
T
o recognize the importance

of Independent Directors it

is necessary to view the

modern day corporate governance,

the board of directors and the inter-

relation of independent directors

within this framework in achiev-

ing the objectives of any enterprise.

“Corporate governance is…

holding the balance between eco-

nomic and social goals and

between individual and communal

goals. The governance framework

is there to encourage the efficient

use of resources and equally to

require accountability for the stew-

ardship of those resources. The aim

is to align as nearly as possible the

interests of individuals, corpora-

tions and society. The incentive to

corporations is to achieve their

corporate aims and to attract

investment. The incentive for states

is to strengthen their economics

and discourage fraud and misman-

agement.”

- Sir Adrian Cadbury (1999).

“Corporate Governance: A

Framework for Implementation”.

World Bank

It is necessary that corpora-

tions must innovate and adapt their

corporate gover-

nance practices so

that they meet new

demands and grasp

new opportunities.

Governments and

regulators of the

market should pro-

vide sufficient flexi-

bility, while shaping

the necessary

framework in this

regard.

Thus Corporate Governance

encompasses a variety of require-

ments. 

☞☞ At the start is the basis for effec-

tive corporate governance

framework by legislations pro-

viding division of responsibili-

ties between the supervisory,

regulatory and enforcement

authorities.

☞☞ The framework should protect

and facilitate the exercise of

shareholders rights, equitable

treatment, opportunities to

obtain effective redress for vio-

lation of their rights, and their

role in corporate governance.

☞☞ It should recognize the role of

stakeholders in the effective

functioning of the company.

☞☞ It should provide for disclosure

and transparency of matters

relating to financial situation,

performance, ownership and

governance of the company

☞☞ It should ensure strategic guid-

ance of the company, effective

monitoring of management by the

board and their accountability to
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ROLE & RESPONSIBILITIES 
OF INDEPENDENT DIRECTORS

The issue of Independent Directors is back in focus, thanks to the
“ownership row” in a corporate giant in the country and a renewed
stress on Corporate Governance across the world. This article analy-
ses the traits of Independent Directors in the present times of stiff
competition.
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the company and its share-

holders.

Recent Amendments
Summarised

Important amendments

made recently to Clause 49

that are relevant to this as well

as of those that need to be

noted are: 

●● Independence of Directors –

“no material pecuniary

transaction affecting their inde-

pendence” 

●● Non-executive / Independent

Directors Fees require approval

of shareholders

●● Audit Committee – recom-

mending reappointment or

replacement of auditors,

review performance of

statutory auditors.

●● Independent Director to

be on Board of “material

non-listed Indian sub-

sidiary” (new)

●● Disclosures -Proceeds

from all issues, annual

statement of “utilization

other than stated” to be cer-

tified by Statutory Auditor.

●● Board to be responsible for

compliance with laws and regu-

lations. (Earlier this was the role

of independent directors)

●● CEO/CFO - Certification on

fraudulent, illegal or violation

of company’s code of conduct

transactions.

A research finding commis-

sioned by the Financial Times of

UK reflects that few leading com-

panies are on track to meet corpo-

rate governance standards. Others

are scaling down the number of non

Executives on the key board room

committees.

In the end we have to recognise

that corporate governance practices

cannot be imposed by legislation

alone. Being

trans-

parent

and honest

and have the conviction to own mis-

takes is more important than doing

business as usual using all the tech-

niques, skill and technology to

ensure you don’t get caught. 

Corporate Governance &
Board Of Directors:

The 21st century is witnessing

the role and activity of the corpo-

rate boards being redefined by

many forces. International finan-

cial investors, media focus

and corporate governance ini-

tiatives are the main forces

that are responsible for affect-

ing these changes.

Before we discuss on the

role and responsibilities of an

independent director, an

examination of key functions

of the overall board that they

form part of is necessary as

these also concern them

directly.

