placed on the Occupal Health & Safety of employees.
This is ensured through strict adherence to CotpoEmvironment, Health and Safety

Guidelines incorporating best International Staddamnd Practices.

The company has also establisizanio accident systemsn all units. Any incident /accident
undergo detailed investigation for identifying roouses and corrective / preventive

measures.

The company achieved excellent results in safetjopmance during the period 2002 to
2011 . Over the years the number of Lost Time Aegwid (LTA) to ITC employees has been

brought down to 12, close to half the LTAs in comg@n to the previous year. Injury rate,
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the frequency of injuries in relation to total timgorked has been brought down
considerably. The injury rate has been consister@tjuced; an improvement of 44% in
comparison to 2009-10, despite significant growthall businesses. Table 7.20 illustrates it
below:

Table 7.20 Lost Times Accidents and Injury rate

Year Lost Times| Injury rate
Accidents

2002 33 0.22
2003 35 0.2
2004 27 0.17
2005 37 0.21
2006 16 0.09
2007 14 0.08
2008 20 0.09
2009 15 0.06
2010 23 0.09
2011 12 0.05

All the Units are provided with occupational heatthntres with adequate medical staff to
monitor occupational health and provide immediaiesf, when required. Also, at least 2%

of total employees in each Unit are trained to mevirst aid.

In 2010-11, over 12,430 employees underwent préxemiedical examinations, to identify

symptoms of any occupational illness and there weseoccupational related illnesses
reported from Units. Table 7.21 illustrates thaltatumber of preventive medical check-ups
specifically conducted in ITD, ILTD, PSPD and ABvidion.

Table 7.21 Number of Preventive Medical Check-upsonducted in ITD, ILTD, PSPD

and ABD

Year ITD, ILTD, PSPD, ABD
2002 689
2003 683
2004 899
200¢ 1157
2006 1220
2007 1200
2008 1462
2009 17260
2010 1620
2011 1864
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Similarly, the company remained committed to theiotss programmes and interventions
introduced in response to the serious threat pdmeddlV/AIDS. During 2010-11, the

company conducted 123 awareness programmes fantpéoyees and communities around
its units. The interventions covered a total 0985, people of which 13,306 were employees

while the balance were members of the local comtyuni

The descriptive statistics and information providaldove, gives a detailed picture of
workers-management relations in the ITC. Howeviesé issues are only limited to the
statutory aspects of worker-management relatiosshipd adoption of best practices. The
present study also examined the issues of corpg@aternance and its implications for
strengthening worker-management relationships. Tdasa has been collected through

interview schedule and focus group discussions tlighemployees and managers.

The study observed that the employees are govdmedset of certified standing orders and
also by the terms and conditions agreed to betwleerManagement and the Union in the
long term settlements that are negotiated betwsetwo parties and signed before the labour
commissioner. The long term settlements are ustiaily period of 3 and half years. They
are statutory, in the sense that, they fall witthia purview of the Industrial Disputes Act,
1947. The standing orders govern issues of disamind disciplinary proceedings. The long
term agreements govern wages, working hours, lgaeepotional policies, job descriptions,
crewing/manning of the various machines incentiy@eduction norms, work practices and
also lists likely changes in technology in the fetwhich could have a bearing on the

employees in terms of work load and work practices.

The HR managers interviewed across the divisiomseapthat the employee relations at ITC
are based on participatory management systems. géregive that employee representation
is essential and the relations with employees ased on mutual trust and reciprocity
between management and Union representatives. Maray has established a fairly good
system of relations with Unions and workers albasrthe units that are studied in the present

work.

The workers union representatives and workers atged that the labour relations in the
company are fairly satisfactory. During a focusugraliscussion with technical staff union,
workers union and staff union representatives a¢ thTD-Chirala Factory, the

representatives had quoted that “Company providesl gleal of benefits to the workers.

They look after the health and safety issues ofkess: If workers need any medical

211



treatment, company takes care of that. Companyigeswall possible health allowances to
workers. However, in case of their family membehg, company pays half of the cost and

remaining are to be incurred by the workers.

The elected representatives of the Union represerker’s issues before the management.
There are no ‘Workers Councils’ in any of the pédivisions that are covered by this work.
The workers described that management’s responsessues related to workmen is
dependent on how effectively the Union represergatiespouse the cause of the workmen
and how much pressure is brought about to sorbiositlve the issues. This is also dependent
on the subjective view of the Union leadership,ahkhinay at times vary with the opinion of
the worker (s) with a grievance. Therefore, worknegher individually or in a group may
directly approach/raise an issue with the managenbgpassing the Union. The ITC
management is not averse to this kind of appro@hbk. workers in ITD- Bangalore factory

said that management often encourages the sainpeiteives some advantage to itself.

Along with union office bearers there are certaommittees of workers that are also
recognized by the management. There are safety dtegerand Health committee, consisting
of operational head of plant and 2 workers represimes and 3 worker representatives and 3
management representatives respectively. PrioD8 these representatives are nominated
but post 1990 there were also been elected by wrléne workers Union representatives
have noted that these committees play a crucia ol strengthening management and

workers consultations and arriving at mutual cohsen

To reiterate, the HR policies and IR practices adepted related to workers issue and are
decided in terms of the long term tripartite agreets. These Memorandums of Settlements
or LTA govern employee management relations ara \way guide the course of action for

the period of 3 to 4 years. The collective bargajrsystems are built on fairness and slight
approach. There is an enterprise level bargaingstem and central bargaining is not found

in ITC.

At ITD-Bangalore factory, the Long Term Agreementrge based on productivity. These
agreements specify the productivity index alonghwitage improvements. Companywide
system of "Productivity Based" annual bonus schearespracticed instead of traditional
profit related bonus. According to these schemegzafiuctivity index goes up wages also
goes up in the same fashion. These LTA consishmughing patterns, job incentives, job

descriptions, job responsibilities, personnel pe$ic bonus, etc. Both management and
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unions discuss on the issues included in LTA andually accept and abide by that. The

workers at ITD-Bangalore factory expressed thasehagreements would help to increase
productivity of the firm. As productivity increasisere is a subsequent increase in wages of
the workers. So this leads to mutual benefits -dpective increase for management and wage

increase for the workers.

The workers were informed about the changes regardiork environment and other key
changes taking place in the factory and in the alverdustry. At ITC-PSPD, Bhadrachalam
factory, the management has recently taken inigatiby installing notice boards in the
factory premises where they display cuttings, atigp of changes in paper industry, etc. The
company keep workers informed about changes imtdogy, developments and changes in

industry, induction of new technological equipmeets.

The workers at Bhadrachalam plant also describeidttie Unions would be consulted before
any changes in the technology and work environmétitskers voice must be heard before
introduction of new technology in the plant. Theydmoted that while installing thé' paper

machine, workers were asked to express consenthéomnew technological development.
Workers thus always have a right to express thews and bargain with management in this
regard. Workers bargain with the management reggrttie issues like number of workers
per machine. The management also see that aveuag®en of men to machine prevails even
with the introduction of new machinery. They welsogprovided necessary training to work

with new technology implements.

A senior worker union representative, expressedl wWwakers have right to express their
grievances with regard to changes in work enviramsieHe noted that there was large scale
resentment from workers when factory shifted froox@©wn to Devanahalli in 1998. The
management addressed workers issues of transpartatd subsequently increased wages to
workers. Thus, workers have always given right tic& and express grievances in this

regard.

A general manager at ILTD-Chirala factory has ndtext the company provides opportunity
for workers to express their interests regardinglgss, men per machine, etc. when the new
machine is incorporated. The company also providesing to workers and equip them with
skills before the installation of the new machinaiorkers are sent abroad many a times to
acquire new skills to deal with ever changing tedbgy. An assistant HR Manager at ITD-

Bangalore also expressed that though approval dkewas important with regard to certain
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key issues but the range of these issues are aghjacted to management’s discretionary

power. Management does acknowledge these isswesrkérs interest.

The company fosters a culture of openness to thikesm It considers workers are central to
their business of creating a competitive brand2®5, the company carry out employee
involvement survey and notably ITC is the first dneconduct this survey in an organized
unionized industry set up. A workers union représtre in ITD-Bangalore factory said that

the factory production was even stopped for a dagriable employees to complete the

survey.

The company does deal with a fair amount of opesnéth the Employees. ITC recognized
that the artificial barrier of "workers" and "marag’' needed to be diluted, and was an early
company that started to reward and promote largaebeun of workers to managerial levels -
for growth from within. A senior vice president bR in ITC-ITD commented that with
regular sharing information and plans with uniotBe company reduced "we-they"

differentials, and gains of productivity sharingchme an accepted principle.

The data collected from the field illustrated thaeanagement fosters transparency in
providing information to employees regarding chanigethe business environment, through
in-house Magazines, Notices, and Newspaper cligpiigplayed in the notice boards, and by
the word of mouth, through communication from Slkiop+ level Managers. Union
representatives in ILTD-Chirala factory added ttieg management at times use the Union
leadership (if willing) to disseminate the infornoet. Most of the information passed on is
“alarming” in nature and tries to give the impressthat the industry is under constant threat
and of impending doom. They feel that it is cleydoy of the Management to use
‘Transparency’ to lower the expectation of the ‘Hoyees’ in terms of wages and other

benefits/amenities.

The study also observed that concept of ‘Employeg@dverment’ was not just a slogan, as
there has been a lot of activity in this directiom,terms of making workers part of the
decision making process in the production processelsother issues in the company. At
ITD-Bangalore factory, the workers involvement isimy brought about by conducting
‘Kaizan Workshops’ in which the Employees are naated to participate. Workers also
stated that the company has also been holding ddiope like ‘innovation to
implementation’, both intra-factory and inter-fagtovhere employees are encouraged to

give their ideas and implement them in both thedpotion and non-production processes.
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Similarly in ITC-PSPD Bhadrachalam unit, the mamaget is encouraging workers to
participate in decision making through Total Prddity Maintenance (TPM) and

implementation of 5S production techniques. Likentise study also observed that in ILTD-
Chirala Unit, the management encourages employeigipation through Alochana schemes,

Kaizen workshops, Group meetings and creation @fgss implementation teams.

