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ABSTRACT 

At the time of independence in 1947, India had functioning stock markets, an 

active manufacturing sector, a fairly developed banking sector, and also a 

comparatively well-developed British-derived convention of corporate practices. 

From 1947 through 1991, the Indian Government pursued markedly socialist policies 

when the State nationalized most banks and became the principal provider of both 

debt and equity capital for private firms. The government agencies that prided capital 

to private firms were evaluated on the basis of the amount of capital invested rather 

than on their returns on investment. Competition, especially foreign competition, was 

suppressed. Private providers of debt and equity capital faced serious obstacles in 

exercising oversight over managers due to long delays in judicial proceedings and 

difficulty in enforcing claims in bankruptcy. Public equity offerings could be made 

only at government-set prices. Public companies in India were only required to 

comply with limited governance and disclosure standards enumerated in the 

Companies Act of 1956, the Listing Agreement, and the accounting standards set 

forth by the Institute of Chartered Accountants of India (ICAI). 

Faced with a fiscal crisis in 1991, the Indian Government responded by 

enacting a series of reforms aimed at general economic liberalization. The Securities 

and Exchange Board of India (SEBI) – India’s securities market regulator – was 

formed in 1992, and by the mid-1990s, the Indian economy was growing steadily, and 

Indian firms had begun to seek equity capital to finance expansion into the market 

spaces created by liberalization and the growth of outsourcing. The need for capital, 

amongst other things, led to corporate governance reform and many major corporate 

governance initiatives were launched in India since the mid 1990s; most of these 

initiatives were focused on improving the governance climate in corporate India, 

which, at that time, was somewhat rudimentary. 
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Currently, corporate governance reforms in India are at a crossroads; while 

corporate governance codes have been drafted with a deep understanding of the 

governance standards around the world, there is still a need to focus on developing 

more appropriate solutions that would evolve from within and therefore address the 

India-specific challenges more efficiently. This paper compiles a history of the 

evolution of corporate governance reforms in India and through a survey of existing 

research, identifies issues that are peculiar to the Indian context and which are not 

being adequately addressed in the existing corporate governance framework. Lastly, 

this paper suggests the need for robust research in the field of corporate governance 

research that would support policy formulation in order to make the next generation 

of corporate governance reforms more effective for the Indian conditions. 

 

KEYWORDS: Corporate Governance, Evolution, Psus, Mncs, Indian Business 

Groups. 

Corporate Governance - Introduction: 

Corporate governance is perhaps one of the most important differentiators of a 

business that has impact on the profitability, growth and even sustainability of 

business. It is a multi-level and multi-tiered process that is distilled from an 

organization’s culture, its policies, values and ethics, especially of the people running 

the business and the way it deals with various stakeholders (Kshama V Kaushik and 

Kaushik Dutta, 2012). 

The corporate entities are assuming a mounting role in different spheres of economic 

activity. Separation of ownership from management and limited liability of members 

are the two major facial appearances of corporate bodies that necessitate giving a 

separate thought to the governance of these organizations. Recent collapses of high 

profit institutions around the world such as Enron, Parmalat, WorldCom, Barings 

Bank etc. have publicized that no company can be too gigantic to fail. A common 

trend that ran through these enormous failures was poor corporate governance culture, 

exemplified in poor management, fraud and insider abuse by both management and 

board members, poor asset and liability management, poor regulations and 

supervision among others (Babalola, 2010).  

The owners are constantly enthusiastic to be acquainted with whether the 

management is doing the best towards performance and profitability of the company 

and whether business is being conducted for maintenance of their economic interests. 
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This set of symptoms may be considered to be one of the main contributories to the 

philosophy of corporate governance. Corporate governance is the implementation of 

best corporate practices which enhance shareholders value in the long run, at the same 

time, shielding the interests of other stakeholders. In addition to this, good corporate 

governance is committed to protect the interest of all segments of the society. So, the 

essence of Corporate Governance lies in the fact f extending fairness to all the entities 

i.e. shareholders, creditors, customers, employees and others associated with the 

working of the corporate in any capacity, either directly or indirectly, and includes all 

the entities which are being affected by its activities in some form or the other. 

Creating value that is not only profitable to the business but sustainable in the long-

term interests of all stakeholders necessarily means that businesses have to run- and 

be seen to be run – with a high degree of ethical conduct and good governance where 

compliance is not only in letter but also spirit.  

Origin of Corporate Governance in India:  

Corporate governance has become a ‘buzzword’ in the current business literature. 