Important are:

❒❒ Guiding Corporate Strategy,

Major Plans of Action, Risk

Policy, Annual Business Plans,

overseeing major capital

expenditures, acquisitions and

disposals.

❒❒ Monitoring managerial perfor-

mance, conflicts of interests of

management, board members

and shareholders including

misuse of corporate assets

and abuse in related party

transactions.

❒❒ Achieving adequate

returns for shareholders

❒❒ Compliance with Laws

and regulations, including

maintaining integrity of

accounting and financial

reporting systems, internal and

operational controls, systems

for evaluating risk management

etc.

❒❒ Interests of Stakeholders, such

as employees etc.

❒❒ Corporate Social

Responsibilities.

Compositon & Structure Of
Board Of Directors

All Corporate Governance reg-

ulations provide the basis on the

composition and structure of the

Board. I am of the opinion that this

Directors may assist in the

decision-making in the mat-

ters relating to the financial

as well as administrative

areas. Their independency

regarding their work puts the

company in comfortable situ-

ation.”
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is the most important aspect for any

Board’s functioning. It is the means

by which power is distributed so

that the objectivity in decision-

making of the Board is achieved

and that no single party can domi-

nate over such decision-making in

the company. The core of this

requirement is that Board should

include a sufficient number of non-

executive members with appropri-

ate competencies, who are

independent.

Who Is An
Independent Director:

As Chartered Accou-

ntants, we are governed by

the concept of “indepen-

dence” and have been the

subject of closer scrutiny by

legislation, accredited pro-

fessional bodies and self-set

standards than any other profession

and understand the requirements.

A wider concept of indepen-

dence applies to directors and this

has been the subject of most listing

requirements and principles of

good corporate governance.

OECD Principles of Corporate

Governance defines “Board

Independence usually requires suf-

ficient number of members to be

independent of management”. This

requires that such members should

not be employed by the company or

its affiliates and not be closely

related to the company or its man-

agement through significant eco-

nomic, family or other ties.

Independence from controlling

shareholders or another controlling

body is emphasized. Stringent tests

should also be applied where there

are parties such as creditors who are

in a special position to exercise

influence over the company.

Corporate scandals of ENRON

& WorldCom have revealed how

even this independence has been

compromised by a cozy relation-

ship between the CEO even with

the so-called independent direc-

tors. Independent directors are still

the only hope to instill discipline in

the murky world of corporate

finance. It is necessary that greed

does not play any part in their

appointment. It is not necessary that

independent directors should have

high profiles. Branding is not

essential as much as their compe-

tency to provide innovative and

frank views without fear or favour.

Why have Independent
Directors on the Board?

There are several distinct bene-

fits that an independent board of

directors can bring to a company,

ranging from long-term survival to

improved internal controls. 

Independent directors in the

board can:

➲➲ counterbalance management

weaknesses in a company. 

➲➲ ensure legal and ethical behaviour

at the company, while strengthen-

ing accounting controls.

➲➲ extend the “reach” of a com-

pany through contacts,

expertise, and access to

debt and equity capital.

➲➲ be a source of well-con-

ceived, binding, long-term

decisions for a company.

➲➲ help a company survive,

grow, and prosper over

time through improved

succession planning

through membership in the

nomination committee etc.

Role of Independent
Director:

Corporate Governance princi-

ples all over and listing require-

ments assign tasks that have a

potential for conflict of interest to

independent directors, examples of

these are integrity of financial and

non-financial reporting, review of

related party transactions, nomina-

tion of board members and key

executives remuneration.

“We now do not need new legislations
to improve corporate governance.

What is required now is proper
implementation with a view to bring
about overall enhancement of the
corporate values.”
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Towards shareholders and
stakeholders

The shareholders, especially

the minority shareholders, look to

independent directors providing

transparency in respect of the dis-

closures in the working of the com-

pany as well as providing balance

towards resolving conflict areas.