However, the workers perceive that these efforts raminly directed towards improving
efficiencies and reducing costs to the companyii®ct participation and involvement of the
employees. However, the company spares no expengesikind of activity, since in the
long run the savings towards cost to the compaany,be huge. Union representatives at ITD-
Bangalore factory criticized the ad-hoc and neeskbaraining support to the technical staff,
and said that there is no structured effort indinection of investment in improving skills of
employees. One senior trade union leader quoteédgbdar as considering the Employees as

key constituents is concerned, there is more ligise to this concept than reality”.

The study also observed that there are no stodkrapavailable to the employees in ITD and
ILTD divisions. However, in ITC-PSPD some employdesdd shares of the company,
however it was on their individual capacity andythee in possession of these shares through

investment in the stock market.

Importantly, most workmen are unaware of the eristeof the Corporate Governance policy
of the company. Only a handful may be aware thelht sudocument or policy exists. Majority
of workers have expressed that though company pesnopenness regarding issues of
labour management and bargaining systems but i$ do¢ really generate awareness of
Corporate Governance. The workers across the dnssioo, are not really bothered about
the Corporate Governance practices in the complingy pay less attention to policies of

Corporate Governance, Sustainable developmentraptbgee empowerment.

The management maintains a categorically differsiand and said that workers have
benefitted by governance framework. The Board ofe€bors oversee the key human
resource developments in the company and providategic direction to management with
regard to workers issues. A HR manager explainatl dne to new corporate governance
developments at the company, they need to obtairoggl from the line director or DMC to

remove any fulltime employee of the company.
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On the whole this represents a stable industriatiom systems and mutually enforceable
relationship between ITC management and workerendgdide, it has been observed that
employee and management relationships vary adnesgnits studied in the present research
endeavour. The study observed that employee refdtips at ITC-ITD Bangalore Unit are
marked by the presence of active unions and matumazh-management bargaining systems
based on productively agreements. Similarly, in -HEPD Bhadrachalam plant, the
employee and management relations are distinctivath cooperative ties, informality,
moderately active unions and community wellbeingelvise, the employee relations in the
ITC-ILTD Chirala unit are based on conventionalusttial Relations and prevalence of craft
based unionism. The workers unions are moderatetivea and cooperative ties are

established with management due to patronism amdparent relationships.
7.13 Community Relationships

The community engagement process has evolved od@rygars of the organization’s

existence, based on mutual trust and respect deelover the years. ITC managers who
were covered in the sample of the study believed their corporate strategy embraces
societal development as an integral part of wealdation for stakeholders to ensure long

term sustainability of its businesses.

All ITC units covered in the study continuouslyardact with communities surrounding their
operations. Community need assessment surveysrbyatent agencies are conducted in and
around the operating units and for green field oty to understand the stakeholders’

expectations.

ITC's sustainability efforts are augmented by itedidated programme ‘Mission
SunehraKal’, a prime vehicle for implementing sbadievelopment initiatives. Mission
SunehraKal empowers rural communities by helpirggmttadopt sustainable practices that
enable them to be economically competitive andadlgcsecure. These endeavours are aimed
at (a) diversifying farming systems as a strategy Sustainable agriculture and climate
change mitigation by broad-basing the farm basedliioods portfolio of the poor and (b)
expanding off-farm income opportunities to reduee tdlisproportionate dependence of rural
households on land. This deep engagement with oaimunities has enabled ITC to

contribute to the creation of sustainable liveliti®dy building community assets.
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The company identified that social forestry, intdgd watershed management, livelihood
support, as well as Infrastructure needs, healtisafitation, primary education, women
economic empowerment and skill development areptiwity concerns raised through the
need assessment surveys. Based on this, varioual soterventions are planned and

implemented. The details are provided in the foilmppages of this chapter.
7.13.1 Social & Farm Forestry

ITC has institutionalized its intervention by ciiegt village-level natural resource
management committees comprising local farmers. 2002 — ITC's afforestation
programme has resulted in the planning of 20 nmilsaplings. Till 2006-07, under the ITC's
afforestation programme, 119 million saplings h&e=n planted. In a span of 15 years,
nearly 318 million saplings have been planted irfD@@ hectares, generating employment
potential for 7,60,000 people. By 2009-10, 100 ignllsaplings were planted over 100,000

hectares of private wastelands, benefiting 1.2ionilpeople.

The study has observed that ITC-PSPD Bhadrachalaitnhas been implementing this
program in 5 mandals of Khammam district. The dbnshas been working with a NGO
partner - SINARD, to identify poor tribals with wakands and organises them into self-
supporting forest user groups. In the Kottapalld ahalamadugumandal of Khammam
district, ITC-PSPD along with partner NGO haverigl the user group leaders to follow best
silvicultural practices to grow high quality timbes a viable cash crop, and other local
species that meet domestic, fodder, fuel and rartriequirements. ITC-Bhadrachalam unit
provides a comprehensive package of support anehgixin services to tribal farmers in
terms of loans, land development, planting of seyslj plantation maintenance, marketing
and funds management. The social development mahagedescribed that ITC is helping
the farmer produce a quality that attracts the pese. After the first harvest, the farmer
returns the loan to his forest resource user grompthe process, creating a village
development fund large enough to sponsor aspiiim@per growers or meet other village

development needs.

ITC provides valuable extension support to farmbys teaching tribal people about
silvicultural practices. ITC also donates high-giah, disease free clonal planting stock
developed through Tree Improvement research @hedrachalam unit. Inter-cropping on
plantations also encouraged to ensure income toei@r during the gestation period of these

plantations.
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At the heart of this comprehensive greening projast explained by the deputy manager
Plantations and R&D, is ITC's state-of-art reseacentre, which has been consistently
striving for productivity improvement of severagér species in order to give attractive land-
use alternatives to traditional farmers and Tripgpulation. So far 107 high-yielding, fast-
growing and disease-resistant ‘Bhadrachalam' clohE&sicalyptus and 12 clones of Subabul
have been produced on a commercial scale with ptovity more than thrice that of the
normal seedlings. Table 7.22 illustrates the sigaift milestones achieved in this community
development initiative.

Table 7.22 Community Development Initiatives

2008-09| 2009-10

Coverage

No. of Villages 454 480
No. of Beneficiaries 16061 19376
Plantation Area (Ha) 14360 16471
Economic Impact

Harvest Area 1766 1860
Income to farmers (Rs. in lakhg) 814 850
Village Development Fund 78 90

The social forestry initiative has not only enabtéeé ITC Bhadrachalam unit to procure
timber exclusively from sustainable sources but denefitted 1.2 million people through
incremental employment. Additionally, it helps fsteonservation by reducing pressure on
public forests. Apart from the obvious benefitsrafreasing the forest cover, this effort also
directly contributes to in-situ moisture conseroafi groundwater recharge and significant
reduction in top-soil losses due to wind and watesion. The tribals also said that they now
have increased access to their own biomass und®s Jocial forestry programme, which

helps to meet most of their in-house fuel wood mreguoents.
7.13.2 Integrated Watershed Development Programme

ITC-ITD, Bangalore factory has initiated a compnesige watershed development
programme in Chitkala, Dodjala and Betalsur villpgechayats in Bangalore Rural District,
Karnataka with an objective to soil-water retentamd the reversal of land degradation. In

partnership with Govt. of Karnataka, ITC is helpimgild cost-effective percolation tanks to
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protect farmlands from acute moisture stress amh Isioil erosion. The company have
formed village-level water user groups, and engagedcapacity building, planning,

implementation and maintenance of micro watershefgts.

ITC's watershed development project seeks to aehigvo critical objectives: water
conservation and soil enrichment. The company esabhter shed committees to plan and
build water harvesting structures like contour sjrcheck dams, percolation tanks and farm
ponds. Trained farmers use their knowledge of énmin to identify locations for building
water structures and develop the related microspl&aFC contributes 75% of the cost, the
balance 25% being mobilised by the user groups. ridiesilt excavated from percolation
tanks is used to enhance soil fertility. User gsouwpise regular contributions from the
farmers to meet the maintenance cost of these watgesting structures. So far ITC's Soll
and Moisture Conservation Programme covers 31,@t6ahes of rain fed agricultural land
and generates employment during the lean seasd®is I&onservation projects include
construction of surplus weirs to channel water ffomm percolation tanks and excavation of

farm ponds for rain water harvesting.

Table 7.23 Integrated Watershed Development Programe

Activity Unit | 2008-09 | 2009-10 Cumulative
till 2011

Coverage

Area Treated Ha 22349 28301 39169

Critical irrigation area| Ha 21492 22993 25330
Total watershed area Ha 43841 51294 64498

Command area

Minor Structures No. 1587 1755 1983
Major Structures No. 948 1058 1246
Total Structures No. | 2535 2813 3229

The programme manager had described that the contpas built 1782 small and large
water harvesting structures which caters to irrigabeeds of over 16,500 hectares of land in

Andhra Pradesh, Karnataka and Tamil Nadu.
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7.13.3 Livestock Development

ITC is assisting farmers to crossbreed their lowk+yielding cattle with high-yielding breeds
to significantly enhance the milk yield. The ITGyported Artificial Insemination technician
provides doorstep service to the farmer, helpingdpce high milk-yielding cross breeds
India has the largest cattle population in the diorl

ITC-ITD Bangalore unit, ITC-PSPD Bhadrachalam uhiffD-Chirala Unit has spearheaded
Livestock Development programme in a systematic teaincrease milk yield, among the
local communities with appropriate extension angpsut services. In collaboration with
BAIF Development Research Foundation, a nationalONGpecializing in livestock
development, ITC assists small and landless farttersoss-breed their low milk-yielding
cattle with high-yielding breeds like Jersey andldtiin-Friesian. The company has
identified diploma and degree holders in agric@ltand animal sciences among the local
community and encouraged them to become para-weorker artificial insemination
technicians to enhance livestock management skiltaral areas. These technicians provide
service to the farmers’ right at their doorstepC ldlso promotes low- cost "complete feed,"
helping reduce the pressure on invaluable foresiuees and pastures. The following are

some significant results achieved by the comparifigisocial development initiative.

