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Introduction

Corporate Governance and Regulation
Globally, bank regulators have recognized the indispensable role of
corporate governance in maintaining the health and stability of the
financial markets and the economy as a whole. Dr Amitha Sehgal’s book
on Corporate Governance of Commercial Banks in India is being released
at an opportune time, when Indian banks are experiencing high levels of
NPAs caused by several factors, both macro and micro.

Her research findings emphasise the importance of stable boards, ‘fit and
proper’ ownership of banks and bank board members, and training of
directors, especially related to risk management. This is an echo of the
concerns expressed by bank regulators. Her empirical research dovetails
with practical application to the banking industry. I am sure that the book
will be a useful addition to academic research and will encourage further
research in this critical area.

Shyamala Gopinath

Chairperson, HDFC Bank,
Former Dy. Governor, The Reserve Bank of India.

Banks’ Corporate Governance and Role of IDs
Good Corporate Governance is critical for sustainability of any
corporation and banking is no exception. The total assets of the banking
sector in India as a whole is over 80 per cent of India’s GDP, of which
over 70 per cent are controlled and managed by Government appointed
bankers.

Dr Amitha’s thesis is very well researched and is an insightful addition to
the literature on the subject. Her accent on limiting the number of
Independent Directors (IDs) on Boards is very apt. Apart from the
number of IDs on the Board, what is pertinent is the domain knowledge,
experience and commitment, which these IDs bring to the deliberations of
the Board. Currently, it is common knowledge that political pressures
weigh heavily not only in selection of some of the IDs, but also
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sanctioning of loans. This has tended to dilute the effectiveness of the
Board and is now increasingly reflected in the rising NPAs.

It is, hence, imperative that before appointing IDs, candidates are
carefully evaluated by a Nomination Committee of the Board comprising
of distinguished independent professionals. Besides, adequate autonomy
should be delegated to the Board and the Chairman combined with a
minimum tenure of five years and attractive remuneration to ensure they
devote adequate time. This would result in lowering of risks faced by
public sector banks reflected in reckless lending in several cases. This
would help in considerably improving the P/E ratios of public sector
banks, which currently are much lower than of private banks, and
facilitate their recapitalisation so urgently required.

Dr. Sehgal’s recommendations are eminently doable and deserve careful
consideration and implementation by the authorities overseeing banking
operations in the Government of India and the Reserve Bank of India.

Minoo Shroff

Independent Director and Business Counselor,
President of Forum of Free Enterprise,

Former Global Advisory Board Member,
Asian Centre for Corporate Governance,

Former President,
Indo Japanese Association.



(vii)

FOREWORD

This book is about one of the most topical subjects concerning the
evolution of corporate governance of commercial banks in India. Based
on her well thought out, comprehensive doctoral research, the author
Dr Amitha Sehgal has sought to establish the nature of relationship
between corporate governance and bank’s financial performance. While
the book is demonstrably designed for academicians and researchers
pursuing their doctoral and post-doctoral research programs, it offers
significant operational and policy insights to banking professionals and
bank regulators. Indeed, the analytical structure of her work would also
be of considerable value to those corporates who, in recent times, are
found to be deeply engaging with governance issues in their respective
businesses.

Evidently, India’s banking landscape has witnessed transformational
changes in the post-reforms period under the impetus of liberalisation,
competition and globalisation. There are multiple facets of these changes,
but more prominently these have manifested in progressive reduction in
the dominance of public sector banks and the robust emergence of new
private sector banks, including the expansion of foreign banks; creation of
an environment of greater flexibility in the deployment of resources by
banks through reduced statutory pre-emptions like statutory liquidity
ratio and cash reserve ratio; deregulation of interest rate regime offering
banks the freedom of pricing their deposits and loans; the Reserve Bank
of India gradually relegating its role in micro-managing of banks both on
their asset and liability sides; and so on. The avowed objective of all such
policy initiatives has been to provide operational flexibility and functional
autonomy to the banks with a view to enhancing their efficiency,
productivity and profitability. The outcome of all such efforts is to create
an increasingly healthy banking sector, which, in turn, is seen to be
contributing to both quantitative and qualitative gains in the overall
economic performance of our country.

At the same time, the Reserve Bank of India has strengthened the
prudential norms and supervisory system. Our banking system is now
subject to stricter prudential norms of capital adequacy ratio, asset
classification and exposure norms, provisioning requirements as well as
improved levels of transparency and disclosure standards. All such
changes in norms and standards have become imperative not only in
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response to the domestic market considerations, but have also been
driven by the global financial regulatory system. Thus, we are faithfully
adopting and implementing the increasingly stringent Basel Committee
norms, the framework of which has been accepted by most of the major
central banks of the world, under the dispensation of the Bank for the
International Settlements.

With some inevitable stresses and strains, and with some laggards in the
system, especially among the public sector banks, the Indian banking
system has gradually adapted to this new environment of intense
competition and regulatory discipline. Simultaneously, it also skillfully
incorporated the technological developments in keeping with similar
changes in international banking system, growing peer pressures and
demands of various stakeholders for new banking products and services.
The nature, the scope and the quality of banking services in India now are
distinctively different and far more superior than what they used to be a
quarter century ago. In substance, deregulation, competition and
globalisation have unfolded new vistas of Indian banking.

In the midst of all such transformational changes, the crucial issue of
corporate governance in the banking sector has gradually come to be
evolved as an integral part of the reforms process of Indian corporate
laws and banking regulation. In fact, the passing of the new Companies
Act, 2013, with its amplified emphasis on corporate governance, bears
testimony to the growing realization among Indian policymakers that
sound corporate governance is vital to unlock the true potential of India’s
corporate sector. In the context of Indian banking sector, this aspect has
assumed even greater importance, especially after the Basel Committee
Report 1999 suggested that banks have to display exemplary corporate
governance practices in their financial performance, transparency in their
balance sheets and due compliance with various accepted norms.

Without going into the multiple dimensions and legal niceties of this
subject, suffice it to say that corporate governance sets up the “rules of the
game” that subserve the interest of all the stakeholders, and not just the
shareholders of a company or a bank. It is a key driver for enhancing
investor confidence, promoting competitiveness and ultimately
enhancing economic growth. In the present context, the interest of various
other stakeholders, including customers, employees and the community
at large are as important as those of the shareholders. At the same time,
compliance with legal and regulatory requirements must also assume an
essential facet of this process. There is sufficient empirical and anecdotal
evidence to suggest that businesses with high standards of governance
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practices generate not just higher profits and returns to shareholders, but
also contribute to creation of wealth for the economy and society. While
most others without such standards, tend towards extinction in the course
of time.

Dr Amitha Sehgal’s dissertation is based on her extensive review of the
literature on the subject of corporate governance, bank risks and bank
valuations, both from Indian and international research sources. It brings
into focus the relationship between corporate governance and bank
performance. Her empirical study covers a prudently selected sample of
twenty banks operating in India and their respective performance data for
the five-year period from 2004-05 to 2008-09. The methodological features
and regression model are based on sound diagnostic design and
reasoning. What is crucial to highlight is that, in respect of the selected
sample of banks, she has analysed the trends in three key ratios, namely,
(a) gross non-performing advances to total advances ratio; (b) capital risk
asset ratio; and (c) total loans to total assets ratio. The performance of
these three ratios are then related to the explanatory variable ‘corporate
governance’, which is further granulated into the size of bank’s board,
director/business reputation, diligence of independent/non-executive
directors and risk management internal control processes.

We believe that this is perhaps an attempt, first of its kind, to study the
nature of relationship between corporate governance and key parameters
of financial performance of banks in India. This study assumes
considerable contemporary importance given the intensity of challenges
of restructuring of loans, non-performing assets, stressed assets and
shrinking profit margins, which the Indian banks, especially the public
sector banks, are currently confronted with. Needless to say, in an
increasingly uncertain global financial environment, efficiency,
profitability and risk profile of Indian banking requires constant
evaluation and corrective action. With an efficient system of corporate
governance, we believe most of these challenges can be steered through
without much damage to banks’ performance indicators. This book offers
certain significant guidelines towards that end.

While reflecting on various sequential developments in the field of
corporate governance, Dr Amitha Sehgal also highlights the importance
of the banking sector in India in mobilising and channelising household
savings into productive sectors of the economy, thereby becoming its
powerful growth and development driver. It is commonly known that the
asset preference of Indian households is strongly biased towards bank
deposits on considerations of liquidity, safety and steady returns. Further,
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despite the growth of other avenues of financing, Indian agriculture,
business and industry as well as infrastructure sectors are still heavily
dependent on bank financing of their business plans and projects. In
recent times, with the emergence of private sector banks and substantial
equity divestment of public sector banks, banking stocks now account for
a significant share of the Indian stock market capitalisation. More
importantly, banks facilitate transmission mechanism of Reserve Bank’s
monetary policy and constitute fulcrum of the economy’s payment and
settlement system. Hence, the corporate governance of the banking sector
is far more critical not only for the sustainable development of the Indian
economy, but also of its capital market as well as of its much broad-based
financial sector.

Specifically, on the issues of corporate governance, the author makes
several critical observations about “over busy boards”, especially because
during the period of her study there were no regulatory limits on the
number of multiple directorships for independent directors. According to
her findings, such practice showed some kind of a curvilinear effect on
banks’ performance. In particular, she points out “while busy directors
bring reputational capital to the bank, when the number of directors
having more than 6 outside directorships increases beyond a threshold,
board oversight over the bank may reduce and this lowers the banks’
performance”. Apparently, her conclusions seem to have received
validation in the recent changes in the Companies Act, 2013, which
prescribe that no person, after the commencement of this Act, shall hold
office as a director, including any alternate directorship, in more than
twenty companies at the same time, provided that the maximum number
of public companies in which a person can be appointed as a director
shall not exceed ten. Equally importantly, amendments to SEBI’s
Clause 49 now stipulate that a director shall not be a member in more
than 10 committees or act as Chairman of more than five committees
across all companies in which he is a director. Furthermore, it should be a
mandatory annual requirement for every director to inform the company
about the committee positions he occupies in other companies and notify
changes as and when they take place. Surely, all these are welcome
developments.

Further, the author highlights several other fault-lines in form and
substance of corporate governance practices. So, even though the board is
constituted as per all the existing laws and clauses and board members
attend meetings as required by law, it is rare to find a dissent note from
an independent director tabled in the minutes of the board meetings. The
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non-executive directors on the bank boards are also not known to give
any strategic direction to the banks. She also reflects on various other
crucial issues such as bank’s risk management practices, systems of
independent audit committee and its reporting, etc. We believe many of
these issues would be dealt with appropriately by the concerned
authorities as well as by the top management of banks with a view to
ensuring that compliance with corporate governance practices is genuine
both in terms of legislative provisions and their spirit.

However, what is a matter of considerable comfort is the author’s overall
positive evaluation of the health of India’s banking system during the
five-year period (2004-09) of her study, which has been measured in terms
of the improvement in: (a) capital risk asset ratio, indicating better
coverage of risk assets; (b) declining ratio of non-performing assets; and
(c) expansion of banks’ loans portfolio. She also acclaims the definitive
progress of the banks in the subsequent period in their corporate
governance standards; level of transparency and disclosures; and
compliance with international best corporate governance standards, as set
out by both the Bank for International Settlements and the Organisation
of Economic Development and Cooperation. Further, banks have also
embarked on reporting their balance sheets the financial statements under
Basel II norms giving greater details regarding their risk assets, related-
party transactions and so on. Equally importantly, banks have constituted
Shareholder Grievance Cells and are seen to be monitoring the resolution
of their complaints and are also reporting the consumer complaints filed
with the Banking Ombudsman and their status in terms of resolution or
otherwise. All such qualitative changes also augur well in terms of
corporate governance and would greatly help the future of Indian
banking sector.