Clause 49 of the listing agreement with stock exchanges provides the code of 

corporate governance prescribed by SEBI for listed Indian companies. With the 

introduction of clause 49, compliance with its requirements is mandatory for such 

companies. The tarnished collapse of Enorn in 2001, one of America’s largest 

companies, has focused international alertness on company failures and the role that 

strong corporate governance needs to play to prevent them. Corporate governance, an 

episode of recent origin in the wake of intensifying competition and globalization, 

stipulates parameters of accountability, control and reporting functions of the board of 

directors and encompasses the relationship among various participants in determining 

the direction and performance of the corporation. It also calls for establishing an 

appropriate and a viable association amongst the various participants of a corporation, 

the board, management team, shareholders and other stakeholders. The concept of 

governance, particularly in a business organization, had originated by the end of the 

18th century with the emergence of management as a systematic body of knowledge, 

an after effect of Industrial Revolution. Progressively, the culture of giving orders and 

chasing men gave way to creating and maintaining of a work situation that was 

conducive to work. 

At the time of Independence in 1947, India had functioning stock markets, an active 

manufacturing sector, a fairly developed banking sector, and also a comparatively 
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well-developed British-derived convention of corporate practices. From 1947 through 

1991, the Indian government pursued markedly socialist policies when the State 

nationalized most banks and became the principal provider of both debt and equity 

capital for private firms. 

The government agencies that provided capital to private firms were evaluated on the 

basis of the amount of capital invested rather than on their returns on investment. 

Competition, especially foreign competition, was suppressed. Private providers of 

debt and equity capital faced serious obstacles in exercising oversight over managers 

due to long delays in judicial proceedings and difficulty in enforcing claims in 

bankruptcy. Public equity offerings could be made only at government-set prices. 

Public companies in India were only required to comply with limited governance and 

disclosure standards enumerated in the Companies Act of 1956, the listing agreement, 

and the accounting standards set forth by the Institute of Chartered Accountants of 

India (ICAI). 

Faced with a fiscal crisis in 1991, the Indian Government responded by enacting a 

series of reforms aimed at general economic liberalization. The Securities and 

Exchange Board of India (SEBI) – India’s securities market regulator – was formed in 

1992, and by the mid-1990s, the Indian economy was growing steadily, and Indian 

firms had begun to seek equity capital to finance expansion into the market spaces 

created by liberalization and the growth of outsourcing.  

The need for capital, amongst other things, led to corporate governance reform and 

many major corporate governance initiatives were launched in India since the mid-

1990s; most of these initiatives were focused on improving the governance climate in 

corporate India, which, at that time, was somewhat rudimentary. 

Basically, corporate governance can be defined as “the system by which companies 

are directed and controlled” (Cadbury report), which focuses on the “hygiene” and 

“housekeeping” aspects of running a business. 

The Organization for Economic Co-operation and Development (OECD) defines 

corporate governance as “a set of relationships between a company’s management, its 

board, its shareholders and other stakeholders a structure through which the objectives 

of the company are set and the means of attaining those objectives and monitoring 

performance are determined”. 
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Characteristics of Corporate Governance: 

Best practices of corporate governance will broadly include a definition of practices 

that define good governance; a code of best practices covering the constitution of the 

Board, its various committees, defining their goals and responsibilities, exploring 

preferred internal systems and disclosure requirements. Corporate governance is about 

the fundamentals of how a company fulfils its obligations to investors and other 

stakeholders. It is about commitment to values and ethical business conduct and a 

high degree of transparency. The following are the characteristics of good corporate 

governance. 

 Independence: It avoids dominance or potential conflicts of interest. 

 Discipline/Integrity: Senior management must be adhered to proper behaviour. 

 Responsibility: It permits corrective actions and penalizes for 

mismanagement. 

 Transparency/Openness: It is possible by making information available to an 

outsider. 

 Accountability: It accounts for actions taken. 

 Fairness-the rights of various groups have to be recognized and appreciated. 

 Honesty-telling the truth and not misleading shareholders. 

 Judgement-making decisions that enhance the prosperity of the organization. 

 Reputation-keeping organization’s status high. 

 Social Responsibility: It responds to social issues and high ethical standards. 

It can be said that corporate governance covers all aspects of firms; therefore the 

existence of good corporate governance will greatly affect firms. Furthermore, now a 

day, firms should think in interdisciplinary way; it means that they have to accept new 

conditions. According to Wilson (2000), new rules of corporate conduct could be 

considered as: 

Governance: The corporate houses must be thought of, managed, and governed more 

as a community of stakeholders and less as the property of investors. 

