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ABSTRACT 

It is contended in this paper that the market-based corporate governance approach should be 

widened to incorporate the problem of large block-holders and owner-controlled firms and 

should be generalized to a model of multilateral negotiations and influence-seeking among a 

number of different stakeholders. In practice such a model should incorporate checks and 

balances between various stakeholders and outside constraints and must take into account 

how the political and legal system of a country affects this balance. The broader notion of 

corporate governance offers hope for understanding better the developing economies in 

particular where anonymous stock markets are not likely to promote the necessary 

entrepreneurial activity and corporate restructuring. It suggests that other mechanisms, such 

as product market competition, peer pressure, or labor market activity, may compensate for 

this weakness, or more realistically, may be more promising targets for legal or political 

reform than the stock market. Finally, it highlights some important issues relating to 

Corporate Governance in India that need to be addressed. 
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I. INTRODUCTION 

 Corporate governance is generally defined as the set of processes, customs, policies, 

laws, and institutions affecting the way a corporation (or company) is directed, administered 

or controlled. It is a field in economics that investigates how to secure/motivate efficient 
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management of corporations by the use of incentive mechanisms, such as contracts, 

organizational designs and legislation.  

 A broader definition of corporate governance would define it as the set of 

mechanisms that translate signals from product markets and input markets into firm behavior. 

This definition focuses on two elements - the signals generated outside the firm and the 

control structures inside the firm to execute decisions based on these signals [1]. Such a 

definition is broader than the more traditional ones which tend to limit attention to the 

conflict between outside investors and top investors. It implies that control over a firm’s 

course involves more than these two groups of actors. Despite having a theoretical tilt, this 

way of looking at corporate governance has important practical implications. It opens up the 

firm, and its management, to pressures other than that from shareholders. Further, it lays 

stress on the need to look at the issue of corporate governance in a wider context of product 

market competition and corporate links.  

 

II. CLASSIFICATION OF CORPORATE GOVERNANCE MODELS 

 Corporate governance models may be classified into the “outsider” model and the 

“insider” model. In the “outsider” model the shareholders typically have no interest in 

managing the company and retain no relationship with the company except for their financial 

investments. Classic examples of countries that follow the outsider model are the U.S. and 

U.K. The outsider model is characterised by dispersed share ownership with large 

institutional shareholdings thereby altering the position of owners from and active to a 

passive agent. Hence, there is a “separation of ownership and control” and the individual 

interest of shareholders is thus subservient to that of managers who control the company. 

Interestingly, while India has borrowed much of its corporate governance principle from the 

U.S. and U.K., the model that is applicable in India is the “insider” model. The insider model 

is characterized by close knit groups of “insiders” who have a more long-term relationship 

with the company. The insiders, i.e. the controlling shareholders, are the single largest group 

of shareholders, while the remaining shares are held by institutions or individuals constituting 

the “public”. In such a system the allegiance of the management is to the controlling 

shareholders, and it may well be that the two entities are the same. Therefore, what may work 

in an outsider model – where for instance “independent directors” may in fact be independent 

– does not translate that simply into the Indian context [2]. 
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III. IMPORTANCE OF CORPORATE GOVERNANCE 

 Consider the question, how important is corporate governance? For some, it is one of 

the most important policy issue, while others hold the opinion that its effects are secondary in 

nature. The extent to which corporate governance matters is ultimately an empirical question. 

LaPorta et al., (1997, 1998, and 1999a) [3] [4] raise a number of important questions 

concerning the interaction between law and finance, and more broadly about the role of 

institutions in economic development. Various other studies have analyzed the effects of 

legal rules protecting investors and the general quality of the legal system on, inter alia, - the 

development of the financial system [5], the impact of macro-economic shocks [6], the cost 

of capital [7], and corporate behavior and industrial growth [8] [9]. In many cases the 

explanatory power of the legal variables was found to be very strong thereby suggesting that 

the potential implications for policy are important. The main argument of LaPorta et al. is 

that when the legal framework offers inadequate protection to outside investors, 

entrepreneurs and original owners are forced to maintain large positions themselves to align 

their incentives with other shareholders [10]. Alternatively stated, countries with poor 

shareholder protection laws should have more concentrated ownership structures. LaPorta et 

al., find support for this hypothesis, and they argue that differences in investor protection 

have implications for corporate behavior and economic growth.  

