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Executive Summary

A small co-operative bank in Maharashtra purchases a luxury car priced at Rs. Eight lakhs for its MD. So far so good. Problem. The bank has a profit running into a few thousands only. When asked about the need to purchase the same, the MD justified: "IF HDFC / ICICI can, we too can move into MOBILE banking." So much for CORPORATE GOVERNANCE.

What does this psyche represent? What constitutes CORPORATE GOVERNANCE? It is this issue that this Project would like to address.

CORPORATE GOVERNANCE

How do you define CORPORATE GOVERNANCE? Essentially it covers the gamut of activities having a direct or indirect effect on the health of the entity. Nobel Laureate MILTON FRIEDMAN stated; " Corporate Governance is to conduct business in accordance with Shareholders’ desire while confirming to local laws and customs". More recently the President, World Bank – J.Wolfensohn made a more contemporary definition of the same. "Corporate Governance is all about promoting Corporate Fairness, Transparency and Accountability". How much of this is pertinent and really followed today remains to be seen.

Few Definitions

1. "Corporate governance is a field in economics that investigates how to secure/motivate efficient management of corporations by the use of incentive mechanisms, such as contracts, organizational designs and legislation. This is often limited to the question of improving financial performance, for example, how the corporate owners can secure/motivate that the corporate managers will deliver a competitive rate of return", www.encycogov.com, Mathiesen [2002]. “Corporate governance deals with the ways in which suppliers of finance to corporations assure themselves of getting a return on their investment”, The Journal of Finance, Shleifer and Vishny [1997, page 737]. 

2. "Corporate governance is the system by which business corporations are directed and controlled. The corporate governance structure specifies the distribution of rights and responsibilities among different participants in the corporation, such as, the board, managers, shareholders and other stakeholders, and spells out the rules and procedures for making decisions on corporate affairs. By doing this, it also provides the structure through which the company objectives are set, and the means of attaining those objectives and monitoring performance", OECD April 1999. OECD's definition is consistent with the one presented by Cadbury [1992, page 15]. 

3. "Corporate governance - which can be defined narrowly as the relationship of a company to its shareholders or, more broadly, as its relationship to society -….", from an article in Financial Times [1997]. 

4. "Corporate governance is about promoting corporate fairness, transparency and accountability" J. Wolfensohn, president of the Word bank, as quoted by an article in Financial Times, June 21, 1999. 

5. “Some commentators take too narrow a view, and say it (corporate governance) is the fancy term for the way in which directors and auditors handle their responsibilities towards shareholders. Others use the expression as if it were synonymous with shareholder democracy. Corporate governance is a topic recently conceived, as yet ill-defined, and consequently blurred at the edges…corporate governance as a subject, as an objective, or as a regime to be followed for the good of shareholders, employees, customers, bankers and indeed for the reputation and standing of our nation and its economy” Maw et al. [1994, page 1]. 

G-CUBE MODEL OF CORPORATE GOVERNANCE




The model measures 6 parameters of corporate governance. Accounting Quality, Value Creation, Fair Policies and Actions, Communication, Effective Governing Board and Reliability. 

For Accounting Quality the fund managers look at all or any of the following variables: company accounting policies, disclosure standards, proactive adoption of accounting policy improvements, internal audit and control mechanisms for addressing auditor’s queries. The top companies were ranked accordingly. Similarly , for ‘Value Creation Focus” business strategy (driven by value creation focus), effective use of cash surplus, capital structure, usage of IPO funds, shareholder friendliness are among the key variables. For ‘Fair policies among actions”, the fund managers take the cue from fair treatment of minority shareholders, transparency of trades by top management and ethical behavior with customers, suppliers, tax authorities and government. Similar variables were used for ranking companies based on other parameters.

Historical Perspective
Corporate governance guidelines and best practices have evolved over a period of time. The Cadbury Report on the financial aspects of corporate governance, published in the United Kingdom in 1992, was a landmark. It led to the publication of the Viénot Report in France in 1995. This report boldly advocated the removal of cross-shareholdings that had formed the bedrock of French capitalism for decades. Further, The General Motors Board of Directors Guidelines in the United States and the Dey Report in Canada proved to be influential in the evolution of other guidelines and codes across the world. Over the past decade, various countries have issued recommendations for corporate governance. Compliance with these is generally not mandated by law, although codes that are linked to stock exchanges sometimes have a mandatory content. 



The Sarbanes-Oxley Act, which was signed by the U.S. President George W. Bush into law in July 2002, has brought about sweeping changes in financial reporting. This is perceived to be the most significant change to federal securities law since the 1930s. Besides directors and auditors, the Act has also laid down new accountability standards for security analysts and legal counsels.

In November 2003, the SEC approved changes to the NYSE and NASDAQ listing requirements. The changes focused mainly on Board independence, independent committees of the Board, audit committee composition, code of business conduct and ethics and related party transactions.

The Higgs Report on non-executive directors and the Smith Report on audit committees, both published in January 2003, form part of the systematic review of corporate governance being undertaken in the U.K. and Europe. This is in light of recent corporate failures. The recommendations of these two reports are aimed at strengthening the existing framework for corporate governance in the U.K. Enhancing the effectiveness of the non-executive directors and switching the key audit relationship from executive directors to an independent audit committee are part of this. These recommendations are intended as revisions to the Combined Code on Corporate Governance.

In April 2004, the governments of the 30 Organisation for Economic Co-operation and Development (OECD) countries approved a revised version of the OECD’s Principles of Corporate Governance adding new recommendations for good practice in corporate behavior with a view to rebuilding and maintaining public trust in companies and stock markets. The revised principles call on governments to ensure effective regulatory frameworks and on companies to be more accountable. The principles include increased awareness among institutional investors, enhanced role for shareholders in executive compensation, greater transparency and effective disclosures to counter conflicts of interest.

In India, the Confederation of Indian Industry (CII) took the lead in framing a desirable code of corporate governance in April 1998. This was followed by the recommendations of the Kumar Mangalam Birla Committee on Corporate Governance. This committee was appointed by the Securities and Exchange Board of India (SEBI). The recommendations were accepted by SEBI in December 1999, and are now enshrined in Clause 49 of the Listing Agreement of every Indian stock exchange. SEBI also instituted a committee under the chairmanship of Mr. N. R. Narayana Murthy which recommended enhancements in corporate governance. SEBI has incorporated the recommendations made by the Narayana Murthy Committee on Corporate Governance in clause 49 of the listing agreement. However, Clause 49 as revised is yet to be made effective and is likely to come into force from January 1, 2006.

In addition, the Department of Company Affairs, Government of India, constituted a nine-member committee under the chairmanship of Mr. Naresh Chandra, former Indian ambassador to the U.S., to examine various corporate governance issues. The committee‘s recommendations are now mandatory. 

Why is the issue of corporate governance become so critical for India Inc?

 There has been a phenomenal growth in the market capitalization of the companies. This growth has triggered a fundamental change in mindset from the earlier one of appropriating larger slices of a small pie, to doing all that is needed to let the pie grow, even if it involves dilution in share ownership. Creating a distributing wealth has become a more popular maxim than ever before — the more so when the maxim is seen to be validated by growing market capitalization.

The second reason is that interest of the foreign portfolio investors has grown significantly over last few years, but these investors demand more transparency, greater disclosure & better corporate governance. Even after the highly successful NASDAQ issue of Infosys, the Indian companies have started to realize the good corporate governance could provide them easy access to the US capital markets.

Thus although the corporate governance in India essentially started because of the external pressures from the World bank & IMF , over last years many companies have realized the importance of good corporate governance for retaining the interest of the investors over a long period of time. With the investors ready to pay a premium for those companies that follow the best practices in financial reporting & accounting as well as corporate with good corporate governance, one thing is for sure, corporate governance is here to stay

Parties to corporate governance

Parties involved in corporate governance include the governing or regulatory body (e.g. the Securities and Exchange Commission in the United States), the Chief Executive Officer, the board of directors, management and shareholders. Other stakeholders who take part include suppliers, employees, creditors, customers and the community at large.

In corporations, the principal (shareholder) delegates decision rights to the agent (manager) to act in the principal's best interests. This separation of ownership from control implies a loss of effective control by shareholders over managerial decisions. Partly as a result of this separation between the main two parties, a system of corporate governance controls is implemented to assist in aligning the incentives of managers with those of shareholders, in order to limit the self-satisfying opportunities for managers. With the significant increase in equity holdings of institutional investors, there has been an opportunity for a reversal of the separation of ownership and control problems because ownership is not so diffuse.

