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Introduction

CADBURY Committee, 1932
defined Corporate Governance

as a system through which firms are
directed and they are controlled
with a motive to maintain economic
and social balance. The OECD
principles of CG defined “Corporate
Governance as a set of relationships
between a company’s management,
shareholders, board members and
the stakeholders”. Researchers as
widely debated over the
relationship between CG with firm
performance. Evidence from
various empirical studies in
literature suggests that there is a
significant relation between the
both CG and firm performance.
Gompers et al. 2003 analyzed that
good corporate governance is
associated with higher firm

valuation which is measured by
Tobin’s Q. Brown and Caylor (2009)
came with a conclusion that better-
governed firms of US have higher
ROE and higher ROA along with
higher Tobin’s Q. Whereas, Klein
et al. 2005 identifies no evidence
which suggests that better corporate
governance enhances firm
performance. There are huge
studies which are successful in
exploring the relation between
Corporate Governance and firm
performance. The previous
literature has concluded mixed
results where some suggest a
positive correlation between CG
and firm performance (Klapper &
Love, 2004; Gompers, Ishii, and
Metrick) while others finds no
association between corporate
governance and firm performance
(Hermalin and Weisbach, 1991;
Klein, Shapiro, and Young 2005).
However, many scholars have
focused on different dimensions or
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attributes of corporate governance
such as board size ( Guest et al. 2019,
zhao et al. 2018, Hoorn and Hoorn
et al. 2011), CEO duality (Gleason et
al. 2011, Liu et al. 2013, Gillan et al.
2006), number of independent
directors (Zhang et al. 2018), etc.
and their influence on firm
performance. “CG is correlated with
the firm performance in various
theoretical and empirical studies”
(Claessens and Yurtoglu, 2013).

Corporate Governance:
Theoretical Foundation

There are various theories of
corporate governance which
explains the different models
studied by the researchers with its
theoretical foundation. The
theoretical frameworks include
agency theory, finance theory,
behavioural agency theory,
stewardship theory, stakeholder
theory, trusteeship theory,
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TABLE 1
SUMMARY OF THEORETICAL FOUNDATION OF CORPORATE GOVERNANCE THEORIES

Agency Theory

Behavioural
Agency Theory

Finance Theory

Stewardship
Theory

Model

Jensen and Meckling
(1976)

Fama and Jensen
(1983)

K.M. Eisenhardt 1989

Wisemen and Gomez
Meija (1998)

Shlefier and Vishny
(1997)

Demirag, Clark and
Bline (1998)

Demirag (1995)

Davis, Schoorman
and Donaldson
(1997)

Research

“Theory of the firm:
Managerial behaviour,
Agency costs and
ownership structure”

“Separation of ownership
and control”

“Agency theory: An
assessment and review”

“A behavioural agency
model of managerial risk
taking”

“A survey of corporate
covernance”

“Financial markets,
corporate governance and
management of R&D”

“Assessing Short-term
perceptions of group
finance directors of UK
companies”

“Towards a stewardship
theory of management”

Findings

Establishing “Nexus” of optimal
contracts (also known as internal rules
of game) which includes both implicit
and explicit between the owners and
management of the firm. These
contracts would identify the right agents
in the firm, the criteria of their
performance evaluation and the
resulting payoff that’ll be given.

Framing of problems as profit yielding or
results in losses - this framing effects
the decision of risk takers. If the
problems are positively framed, then it
increases the risk bearing which inturn
effects the risk taking negatively.

This finance theory of corporate
governance attempts to ensure the
supply of funds to shareholders for their
investment with significant legal
protection of their rights and ownership
in the firm through large share holdings,
other financing sources ensuring for
returns.

Demirag indicated that the US’s
financial managers were able to reduce
their perception of short-term pressures
on the capital markets which was
possible through improved
communication channels. They are now
considering the long-term performance
measures in determining their R&D
investments.

Managers serves the firm to the best of
their capacity rather than considering
their personal goals when: Firstly, their
goals are based on growth,
achievements and self-actualization.
Secondly, their commitment is to serve
the organization, Thirdly, their
philosophy is based on involvement and
trust in a culture on collectivism and low
power distance (Biswas et al. 2008).