 To make policy recommendations it is important to define the corporate governance 

problem of a particular country with regard to its institutions. In particular, the predominant 

corporate governance problem in a developing economy is likely to be different from that of 

a developed market economy [11]. These differences will affect the implementation of 

corporate governance recommendations.  

 Further, literature on corporate governance generally limit attention to control by the 

providers of capital and by equity holders. From a legal point of view, this restriction may be 

justified, because equity holders formally “own” the firm. The rationale for this is that, who 

owns should control.  However, this argument is flawed because there is a big difference 

between “should” and does” [12]. Moreover, the difference relates not only to the conflict 

between top management and equity. Other groups, both inside and outside the firm, do exert 

significant influence on at least some decisions by the firm. These include the employees as a 

whole, higher and middle management, trade unions, firm-specific suppliers or buyers, other 

large firms which are not linked to the given firm by equity stakes, the public, and the 

government. 
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 It is, therefore, proposed that the ambit of corporate governance should be broadened 

to include the problem of owner-controlled firms and large block-holders. Further, it  should 

be generalized to a model of multilateral negotiations and influence-seeking among a number 

of different stakeholders [13]. In practice such a model should incorporate a number of 

checks and balances between various stakeholders and outside constraints, and must take into 

account how the political and legal system of a country affects this balance. Even if there is 

theoretical reason to believe that ownership with its incumbent benefits and costs  lies with 

equity, this view is not widely held in most economies outside U.K. and U.S. of A.  

 

IV. CONTEXT OF DEVELOPING ECONOMIES 

The broader notion of corporate governance provides scope for a better understanding 

of other economies, and in particular the developing economies, wherein anonymous stock 

markets are not likely to induce the necessary corporate restructuring and entrepreneurial 

activity. Further, it points towards other mechanisms that may compensate for this weakness 

(e.g. product market competition, labor market activity, peer pressure) or may be more 

promising targets for political or legal reform than the stock market.  

This broader perspective suggests that corporate governance should not remain 

isolated from product and labor markets, the role of suppliers, employees, management 

networks, and the bodies of law that affect their workings and interactions, such as labor laws 

or competition law.  

The interaction between corporate governance arrangements and the political system 

is another aspect that is generally over-looked. It may be argued that “crony capitalism” is a 

much more important problem in most developing countries than the protection of minority 

share-holders [14]. This is so mainly because dominant family owners of business groups are 

politically influential and are often successful in influencing legislation and regulation. Under 

such circum-stances it could well be that  mere policy recommendations to change these rules 

may not be sufficient. 

The above definition of corporate governance suggests that there are numerous 

channels through which signals from input and product markets may affect investment 

decisions. Hence  the strength of these signals assume importance. For example, more 

competitive the product markets and stronger the bargaining power of suppliers, the more 

likely they are to influence the firm’s behavior. However, if the controlling owner or the 

management is shielded from these pressures, the intensity of the signals may be rendered 
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inconsequential. Under these conditions the legal framework would have to perform the twin 

tasks of reinforcing the signals and improving the mechanism whereby these signals are 

channeled into investment decisions.  

 

V. IMPLICATIONS FOR DEVELOPING ECONOMIES 

In most developing countries ownership and control of firms is strongly concentrated 

[15] [16]. Though the variation across countries is quite significant, apart from a few 

exceptions, firms have a controlling owner, family-controlled firms are important, and many 

large firms are members of business groups. The organisation of these business groups 

involves extensive cross-ownership, they are generally dominated by a controlling family, 

and often have good contacts in the government (for the case of India, see Bhagwati) [17].  

As the group based corporate structure, in developing economies, is usually 

considered to be a response to missing capital market institutions, the relevance of 

shareholder protection laws for an assessment of the working of capital markets in such 

countries poses a problem. A comprehensive empirical study by [18],  of business groups in 

emerging economies has found that in three out of the seven countries with large numbers of 

business groups (Indonesia, Taiwan and India), group membership has a statistically 

significant positive impact on firm's profitability, while its impact is near zero in the four 

other countries (Thailand, South Korea, Brazil and Chile). Hence these business groups 

though characterised by insider dominance, lack of accountability and transparency etc. at 

least do not seem to harm their own shareholders, given the environment they operate in.  

