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Preface to the 8th Revised Edition
Since the last edition in 2007 changes in the composition of the board to meet the requirement of

clause 49 of Listing Agreement following clarifications issued by SEBI on April 8, 2008 and 23rd October
2008; implosion of the board of Satyam Computers in December 2008; and finally the issue of Corporate
Governance Voluntary Guidelines 2009 for listed companies by the Ministry of Corporate Affairs. The
present edition has incorporated these developments.

First, the changes in the composition of the Board to meet the requirements of the Listing Agreement
relate to having a majority of independent directors who have no financial stake in the ventures.

The independent director as any other director of the company is selected by the promoter’s group
comprising 55 family run undertakings who still hold more than 90% of the assets of the corporate sector.
To achieve it, the appointment of the independent directors should be decided by a body independent of the
management of the company along with their remuneration. In view of the regulatory requirement brought
in by SEBI in the listing agreement which requires the listed companies to have a majority of independent
directors who have no material pecuniary interest in the management of the company. The Guidelines also
suggest that there should be separation of offices of Chairman and MD/CEO and a clear demarcation of the
roles and responsibilities of the Chairman of the Board and that of MD/CEO such as to provide a balance of
power. The Guidelines clearly lay down Remuneration Policy for the members of the Board and key
executives. The company should form a Remuneration Committee for determining the remuneration of
executive directors and executive chairman including compensation payments.

If the CEO is also the chairman, then he can dominate the board and is accountable to no one. The
result of this conflict of interest is excessive CEO compensation and undeserved job security. Entrenched
management leads to empire building, continued adherence to flawed business strategies, resistance to
change, the stifling of healthy debate in the board room, and destruction of shareholder value. The
separation of the positions of Chairman and CEO would resolve this pernicious corporate governance
problem. It would rein in the imperial CEO and shift the power to an independent board, acting as it should
in the interests of shareholder, not the CEO.

In USA, despite growing shareholder opposition, the CEO and the chairman remain the same person
in 65% of the S&P companies. Surprisingly, General Electric, Coca-Cola, Exxon Mobil, UPS, Deere,
Caterpillar, CSX and Johnson & Johnson actually have bye-laws that require the CEO to also serve as
Chairman. Many European countries require that the chairman and CEO positions be held by different
people. And not surprisingly, European CEOs generally receive less compensation and lavish perks than
American CEOs.

To effectively separate the roles of chairman and CEO, the stock exchanges may require that when a
company names a new CEO, it must also name an independent director as chairman. CEOs by definition
are not independent directors. So, this would effectively separate the two positions. This was probably the
intent in SEBI clarification to Listing Guidelines in 2009. But the opportunity was lost by not insisting on
such interpretation of independent directors. In US, Disney’s shares have appreciated 30% in the four years
since the chairman and CEO roles were split, after having fallen 20% in the previous five years.

Finally, the implosion of Satyam Computers in December 2008. The case is still subjudice. The
Chairman and Managing Director S. Ramalinga Raju in his confessional letter of January 7, 2009 to the
Board unveiled the biggest corporate fraud. Separation of Chairman/CEO, tax audit, absence of internal
financial control, absence of whistle blower have facilitated the perpetration of the fraud. If the guidelines
are made mandatory and their enforcement rigorous repetition of fraud can be avoided. We await the
judicial verdict and assess the adequacy of the Guidelines.

(H.R. MACHIRAJU)



Preface to the 1st Edition
The problem of governance arises when transparency and accountability are absent. Governance

problems are common both for government and companies. The powers of the different wings of
government, i.e., executive, legislature and the judiciary are clearly delineated in the Constitution
which provides for checks and balances. The executive governs as long as it enjoys the confidence of
the legislature. The judiciary apart from orbiting the exercise of powers by executive and legislature
also enforces the fundamental rights of citizens when encroached upon by the executive (government)
or legislature. So, in the case of companies which are legal entities, there are shareholders and
creditors, members of board who are elected by shareholders and management which conducts the
operations of the company. The stakeholders is a much wider concept including in its fold employees,
customers and community in which the company conducts its physical operations especially the case
with manufacturing. While the checks and balances in the case of government are provided by the
constitution, there are so many aspects to the organisation and operation of a company, several statutes
regulating them and agencies providing oversight exist. But they do not add up to a system of checks
and balances even after the implementation of reforms. Recently, the analysis of company governance
is put in a Hobbesian context (men are in a constant state of war): the conflict between insiders, board
and management and outsiders, the shareholders and other stakeholders; and the insiders whose nature
is to appropriate the benefits that should accrue to shareholders and stakeholders. The reforms have
not resolved this conflict and the essential features of corporate governance have not changed. Weak
boards resulting from the dual role of executive directors, and absence of constraints on the freedom of
board and management to act independently from shareholders and muted shareholder participation
persist. While a company is a congregation, there is no congruence of interests. Major factors that
threw up problems recently in the governance of corporations are stock market behaviour and the
impact of manufacturing on environment which is cumulative.