Incidentally, before concluding this foreword, it is pertinent to invite our
attention to what the Reserve Bank’s latest Financial Stability Report has
to say. To quote:

“While risks to the banking sector, as reflected by the Banking Stability
Indicator and Map, have moderated marginally since September 2014,
concerns remain over the continued weakness in asset quality indicated
by the rising trend in stressed advances ratio of scheduled commercial
banks (SCBs), especially of public sector banks (PSBs). Macro stress tests
suggest that current deterioration in the asset quality of SCBs may
continue for few more quarters, and PSBs may have to bolster their
provisions for credit risk from present levels, to meet the ‘expected losses’
if macroeconomic environment were to deteriorate under assumed stress
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scenarios. However, capital to risk-weighted assets ratio (CRAR) of SCBs,
at system level, was observed to remain above the regulatory minimum
even under adverse macroeconomic conditions assumed in these tests.
The falling profit margins and decreasing debt repayment capabilities of
the corporate sector add to these concerns, though overall leverage level
in Indian economy is comfortable when compared to other jurisdictions”.

Surely, since the formulation of the author’s findings on the health
indicators of banks, much water has flown under the bridge. The purpose
of citing the Reserve Bank’s latest assessment is just to underline the
complexities of the current global and domestic economic environment
and their implications for the emerging Indian banking scenario. In that
contextual framework, the core strength and quality of corporate
governance of banks would certainly go a long way in strengthening
resilience and combative potential of Indian banking in the midst of any
adversities. What stands out in Dr Amitha Sehgal’s book is the sound
construct of her analytical work and substance of her findings, which
would have enduring relevance in understanding how adherence to key
corporate governance norms has a positive effect on bank valuations and
risk management. Surely, corporate governance has to be interwoven into
the corporate culture and ethos of banks; indeed, it needs to go beyond
crises, compliances and clauses to become an integral part of the DNA of
the banking system in our country.

Sunil S. Bhandare

President, All-India Bank Depositors’ Association (Mumbai)
and Advisor (Economic & Govt. Policy),

Tata Strategic Management Group.
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PREFACE

The journey that culminated with writing this book started in 1985. This
was when I studied Basel I prudential regulation for commercial banks as
a part of my Master of Philosophy (M.Phil.) dissertation on Non-fund
Business of Commercial Banks in India.

Since then, as a bank economist, I have published several research papers,
newspaper articles and monograms on critical issues concerning banks’
prudential regulation and supervision.

In 2003 when I began the current study, banking in India was at the cusp
of market-driven changes. Banks had become more competitive, complex,
and in some ways more vulnerable. The lines between public and private
sector banks had almost blurred and both segments were aggressive
performers in India’s financial landscape.

The role of the internal management team had assumed much greater
importance. I found myself drawn to the subject of how commercial
banks can intrinsically become more safe and prudent. Rather than
focusing on bank regulation, an area of my interest for many years, I
started studying corporate governance of commercial banks.

International developments like the NASDAQ crash in 2000, followed by
the collapse of Enron and financial irregularities in major companies like
WorldCom, Tyco, Kodak among others, led to the passing of the
landmark Sarbanes-Oxley Act, 2002 in the United States. These crises
brought the frailties of the internal corporate governance mechanism into
a sharp focus.

In India, Dr. A.S. Ganguly Committee Report on Corporate Governance
in banks was released in 2002. This further motivated me to pursue my
research in this area as corporate governance issues in Indian banking
was an emerging, almost unexplored area of academic research in India.

The research took an dramatic turn when Lehman Brothers collapsed in
2008, with a cascading effect on banking in the United States (now
popularly termed as the sub-prime crisis) and ripples were felt all over
the world, including India. The importance of corporate governance in
banks was recognised in its absence, as evident by these major bank
failures.
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This increased the significance of this study and its relevance to the
banking industry, as also the economy as a whole.

The crisis made two trends obvious: first, good governance was a
differentiator between banks that had to be bailed out during the sub-
prime problem and those banks who managed to stay healthy, a case in
point was Wells Fargo in the United States; second, ownership is a critical
aspect of governance. In the immediate aftermath of the crisis, briefly,
there was a flight of deposits to public sector banks in India, as
government ownership was perceived as a safety net.

But, as a researcher, I felt a stubborn need to find empirical evidence to
substantiate what was intuitively evident: there is a link between
governance and performance of banks.

Coming from an academic background that had no exposure to
quantitative econometrics, I struggled to arrive at the methodology that
could validate the research hypothesis: Commercial Banks’ Performance
has a relationship with their Corporate Governance. After almost two
years of exploratory research that included several meetings with bank
regulators, bank managers and academicians in India and abroad,
attending Research Methodology courses, identifying numerous variables
and methodologies I could finally zero in on a set of the Dependent and
Explanatory variables. Several variables like qualifications of directors,
net NPAs, exposure to sensitive sector, training of directors, contingent
liabilities, spread, stock options, remuneration of directors, credit rating,
code of ethics, and board evaluation, were considered, collated, analysed
but discarded as they did not fit into the final model.

Operationalising the model was still elusive. I had identified Panel
Regression methodology but then I had a long struggle to find a research
center that worked with STATA and was willing to collaborate with me.
This was the most painful and frustrating part of the research process. I
am sure that aspiring doctoral scholars will empathise with this and will
take hope in the fact that finally, I did find a supportive research institute,
the Indian Institute of Population Studies, where I completed my work.

The book makes a thorough study of the evolution of corporate
governance, with a focus on the commercial banking sector in India. It is
updated with the Companies Act, 2013 and Amendments to SEBI’s
Listing Agreement, Clause 49, 2014.

It is designed for researchers pursuing doctoral and post-doctoral
programs. It will also be of interest to banking professionals and bank
regulators.
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The book is based on an empirical study that covers a sample of 20 banks,
during the five-year period from 2004-2005 to 2008-2009. The sample is
selected from all segments of commercial banks operating in India. A
balanced panel regression methodology is used to bring into focus the
relationship between corporate governance and bank performance. More
specifically, the dependent variable: commercial banks’ performance is
measured with respect to their valuation measured by two market-based
measures: Tobin Q proximate, Price to Book Value and one accounting
measure, Return on Assets.

The impact on banks’ risk/soundness is measured by analysing Gross
Non Performing Advances to Total Advances, Capital Risk Asset Ratio
and Total Loans to Total Assets. The explanatory variable ‘corporate
governance’ is further specified as to the bank’s board size, director
busyness/reputation, diligence of independent/non-executive directors
and risk management internal control processes. To the best of
knowledge, this is the first attempt to study this relationship in the Indian
context.

The book makes a comprehensive review of literature pertaining to
corporate governance, bank risk and bank valuations, both from Indian
and International research sources.

The study, spanning five years, faced constraints relating to compiling
reliable, consistent and standardised information regarding corporate
governance practices of banks. There is no standard method of
documenting information about board attendance, director qualifications
and their multiple directorships. Each bank has its own format and there
is also a lack of consistency in some banks’ presentation over different
years.

In the case of public sector banks, the board members, both executive and
non-executive, rotate throughout the year. Hence, calculating their
diligence at different board meetings was extremely time-consuming, as
the study had to calculate the meetings the director was eligible to attend
by taking into account the date of appointment and retirement/
resignation from the board and the number of meetings he/she was
eligible to attend.

Contribution
The main contribution of this study is that it takes a small step forward to
analyse the link between banks’ board performance and ownership
characteristics with banks’ risk taking/soundness and valuation.
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A bane of academic research is that often the empirical findings are not
validated by policy and practice. It remains on the shelves of academic
libraries. The empirical study was completed in 2010 and submitted as a
doctoral thesis.

It was indeed gratifying to note that some of the Key Recent Regulatory
Changes validate the recommendations made by the study, based on
the empirical evidence.
 The Consolidated FDI Policy Circular of May 15, 2015 issued by the

Department of Industrial Policy and Promotion has capped the
foreign shareholding in private sector banks to 49 per cent in the
automatic route, and up to a maximum of 74 per cent with approval
from the Reserve Bank of India and the Foreign Investment
Promotion Board of India.
This policy is in synch with the study’s research guidance that
overall, beyond a benchmark of around 50 per cent to 60 per cent
foreign shareholding, Tobin Q (TQ), Price to Book Value (PBV) and
Return on Assets (RoA), may decline.

 The study also cautions on “Over Busy Boards”.
The study observes in the sample of banks, the maximum number of
outside directorships of executive directors ranges from 0 to 12 and
for non-executive directors, the number ranges from 1 to 67.
During the period of the study, there were no regulatory limits on
the number of multiple directorships for independent directors. The
findings of this study show a curvilinear effect of multiple
directorships on banks’ performance. This suggests that while busy
directors bring reputational capital to the bank, when the number of
directors having more than 6 outside directorships increases beyond
a threshold, board oversight over the bank may reduce and this
lowers the banks’ performance.

 Hence, the study recommended: Non-executive/independent
directors’ outside board directorships to be limited to around 6.
The study’s findings find validation in the recent Companies Act,
2013, that states (Section 126): No person, after the commencement
of this Act, shall hold office as a director, including any alternate
directorship, in more than twenty companies at the same time;
provided that the maximum number of public companies in which a
person can be appointed as a director shall not exceed ten.
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Further, amendments to SEBI’s Clause 49 stipulate that a person is
not to serve as an Independent Director in more than 7 listed
companies.

 The study recommended that the Chief Executive Officer/Managing
Director to hold between 0 to 3 outside directorships (other than the
bank’s subsidiaries).
This recommendation too, has found validity in the recent
Amendment to Clause 49, that states: “Further, any person who is
serving as a whole-time director in any listed company shall serve
as an independent director in not more than three listed
companies.”
In line with the study’s caution regarding “over busy” Boards,
regulators too have made relevant changes in the rules and laws.

Other significant observations and recommendations include:
 Risk Management Index (RIMEX) attempts to reflect the internal

processes in place within a bank to manage its risk propensity. The
higher the RIMEX the better is the bank’s risk management.
The best practice in risk management is: a fully independent audit
committee and a system where the outcomes of the internal audit are
reported directly to the independent chairman of the audit committee.
This is observed in just one private sector bank in the entire sample.
One public sector bank has put in place a system of internal audit
reporting directly to audit committee in the year 2008-09.

 There is a wide difference in the size and characteristics of bank
boards.
There is a cross-group variation in the direction and significance of
the effect of the corporate governance parameters studied on
government banks and private sector banks. Public sector banks
tend to have larger boards, less busy (reputed) directors and greater
rotation (retirements/appointments) of directors during a financial
year. This makes their board less cohesive.

 Private banks have more stable boards that show little movement
during the year and across the five-year period of the study.
This study postulates that private banks with small boards (ideal
size 9 to 11) are able to better monitor credit decisions of managers
and hence keep a check on the bank’s credit function.

 Corporate governance builds “reputational capital” for private
banks. It is crucial that these banks build robust internal governance
systems so that they do not fall into the trap of excessive speculation.
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 Both groups of banks need to enhance their risk-taking abilities and
shore-up their risk management strategies.

 Training of directors especially related to risk exposures, derivative
products and other innovations must be made mandatory.

In conclusion, the findings of the study have shown that adherence to key
corporate governance norms has a positive effect on bank valuations and
risk management.

Dr Amitha Sehgal

Associate Professor,
Department of Commerce & Management,

R.A. Podar College of Commerce and Economics, Mumbai,
Hon. Joint Secretary, All India Bank Depositors’ Association, Mumbai.
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1
An Introduction to Corporate

Governance and the Scope
of this Study

orporate governance is now, increasingly, being recognised as a
crucial instrument to improve the efficiency of companies and to
enhance the investment climate in a country. The passing of the
new Companies Act, 2013, with its heightened emphasis on

corporate governance, bears testimony to the growing realisation among
Indian policy makers that sound corporate governance is the key that will
unlock the potential of Indian business.