A board of directors often plays a key role in corporate governance. It is their responsibility to endorse the organisation's strategy, develop directional policy, appoint, supervise and remunerate senior executives and to ensure accountability of the organisation to its owners and authorities.

All parties to corporate governance have an interest, whether direct or indirect, in the effective performance of the organisation. Directors, workers and management receive salaries, benefits and reputation; whilst shareholders receive capital return. Customers receive goods and services; suppliers receive compensation for their goods or services. In return these individuals provide value in the form of natural, human, social and other forms of capital.

A key factor in an individual's decision to participate in an organisation (e.g. through providing financial capital or expertise or labor) is trust that they will receive a fair share of the organisational returns. If some parties are receiving more than their fair return (e.g. exorbitant executive remuneration), then participants may choose to not continue participating...potentially leading to organisational collapse (e.g. shareholders withdrawing their capital). Corporate governance is the key mechanism through which this trust is maintained across all stakeholders.

Principles

Key elements of good corporate governance principles include honesty, trust and integrity, openness, performance orientation, responsibility and accountability, mutual respect, and commitment to the organisation.

Of importance is how directors and management develop a model of governance that aligns the values of the corporate participants and then this model periodically for its effectiveness. In particular, senior executives should conduct themselves honestly and ethically, especially concerning actual or apparent conflicts of interest, and disclosure in financial reports.

Commonly accepted principles of corporate governance include:

· Rights of, and equitable treatment of, shareholders: Organisations should respect the rights of shareholders and help shareholders to exercise those rights. They can help shareholders exercise their rights by effectively communicating information that is understandable and accessible and encouraging shareholders to participate in general meetings. 

· Interests of other stakeholders: Organisations should recognise that they have legal and other obligations to all legitimate stakeholders. 

· Role and responsibilities of the board: The board needs a range of skills and understanding - to be able to deal with various business issues and have the ability to review and challenge management performance. It needs to be of sufficient size and have an appropriate level of commitment to fulfill its responsibilities and duties. There are issues about the appropriate mix of executive and non-executive directors. The key roles of chairperson and CEO should not be shared. 

· Integrity and ethical behaviour: Organisations should develop a code of conduct for their directors and executives that promotes ethical and responsible decision making. It is important to understand, though, that systemic reliance on integrity and ethics is bound to eventual failure. 

· Disclosure and transparency: Organisations should clarify and make publicly known the roles and responsibilities of board and management to provide shareholders with a level of accountability. They should also implement procedures to independently verify and safeguard the integrity of the company's financial reporting. Disclosure of material matters concerning the organisation should be timely and balanced to ensure that all investors have access to clear, factual information. 

Issues involving corporate governance principles include:

· oversight of the preparation of the entity's financial statements 

· internal controls and the independence of the entity's auditors 

· review of the compensation arrangements for the chief executive officer and other senior executives 

· the way in which individuals are nominated for positions on the board 

· the resources made available to directors in carrying out their duties 

· oversight and management of risk 

Mechanisms and controls

Corporate governance mechanisms and controls are designed to reduce the inefficiencies that arise from moral hazard and adverse selection. For example, to monitor managers' behaviour, an independent third party (the auditor) attests the accuracy of information provided by management to investors. An ideal control system should regulate both motivation and ability.

Internal corporate governance controls

Internal corporate governance controls monitor activities and then take corrective action to accomplish organisational goals. Examples include:

· Monitoring by the board of directors: The board of directors, with its legal authority to hire, fire and compensate top management, safeguards invested capital. Regular board meetings allow potential problems to be identified, discussed and avoided. Whilst non-executive directors are thought to be more independent, they may not always result in more effective corporate governance. Different board structures are optimal for different firms. Moreover, the ability of the board to monitor the firm's executives is a function of its access to information. Executive directors possess superior knowledge of the decision-making process and therefore evaluate top management on the basis of the quality of its decisions that lead to financial performance outcomes, ex ante. It could be argued, therefore, that executive directors look beyond the financial criteria. 

· Remuneration: Performance-based remuneration is designed to relate some proportion of salary to individual performance. It may be in the form of cash or non-cash payments such as shares and share options, superannuation or other benefits. Such incentive schemes, however, are reactive in the sense that they provide no mechanism for preventing mistakes or opportunistic behaviour, and can elicit myopic behaviour. 

· Audit committees 
External corporate governance controls

External corporate governance controls encompass the controls external stakeholders exercise over the organisation. Examples include:

· debt covenants 

· external auditors 

· government regulations 

Systemic problems of corporate governance

· Supply of accounting information: Financial accounts form a crucial link in enabling providers of finance to monitor directors. Imperfections in the financial reporting process will cause imperfections in the effectiveness of corporate governance. This should, ideally, be corrected by the working of the external auditing process, but lack of auditor independence may prevent this. 

· Demand for information: A barrier to shareholders using good information is the cost of processing it, especially to a small shareholder. The traditional answer to this problem is the efficient market hypothesis, which suggests that the small shareholder will free-ride on the judgements of larger professional investors. However, there is an expanding empirical literature on apparent departures from this. 

· Monitoring costs: In order to influence the directors, the shareholders must combine with others to form a significant voting group which can pose a real threat of carrying resolutions or appointing directors at a general meeting. The costs of combining in this way might well be prohibitive relative to the benefits. 

Role of the accountant

Financial reporting is a crucial element necessary for the corporate governance system to function effectively. Accountants and auditors are the primary providers of information to capital market participants. The directors of the company should be entitled to expect that management prepare the financial information in compliance with statutory and ethical obligations, and rely on auditors' competence.

Current accounting practice allows a degree of choice of method in determining the method of measurement, criteria for recognition, and even the definition of the accounting entity. The exercise of this choice to improve apparent performance (popularly known as creative accounting) imposes extra information costs on users. In the extreme, it can involve non-disclosure of information.

One area of concern is whether the accounting firm acts as both independent auditor and management consultant to the firm they are auditing. This may result in a conflict of interest which places the integrity of financial reports in doubt due to client pressure to appease management.

The Enron collapse is an example of misleading financial reporting. Enron concealed huge losses by creating illusions that a third party was contractually obliged to pay the amount of any losses. However, the third party was an entity in which Enron had a substantial economic stake. In discussions of accounting practices with Arthur Andersen, the partner in charge of auditing, views inevitably led to the client prevailing.

However, good financial reporting is not a sufficient condition for the effectiveness of corporate governance if users don't process it, or if the informed user is unable to exercise a monitoring role due to high costs 

Regulation

Self-regulation

Rules versus principles

Rules are typically thought to be simpler to follow than principles, demarcating a clear line between acceptable and unacceptable behaviour. Rules also reduce discretion on the part of individual managers or auditors.

In practice rules can be more complex than principles. They may ill-equipped to deal with new types of transactions not covered by the code. Moreover, even clear rules can be manipulated whilst circumventing its underlying purpose.

Enforcement

Enforcement can affect the overall credibility of a regulatory system. They both deter bad actors and level the competitive playing field. Nevertheless, greater enforcement is not always better, for taken too far it can dampen valuable risk-taking.

Corporate governance models around the world

There are many different models of corporate governance around the world. These differ according to the variety of capitalism in which they are embedded. The liberal model that is common in Anglo-American countries tend to give priority to the interests of shareholders. The coordinated model that one finds in Continental-Europe and Japan also recognizes the interests of workers, managers, suppliers, customers, and the community. Both models have distinct competitive advantages, but in different ways. The liberal model of corporate governance encourages radical innovation and cost competition, whereas the coordinated model of corporate governance facilitates incremental innovation and quality competition.

In the United States, a corporation is governed by a board of directors, which has the power to choose an executive officer, usually known as the chief executive officer. The CEO has broad power to manage the corporation on a daily basis, but needs to get board approval for certain major actions, such as hiring his/her immediate subordinates, raising money, acquiring another company, major capital expansions, or other expensive projects. Other duties of the board may include policy setting, decision making, monitoring management's performance, or corporate control.

The board of directors is nominally selected by and responsible to the shareholders, but the bylaws of many companies make it difficult for all but the largest shareholders to have any influence over the makeup of the board; normally, individual shareholders are not offered a choice of board nominees among which to choose, but are merely asked to rubberstamp the nominees of the sitting board. Perverse incentives have pervaded many corporate boards in the developed world, with board members beholden to the chief executive whose actions they are intended to oversee. Frequently, members of the boards of directors are CEO's of other corporations, which some[1] see as a conflict of interest.