Stock market behaviour like the long spell of bull phase witnessed in the first half of 1990s
offered opportunities for enrichment to managers in USA to cash their overgenerous stock options
granted to align their interests with shareholders; and investors in large numbers trading in shares like
punters that created a wealth effect to drive up demand across several sectors of the economy in the
USA. The managers and investors whose common trait was ‘infectious greed’ could whet their
appetite and the shareholders did not mind voting the stock options. The board which was appointed
by the shareholders to protect their interests did not provide the required oversight of management
because of the dual capacity of CEOs/executive directors. No company is safe in the hands of an
executive director. A person wearing two hats cannot be trusted to provide oversight of management.
Even when the financial affairs of the company are bad, they could cash their accumulated stock
options as they did in USA. The auditors went along with the management by adopting questionable
accounting practices to hide the true state of the company’s affairs in consideration of large non - audit
fees. Law has proved to be a blunt and unpredictable instrument for disciplining CEOs. It is quite hard
for persecutors to win guilty verdicts in the trials (in USA) of abusive CEOs than many had expected.
Bringing them to trial is proving a painfully slow process.

Secondly, the effect of manufacturing and its products have on climate have proved disastrous.
Environmental agencies of Government clear and monitor the facilities. However, there is now the
new phenomenon of NGOs who appoint themselves to enforce social responsibility but, who indulge
more often than not in campaigns to make public angry and attract subscriptions. Oversight of NGOs



is clearly required; and a clear signal be given that it is the domain of the state to regulate industrial
activities including the effect on environment and not of NGOs.

The governance problems can be sorted out by ensuring that each constituent of the company
does its job with care and diligene; the board elected by shareholders laying down policy and
supervising management; management implementing the policy in a transparent manner and
accountable through regular and timely reports; and shareholders to be persuaded to become
shareowners and take their role of electing directors, discussing aspects of reports and accounts and
passing them and keeping a watch on management compensation by attending meetings. The board
and management cannot act independently of shareholders. The governance rules relating to relations
with shareholders should be written into the company’s articles of association to prevent the boards
from changing routinely as they do the bye-laws now. By and large, shareholder capitalism especially
companies with a large number of shareholders has given rise to an anonymous situation like
behaviour in a crowd where anything goes. Board members and managers seem to believe that their
pursuit of greed would not be questioned.

It is also relevant to note that governance or lack of it has affected all agencies of government.
Despite claims of liberalisation and elimination of red tape, public including companies have to meet
the demands of politician-bureaucrat nexus. How does a company account for such expenditure?
Obviously, through earnings management. Once you do that, lo and behold, the doors are wide open
for pursuing personal enrichment by board and management. No point in picking on the corporate
sector alone. The corporation functions in a milleu whose greed has to be gratified. We have to set
right all governance, not just corporate governance. In todays world a company cannot be run to
achieve results in a costeffective manner and stay competitive unless we fix governance problems
wherever they exist. What is at stake is not only the integrity of market mechanism but the survival of
democracy in India.

(H.R. MACHIRAJU)
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1
Market Economy
and Corporate
Form of
Organisation

Economic Liberty
The orderliness of the market system manifests out of the exercise of

economic liberty which assures the security and opportunity to find
reasonable significance in the earning of ones daily bread1. Laissez faire or
coordination of the invisible hand (á la Adam Smith, Circa, 1776) working
through free competitive markets ensures efficient allocation of resources
assuming that there are no externalities like pollution or improved
information. Private markets are the primary vehicles used to allocate
resources and generate incomes.This economic system in which property is
privately owned is called capitalism. The nineteenth century was the age of
laissez-faire in Europe and North America.

