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LITERATURE REVIEW OF CORPORATE GOVERNANCE AND THE ROLE OF INDEPENDENT DIRECTORS

DR. MITA MEHTA
ASSOCIATE PROFESSOR
SYMBIOSIS INSTITUTE OF MANAGEMENT STUDIES
SYMBIOSIS INTERNATIONAL UNIVERSITY
PUNE

SAYANI COOMAR
STUDENT
SYMBIOSIS INSTITUTE OF MANAGEMENT STUDIES
SYMBIOSIS INTERNATIONAL UNIVERSITY
PUNE

ABSTRACT
The purpose of this paper is to study various literatures in the area of corporate governance and review the role of Independent Directors of public listed companies
and their significance in relationship to the composition of board of directors. Researchers have used Secondary Research approach for this study. While reviewing
we arrived at the findings that the independent directors play a vital link in coordinating between the interests of Shareholders and the management. They have a
much larger role to execute than many others in the organisation. A declaration of good corporate governance necessarily does not guarantee transparency and
accountability of responsibilities.

KEYWORDS

accountability, corporate governance, independent directors, performance, transparency.

JEL CODE
G34.

1. INTRODUCTION
PMG, India, 2011) Corporate Governance lays down the various rules and regulations which are a good reference point for any company to start with. It
indicates the right way of functioning and control management in the most ethical way. It provides a structure to every company to plan its various
functioning levels. The responsibility of designing the governance structure lies with the company. Also it should be noted that the governance structure
is in alignment with the company’s objectives. For example, a company that is on a growing spree ideally should look for directors who have experience in managing
growth and strategize accordingly. It basically should be ingrained in all the transactions the company undertakes which extend from employees to consumers
and other stakeholders.

2. REVIEW OF LITERATURE

In the present day the role of an Independent Director is more challenging given the complexities of the corporate environment- regulatory bodies demand greater
compliance and stakeholders demand more transparency in business operations. As Brusce Dravis (2010), discuss in his paper, the independent directors have a
huge responsibility of liaising between the promoters, management and various stakeholders of a company. The role of the independent director is glorified as a
whistle blower wherein they have the liberty to challenge or question anything in the right way. In most case the independent director is related to the company
officials in some way or the other. But in an ideal scenario this should be avoided as much as possible. The characteristics of a true independent director are that
they should be constructive in his dissent and always have the broader picture in mind.

2.1 CORPORATE GOVERNANCE & INDEPENDENT DIRECTORS IN THE GLOBAL FRONT

Every country has its own vigil policy. In that context the paper discusses governance policy of few countries who have taken corporate governance to a different
level altogether. According to a study conducted among the public listed companies in Australia it was found that the presence of independent directors in the
Board of Directors increased the possibility of the board being neutral and not taking a biased stance. Similarly, in Ghana and China companies believe that
presence of independent directors’ increases competitiveness of the firm and fewer malpractices as regards to income. Same is the case for companies in Korea.
However, there is a striking contrast in belief when it comes to American companies.

An independent director is usually a person who is not a stakeholder in the company in any way or have previously been a part of the management of the company
ie, at least not in the last three financial years. Also the person should have no other contractual binding with anyone in the company. If the independent director
is very closely involved with the management of the company, then the ability of the independent director to take decisions is diluted. Under the given scenario
two types of independent directors have been categorized. The first being the ones who are completely independent and the second category comprises of the
ones who have had some association with the company or the management.

Liu and Yang (2008), in their paper discusses the believe of experts that independent directors can exercise independent judgement at various situations in the
company so it is necessary that they are not involved in the daily operations and management of the company. However, there is an increasing trend across the
globe to have minimum number of directors who are not an employee of the company in spite of the belief that independent directors bring about a neutral
strategic outlook for the company and increase the company’s competitiveness. People are divided in their opinion on the advantages and disadvantages of having
or not having independent directors on the board. Some even feel it is too early to comment on this topic given the Enron scam which had majority of its board
members as independent directors.

One of the short comings cited by Margaret McCabe and Margaret Nowak (2008), in their research report is that the management of the company comprise of a
group of agents appointed by the company to run the daily operations. And directors are dependent on the management for information. Therefore, it is expected
that the independent director judges every event as dispassionately as possible. An independent director is expected to function over a period of time in an
impersonal and a rational way. He should be able to serve the Board adequately and generate revenue and ensure a healthy working condition for the company
in the long run. He should be very well versed with the external environment so that he can strategize in the most profitable way to do business.