The actual or potential role of external finance, in developing countries, is not as 

clear. Finance, internal or external, would be of help only when firms have access to 

profitable projects with low risk. However, the risk premium is high in many developing 

countries (weaknesses in investor protection, the rule of law, enforcement and transparency 

all contribute to this premium). In these circumstances, the business groups by channeling 

resources between the different firms in the group, relax the liquidity constraint at the firm 

level thus playing an important role. Here, a legal reform may be counterproductive if it 

disrupts these channels without establishing new reliable ones - which is quite likely to be the 

case at least in the short run [19].   
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VI. SOME IMPORTANT CORPORATE GOVERNANCE ISSUES IN THE INDIAN 

CONTEXT THAT NEED TO BE ADDRESSED 

A major problem concerning corporate governance in India is the conflict between the 

dominant shareholders and the minority shareholders, unlike in UK and USA where the  

conflict is between management and owners. The Board and the management of the company 

have a fiduciary responsibility towards each and every shareholder and not just towards the 

majority or dominant shareholder. Corporate governance ought to be concerned more about 

ownership rights [20]. 

Though company laws in India stipulate a healthy mix of executive and non-executive 

directors, board appointments continue to be made through recommendations of fellow board 

members or by word of mouth. It is not uncommon for friends and family of promoters and 

management to be appointed as board members. Innovative solutions are the need of the hour 

– for instance, rating board diversity and governance practices and publishing such results. 

The challenge lies in ingraining governance in corporate cultures so that there is improved 

compliance [21]. 

Many Indian businesses are family owned with the family having a firm grip on the 

controlling shareholders thus having a voting majority. The latter may welcome cash 

infusions by outside investors, but they may be reluctant to relinquish control. This not only 

makes it difficult for outsiders to track the business realities of individual companies but can 

lead to numerous inefficiencies and internal conflicts as the business expands. Family control 

may also result in governance problems viz. lack of transparent reporting to the outside world  

and inadequate checks and balances over executive decision making and behavior [22]. 

Further, unlike in developed countries, in India it is often the case that the identity of the 

founders of a company and the company gets merged and the former continue to exert 

considerable influence over crucial board decisions compromising the efficacy of corporate 

governance.  

There are many instances of promoter appointed independent directors not actually 

acting independently and thus found wanting in making the desired impact. Such independent 

directors are unlikely to stand-up for minority interests against the promoter. An independent 

director can be removed by promoters or majority shareholders under the extant laws. This 

has a direct impact on independence. In order to vest the independent directors greater 

freedom of action and prevent vindictive actions against them it is crucial to incorporate 
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additional checks in the process of their removal, for example requiring approval of majority 

of public shareholders.[23] 

 Accountability to Stakeholders is another area that needs to be addressed. 

Indian company law, imposes certain duties on all directors including independent directors 

not only towards the company and its shareholders but also towards the employees, 

community and for the protection of environment. Due to ineffective enforcement one can 

discern a clear complacency in the discharge of these responsibilities. 

 Instances of insider trading is yet another problem that calls for attention of the 

authorities. Corporate insiders by the virtue of their position have access to confidential 

information about the corporation and may misappropriate that information to reap profits. 

Black's Law Dictionary defines insider trading as, “The use of material non public 

information in trading the shares of the company by a corporate insider or any other person 

who owes a fiduciary duty to the company”. The Securities and Exchange Board of India 

lacks a robust investigative mechanism and a vigilant approach due to which the culprits are 

able to escape from the clutches of law [24]. 

 

VII. CONCLUSION 

 Corporate governance was defined as the mechanisms translating signals from 

product and input markets into corporate behavior. The pressure generated by external 

investors was stated to be just one of these mechanisms. Other mechanisms were monitoring 

by competitors, employees, suppliers, and intra-corporate networks. The government can also 

influence the transmission of signals. The various pressures may push the corporation away 

from efficiency and profit-maximization. In such situations greater investor protection could 

serve  as a welcome countervailing force.  

 The law has the potential to affect these tradeoffs and the ensuing costs and benefits. 

But these costs and benefits are multi-dimensional, and the law in general, and corporate law 

in particular, must be careful not to focus excessively on outside investors in the evaluation of 

these costs and benefits. Any statement about corporate governance and possible intervention 

through the legal system must, therefore, be preceded by careful analysis of the specific 

institutions of the country concerned.  
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