The principle holds that individuals in the selfish pursuit of their own
personal good are led by an invisible hand to achieve the bed good for all. The
concept of maximising personal consumption to achieve individual welfare
has given capitalism its incentive structure and gives purpose to economic
growth. Society rewards hard work which motivates individuals to put forth
their best. Government intervention in free operation of markets would be
injurious. A society may, however, choose to intervene to improve the equity
or fairness of the distribution of income and wealth. By the end of the
nineteenth century a new system in which markets guide the detailed
activities of day-to-day economic life while governments regulate social
conditions and provide social safety net has emerged. However, public

1 Laski, Harold, J., Grammar of Politics, Surjeet Publications, 2003.
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attitudes about taxes and government shifted as conservative governments in
many countries began in 1970s to deregulate government’s control over the
economy.

The movement towards adoption of a market economy was reinforced
when Russia and countries in Eastern Europe abandoned central planning
and government run command economy and started the transition to a
decentralised market economy. China while governed by the Communist
party has enjoyed economic boom in the late 1980s and 1990s by allowing
the markets to operate within its borders.

India which had a mixed economy with central planning and rigorous
control over markets and prices for forty years after independence (1951)
initiated liberalisation and deregulation of the economy in early 1990s after
experiencing a severe economic crisis. Several developing countries like
Thailand, Malaysia, South Korea, Taiwan and Chile have enjoyed rapid
economic growth by embracing capitalism and reducing the role of
government in their economy. It has to be noted that there could be market
failure (monopolies and imperfect competition) and operation of markets do
not always lead to the most efficient outcome.

Benefits of Free Trade and Private Enterprise
Economic liberty represented by free trade and private enterprise have

been vehicles to raise living standards not only in the West (2.8% p.a. in the
last fifty years, 1950-2001) but also in the rest of the world (2.2%). The gap
between West and the rest has, however, widened increasing global inequality.
It is especially wide between richest few in West and poorest few in Africa.
Acceleration of growth in Asia, especially In China and India, where half of
the world’s population live has, however, narrowed the gap. In the past two
centuries the world made unimaginable progress in human welfare. So are
the failures of capitalism, unemployment at every cyclical down turn in
economic activity, deteriorating environment, population explosion and North-
South gap.

Economic liberalism functions best with checks and balances. Like
freedom being not license economic liberty needs regulation and
oversight.Competition is the most potent checking force. The public’s furor
over the monopoly powers of big business in U.S. led to years of trust busting
in U.S. in early 1900s. An aspect of competition policy of countries especially
in Asia is the liberalisation of some markets In order to stimulate competition
internally and from imports by reduction of barriers to imports and adoption
of liberal international trade partially, selectively and gradually.
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Improvements in technology transportation and communication have
rendered it possible to make anything anywhere and sell it everywhere. The
global economy is Interconnected and economies which are integrating with
global capitalism are reaping rich rewards. Countries that are more globalised
have witnessed their income per head grow rapidly with the result that global
inequality has fallen. The full potential of globalisation is realised in the
environment of free markets.

Political and Civil Liberty
The successful growth in economic liberty has been accompanied by

impressive expansion of political and civil liberty. According to Human
Development Report, 2002, 81 countries with 57% of world population have
taken significant steps towards democracy; 140 hold multi party election; and
125 countries (62% of world population) have free press. Not all countries
have adopted the institutions essential to protect liberty; an independent
judiciary, rule of law and due process. In the past 20 years the share of the
worlds population living in proper democracies has risen from a third to half.
With 89 countries rated as free societies liberty has had a period of
tremendous spread on all fronts.

Results of Economic and Financial Boom of 1990s
In the past decade of 1990s, the economic and financial market boom in

U.S. was so extreme that it produced extreme results. A pile of corporate
scandals broke out severely diminishing retirement savings of millions of
ordinary people and led to loss of billions of shareholder dollars. The reaction
has been severe on account of public disillusion about the ability of
democratic institutions to punish the guilty. The main dangers to the success
of capitalism or economic liberty are its own advocates, the CEOs of
companies, the owners of companies and the probusiness politicians who
regard the vacuum of accountable control as a private matter of no wide
significance. “A system that gives a charter to brazen unchecked greed is a
system in peril”.