Table 7.24 Livestock Development

Activities 2008-09 | 2009-10 | Cumulative
till 2011

Cattle Development 121 161 210

Centres

No. of Als 277054 407609 574987

No. of Cross breed calves 68352 104233 151284

Vaccination & Health NA 177701 216313

The manager, social development initiatives in ls@xpressed that ITC targets to increase
yields 7 to 9 times from the current levels. Heoadsid that dairy farming requires low
investment and has the potential to create atWactivelihood opportunities for the
economically challenged sections of rural Indiapvied livestock can be genetically

upgraded through systematic and scientific animabhndry.
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7.13.4 Women's Empowerment

ITC believes that economic empowerment of womemsfiams them into powerful agents of
social change. ITC's interventions leverage micemit and skills training to generate
alternate employment opportunities. The Increasewme in the hands of rural women
means better nutrition, health care and educatonhieir children. The study observed that
all three selected divisions have been partneratl warious NGOs, to organize village
women into Self Help Groups or Micro-Credit groupbese group members make monthly
contributions to create a savings corpus which ddod used to extend soft loans to group
members, thereby eliminating the stranglehold & libcal moneylender. The system of
mandatory contribution further strengthens thersgavihabit, leading to capital augmentation

among the poor families.

ITC provides training to group members to handlekiaccounts and understand the nuances
of government development programmes. These empowgroups function autonomously
and take their own decisions, including sanctiotoahs to fellow-members and collection of
repayments. The company provides further supposutih seed money for self- employment
activities to well-managed micro-credit groups wiih default records. These venture funds
provided by ITC have already spawned hundreds ohevoentrepreneurs. This is illustrated
in Table 7.25.

Table7. 25 Women Empowerment Initiatives

Activity | Unit | 2008-09] 2009-10

Micro credit programme

SHGs (Cumulative) No 1023 1035

Members (Cumulativi | No 1061 1427¢

Savings (Cumulative) Rs. in Lakhs 185 179

Livelihoods

Self Employed No. 18428 23797

Micro Enterprises No. 425)7 5898

Credit

Internal Loans Rs. in Lakhs 198 306

External Loans Rs. in Lakhs 300 398
No. of

Skills Training womer 187i 2472

The study observed that earnings of SHGs range Rsn70 to Rs 150 per day which not

only supplement household incomes but also sigmtiy enhance their self-esteem. ITC also
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conducted skills training to enhance employabiliihese SHGs are engaged in Pickle-
making, fish-processing, vermin-composting, spicecessing and agarbatti-rolling in rural
areas and chikankari, garment-sewing, driving aoohputer-aided secretarial training in
semi-urban areas.

7.13.5 Primary Education

The study also identified that all the Three IT@igisions and units provides critical support
to state- run village schools, improving schoolldings and supplying books, satchels and
uniforms to students. The ITC's education suppatiatives are aimed at overcoming the
lack of opportunities available to the poor. ITClikees that the extensive network of
government-supported schools must be made moeetie to children. Various units of the
company, therefore provides critical support taestaun schools to maximize enrolment and

minimize dropouts.

The ITC-ILTD and ITC-PSPD community initiatives Inde improving school buildings,

constructing toilets, providing electricity connieats and supplying fans and lights. The units
also provides students with uniforms, satchelstauks. ITC has financed the establishment
of Supplementary Learning Centres to help pooresitglcope with their lessons and improve
their scholastic abilities, thereby preventing dnofs. This programme also benefitted
educated local youth who serve as tutors at thestres. Table 7.26 illustrates the various

types of initiatives undertaken by the company.

Table 7.26 Primary Education and Health & Sanitation Initiatives

Cumulative till
Activity 2008-09 | 2009-10 | 2011
Primary Education
Learning centres 18856 2380 2523
Rural Libraries 304 304 357
Roaming Laptop 196 260 315
Govt. schools infra support 339 577 741
Children covered 183457 228872 353865
Health and Sanitation
Sanitary toilets NA 2937 3220
Backyard Horticulture NA 23614 23614
Health camps NA 309 314
Beneficiaries NA 21780 22819
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The company has partnered with many NGOs to conthaxther training programmes to
raise the standard of teaching in government rimgry schools. ITC also helps NGOs to
organize summer camps, sports and other extracalari activities as part of the overall
development inputs for children. The dramatic inyerment in the academic performance of

these children has made such centres very popitlaparents in the field area.

Thus the company has been engaged in Communityl@@aent through capacity building
/strengthening local institutions, village level des, Self Help Groups, supplementary
education programs, training, awareness createqgraty building measures, infrastructural
support etc. This reflects the significant role tfe corporate organization and its
commitment to the society. This not only refledte tsocial role of the company but also
highlights the new era of collaboration betweervaie business, government, people and
civil society organizations. The study also obsdrtleat strategic collaborations constitute a
win-win situation for both the company and NGO @nmis of aligning its vision, objectives,
core values, and to formulate action agenda fotathable Development. The framework of
ITC’'s community development interventions are riglgrounded and provide an alternative
methodology of social responsibility. Unlike phithropic activities this model lays greater
emphasis on participation, long term sustainabgibd up-liftment of community through
collective efforts. This is indeed, a positive \@hddition to the company image and position

in ever changing competitive landscape.
7.14 Farmer (Supplier) Relationships

Since ITC’s principal raw materials are agri-badadners have always been an integral and
important part of our value chain. A large partBE’s R&D efforts are dedicated to provide
expertise and support to improve agri-quality amddpctivity. ITC has partnered with
farmers not only to procure customized and quahty materials, but also to ensure them

better price, assured markets and improved prodtycti

The farmers are an important value chain partnefTiG and the company continuously tries
to engage with them through a large gamut of iretions. The study covers at length of one
such intervention, namely E-Choupal in Madhya Psadnd Maharashtra.

The E-Choupal was introduced by ITC in June 200@sdo set up a direct link with rural
farmers for procurement of products like soybeamiseat, coffee, oilseeds etc. which it

requires for the ITC-Agri Business Division. Pritw this intervention, ITC-ABD have
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bought soybean from traders (operating in the n®grahd processed the beans to produce
edible oil for sale in the Indian domestic market OC (de-oiled cake) for export. Since
ITC-ABD did not have any direct contact with thenfeers, it commissioned certain traders
(called commission agents) to buy soybean frormihedis on its behalf. The company was
dependent on its agents' knowledge about localdesrand their produce. During the field
study ITC procurement managers revealed that thrtion of quality undertaken by the
agents made the company to pay a high price fowar overall quality of soybean, which

upon processing yielded less oil and more contaedhBOC.

Given the backdrop of these problems, ITC took ithigative to introduce E-Choupals
through which the farmers could directly negotiie sale of their produce with the company
without further involvement of intermediaries. Aarpof this model, ITC-ABD provided a
PC to every large village (or to a cluster of serallillages). It has enabled these farmers to
check market prices of their produce and sell & &avorable price, bypassing the traditional
‘mandi auction system’. The farmers were able traase their profits, and the same time
ITC was allowed to procure at a lower cost by atiating the logistical inefficiencies. This
electronic market place - E-Choupal offered farmemsl village community five value

creating services:
* Information: regarding weather, market prices reldanguages
» Knowledge: on farming methods specific to crop eegion
» Purchase: farmers can buy seeds, fertilizers,qiess
» Sales: farmers sell their crop to ITC centers erltital market
» Development work: for NGOs, SHGs etc.

Through E-Choupal, farmers can use the computeiceess daily closing prices on local
mandis, as well as to track global price trends or fimdormation about new farming
techniques - either directly or, because many faesnaee illiterate, via theanchalaks. The
farmers in the Sehore district of Madhya Pradeghtis e-Choupal to order seed, fertilizer,
and other products such as consumer goods fromolTi® partners, at prices lower than

those available from village traders.
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The innovative idea thus, provides farmers a unigggerience through information access
and interactive applications to co-create valuesTiso had opened a two way distribution
model that connects farmers to end consumers ar@G-bbmpanies with rural markets. The
ITC's 6,500 e-choupals network has already reachedillion farmers across 13 states
covering 40,000 villages — making it corporate &slimost ambitious rural ICT initiative

ever.

The benefits of E-Choupal are multidimensional. iDgrthe study, extensive discussions
with ITC officials and farmers were conducted taalgme the benefits of this Web based
supply chain model. Many Farmers have revealedttigt have been benefited from more
accurate weighing, faster processing time, proragtments, and accessibility to a wide range
of information - including accurate market priceolwtedge, market trends, which help them
decide when, where, and at what price to sell. Yadase farmers are selling directly to ITC
through an E-Choupal, receiving a higher price ttogir crops than they would receive

through the mandi system, on average about 2.5%ehigrhe total benefit to farmers

includes lower prices for inputs and other goodghér yields, and a sense of empowerment.

Thus began in the year 2000, experimentation wittyaSprocurement, the ITC-ABD

however then applied for Wheat sourcing in 2001 @oaffee and Shrimp in 2002. The E-
Choupal movement grew at an impressive rate fro0220 2007 adding 30 new villages
every single day. Today E-Choupal covers a netwbik 500 choupals in 13 states covering
40,000 villages and 4 million farmers. The E-Chdupevelopments can be categorized in

five well-thought out phases.

* Phase I: Choupal Model — Procurement model — Saan,bWheat, Shrimp and
Coffee.

* Phase II: Platform for trading Agricultural commbels and FMCG flow into rural
markets.

* Phase lll: Choupal Sagars- Rural hyper marketslath to the Warehouses and
Procurement hubs in the supply chain

* Phase IV: Choupal Fresh — linking directly to markeom Farms to Urban markets

* Phase V: Services- Health care, Education, InserdBadsovernance
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During the personal interview, the chief executiyéTC-ABD noted that over the years ITC
E-Choupal has gone through three stages of evalutiostarted with a sourcing strategy
(supply chain management) then became a sellirgegly (marketing) which eventually
resulted in an engagement (value co-creation) mddetéach of these stages, ITC had to

build even more sophisticated IT systems and aoalyt

The study also observed that the average priceydfesin in the mandis have increased by 1-
3 percent after the introduction of the E-Choupdélse soybean growing farmers also noted
that the increase in price triggered increase énaverall quality of soybean over time. The

company officials said that the oil and protein teon of the seed has increased over the 5
years, attributing to the information disseminatipnE-Choupals on farming techniques and

weather forecasts which led to an improvement wbservable aspects of quality.