It contingent on the psychological
motivations and perceptions whether the
managers want to act as stewards or
agents, whether the principal wants to
act as agency or stewardship
relationship.
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participating and strategic
leadership theory. Table 1
summarises these theories along
with their findings. Each theory is
discussed below:

Agency Theory

Agency theory is a
fundamental corporate gover-
nance theory and one of the major
components of economic theory
since Spence (1971), Demsetz
(1972),  Jensen and Meckling
(1976) published their formative
work. It provided a theoretical
base for the academic researchers
to continue their study with

different aspects, for example,
executive compensation, share-
holders’ return which leads to
agency problem. Agency theory
examines the relationship
between the agents (General
Management) and principals
(Shareholders) in the business. In
an agency relationship the agent
acts and takes decisions on behalf
of the principal. This theory
revolves around the agent and
principal relationship where
various issues may surface due to
their different risk and business
perspectives. In other words,
agency theory deals with how the

shareholder is able to prevent the
general management from
maximizing their own interests.
Based on the agency theory
different researchers in finance,
the relationship between  share-
holders and executives of a firm is
most controversial as the top
management is elected to act in the
interest of the shareholders.

Behavioural Agency Theory

“Behavioural agency theory
argues that maximizing agent
performance should be a key
objective of the principal-agent
relationship and that the

Stakeholder
Theory

Political Theory

Model

Keasy and Wright
(1997)

Freeman (1984)

Donaldson and
Preston (1995)

Pound (1992)

Schwab and Thomas
(1998)

Research

“Corporate governance:
responsibilities risks and
renumeration”

Book strategic
management: A stakeholder
approach

The stakeholder theory of
the corporation: Concepts,
evidence and implications”

Beyond takeovers: Politics
comes to corporate control

Realigning corporate
governance: Shareholder
activism by labour unions

Findings

They highlighted certain issues like the
lack of funds to be allocated to investors
as returns, controlling manager’s
behaviour, need for corporate
restructuring that assures the new
combination of resource utilization and
involving innovation.

Managers have huge network of
relationships to serve, amongst which
serving the shareholders, company
partners are more important than
serving the owners of the firm.

Managers are responsible to take
certain actions to maintain and
maximize the interest of stakeholders. A
proper stockholder management is
recommended.

Suggested that investors must use
various mechanism like shareholder
committee, director nominating
committees and other campaigns so
that friendly and informal pressure can
be created on the management for the
interest of shareholders.

Labour unions are one of the most
aggressive investors who were capable
of using their ownership position in
restructuring CG reforms as well with a
motive to gain more accountable
management and receive maximum
profits
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importance of the agent’s work
motivation, including intrinsic
motivation, should not be
underestimated. It challenges the
idea that intrinsic and extrinsic
motivation are either independent or
additive, arguing instead that
contingent monetary rewards might
actually cause a reduction in
intrinsic motivation” (Deci and Ryan,
1985). Wisemen, Gomez-Mejia 1998
argued that behavioural agency
theory assumes that higher ranking
management are primarily loss
averse and then they are risk averse.

Wisemen and Gomez Mejia
(1998) attempted to re-examine the
effect of different internal CG
mechanisms on the risk bearing and
risk-taking decisions of the firm’s
management. While studying they
came with different findings that
decision-makers’ preference for risk
is influenced by the framing of
problems as whether it would result
into loss or gain. In other words, if
problems are positively framed then
it increases risk bearing which in turn
has a negative effect on the risk-taking
decisions and vice versa. Wisemen
and Gomez Mejia also pointed out
that reliance on accounting-based
performance measures increases the
probability of gains and reliance on
market-based performance measures
increases the probability of losses.
Talking of performance further, if the
subjective behavioural criteria is used
for performance evaluations then it
increases the agent risk bearing
which subsequently reduces the
agent’s risk taking (Biswas et al.
2008).

Finance Theory

Demirag, Clark and Bline (1998)
through their research made
attempt to identify the appropriate

financial system and CG structure
that would encourage the long-term
investment decisions. Shleifer and
Vishny (1997) dealt with the
problem of availing funds that must
be provided as a return to the
investors on time so that continuous
supply of investment can be
ensured.

Stewardship Theory

Stewardship theory which has
its roots in psychology and
sociology has been introduced as a
means to examine the situations in
which stewards are motivated to act
in the best interests of their
principals that is this theory defines
the relationships based upon other
behavioural premises (Donaldson
and Davis, 1989, 1991).
Stewardship theory is successful in
defining the situations in which
managers are not motivated by any
individual goals, but rather are
stewards whose motives are
aligned with the objectives of their
principals. Earlier researchers have
compared agency and stewardship
theories (e.g., Donaldson and
Davis, 1989, 1991, 1994; Fox and
Hamilton, 1994), but failed to
examine the psychological and
situational underpinnings of
stewardship theory. Stewardship
theory focuses primarily on the
upper level management and
attempts to explain the
psychological and situational
factors that elaborates the manager-
principal interest alignment. For
this, Donaldson and Davis
provided a framework for agency
and stewardship theories through
which the interaction of personal
characteristics of the manager and
the characteristics of the situation
are discussed.