Business Corporation an Integral Part of Capitalism
An integral part of capitalism is the business corporation which was

developed from the sixteenth century joint stock company and acquired its
current characteristics during the nineteenth century. It is known as
corporation in the USA (chartered in one of the fifty states) and a public
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company in India. The corporation/company consists of shareholders who
contribute capital and own the corporation but whose liability for the acts of
corporation is limited to their contribution to the share capital of the
company. It is legally distinct and separate from those who own it. The bulk
of economic activity in market economies takes place in corporations or
companies. The law allows anyone the privilege of forming a company, public
or private for any purpose.

Company Form of Organisation Conducive to Efficiency
The law enables the organisation of economic activity, be it production,

trade or provision of services with limited liability through the establishment
of a company. It is an extremely efficient way to engage in business. It has the
same rights to buy, sell and make contracts as a person would have. This is
an improvement over the proprietary and partnership form of business
organisation. If the firm has wider participation it enjoys the benefit of access
to capital market. Efficient production requires large scale enterprises with
large capital. Company form of organisation enables investors to pool their
funds to fund the enterprises.

Nature of the Corporate Firm
The business corporation has been viewed from several perspectives: the

contract view, the transactions cost approach, corporate control and
evolutionary view.

Contracts view1: The business firm according to contracts view is a social
institution which has evolved over hundred years and ties together the
various participants, managers, employees, suppliers, customers, creditors
and shareholders. A firm or corporation is a nexus of contracts. The system is
driven by self-interest of individual investors, workers and managers. The
relationships of all participants of the firm except the shareholders are
governed by contracts which specify that each party is to do and what each
party should get in return. Among the participants the claims of shareholders
are residual but enjoy control rights through their right to vote. Workers and
managers carry the most residual risk since they risk losing their livelihood
and retirement and health benefits. Shareholder primacy advocates have put
forward principal – agent model under which shareholders hire directors to
run the corporation for them.

1 Blair, Margret, “Shareholder value Corporate Governance and Corporate Performance” in Governance and
Capital Flows in a Global Economy 2003. Ed. Cornelius Detrik and Rogt, Bruce, Oxford, New York.
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Team Production Theory
The notion that maximising shareholders’ interest In the company should

be the single guiding principle of corporate governance and to support this
goal enhanced investor control and oversight should be encouraged has been
challenged by the team production theory1. According to team production
theory while each participant has some kind of claim against the corporation
none of them owns the corporation. Shareholders are neither the owners of
corporations, nor the only claimants with investment at risk. The corporation
is the owner of all assets contributed by the various participants. The
corporate form of organisation is a legal mechanism that facilitates
cooperation among team members. Directors and other team members are
expected to cooperate with each other by making trade offs between
competing interests to keep a productive team together. The effectiveness of
the system depends ultimately on corporate directors being trustworthy.
Social and cultural messages tell them to trust the other players the majority
of people will choose to cooperate. Law or economic incentives do not promote
trustworthy behaviour. On the other hand, if the game is a competitive one
where greed gets free play to win as much money as they can. According to
the team production approach the principal element needed to foster wealth
creating productive activity may be a powerful set of cultural norms
emphasising personal and group integrity, cooperative behaviour among team
members and responsibility in the teams relationship to the larger
communities in which it operates. The goal of corporations according to
Michael Jensen should be enlightened value maximisation is not a vision or
strategy or even a purpose but only a score card. The team production
approach envisages the same role for shareholder value which is anyone of a
number of score cards.

Transactions Cost Approach
Transactions cost approach states that corporations exist because some

transactions can be done more cheaply within the firm than in market.2

Corporate Control
The property rights approach says that ownership gives decision maker

control rights that would be unavailable under alternative forms of
organisation. However, firms are not owned and managed by the same person.

1 Jensen Michael and William Meckling, Theory of the Firm: Managerial Behaviour, Agency Cost and Ownership
Structure”, Journal of Financial Economics, 3, No.4, October 1976.