However, the ABD managers described that the imatedbenefit to ITC through this
intervention was the improvement in procuremenicigiicy of soybeans resulting from the
creation of a direct marketing channel and a redudh its transaction costs. The presence of
a hub, however, is likely to exert two opposingcls. On one hand, direct buying by ITC is
expected to divert a part of the sales away froenntlandis, leading to an upward pressure on
price, the Competition effect. On the other hawtkrdific testing of quality performed at the
ITC hubs might induce farmers to put downward pres®n the price offered in the mandis,
the Composition effect. If farmers with good quabkbybean have a greater tendency to sell
directly to the private company, the effect of theb on the mandi price is a priori
ambiguous, and is ultimately an empirical questibme study also revealed that the traders
are losing some of their traditional monopsony poaed facing a shrinking market. The
farmers explained that on numerous occasions theg had arguments with the local traders

in the agricultural mandis.

The ITC initiative is part of an overall institutial change in the supply chain &marketing
environment. Thus a change in the procurementegtyatf ITC-ABD has had significant
spillover effects on the movement of prices acrgscultural markets in Madhya Pradesh

and Maharashtra.

Similarly, the ITC-ILTD, which has pioneered thdtoation of Flue-cured Virginia tobacco
in India, has built an enduring partnership witlvesal thousand farming communities in
Andhra Pradesh and Karnataka. This partnershipestlwark of ITC’s core initiatives in

sustainability.
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The division has been actively engaged with farmeard collaborated with key public
institutions such as the Tobacco Board and ther&@lembbacco Research Institute (CTRI).
The R&D at ILTD has steadily upgraded through inye varieties, upgraded crop and
curing practice and post-harvest product management

The division established cooperative ties with farsnthrough extensive networking and
information sharing. The division has strengthemgdelationships with farmers through day
to day crop development activities to assistingrthet the auction platforms. During the
study a senior marketing manager explained thatctrapany staff, specially the crop
development team to buying team provides assist@Enta@mers to enhance the crop quality.
The study also noted that farmers are also orieoteccustomer value creation through

elimination of hazardous Non-Tobacco Related Matetiring the cultivation.

The tobacco growing farmers interviewed in the Bsilam district, revealed that the
company managers provide inputs to them on Intedrearm Management, Integrated Pest
Management, Integrated watershed development, \¢atie etc. to create sustained value
in farming activities. They indeed referred ITC-IDTas “Talli Company” (Mother
Company). They said the company has provided thraming, assisted in post harvesting
storage facilities, modernized the tobacco curiagnd and introduced them to sustainable
agricultural practices in tobacco cultivation thatreased their yield by 30%. They also said
that there were instances in the past, during tiverae market scenario and at the time of
fallout of tobacco prices, the company had comthéwr rescue, supported them with better
prices for their yield.

7.15 Customer Relations

The company primarily focuses on understandingotost’'s needs and aspirations and
meeting consumer satisfaction by creating prodantsservices of a high quality along with
cost competitiveness and on time delivery therebyetbping strong long-term customer

relationships.

The study observed that all three business divésitave various mechanisms to capture the
needs and expectations of the customers througketaurveys, personal contacts/ visits,
events, customer satisfaction surveys, joint degraknt & improvement projects, key
account management etc. the following reflectiomshe customer relationships are based on

the discussions with the marketing management sdiC-ILTD division in Guntur.
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ITC-ILTD have global footprint in delivering prodiscand services across the scale and
scope of Indian tobaccos. The division perpetualigages with customers, helping them to
take informed decisions, by providing key inputgstsias progress on the crop and market,
price movements, market dynamics and opportunifiesenior marketing manager described
that periodic crop report which ITC sends to itstomers is perhaps one of the most
recognized, authentic and eagerly anticipated dectinThe division is also engaged with
many global buyers in collaborative initiatives sp@g crop development and extension

services, R&D, processing, logistics and socigboesibility.

The division practices a unique concept of dedt&y account management, wherein each
customer / market is handled by one individual witd support of a team which is adept in
operating in global markets. A key account manadgdi. TD noted that the division has a
mandate to deliver products and services in liné wiustomer expectations, and responding
to their needs with a minimal lead time. The dwisitakes the customer feedback through
customer satisfaction survey which rates the perdmice with regards to efficiency, product

and process quality etc.

The division also nurtures the customer focus a&cthe organisation. The employees are
sensitized on positive customer orientation duthmg workshops and also at the shop floor
meetings. Before the commencement of the seaserexiport team visits the plant to conduct
orientation programmes for the workers on the bakigrevious year’'s customer feedback.
The workers are clearly instructed to eliminateh&.R.M during the work process which is

a step to enhance customer satisfaction.

The customers of ITC-ILTD are fairly satisfied withe relationships and management
practices of the division. During the personal dgsions, a senior Vice-President of
American Merchant Tobacco company which exportsite chip clients in US, Middle East

and Japan, noted that ITC-ILTD is an extended priter for customers. Every month the
division shares information regarding markets, crdg@velopment initiatives, research
activities, price trends, demand and supply cooa&iwhich have been extremely useful.
Besides that the agronomy practices of the divisom best of its kind that enables the

customers to have long-term relationship.
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This chapter has provided the empirical findinggarding the Corporate Governance and
Stakeholder relations and next chapter bringsmisummary and conclusion of the present

study.
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CHAPTER 8
Summary and Conclusions

This chapter puts forth the findings drawn from émalysis of a wide range of data presented
in the earlier chapter. The primary data forming llasis of this study has been derived from
the responses of the employees, managers, locamooity members, suppliers and

customers. The present chapter is divided into paxds namely summary of the study and

conclusions.
Part |

The part | bring together three central themeshefdtudy. Firstly, it reviews the Corporate
Governance Policy and Practices of the selectegpaagnduring the study period. The study
however, emphasized that these practices are hyeams faultless. The governance practices
have been and will continue to be, criticized bhapy stakeholders — employees, investors,
customers, suppliers, communities, and others fiora to time. But the experiences of ITC
and its divisions reveal efforts undertaken to lbeeanore effective in their interaction with
their stakeholders and thereby attribute specifeanng to governance and stakeholder

management.

Secondly, this chapter describes the key findirfgthe study, emphasizing the descriptive,
instrumental and normative aspects of corporateg@nce at ITC and its implications for
better stakeholder relationships. The chapter am$inking of data to the propositions
developed at the outset of this research studyjasidy / negate the descriptive scenarios,

which were illustrated in the first chapter.

Thirdly, the chapter examines the implications bé tcorporate governance policy and
practices at the case company in terms of its adges, disadvantages and future

possibilities.

To reiterate, the present study is primarily a gtoflthe particular case company in terms of
its nature, historical background, physical setamgl understanding of corporate governance

and stakeholder relations in the context of orgational, capital market and product market
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environments. The study is a mix of exploratorysatgptive and explanatory design (though
largely based on descriptive method) to understahdt is the meaning of corporate

governance, how managers perceive about managimafid stakeholders interests and how
specific stakeholder relations lead to strategitcames that are essential for competitive

advantage for the firm.

The study noted that the Corporate Governance Ydithe apex level instrument guiding
conduct of the affairs of the Company. The core grevware divided in a manner to uphold
functional dependence, delegation of powers andntamiaing a right balance between

freedom of management and accountability to shidehsa

The study revealed that the company has transpahameholding distribution, wherein the
major shareholders are clearly identifiable. Thstitational Investors and parent company
controls major shareholding whereas ‘Private CafmBodies’ hold a very small portion of

ITC’s shares, and there is no apparent evidenceosk-holdings.

The study also noted that ITC follows a three-tjevernance structure, which incorporates:
1) Strategic Supervision by the Board of Direct®©D), 2) Strategic Management by the
Corporate Management Committee (CMC), and 3) ExeelManagement by the Divisional
CEO assisted by the Divisional Management Commitidee role, responsibilities, and
delegation of powers of each of these committeeslearly defined in the Corporate
Governance Policy of ITC, and adhered to rigorau€ly an average, at least one CMC
meeting is held every month. The data also revetilatithere have been occasions where
several CMC meetings have been held within a stmaih of time, typically to discuss the
business plans of each division. The agenda pafoergach of the meetings provide
extensive details on each of the issues, and pajiggelines are referred to for every
decision. In addition, the Board is kept informefdai major activities. The information
supplied is comprehensive and is quite relevargbment and presented to support decision-
making. Overall, the decision making process at i§ @ell structured, with the delegation of

powers being adequate.

The analysis revealed that ITC’s current BOD cdesid 16 members. Four of them are
Executive Directors (including the Chairman), twepresent BAT, and the balance ten is
Non-Executive Independent Directors of whom 6 memmbepresent Financial Institutions as
Nominees or representatives. The frequency of Baadtings, timeliness of circulation of

agenda papers, and quality of presentations matletboard in the case of critical issues,
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are transparent and facilitates board-level detisimaking at ITC. However, a careful
observation of the composition of Board of Direstoreveals following interesting

dimensions.

The company broadly categorize Non-executive Dimsctwho represent the Financial
Institutions as Independent Directors. This is jtree much so that Nominee Director
appointed by an Institution, which is a Pubfimancial Institution as defined in Section
4A of the Companies Act, 1956 or a corresidog new bank as defined in Section 2(d)
of the Banking Companies (Acquisition and TransfeUndertaking) Act, 1970, which has
invested in shares or lent money shall be treateén Independent Director. However,
independence of these Nominee Directors is a quedile assumption, as they effectively

represent their own institutions on the companyrt®a

The presence of Institutional Nominees is certaihly most distinctive feature of the Indian
Corporate Governance system. Banaji and Mody (28@i4Jy on Corporate Governance in
India has criticized the Nominee Director systerd &t that there was no point in having
Institutional Nominees if they were not effective.contrast, the Nominee Directors in ITC
played an active role, especially during the tih€orporate Governance issues in 1996-97,
wherein they had supported the ITC’s Indian managgrto successfully counter BAT's take

over plans.

In addition to that, ITC Board meetings always c¢des a Statutory Compliance Report
signed by each of the Divisional/ SBU Chief Exewesi and Divisional/ SBU Financial
Controllers. The board also review the quarterfyorefrom chief executives of subsidiaries,
covering key business trends, status of borrowisgsitegic investments, and update on
important developments and performance. Accordinth¢ study, ITC’s Board of Directors
lays adequate emphasis on issues like monitoridgeaaluating strategy, ensuring adherence
to legal requirements, monitoring division-wise fpemance, and determining remuneration

for key Managers and Directors.

ITC has five Board Committees in operation: Audan@nittee, Compensation Committee,

Investor Services Committee, Nominations Committee Sustainability Committee.