In the past few years, corporate scandals, like the Enron, WorldCom, Sub-
prime problem in the U.S. and Satyam in India, focused attention on
corporate governance for all the wrong reasons. There is a need to cut
through all the sensational corporate governance failures, to understand
the meaning of corporate governance.

Shleifer and Vishny state that “Corporate governance deals with the ways
in which suppliers of finance to corporations assure themselves of getting
a return on their investment .” (1997, p. 737)

Corporate governance in the Indian context spells out clearly that ethics
and values form the bases of corporate governance, while adherence to
the legal framework is the minimum requirement. Confederation of
Indian Industries (CII) – Desirable Corporate Governance Code (1998)
defines it as:

“Corporate Governance deals with laws, procedures, practices and
implicit rules that determine a company’s ability to take informed
managerial decisions vis-à-vis its claimants – in particular its shareholders,
creditors, customers, the State and employees. There is a global consensus

C
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about the objective of ‘good’ corporate governance: maximising long-term
shareholder value.”

“Corporate Governance is an art of managing companies ethically and
efficiently for enhancing stakeholders’ value.”

The entire gamut of corporate governance system could be referred to as
“corporate ethical and values system”.

(extracted from the Report of the Committee on the Companies Bill, 1997).

The Narayana Murthy report (2003) has a comprehensive definition:

“Corporate governance is the acceptance by management of the
inalienable rights of shareholders as the true owners of the corporation
and of their own role as trustees on behalf of the shareholders. It is about
commitment to values, about ethical business conduct and about making
a distinction between personal and corporate funds in the management of
a company”.

These definitions reflect the Indian ethos of corporate governance as
articulated by Mahatma Gandhi in his writings. He believed that
management is a trustee of shareholders’ capital and business is a trustee
of all resources, including the environment. As trustees, the primary goal
of management is to protect the interest of the owners and also, not to
exploit resources for short-term profits.

In India, the initiative on corporate governance was not a result of any
major corporate scandal, like Enron, WorldCom, in the United States. It
started as a self-regulatory move from the industry rather than the rule of
law.

The earliest developments in India began in 1991, after the report of the
Cadbury Committee was released in the U.K. Industry groups held
seminars and conferences to discuss the Cadbury Report and its relevance
to India. The Confederation of Indian Industries (CII) was the first to
introduce a code on corporate governance in April 1998. Some companies
did comply with the same in their annual reports of 1998-99. It was
voluntary in nature.

Over the years, the Government of India and the Securities and Exchange
Board of India (SEBI) have constituted several committees to make
recommendations. Recommendations of three landmark committee
reports are milestones in the journey towards better governance.

The Kumar Mangalam Birla Committee (1999), constituted by SEBI was
instrumental in the addition of a new Clause 49 to the listing agreement
with the Stock Exchanges. This was a landmark in the history of corporate
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governance in India. These recommendations, aimed at improving the
standards of Corporate Governance, are divided into 19 mandatory and
6 non-mandatory recommendations.

Its major contribution was in recommending the constitution of the Board
of Directors (specifying the minimum number of independent directors
and board procedures); the Audit Committee (including the mandatory
requirement of an audit committee); Disclosures (mandatory Management
Discussion and Analysis section in Annual Reports + other disclosures).
For the first time in the history of corporate India, specific corporate
governance processes and disclosures were mandated under the listing
agreement with the stock exchanges.

This was followed by the Naresh Chandra Committee on Corporate
Audit and Governance in 2002. The committee recommended best
practices regarding the statutory relationship between auditors and
companies and set the highest standards for the role of audit committees.
For example, Clause 49 has incorporated the recommendation of the Birla
Committee that the audit committee should have three non-executive
directors as members with at least two independent directors, and the
chairman of the committee should be an independent director.

But the Naresh Chandra report set the benchmark higher. It
recommended that all members of the audit committee should be
independent directors, thereby plugging the loophole that could make it
possible for a promoter-director without an executive role in the company
becoming a member of the audit committee.

Progressive companies like Infosys follow the benchmark spelt out by the
Chandra report and all the members of its audit committee are
independent directors.

The N.R. Narayana Murthy Committee (2003), raised the bar with greater
emphasis on internal controls and risk management systems in
companies. Several of its recommendations, concerning related party
transactions and qualifications of audit committee members were
accepted by SEBI and made mandatory under Clause 49. Interestingly,
the committee made an important non-mandatory recommendation that
companies must be encouraged to move towards a regime of unqualified
financial statements (In many cases, auditors taint financial statements
with their disapproval/objection to some of the accounting practices).
This recommendation has not yet been accepted.

The Dr. J.J. Irani Expert Committee (2005), to advise the Government on
the new Company Law, set up by the Ministry of Company Affairs gave a
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huge boost to the cause of sound corporate governance. The report’s
emphasise on accountability of directors to protect the interests of
minority shareholders and other recommendations on related party
transactions, transparency and disclosures; has helped India benchmark
with the best global corporate governance practices.

In March 2012, Ministry of Corporate Affairs constituted a committee
under the Chairmanship of Mr. Adi Godrej, to formulate a policy
document on Corporate Governance. In September, 2012, the Committee
submitted its document, specifying seventeen guiding principles on
corporate governance, including for the first time a section on diversity
and participation of women in the formation of corporate boards.

The year 2013, proved to be a watershed year for corporate governance in
India, with the passage of the new Companies Act. The Companies Act,
2013, notified in the Official Gazette on 30th August, 2013, that officially
replaced the Companies Act 1956 has effectively legislated significant
principles and recommendations on corporate governance proposed by
the Dr. J.J. Irani Committee and the Adi Godrej Committee.

All these progressive developments in improving corporate governance
have vastly improved the equity/capital market climate in India.

While there are research studies that document the relationship between
sound corporate governance and performance of companies, the purpose
of the present study is to assess the link between banks’ corporate
governance practices and their performance.

Although the history, regulatory framework and importance of good
corporate governance of banks in India has been well documented in
various articles, speeches by the Reserve Bank of India governors and
deputy governors (Gopinath 2008, Reddy 2002, Jalan 2000), and the
Reserve Bank of India Committee Reports; the influence of corporate
governance norms on Indian banks’ risk taking/soundness and their
valuation has received little attention from researchers.

Certain aspects of banks’ corporate governance framework in India have
provoked academic interest from Das and Ghosh. The present study
draws on the research foundation laid by them. It picks up the thread of
investigation from their study of the link between CEO turnover and
bank performance (2004a), the role of market discipline to control risk-
taking behaviour of banks in India (2004b), and determinants of credit
risk in Indian State-owned Banks (2007).

The main contribution of this study is that it takes a small step forward to
analyse the link between banks’ board performance and ownership
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characteristics with banks’ risk taking/soundness and valuation.
Valuation is measured by two market-based measures: Tobin Q
proximate, Price to Book Value and one accounting measure, Return on
Assets.

The impact on banks’ risk/soundness is measured by analysing Gross
Non-performing Advances to Total Advances, Capital Risk Asset Ratio
and Total Loans to Total Assets. To the best of knowledge, this is the first
attempt to study this relationship in the Indian context.

1.1 CONCEPTUAL FRAMEWORK OF THE STUDY
Up until a few years ago, the primary concern of banking policy makers
was to administer prudential controls (capital adequacy, loan
provisioning norms and so on) to regulate banks and ensure their stability.
Regulatory oversight was considered as a substitute to corporate
governance or at least corporate governance was considered less critical
to banks in comparison to non-bank corporate entities.

But the regulation and supervision of banks has not ensured a sound
banking system. More now than ever before, policy makers are convinced
that corporate governance complements regulation and supervision.

1.1.1 Limitation of Bank Regulation
Banking is one of the most heavily regulated industries in the world. And
yet, regulation has not succeeded in preventing banking crises. Between
1980 to 1997, over 130 countries, comprising almost three-fourths of the
member countries of the International Monetary Fund experienced some
form of banking crises (Lindgren, Garcia, Saal, 1996).1 According to
another estimate from 40 episodes of banking crises across countries,
Governments spent on an average 12.8 per cent of national GDP to clean
up their financial systems (Honohan and Klingebiel, 2000 and 2001).2 The
cost to some countries like Argentina was more than 50 per cent of its
GDP.

These crises revived long standing debates on bank regulation and
prudential supervision (Mishkin, 1992;3 McKinnon, 19934). But

1 Lindgren, C.J., G. Garcia and M.I., Saal., 1996. “Bank Soundness and Macroeconomic
Policy”, International Monetary Fund, Washington, D.C.

2 Honohan P. and Klingebiel D., 2003. “The Fiscal Cost Implication of an Accommodating
Approach to Banking Crises”, Journal of Banking & Finance.

3 Mishkin, Fredric S., 1992. “The Economics of Money, Banking and Financial Markets”,
Harper Collins Publishers.
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surprisingly, the role of corporate governance was largely absent from the
debates exploring bank failures/systemic crises.

Limitation of regulation is also amply evidenced in the current banking
and financial crises that originated in the U.S. investment banks but
quickly spread the contagion to other countries and markets.

In fact, Kane (2008)5 argues that bank regulation, in particularly the
explicit deposit insurance and the implicit “Too-Big-to-Fail” (TBTF)
government guarantee, has induced the sub-prime financial crisis, as
insolvent banks remain active only as a result of governmental rescue.
The ongoing crisis has also introduced a new concept of the “shadow
banking system” that underscores the heightened opacity of banking
system as a result of derivative, off-balance sheet, innovative products
(Gorton, 2009).6

India has been protected from much of the current turmoil in the global
banking industry.

The Reserve Bank of India (RBI) has not allowed the introduction of the
‘originate and distribute’ system of bank lending rampant in the United
States. RBI also introduced prudential guidelines on lending to sensitive
sectors,7 credit growth and risk weights, that acted as speed brakes to
excessive credit growth during the boom period in 2006-2007.

In fact, India has not experienced any major banking crisis since bank
nationalisation in two phases, 1969 and 1980. No commercial bank, public
or private, has been allowed to fail. Bank “failures” have been
camouflaged as mergers of weak banks with strong banks. Merger of
Laxmi Commercial Bank Ltd. with Bank of India, Nedungadi Bank with
Punjab National Bank, Hindustan Commercial Bank Ltd. with Punjab
National Bank and the most recent, Global Trust Bank with Oriental Bank
of Commerce, are examples.

The Reserve Bank directs banks for these compulsory amalgamations
under Section 45 of the Banking Regulation Act, 1949. The cause of action
or rationale for such amalgamations usually falls into any one of the

4 McKinnon, R., 1993. “The Order of Economic Liberalisation: Financial Control in the
Transition to a Market Economy”, 2nd ed., Baltimore, John Hopkins University Press.

5 Kane, E.J., 2008. “Regulation and Supervision: An Ethical Perspective”, NBER Working
Paper No. w13895.

6 Gorton, G., 2009. “The Sub-prime Panic”, European Financial Management, Yale ICF
Working Paper, 15(1), pp. 10-46.

7 RBI/2007-08/31DBOD. No.DIR. (HSG). BC.02/08.12.01/2007-08, July 2, 2007.
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categories: due to public interest, due to the interests of depositors of a
distressed bank, in order to secure proper management of a banking
company, or in the interests of the banking system.

There have been a total of 33 mergers/amalgamations from November
1969 to date, of which 25 mergers involved mergers of private sector
banks with public sector banks and the remainder involved private sector
banks.

While these forced mergers are examples of primarily, poor corporate
governance, the official stance and future strategy relating to weak banks
is unclear as elucidated below.

The Financial Assessment Report (FAR), Government of India, 2008 (p. 67)
states:

“The Reserve Bank has shown a preference for merging weak banks with
healthy PSBs to exploit synergies. Active Government support has been
forthcoming in facilitating such mergers and has been important in
protecting systemic stability and the interest of small depositors. The
Panel therefore feels that, PSBs have an important role to play in fostering
stability in the financial system.”

