
C o r p o r a t e G o v e r n a n c e -
A n A g e n d a f o r 

P u b l i c S e c t o r B a n k s 

Banking operations worldwide 
have been undergoing a fun 
damental change in the last 

two decades. Financial liberalisation 
and technical change have created 
new and complex financial products 
and have increased their turnover in 
financial markets . The benefits of 
these developments have been sub­
stantial, but they have also brought in 
their wake more risks. The banking 
crisis episodes in Latin America and 
SouthEast Asia bear a testimony to 
this. At the root of these crises is the 
collect ive myopia of members of 
banks, boards, supervisors, external 
auditors and institutional sharehold­
ers. Had they been more vigilant, the 
c r i ses could perhaps have been 
avoided or their severity could have 
been restricted. 

There are lessons from this for the 
Indian financial system in general and 
Public Sector Banks (PSBs) in par­
ticular. With phased deregulation of 
markets, increasing competition and 
growing globalisation of the Indian 
economy, the turf on which the PSBs 
operate is turning more complex and 
the business environment more tur­
bulent. For their growing capital 
needs, the PSBs would have to ap­
proach retail and institutional inves­
tors frequently as the budgetary sup­
port from the Government is being 
progressively reduced and would 
eventually be phased out. Some PSBs 
also plan to tap the GDR/ADR mar­
kets for raising global resources. 
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In such a scenario; the functioning^'{ 
the boards of PSBs needs to undergo* 
qualitative change it they are to meet d 
expectations of external constituencies.. 
There has to be increasing synergy be- i | 
tween executive and non-executive < 
rectors. Institutional shareholders 
external auditors. A way to ensure 
is to have a formal ode force 
governance in place. Such a cot 
state the responsibilities and rights of 
the members of the board and their re­
lationship with the other functionaries. 
Being a document of self-discipline, it 
would be free from bureaucratic con 
trols and flexible enough to undergo a 
change as and when warranted. 

C o r p o r a t e G o v e r n a n c e : W h a t 
d o e s t h e t e r m m e a n ? 

The term corporate governance' is not 
well defined. It includes the policies and 
practices adopted by a corporate entity 
in achieving its objectives in relation to 
its stakeholders. It prescribes a code of 
corporate conduct in a normative sense 
in relation to all stakeholders, external 
and internal. The essence of corporate 
Governance is a framework of effective 

* Assistant General Manager, State Bank of India. Econorric Research Department. General Office Mumbai 
Paper presented tor the Bank Ecorromists Conterence hekj at Bangalore 

! JcvouftfulgUtv t & J f l ^ K V c govern 

, \ i n e is dm* 1:1 n).stpJB^Bi\ for Inn 
rporate 
irpora-
ic day 

^process, 
and bal-

!e, corporate-
akin to a trus­

sing an outper 
which leads to 

satisfaction and 
:lps to create .1 

IDpnscience' and 
t r a n m a r e n c y and 

'The philosopli\ behind 
g< ' e f l H n that the 

Jirct tors should not con-
•&tu!\9.HflEB>>s alone 

Hot ensur-
HffrBIHr̂ cTiH'nt. Em­
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ered to take risks, but also be made 
aware of the accompanying responsi­
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rate governance 

C o d e f o r C o r p o r a t e 
G o v e r n a n c e 

At the heart of the corporate govern­
ance is the Code of Best Practices de­
signed to achieve the necessary high 
standards of corporate behaviour I he-
various codes of conduct that have 
been prescribed across the world are 
expressions of good practices elevel 
oped and practiced by the corpora­
tions with sustained sun ess. 

The history of thee codes shows diat 
they were formulated, by and large, 
as reactions to corporate disasters. In 
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the UK, for instance, a spate of cor­
porate failures of the early 1990s led 
to the setting up of a Committee un­
der the chairmanship of Sir Adrian 
Cadbury to consider the financial as­
pects of corporate governance. Good 
financial governance, it was felt, 
would prevent unexpected company 
failures and cases of fraud. The Code 
of Best Practice designed by the 
Committee has been accepted by the 
London Stock Exchange and all the 
listed companies in the UK have to 
state as a continuing obligation of list­
ing, whether they are complying with 
the code and if not, why not. 

A code for corporate governance for 
public sector banks in India, likewise 
would enable the boards of these 
banks to maximise both the share­
holder value and customer satisfac­
tion. It could be in the form of a set of 
prescriptions and proscriptions for 
the key decision-makers of a bank -
its chairman, executive and non-ex­
ecutive directors, institutional inves­
tors and external auditors. Such a 
code, it is believed, would enable the 
boards ofthe banks to resolve a con­
flict of interests between sharehold­
ers, customers, employees and other 
stakeholders. It would galvanise the 
board into an effective decision-mak­
ing body and would give a sense of 
direction to the whole organisation. 
An informed debate on the issues of 
contemporary banking in the board­
rooms would help develop the vision 
to anticipate crises and the will to act 
pre-emptively. 