Japanese Corporate governance: Keiretsu Model 

The Japanese governance system is typical of a relationship based model of governance.. Unlike the market-oriented model which emphasizes the importance of the shareholder and her value maximization, the Japanese model seeks to balance amongst a wide range of shareholders, such as managers, creditors, employees, partners and suppliers. The Japanese corporate governance system relies heavily on trust and the relationship-based approach. Ownership is based on the keiretsu system (the western equivalent of relationship investing), where the dominant shareholder is the main bank. Banks hold a considerable chink of ownership shares and fund the promoters whenever needed. Funding is not based on the notion of making short-term gains. Instead banks fund firms to build strong long-term relationships and play a very active role as big partners in functioning of the firms. Unlike banks in other countries where they recall the loan amount as soon as they sense that firm is going out of business or becoming bankrupt, Japanese banks support their client firms by pumping in more capital at critical times. However, this has eventually resulted in the banks accumulating higher non-performing loans and resulted in accumulating corporate governance problems in the late 1990s. During financial distress, banks take control of the firms. Only after there is some amount of recovery from distress and the firms start making profits are they handed back to the management. Further, the relationship can be defined to the extent that the bank not only provides equity, but also places its executives in top management positions in firms where it has parked it finances.

Monks and Minow suggest that the Japanese ownership system is interesting for it has cross-shareholdings by affiliated companies, often including customers and suppliers.
Gedajlovic mention that investors like ‘antei kabunushi’ or ‘seisaku toshika’ meaning stable shareholders(such as banks, insurance companies and affiliated firms) have more than just an equity holding relationship with the firms they invest in. Kester and Roe have argued that seisaku toshikas invest in relationship building and growing business relationships rather than earn returns on their investments .Hence, interlocked cross-shareholdings are quite common in the Japanese governance system, and equity is rarely diluted. Cross-shareholdings have been instrumental as protection against hostile takeovers. 

The Primary benefit of the cross-shareholding pattern, as Gerlach contends, is that such close relationships amongst the various equity-holding groups help in information sharing and thus promote innovation, stability in employment and interim cooperation .Rubach and Sebora suggest that neither the interests of the corporation nor the demands of the market seem to be more important than the conduct of the business, for Japanese governance is characterized by lifetime employment. The divergent equity-holders play a checks and balances role with their interdependent and mutual self-serving interests, leaving no space for opportunistic expropriation by one party of the other. 

The government plays an interventionist role; with the ministry of finance maintaining a strong regulatory control over business and supervising every aspect of industrial activity. Retired government bureaucrats are placed on the board’s of firms for effective management and to ensure effective implementation of government policies. Thus, the Japanese relationship model is secure in a wide web of supports and balances. There are multiple monitors within the system as there are multiple supporters. However, as against the market-oriented governance system, the Japanese system provides no incentive to the shareholders to voice their dissent, for dividends are paid out at predetermined prices and hence, any amount of noise made by pulling up lax corporate performance would not help. On the other hand, employees have the incentive to raise the standard of their productivity and help increase the profitability of the firms, which they may share as extra income, post-profitability. 

Unlike in India, bankruptcy laws in Japan favor the creditors; hence the corporate management loses absolute control to the banks. Japanese corporate governance is basically a contingent governance system with the main bank ’reigning in’ the corporations whose financial conditions deteriorate. Therefore, the advantage of such a model is that an alternating governing bossy is always available and the basic purpose for which organizations work in Japan is served. 

German Corporate Governance:  Co-deterministic Model

The German system of corporate governance is largely an insider system-based model. Though ownership is shared by different groups of investors-banks, investment institutions, companies and government- yet banks control more corporate activities compared to the control exercised by direct equity holders. German stock markets are relatively small and liquid. Bank dominance, coupled with weak capital markets further compels German companies to resort to borrowings from banks, giving much leeway for bank control. Also, banks draw their controlling power from the rights vested in them in the form of voting rights they possess of their depositor-held shares.

The relationships between banks and the corporations are so well entrenched that the banks have primarily emerged as key influencers of corporate governance practices in Germany. Banks participation in business decisions by virtue of their lending, shareholding, voting and membership rights on supervisory boards has led to multiple relationships across layers of governance.

Unlike the unitary board structure prevalent in market-based models, the German governance system is characterized by a two-tier board structure. German firms have a supervisory board and an executive or management board. The supervisory board has the shareholders, employees and unions as its members. The proportion of such members on the board is dependent on the type of company. While the management board takes all business decisions and for all practical reasons runs the company, the supervisory board’s stamp of approval is mandatory for all actions. The supervisory board plays a critical role in disciplining the chief executive officer and approves the company’s accounts, payment of dividends, and appointment of management and also has a say in capital expenditures and strategic acquisitions of the company. The role thus played by employees through supervisory boards helps in attenuating private rent seeking activities by managers or particular block holders.

The voice given to the employees in German corporations mitigates a variety of costs that could otherwise be incurred, primarily, agency costs that are so characteristic of the market-oriented economics.Morever, since compensation of members of the management board is determined by the supervisory board, expropriation through excessive self-remunerating instruments unlike the Anglo-Saxonic model is completely avoided.

Markets are virtually nonexistent in Germany and hence market measures of discipline, like the existence of markets for corporate control such as hostile takeovers, mergers and acquisitions threats; and ‘exit or voice’ option of the small shareholder are not prevalent. This leads to weak corporate disclosures as per global requirements, but since banks are continuously in control over corporations, corporate misgovernance is to a large extent negated.Morever, the German system of governance draws its strength from the co-deterministic model where the supervisory and the management boards work in tandem to determine business policies and practices.

Significant differences between NYSE corporate governance standards

and German corporate governance standards 

German corporate governance standards generally derive from the provisions of the German Stock Corporation Act (Aktiengesetz the "Stock Corporation Act"), the German Codetermination Act (Mitbestimmungsgesetz, the "Codetermination Act") and the German Corporate Governance Code (Deutscher Corporate Governance Kodex, the "Code"). These standards differ from the corporate governance listing standards applicable to U.S. domestic companies listed on the New York Stock Exchange (the "NYSE") set forth in Section 303 A of the NYSE listed Company Manual (the "NYSE Manual"). A brief, general summary of the significant differences follows.

Dual board system

German stock corporations have a dual board system with a management board (Vorstand) and a supervisory board (Aufsichtsrat). The German Stock Corporation Act requires a clear separation of management and oversight functions and therefore strictly prohibits simultaneous membership on both boards. Members of the management board and the supervisory board must exercise the standard of care of a prudent and diligent business person when carrying out their duties. In complying with this standard of care, members must not only take into account the interests of shareholders, as would typically be the case with a U.S.board of directors, but also the interests of other constituents, such as the company's employees and creditors, and, to some extent, the public interest.

The management board is responsible for managing the company and representing it in its dealings with third parties. The management board is also required to set up and ensure an appropriate risk management within the company. The members of the management board of a German stock corporation, including its chairman or speaker, are by law regarded as peers and share a collective responsibility for all management decisions.

The supervisory board oversees the company's management board and appoints

and removes its members. Members of the supervisory board cannot be involved in the day-to-day management of the company. However, the company's articles of association or its supervisory board must specify matters of fundamental importance which will require the approval of the supervisory board. Matters requiring such approval include decisions or actions, which would substantially change the company's assets, financial position or results of operations. The supervisory board is also required to review and approve the company's annual financial statements, before they are presented to the general meeting of shareholders. To ensure that the supervisory board may properly carry out its oversight functions, the management board must regularly report to the supervisory board with regard to current business operations, planning and business policies including any deviation of actual developments from targets previously presented to the supervisory board, particularly on the companies return on equity, on the risk exposure and the risk management. The supervisory board of large German stock corporations are subjects to the principle of employee codetermination as laid down in the Codetermination Act. Typically, the chairman of the supervisory board is a shareholder representative. In case of a tie vote, the supervisory board chairman may cast the decisive tie-breaking vote.