But, elsewhere in the FAR, it is stated (p. 130): “Increased competition in
the banking sector has generated an even greater need to create an
effective prompt corrective action mechanism and exit policies. The risk is
that, sans such a mechanism, weak banks, whether public or private,
could have incentives for high risk/high return lending in an attempt to
re-establish their capital, leaving the Government to bear an even larger
burden when the risks materialise.”

Up to now, government ownership of PSBs induced the Reserve Bank of
India to use moral suasion to compel bank management to accept these
forced amalgamations in the public interest.

But as public sector banks become exposed to greater market discipline,
(Ghosh and Das, 2004) depositors, private shareholders and debt owners
may not be willing to sacrifice private gains for furthering the cause of
public policy.

Banks – both public and private – are transforming into profit-driven,
competitive entities. Economic development or public interest objectives
though crucial, are no longer the raison d’être for their existence.

It is important that the micro performance of banks is dovetailed with the
macro needs of the economy to enable the alignment of private and public
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interests in the long run. Hence, in this context, their governance assumes
greater significance.

1.1.2 Corporate Governance: How is it Different for Banks?
As a public policy, corporate governance has moved centre stage very
quickly in the last decade but for all the wrong reasons. Corporate failures
of Enron, WorldCom, Tyco and others in early 2001 loudly advertised a
breakdown of their governance mechanism.

Even prior to these glamorised scandals, the corporate governance of
firms had received intense research study from academicians since
several decades (see Shleifer and Vishny 1997, for a survey).8

The basic conceptual framework of corporate governance can be traced to
separation of management from ownership and the resultant agency
problem. (For that, see Coase (1937),9 Jensen and Meckling (1976)10 and
Fama (1980)11).

Stated simply, “corporate governance deals with the ways in which
suppliers of finance to corporations assure themselves of getting a return
on their investment.” (Shleifer and Vishny, 1997).12

Despite the growing body of literature on corporate governance,
corporate governance of banks has surprisingly received limited research
attention not only in India but also in developed countries. This is
particularly strange in light of the fact that a significant amount of
attention has been paid to the role that banks themselves play in the
governance of other sorts of firms. (Macey and O’Hara (2003),13 Nachane,
Ghosh and Partha, (2005)14).

8 Shleifer, A. and R. Vishny. 1997. “A Survey of Corporate Governance”, Journal of Finance
52, No. 2, pp. 737-84.

9 Coase, R.H., 1937. “The Nature of the Firm”, in Buckley, Peter J. Jonathan, Michie (1996),
Firms, Organizations and Contracts (A Reader in Industrial Organisation), Oxford
University Press.

10 Jensen, M.C. and Meckling, W., 1976. “Theory of the Firm: Managerial Behaviour, Agency
Costs and Capital Structure”, Journal of Financial Economics, Vol. 3, pp. 305-360.

11 Fama, E.F., 1980. “Agency Problems and the Theory of the Firm”, Journal of Political
Economy, 88(2), pp. 288-307.

12 Shleifer, A. and Vishny, R., 1997. “A Survey of Corporate Governance”, Journal of Finance,
Vol. 52, pp. 737-783.

13 Macey, J. and M. O’Hara, 2003. “The Corporate Governance of Banks”, FRBNY Economic
Policy Review, April, pp. 91-107.

14 Nachane, D M, Ghosh, Saibal and Ray, Partha, “Bank Nominee Directors and Corporate
Performance: Micro Evidence for India”, Economic and Political Weekly, March 2005.
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Banks are special. Therefore, the corporate governance of banks goes
beyond the conventional agency theory.

Banks, especially in developing countries like India, play a central role as
engines of economic growth. {For that, see King and Levine (1993);15

Levine and Zervos (1998);16 Bernanke (1983)17}.

On account of banks’ contribution to economic development and also
because they are a ready source of fiscal revenue, governments impose
several regulations on them. The most extreme form of regulation is when
governments nationalise banks. La Porta et al. in their seminal work
(2002)18 studied the impact of government ownership from 92 countries
across the world. Their results showed that such ownership has
significant consequences for resource allocation and economic
development.

Apart from their macroeconomic role, there are other reasons peculiar to
the intrinsic nature of banks that makes their governance unique.

Banks are the most leveraged commercial enterprises. Typically, bank owners
contribute just about 9 to 10 per cent of the regulatory capital. Public
deposits form a major share of their fund base (almost 75 per cent). Banks
have a fiduciary relationship with their customers, i.e., they hold the
wealth of the depositors and manage it on their behalf. This creates an
additional principal-agent relationship of banks with their depositors that
do not exist with non-financial firms (Macey and O’Hara, 2003).

Banks are opaque. It is difficult for outsiders to assess the true risk of bank
assets, as information about individual borrowers is difficult to access and
evaluate. Depositors do not know the true value of a bank’s loan portfolio;
as such information is difficult to communicate. Moreover, banks can
transform the composition base of its assets rapidly (Flannery, 1994,
Bhattacharya, et al., 1998). Hence, banks are seen by many as less
transparent than other companies, making the monitoring of their
operations difficult.

15 King, R. and Levine, R., 1993. “Finance and Growth: Schumpeter Might be Right”,
Quarterly Journal of Economics, 108(3), pp. 717-737.

16 Levine, R. and Zervos, S., 1998. “Stock Markets, Banks, and Economic Growth”, American
Economic Review, 88(3), pp. 537-558.

17 Bernanke, B., 1983. “Non-monetary Effects of the Financial Crisis in the Propagation of the
Great Depression”, American Economic Review, 73(3), pp. 257-276.

18 La Porta, R., Lopez-de-Silanes, F. and Shleifer, A., 2002. “Government Ownership of
Banks”, Journal of Finance, 57(1), pp. 265-301.
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The opacity of banks can also weaken competitive forces that, in other
industries, help discipline managers through the threat of takeover as
well as through competitive product markets. (Ross Levine, 2004).
Bankers typically form long-run relationships with clients – to ameliorate
the informational problems associated with making loans – and these
represent barriers to entry. Takeovers are likely to be less effective when
insiders have much better information than potential purchasers. Even in
industrialised countries, hostile takeovers tend to be rare in banking.
(Prowse, 1997)19

A bank is liquid but never solvent. The very nature of banking and its credit-
creation function make banks vulnerable to runs. What if the loans a bank
gives out turn into non-performing assets (NPAs) those are not repaid nor
serviced? Banks count on the continued flow of new deposits that keep
them liquid in order to stay in business. Despite opacity and the resultant
problem of asymmetry of information, bank depositors place their life’s
savings in banks. They believe that their money is safe because of explicit
and implicit deposit insurance by government and the lender-of-last-
resort function of central banks. But this protective regulatory cover,
disincentives depositors to monitor banks’ functioning, creating a
problem of moral hazard.

Banks run on trust. As long as they are trusted, they exist. When they cease
to be trusted, they cease to exist. A bank run, unexpected withdrawal of
deposits, is the result of a breakdown of depositors’ trust in the bank.

Depositors’ trust in banks is on account of macro-level regulatory
protection – deposit insurance – implicit or explicit, and the micro-level
individual bank’s reputation.

Intuitively, this research postulates that internal corporate governance
mechanism contributes to building banks’ reputation and consequently
greater trust among depositors.

Banks have a wider range of stakeholders. This is formalised by the principles
laid down by the Basel Committee on Banking Supervision (2006), “Good
corporate governance should meet the obligation of accountability to their
shareholders and take into account the interests of other recognised
stakeholders. Supervisors, governments and depositors are among the
stakeholders, due to the unique role of banks in national and local
economies and financial systems, and the associated implicit or explicit
deposit guarantees.”

19 Prowse, S., 1997. “The Corporate Governance System in Banking: What Do We Know?”,
Banca del Lavoro Quaterly Review (March), pp. 11-40.



(xlv)

In India with government dominating the banking industry (70 per cent
of banking assets are owned by government) by implication, it is
taxpayers who own the banks and are important stakeholders. Thus,
public policy considerations colour the fabric of banks’ corporate
governance. In fact, the basic tenets of bank governance are embedded in
the Banking Regulation Act (BR Act), 1949. Fit and proper criteria for
elected directors have also been prescribed by the Banking Companies
(Acquisition and Transfer of Undertakings) Act, 1980 (as amended in
2006). The Banking Companies (Acquisition and Transfer of Undertakings)
Act, 1980 as well as the State Bank of India (Subsidiary Banks) Act, 1959
have laid emphasis on having varied experienced experts on the bank
boards. Listed banks are also expected to follow listing norms under
Clause 49 of the Securities and Exchange Board of India (SEBI), insofar as
they do not conflict with the BR Act.

As an external force of corporate governance (prudential regulator), the
Reserve Bank of India has consciously attempted to strengthen banks’
internal governance mechanism. It had circulated in 1984 among private
sector banks, guidelines on the role and functions of independent/non-
executive directors on the Boards of private sector banks. In 1992, RBI had
also circulated a list of “do’s” and don’ts” to the private sector banks,
with a view to sensitising the directors of their role and responsibility.
(See Ganguly Committee Report, 2002)

Despite these formal guidelines and rules/regulations, the Reserve Bank
of India noted in the Mid-term Review of Monetary and Credit Policy for
the year 2001-02 announced on October 22, 2001 that: “although as part of
the ongoing financial sector reforms, much greater autonomy and powers
have been entrusted to the Boards of banks to lay down effective internal
guidelines and procedures to enhance transparency, disclosure, risk and
asset-liability management; yet, it has been noticed that in some cases, the
policy laid down by the Boards was either flouted with impunity, or the
Board itself had failed to formally lay down appropriate internal
guidelines for minimising risks and over-lending to certain entities,
without adequate security.”

The importance of a strong Board in managing banks’ risk has been
reiterated to the Chairman & Managing Directors of all scheduled
commercial banks via RBI Circular DBOD No. BC. 116/08.139.001/
2001-02, dated June 20, 2002. Based on the Ganguly Committee
Recommendations, it states in Para A(i)(a): “A strong corporate board
should oversee the risk profile of the bank.” In Para A(vi)(b), it directs
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banks to set up a Risk Management Committee of the Board in pursuance
of the risk management guidelines issued by the RBI in October, 1999.

The gap in risk management and Board oversight of banks’ risk strategies
continues to be a concern as reported in the Financial Assessment Report
(2008), p. 65.

“Despite improvements in supervision and risk management, the level of
compliance to the Basel Core Principles (BCPs) appears to have declined.
This apparent anomaly may be viewed in the light revision of BCPs
themselves, a change in assessment methodology and a different assessor.
It suggests that commercial banks are currently compliant/largely
compliant in respect of 18 of the 25 Principles that was lower than the last
assessment in 2001 when India was found compliant/largely compliant
with 23 out of the 25 principles. Partial/non-compliance is mainly in the
areas of risk management and home-host country co-ordination in
information sharing”.20

The need to strengthen banks’ corporate governance for better risk
management is evident from the preceding discussion. RBI has taken
several steps in this direction. But there is little research guidance at
present that helps in understanding the impact of the internal corporate
governance mechanisms on cross-bank differences in their risk-taking
behaviour.

This is the point of entry for the present study.

1.1.3 Corporate Governance and Bank Risk
Banking sector reforms initiated in the 1990s in India vastly altered the
ownership pattern of Indian Public Sector Banks (PSBs). It also lowered
the barriers-to-entry in the banking industry by issuing fresh banking
licenses to private domestic players after almost three decades.

This led to a change in the characteristics of the banking industry.

From a heavily regulated industry, with little internal managerial
autonomy, the banking industry in India began the slow journey of
transforming into a market-driven, self-governed entity.