The code would, in brief, be a charter 
of empowerment for the board of di­
rectors along with the attendant re­
sponsibilities and obligations. 

A suggested Code of Best 
Practice for PSBs 

In the following paragraphs an at­
tempt is made at framing a code of 
best practice which may be followed 
by the public sector banks in India. It 
can also be made applicable mutatis 
mutandis, to the boards of private 
sector banks operating in India. 

At the outset, it needs to be stressed 
that the banking business is different 
from other forms of business in some 
important aspects. Banks provide a pay­
ments and settlement system to the 
economy and have important linkages 
with the real sector. It is for these rea­
sons that bank all over the world are 
subject to a higher degree of regulation, 
than other enterprises. In addition the 
public sector banks, being owned pardy 
or wholly by the Government of India, 
the Government has a shake in the prof­
itable and should functioning of the 
PSBs. 

Openness, integrity and accountability 
must be the key elements of corporate 
governance for any corporate entity. 
These factors assume greater impor­
tance in case of PSBs for reasons stated 
above. It is, therefore, necessary that the 
board of directors, external auditors and 
supervisors of a public sector bank 
strive to achieve greater degree for open­
ness, transparency, integrity and ac­
countability in the working of the insti­
tution. 

The Changing Role of the Board 
of Directors 

In the era of deregulation and greater 
autonomy for PSBs, the board of direc­
tors of a PSB has a very formidable task 
to perform. It has to steer the bank 
through turbulent times, take vital de­
cisions on pricing of products, and de­
velop corporate strategies for managing 
various risks and meeting challenges 
posed by competitors. It has to formu­
late and implement investment policy 
for the bank. The board members also 
need to develop vision to anticipate cri­
ses and possess the will to act 
preemptively. 

Widespread ownership of PSBs which 
have offered their shares to the public 
would make it necessary to ensure that 
shareholders have adequate represen­
tation on the board through non-execu­
tive directors. The Board would thus 
consist of Chairman, Managing Direc­
tor other executive directors and non­
executive directors representing the 
shareholders. The non-executive direc­

tors would be in the best position to 
monitor the performance of the 
board and that ofthe chief executive. 
A senior non-executive director 
should take the lead to maintaining 
the balance between the executive 
and non-executive directors. He 
should ensure that the chairman, who 
is an executive director in case of 
PSBs, is aware of the views of non­
executive directors. 

The Chairman 

The role of the chairman in corpo­
rate governance is fundamental. He is 
the primus inter pares the first among 
equals and has to play this role effec­
tively. The Chairman has to ensure that 
the collective ability ofthe board pro­
vides both the leadership and the 
checks and balances which effective 
governance demands. It is also for the 
Chairman to make certain that the 
non-executive directors receive 
timely and relevant information tai­
lored to their needs and they are 
briefed on the issues arising at meet­
ings in order to make them effective 
board members. A bifurcation of the 
roles of the Chairman and the Man­
aging Director is necessary to ensure 
that the Chairman is free from opera­
tional chores and is able to give 
focussed attention to the working of 
the board. 

Non-Executive Directors 

The independent non-executive di­
rectors will have to play an increas­
ingly important role as representa­
tives of shareholders and other 
stakeholders in overseeing the per­
formance of executive directors. In 
view of their diverse background, 
qualifications and experience, there 
is a need for their proper induction 
into the bank's board.They should be 
imparted internal or external train­
ing in matters of banking, which 
would cover banking law, regulatory 
requirements and current trends in 
global banking. Newly appointed 
board members, including workman 
director and director representing 
officers' association, should go 
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through a proper process of induc­
tion into the bank's affairs. Thereby, 
the individual directors would be able 
to keep themselves abreast of their 
statutory and broader responsibilities. 
With the support of the Reserve 
Bank of India, National Institute of 
Bank Management and Indian Banks' 
Association, a course covering the full 
range of board responsibilities to 
trends in contemporary banking 
needs to be arranged periodically for 
non-executive bank directors. 

In matters vital to the interest of the 
bank, for example a key investment 
decision or a decision to diversify into 
an uncharted territory or negotiation 
with the employees' representatives, 
it is likely that the non-executive di­
rectors may not have desired exper­
tise. In such cases, it is suggested that 
they may be permitted to take inde­
pendent professional advice, for 
which an agreed procedure should be 
established. 
The Reserve Bank of India has di­
rected banks to set up Audit Com­
mittees of the Board chaired by a non­
executive director and consisting of 
non-executive directors. The Audit 
Committee is charged with the re­
sponsibility of ensuring the efficacy 
of the entire internal control and au­
dit functions in the bank besides 
compliance with the inspection re­
ports of the Reserve Bank and inter­
nal and concurrent auditors. It is sug­
gested that the chairman of the audit 
committee should be responsible for 
answering questions at the bank's An­
nual General Meeting. 