2 Williamson, Oliver J. “Transactions Cost Economics: The Governance of Contractual Relations, Journal of Law
and Economics, 22, No.2, Oct. 1979.
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Managers may control the assets of the corporation but they do not own
them.1

The financial market discipline required an unfettered market for
corporate control which is an important part of corporate governance. The
central problem is to make managers loyal and committed agents for the
shareholders or owners of corporation. An active takeover market should
make shareholders better off because it is easier for control of corporations to
be transferred to those who can manage them best.

Evolutionary View

The appropriate unit of analysis for studying the evolution of the
corporation according to Alfred Chandler2, Edith Penrose3 and others is the
individual. Penrose defined the corporation as a bundle of factor services
determined by the assets it controls. The assets include physical assets,
Intangible assets such as patents and copy rights and brand names, brand
equity and the human capital of workers, managers and executives. The
assets are firm specific and the workers and managers also gain firm specific
knowledge over time. The firm develops an interest of its own imbedded in the
corporate culture. Top executives and board of directors articulate the
collective interest; and they see themselves as representing the interest of the
corporation rather than their own interest or the interests of shareholders.
The objective of the firm is to survive and grow but it can do so if it has
clearly articulated goals and a set of shared values. The firm’s external
markets give autonomy and internal organisation and culture, viability. The
firm enjoys in perpetuity beyond the life of its participants. The corporation
which is likely to develop interests of its own that are distinct from the
interests of the constituents are held accountable to public interest,
represented by SEBI, company law and listing requirements of stock
exchanges requiring public accounting statements to be made available to
investors. Within the corporation there are broad set of rules regulating
coporate governance. The ultimate check on companies is the market and
transparency and accountability are to be observed. Enron, Worldcom and
other bankruptcies accurred because of the failure of overight by the board
and independent auditors. The companies borrowed too much piling up

1 Bohan, Patrick and David S. Scharfstein, “Corporate Finance : The Theory of the Firm and Organisations’,
Journal of Economic Perspectives 1998, 12, No.4.

2 Chandler, Alfred “Organisational Capabilities, and Economic History of the Industrial Enterprise”, Journal of
Economic Perspectives. No, 6, 1992

3 Penrose, Efith. Theory of the Growth of the Firm, 1959, Oxford; Blackwell
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unsustainable debt level during good times against future cash flows.
Misleading accounting was adopted to cover up in the hope that earnings
would recover. Companies were forced Into bankruptcies when accounting
frauds were discovered and share prices plummeted.

Features of a Public Limited Company
Major features of a public limited company are,

 Ownership is determined by the ownership of company’s share. Public
limited companies are valued on a stock exchange where their shares
are listed and traded, and

 Shareholders control the companies they own.

Voting rights of shares depend on voting rights attached to the shares.
The shareholders elect directors and vote at general body meeting or through
postal ballot. The spread of equity cult and widespread ownership of
companies resulted in the dispersal of shareholders. In practice the
shareholders exercise little control to overrule the entrenched managers. The
managers run the company by organising production, introducing new ideas
or products or processes making business decisions and is held accountable
for success or failure.

Constituents of a Corporation
To cope with their complex coordination and control problems three

constituents of a corporation are identified: shareholders, the board of
directors and management. The system of rules that link together the
activities of the constituents are based on accountability, transparency and
equality of treatment of all stockholders.

Corporate Governance
To ensure efficient use of resources entrusted to their care, corporate

governance provides for monitoring and disciplining devices. Governance
issues are discussed in the context of principal agent model, mediating
hierarchy approach, managerial capitalism and financial market dominance.
While the governance mechanism is shaped by a regulatory framework that is
set by the state, it is a reflection of economic incentives and subject to
historical change.
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Agency Theory
The distinction between ownership (shareholders) and control (managers)

arises in view of the widespread dispersion of ownership, which was pointed
out by Berle and Means in 1932. The agency problem exists because
managers might misuse their position and there are costs associated with
prevention of abuse. Corporate governance has to subordinate managers’
interest to that of shareholders. Since shareholders are residual claimants
they have the greatest incentive to ensure the success of the corporation.