The impact of this reform and deregulation process on the performance of
banks has been the subject of several research studies. Primarily, these
studies have analysed the impact of changes in ownership structures
following banking reforms and deregulation on the performance and

20 Also, see pages 89 to 96 of the Report for details of liquidity, credit and interest rate risk
and stress testing of banks.
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competition of different segments of the Indian banking industry. Sarkar
et al. (1998)21 compared public, private and foreign banks in India to find
the effect of ownership type on different measures of efficiency.

Kumbhakar and Sarkar (2003)22 analysed the relationship between
deregulation and total factor productivity (TFP) growth in the Indian
banking industry using a generalised shadow cost approach. A
disaggregated panel data analysis, using the population of public and
private sector banks over 1985-1996 covered pre- and post-deregulation
periods. The major conclusion of their study was that a significant decline
in regulatory distortions and the anticipated increase in TFP growth had
not materialised following deregulation.

Das et al. (2004)23 used data envelopment analysis (DEA) to analyse
efficiency scores of Indian banks during 1997-2003. They found that the
median efficiency scores of Indian banks in general and of bigger banks in
particular have improved considerably during the post-reform period.
Bank size, ownership and the fact of its being listed on the stock exchange
are some of the factors that were found to have a positive impact on the
average profit efficiency and to some extent revenue efficiency scores as
well.

Shankar and Sanyal (2007)24 studied the impact of ownership,
competition and productivity on profitability and spreads in India’s
commercial banking sector following the 1991 reforms. Their study found
that the profitability of public sector banks had improved in response to
greater competition. But private sector banks showed significant gains
relative to public sector banks in terms of profitability and foreign banks
outperformed Indian private sector banks.

With Public Sector Banks getting listed on the stock exchanges and some
private banks having quasi-government owned institutional/pension
fund investors, there is a move towards convergence of ownership

21 Sarkar, J., Sarkar, S., and Bhaumik, S.K., 1998. “Does Ownership Always Matter? –
Evidence from the Indian Banking Industry”, Journal of Comparative Economics, Vol. 26(2),
pp. 262-281, June.

22 Kumbhakar, S. and Sarkar, S., 2003. “Deregulation, Ownership, and Productivity Growth in
the Banking Industry: Evidence from India”, Journal of Money, Credit and Banking, Vol. 35,
No. 3, pp. 403-424, June.

23 Das, A. and K.R. Shanmugam, 2004. “Efficiency of Indian Commercial Banks during the
Reform Period,” Applied Financial Economics, Taylor and Francis Journals, Vol. 14(9),
pp. 681-686.

24 Shankar, R. and Sanyal, P., 2007. “What Drives Bank Performance? An Analysis for the
Post-reform Period in India”, World Bank, JEL Code: G21, O4, O5.
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structures in the banking industry. Thus, measuring performance
differences based on ownership structure, though still important, is not a
sufficient differentiator.

Also, more importantly, profitability or efficiency of banks as measured
by previous productivity/profitability studies in India is insufficient to
explain the effectiveness of banks to handle risk. Banks are risk bearers.
Their primary business is evaluating, pricing and managing risks. Each
time they grant a loan or underwrite an equity issue, they are assessing
and partially assuming the risk involved.

As a measure of risk management and to maintain systemic stability, RBI
has ensured that there is a level playing ground between banks of
different categories: public, private and foreign, with respect to
prudential regulation – capital requirements, provisioning norms, and the
recent Prompt Corrective Action (PCA) policies capturing the early
warning triggers for preventing bank failures. Yet, it is observed that
there are cross-bank differences in risk taking.

There is a very small set of literature available that has studied this cross-
difference in banks’ risk behaviour. See “Risk and Productivity Change of
Public Sector Banks”, Abhiman Das (2002).25 The study focused on
government owned banks and analysed the impact of prudential capital
adequacy norms on their risk-taking. Given the same regulatory force
acting on the banks, the study found that poor performers are more prone
to risk taking than better-performing banking organisations. The results
indicated that productivity, capital and risk taking tend to be jointly
determined, reinforcing and compensating.

The results in Beck et al. (2006, 2007),26 found that these traditional
regulatory policies relating to capital requirements do not promote
banking stability, enhance bank efficiency, or reduce corruption in bank
lending.

The major work of Laeven and Levine (2007)27 covering more than 300
banks across 48 countries, support the limitation of regulation to limit risk
taking. Their results conclude that cross-country differences in the two

25 Das, A., 2002. “Risk and Productivity Change of Public Sector Banks”, February 2, 2002,
Economic and Political Weekly, p. 438.

26 Beck, Thorsten, Asli Demirgüç-Kunt, and Vojislav Maksimovic, 2003. “Bank Competition,
Financing Obstacles and Access to Credit.” Policy Research Working Paper, 2996, The
World Bank.

27 Luc Laeven and Ross Levine, Bank Governance, Regulation and Risk Taking.
(Forthcoming), Journal of Financial Economics, accepted September 2008.
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most emphasised components of Basel II’s influential recommendations
on banking policy – capital requirements and official supervisory
oversight of banks – do not reduce bank risk taking.

In fact, their study challenges the current approach to bank supervision
and regulation, which relies on capital regulations and official
supervisory monitoring of banks. It highlights the need to examine how a
bank’s ownership and management structure combine with national
policies to shape bank risk taking.

Taking a cue from this and other related studies (Kim and Santomero
(1988),28 Buser et al. (1991),29 and Giammarino et al. (1993),30 this first
study uses the Indian banking industry as a case study to understand the
role of bank boards and bank ownership structure on their risk taking.

It finds collaboration in a (July 2009) report by Moody’s Investors Service
that reviews and assesses current risk governance at 35 large banks and
securities firms (collectively referred to as “banks”) based in Europe,
North America and the Asia-Pacific region. It states: “The current
financial crisis has made apparent the importance of robust board risk
oversight in safeguarding the creditworthiness of a financial institution.
Over the past year, calls for an enhanced board role in risk oversight have
been made not only by regulatory authorities, including the Basel
Committee of Banking Supervision, but also industry groups, such as the
Institute of International Finance (IIF) and the Group of 30.”

Recent events thus place risk management and the board’s risk oversight
at the fulcrum of bank’s performance.

1.1.4 Corporate Governance and Bank Valuation
Whereas, the unique challenges of risk management in banks is endogenous
to the nature of the industry as elucidated in the aforesaid discussion, the
primary responsibility of the bank Boards is essentially the same as that for
any other non-bank firm — to create value for shareholders.

While a number of studies have examined the relationship between
Corporate Governance (CG) and firm valuation, there is surprisingly very

28 Kim, D., Santomero, A., 1994. “Risk in Banking and Capital Regulation”, Journal of
Finance, 43, 1219-1233.

29 Buser, S., Chen, A. and Kane, E., 1981. Federal Deposit Insurance, Regulatory Policy
and Optimal Bank Capital, Journal of Finance, 36, 51-60.

30 Giammarino, R.M., T.R. Lewis, and D.E.M. Sappington, 1993. “An Incentive Approach to
Banking Regulation”, Journal of Finance, 48, 1523-1542.
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limited study on the relationship between Corporate Governance and
bank valuation.

The most notable and oft cited papers in the US literature include
Gompers, Ishii, and Metrick (GIM, 2003)31 and Bebchuk, Cohen and
Ferrell (BCF, 2004).32 In both studies, the authors show that valuation
multiples during the 1990s are significantly related to corporate
governance characteristics. The GIM Index (“GINDEX”) of twenty-four
governance provisions, show that firms with higher index values, i.e.,
weak shareholder rights, which they interpret as an indication of poor
governance, have lower valuation multiples.
BCF test GIM’s results and find that only six of the twenty-four governance
provisions are material. In conjunction, Brown and Caylor (2004)33 looked at
2327 U.S. firms, and found that better governed firms are also more
profitable, more valuable, and pay higher dividends. Similarly, Gompers
et al. (2003)34 found that firms that have strong shareholders’ rights have
higher firm value, higher profits, and higher sales growth.
In the Indian context, there is a limited empirical work that measures the
impact of CG on the valuation of firms. One of the reasons is the recent
introduction of corporate governance norms (Clause 49 SEBI norms in
2000; RBI Circular on CG norms in 2002)35 and hence the lack of historical
published data on the internal governance structure.
This far, research has focused on mainly one aspect of CG: impact of
ownership differentials on firms’ valuations (Chibber and Majumdar

31 Gompers, Paul A., Joy L. Ishii, and Andrew Metrick, 2001. “Corporate Governance and
Equity Prices”, Wharton School Working Paper No. 018, PennsylvaniConflicts in Bank
Lending’, Working Paper, Wharton School, Pennsylvania.

32 Bebchuk, Lucian, Alma Cohen and Allen Ferrell, 2004. “What Matters in Corporate
Governance?”, Working Paper, Harvard Law School.

33 Brown, L., and M. Caylor, 2004. “Corporate Governance and Firm Performance”, Working
Paper, Georgia State University.

34 Gompers, P.A., J.L. Ishii, and A. Metrick, 2003. “Corporate Governance and Equity Prices”,
Quarterly Journal of Economics, 118, 107-115.

35 DBOD Circular No. BC.116/08.139.001/2001-02: Implementation of Recommendations
of Dr. Ganguly Report.
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1999,36 Khanna and Palepu 200037), the role of large shareholders in
corporate governance (Sarkar and Sarkar 2000).38

The internal corporate governance mechanism, the focus of this study,
has provoked recent research interest with Ghosh (2007),39 Sarkar and
Sarkar (2005),40 studying the impact of multiple directorship on firm
performance in India in the context of non-bank companies. The empirical
results suggest that, after controlling the Board size and various firm
specific controls, both Board diligence as well as director busyness exerts
a positive influence on corporate performance.
Intuitively, it would be expected that market players – stockbrokers,
analysts, mutual fund managers and others, would closely monitor CG
practices in an attempt to bridge the asymmetry of information gap with
firm insiders.

Market players who carefully monitor ‘outcomes’—firm performance,
share prices, volatility of earnings; show less enthusiasm to monitor CG
practices — the internal mechanism responsible for the outcomes. The CG
Codes/Rules, Recommendations or “soft laws” receive a limited attention
while analysing firm valuation.

The lack of interest on the impact of CG on valuations among market
participants is largely on account of an underlying scepticism among
financial analysts whether CG norms, though mandated by codes and
rules, are followed in spirit.

The first validation on the importance of corporate governance to market
valuation by practitioners has come from the development of an

36 Chibber, P.K. and S.K. Majumdar, 1999. “Foreign Ownership and Profitability: Property
Rights, Control, and the Performance of Firms in Indian Industry”, Journal of Law and
Economics, 42, pp. 209-38.

37 Khanna, T. and K. Palepu, 2000. “Is Group Affiliation Profitable in Emerging an Analysis of
Diversified Indian Business Groups?”, Journal of Finance, 55, pp. 867-91.

38 Sarkar, J. and S. Sarkar, 2000. “Large Shareholder Activism in Corporate Governance in
Developing Countries: Evidence from India”, International Review of Finance, 1,
pp. 161-94.

39 Ghosh, S., 2007. “Board Diligence, Director Busyness and Corporate Governance: An
Empirical Analysis for India”, Review of Applied Economics, Vol. 3, No. 1-2, pp. 91-104.

40 Sarkar, J. and Sarkar, S., 2005. “Multiple Board Appointments and Firm Performance in
Emerging Economies: Evidence from India”, Indira Gandhi Institute of Development
Research Working Paper Series No. WP-2005-001.
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Environment, Social and Governance (ESG) index for India by a
consortium of Standard & Poor’s, CRISIL and KLD in 2009.41

The purpose of the index is to raise the profile of those companies that
perform well along the three parameters of environmental, social and
corporate governance responsibility when compared to their market
peers.

Significant results of the study indicate that as governance score goes up,
firm’s value increases and investors assign a premium on the firm’s value
when the governance score crosses a threshold.