Committees

With one exception, German corporate law does not mandate the creation of specific supervisory board committees. German corporations are only required to establish a mediation committee with a charter to resolve any disputes among the members of the supervisory board that may arise in connection with the appointment or dismissal of members of the management board. In addition, the Corporate Governance Code 

recommends that the supervisory board establish an audit committee, which would handle the formal engagement of the company's independent auditors once they have been approved by the general meeting of shareholders. The audit committee would also address issues of accounting, risk management and auditor independence. In practice, most supervisory boards have also constituted other committees to facilitate the work of the supervisory board. Members of  the supervisory board elected by the employees may serve on any committee established by the supervisory board.

Independence requirements

The NYSE corporate governance standards contain certain independence requirements for the members of the board of directors and certain committees of the board. These requirements are closely linked with the specific risks of the composition of the board of directors as single executive body of U.S. companies. The dual board system with its strict separation of management board and supervisory board creates a different system of checks and balances and cannot be directly compared with the one board system. German law has its own rules applicable to supervisory board members addressing certain aspects of independence. In addition to prohibiting members of the management board from simultaneously serving on the supervisory board, members of the supervisory board shall act in the best interest of the company and may not serve other interest while performing its functions as a supervisory member. Any service, consulting or similar agreements between the company and any of its supervisory board members must be approved by the supervisory board.

In February 2002, a German government commission promulgated a Corporate

Governance Code containing additional corporate governance rules applicable to

German stock corporations. While these rules are not legally binding, companies

failing to comply with the Code's recommendations must disclose publicly how their practices differ from those recommended by the Code. Some of the Code's

recommendations are also directed at ensuring independence of supervisory board members. Specifically, the Corporate Governance Code recommends that the  supervisory board should take into account potential conflicts of interest when nominating candidates for election to the supervisory board. Similarly, if a material conflict of interest arises during the term of a member of the supervisory board, the Corporate Governance Code recommends that the term of that member be terminated. The Corporate Governance Code further recommends that at any given time not more than two former members of the management board should serve on the supervisory board. For nominations for the election of members of the Supervisory Board, care shall be taken that the Supervisory Board, at all times, is composed of members who have the required knowledge, abilities and expert experience to properly complete their tasks. However, neither German law nor the Corporate Governance Code require an affirmative independence determination, meaning that the supervisory board need not make affirmative findings whether the members of the supervisory board or the audit committee are independent.

                                                    Sarbanes Oxley Act

The Sarbanes Oxley-Act is a set of complex regulations that is considered to be one of the most important business reform acts since 1934.  The Act combines bills that were drafted by Senator Paul Sarbanes and Congressman Michael Oxley designed to enforce corporate accountability and responsibility.  Congress quickly enacted the bill to restore confidence in corporate America, where a plunging stock market, increased corporate fraud and numerous accounting scandals, not to mention record breaking bankruptcies, have had a negative impact on the economy.  The Act has granted the SEC increased regulatory control, lengthened the statute of limitations and imposed greater criminal and compensatory punishment on executives and companies that do not comply.

The Act impacts many areas of corporate governance, and requires companies to assess their current structure to determine whether or not they are in compliance with the new regulations.  There are three areas that need to be addressed:
· Legal and regulatory requirements – Interpretation of the laws 

· Accounting standards and guidance – Interpretation of accounting rules and requirements 

· Internal Operations and Management – Assessment of compliance and management of programs related to improve compliance 

The process of implementing a Sarbanes-Oxley compliance program can be translated into a list of requirements that may result in a change to your current governance structure, procedures, and/or processes. For simplicity, we have summarized the impacts under the following four headings and have included a list of key components of the Act.  For the full text of the Act, see the SEC web site.
· Corporate accountability and responsibility 

· Internal procedures and controls 

· Audit and accounting 

· Enhanced disclosure and reporting requirements 

Corporate Accountability and Responsibility 
· Board of Directors must be independent 

· Audit committee gains total control over external audits and auditors 

· Audit committee must include a financial expert 

· Enhanced whistle blower regulations 
· CEOs and CFOs must certify financial statements and the evaluation and effectiveness of internal procedures and controls 
· Enhanced insider trading regulations for executives and board members 

· New limitations on executive loans 

· SEC will adopt new rules to address securities analysts conflict of interest 

· SEC will receive additional funding and conduct additional studies 
· Enhanced document retention rules 

· Increased criminal fraud accountability with increased criminal and civil penalties 

· SEC recommends that CEO sign tax returns 

Internal Procedures and Controls                 
· On an annual basis, CEOs and CFOs must evaluate, document and test internal procedures and controls related to financial reporting 
· External auditors must attest to the effectiveness of these controls as part of their annual audit process 

Audit and Accounting 
· Auditors must register with the SEC 
· Auditors must be independent, with new limitations imposed on non-audit work 
· All non-audit services must be pre-approved by the audit committee 
· Audit partners must limit their time with accounts and rotate new partners 
Enhanced Disclosure and Reporting Requirements
· Filing requirements are accelerated 

· Enhanced disclosure on internal procedures and controls 
· Any non-GAAP financials must be disclosed in an 8K 

· All material off-balance-sheet items must be disclosed

Codes and guidelines

Corporate governance principles and codes have been developed in different countries and issued from stock exchanges, corporations, institutional investors, or associations (institutes) of directors and managers with the support of governments and international organizations. As a rule, compliance with these governance recommendations is not mandated by law, although the codes linked to stock exchange listing requirements may have a coercive effect. For example, companies quoted on the London and Toronto Stock Exchanges formally need not follow the recommendations of their respective national codes. However, they must disclose whether they follow the recommendations in those documents and, where not, they should provide explanations concerning divergent practices. Such disclosure requirements exert a significant pressure on listed companies for compliance.

In contrast, the guidelines issued by associations of directors, corporate managers and individual companies tend to be wholly voluntary. For example, The GM Board Guidelines reflect the company’s efforts to improve its own governance capacity. Such documents, however, may have a wider multiplying effect prompting other companies to adopt similar documents and standards of best practice.

Board composition

Some researchers have found support for the relationship between frequency of meetings and profitability. Others have found a negative relationship between the proportion of external directors and firm performance, while others found no relationship between external board membership and performance. In a recent paper Bagahat and Black found that companies with more independent boards do not perform better than other companies. It is unlikely that board composition has a direct impact on firm performance.

Remuneration

The results of previous research on the relationship between firm performance and executive compensation have failed to find consistent and significant relationships between executives' remuneration and firm performance. Low average levels of pay-performance alignment do not necessarily imply that this form of governance control is inefficient. Not all firms experience the same levels of agency conflict, and external and internal monitoring devices may be more effective for some than for others.

Some researchers have found that the largest CEO performance incentives came from ownership of the firm's shares, while other researchers found that the relationship between share ownership and firm performance was dependent on the level of ownership. The results suggest that increases in ownership above 20% cause management to become more entrenched, and less interested in the welfare of their shareholders.

Firm performance has been found to be positively associated with share option plans. These plans direct managers' energies and extend their decision horizons toward the long-term, rather than the short-term, performance of the company.

What is Clause 49 of SEBI’S listing agreement? 


SEBI monitors and regulates corporate governance of listed companies in India through Clause 49. This clause is incorporated in the listing agreement of stock exchanges with companies and it is compulsory for them to comply with its provisions. 

The new Clause 49 lays down tighter qualification criteria for independent directors. The new clause disqualifies material suppliers and customers from being independent directors. 

It disallows a shareholder with more than 2 per cent stake in the company from being an independent director as well as a former executive who left the company less than three years ago. Partners of current legal, audit and consulting firms, as well as partners of such firms that had worked in the company in the preceding three years, too, can't be independent directors. 

A relative of a promoter, or an executive director or a senior executive one level below an executive director, too, cannot be an independent director. 

Another important difference is that while the original clause gave the board the freedom to decide whether a materially significant relationship between director and the company affected his independence, the new clause takes this discretionary power away from the board. 

In the original clause, the maximum time gap between two board meetings could be four months. The new clause has reduced this time gap to three months. 


The original clause had stipulated that the audit committee must meet at least three times a year and at least once every six months. The new clause makes it mandatory for the audit committee to meet a minimum of four times in a year with a maximum time gap of four months.


Moreover, unlike the original clause which was silent on the qualifications of audit committee members, the new clause states that all members should be financially literate and at least one should have financial or accounting management expertise. 

The new clause also gives a definition of "financially literate" and "accounting or related financial management expertise". The new clause also strengthens and widens the role and responsibility of audit committees. 
Further, there is certain minimum information that is required to be made available to the members of the board prior to the board meeting, which ranges from annual operating plans and budgets to labour problems. In addition, a company is also required to lay down a code of conduct for members of its board as well as the senior management. 