2.2 CORPORATE GOVERNANCE & INDEPENDENT DIRECTORS IN THE INDIAN CONTEXT

Iti Bose (2009), comments that in the Indian scenario growing business demands greater transparency in day-to-day operations and for that the demand for
independent directors are on the rise. One of the core responsibilities of an Independent director is that he acts as the person responsible for ensuring good
governance within the organisation as well as takes important decisions with respect to investments. He helps to channelize various foreign investments into the
company. For a growing economy it is necessary for companies to adhere to international standards of corporate governance thus the importance of independent
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directors reinstated further. The Confederation of Indian Industry (Cll) has been one of the pioneer institutions in India for implementing corporate governance in
listed companies. In addition to that even the Securities Exchange Board of India (SEBI) has laid its list of compliances which every company should follow- it
mandates at least half of the board should comprise of independent directors.

However, studies are still underway to improve on the regulation such that operations within the organisation are more transparent to shareholders. In the
corporate scenario the governance is usually executed through various committees like the Audit Committee, Risk Management Committee, Nomination Commit-
tee and others. Of these it is important that the nomination committee consist mostly of independent director who can dispassionately nominate and evaluate
the members on the board. In addition to that independent director should also represent the Audit committee for similar reasons. There should at least be one
person in the Audit Committee who has knowledge of finance. In the absence of such a person the company should ideally hire the services of an expert.

The regulatory bodies in India are still undecided on the ideal number of independent directors on the board however it is an ongoing debate and majority of the
expert state that at least 25% of the board of directors should be independent.

The Kumaramangalam Birla Committee stressed upon the importance of good corporate governance and based on their recommendations the new Clause 49 was
included in the Stock Exchange Listing Agreements in 2000. The Naresh Chandra Committee Report stressed on the importance of the role of Independent Direc-
tors. A recent amendment to Clause 49 has further strengthened the role of independent directors on the board. Further the criteria under which an individual
can be inducted as an independent director have been made more severe. The independent director is not only expected to work in the interest of shareholders
but also review various legal compliances by the company and act as a whistle blower under unfavourable circumstances.

2.3 REMUNERATION OF INDEPENDENT DIRECTORS

In the global scenario the Independent Directors are given the liberty of “say on pay”. However, the compensation is generally not linked to any performance goals
or share options. However, the pay structure varies vastly across countries. In some countries the compensation to independent directors is in the form of attend-
ance fees, variable fees based on company performance, basic fees for committee membership and Chairmanship, and committee attendance fees are in practice.
In India again the scenario is a lot different as the independent directors are only entitled to sitting fees, reimbursement of expenses for participation in the board
and other meetings and profit-related commission as may be approved by the members. However, there have been some amendments to Clause 49 recently
wherein the remuneration of independent directors is decided by the board and approved by the shareholders in general meeting also the number of stock options
allotted to them are limited over the financial year. Also the stock options granted to the independent directors shall be vested after a year of retirement from
the board.

CONCLUSION

An independent director is expected to perform his duties holistically who has a vision to maximise the benefits of the company in the long-run by taking into
account welfare of the employees, expectations of stakeholders and furtherance of the society at large. Even though the role of an independent director is more
often than not, synonymous to a watch-dog it is important for an independent director to add value to the overall performance of the company apart from
scrutinizing and questioning various compliance related issues.

The role of the independent director is glorified as a whistle blower wherein they have the liberty to challenge or question anything in the right way. In most cases
the independent director is related to the company officials in some way or the other. But in an ideal scenario this should be avoided as much as possible. The
characteristics of a true independent director are that they should be constructive in his dissent and always have the broader picture in mind. They should adopt
a neutral role and work in the interest of all stakeholders. They in a way strengthen the say of the shareholders on the board however the independent directors
need to be empowered further to discharge their responsibilities better. But the independent directors alone cannot be held responsible for deficiencies of the
board.

A business goes through various cycles and economic conditions. Examples have been quoted of times when the company plans a hostile takeover the independent
directors present in the board play a very important in strategizing the entire process. Presence of independent directors actually reduces the chances of financial
fraud to a great extent. Existence of independent directors in the compensation committee ensures that there will be a constant review on the performance of
the executive directors and the CEO and in case they are found to be not performing at par with expectation then their salary would be reduced proportionately.
However, exceptions such as Enron Corp. and Global Crossing Ltd. also occur simultaneously. Situations where scam could not be avoided in spite of a large number
of Independent Directors being present on the board also exist. In case of few companies’ independent directors were also a part of the Audit committee.

There are arguments as Steven T. Petra (2005), mentions that as independent directors are not a part of the management they act as hindrances in the day-to-
day functioning of the firm as they tend to question things most of the time. An optimum balance should be decided that should between the independent
directors and management of the company. In case of allocation the independent director is entitled to more power given the fact that they foresee the future
happenings for that company. Being a part of the board the independent director is expected to strategize as well as implement and control the daily functions in
an organization. But like the well-known saying goes, morality cannot be established or authorized by corporate policies. It is important for an organisation to have
a good working environment wherein independent directors can function and execute their duties well.
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