Stakeholder’s Theory

Stakeholder’s theory has its
roots in the management discipline
since 1970 and gradually it was
developed by Freeman (1984) who
highlighted the “corporate
accountability to a broad range of
stakeholders”. Stakeholder theory
can be explained as “any group or
individual who can affect or is
affected by the achievement of the
organization’s objectives”.
Stakeholder researchers suggests
that managers in firm have a huge
network to serve which comprises
of the suppliers, employees and
others which may be the company
partners. And it was argued that
this group is more important to be
best served in comparison to owners
of the firm, managers or employees
of the firm relation as in agency
theory (Freeman, 1999). Whilst,
Donaldson and Preston (1995)
stated that these groups participate
in a business for their own benefits
irrespective of any relationship in
the firm to serve. Freeman (1984)
contends that “the network of
relationships in the firm with
various groups can affect decision-
making processes as stakeholder
theory is concerned with the nature
of these relationships in terms of
both processes and outcomes for the
firm and its stakeholders”.
Donaldson and Preston (1995)
asserted that this theory basically
focuses on managerial decision
making and in the interests of
stakeholders bearing some intrinsic
value, and no other sets of interests
is assumed to dominate the others.

Political Theory

Political theory developed the
voting support from shareholders,
rather by purchasing voting power.
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Having a political influence in CG
may be successful in directing the
corporate governance mechanism
within the firm. “Public interest is
much reserved as the government
participates in corporate decision
making, taking into consideration
cultural challenges” (Pound, 1993).
The political model promoted the
allocation of corporate power,
profits and other privileges that
were determined through the
governments’ favour. “The political
model of corporate governance can
have an immense influence on
governance developments. Over the
last decades, the government of a
country has been seen to have a
strong political influence on firms.
As a result, there is an entrance of
politics into the governance
structure or firms’ mechanism”
(Hawley and Williams, 1996).

Changing Dynamics of
Corporate Governance
in India

The theoretical extension of
research related to corporate
governance come from the well-
known thesis of Berle and Means in
1932, ‘‘The Modern Corporation and
Private Property”. Corporate
governance found its place in India
during 90’s as a measure which was
voluntarily adopted by the Indian
companies. In April 1998,
Confederation of Indian Industry
(CII) formed a set of non-mandatory
code of corporate governance named
as “Desirable Corporate Governance:
A Code” which were meant primarily
for the listed companies and was
completely on voluntary basis. This
measure was inspired from the
Anglo-Saxon model and was formed
with an aim to bring out the self-
conviction among the companies that

shareholder’s interest must be
assured which is possible with good
CG practices. Later, in 1999, Kumara
Mangalam Committee was set by the
efforts of SEBI with an aim to
recommend and promote the
standards of corporate governance.
The committee aimed to emphasize
the composition of audit committees
board, board’s independence, and
the role of CG in protecting the interest
of the investors. SEBI agreed with the
recommendations and included the
same in Clause 49 of the listing
agreement of the stock exchanges.
According to the clause it was
applicable only for the listed
companies with net worth of `25
crore and above, for those
corporations with a paid-up capital
of `3 crore. Later, Department of
Corporate Affairs (DCA) in the year
2000 formed a study group under the
guidance of Dr. P.L. Sanjeev Reddy
with the aim to study the ways and
methods to “operationalize the
concept of corporate on a sustained
basis”. In 2002 Naresh Chandra
Committee was formed to
recommend the role of auditors and
independent directors followed by the
formation of Narayan Murthy
Committee in 2004 with the aim to
review clause 49 and suggest
measures for improvements.
Considering these improvements
major initiatives towards Clause 49
in the listing agreement were
introduced on 31 December 2005 by
SEBI followed by a major setback in
2009 for corporate governance in the
Indian scenario with the “mammoth
accounting scandal which was one
of the largest information technology
companies, Satyam Computers,
resulting of poor corporate
governance mechanism”. On
experiencing these CG failures,
Confederation of Indian Industry

(CII) formulated a task force with an
aim to examine the efficacy of the
corporate governance within the
country. This Task force was
successful enough to provide certain
recommendations of a set of voluntary
reforms aiming to achieve a balance
between strong CG norms. Further,
National Association of Software
and Services Companies
(NASSCOM) formed a CG and Ethics
Committee which focused to save the
interest of the stakeholders, an audit
committee and a policy that would
ensure the safety of whistle blower.
New bills were passed in the
parliament in year 2011-13 acting as
the new provisions in the direction
of strengthening of corporate
governance in India. In the lieu of
revision of Companies Act, the Clause
49 was revised for all companies
which were listed with SEBI from a
particular period 1 October 2014.
With this, issues with the corporate
governance can be overcome with
certain internal mechanisms (board
of directors, ownership structure, etc.)
and external mechanisms (takeover
markets, legal system) for the
corporate control. India is a
developing country and the corporate
governance mechanisms are also
developing (Kapil et al. 2018, Kahanna
and Palepu, 2000). However, the
enforcement of CG regulations
through the legal channels are weak,
calling for the utmost need for the
further strong internal mechanisms
which will have significant bearing
on the corporate performance (Sarkar
and Sarkar, 2000).