Why do we need independent directors? 


Independent directors are the cornerstones of good corporate governance. And effective corporate governance is the pillar of the country's economy. Independent directors' duty is to provide an unbiased, independent, varied and experienced perspective to the board. Corporate scandals such as those that affected Enron and Worldcom have revealed how this independence has been compromised by a cozy relationship between the CEO and the so-called independent directors. 



With the legacy of English legal system, India has one of the best corporate governance laws but poor in implementation. Since liberalisation, however, serious efforts have been directed at overhauling the system with SEBI instituting the Clause 49 of the listing agreement dealing with corporate governance. This clause is incorporated in the listing agreement of stock exchanges with companies and it is compulsory for them to comply 

with its provisions. 



However, in March 2005, SEBI extended the date set for compliance with these new provisions to December 31, 2005, since a large number of companies were unprepared to fully implement the changes. 
"SEBI, as a market regulator, expects total compliance of corporate governance norms. We have given enough time for those who have to meet the requirement of Clause 49," said SEBI chairman M Damodaran. 

Major changes in the clause include amendments/additions to provisions relating to definition of independent directors, strengthening the responsibilities of audit committees, and requiring Boards to adopt a formal code of conduct. 

Do these conditions apply to all the companies? 

The committee says that these conditions shall apply only to a listed/unlisted company with paid-up capital and free reserves of Rs 10 crore, or a company having a turnover of Rs 50 crore and above for the financial year beginning 2003. The number of independent directors who are to be on the board shall not be less than 50 per cent of its total strength for these companies. 

However, this norm will not apply to an unlisted public company having less than 50 shareholders and not having any debt from the public, banks or financial institution and to any unlisted subsidiary of a listed company. 

In any case, nominee directors are to be excluded while computing the percentage of the independent director. The minimum number of directors for a listed company, and to the categories to whom these rules are applicable, shall not be less than seven, of which, four shall be independent directors. 
As regards the three categories of companies to which the various recommendations apply, it has been specifically stated that the audit committee would only constitute independent directors. However, it is not mandatory for unlisted companies having 50 or less shareholders, companies not having debts from institution, banks, and so on, and unlisted subsidiaries of listed companies. 
What is the penalty for violating this condition? 

Failure to comply with clause 49 (corporate governance) of SEBI’S listing agreement is punishable with imprisonment of up to 10 years or a fine of up to Rs 25 crore or both. Besides, stock exchanges can suspend the dealing/trading of securities. 
                                          CASE STUDY : ABN AMRO

Corporate Governance-[image: image2.png]




ABN AMRO views corporate governance as the way it conducts relations between the Supervisory Board, the Managing Board and its shareholders. For ABN AMRO, good corporate governance is critical to their strategic goal of creating sustainable long-term value for all their stakeholders – shareholders, clients, employees and society at large.
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Corporate governance in the Netherlands


The Dutch corporate governance code (the Tabaksblat Code) took effect from the financial year starting on or after 1 January 2004. This means that the first official report on a company's corporate governance structure and appliance of the Code will have to be in the Annual Report for 2004.

 

ABN AMRO believes that a corporate governance code that meets high international standards will significantly boost confidence in Dutch listed companies and will benefit the business climate in the Netherlands.

Corporate governance in the US


ABN AMRO is a US Securities and Exchange Commission (SEC) registered company with a listing on the New York Stock Exchange (NYSE). They are therefore subject to US securities laws, including the Sarbanes-Oxley Act and certain corporate governance rules of the NYSE.

ABN AMRO believes that it is important to give their stakeholders clear insight into their continuing compliance with relevant corporate governance requirements. In this regard, they refer to the summary on pages 171 to 174 of their Annual Report 2004 in which they set out a comparison of Dutch and US corporate governance regulations with regard to several main corporate governance-related items.

Whistle blowing policy

provides employees with clear and accessible channels for reporting suspected malpractice, including a direct channel to the Audit Committee.

Code of Ethics

The standards of ethical conduct ABN AMRO expects from its employees are found within their Business Principles, introduced by the Managing Board in 2001. They believe they address the standards necessary to comprise a code of ethics for the purposes of section 406 of the Sarbanes-Oxley Act.
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ABN AMRO has adopted an Auditor Independence Policy, effective from 10 October 2002, which will result in tighter rules for its relationships with audit firms. 
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The members of the Managing Board collectively manage the company and are responsible for its performance. The Chairman of the Managing Board leads the board in its management of the company to achieve its performance goals and ambitions, and is the main point of liaison with the Supervisory Board

Compensation policy


Two principles underlie the compensation policy. One is that the package must be competitive so that qualified and expert Managing Board members can be recruited from inside and outside the company and be retained

The second principle is that there must be a strong emphasis on actual performance against demanding targets in the short and longer term for all components, except base pay.

Security transaction regulations Managing Board
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Members of the Managing Board have to comply with the ABN AMRO Regulations concerning Private Portfolio Investment Transactions. In addition, they are limited to executing private securities transactions under a written discretionary management agreement. One of the requirements is that the Compliance Officer be notified of all securities transactions by submitting a statement of changes at least once a month.
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The Supervisory Board advises the Managing Board, keeping the interests of the company and its business in the foreground rather than the interests of any particular stakeholder. Supervisory Board members are not employees, but receive an annual remuneration for their duties.

Audit Committee


The Audit Committee prepares the discussion of the quarterly and annual results. It regularly reviews and discusses the overall risk profile, the quality of the loan portfolio and the bank's large exposures

In addition, the Committee reviews the bank's accounting policies, the internal auditor function, the bank's audit charter and the internal control procedures and mechanisms. The committee consists of at least of four members of the Supervisory Board who are appointed for four years

The Nomination & Compensation Committee

The Nomination & Compensation Committee's tasks include preparing the selection and nomination of members of the Supervisory and Managing Boards and determining the compensation plans of Managing Board members submitted to the Supervisory Board for approval.

Governance Supervisory Board


The rules governing the Supervisory Board's principles and best practices consists of: 

· Governance Rules 

· Membership Profile 

· Governance Rules for the Audit Committee 

· Governance Rules for the Nomination and Compensation Committee 

· Schedule of Retirement 
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Transactions in ABN AMRO securities initiated by members of the Managing Board and the Supervisory Board of ABN AMRO and their relatives are tracked.

US Patriot Act Certificate-[image: image15.png]
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Pursuant to the US Patriot Act and final rules issued by the US Department of the Treasury, a US bank or a US broker-dealer in securities (a 'Covered Financial Institution') is required to obtain certain information from any 'Foreign Bank' that maintains a correspondent account with it. 


As permitted by the final rules, ABN AMRO Bank N.V. (ABN AMRO) has prepared a Global Certification for use by any financial institution that believes it requires a Patriot Act Certification from an ABN AMRO entity, for example, a non-US branch of ABN AMRO. 

CORPORATE GOVERNANCE IN BAYER GERMANY

	Management and oversight in accordance with German law and Corporate Governance Code
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	Bayer has long been committed to a responsible business strategy that is geared to creating corporate value. The Code was prepared by an independent commission at the instigation of the German government and first came into effect in 2002.
 

Alongside statutory regulations, the Code incorporates nationally and internationally recognized standards for good management practice and responsible supervision of listed companies. It defines the rights of stockholders and the duties of the Board of Management and the Supervisory Board and sets standards for transparency, accounting and auditing. The Code is designed to boost confidence of domestic and international investors, customers, employees and the general public in German corporate governance.

 

Bayer complies with the Code's main recommendations


Bayer already complied with many of the Code’s provisions well before it was adopted, so the Code has not necessitated major changes in the existing structures or procedures. The Board of Management and the Supervisory Board continue to work closely together for the good of the company.

 

  

                                   Two-tier governance system


As a company headquartered in Germany, Bayer AG is subject to German law, on which the Corporate Governance Code is founded. A basic principle of German corporate law is the two-tier governance system, comprising a Board of Management and a Supervisory Board that have separate responsibilities but engage in a constant dialogue.

 

U.S. regulations: compliance with SEC rules and the Sarbanes-Oxley Act


Reflecting Bayer's international focus and operations, its shares are listed on stock exchanges in Germany and several other countries - including, since January 2002, the New York Stock Exchange. This means Bayer also has to comply with certain U.S. regulations and the rules of the Securities and Exchange Commission (SEC). 