Michael Jensen, the proponent of agency theory stresses the efficiency of
capital market as a disciplinary mechanism, generating optimal asset prices.
According to this view the market for corporate control is a fast and efficient
mechanism by which firms are forced to exit mature markets where over
capacity persists. Capital market discipline assures timely exit from low tech
sectors in which importance of organisational skills is likely to play only a
minor role. The threat of hostile takeover can, however, act as a corrective
only in business cycle upswings when liquidity is abundant, as in the
takeover frenzy in the later half of 1980s. The occurrence of merger activity in
waves confirms the cyclical nature of takeover as a disciplining device. The
relationship between shareholders and managers is influenced by a number
of macroeconomic incentives among which the real interest rate influences
the nature of governance. Financial liberalisation (in USA) has created an
environment that raised interest rates. This led to a shift from managerial
antonomy to a proliferation of financial goals. The threat of hostile takeovers
or the linking of managers’ remuneration to stock performance slowed down
investments in organisational skills and firm specific investments by
employees.

Mediating Hierarchy Approach
Blair1 and Stout propose an alternative to agency theory, called the

Mediating Hierarchy Approach. The approach is based on managerial
autonomy which ensures that managers should not be under any direct
control of any particular stakeholder group including shareholders. Since
corporations evolved as a solution to team production problems of shirking
and rent seeking, contracts cannot resolve them. Team members give up
property rights and inputs, both financial and human through a mediating
hierarchy to the corporation. Several individuals apart from shareholders give
up control to an independent third party in the hope of sharing in the

1 Blair, Margret and Lynn A. Stout, “A Theory of Corporation law as a Response to Contracting Institution
Problems in Team Production”, Mimeo, 1997. The Brooking Institution.
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economic gains that flow from team production. While shareholders are
legally the residual claimants the residual risk is borne by employees too who
invest in firm specific assets and stand to lose from company’s bankruptcy.
There has, however, been a shift since the early ‘80s in USA from relative
managerial autonomy to a predominance of financial interests which proved
beneficial in redirecting funds from stagnating companies and sectors to more
dynamic ones. However, it did not improve corporate mechanisms in general.

Managerial Capitalism
Alfred Chandler’s managerial model of capitalism assigns a crucial role to

managerial autonomy. Managerial autonomy is a competitive asset in modern
capitalism. Managerial discretion develops in order to accumulate the
organisational knowledge as a crucial ingredient for the growth and
sustainability of the company especially in capital intensive industries.
Chandler stresses the need for the relative autonomy of managers who are
kept in check by Schumpeterian competition in product markets. The
distinction between managers and owners is a necessary competitive asset in
modern capitalism.

There is an information asymmetry between managers who run the
company and outside evaluators like shareholders, debt holders, customers,
employees and government. Management accumulates knowledge about
product and factor markets as well as production technology in the industries
in which they operate. Management gathers and utilises such information
constantly.

The critical element is the long term commitment and capacity of
management, including the compatibility of management structure with the
structures and business of the firm. Managerial discretion is especially
relevant for decision making in capital intensive industries. The disciplinary
of the management is the constant pressure from competitors in domestic
and international product markets. Chandler focuses on the ability of large
managerial enterprise to enter new markets by building up on accumulated
organisational knowledge in medium and high-tech sectors. Chandler justifies
the built in growth drive of managerial enterprises as long as it results from
the application of accumulated organisational skills in new but related
markets, Low interest rates relative to profit opportunities provide a
macroeconomic incentive system to sustain the growth orientation.

High real interest rates and low growth changed the incentives structure
for shareholders.
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The shift in the balance of power from board to shareholders occurred on
account of the changed economic and political forces that improved the
shareholders relative bargaining power. Macroeconomic factors are a part of
systems approach to corporate governance.

Financial Globalisation and Rising Interest Rates
Financial globalisation is not simply the outcome of technological change.

The lowering of transaction cost of international market transactions no
doubt led to the integration of the economies around the globe. To reap the
benefits of new technology driven opportunities they had to be adapted. A
capital market based governance system constitutes an optimal institutional
response to the opportunities presented by more efficient capital markets.