In evaluating the board’s or

management decisions in respect of

employees, creditors and other sup-

pliers of major service providers,

independent directors have a signif-

icant role in protecting the stake-

holders interests.

One of the mandatory require-

ments of audit committee is to look

into the reasons for default in pay-

ments to deposit holders, deben-

tures, non-payment of declared div-

idend and creditors. Further they

are required to review the function-

ing of the “Whistle Blower mecha-

nism” and related party transac-

tions. These, essentially, safeguard

the interests of the stakeholders.

Vis-à-vis the Board
As members of Board, their

role is similar to any other director;

independent directors primarily

provide inputs to all key-deci-

sions, such as strategies, perfor
mance evaluation and risk evalu

ation, affecting the company.
Significant contribution is

expected when matters relating to

the committee on which they are

members are being discussed.

They should ensure that the

Board addresses areas of concern

on the running of the company and

that these are recorded in the min-

utes if not resolved.

While the legal duties and

objectives are the same as execu-

tive directors, the time devoted by

independent non-executive direc-

tors to the company’s affairs is sig-

nificantly less and therefore the

degree of care, skill and diligence is

lower than that expected from exec-

utive directors. Liability might still

attach from general breach of duties

of Board, it is for each such director

to reach a view as to the degree of

care skill and diligence to be

applied in each circumstance.

Perhaps the single most impor-

tant role that independent directors

play directly in relation to the board

is the objective view that they bring

in while evaluating the board and

the management decisions, creat-

ing a balance in the interest of the

shareholders. These areas are exec-

utive remuneration, succession

planning, and changes in corporate

control, take-overs and acquisi-

tions and the audit function.

It should also be noted that at

least one independent director on

the Board of a holding company

shall be required to be on the board

of a material non-listed Indian sub-

sidiary.

Compliance with the

Company’s Code of Conduct. As

members of the Board,

Independent Director’s should, not

only comply with the code of con-

duct but also establish, implement,

monitor its adherence by other

senior management and set an

example for others.

Committee Membership
Clause 49 of the listing agree-

ment and most corporate gover-

nance requirements and provide

that “independent directors” shall

necessarily be appointed to key

committees such as nomination,

remuneration, investor relations,

and perhaps the most important, on

the audit committee. 

It is relevant to note that the

most important changes for direc-

tors are not related to the imple-

mentation Sarbanes-Oxley Act

except in connection with the audit

requirements. This has imposed

obligations on directors that have

changed how the audit committee

directors function in the board-

room.

Audit Committee and its
importance in the Indian
Context

Clause 49 of listing agreement

provides that two-thirds of the audit

committee shall have independent

directors, with a minimum of three

members, and the Chairman of the

“The qualifications required for becoming
members of the audit committee to be finan-
cially literate and possess “accounting
or related financial management
expertise” stresses the qualities of
the independent director required
for executing their role effec-
tively.”
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audit committee shall be indepen-

dent director. The clause specifi-

cally provides that the Chairman of

the Audit committee shall be pre-

sent at the Annual General Meeting

to answer shareholder queries. 

Key role of the audit committee

and therefore, of independent

directors include: 

To execute their role, independent directors, have

similar responsibilities to those of other directors.

The fiduciary duties of care, diligence and acting in

good faith apply equally to independent directors as

to other directors. In view of faith imposed on them

by various agencies they are more bound to execute

their functions with impartiality.

It is necessary for the independent directors to:

a. prepare themselves thoroughly for the meeting

b. be objective in forming sound decisions relating

to the company and its business

c. be open minded, free and frank in expressing

their opinions and at the same be willing to

engage in meaningful debates

d. be committed to decisions made as a Board,

e. continuously seek information both from within

and if required out-

side professional

knowledge to keep

abreast with the

latest develop-

ments in the areas

of the company’s

operations

f. be informed on laws and regulations influencing

their functioning as directors

g. Utilize the expertise they possess to the good

advantage of the company

A final point on their responsibility, and indeed

the whole boards, is a requirement to act in the larger

genuine interest of true growth & development of

the company.