Apart from the statutory functions, the study rdedathat ITC's Audit Committee also
emphasises “Systems Audit” which evaluates thetexi®, adequacy and effectiveness of

systems and control mechanisms, compliance withutsty provisions, quality of
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assets/quality of profits, nature of risks, andligpaf risk management systems. The Audit
Committee also approves the annual audit coveragkeodivisions and strategic business
units (SBUs), which is a major positive step in tBempany’s Corporate Governance

practices.

The data illustrated that ITC's Board Committeesnpty with the Statutory and Non-
statutory recommendations governing the composérahfunctioning of Board Committees.
Significantly, ITC has gone beyond the mandatoyurements, and in fact, some of its
Board Committees, like the Audit Committee, werenfed much before they were made
mandatory. Similarly, the presence of SustaingbilEommittee, also illustrates the

company’s commitment to address the challengesaiperg to People, Profit and Planet.

ITC prepares its accounts in accordance with thdiam GAAP. A careful study of
Company’s Annual Accounts from 2002 t02011 illustdhathat ITC has been complying with
the Statutory Disclosure requirements. However,dtuely observed that the company can
make further improvements in its disclosures wihpect to some balance sheet items, like

loans and advances and contingent liability.

The study thus, reflects that ITC has a transpaskateholding structure, a well-structured
decision making process (with adequate delegatigowers) and sound Board structure and
process. Further, the composition of the Board elsag the Board Committees, frequency of
meetings, quality of agenda papers and the Boan¥slvement in the decision making
process satisfy the requirements of good Corpdeateernance. The analysis also reflects
conformity with the provisions of Clause 49 of thésting Agreement. The company
nevertheless can further improve the governancetipes by incorporating worker's
representatives at the board level, at least inBbard Committee on Sustainability. If
workers are given place at the Board level, it Widndeed pave a way for the next practices
in the Indian Corporate Governance Norms and aahasxemplar for worker’s participation

in governance.

The study revealed that ITC has set up an in-héusestor Services Centre in accordance
with the SEBI (Registrar to an Issue and Share SfeanAgent) Regulations, 1993. The
Internal Standards that the Centre has set fdf, itaed complied with are more stringent than
the statutory requirements. The Company suo matisseonfirmation on a quarterly basis
from the SEBI, the Stock Exchanges, the NationalBtes Depository Limited (NSDL) and

the Central Depository Securities Limited (CDSLhptttthere are no pending complaints
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against it and places such confirmations befordrthestor Services Committee of the Board.
The study also illustrated that ITC is responsivanivestor needs, and often goes beyond
minimum statutory compliance and has taken sevprahctive steps in the interest of
investors. The shareholder satisfaction survegsktrrecord in terms of servicing of investors

is also very satisfactory.

The study observed that corporate governance deweots have greatly enabled the
employee relationships in the company. The BoardDogctors takes into account of
appointment, retirement/resignation of senior manant and reviews their performance,
provides inputs for succession planning and managéndevelopment. The Board of
Directors also seeks timely information on employmactices, information on strikes,

lockouts, retrenchment, fatal accidents in the camyp

It is observed in the study that planning and impatation of Human Resource
Development agendas and practice of HR policiesprodedures are carefully reviewed by
the Board of Directors of the company. The Goveceapolicy standardized the internal
employee relations, wherein recruitment (includipgmotion from non-management to
management), and confirmation on completion of atiom (by way of ratification) of

management staff is included. The Line Directoes faund to be observant of overseeing
long term agreements with employee unions, theession planning, inter/intra divisional

transfers of employee etc.

However, the study revealed that workers awarensssimited regarding Corporate

Governance issues in the company. Though Compastgrioopenness regarding issues of
labour management and bargaining systems but i¢ do¢ really generate awareness of
Corporate Governance. The workers too, are noyreahcerned about the CG issues. They
pay less attention to policies of CG, Sustainal@edlopment and Employee Empowerment.
They believe that whatever employee practices atlyr@re achieved are through struggles

and joint consultations with management, not bezafiorporate Governance Policy.

The study also found that the Corporate Governdtmlecy speaks about the belief that
empowerment is a process of actualizing the patkotiits employees. However, in real term
the empowerment is non-existent as far as the tm@drworkers are concerned. There is no
representation of workers in any of the levels ofg@rate Governance Hierarchy. Similarly,
the Corporate Governance Policy speaks about IT&ard@ being trustees to ensure that the

company fulfils its obligation and responsibilityits stakeholders. It also states that the ITC
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Board represents a coalition of interests, nantedge of the shareholders, other providers of
capital, business associates and employees. Howeeee is no explicit statement of policy

to say that it recognizes the Rights of Laboubhd@dound anywhere in the document.

On the whole this represents a stable industriatiom systems and mutually enforceable
relationship between ITC management and workerse Thminciples like employee
empowerment do exist but restricted only to paldicaircumstances. In reality, the ITC is in
a process of generating wealth to the employeesassdo construct its image, brand
positioning, etc. in an ever changing competitimei®nment. It strives to attract and retain
talent through various initiatives that focus ooviding personal development and growth, a
work culture that ensures high levels of perforneahg developing agility and creativity to
speedily embrace change, creating an environmertevémployees are inspired, engaged

and aligned with the Company'’s Vision, Mission &wfe Values.

The study revealed that, ITC's approach to commyudgvelopment based on aligning
business performance to the objectives of soceparsibility and citizenship will ensure
long-term business sustainability and unleash gtanvers that can make national progress
more inclusive and equitable. The company has puplace a multidimensional rural
capacity building mission, based on specific neatkntified and articulated by the
communities. PRAs (Participatory Rural Appraisas) conducted to identify the potential
target group, its needs and the existing resousse.b

The ITC’'s methodology of sustainability is notewyt because it emphasizes on
empowerment of communities through organizing tlem enduring Self Help Groups, User
Groups, Joint Liability Groups and Common Inter@sbups. This will inturn increase the
ability of women, farmers to overcome poverty agads to empowerment by addressing not
only their individual needs but also focuses ondaetwld needs of the rural poor. The study
observed that ITC through its Self Help Groupsnral#ing poor communities to use micro-
credit for meeting emergencies, for consumption ahening and for investing in
opportunities etc. Much of this leads to reducenetdbility rather than providing higher
income. However reducing vulnerability is also veanportant for poverty ridden households

who are otherwise completely gullible and cannokendecisions on their own.

The study noticed that the ITC's CSR agenda: MrssBuneharaKal has potential
comprehensiveness and a holistic approach for ifabla Development. Along with Self

Help Groups, the mission spearheaded various corntyndevelopment programs like
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supplementary education, health awareness canifstiictural support for development of
sanitation and hygienic conditions, animal husbgngdromotion of micro enterprises, which
depicts a larger picture and commitment of the camygp Though each program is targeted to
a specific social issue in the rural hinterland tty independently contribute to the larger /
overall development of the village community. Trevelopment equilibrium as a whole is

what one should focus at contemporary businessacidty partnerships.

The study described that, community orientatiorlTi€ is largely based on the two CSR
models namely, Competency driven model and Custodren model postulated by
Dipankar Gupta (2005). Gupta (op.cit,) opined thatcompany reaches out to the society by
depending on its core competencies. In doing dtelfis to create potential stakeholders, and
also adds to evolving higher efficiency standafse ITC’s socio-forestry initiative is an
excellent paradigm where CSR and business havéedreach a harmony. ITC-PSPD linked
CSR to corporate strategy and to their unique déped in the Paper board and Specialty
Paper industry thereby established competitive tiposiin the market place. Likewise,
customer driven not only facilitates sustained CRIR also helps in raising consumer
standards and expectations. In this process, nigt isnthe consumer benefited, but the
company too can hike up the competition in its anarket sector. For example, ITC-ILTD’s
agronomy effort to eliminate the NTRM (Non TobadRelated Material) in their supply
chain has enabled them to work closely with tobagroaving farmers. ITC is engaged with
farmers through technical support and awarenespaigms in the tobacco growing villages.
This has not only benefited the company to elingrf@rmful waste at supply chain level but
also enabled them to meet the expectations of dhiginternational tobacco manufactures

that source tobacco from ITC lItd.

Thus, the study noted that the ITC's Community Esgaent and Social Development
Strategy is based on Business Centric Model of CBfRe. company establishes long term
relationships with the communities through variaapacity building initiatives to create

self-reliant, empowered institutions that becomends) of change and development. ITC also
believes that India's rural transformation canre@blought about by a single player, nor can
the efforts of a few enterprises make a decisiffergince. Thus, constructive public- private

partnerships are imperative to the achievememiadisive and sustainable growth.

The study illustrated that ITC’s relationships wilimers / suppliers have strengthened due

to the EChoupal services. The farmers have seen a rigeinihcome levels because of rise
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in yields, improvement in quality of output andadl in transaction costs. The data collected
from the field has revealed that customized knogdeds offered to the farmers despite
heterogeneity because of which even small farmave lgained. Currently, farmers can get

reakttime information despite their physical distanaanirthe mandis.

The study noted that E-Choupal has been most ssfatéstiative to connect rural India and
to involve the farmers in learning. The E-Choupak halso attracted attention from the
renowned academicians, since E-Choupal innovatdr#étuitional agriculture supply-chain,
and generate enough potential to be replicatedh@ under-developed and developing

countries.

Evidently, ITC has been successful in making thvenéa feel the sense of ownership and
empower him to generate additional revenue by altimg middleman. The study revealed
that participating farmers have been able to enddmeir income and eliminate the delay in
getting the payment once the product is sold. & helped in reducing debt burden of the
farmers. The E-Choupal has helped the farmers pyawe their productivity and get better
prices, whereas ITC has benefited by better sogroh raw materials and building a

backbone to market the end products which is fatathe FMCG companies like ITC.

However, critically through E-Choupal initiative ¢TC-ABD more or less monopolised
agricultural procurement, channels of agricultwiated information and products, as well as
the rural market for many other services and prtsdincthe study areas. The monopolization
of the company could be seen not only in chanrfelisformation but also in market prices in
different mandis, procuring the produce, offerinfprmation about best agriculture practices
and providing agricultural inputs, like seeds aedilisers. Thus it is highly questionable

whether this model of corporate monopolization lbarbeneficial for the community.

Alongside, the study also found that E-Choupalesysis built around the needs and interests
of rich farmers, with some spin-off benefits foosle with some degree of purchasing power.
This model created a digital divide, yet to realize genuine trickle-down benefits to weaker

sections of the community.