	Corporate Compliance Program


Their corporate activity is governed by national and local laws and statutes that place a range of obligations on the Bayer Group and its employees throughout the world. Bayer manages its business responsibly in compliance with the statutory and regulatory requirements of the countries in which it operates. 

 

The Board of Management has also issued directives to help it do so. These are summarized in the “Program for Legal Compliance and Corporate Responsibility at Bayer” (Corporate Compliance Program), which contains binding rules on complying with international trade law, adhering to the principle of fair competition, and concluding contracts with business partners on fair terms. 

 

To avoid conflicts of interest, every employee is required to separate corporate and private interests. The program also lays down clear rules for employee integrity toward the company and the responsible handling of insider information. 

 

Compliance Committees have been set up at Bayer AG and its subgroups and service companies: Bayer HealthCare, Bayer CropScience, Bayer MaterialScience, Bayer Business Services, Bayer Technology Services and Bayer Industry Services. Each of these committees is chaired by a Compliance Officer who is a member, or reports directly to a member, of the respective company’s management or executive board. Each Compliance Committee includes at least one legal counsel. 

 




	Annual Stockholders' Meeting 
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	The stockholders of Bayer AG exercise their rights at the Annual Stockholders‘ Meeting, where they can vote on the resolutions submitted. Voting rights are allocated on the principle of one vote per share. Bayer does not have shares with multiple or preferential voting rights (‚golden shares‘), nor is there a limit on the number of votes that may be cast by individual stockholders.

 

Every stockholder whose shares have been deposited as directed by the deadline announced prior to the meeting is entitled to attend, speak on the items on the agenda, ask pertinent questions and propose resolutions. The Annual Stockholders‘ Meeting is presided over by the Chairman of the Supervisory Board.

 

At the Annual Stockholders‘ Meeting, the Board of Management of Bayer AG presents the financial statements of Bayer and the Bayer Group for the previous fiscal year. As the body enacting the wishes of the stockholders, the Annual Stockholders‘ Meeting decides on the appropriation of the profit, ratifies the actions of the Board of Management and the Supervisory Board, elects the stockholders‘ representatives on the Supervisory Board and appoints the auditors. Amendments to the Articles of Incorporation and major corporate actions also have to be submitted to a Stockholders‘ Meeting for approval.

 

Resolutions adopted at stockholders’ meetings are binding on all stockholders and the company. They include resolutions on profit distribution, ratification of the actions of the Board of Management and Supervisory Board, and the appointment of auditors. Decisions to amend the company’s Articles of Incorporation or allow changes to the capital stock may only be made at a stockholders’ meeting and subsequently implemented by the Board of Management. The stockholders can submit countermotions to the resolutions proposed by the Board of Management and Supervisory Board. They can also contest a resolution adopted by the Stockholders’ Meeting and demand that it be submitted for judicial review.


	Cooperation between the Board of Management and the Supervisory Board

	

	Bayer AG has a two-tier governance structure comprising a Board of Management with executive functions and a Supervisory Board with monitoring powers. A constant dialogue is maintained between the Board of Management and the Supervisory Board in the interest of good governance. 

 

Supervisory Board: oversight and control functions
The role of the 20-member Supervisory Board is to oversee the work of the Board of Management and provide advice. Under the German Codetermination Act, half the members of the Supervisory Board are elected by the stockholders, and half by the employees. The Supervisory Board is directly involved in decisions on matters of fundamental importance to the company and confers with the Board of Management on the company’s strategic alignment. It also holds regular discussions with the Board of Management on the company’s business strategy and the status of its implementation.


Board of Management: defines strategy and allocates resources


As the executive organ of the Bayer Group, the Bayer AG Board of Management is committed to serving the interests of the entire enterprise and achieving a sustained increase in corporate value. The Chairman of the Board of Management coordinates the principles of corporate policy. The most important tasks of the Board of Management are defining corporate strategy, setting the budget, allocating corporate resources and developing management personnel. It publishes the quarterly reports and annual financial statements for the Bayer Group and makes key staff appointments. The Board of Management also ensures that the Supervisory Board receives regular, timely and comprehensive information on all matters relating to Bayer AG's planning, business development, and risk situation and risk management.

	

	Systematic monitoring of all business activities


Bayer has an internal control system in place to ensure early identification of business or financial risks and enable it to manage such risks so as to minimize any impact on the achievement of its commercial objectives. 

The control system is designed to ensure timely and accurate accounting for all business processes and the constant availability of reliable data on the company’s financial position. Where acquisitions are made during a fiscal year, every effort is made to align their internal control procedures to Bayer standards as quickly as possible. Nevertheless, the control and risk management system cannot protect the company from all business risks. In particular, it cannot provide absolute protection against losses or fraudulent actions. 


	Detailed Reporting

	To maximize transparency, they provide regular and timely information on the company’s position and significant changes in business activities to stockholders, financial analysts, stockholders’ associations, the media and the general public. 

 

Their reporting therefore complies with the recommendations of the Corporate Governance Code: Bayer publishes reports on business trends, earnings and the Group’s financial position four times a year. The annual consolidated financial statements of the Bayer Group are published within 90 days following the end of the fiscal year. In addition to the annual report, quarterly reports, news conferences and analysts’ meetings, Bayer publishes the reports on Form 20-F (annual report) and 6-K (quarterly report) required by the U.S. Securities and Exchange Commission (SEC). 

Bayer also uses the Internet as a platform for timely disclosure of information. This includes details of the dates of major publications and events such as the annual report, quarterly reports and the Annual Stockholders’ Meeting. 

 

In line with the principle of fair disclosure, they provide the same information to all stockholders and all main target groups. All significant new facts are disclosed immediately. Stockholders also have timely access to the information that Bayer publishes in foreign countries in compliance with local stock market regulations. I

 

In addition to their regular reporting, we issue ad-hoc statements on developments that might not otherwise become publicly known but have the potential to materially affect the price of Bayer stock. In addition, the Board of Management issues an announcement as soon as it becomes aware that the voting rights held by a single stockholder have reached, exceeded or dropped below 5, 10, 25, 50 or 75 percent as a result of the purchase or sale of stock or any other circumstance. 

 

Similarly, Bayer provides information without delay on purchases or sales of Bayer AG or Group companies’ shares, stock options or other stock derivatives by members of the Board of Management or the Supervisory Board pursuant to Article 15a of the German Securities Trading Act. 


	Significant Differences in Corporate Governance Practices 
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	Companies listed on the NYSE are subject to the Corporate Governance Standards of Section 303A (the NYSE Standards) of the NYSE Listed Company Manual (the Manual). Under the NYSE Standards, Bayer AG, as a foreign private issuer, is permitted to follow its home country corporate governance practices in lieu of the NYSE Standards, except that it is required to comply with the NYSE Standards relating to the maintenance of an audit committee (comprised of members who are ‘‘independent’’ for purposes of Rule 10A-3 under the Securities Exchange Act of 1934, as amended and to certain NYSE notification and affirmation obligations. In addition, the NYSE Standards require that foreign private issuers disclose any significant ways in which their corporate governance practices differ from those required of U.S. companies under the NYSE Standards. The significant differences between THEIR governance practices and those of domestic NYSE issuers are as follows: 
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	Corporate governance principles for German stock corporations (Aktiengesesellschaften) are set forth in the German Stock Corporation Act (Aktiengesetz, the "Stock Corporation Act"), the German Co-Determination Act (Mitbestimmungsgesetz, the "Co-Determination Act") and the German Corporate Governance Code (Deutscher Corporate Governance Kodex, the "Code"). 

 

As a German stock corporation, Bayer AG is required by the Stock Corporation Act to have both a Supervisory Board (Aufsichtsrat) and a Management Board (Vorstand). Under the Stock Corporation Act, the two boards are separate and no individual may be a member of both boards. Both the members of the Management Board and the members of the Supervisory Board owe a duty of loyalty and care to the stock corporation. The Management Board is responsible for managing the company and representing the company in its dealings with third parties. The Management Board is also required to ensure appropriate risk management within the corporation and to establish an internal monitoring system.