Legitimacy: To get and preserve social legitimacy, the corporate houses must define 

its key mission in terms of the social purpose it is designed to serve rather than as the 

maximization of profit. 

Equity: The corporate houses must attempt to achieve greater perceived fairness in 

the distribution of economic wealth and in its treatment of all stakeholder interests. 
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Environment: The corporate houses must integrate the practices of restorative 

economics and sustainable development into the mainstream of its business strategy. 

Public/private-sector relationship: To ensure the success of the power shift, 

corporations must work closely with governments to achieve a viable and publicly 

accepted redefinition of the roles and responsibilities of the public and private sectors. 

Ethics: The corporate houses must raise and monitor the level of ethical performance 

in all its operations in order to build the trust that it is the foundation of sound 

relationships with all stakeholder groups. 

Regulatory Framework for Corporate Governance in India: 

As a part of the process of economic liberalization in India, and the move toward 

further development of India’s capital markets, the Central Government established 

regulatory control over the stock markets through the formation of the SEBI. 

Originally established as an advisory body in 1988, SEBI was granted the authority to 

regulate the securities market under the Securities and Exchange Board of India Act 

of 1992. 

Public listed companies in India are governed by a multiple regulatory structure. The 

Companies Act is administered by the Ministry of Corporate Affairs (MCA) and is 

currently enforced by the Company Law Board (CLB). That is, the MCA, SEBI, and 

the stock exchanges share jurisdiction over listed companies, with the MCA being the 

primary government body charged with administering the Companies Act of 1956, 

while SEBI has served as the securities market regulator since 1992. 

SEBI serves as a market-oriented independent entity to regulate the securities market 

akin to the role of the Securities and Exchange Commission (SEC) in the United 

States. The stated purpose of the agency is to protect the interests of investors on 

securities and to promote the development of, and to regulate, the securities market. 

The realm of SEBI’s statutory authority has also been the subject of extensive debate 

and some authors have raised doubts as to whether SEBI can make regulations in 

respect of matters that fall within the jurisdiction of the Department of Company 

Affairs. 

SEBI’s authority for carrying out its regulatory responsibilities has not always been 

clear and when Indian financial markets experienced massive share price rigging 

frauds in the early 1990s, it was found that SEBI did not have sufficient statutory 

power to carry out a full investigation of the frauds. Accordingly, the SEBI Act was 

amended in order to grant it sufficient powers with respect to inspection, 
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investigation, and enforcement, in line with the powers granted to the SEC in the 

United States. 

A contentions aspect of SEBI’s power concerns its authority to make rules and 

regulations. Unlike in the United States, where the SEC can point to the Sarbanes-

Oxley Act, which specifically confers upon it the authority to prescribe rules to 

implement governance legislation, SEBI, on the other hand, cannot point to a similar 

piece of legislation to support the imposition of the same requirements on Indian 

companies through Clause 49. Instead, SEBI can look to the basics of its own 

purpose, as given in the SEBI Act, wherein it is granted the authority to “specify, by 

regulations, the matters relating to issue of capital, transfer of securities and other 

matters incidental thereto .... and the manner in which such matters shall be disclosed 

by the companies”. In addition, SEBI is granted the broad authority to “specify the 

requirements for listing and transfer of securities and other matters incidental thereto”. 

Recognizing that a problem arising from an overlap of jurisdictions between the SEBI 

and MCA does exist, the Standing Committee, in its final report, has recommended 

that while providing for minimum benchmarks, the Companies Bill should allow 

sectoral regulatory regime, to be decided by them according to circumstances. 

Referring to a similar case of jurisdictional overlap between the RBI and the MCA, 

the Committee has suggested that it needs to be appropriately articulated in the Bill 

that the Companies Act will prevail only if the Special Act is silent on any aspect. 

Further the Committee suggested that if both are silent, requisite provisions can be 

included in the Special Act itself and that status quo in this regard may, therefore, be 

maintained and the same may be suitably clarified in the Bill. This, in the 

Committee’s view, would ensure that there is no jurisdictional overlap or conflict in 

the governing statute or rules framed there under. 

Corporate Governance – Public Sector Units (PSUs): 

The governance structures of PSUs date back to the days when they were typically 

wholly owned by the government and were merely an extended arm of the state. 