The results show a positive and significant relationship between CG score
and the firm level performance after controlling for a number of firm-
specific and time-specific factors. Better governed firms not only
command a higher market valuation, but they are less leveraged and have
higher interest coverage ratios. Furthermore, they provide a higher return
on net worth and capital employed, and additionally, their profit margins
are relatively more stable. Finally, their Price-Earnings Ratio (P/E) and
yield, the return earned by the shareholders by way of dividend, is also
higher in comparison to the firms whose CG score is lower.

There are two implications of the S&P study that are relevant for the
current research study. First, they suggest that investors are actually
using the information available from companies on their governance
practices to differentiate between companies. This implies that companies
will have an interest in improving governance, as well as publicising the
measures that they take since this will contribute to an improvement in
their market valuations. Second, the existence of a “threshold” effect
indicates that only companies that are above a certain threshold of
governance levels receive the premium.

This gives a lot of credence to the need for a study of how CG of banks
impact their valuations. This is especially crucial at this time in the history
of Indian banking as PSBs are poised for making fresh IPO issues to raise
capital to meet Basel III stipulations.

There is little theoretical guidance on the impact of Board characteristics and
performance on bank valuations.

An earlier research in this direction studied the link between CEO
turnover and bank performance in the Indian context (Das and Ghosh,

41 September 2009 Corporate Governance and Market Value: Preliminary Evidence from
Indian Companies. Study shared with researcher as a response to an email interview.
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2004).42 It concluded that CEOs of poorly performing banks are likely to
face higher turnover than CEOs of well-performing banks. Along this
dimension, corporate governance is effective, and yet raises the following
questions:

Does size of the Board impact its performance and hence its valuation?

How do other characteristics like composition and diligence of the Board
impact its valuation?

The present study takes its cue from the seminal work of Adams and
Mehran (2003) whose study “raised the bigger question of whether the
governance structure of banking firms is optimal, in the sense that it
maximises shareholder value subject to the constraints imposed on these
firms. To answer this question, future research will have to examine the
effect of governance structures in banking on measures of firm
performance.”43

It also finds a similarity of orientation with the study of the differences in
valuation of banking firms in Russia through the impact of selected
elements of corporate governance (Bokov and Vernikov, 2008);44 and a
cross-country study of large international banks by Pablo de Andrés and
Eleuterio Vallelado (2006).45

1.2 REVIEW OF LITERATURE
While the above section extrapolated the conceptual framework of this
study from existing research, this section further reviews historical and
contemporary literature on corporate governance of firms as also
literature specifically focused on governance of banks.

1.2.1 On Corporate Governance
Historically, the literature of corporate governance is enmeshed with the
study of economics with references to “the theory of the firm”. These
were the initial attempts to understand the limitations of the perfect
competition, macroeconomic model of market behaviour. The literature

42 Das, A., and Ghosh, S., 2004. “Corporate Governance in Banking System – An Empirical
Investigation”, EPW, March, p. 1263.

43 Adams, R. and Mehran, H., 2003. “Is Corporate Governance Different for Bank Holding
Companies”?, FRBNY Economic Policy Review, April, p. 135.

44 Bokov, V. and Vernikov, A., 2008. “Possible Impact of Corporate Governance Profile on a
Russian Bank Valuation”, Economics Working Paper No. 95, UCL SSEES.

45 Pablo de Andrés and Eleuterio Vallelado, 2006. “Corporate Governance in Banking: The
Role of the Board of Directors”, Journal of Banking and Finance.
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sets out the framework for the present-day discussion and debate on how
corporations behave and how they can be governed.

Coase (1937) in his seminal article, “The Nature of the Firm”, was among
the frontrunners of microeconomic thought concerning the firm and how
it interacted with the market. His study isolated the position of the “firm”
within the economic system. He went beyond conventional economic
wisdom as spelt out by Sir Arthur Salter, that: “The normal economic
system works itself. For its current operation, it is under no central
control, it needs no central survey. Over the whole range of human
activity and human need, supply is adjusted to demand, and production
to consumption, by a process that is automatic, elastic and responsive.”
An economist thinks of the economic system as being co-ordinated by the
price mechanism and society becomes not an organisation but an
organism. The economic system “works itself”.

Coase showed that traditional basic microeconomic theory was
incomplete because it only included production and transport costs,
whereas it neglected the costs of entering into and executing contracts as
well as managing organisations. Such costs are commonly known as
transaction costs and they account for a considerable share of the total use
of resources in the economy. Thus, traditional theory had not embodied
all of the restrictions, which bind the allocations of economic agents.
When transactions costs are taken into account, it turns out that the
existence of firms, different corporate forms, variations in contract
arrangements, the structure of the financial system and even fundamental
features of the legal system can be given relatively simple explanations.
By incorporating different types of transaction costs, Coase paved the
way for a systematic analysis of institutions in the economic system and
their significance. (Source: Press Release, Oct 15, 1991, The Royal Swedish
Academy of Sciences, http://nobleprize.org)

Adam Smith (1776) was the first economist who foresaw the problems of
the modern organisation that had a structure, which separated ownership
and control, when he wrote:

“The directors of such [joint-stock] companies however being the
managers of other people’s money rather than of their own, it cannot well
be expected that they should watch over it with the same anxious
vigilance which the partners in private copartnery frequently watch over
their own. Like the stewards of a rich man, they are apt to consider
attention to small matters as not for their master’s honour, and very easily
give themselves a dispensation from having it. Negligence and profusion,
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therefore, must always prevail, more or less, in the management of the
affairs of such a company.”

Berle and Means published, what has now become the most important
classic socio-scientific treatise on the “widely-held” public company. “The
Modern Corporation and Private Property” published in 1932, set the
debate on corporate governance rolling, focusing on the separation of
ownership and control in large corporations. They described the modern
corporation as: “Unlike small, private companies, these large companies
raised capital from the wealth of numerous small private investors. The
controlling managers of such organisations in many cases held a small or
negligible share in the ownership capital of the firm. They derived their
income mainly as a fixed salary and not a variable return based on the
performance of the firm. The ownership of these firms, meanwhile, was
increasingly vested in the hands of a multitude of small investors, who
individually had little incentive to monitor the performance of the firm
closely”.

In the light of this new way of organising business, Berle and Means
argued the “the separation of ownership from control produces a
condition where the interests of owner and of ultimate manager may, and
often do, diverge, and where many of the checks which formerly operated
to limit the use of power disappeared” (1932, p. 7). They described
corporate managers as “economic autocrats”, whose ability in effect to
perpetuate their own existence had promoted them to the position of “the
new princes”, assuming unchecked control over their “economic
empires” (p. 116).

This separation of management from ownership and the resultant agency
problem has been an area of research for academicians since decades.
Most studies revolve around the principal-agent relationship and how it
can be structured so that the principal (shareholder) designs a
compensation system (a contract) that motivates the agent (manager) to
protect the principal’s interest (capital). In fact, it is this nexus of contracts
between the factors of production and the owner/suppliers of capital and
between the factors amongst themselves, which forms the DNA of the
modern corporation.

Jensen and Meckling (1976) in their paper examined the relationship
between principal and agent within the theory of the firm. Agency theory
has identified the existence of two agency relationships. First, is the
manager-shareholder relationship and second is the shareholder-debt
holder relationship. In both of these relationships, the interests of the
agent and principal are separated, imposing agency costs. It is too costly
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to align the interests of shareholders and management perfectly. The costs
incurred after monitoring and bonding are characterised as the residual
loss. Jensen and Meckling developed the idea that managers’ pursuit of
their own self-interest causes them to choose a level of investment
different from the optimum level for a completely manager-owned firm.

Shleifer and Vishny (1997) raised fundamental questions about the
agency theory: what are the ways of ensuring that the separation between
ownership (shareholders) and control (managers) does not disadvantage
the owners? How do the owners make sure that the managers do not steal
the capital they supply? Or invest it in bad projects? How do suppliers of
finance control managers? In their path-breaking survey of corporate
governance around the world, they show clearly that while product
market competition is probably the most powerful force towards
economic efficiency in the world, it is doubtful that it alone can solve the
problem of corporate governance. The people who sink the capital need
to be assured that they get back the return on this capital. The corporate
governance mechanisms provide this assurance. Their study concluded
that a good corporate governance system should combine some type of
large investors with legal protection of both their rights and those of small
investors.

A turning point in the discussion on corporate governance and the
principal-agent issue was the work by Fama (1980) who questioned the
foundation of the concept of a firm and its ownership. “Ownership of
capital should not be confused with ownership of the firm. Each factor in
a firm is owned by somebody. The firm is just the set of contracts
covering the way inputs are joined to create outputs and the way receipts
from outputs are shared among inputs. In this “nexus of contracts”
perspective, ownership of the firm is an irrelevant concept. Dispelling the
tenacious notion that a firm is owned by its security holders is important
because it is a first step toward understanding that control over a firm’s
decision is not necessarily the province of security holders”.

This stream of research continued earlier discussions of portfolio models
found in Fama and Miller (1972, Chapters 6 and 7), Jensen (1976) that the
optimal portfolio for any investor is likely to be diversified across the
securities of many firms. Since he holds the securities of many firms
precisely to avoid having his wealth depend too much on any one firm,
an individual security holder generally has no special interest in
personally overseeing the detailed activities of any firm. In short, efficient
allocation of risk bearing seems to imply a large degree of separation of
security ownership from control of a firm.
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The impending loss of control of owners of capital over the firms was
anticipated by Galbraith (1973) who wrote about the inability of these
“outsiders” (shareholders) to acquire sufficient expertise to be able to pass
informed judgment on the merits of managers’ strategic decisions. Not
only were shareholders physically detached from day-to-day affairs of the
business, but they were also excluded from what Galbraith termed the
corporate “technostructure”: the collective body of corporate officers
(including senior managers themselves), a highly-trained group of
experts, who command exclusive strategic control over the firm’s ongoing
productive operations on account of their unique intellectual capital.
Galbraith believed that, in the modern corporate economy, where
operations were increasingly technical and specialised in nature, the real
power within the large company rested with those that possessed the
relevant knowledge, rather than the wealth, that comprised the business,
thereby excluding shareholders from the realm of effective corporate
control.

The major body of literature focuses on this loss of control by security
owners/shareholders/suppliers of finance.

So, what are the ways to overcome this basic issue of principal-agent
asymmetry of information and knowledge? What methods can be used to
align the interests of principals and their agents? Can managers be
disciplined? And who or how will they be disciplined?

Studies done by Haumol (1959), Simon (1959), Cyert and March (1963),
and Williamson (1964) focus on the motivations of a manager who
controls but does not own.

More recently evidenced is the move toward theories that reject the
classical model of the firm but assume classical forms of economic
behaviour on the part of agents within the firm. The firm is viewed as a
set of contracts among factors of production, with each factor motivated
by its own self-interest. Because of its emphasis on the importance of
rights in the organisation established by contracts, this literature is
characterised under the rubric “property rights.” Alchian and Demsetz
(1971) and Jensen and Meckling (1976) are the best examples. The
antecedents of their work are in Coase (1937, 1960) (see the preceding
discussion).

The different strands of research that attempts to find a solution to this
problem can be placed into two large compartments:

The Discipline of the Labour Market
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Alchian (1969) and Alchian and Demsetz (1972) comment insightfully on
the disciplining of management that takes place through the inside and
outside market for managers. However, they attribute the task of
disciplining management primarily to the risk bearers, the firm’s security
holders, who are assisted to some extent by managerial labour markets
and by the possibility of outside takeover. Jensen and Meckling (1976)
likewise make control of management the province of the firm’s risk
bearers, but they do not allow for any assistance from the managerial
labour market. (see Fama, p. 8)

Fama (1980) analyses that for the purposes of the managerial labour
market, the previous associations of a manager with success and failure,
are information about his talents. The manager of a firm, like the coach of
any team (p. 6), may not suffer any immediate gain or loss in current
wages from the current performance of his team, but the success or failure
of his team impacts his future wages, and this gives the manager a stake
in the success of the team.

