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Extending the boards reach

The governance of group companies will increasingly be an area of focus
for SEBL.

The Infrastructure Leasing and Financial Services (IL&FS) group at the time of its collapse
operated through 347 entities. Some were wholly owned subsidiaries, a few were joint
ventures (with State governments or foreign partners), it had a few associate companies
and quite a few special purpose vehicles. A few of these entities were direct subsidiaries,
but many others were upto four levels below the parent company. 60% of these were
operating in India with the remainder 40% domiciled offshore. IL&FS’ precipitous fall, may
be explained away by reciting Sir Walter Scott’s familiar lines from poem, Marmion ‘Oh,
what a tangled web we weave, when we first practice to deceive.’ But this is simplistic and
maybe even specious. It also leaves unanswered the role of the board in the company
itself, and what were its responsibilities across the various group companies. OECD’s
recently released publication focuses on the boards oversight over group companies’.

1 Duties and Responsibilities of Boards in Company Groups, OECD, 3 June 2020
http://www.oecd.org/corporate/duties-and-responsibilities-of-boards-in-company-groups-859ec8fe-en.htm
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Following a review of the implementation of the G20/OECD Principles of Corporate
Governance, OECD decided to review the ‘duties and responsibilities of boards in company
groups.’ They did so by collecting information from 42 jurisdictions. SEBI was an active
participant, with an entire chapter devoted to an ‘India Case Study’ - (four of the five
chapters are case studies, covering India, Colombia, Israel, and Korea. Importantly, it's a
pointer to SEBI's thinking).

The report does not evaluate the “relative advantages and disadvantages of the
legal/regulatory and self-regulatory approaches reported by respondents.” Rather it is a
listing of the issues and practices and policies followed in different jurisdictions. But even
this stocktaking helps identify gaps and provides a pointer to a policy framework to
regulators, helping think through if these should be black letter law or guidelines.

As very few jurisdictions even define a ‘business group’ - regulations around these are
expectedly fuzzy. Like most countries, India too does not have an overarching definition
of ‘group.” And like most, it too defines ‘group’ based on a set of conditions, using
‘associate company’, ‘subsidiary’, ‘holding company’. Criteria like control over the board
composition, voting rights, or significant influence, either directly or together with its
subsidiaries and associates, help answer ‘what is a group company’?

An important aspect while looking at groups relates to the fiduciary duty of the board. The
classic approach is that a director’s fiduciary duties of loyalty and care, exclusively relate
to the company on whose board the director serves. Each time an abusive related party
transaction is announced or there is a blow-up in the furthest corner of the corporate
structure, this question gets asked.

One established way to address this is through ‘Konzernrecht’, the German model of
company group governance. Konzernrecht has already influenced many jurisdictions that
make a distinction between the duties and responsibilities of directors in a company from
those on the boards of group companies. Under this law any negative influence that a say
a parent exercises, is ‘disclosed, audited and compensated.” This compensation offers
boards protection from dereliction of ‘duty of loyalty’, as it is believed that since
companies are compensated, the directors have exercised their ‘duty of care’. Needless
to add, the compensation needs to be appropriate and immediate.

Another way that a few countries have addressed this issue is by lowering the threshold
while determining whether directors exercised their fiduciary duties, using the
‘Rozenblum doctrine’. This doctrine recognizes that there may be costs today, which will
perhaps be compensated by benefits that flow in the longer term by being a part of a
larger group. It clearly is woolly, and not one I will advocate.

The challenge with both these is that even if you begin today, and codify these into law, it
will be a while before practices get established in case law.
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As “ownership of capital is a principal indicator of control at the company level, there are
several arrangements available in corporate governance frameworks that allow control
without holding a majority of the company's actual equity capital,” the starting point for
a meaningful frameworks has to be disclosures: major shareholders, ultimate beneficial
ownership, corporate group structures, special voting rights, shareholder agreements,
cross shareholdings and shareholdings of directors.

In India, while we tick quite many of the boxes, still there are some missing pieces. These
missing blocks lie along a continuum beginning with easy to those that are thorny, and it
is important we start putting regulations in place.

Regulations regarding the flow of information from subsidiaries to parents, is being dealt
with through insider trading regulations. The Kotak Committee had recommended a
separate framework for dealing with this, and maybe now is the time to accept it
[disclosure, Amit Tandon, from TiAS was a member of the committee]. Checking the use
of subsidiaries to circumvent the law (- which we see happen often), is hard to control, but
needs immediate focus.

Finally, there are aspects that are more difficult to put a regulatory arm around and will
need debate. These include the liability of the parent for actions of its subsidiaries. Even
more intractable is how are business opportunities allocated within the group?