These structures allowed the administrative departments in the concerned ministry to 

exercise virtually complete control over the functioning of these enterprises. It is now 

evident that these structures are incompatible with the efficient and successful 

operation of the PSUs in an increasingly competitive and deregulated economy.  
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It is interesting however to observe how totally irrelevant the Board really is in the 

governance of the PSUs today. The Board has no role to play in any of the areas 

where US and UK reformers have sought to strengthen the Board. The Board has very 

little say in the selection of the CEO or in the composition of the Board. The 

government as the majority shareholder takes these decisions through the concerned 

ministry with the help of the Public Enterprises Selection Board. The Board cannot 

fire the CEO nor can it vary his compensation package. As far as audit is concerned, 

again the dominant role is that of the Comptroller and Auditor General (CAG). There 

is very little that an Audit Committee could add to what the CAG does. In many 

PSUs, the Board may still be powerful on paper because the delegation of financial 

and operating powers to the CEO is very limited. Many operating decisions have to be 

brought to the Board for decision making. This does not however make for an 

effective Board because it pushes the Board into “managing” rather than “directing”. 

The current governance structure allows the Board to play a highly obstructive role of 

it chooses by opposing the CEO on operational matters. What if does not allow the 

Board to do is to play a meaningful strategic role since all strategic decisions are 

taken by the dominant shareholder through the concerned ministry. 

The more interesting issue which has not received much attention so far is the 

potential that exists for conflict between the dominant shareholder and the minority 

(public) shareholders. There was a well-known case a few years ago where a dispute 

of several billion rupees arose between two PSUs. One of these was wholly owned by 

the government while in the other there was a minuscule public shareholding. The 

government sided with the wholly owned forced PSU and forced the other PSU to pay 

up the disputed amount, and the impact on the earnings of the concerned PSU was 

quite substantial. The merits of the dispute apart, there is a serious corporate 

governance problem in the resolution of the dispute in this manner without either 

arms’ length negotiation or a resort to a judicial process. A minority shareholder could 

certainly have regarded it as a simple case of enrichment of the dominant shareholder 

at the expense of the minority shareholder. As government divestiture of minority 

stakes in PSUs gather pace, conflicts of this kind would become more frequent and 

more serious. 
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Corporate Governance – Multi National Corporations (MNCs): 

Government regulations have required most MNCs in India to operate through 

subsidiaries which are not 100% owned by the parent. In the 70s, the government 

enacted a law limiting foreign ownership in most industries to 40% while allowing 

51% in a few high technology areas. This law was liberalized in the 90s and now 51% 

is permitted in most industries while 74% or even 100% ownership is allowed in some 

cases. These regulations have created severe corporate governance problems in 

several key areas as may be seen from the examples below. 

In the 70s, MNCs were forced to issue shares to the Indian public to comply with the 

law. The controls that then existed on pricing of public issues meant that these issues 

were at substantial discounts to the market price. In the 90s when the law permitted 

higher foreign ownership, these MNCs raised the foreign stake by issuing shares at 

very deep discounts to the market price. This obviously meant a large loss to the 

minority shareholders. One particular case where shares were issued to the parent at 

less than one-tenth the market price was analysed in detail by Barua and Varma 

(1993a and 1993b). They calculated that the net gain to the foreign parent after 

compensating for the loss that it suffered in the 70s (together with interest thereon at 

market rates of interest) amounted to over $200 million. This and other similar share 

issues by MNCs were made with the explicit consent of the shareholders in general 

meeting. The parent companies with their dominant shareholding were able to get the 

resolutions passed with impressive majorities. In fact when the government 

introduced regulations to prevent such preferential issues, the MNCs protested against 

what they called an assault on “shareholder democracy”. 

Another corporate governance problem arises where the foreign parent has two 

subsidiaries in India in one of which it holds a higher stake (say 100%) while in the 

other it holds a smaller stake (say 51%). The manner in which the MNC structures its 

business in India between these two subsidiaries is riddled with problems as far as the 

minority shareholder is concerned. There have been allegations in some cases that the 

most profitable brands and businesses have been transferred from the long established 

51% subsidiary to the newly formed 100% subsidiary at artificially low prices. This 

implies a large loss to the minority shareholders of the 51% subsidiary who have after 
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all contributed to in equal measure to the investments that were made in the past to 

build up these businesses to their current dominant position. 

Yet another problem is the payments that parent companies increasingly demand for 

all the services that they provide to their subsidiaries. One well-known example 

involves a company where the parent has recently started collecting royalties for the 

use of a brand. In this case, India is actually the principal market for the brand and the 

Indian company and assiduously cultivated the brand through decades of advertising 

paid for in part by the minority shareholders. Minority shareholders could only watch 

in dismay as the royalties knocked off a sizeable chunk of the earnings of the 

company. 