RESPONSIBILITIES OF INDEPENDENT DIRECTORS
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❖❖ Oversight of company financial

reporting process and disclo-

sure of its financial information

❖❖ Recommending to Board on the

appointment, re-appointment

and if required replacement or

removal of statutory auditor and

fixation of audit fees.

❖❖ Review with management, the

annual financial statements before

approval by the board with partic-

ular reference to Directors Res-

ponsibility Statement, changes in

accounting policy, major account-

ing estimates, audit findings

adjustments, compliance with list-

ing and other legal requirements,

disclosure of related party transac-

tions and qualification in the draft

audit report.

❖❖ Review of quarterly financial

statements

❖❖ Review with management, per-

formance of statutory and inter-

nal auditors, adequacy of inter-

nal control systems, adequacy

of internal audit function

including their structure, fre-

quency, reporting, 

❖❖ Discussing significant finding

of internal auditors, including

internal investigations made by

them into areas of fraud, irregu-

larities or major failures of

internal control systems.

❖❖ Discussing with auditors on the

scope of the audit

❖❖ Reviewing reasons for defaults

into payments 

❖❖ Reviewing the whistle blower

mechanism

❖❖ Mandatory review must be

made of MDA, related party

transactions and internal con-

trol weaknesses.

❖❖ Review financial statements of

subsidiary companies with spe-

cial attention to investments

made by them

❖❖ Review uses / application of

funds from public issues, rights

issues, preferential issues etc,

❖❖ Disclose shareholdings in the

listed company

Senior Management
Independent directors have a

direct role in reviewing performance

of senior management in their func-

tioning. Many corporate governing

requirements stress on this by pro-

viding for their nomination on the

remuneration committee, which

involves review of their perfor-

mance in relation to remuneration.

Special Expertise

Very often, independent direc-

tors, bring in special expertise, that

provides guidance to the company

in its strategic policies. The role of

such independent directors takes

significant importance in evaluat-

ing decisions of the management of

the company.

ACTION ITEMS
The most important issue fac-

ing the companies today is of trans-

parency. Codes will have not have

power ensure good standards when

markets are driven by greed. Only

investors can, and should punish

those at the helm of companies that

get caught. In fact it is investors

who should adopt good standards –

forgive companies who admit to

having made genuine mistakes and

promise to learn, and incarcerate

those who use corporate gover-

nance simply as a cover up for their

“business as usual” approach.

The way out of such to make the

boards effective is providing clarity

to their role, responsibilities and

legal liabilities by creating self-

evaluation procedures. Boards must

set their goals as well and evaluate

their performance. This should be

beyond assumption of risks and tak-

ing huge rewards for this. Corporate

Social Responsibility should play a

more important role.

It is necessary for the directors

to have appropriate information to

understand and monitor the risks

that their company faces. For this

learning-avenues in updating their

skills must be introduced.

Finally, directors whether inde-

pendent, executive, non-executive

must seek to balance their roles as

strategic advisors and setting good

governance practices.

Conclusion
What are factors that should

receive attention for this to change?

Reputable management scholars are

providing invaluable advice on this.

If Boards are to truly play a leader-

ship role in future they require to:

a. Ensure independence from man-

agement. Many regulations pro-

vide for this by separating the

CEO from the Board and creating

two tier boards with supervisory

and administrative boards. Stren-

gthening committee form of

management by creating leadership

positions for independent directors.

b. Must hold themselves account-

able for the performance of their

boardrooms through rigorous

annual evaluations.

c. Build knowledge capabilities in

areas of strategy, implementa-

tion and globalisation.

d. Must harness power of informa-

tion technology more success-

fully to ensure ready access to

critical information.

e. Move their mandate from serv-

ing solely shareholders to serv-

ing broader set of constituents.

It is by adopting the above that soci-

ety will see the role that boards need to

provide – “that of real leadership”. ■■
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