The data collected from the field clearly illusedtthat ITC-ABD benefited by improved
procurement system of soybeans resulting from tkation of a direct marketing channel
and a reduction in its transaction costs. Manyiosrihave pointed out that this may lead to

increased reliance on commercial crops, which @medse local food security both through
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reduced availability and increased prices. Goyal( noted that such monopolistic control
over an entire local agricultural ecology might ieneficial to large farmers, crowding out
the small and marginal land-holding farmers. It npagmote corporate dependency of local

agriculture and mono- culturisation of agro-produtisystems.

However, the study also observed that success @hdispal has given new lessons to the
corporate in the India and abroad. The initiatias considerably impacted price received by
soybean farmers in the mandis and on their subséquianting decisions to cultivate
soybean. The gains from the noble initiative arenifoéd to ITC, the farmers and other
companies. To reiterate, the idea and practice-ohdupal has been intrinsically business
functional. It enabled ITC to assume socially resoilities because they anticipate a benefit
from these actions. The model has enhanced theatépu of the company, facilitated risk
management strategy, determined premium price @pud, fostered transparent supplier
relations. It not only increased ITC-ABD’s compeginess and market position but also
farmer’s income to a considerable extent. Thushéu@al is the private provision of a public

good and a business level differentiation strategy.

The study described that ITC values its customéAr€-ILTD has a feedback procedure,

which includes a periodic market research and cwstofeedback mechanism, to gauge
public perception and customer satisfaction. Thesiin also gather information on these

aspects during interfaces with customers and pubpcesentatives. The study noted that the
division carry out at least one customer satisbactiurvey or feedback gathering exercise at
any given time during the year. The division pr@gdpportunities for its customers to raise
grievances through market complaints in the caggaducts and through feedback forms in
the case of services. It has put in place a stredtyprocess to redress grievances within
specified time limits, including bringing them toetknowledge of superiors. Such grievances
also form an integral part of the operations revesvd pattern analysis, so that corrective

action can be taken to prevent the repetitionroflar grievance in the future.

Though in a limited dimension, the study also obsérthat ITC has been committed to
energy sustainability and reducing GHG (greenh@a® emissions in its operations. The
ITC-PSPD Bhadrachalam unit, ITC-ITD Bangalore wmt ITC-ILTD Chirala unit has put

in place several initiatives, such as increasirguse of renewable and environment-friendly
energy sources, sequestrate CO2 through larges ptatations, and utilize CDM's under

the Kyoto Protocol. The ITC has been 'carbon peesitior the past seven years and also
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become 'water positive' by mitigating the negatimpacts of freshwater depletion due to its

operations.

The present study thus, re-approached Corporater@ance issues from the efficiency of
internal mechanisms, mutual arrangements betweempaoy and stakeholders. It is evident
from the above analysis that the ITC has proagctiestablished co-operative arrangements
with stakeholders even though it is not mandatedCbyporate Governance Regulations in
India. The Internal mechanisms like IR /HR practicsupply chain management, customer
relations and CSR have efficiently contributedhe overall governance of the company and
its divisions. The efficiency and professionalisirtltese internal mechanisms nevertheless,
provides a holistic understanding to ITC’s policygovernance and subsequent practices.
However, these are exclusive practices of the casgany and perhaps, such a stakeholder
orientation cannot be generalized for all other rather universally mandated for Indian
corporates since the Company Law does not make aanydclaims for such a practice in

reality.

The study validates Post, et.al, (2002) argumeattiftgood governance constitutes the sine-
gua non for corporate success, a success situafiich is not only demonstrable with

reference to the profit and loss account of the mamy concerned but by certain indicators
that in, aggregate establish a good will and apatien in stakeholders (public) perception.
The study reveals that ITC Corporate Governancenbasnly enabled a competitive market
position and stable growth rate but also createdlemg relationships with shareholders,

employees, suppliers, communities and customers.

The study also supports Freeman et.al, (2007) shibsit if stakeholders’ view has been
incorporated into firms’ core functional and opérasl areas it will positively relate to firm’s
reputation and corporate performance in the long fithe study revealed that stakeholder
primacy in core functional areas like investor tielas, industrial relations, human resources
management, supply chain management, customerorsdaand community development
initiatives has created a reputation capital fa¢ tompany. These relations indeed, have

contributed to gain stakeholder acceptance oveydhes.

The study substantiates Post, et.al (2002) views @orporate Governance Policy alone is
not sufficient, but other internal systems andiingbnal arrangements does contribute to
manage the interests of stakeholders. The presedy slescribed that IR system — HR

practices, Customer relations management, Supplyydlanagement, Investor relations and
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Corporate Social responsibility practices of ITG tsrengthened stakeholder management
practices in the backdrop of strong corporate gusmece philosophy based on trusteeship,
transparency and accountability. The study alsadaws Freeman and Evan (1990)
arguments that postulated the difficulty in havemg@Corporate Governance Policy that can
address broad range of stakeholder issues withoppate practices at the company level.
However if companies are interested in long tertue/areation, stability and sustainability,
they should positively formalize their relationshigvith stakeholders in the external and
internal environment.

The study also supports Mitchell and Agle (199 Quanents that firms often integrate one
stakeholder with others to meet the expectationanaither key stakeholder. The evidence
from the study suggests that ITC’s stakeholder memeent practices foster an integrated
approach wherein suppliers were combined with eyga@e to create customer value or

employees and customers are integrated to createlssider value.

The ITC's case thus, envisions a philosophy andctipen of governance which is

comprehensive. The company developed an integraiddrstanding wherein managers do
not view one stakeholder as more important thaeretiThey understand that satisfaction of
every section is a prerequisite to the satisfaatioall sections. Thus, shareholder satisfaction
is as much as important and is as dependent on sitleeholder satisfaction and vice-versa.
This approach of the company reflects active commevitt to all and has a great implication

for theory as much as for further empirical (analysf Indian business.

The study described that ITC, descriptively viewrgwate Governance as a systemic
process by which it directed and controlled to ewleatheir wealth generating capacity. As a
large corporation it perceives stakeholder’'s irgtyeare crucial for competitive advantage.
The company therefore instituted governance proaedsnternal mechanisms to ensure that

it meets stakeholder’s aspirations and expectations

To reiterate, the ITC’s Corporate Governance Polag a response to its worst shock with
the unfolding of India’s biggest EXIM fraud in 199®%e tricolour propaganda, Swadeshi
slogan and heroic defence by Indian managementosag/hen enforcement agencies raided
at ITC offices throughout India and arrested 2 ferr@hairmen and 8 Executive Directors
under FERA violation charges. These governance @ ag financial wrongdoings has

questioned the role of ITC’'s Board and Financiatitntions (FIs)who supported the then

ITC chairman K.L Chugh while oppossing BAT’s mowe raise their holdings to 51% in
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1995. Notably, the Nominee Directors of FIs havaamed passive and have hardly taken
interest in checking the massive corporate frawmeénethough collectively they command
majority stakes, 35.5% as in the case of ITC. Assult of these changes, ITC’'s Board of
Directors have adopted Corporate Governance Péiegework that guides conduct of the
affairs of the company and clearly delineates ties; responsibilities and authorities of the

key entities in its governance structure.

The study observed that Corporate Governance Ploéisystrengthened internal controls and
enabled ITC’s transformation over the years fromsiregle product company to a multi-
business corporation. Today, its businesses asadprver a wide spectrum, ranging from
cigarettes and tobacco to hotels, packaging, pawer paperboards and International
Commodities trading. Each of these businesses aatlgr different from the others and
influences the choice of the form of governancee Btudy noted that ITC's governance
addresses the uniqueness of each of its businasdeget strengthens the unity of purpose of
the company as a whole. The following are some h& implications of Corporate

Governance Policy in the selected company.
= |Internal Standardization: Checks and Balances

= Stakeholder Confidence and building Trust basedpmrative relationships with

them which enabled competitive advantage for IT@ idivisions.
= Wider acceptance and change in Reputation

= Achievement of Strategic goals related to diveraiion and building other

businesses whilst creating multiple drivers

= In pursuit of Excellence at an organizational lewéh a committed policy and value
based Corporate Governance system with an empbsisusteeship, Transparency

and Corporate Citizenship.

= Commitment beyond conventional notions of Corpor&@vernance wherein the

company practices stakeholder orientation

= Trust based, co-operative relationships enabled petitive advantage for the

company

241



The Indian government amended the Cable TV Actd85] culminating in the Ministry of
Information and Broadcasting banning cigarette adaments in 2000. Even surrogate
advertising was banned in 2002. These developni@ws sent early warning signal for ITC
and it had realized the need to identify new ateabe competitive, forward looking and
sustaining itself in changing regulatory contexheTcompany has identified competitive
strengths in the FMCG business and intended tololeweem for future competence. The
management had communicated with investors andelsblaers regarding the kind of
activity which ITC would like to pursue in futuren@ challenges to be addressed to be a
leader in the Industry. The company has investedR&D, to produce goods for future
competitive environment with the vision to be nader a tobacco company. Thus other
businesses are focussed, strengthened and comsdlisia as to reduce the dependence on

not-so-desirable core tobacco business.

Today, the ITC has 6,500 E-Choupals covering 40\l@ges and over 4 million farmers,
and a social forestry initiative that has greeneer 0,000 hectares and created 35 million
man days of employment. For long a force in thephabty sector, it has become a major
player in the areas of apparel and foods. The campbas transformed when it comes to
public perception, as these have become as prom{ifenot more) than ITC’s cigarette

brands, which do not make for a happy discussiqrublic forums now.

However, still, the company pays its dividends bodus for its shareholders and employees
with tobacco money. Critically speaking many of thew businesses are funded by the
earnings from tobacco which raises the uncomfoetadplestion: Does this whole thing
amount so far to little more than a corporate doeisponsibility, or CSR, initiative to make

people stop linking ITC to tobacco?