Corporate Governance – Indian Business Groups: 

The situation in this category of companies is more complex than in the PSUs and the 

MNCs where there are clearly defined dominant shareholders. In the Indian business 

groups, the concept of dominant shareholders is more amorphous for two reasons. 

First, the promoters’ shareholding is spread across several friends and relatives as 

well as corporate entities. It is sometimes difficult to establish the total effective 

holding of this group. Second, the aggregate holding of all these entities taken 

together is typically well below a majority stake. In many cases, the promoter may not 

even be the largest single shareholder. What makes the promoters the dominant 

shareholders is that a large chunk of the shares is held by state owned financial 

institutions which have historically played a passive role. So passive have they been 

that in the few cases where they did become involved in corporate governance issues, 

they were widely seen as acting at the behest of their political masters and not in 

pursuance of their financial interests. So long as the financial institutions play a 

passive role, the promoters are effectively dominant shareholders and are able to get 

general body approval for all their actions. 

This allows the promoters to play all the games that dominant shareholders play in 

PSUs and MNCs – structuring of businesses and transfer of assets between group 

companies, preferential allotments of shares to the dominant shareholder, payments 

for “services” to closely held group companies and so on. But there are a number of 

new games too. Over several decades of the command economy, a large parallel black 

economy has developed in India. Where transactions are carried out in cash and are 

not recorded in the books of accounts. Some industries were at one stage so strongly 
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permeated by the black economy that it was almost impossible to carry on business 

without using black money. Though there have been several honourable exceptions, 

many Indian business groups have succumbed to the lure of black money. The 

literature on black money views it primarily as a means of cheating the government of 

its legitimate dues. But the fact that is not accounted for in the company’s books 

means that it is also cheating the majority shareholders. Quite often when a company 

makes losses in its books, the true picture of the business is much healthier because of 

the profits pouring in the form of block money. It is standard joke among bankers in 

India that there are many financially sick companies but no financially sick 

promoters. 

The situation in some of these business groups is strongly reminiscent of what the 

father of economics, Adam Smith, wrote two centuries age about the rampant 

corruption in the East India Company: 

“Frequently, a man of great fortune, sometimes even a man of small fortune is willing 

to purchase a thousand pounds share in India stock merely for the influence which he 

expects to acquire be a vote in the court of proprietors. It gives him a share, though 

not in the plunder, yet in the appointment of the plunderers of India... provided he can 

enjoy this influence for a few years, and thereby provide for a certain number of his 

friends, he cares little about the dividend, or even the value of the stock upon which 

his vote is founded”(Smith, 1776). 

Tax reforms coupled with economic liberalization have titled the balance away from 

black money transactions. This is partly because tax rates are now lower, and partly 

because increasing scale economies make it more difficult to operate with the 

informal organizational structures and financial arrangements that black money 

entails. It is to be hoped that tax reforms, deregulation and competition would 

gradually reduce the role of black money to the point where it is confined to isolated 

cases of corruption. 

Another important corporate governance issue is that of mergers and restructuring of 

companies in the same group. There have been several instances where the valuation 

of two group companies for the purpose of merger has been perceived to be biased in 

favour of one of the companies. It has been alleged that in many of these cases, the 

promoters had secretly built up large positions in this company as a cheap means of 

acquiring shares of the merged company. The amorphous nature of the promoter 

group makes it very difficult to verify these allegations. Mergers are subject to 
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approval by shareholder bodies of both companies as well as judicial review. But 

shareholder democracy is an empty defence against the dominant shareholder. 

 

CONCLUSION 

This study has argued that structural characteristics of the Indian corporate 

sector make the corporate governance problems in India very different from that in 

say the US or the UK. The governance issue in the US and UK is essentially that of 

disciplining the management who have ceased to be effectively accountable to the 

owners. The solution has been to improve the functioning of vital organs of the 

company like the board of directors. The problem in the Indian corporate sector (be it 

the public sector, the multinationals or the Indian private sector) is that of disciplining 

the dominant shareholder and protecting the minority shareholders. A board which is 

accountable to the owners would only be one which is accountable to the dominant 

shareholder; it would not make the governance problem any easier to solve. Clearly, 

the problem of corporate governance abuses by the dominant shareholder can be 

solved only by forces outside the company itself. Corporate governance reforms in 

India now stand at an interesting crossroads, and the future development of the next 

generation reforms and in their implementation during the current decade, will decide 

how effective they are for Indian business. 
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