He also raises the question that while oversight of managers by top
management is possible, who will provide oversight of the top managers?
Having gained control of the board, top management may decide that
collusion and expropriation of security holder wealth are better than
competition among themselves.

Fama takes the view that the probability of such collusive arrangements
might be lowered, and the viability, of the board as a market-induced
mechanism for low-cost internal transfer of control might be enhanced, by
the inclusion of outside directors. The latter might best be regarded as
professional referees whose task is to stimulate and oversee the
competition among the firm’s top managers. In a state of advanced
evolution of the external markets that buttress the corporate firm, the
outside directors are in their turn disciplined by the market for their
services which prices them according to their performance as referees.

With respect to both managers and outside directors, Fama concludes that
in any scenario in which the wage revision process imposed by the
managerial labour (including board members) market amounts to full
ex-post settling up by the manager for his past performance, where the
weight of the wage revision process is at least equivalent to full ex-post
settling up, managerial incentive problems – the problems usually
attributed to the separation of security ownership and control of the
firm – are resolved.
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The central question Fama explored was: to what extent can the signals
provided by the managerial labour market and the capital market,
perhaps along with other market-induced mechanisms, discipline
managers?

The Discipline of the Capital Market
Of all the authors in the property-rights literature, Manne (1965) is most
concerned with the market for corporate control. He recognises that with
diffuse security ownership, management and risk bearing are naturally
separate functions. But for him, disciplining management is an
“entrepreneurial job” which in the first instance falls on a firm’s
organisers and later on specialists in the process of outside takeover.

Easterbrook and Fischel (1991) analyse to what extent the laws governing
corporate organisation and activity, is justified and explained, by their
effects on the capacity of corporations to maximise their net wealth. Given
the fundamental importance of capital for the growth and development of
corporations, the equity investors are seen to have the primary effect on
the nature and structure of these contracts. Equity investors prefer to
purchase stock in profitable corporations; so it is the task of the other
actors, primarily the corporate managers, to create governance structures
that will allow the corporation to maximise its net wealth. Consequently,
managers will seek those contracts that minimise costs (especially agency
costs.). Over time, only those governance structures that minimise costs
will survive; thus, the competitive pressure of the market forces economic
actors to produce efficient corporations which will maximise net wealth.

In a classical paper, Grossman and Hart (1980) show that there is a
fundamental problem with takeovers. If each of the existing shareholders
holds a small amount of shares, then no takeover will ever take place.
Grossman and Hart refer to this as the “free-rider” problem. A possible
solution to the free-rider problem is to write a corporate charter that
allows the raider, once he takes over the firm, to dilute the share value of
the non-tendering shareholders. This can be achieved by either allowing
the raider to pay himself excessive salary, or issue to himself new shares
at below their value, or sell assets or output at below their cost to another
firm owned by the raider.

Most of the research in India has focused on mainly one aspect of CG:

Impact of ownership differentials on firms’ valuations (Chibber and
Majumdar 1999, Khanna and Palepu 2000), the role of large shareholders
in corporate governance (Sarkar and Sarkar, 2000).
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The internal corporate governance mechanism, the focus of this study,
has provoked recent research interest with Sarkar and Sarkar (2005),
Ghosh (2007) studying the impact of multiple directorship on firm
performance in India in the context of non-bank companies. Interestingly,
Kohli, S.S. (2003), has taken an “all stakeholders” model, reiterating that
corporate governance has to be perceived and understood in a much
broader perspective, encompassing all players involved in the business,
instead of restricting it only to board and top management.

1.2.2 On Corporate Governance of Banks
Despite the critical role of banks, surprisingly there is limited literature
that studies the complexity of their corporate governance. Most of the
research is just about ten decades old.

La Porta et al. in their seminal work (2000) studied the impact of
government ownership of banks from 92 countries across the world. Their
results showed that such ownership has significant consequences for
resource allocation and economic development.

Macey and O’Hara (2003) in their study reiterated that banks have an
additional principal-agent relationship with their depositors that do not
exist with non-financial firms. This makes their governance more critical.

The study of Furfine (2001) provides evidence that banks are effective
monitors of their peers by showing that the interest rate paid on federal
funds transactions reflects differences in credit risk across borrowers.

The major work of Laeven and Levine (2007) covering more than 300
banks across 48 countries, support the limitation of regulation to reduce risk
taking. Their results conclude that cross-country differences in the two
most emphasised components of Basel II’s influential recommendations
on banking policy – capital requirements and official supervisory
oversight of banks – do not reduce bank risk taking. Other related studies
(Kim and Santomero (1988), Buser et al. (1991), and Giammarino et al.
(1993) also emphasis how capital regulations and the legal treatment of
investors encourages shareholders to shift risk.

In an earlier study, Levine (2003) examines the corporate governance of
bank’s efficiency to mobilise and allocate funds. It concludes that such
efficiency lowers the cost of capital to firms, boosts capital formation, and
stimulates productivity growth. So, weak governance of banks
reverberates throughout the economy with negative ramifications for
economic development. After reviewing the major governance concepts
for corporations in general, the author discusses two special attributes of
banks that make them special in practice: (1) greater opaqueness than
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other industries and (2) greater government regulation. These attributes
weaken many traditional governance mechanisms. Next, he reviews
emerging evidence on which government policies enhance the
governance of banks and draws tentative policy lessons.

A turning point in the study of how corporate governance complements
regulation in ensuring a sound banking system, was the study by Barth,
Caprio and Levine (2003). Their study uses the database on bank
regulation and supervision in 107 countries to assess the relationship
between specific regulatory and supervisory practices and banking sector
development, efficiency, and fragility. It examines all the critical areas of
bank regulation: regulatory restrictions on the scope of bank activities and
the mixing of banking and commerce; regulations on domestic and
foreign bank entry; capital adequacy norms; deposit insurance system;
supervisory power, independence, and resources; loan classification
norms, provisioning standards, and diversification guidelines; regulations
fostering information disclosure and private sector monitoring of banks;
and government ownership. The results, albeit tentative, raise a
cautionary flag regarding government policies that rely excessively on
direct government supervision and regulation of bank activities. The
findings instead suggest that policies that rely on guidelines that (1) force
accurate information disclosure, (2) empower private-sector corporate
control of banks, and (3) foster incentives for private agents to exert
corporate control, work best to promote bank development, performance
and stability.

Kane (2008) argues that bank regulation, in particularly the explicit
deposit insurance and the implicit “Too-Big-to-Fail” (TBTF) government
guarantee, has induced the current financial crisis, as insolvent banks
remain active only as a result of governmental rescue. The ongoing crisis
has also introduced a new concept of the “shadow banking system” that
underscores the heightened opacity of banking system as a result of
derivative, off-balance sheet, innovative products. (Gorton 2009)

Analysing how banks are more risk prone than non-bank firms, Flannery
(1994) and Bhattacharya et al. (1998) examine how banks can transform
the composition base of its assets rapidly. Hence, banks are seen by many
as less transparent than other companies, making the monitoring of their
operations difficult.

The opacity of banks can also weaken competitive forces that, in other
industries, help discipline managers through the threat of takeover as
well as through competitive product markets (Ross Levine, 2004). Bankers
typically form long-run relationships with clients – to ameliorate the
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informational problems associated with making loans – and these
represent barriers to entry. Takeovers are likely to be less effective when
insiders have much better information than potential purchasers. Even in
industrialised countries, hostile takeovers tend to be rare in banking
(Prowse, 1997).

Sarkar et al., (1998) compared public, private and foreign banks in India to
find the effect of ownership type on different measures of efficiency.

Kumbhakar and Sarkar (2003) analysed the relationship between
deregulation and total factor productivity (TFP) growth in the Indian
banking industry using a generalised shadow cost approach. A
disaggregated panel data analysis, using the population of public and
private sector banks over 1985-1996 covered pre- and post-deregulation
periods. The major conclusion of their study was that a significant decline
in regulatory distortions and the anticipated increase in TFP growth had
not materialised following deregulation.

Das et al. (2004) used data envelopment analysis (DEA) to analyse
efficiency scores of Indian banks during 1997-2003. They found that the
median efficiency scores of Indian banks in general and of bigger banks in
particular have improved considerably during the post-reform period.
Bank size, ownership and the fact of its being listed on the stock exchange
are some of the factors that were found to have a positive impact on the
average profit efficiency and to some extent revenue efficiency scores as
well.

Shankar and Sanyal (2007) studied the impact of ownership, competition
and productivity on profitability and spreads in India’s commercial
banking sector following the 1991 reforms. Their study found that the
profitability of public sector banks had improved in response to greater
competition. But private sector banks showed significant gains relative to
public sector banks in terms of profitability and foreign banks
outperformed Indian private sector banks.

Varghese K. Cherian (2004) recommends that the positions of chairman
and managing director in public enterprises would be needed to be
vested in one person as against the accepted norm in the private sector.
This is to make sure that there is clear accountability for performance and
risk management.

Since corporate governance of banks is a relatively new development in
India, it is a new area of study and hence there is limited research
material available. As can be seen from the above review of literature,
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there is a gap in the existing research studies on the effect of corporate
governance mechanisms on bank performance in India.

1.3 STATEMENT OF THE PROBLEM
Government ownership of public sector banks that enjoyed a 90 per cent
share of the market prior to 1991 gave notional armour to the banking
system. The weaknesses of the banking industry were revealed during the
1991 economic crisis. Since then, the Indian banking industry is on the
path of reform and recovery. From a heavily regulated and micro-
managed industry, it is moving towards greater autonomy and market
discipline. With increased private shareholding in the banking sector,
their internal corporate governance mechanisms become important for
the stability of the industry. During the period of this research, the share
of banking stocks in total turnover of NSE doubled between 2007-08 and
2008-09 to 12.3 per cent. Banks raised ` 35,271 crores of capital through
public issues in 2008-09.

There is limited research guidance, at present that chalks out the path of
how internal corporate governance of banks can influence their
performance. This study poses two fundamental questions: Does
Corporate Governance of banks in India matter? Does Ownership
Structures influence the effect of Corporate Governance practices on
banks’ performance?

This study aims to find an answer to the research problem by assessing
the effect of select corporate governance variables: board size, director
busyness, director diligence and Risk Management Index on bank
performance across specific valuation indicators: Tobin Q, Price to Book
Value (PBV) and Return on Assets (RoA); and risk indicators: Capital
Risk Asset Ratio (CRAR), Non-performing Assets Ratio (NPR) and Ratio
of Total Loans to Total Assets (Total Loans).

1.4 NEED FOR THE STUDY
The banking sector in India plays an important role in mobilising and
channelling household savings into productive sectors of the economy
and thus contributing to growth of India’s GDP. Bank deposits constitute
around 57 per cent of the financial assets of the household sector. Banking
and Insurance together constitute 5.9 per cent of GDP insurance together
at end-March 2012-13 and at 11.8 per cent it is the fastest growing
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segment within the services sector in India. Bank stocks constitute
12.2 per cent of the market capitalisation of the Indian equity market.46

In recent years (between 2011-2013), there was a rise in the share of public
sector banks having public shareholding far above the statutory floor,
with 12 banks having a public shareholding above 61 per cent.47

Studies have shown that when banks efficiently mobilise and allocate the
financial resources of a country, it boosts economic activity and a
balanced development of the economy.

Hence, the study of how banks’ internal corporate governance
mechanisms can improve their soundness as also enhance their
investment potential is critical at this point in India’s economic history.