However the answers to these questions are complex.since ITC's first Indian Chairman
Mr. A.N. Haksar took charge from BAT in 1969, evéeader has tried his best to diversify
beyond tobacco, but without much success. The Bidraised a high degree of control -
each division was required to send them massivatjatlirty page monthly reports covering
almost everything. BAT Advisors/Experts came pedatly to review all units and had
unlimited authority. Mr. Haksar managed to convif®&T to reduce this supervisory role,
and gradually decisions were made in India fromehdier highly controlled situation. He
was the prime mover to diversify ITC to other aresspecially Hotels, which were expanded
after him by Mr. J.N Sapru and Mr. Krishan Chughd &ontinuing thereafter. However, the
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diversification in so many different businessegluding many unique services like E-
Choupal was carried out mostly after 2000 undercti@rmanship Mr. Yogesh Deveshwar
and strategic supervision by the ITC's Independ®@oard. Today's ITC is India's largest
consumer product firm which encourages openness paofessional excellence, and a
conglomerate of different businesses and activiflégs transformation has been carefully
orchestrated by the current leadership and appeeckzy the stakeholders.

Thus, the study described that there have been staging posts on the corporate journey of
ITC. The company has arrived again at another moites — this time its centenary in

2012.0ver the years, the company has embracecenbgaB and treated it as a privilege to
change. Actuated by past foundations and strengthéy last fifty years, the company has
emerged strong and whole. The future perhaps Iboight. What has made it so is the
guality of its people and governance, by displayilegibility and resilience, that has been

able to adapt to changes of varying degree broalgbtt by social, economic, and political

factors.

The study concludes that it is governance and tsage which have determined and guided
the fortunes of the company. The credit must goateontinuing team of professional
managers and philosophy of governance, without kyhiee ITC story might have been in a

different trajectory.
Part 11

This section describes the recent developmentseilCbrporate Governance Regulations and
Practices in the India and World to understand exopbrary trends. It also highlights
changing practices and philosophical understandihdndian companies on governance,

leadership and sustainability.
8.1 International Convergence

The development of Corporate Governance Regulatioindia, accords an identifiable
process of evolution of global norms that aimsftiency and transparency. The scope and
significance of Corporate Governance in India hesdased in the recent times due to the
interaction of Indian corporates’ with internatibnBnancial markets and investment
community in exploring the domestic as well as gloimarkets for business growth. The

guadrilateral of Corporate Governance Committeednatia (Cll - KM Birla — Naresh
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Chandra — N.R. Narayana Murthy) highlighted howéssdeveloped over the years in Indian

context in relation with global developments.

The Indian journey represents certain amount ofvermgence or incidental harmony with
international corporate governance models prevailedlvance economies. One such notable
development relates to the world wide changes @ rdgulatory framework of corporate
governance. Letza and Kirkbride (2004) opined thadiitional regulatory architecture that
focus on the choice between Market-based regulatiah State-based regulation has been
dramatically changing due to the increasing rolsadf-regulation. This ‘blurring boundaries’
view has been supported in numerous studies be@marnance through self-regulatory
codes that include a focus on social, ethical andrenmental issues is likely to reduce the
need for governmental interference and will alsamtgbute to the creation of greater
shareholder value. Indian regulatory context pesli reflect an identical convergence, as
one observe the popularity of self-regulatory cotlteg however reasonably interplay with
other two i.e. Market-based and State-based. Mgjai recommendations (not Listing
Agreement) have asked for voluntary regulation art pf companies while duly seeking the
governmental and market regulators co-operatioactnieving the penultimate objectives of
Corporate Governance reforms. However, it's a adagerface of Market based (regulations
like prohibition of Insider Trading, Listing Agreeats, Takeover Code which aims to reduce
the fundamental Agency problem), State-based (Cagnpaw Review) and Self-regulation

(Voluntary action suggested in various reportghaIndian Corporate Governance context.

Another aspect which is somewhat similar is to rslationship between three layers Law,
where one can postulate convergence of Indian Catpdsovernance system in relation to
the world. As Hoffman (1998) emphasized in the Ushtext that at the first level exist

bedrock of duties owed by Directors as prescrilpeithé Common Law, second layer impose
number of specific Statutory duties that reinfotite above duties in the Common Law and
the final layer specify duties under the Self-regoity codes. As one applies this to Indian
context, the Companies’ Act of 1956 has specifiedain fundamental duties, liabilities and

powers and functions to Directors of the compamnidsch are in turn strengthened by

statutory duties set by market regulators. Moreo8eif-regulatory codes adheres duties in
the areas not thought suitable for immediate latimh. A classic interplay of these layers
constituted the best practices in Anglo-Americampdoate Governance systems and Indian

experience seems no difference to this.
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8.2 Investor Protection and Shar eholder Activism

At the outset, it is befitting to explain the unémess of Corporate Governance problem in
India which may not fully subscribe to widely actabview that contemporary capitalism is
characterized by a conflict between shareholdedgsraanagement. Banaji (2006) explained
that general view on Agency problem has to be @@kt modified when applied to markets
like India, where shareholding remain concentratethe hands of family business groups
who control the management of ‘their companies.eséh controlling or ‘dominant’
shareholders do not face a problem of accountalilithe same way that shareholders in the
Anglo-American markets do because they are alsombeagers in the companies they
control. In this sense the Classical Agency prolherias no ground in the majority of Indian
companies. However, a vast majority of these conegaare Public corporations i.e. listed on
the local stock exchanges, so here issue of goneenlaecomes, as Varma (1997) described,
potentially a conflict between two categories ofargolders - non-controlling and
controlling or minority and dominant. It has alseel time and again observed that in India
(like in many countries), expropriation of minorgareholders and creditors by controlling
shareholders is extensive. The controlling shad#rsl or managers expropriate the returns
on investment that actually belongs to other inmesstvho bare the risk of financing the firm.
Thus, Corporate Governance reforms in India, targe extent, aims to set of mechanisms
through which outside investors protect themsekgainst expropriation by the insiders.
However a positive trend, in the midst of thesensgmessions is growing Shareholder

Activism and Investor Awareness.

In 2009, an epitome of Shareholder Activism witeessn Satyam Computer’'s Ltd which

have literally forced Satyam computer servicesalbaff its $1.6 twin deal to acquire Maytas
Properties and Maytas Infra, controlled by the sohshe company’s chairman. This has
subsequently resulted in exposing several wronggoiat the company and generated
heightened interest among several interested pawi¢h regard to investor protection.

Another instance of Shareholder Activism in Ind@ndoe seen in case of Government’s
decision to part 30 percent of PBT at Gujarat Mahédevelopment Corporation for socio-

economic development. Although the State governnmoposal passed in the AGM,

disappointed shareholders have approached Hight @b@ujarat to claim their right over

unpaid dividends.
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Likewise, shareholders of Bajaj objected the mamhesrandi of ownership and share transfer
between the disputed Bajaj brothers. The sharefwld®ught Mumbai High Court
intervention to critically examine the unfair tresnt towards retail investors. The
shareholders opposition to the delayed disclosumase of Solex pharmaceuticals has made
the beleaguered promoters of Ranbaxy to reveal hipe issues - who otherwise,

maintained a ‘no comment stand’ all the while.

The Shareholder Activism however, may be a positread but it should combine with a
regulatory re-look at rules governing Corporate &oance to ensure better Investor
Protection. The need of the hour is to change atgy mind set from ‘best practices’ to
‘next practices’. The best practices in realitylwilly lead to mediocrity in haste. Contrary to
that the next practices approach by definition mearplifying weak signals’. The regulators
have to amplify weak signals in Investor Protectiba it legal provisions for quorum at the
Annual General Meetings or Takeover code or Insittading prohibitions or lack of
independent Audit function or weak Surveillance hetsms, thereby prefer either ‘self-
regulatory system’ or introducing a new ‘rule basggbroach’ with effective enforcements.
The current politically correct box-ticking apprbaalso needs to transform to an enlightened
ethical leadership model for equitable treatmentimiestors and protection of minority

shareholders rights.
8.3 Corporate Governance and Small and Medium Enterprises

The issue of Corporate Governance has been a gyoaiea of management research
especially among large and listed firms. In caseSMESs, the application of Corporate
Governance, on the face of it, seems to be disenmedeindistinct as the structure usually is
too small and same actors are engaged in varioosegses at different levels of the

enterprise.

However, Corporate Governance enhances competibeeol SMES by playing an important
role in management and mobilization of resourcdse Torporate Governance system can
greatly assist the SME sector by infusing bettenag@ment practices, effective controls and
accounting systems, stringent monitoring, effectregulatory mechanism and efficient
utilization of firm’s resources through Independ@&itectors. SMEs with well-established
Corporate Governance structures are able to gailereaccess to credit at lower cost since
such firms are not only able to repay their debeely, but also demonstrate an improved

performance.
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The present study therefore proposes an incenéisedbgovernance framework to encourage
SMEs firms to adopt good governance practices qaatily through tax incentives. A self-
regulatory code could be developed with the coatiolt of SMEs and industry associations
to incorporate different features of Corporate Goaace for firms at different stages in the

business cycle, according to the capabilities efdbmpany and the needs of investors.
8.4 Sustainability L eader ship

The concept of Sustainable Leadership includesethdignensions of welfare such as
Economic, Environmental and Social - and involvesiplex synergies and trade-offs among
them. It highlights "a Triple Bottom Line” approathat encompasses Profit, People and

Planet.

Sustainability Leadership helps to steer businegmrnizations to satisfy the interests of
diverse stakeholders who are part of its sociahnemic and physical environment. A
cornerstone of this approach is to take on respditgifor ‘externalities’ — which refers to
spill over effects of business operations that hameimpact on its broader milieu, either
directly or indirectly. These ‘externalities’ fonstance, like pollution are the impacts that
companies have on the planet, which are not parmohediate business environment.
Therefore, earlier thinking is that, business neetdbe accounted for that. But, Sustainability
Leaders understand these externalities and do rat r Government regulation,
stakeholder Law suits, etc., to act on. They prealst respond through well-formulated
company policies and demonstrate an overarchingratment through their beliefs, values
to deal with these side effects of their businesttoas. Sustainability Leaders thus, take
accountability of social, environmental and soggbacts that are not just directly attributed
to their business, but also ameliorate problemghénlarger interest of human welfare and
survival. They consciously embrace choices thateseommon interests, knowing that in the
long run doing so also serves their own interéi@igs shift in perspective indeed opens a new
path for the collective work to sustain people,amigations, communities, and life on the
planet. Sustainability Leadership is therefore Inelythe business —to integrate aspects of
ethics, individual responsibility and entreprenéipsit is primarily a mind-set that focuses
on long term relationships in contrast to shomntéransactions. It is a thinking that upholds

an organization’s purpose than mere performance.
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8.5 Corporate Gover nance and Stakeholder View

Post, et.al. (2002) stated that adopting stakeheide of the corporation does not mean that
all stakeholders must be included while determinhrgformal governance structures. But it
does imply acceptance of the fact that many clagEstakeholders already have substantial
influence on the activities of the corporation wittmich they are associated, and that this
influence usually is legitimate. Thus, insofar hese entities influence the decisions and

actions of the corporation, they have a role inggnance.