 

The Supervisory Board appoints and removes the members of the Management Board. Although it is not permitted to make management decisions, the Supervisory Board has comprehensive monitoring functions, including advising the company on a regular basis and participating in decisions of fundamental importance to the company. To ensure that these monitoring functions are carried out properly, the Management Board must, among other things, regularly report to the Supervisory Board with regard to current business operations and business planning, including any deviation of actual developments from concrete and material targets previously presented to the Supervisory Board. Transactions of fundamental importance to the stock corporation, such as major strategic decisions or other actions that may have a fundamental impact on the company's assets and liabilities, financial condition or results of operations, are also subject to the consent of the Supervisory Board. The Supervisory Board may also request special reports from the Management Board at any time.  

	

	Under the Co-Determination Act, their Supervisory Board consists of representatives of the shareholders and representatives of the employees. Based on THEIR total number of employees in Germany, their employees have the right under the Co-Determination Act to elect one-half of the total of 20 Supervisory Board members. The chairman of their Supervisory Board is a representative of the shareholders who has the deciding vote in the event of a tie.

 

The Code was released in 2002 by a commission comprised of German corporate governance experts appointed by the German Federal Ministry of Justice. As a general rule, the Code will be reviewed annually and amended if necessary to reflect international corporate governance developments.

 

The Code addresses six core areas of corporate governance. These are (i) shareholders and shareholders' meetings, (ii) the interaction between the Management Board and the Supervisory Board, (iii) the Management Board, (iv) the Supervisory Board, (v) transparency and (vi) accounting and audits.  The Code contains three types of provisions. First, the Code describes and summarizes the existing statutory, i.e., legally binding, corporate governance framework set forth in the Stock Corporation Act and in other German laws. The second type of provisions are recommendations. While these are not legally binding, § 161 of the Stock Corporation Act requires that a German stock corporation company listed on a stock exchange in the European Union or European Economic Area must issue an annual compliance report stating which of these Code recommendations, if any, are not being applied. The third and final type of Code provisions comprises suggestions which issuers may choose not to adopt without making any related disclosure. The Code contains a significant number of such suggestions, covering almost all of the core areas of corporate governance it addresses.  

	

	The only Supervisory Board committee required under German law is a mediation committee, which is required in companies with more than two thousand employees in Germany that are subject to the principle of employee co-determination. This committee's function is to assist the Supervisory Board by making proposals for Management Board member nominees in the event that the two-thirds majority of employee votes needed to appoint a Management Board member is not met. However, the Code contains the recommendation that the Supervisory Board also establish one or more committees with sufficiently qualified members. In particular, it recommends establishing an audit committee to handle issues of accounting and risk management, auditor independence, the engagement and compensation of outside auditors appointed by the shareholders' meeting and the determination of auditing focal points. The Code suggests that the chairman of the audit committee should not be the current chair of the Supervisory Board or a former member of the Management Board of the stock corporation. The Code also includes suggestions on other subjects that may be handled by committees, including corporate strategy, compensation of the members of the Management Board, investments and financing. Under the Stock Corporation Act, any Supervisory Board committee must regularly report to the Supervisory Board. We have created a Presidium, which serves as their nomination committee (Vermittlungsausschuss), a personnel committee (Personalausschuss) and an audit committee (Prüfungsausschuss).

 

Their audit committee is not subject to requirements of the Manual which include an affirmative determination that audit committee members are independent according to strict criteria, the adoption of a written charter addressing the audit committee's purpose and an annual performance evaluation, and the review of an auditor's report describing internal quality-control issues and procedures and all relationships between the auditor and the corporation. The Code recommends that the Supervisory Board and the Audit Committee monitor the work of the independent auditors and receive reports from the auditors on their activities. Their audit committee includes three current employees, as well as the former chairman of their Management Board, none of whom are an executive officer. 

	

	German corporate law does not require an affirmative independence determination, meaning that the Supervisory Board of Bayer AG need not make affirmative findings that audit committee members are independent.  Nevertheless, the Stock Corporation Act and the Code contain several rules, recommendations and suggestions to ensure the Supervisory Board's independent advice and supervision of the Management Board.  Under the Stock Corporation Act, advisory, service and certain other contracts between a member of the Supervisory Board and the company require the Supervisory Board's approval. A similar requirement applies to loans granted by the stock corporation to a Supervisory Board member or other persons, such as certain members of the Supervisory Board member's family. In addition, the Code recommends that no more than two former members of the Management Board be members of the Supervisory Board and that Supervisory Board members not exercise directorships or accept advisory tasks for important competitors of the stock corporation.

 

The Code recommends that each member of the Supervisory Board inform the Supervisory Board of any conflicts of interest which may result from a consulting or directorship function with clients, suppliers, lenders or other business partners of the stock corporation. In the case of material conflicts of interest or ongoing conflicts, the Code recommends that the mandate of the Supervisory Board member be terminated. The Code further recommends that any conflicts of interest that have occurred be reported by the Supervisory Board at the annual shareholders' meeting, together with the action taken, and that potential conflicts of interest be also taken into account in the nomination process for the election of Supervisory Board members.  

	

	Their most recently issued compliance report, dated December 2004, notes that we comply with the recommendations of the Code, with the following exceptions or modifications: 

The recommendation that a representative be appointed to exercise stockholders’ voting rights in accordance with instructions (Section 2.3.3) was applied for the first time at the Annual Stockholders’ Meeting on April 30, 2004. 

	

	The recommendation that a representative be appointed to exercise stockholders’ voting rights in accordance with instructions (Section 2.3.3) was applied for the first time at the Annual Stockholders’ Meeting on April 30, 2004. 

The recommendation that a suitable deductible be agreed upon should the company obtain Directors’ and Officers’ (D&O) liability insurance for the Board of Management and the Supervisory Board (Section 3.8, para. 2) is being applied as follows: The present D&O insurance for Bayer AG does not cover an intentional breach of duty. To the extent insurance coverage is provided, there is no deductible for members of the Board of Management or the Supervisory Board. Bayer AG has obtained personal commitments from the members of its Board of Management and Supervisory Board concerning payment of a deductible, even if insurance coverage otherwise exists under D&O insurance obtained by the company. Pursuant to these commitments, members of the Board of Management who cause damage to the company or third parties through gross negligence (grobe Fahrlässigkeit) under German standards in their roles as members of the Board of Management are liable for such damage up to an amount equivalent to half of their annual income in the year in which the damage occurs. Members of the Supervisory Board who cause damage to the company or third parties through gross negligence (grobe Fahrlässigkeit) under German standards in their roles as members of the Supervisory Board are liable for such damage up to an amount equivalent to the variable portion of their respective annual compensation as members of the Supervisory Board for the year in which the damage occurs. This does not limit their liability toward the company or third parties.  

The recommendation calling for the Supervisory Board in connection with stock option programs or similar arrangements for the Board of Management to agree on a possible limit (cap) to apply in the case of extraordinary, unforeseen developments (Section 4.2.3, para. 2, 4) was implemented with respect to the stock option program introduced in 2004. The Supervisory Board also intends to reach corresponding agreements with the members of the Board of Management with respect to future stock option programs and similar arrangements. 

The recommendation calling for consolidated financial statements to be made publicly accessible within 90 days of the end of the fiscal year and for interim reports to be made publicly accessible within 45 days of the end of the reporting period (Section 7.1.2, 2) was not met with respect to the interim reports for the first half and third quarter of 2004 because of preparations to carve out certain chemicals and polymers activities.  Future statements and reports will be made publicly available within the recommended time period. 

 


                                           Corporate Governance of Bayer in India

PHILOSOPHY:

The Company’s philosophy of Corporate Governance is aimed at assisting the top management in the efficient conduct of its business and fulfilling its obligations towards the Government, its shareholders, employees and other stakeholders.

Over the years, the Company has shown a high level of commitment towards effective Corporate Governance and has maintained high business ethics. The Company believes that its operations and actions must serve the underlying goal of enhancing the interests of its stakeholders over a sustained period of time in a socially responsible way.

In ensuring the strict adherence to the Corporate Governance Code the Company believes in the following principles:

• Integrity

• Accountability

• Transparency

• Confidentiality

• Control

• Social Responsibility

The Company believes that the practice of each of these principles leads to the creation of the right corporate culture that enables the Company to be managed and monitored in a respectable manner geared to value creation with the ultimate objective of realising and enhancing shareholders’ values.

Your Company ensures that timely and accurate disclosure is made on all material matters regarding the corporation including the financial situation, performance, ownership, and governance of the Company. The Company believes that a strong and independent Board and transparent accounting policies will preserve the stakeholders’ value and enhance their trust and confidence.