1.5 SIGNIFICANCE OF THE STUDY
The study is poised at a crucial juncture of the world banking history.
Governments around the globe have had to intervene to prevent a
wholesale collapse of the financial system. They have injected more than
US$ 200 billion in fresh capital into the top 20 banks alone besides the
much larger asset and debt guarantees.48

The magnitude of the actions taken to support the banking system as a
fallout of the global financial crisis has been unprecedented. As per a BIS
estimate, the overall amount of resources committed to the various
packages by eleven countries (namely, Australia, Canada, France,
Germany, Italy, Japan, the Netherlands, Spain, Switzerland, the United
Kingdom and the United States) totaled around euro 5 trillion or 18.8 per
cent of GDP; the outlays have been euro 2 trillion or 7.6 per cent of GDP.
The size of the interventions varies greatly across countries: it is higher in
countries such as the United Kingdom and the Netherlands, where
outlays have reached 44.1 per cent and 16.6 per cent of GDP, respectively).
In these countries, the banking system is large relative to the real
economy and is dominated by large institutions that have been severely
hit by the crisis. It is lower in countries such as Japan (0.1 per cent of GDP)
and Italy (0.6 per cent) where banks are more focused on traditional credit
activities and so far have been less affected by the crisis.

46 Economic Survey, Government of India, 2013-14, p. 176.
47 Report on Trends & Progress of Banking in India, 2012-13, p. 75.
48 Bank for International Settlements (2009), “An Assessment of Financial Sector Rescue

Programmes”, BIS Paper 48, July.
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The financial crisis has revealed severe shortcomings in corporate
governance.49 When most needed, it often failed to provide the checks
and balances that financial institutions need in order to cultivate sound
business practices.

Contrary to the global meltdown, Indian banking has withstood the
shocks of the global crises well and none of the key financial parameters
in September 2008, namely capital ratio, asset quality, earning and
profitability pointed to any discernable vulnerability.50

Hence, the study is critical at this point in the history of Indian banking.
The envisaged introduction of the Basel II and Basel III norms has started
a debate on further divestment of Central Bank shareholding in PSBs.51 It
is, therefore, important to examine the relationship between bank
ownership and their risk taking and performance.

Evidence from the U.S. banking industry seems to suggest that different
ownership structures and distinct corporate governance arrangements
might have different effects on the risk profile of institutions
(Himmelberg et al., 1999).52 While Das and Saibal (2006)53 found no
evidence of an impact of divesture of Indian PSBs and their risk taking; in
another study, Das et al. conclude that some of the factors that are found
to have a positive impact on the average profit efficiency (and to some
extent revenue efficiency) scores are asset size, ownership structure, and
the fact of being listed on the stock exchange.54

The Trend and Progress of Banking in India (2009) observes (p. 50):
“Public ownership has proved to be a source of strength rather than a
weakness for the Indian banking system”. It adds that, “the important
aspect of public ownership of financial system in India has been the key
role played by banks in the pursuit of social and redistributive objectives

49 Report of Trend & Progress of Banking in India, Reserve Bank of India, 2008-09, p. 33.
50 Ibid., p. 41.
51 Financial Assessment Report, Reserve Bank of India, 2008.
52 Himmelberg, C.P., Hubbard, G. and Palia, D., 1999. “Understanding the Determinants of

Managerial Ownership and the Link between Ownership and Performance”, Journal of
Financial Economics, 53, pp. 353-384.

53 Das, A., and S. Ghosh, 2006. “Financial Deregulation and Efficiency: An Empirical Analysis
of Indian Banks during the Post-reform Period”, Review of Financial Economics, 15: 193-221.

54 Das A., Nag A., and Subhash C.R., 2004. “Liberalisation, Ownership, and Efficiency in
Indian Banking: A Non-parametric Approach”, Economic and Political Weekly, 40(12):
1190-1197.
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of developmental finance, which are vital to an emerging market
economy like India”.

The jury is out regarding the model for future banks. Fundamental,
philosophical questions about the future of banks dodge the imagination
of policy makers and academicians: Given the central role of banks in any
economy, is the public ownership model more viable? Will further
divestment of government ownership in Indian banks improve their
performance and hence their valuations? Is limiting risk taking of banks
by imposing high Statutory Liquidity Ratio requirements an appropriate
strategy? Will this strategy encourage “safe” banking or “lazy” banking?
What accounts for cross-bank differences of performance within the same
regulatory framework? To what extent are internal board practices
responsible for such differences in their performance?

At present, there is no clear theoretical path between governance as an
internal management mechanism and the performance of banks. The
present study is a modest attempt to understand how certain aspects of
corporate governance impact bank’s valuation and risk taking.

India represents a good case study since it has a long standing regulatory
framework, a strong central bank with deposit insurance and prudential
supervisory oversight. It has also accepted the international Basel I and II
norms for strengthening its banking industry. Its banking industry is in
transition, moving towards a market-driven model. The Indian financial
sector is still dominated by bank intermediation. At the start of India’s
economic reform process, end-March 1991, the ratio of outstanding bank
credit to GDP was 30.2 per cent, but over the last decade, the ratio of bank
credit to GDP more than doubled to reach about 60 per cent by end-
March 2008. Commercial banks continue to be the largest player in the
Indian financial landscape accounting for around 60 per cent of its total
assets. Banks are critical to the functioning of the Indian economy. Hence,
their governance too is critical to the health of the economy.

Results from this study can make a small contribution to the
understanding of the microeconomics of banking, inasmuch as, how
Board governance mechanisms form an integral part of the foundation of
well-run banks.

The study, however, does not consider optimal risk taking or optimal
corporate governance structure. Instead, the modest goal is to provide the
first empirical assessment of how Board internal practices interact with
bank ownership in shaping bank risk taking and subsequently bank
valuation.
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1.6 SCOPE AND LIMITATIONS OF THE STUDY
The study focuses on just one industry: banking and attempts to draw
some conclusions on the importance of corporate governance based on its
analysis. Within the banking industry, the sample is selected from all
segments of commercial banks operating in India. It covers a five-year
period. Initially, the study identified and explored the effect of several
corporate governance variables. In the final analysis, it focuses on the role
of the bank board characteristics: size of the board, busyness of directors
and the diligence of the directors and measures its affect on two aspects of
bank performance: valuations (crucial for the shareholders) and risk
(crucial for depositors and public at large).

A philosophical limitation of the study is that it tries to measure the
essence of corporate governance (CG) that is difficult to measure. The
visible elements that are laid out in conventions, codes, and laws, can be
documented, analysed and empirically studied with respect to certain
parameters. But the spirit of CG is invisible. It lies in the hearts of the
managers. It is rooted in the foundation of moral sentiments and values.
This is difficult, almost impossible to capture.

Paradoxically, it can be said that while all existing research traces the
impact of certain corporate governance norms/policies on firm
performance, in fact how firms perform in the market—their actions—
how they conduct their business affairs, the manner of their division of
profits, etc. gives a clue of the culture and spirit of corporate governance
in the firm. Borrowing the observation of Adam Smith55 that “the
invisible hand” – guides the market, this study says that it is “the
invisible spirit” that guides managers who are “agents” — custodians of
other peoples’ (principal shareholder’s) money. It is difficult to capture
the invisible spirit – integrity of the Board and the ethical leadership of
the CEO, in a numerical score.

On a more practical note, corporate governance has only recently gained
prominence as a measure of internal management practice. Banks in India
do not have a standardised format of reporting their CG practices.
Assessing the quality of the Board was difficult, as many banks do not
give the qualification and background of their Board members. Also, PSBs
have a policy of fluid Boards with director’s resigning/retiring during the
financial year and new directors being appointed. At times, it was
difficult to measure even the size of the Board. Standardising CG data
between banks in order to facilitate comparisons was a big challenge.

55 Smith, A. “The Nature and Causes of the Wealth of Nations”, 1776.
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There is no theoretical guidance on an optimal CG framework. There are
no accepted benchmarks for certain variables like size of the board,
against which the current bank CG practices could be measured to
evaluate their efficacy.

The study, thus, makes an exploratory effort to empirically correlate CG
practices with bank’s performance.

1.7 CONSTRAINTS EXPERIENCED DURING THE STUDY
The study, spanning over almost five years, faced constraints relating to
compiling reliable, consistent and standardised information regarding
corporate governance practices of banks. There is no standard method of
documenting information about board attendance, director qualifications
and their multiple directorships. Each bank has its own format and there
is also a lack of consistency in some bank’s presentation over different
years.

In the case of public sector banks, the board members, both executive and
non-executive, rotate throughout the year. Hence, calculating their
diligence at different board meetings was extremely time-consuming, as
the study had to calculate the meetings the director was eligible to attend
by taking into account the date of appointment and retirement/
resignation from the board and the number of meetings he/she was
eligible to attend.

Since this is the first empirical research on banks’ corporate governance in
India, the researcher had to conduct detailed exploratory research (with
the help of depth interviews of bankers and regulators) with a lot of
variables, to select the most relevant variables. A questionnaire for
bankers/board members was also designed and it was test-run on a few
bankers. But the subjective nature of corporate governance and the gap
between form and substance made it difficult to convert the qualitative
responses to quantitative scores. Hence, this methodology was dropped.
Since the study was attempting to find how qualitative information about
bank board practices impacted quantitative performance of the banks,
finding the appropriate research tools and methodology was most
difficult and time-consuming.

The researcher derived several indices to quantify board practices. The
chapter on Research Methodology gives an account of the variables
considered and how several indices – Board Practices Index, Board
Diligence Index, Board HR Index – were developed. But while doing the
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final regressions, many variables had to be dropped in order to make the
model robust.

1.8 CONTRIBUTION OF THE STUDY
The conclusions reached by this study and the observations made by this
study have relevance for academicians, practitioners and regulators.

It throws light on how board practices of government banks and private
banks impact bank valuations and risk taking. This perspective is crucial
at this point in the history of Indian banking with several policy makers
advising the government to dilute its shareholding in the banks.

Also, it considers how non-resident holding of banks affects the two
groups of banks: government and private, with respect to their valuation
and risk taking. While there are existing studies that have looked at the
effect of corporate governance on firm valuation, this study makes a
definite, unique contribution to the existing pool of literature, because of
its focus on banking firms. Most importantly, it has expanded the scope of
study to include the impact of corporate governance on bank risk taking.
Moreover, the extant research in India has studied either non-financial
firms, or only public sector banks or the period of previous studies has
been just one year.

This study therefore adds significantly to the existing literature, in terms
of scope, methodology, and time horizon.

1.9 SUMMING UP
The study is divided into six chapters. Chapter 1 introduces the study
and sets the Conceptual Context of problem of the study. The rationale,
significance, and contribution of the study are elaborated here. A survey
of literature is presented in this chapter.

Chapter 2 – draws the blueprint of the study by elaborating on its
Research Methodology. It spells out the data sources, the objectives of
the study, the variables used, frames the hypothesis; sampling
methodology and analytical tools including the econometric methodology
and model specification used.

Chapter 3 – is a survey of corporate governance. It attempts to
understand the evolution of corporate governance in India, against the
backdrop of the history of India’s stock market, its corporate culture and
the government attitude that strongly influenced the way business was
conducted. The chapter traces how corporate governance has evolved in



(lxx)

India, from the time of India’s independence till date. It also attempts to
assess how new listing norms under Clause 49 issued by the Securities
and Exchange Board of India and other regulatory reforms impact the
functioning of the Indian stock markets.

Chapter 4 – Corporate Governance of Commercial Banks in India: A
Historical Perspective gives an overview of the banking industry and its
governance in India. The present structure of the industry and the
banking reforms post-1991 are discussed against the backdrop of the
history of banking in India. It details select the nuances of corporate
governance of banking firms in India.

Chapter 5 – Data Analysis and Interpretation: Discussion and Results,
presents the core of the study. The results of the investigation are
discussed at length.

Chapter 6 – Summary and Conclusions, summarises the results obtained
in this study. It discusses major implications and policy perspectives of
the results.

It also draws on the qualitative aspects of the study to discuss
observations of corporate governance practices among banks, as also
unresolved issues within the existing corporate governance framework.