The proliferation of new technologies has been accompanied by conscious
creation of global markets through market deregulation mounted after
collapse of Bretton Woods system. The financial sector was transformed in
two directions: deregulation and Internationalisation. The period of
fluctuating exchange rates and the regulatory structures that were set up to
deal with volatile exchange rates were dismantled after turbulent decade of
1970s and the infrastructure of speculation was constructed under the new
regime of deregulated currency prices. The deregulation of foreign capital
flows gave rise to the need to hedge foreign exchange risk. Derivative
instruments such as currency swaps, options, futures contracts were created
to hedge risk. The new Instruments allowed banks and corporations trade
large amounts of currency with little capital which contributed to a significant
amount of profits. Demand for deregulation of financial markets was the
financial sectors response to falling profits, high inflation and stagnant
securities markets in 1970s. Inflation leads to rising output prices in industry
because of rise in nominal interest rates and falling prices for financial
securities. A reempowerment of financial interests was undertaken in 1980s.
This shifted not managerial failure and made the market for corporate control
active, via the channel of high real interest rates and low growth.

Effect of Interest Rates on Corporate Governance
High real interest rates drive up the opportunity cost to investors for

investing in corporate equities while reducing the number of attractive
investment opportunities for corporation. When interest rates are low
companies have an incentive to retain cash flow and reinvest it quickly; and
for investors investing the cash flow into safer and high yielding securities is
optimal.
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Finance Driven Governance
Deregulation of financial markets contributed to finance driven

governance. Merger activity became an important source of profits for the
finance sector. Towards the end of 1980s however, there were no underlying
pressures or incentives. The volatility was generated endogenously (a la’
Keynes). Takeover activity itself became a powerful vehicle for speculation.
Speculators invested in stock not because of positive expected earnings but
because the companies might become takeover targets promising quick and
large return. Valuation was not based on future earnings ability but on break
up value, dismember parts and sold off.

Institutional Investors
The growth of institutional investors (mutual funds, insurance companies

and investment companies) is a major source behind structural changes in
the process of corporate governance. However, it is not clear that they have
the incentive and ability to correct corporate governance failures.

References
Berle, Adolf A. Jr and Means, Gardner C. The Modern Corporation and

Private Property, rev. ed. 1968, New York; Harcourt Brace and World Harvest
Books.

Blair, Margret, Ownership and Control, 1995, The Brookings Institution,
Washington DC.

Blair, Margret and Lynn A. Stout. A Theory of Corporation Law as a
Response to Contracting Problems in Team Production, 1997, The Brookings
Institution, Washington DC.

Blair, Margret M, “Shareholder Value, Corporate Governance and
Corporate Performance” in Corporate Governance and Capital Flows in a
Global Economy, Eds. Cornelius, Peter K and Kogut. Bruce, 2003 Oxford, New
York.

Block, Thorsten H., “Financial Market Liberalisation” in Ed. John Eatwell
and Lance Taylor, International Capital Market, 2002, Oxford University Press.

Botton, Patrick and Davids. Scharfstein, “Corporate Finance; The Theory
of the Firm and Organisationas” Journal of Economic Perspectives 1998, 12,
no. 4.



12 Corporate Governance

Chandler, Alfred D., “United States: Engines of Economic Growth in the
Capital Intensive and Knowledge Intensive Industries” in Eds. Chandler,
Hikino and Amatori Big Business and Wealth of Nations, 1997, Cambridge
University Press, Cambridge, Mass.

Chandler, Alfred “Organisational Capabilities and Economic History of
Industrial Enterprise” Journal of Economic Perspectives, 1992, 6 no. 3.

Jensen, Michael C and William Meckling “Theory of the Firmi Managerial
Behaviour, Agency Cost and Ownership Structure”, Journal of Financial
Economics, 1976, 3, no.4.

Konigsburg, Dan, “Similarities and Differences in the United States and
United Kingdom”, in Ed Dalls Georges Governance and Risk. 2004, McGraw
Hill

Laski, Harold J, Grammar of Politics, Surjeet Publications, 2003.

Penrose, Edith, Theory of the Firm, 1959, Oxford, Blackwell.

Samuelson, Paul A, and Nordhans, William, D, Economics, Sixteenth
Edition, Tata Mc Graw-Hill Publishing Company Ltd., New Delhi.

Thurow, Lester, C., The Future of Capitalism, 1996, Penguin Books.

The Economist, June 28, 2003.

World Bank, Human Development Report, 2002.

Ed. Viver, Xaver, Corporate Governance, Cambridge University Press, 2000.




	front
	Title Page
	Ch_1_Market Economy  and Corporate Form of Organization