Our corporate mission statement describes the future perspectives, strategy and values. We believe in practicing a set of values that form the basis of our actions and corporate culture. Living these values is crucial to putting our mission statement into practice.



A Will to Succeed includes a personal commitment to achieve targets by

adhering to standards of excellence

pursuing goal achievement with energy, drive and determination

not giving up in the face of resistance or setbacks

outperforming the competition

Integrity, Openness and Honesty includes a personal commitment to stand as a role model for company values by

accepting accountability for actions and results

acting responsibly and reliably

trusting others and building trustful relationships

being open to the ideas of others

giving candid and timely feedback

having the courage to tell the truth in an appropriate and helpful manner

keeping entrusted information confidential

complying with laws, regulations and good business practices
Respect for People and Nature includes a personal commitment to value people and their different perspectives and cultures within and outside the company by

seeing each partner as a fellow human being

treating one another fairly

providing room for personal growth

encouraging self-initiative and personal accountability

deriving benefit from diversity

ensuring a high level of health, safety and environmental protection

utilizing natural resources prudently

A Passion for Our Stakeholders includes a personal commitment to deliver value for our stakeholders

(stockholders, customers, employees, suppliers, communities) by

focusing on the needs of our customers

considering the interests of our employees in everything we do

striving for quality and reliability

offering work and development opportunities

generating a predictable return for our stockholders

fostering a trustful partnership with our suppliers and local communities

striving for mutual understanding

balancing the interests of our stakeholders

Sustainability of Our Actions includes a personal commitment to act in a way that balances the economic, ecological and social needs of current and future generations by 

reconciling short-term results with long-term requirements

observing the principles of sustainable development

adhering to the Corporate Compliance Code

cultivating long-term partnerships

contributing to the continued evolution of Bayer’s unique identity.

The Board believes that Corporate Governance is a powerful medium of sub-serving the long-term interests of its stakeholders for the attainment of transparency, accountability and equity in all facets of its operations by enhancing and sustaining its corporate value through growth and innovation.

CODE OF CONDUCT:

The Company believes that at the core of Corporate Governance is the role of the Board of Directors in overseeing how management serves the long-term interests of shareowners and other stakeholders. Further, adoption of a Code of Conduct will send a strong message regarding the importance of ethical behaviour at Bayer and the protection ofinvestors’ interests. With this in mind and also with a view to ensure compliance of Clause 49 of the Listing Agreement, the Board has adopted the Bayer – Code of Conduct for Directors.

The Code of Conduct for Directors focuses on the following:

• Conflict of Interest

• Corporate Opportunities
Share-ownership

• Confidentiality

• Mutual Respect

• Obligations

Further, the Company has finalised the Bayer – Code of Business Conduct which shall be adopted by all seniormanagement personnel, employees and trainees. The Company has also completed the compliance training session for each and every employee of the Company.

WHISTLE BLOWING POLICY

Even though Clause 49 of the Listing Agreement has included the Whistle Blowing Policy under the non-mandatory provisions, the Company, as a matter of good Corporate Governance and in line with the global policy and tradition of Bayer of conducting business based on high values, principles and beliefs and to further promote an open and transparent culture wherein the concerns of employees at all levels can be raised and expressed without fear of retribution, a Whistle Blowing Policy has been formulated and the process of dissemination to all employees in theCompany is being initiated.

The Policy aims at:

• Encouraging the employees to feel confident in raising serious concerns.

• Providing ways for the employees to raise their concerns.

• Ensuring that the employees get a response to their concerns.

• Reassuring the employees that if the concerns are raised in good faith, they will be protected from victimisation.

• Initiating action, where necessary, to set right the concern so raised.

The Policy is accessible to the employees of the Company on the Company’s intranet.

BOARD OF DIRECTORS:

Your Board of Directors have a primary role of trusteeship to protect and enhance shareholder value through strategic supervision of the Company by providing direction and exercising appropriate controls. All statutory, significant and material information are placed before the Board. Your Board includes eminent professionals who have excelled in their respective areas of specialisation and comprises individuals from management, financial and other fields.

The Board consists of a total of eight Directors (including one Alternate Director) of which two are Executive Directors and six are Non-Executive Directors. The Chairman of the Board is an Independent Director. The number of Independent Directors exceeds one-third of the total number of Directors.

The Managing Director and three other Directors are from the Promoter Group. The remaining four Non-Executive Independent Directors are professionals with expertise and experience in general corporate management, finance, banking and other allied fields. Apart from drawing sitting fees, none of these Directors have any other material pecuniary relationship or transactions with the Company, its Promoters, its Management or its subsidiaries, which in the judgement of the Board would affect the independence or judgement of the Directors.

The Company has not entered into any materially significant transactions with its promoters, directors or the management or relatives etc. that may have potential conflict with the interests of the Company at large. Except Dr. Vijay Mallya who holds 53 shares in the Company, none of the Directors hold any shares in the Company.
RESPONSIBILITIES:

Managing Director:

Mr. Stephan Gerlich, Managing Director of the Company is also the Country Speaker for the Bayer Group in India. He is responsible for the overall Management of the Company. As the Managing Director, he periodically makes presentations to the Board and appraises the Board about the performance of the Company.

Wholetime Director:

Mr. Johannes Frick is the Wholetime Director and the Chief Financial Officer of the Company. He is responsible for the functions which include Finance, Accounts, Taxation, Audit, Secretarial & Legal and Information Management.

Independent Directors:

The Independent Directors play a vital role in decision making at the Board Meetings and bring to the Company their wide experience in the fields of Corporate Management, Accounts, Finance, Taxation and Law. Independent Directors constitute one half of the strength of the Board. The Audit Committee consists entirely of Non-Executive Independent Directors. Independent Directors have unfettered and complete access to all information within the Company.

1.2 Board Procedure:

The annual calendar of meetings is agreed upon at the beginning of each year. The meetings are governed by a detailed agenda. All issues included in the agenda are backed up by comprehensive background information to enable the Board to take informed decisions. The agenda papers, containing detailed notes on various agenda items and other information, which would enable the Board to discharge its responsibility effectively, is circulated in advance to the Directors. The Managing Director briefs the Board on the overall performance of the Company.

The Chairman of the Audit Committee brief the Board on the important matters discussed at the meetings of the Audit Committee. The Shareholders’/Investors’ grievances received and resolved are also placed before the Board.

Information given to the Board:

The Board has complete access to all information within the Company.

The information regularly provided to the Board includes:

– Annual operating plans and budgets, Capital budgets and any updates.

– Quarterly, half yearly and annual results of the Company and its operating divisions or business segments.

– Minutes of meetings of audit committee and other committees of the Board.

– Detailed presentation about the sales and financial performance statistics of the Company.

– The information on recruitment and remuneration of senior managerial persons just below the Board level, including appointment or removal of Chief Financial Officer and the Company Secretary.

– General notices of interest.

– Contracts in which Directors are deemed to be interested.

– Details of foreign exchange exposures and the steps taken by management to limit the risks of adverse exchange rate movement, if material.

– Share transfer and dematerialisation compliances.

– Declaration of dividend.

– Sale of material nature of investments, subsidiaries, assets, which is not in the normal course of business.

– Show cause, demand, prosecution notices and penalty notices which are materially important.

– Fatal or serious accidents, dangerous occurrences, any material effluent or pollution problems.

– Any material default in financial obligations to and by the Company, or substantial non-payment for goods sold by the Company.

– Any issue, which involves possible public or product liability claims of substantial nature.

– Details of any joint venture or collaboration agreement.
Conclusion

From the project we can conclude that the Indian Corporate governance laws are in  the infant stage and cannot be implemented with authority. Though America has a history of corporate frauds, they are better when it comes to laws. The Clause 49 of SEBI  listing agreement is on the lines of  the Sarbanes Oxley act.

By studying the German corporate governance laws we found that the German companies are far more transparent in their workings.

Also corporate governance depends on the culture of the country. In countries where people believe in transparency and accountability, companies are forced to follow corporate governance. And due to globalisation when these companies set up their operations in other countries the culture is automatically passed on to these countries. Thus it helps in improving the corporate culture in these countries as well.

Also with increased competition consumers prefer to buy products of companies who follow good corporate governance policies. Even the investors invest in such companies. The recent Reliance fight highlighted the fact that even such a big company did not follow corporate governance. Thus it is we, the future managers of this country, who should work towards creating a favourable climate in the companies we join in. Thus it is very important to study corporate governance and forms an important topic of our curriculum.
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