Conclusion/Future Scope
Several changes in the Indian

CG policy reforms were made so
that different issues of CG can be
dealt with and even the Indian firms
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FIGURE 1
CHRONOLOGICAL EVENTS LEADING TO EVOLUTION OF CORPORATE GOVERNANCE IN INDIA.

• Open voluntary code of CG.
• Inspired from Anglo-saxon Model.
• Built with an aim at self conviction among companies.

1998 CII

• Initiative undertaken by SEBI and aimed at promoting standards of corporate governance.
• Recommendations - Board representation, indepedence & constitution of board audit committee

and were incorporated in Clause 49.
1999 KMC

• Constituted by Dept. of Corporate Affairs and aim was to study the ways & methods to
“operationalize concept of corporate on sustained basis”.  Recommended establishment of
centre of corporate excellence.

2000
 Study group

Dr. Reddy

• Constituted by Corporate Affairs
• Recommendations-law involving auditor & client association, role of independent directors.

2002
NCC

• Reviewed Clause 49 and new measures were introduced to improve CG standards. Focussed
on corporate boards, their roles & structure within Cluse 49.2003 NMC

• Aimed to improve CG in listed companies. Requirement of companies to submit a quaterly compliance
report.

• Laid down policy on formation BOD, procedures for their working, fixing of renumerations of various
appointments.

2005
Clause 49

• Consituted in 2004 by Ministry of Corporate Affairs to review companies Act 1956. Compoanies
Bill 2008 introduced to operation of corporate sector within the regulatory framework.

• Reintroduced as Companies Bill 2009 .

2008
Dr. Irani
comtt

• Satyam incident shaken the system so task force was formed to examine efficacy of CG within the
coutry.

• Recommended setting up of Nomination Committee, Renumeration Committee, Audit Committee,
whistle blower protection policy & separating the office of the Chairman from the CEO.

2009
Task force

• Formulation of CG & Ethics Committee.
• Primary focus towards independence of Board of Directors, Stakeholders, an Audit Committee

and safety of whistle blowers.
2009

NASSCOM

• Became companies Act in 2013. Facilitates business friendly Corporate regulations, improving
norms of CG, More acctability & transparency. One women director as compulsory, CSR clause,
dormant company, serious fraud investigation office, fast merger & class action suits.

2012
Companies

Bill

• Obligation to appoint renumeration committee with independent directors. included voluntary
measures such as Non Executive Chairman, disclosure of half yearly performance, etc.2014

Revised
Clause 49



46 FOCUSWTO.IB • October-December 2019 (Vol. 21 No. 4)

ARTICLES

could experience the better CG
ethics instead of becoming the best
target for the acquirers. The
relationship between corporate
governance and firm performance
is studied extensively under
different theories of corporate
governance. This review is based
on corporate governance which is
studied from various theoretical
perspectives. The emergence of
agency theory, stewardship theory,
stakeholder theory, transaction cost
theory and political theory
addresses the cause and effect of
variables, such as the configuration
of board members, audit committee,
independent directors and the role
of top management. In addition to
this, business ethics have been
found closely associated with CG
for example the association of
business ethics theory, feminist
ethics theory, discourse ethics
theory and many other theories.
Hence, it can be concluded that
corporate governance is more a
social relationship rather than
process orientated structure. These
theories focused on the higher
returns on investment a
shareholder expects for. Corporate
governance is constantly changing
and evolving, and changes are
driven by both internal and
external environmental dynamics.
The internal environment has a
fixed mindset of shareholders’
relationship with stakeholders and
maximizing profits. However, the
issues in the external environment
such as division of large
conglomerates, mergers and
acquisitions, collaborations, easier
financial funding, human resource
diversity, new business start-ups,
globalization, etc. have directly and
indirectly caused the changes in
corporate governance. The current

corporate governance theories
cannot fully explain the complexity
and heterogeneity of corporate
business. Moreover, an effective
and good corporate governance
cannot be explained by one theory,
however, it is best to combine a
variation of theories, addressing not
only the social relationships but
also emphasize on the rules and
legislation and stricter enforcement
surrounding good governance
practice. Literature proves that even
the strict regulations, there have
been infringements in corporate
governance. Therefore, it is needed
to re-visit corporate governance in
the light of the convergence of these
theories and with a new perspective
incorporating subjectivity from the
perspective of social sciences.
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