Institutional Shareholders 

Of late, institutional shareholders 
(which term includes t he UTI, mu­
tual funds, LIC< GIC and FIIs) have 
emerged as major stakeholders of 
quoted companies.They are, however, 
largely holding their shares on behalf 
of individuals as members of mutual 
funds, pension funds, holders of in­
surance policies and so on. As a re­
sult, there is an important degree of 
commonality of interest between in­
dividual and institutional sharehold­

ers. However, given the size of their hold­
ing institutional investors have the ca­
pacity of influence the standards of cor­
porate governance. Institutional inves­
tors should, therefore, encourage regu­
lar, systematic contact at senior execu­
tive level to exchange views and infor­
mation on strategy, performance, board 
membership and quality of manage­
ment. They can play a significant role in 
the appointment of non-executive di­
rectors for the necessary calibre, expe­
rience and independence. 

External Auditors 

The liability and legal duty ofthe exter­
nal auditors is only to the company and 
to shareholders collectively, but not to 
individual shareholders or to third par­
ties like depositors. Further, auditors 
cannot be sued by investors or deposi­
tors if they are negligent. The responsi­
bilities devolving on auditors have en­
larged over the years but the legal 
framework has not kept pace with the 
enlarged responsibilities. It is, therefore, 
necessary that the Code of Corporate 
Governance should cover external au­
ditors as well and they should be made 
fully aware of the expectations of the 
owners of the banks beyond what are 
required in strictly legal terms. Apart 
from giving an opinion on "true and fair" 
view of the bank's financial position, 
auditors need to be made accountable 
to the depositors and employees of the 
bank through incorporation of neces­
sary prescriptions for auditors in the 
Code. 

A suggested Model Code of 
Best Practice for PSBs 

Bifurcation of the posts of the 
Chairman and Managing Director, 
to ensure a balance of power and 
authority. 
Boards should have a formal sched­
ule of matters reserved for them 
for decision to ensure that the di­
rection and control of the bank is 
firmly in their hands. 
Non-executive directors should be 
active, have defined responsibilities 
and be conversant with banks' ac­
counts. Their caliber should be 

such that their views carry sig­
nificant weight in the board's de­
cisions. 
Non-executive directors should 
bring an independent judgement 
to bear on issues of strategy, per­
formance, resources, planning, 
key appointments and standards 
of conduct. 
There should be an agreed pro­
cedure for non-executive direc­
tors to take independent profes­
sional advice, if necessary. 
Re-appointment of non-execu­
tive directors should not be au­
tomatic, but should be based on 
an appraisal of their contribution 
to the board's functioning. Direc­
tors who have not been present 
for at least 50*% of the board 
meetings should not be re-ap­
pointed. There should be a for­
mal process for selection of non­
executive directors. 
Chairman and Managing Direc­
tor should have a minimum ten­
ure of three years to ensure 
proper direction and continuity 
of policy. 
The Board should form an effec­
tive audit committee comprising 
at least three non-executive di­
rectors and this committee 
should be given access to all fi­
nancial information. The chair­
man of the audit committee 
should be responsible for an­
swering questions at the Annual 
General Meeting. 
The Report of the Board of Di­
rectors should contain informa­
tion on monthly average share 
prices, performance of the bank's 
share vis-a-vis the accepted stock 
price indices, shareholding pat­
tern, details of major defaults and 
bifurcation of provisions. Disclo­
sure norms followed for a do­
mestic public issue should be the 
same as those required for GDR 
issues. 

Institutional investors (like mu­
tual funds, UTI, LIC, GIC and 
FIIs) should encourage regular, 
systematic contact at senior ex­
ecutive level to exchange views 
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and information on strategy, 
performance, board member­
ship and quality of manage­
ment. They should ensure that 
a core of non-executive direc­
tors has the necessary calibre, 
experience and independence. 
The quality of shareholder 
communication should be im­
proved. In addition to the an­
nual reports, quarterly opera­
tional performance should also 
reach shareholders. If the. 
number of shareholders is 
large, such statements be made 
publicly to ensure that they are 
equally available to all share­
holders. 
All the directors should cer­
tify in the Directors' Report 
that the internal controls of the 
bank arc adequate and the statu­
tory auditors should certify that 
the bank is a going concern. 
A brief description of directors' 
responsibilities for the ac­
counts should appear in the Di­
rectors' Report, as counterpart 
to a statement by the auditors 
about their reporting respon­
sibilities.This would enable the 
shareholders to understand the 
boundaries between the duties 
of directors and auditors. 

The adoption of such a code of self-
discipline for good governance, it is 
true, will not be a panacea for all 
the ills afflicting the public sector 
banks. It will, however, be a major 
step in self-regulation through a 
concerted action by the board 
members, institutional investors 
and external auditors to improve the 
quality of governance of PSBs. Ina 
deregulated milieu, the PSBs are 
bound to demand greater functional 
autonomy for flexibility in decision 
malting. Such autonomy, however, 
needs to be accompanied by greater 
accountability on part of their 
boards to the stakeholders. A Code 
of Corporate Governance could be 
an effective instrument for achiev­
ing this goalB 
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