Therefore, a major implication of the stakeholdeew of governance is that the formal
governance process of corporations should makewites efforts to include the views of
major stakeholder groups within the framework o&lgsis and decision making. However,
this does not mean that any particular stakehajdenp should have a seat or vote on the
Board. Freeman and Evan (1990) stated that thedBstaould make every effort to know
what the concerns and interests of critical stakite with respect to any significant Board
decision are, and to include these stakeholdeppetises in their own decision making. The
stakeholder view of Corporate Governance thus mspthat a systematic effort should be
made to identify critical stakeholders, to speailiig recognize and take into consideration of
their interests within the formal governance preceand to engage them in an on-going

process.

To conclude, the study explores Corporate Govemanhcthe selected case company from a
sociological stand point. The study focuses orciefficy of Corporate Governance from the
perspective of corporate environment. It tries ubstantiate various theoretical standpoints
about the given context in which the selected modi€lorporate Governance is defined as

efficient and differs across the global/nationajpowate landscape.

The study is oriented to explain the trends in Gaafe Governance in case of ITC post hoc.
The results of the study primarily explain how thentext and history of Corporate

Governance of the selected company contribute ritecoporary developments.

The study also differentiates from the managemieebry perspectives which describe that
Corporate Governance developments are principailyed by competitive pressures and
guest for efficiency. They have attributed littlewer to historical, political and social factors
and their subsequent influence on the company. Rhansociological standpoint, the study

elaborated that competitive pressures and questfiiiciency are important, but when
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competition is occurring within a highly structurbitorical and regulatory context, more at
the global level may influence companies to alteategies and Corporate Governance

policies.
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Appendix |

Checklist of Corporate Governance
Employed to under stand several gover nance issuesin the case company

SI.No

Issues | Yes | No | Remarks

Material Information: Shareholding Pattern

Does the company has a transparent
ownership structure

Nature of ownership structure

Breakdown of shareholding is giv

Dominant shareholder can be identi

Director’s ownership is given

Management shareholding is disclosed

Governance Structure and M anagement Process

Is there any separation of power and
position between CEO and Chairman

What is the type of the Board in the case
company?

Indicate the governance structure of the
case company

Are there clear division of powers a
responsibilities between the Board of
Directors and Executive Management?

Is there a division of powers acrc
divisions and strategic business units of {the
company?

How many times Executive Management
Committees meet annually?

Do the divisions have autonomy to take
certain key initiatives and decisions?

Board Structure and Process

Size of the Board

Composition of Board of Directors

Proportion of Executive and Non-executive
Directors

Number of Independent Directors

Number of Non-executive Nominee
(representative)Directors

Number of Directorships and Chairmanships
of the Board of Directors in other entities

Retirement age, Term limit, Provisions of
rotation of Board members

Remuneration of Board members: Stock
options, Sitting fees, Incentives

Is the Remuneration of Board members
approved by shareholders?

Is there clear distinction of duties and
responsibilities among the Board of Directors
of the case company?
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3.2

Board Procedur es

How many times Board of Directors meet
annually?

Is the information and agenda provided to
Board members prior to the meetings?

Are the Board members made available of
relevant information? If yes, what is the naty
of the information generally available?

Do the Board members oversee the adequa
of Internal Control Systems?

Does the Board take interest in the matters of
Human Relations (Resource) Development at

the company level?

Does the Board have an explicit commitmer
to foster openness in the organisation?

Are the decisions made by the Board clearly
documented and understood?

Does the Board have accessibility to seek

independent and professional advice in cas¢ of

need?

Is there a Code of Conduct for Board of
Directors?

Does the Board have a Palicy to prevent
Insider Trading?

What are the provisions for Directors’
education and training?

Board Committees

4.1

Audit Committee

Membership of the Committee

Chairmanship of the Committee: Independent

or Executive

Financial expertise of the Audit Committee

How many times the Audit Committee meet
annually?

What is the time gap between each of the
meeting?

Is there a meeting of Audit Committee befor,
finalising the annual financial results?

Is the Head of Finance (CFO) and Company
Secretary present in the Audit Committee
meetings? If yes, in what capacity?

4.2

Remuneration Committee

What is the size and composition of the
Committee

Chairmanship of the Committee

Is the Committee involved in the succession
planning of the top Executives of the
company?

Number of meetings held annually

Is the information regarding Committee
disclosed in the annual financial report of th
company?

11%
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4.3

Nominations Committee

What is the size and composition of the
Committee?

Chairmanship of the Committee

Does the Chairman of the Committee
participate in AGMs?

Number of meetings held annually

Was there any new Directors inducted in the

Board during the study period? The

Committee in practice played an appropriate

role in recruitment of new members of the
Board.

4.4

Investor Grievances Committee

What is the size and composition of the
Committee

Chairmanship of the Committee

Number of meetings held annually

Total number of Investor complaints receive
during the study period

Number of complaints solved and pending?

Stakeholder Relations: Role of Stakeholdersin Cor porate Gover nance of the Case

Company

51

Shareholders

How the company maintains vital channels ¢
communication with Shareholders and provi
timely information?

nf
de

Does the company adhere to equitable
treatment of the Shareholders?

Does the company provide timely notice to
Shareholders with regard to annual general
meetings?

Does the company disclose information to
Shareholders about the external auditors of
company?

the

Does the company allow proxy voting and
Postal ballots for Shareholders to express
consent and dissent with regard to key
decisions?

Does the company have any mechanisms th
allow minority Shareholders to influence
Board composition?

nat

Has there been any case of Insider Trading
involving company Directors and managemé
during the study perio

2nt

Has there been any complaints regarding
related party transactions?

Does the company inform Shareholders
regarding nature and extent of transactions
with affiliates, associates and interested par
periodically?

ties

52

Employee Relations

Does the corporate governance policy of the
company explicitly recognise the rights of

employees
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Are there any specific employee rights for
participation on the Board of the company?

What are the mechanisms for employee

participation in the governance of the company

concerned?

Are there any mechanisms to protect employee

interests in the company?

Do the employees have ownership rights
through ESOPS or any other means?

Does the company inform employees
regarding threats, opportunities, risks and
financial performance of the company
regularly?

Does the Board maintain links with
Employees? Is there any channels of

communication between board and employees

that inform board members regarding
significant Labour problems. Wage
agreements, LTA etc.

Nature of industrial relations in the case
company

Have there any instances of strikes and
lockouts, fatal injuries and employee
retrenchment

Are appropriate standards of occupational
health and safety maintained in the factory
premises?

What are the initiatives undertaken by the
company to realise explicit commitments of
the corporate governance policy of the
company concerne

Does the company concerned effectively
contribute for the employee advancement,
mobility and development?

53

Community Relationships

Does the company make explicit reference fo

the broader obligations to the Society or to t
Community?

he

Does the corporate governance policy have
having reference to the Social responsiveneg
of the company concerne

What is the Division’s perception of
addressing the community nee

What is the extent of Social orientation
displayed by the compar

Does the corporate governance framework
perception of top management influence the
Social orientation of the compar

and

What are the initiatives undertaken by the
company and assistance given to maintain
links with the community?

Does the company build cross sector
partnerships for the better results and

achieving corporate objectives?
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Do the relationships with community create
strategic advantage for the company?

What is the magnitude of social developmer
initiatives undertaken by the company durin
the study period?

=

Does the company have any specific reporti
procedures to communicate their Social
accountability?

Has the company developed proper channe
of communication with stakeholders which iy
turn could facilitate dialogue with the
community?

Is
1

What are the mechanisms for negotiating w
Stakeholders?

th
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Supplier Relations

How do the company executives treat their
Suppliers?

Does the company maintain mutually enabli
relationships with Suppliers?

What are the initiatives adopted by the
company for the empowerment of Suppliers

-~

What is the extent of involvement by the
company with its Suppliers?

Does the company transform the supplier
linkages to achieve competitive position in th
given area of business activity?

ne

Does the company also contribute for the
social and economic gains of the Suppliers?

How the Supplier linkages/ relationships are
understood by the management?

What are the Supplier perceptions about thei

dealings with the case company?

55

Customer Relations

Who are the major Customers served by the
company in particular and industry in genera

i1

?

How the company in general understands
Customer focus?

How the Customer focus is nurtured in the
organisation? Are employees and managen
aware of the advantages of positive Custom
orientation?

ent

What are the mechanisms adopted to maint
constant dialogue with Customers?

How do the Customers perceive their relatig
with the company?

What makes Customers in general to have
continuing transactions with the case compa
concerned

ny

Are there any specific problems that
Customers experience in dealing with the
company management?

Disclosure and Transparency

The requirements of periodic disclosure
specified in any provisions of the ce
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company? Explain to whom these disclosures

should be made and with what frequency?

Is the company required to make a special
filing of the annual report with securities
market regulator?

Does the annual report necessarily reflect
business operations, competitive position,
changes in equity and other non-financial
matters of the company concerne

Does the company provide information
regarding major shareholders and voting
rights?

What type of information regarding Board
members and key Executives is available to
Investors in the annual report?

Is the company mandatory or voluntarily
discloses information regarding related party
transactions in their Annual report?

Does the company disclose information
regarding roles, responsibilities, process an
procedures of audit committee in the annual
report?

)

Has the company voluntarily disclose
information on key issues relevant to
employees and other stakeholders that may
materially affect the performance of the
company

Does the company required to disclose
corporate governance policy and struct

Miscellaneous

Does the company have a policy of takeove
defences?

F

Does the company concerned disclose non-

mandatory items in the corporate governancge

report?

Does the company have a code of conduct for

top management and employees?

What are the internal mechanisms adopted
the company to strengthen/ smooth function
of corporate governance structure?

by
ing

Has any reporting initiatives adopted
voluntarily by the company?

Does the company established efficient
channels of communication with stakeholde
Specify if any’

rs?

What is the perception on overall stakeholde

orientation of the compan

nY

=

Has the company deviated from the statutor
provisions of corporate governance in the
recent times
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