We began by referencing the large number of subsidiaries in IL&FS, which simplistically is
purported to be the reason for its collapse. OECD cites an NSE study showing that every
listed entity in the top 500 by market capitalisation has at least one subsidiary (including
step-down subsidiaries in several cases) or a holding company or an associate NSE-500
was 18 and median six. 20 listed entities among the top 500 have 100 or more subsidiaries
/associates [holding companies in totality, the highest being a company with 308
subsidiaries/associates/holding companies. Today this is how business is done, which is
why it must remain an area of regulatory focus.

This blog appeared in Business Standard on 26 June 2020. You can access it by clicking on this
link:

https://www.business-standard.com/article/opinion/extending-the-board-s-reach-
120062502069_1.html
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Disclaimer

This document has been prepared by Institutional Investor Advisory Services India Limited (LiAS). The information contained
herein is solely from publicly available data, but we do not represent that it is accurate or complete and it should not be
relied on as such. IiAS shall not be in any way responsible for any loss or damage that may arise to any person from any
inadvertent error in the information contained in this report. This document is provided for assistance only and is not
intended to be and must not be taken as the basis for any voting or investment decision. The user assumes the entire risk
of any use made of this information. Each recipient of this document should make such investigation as it deems necessary
to arrive at an independent evaluation of the individual resolutions referred to in this document (including the merits and
risks involved). The discussions or views expressed may not be suitable for all investors. The information given in this
document is as of the date of this report and there can be no assurance that future results or events will be consistent with
this information. This information is subject to change without any prior notice. IiAS reserves the right to make modifications
and alterations to this statement as may be required from time to time. However, IiAS is under no obligation to update or
keep the information current. Nevertheless, IiAS is committed to providing independent and transparent recommendation
to its client and would be happy to provide any information in response to specific client queries. Neither IiAS nor any of its
affiliates, group companies, directors, employees, agents or representatives shall be liable for any damages whether direct,
indirect, special or consequential including lost revenue or lost profits that may arise from or in connection with the use of
the information. The disclosures of interest statements incorporated in this document are provided solely to enhance the
transparency and should not be treated as endorsement of the views expressed in the report.

Confidentiality

This information is strictly confidential and is being furnished to you solely for your information. This information should
not be reproduced or redistributed or passed on directly or indirectly in any form to any other person or published, copied,
in whole or in part, for any purpose. This report is not directed or intended for distribution to, or use by, any person or entity
who is a citizen or resident of or located in any locality, state, country or other jurisdiction, where such distribution,
publication, availability or use would be contrary to law, regulation or which would subject IiAS to any registration or
licensing requirements within such jurisdiction. The distribution of this document in certain jurisdictions may be restricted
by law, and persons in whose possession this document comes, should inform themselves about and observe, any such
restrictions. The information provided in these reports remains, unless otherwise stated, the copyright of LiAS. All layout,
design, original artwork, concepts and other Intellectual Properties, remains the property and copyright of IiAS and may
not be used in any form or for any purpose whatsoever by any party without the express written permission of the copyright
holders.

Other Disclosures

TIAS is a SEBI registered research entity (proxy advisor registration number: INH000000024) dedicated to providing
participants in the Indian market with independent opinions, research and data on corporate governance issues as well as
voting recommendations on  shareholder resolutions of about 750 listed Indian  companies
(https://www.iiasadvisory.com/iias-coverage-list). Our products and services include voting advisory reports, standardized
services under the Indian Corporate Governance Scorecard, and databases (www.iiasadrian.com and
www.iiascompayre.com). There are no significant or material orders passed against the company by any of the Regulators
or Courts/Tribunals.

This article is a commentary on general trends and developments in the securities market.

1 July 2020 ilasadvisory.com 4


https://www.iiasadvisory.com/iias-coverage-list
http://www.iiasadrian.com/
http://www.iiascompayre.com/

N INSTITUTIONAL
INVESTOR
\DVISORY SERVICES

About IiAS

Institutional Investor Advisory Services India Limited (IiAS) is an advisory firm, dedicated
to providing participants in the Indian market with independent opinions, research and
data on corporate governance issues as well as voting recommendations on shareholder
resolutions for about 800 companies that account for over 95% of market capitalization.

TiAS provides bespoke research, valuation advisory services and assists institutions in their
engagement with company managements and their boards.

[IAS has equity participation by Aditya Birla Sunlife AMC, Axis Bank, Fitch Group
Inc., HDFC, ICICI Prudential Life Insurance, Kotak Mahindra Bank, RBL Bank Limited, Tata
Investment Corporation, UTI Asset Management Company Limited and Yes Bank.

TiAS is a SEBI registered research entity (proxy advisor registration number:
INH000000024).

1 July 2020 ilasadvisory.com 5



