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UNIT-1

* CORPORATE GOVERNANCE

Corporate Governance refers to the system of rules, practices, and processes by which a
company is directed and controlled. It involves balancing the interests of a company’s many
stakeholders—such as shareholders, management, customers, suppliers, financiers, government,
and the community.

At its core, it ensures:

e Transparency in decision-making
e Accountability of leadership
o Ethical conduct in business operations

Need for Corporate Governance

Corporate Governance is essential because it:

e Protects Stakeholder Interests: Ensures that the company acts in the best interest of
shareholders and other stakeholders.

e Prevents Mismanagement: Reduces the risk of fraud, corruption, and unethical
practices.

e Supports Long-Term Growth: Encourages sustainable business strategies and
responsible leadership.

e Improves Access to Capital: Investors are more likely to trust and invest in companies
with strong governance.

e Ensures Legal Compliance: Helps companies adhere to laws, regulations, and industry
standards.

Importance of Corporate Governance

Strong corporate governance leads to:

e Enhanced Reputation: Builds trust and credibility with the public and investors.
Operational Efficiency: Clear roles and responsibilities improve decision-making and
performance.

Investor Confidence: Transparent reporting and ethical practices attract investment.
Risk Mitigation: Identifies and manages risks proactively.

Economic Development: Well-governed companies contribute positively to the
economy and society.



*THEORETICAL FOUNDATION OF CORPORATE GOVERNANCE

Corporate governance is underpinned by several key theories that explain the relationships,
responsibilities, and motivations of various stakeholders in a company. These theories provide
the intellectual framework for governance practices and reforms.

1. Agency Theory

o Core ldea: Focuses on the relationship between principals (shareholders) and agents
(managers).

e Problem: Managers may pursue personal interests over shareholder value.

e Solution: Governance mechanisms like performance-based incentives, audits, and board
oversight help align interests.

2. Stewardship Theory

o Core Idea: Managers are stewards who act in the best interests of shareholders.

e Assumption: Managers are motivated by duty, trust, and long-term success—not just
personal gain.

« Implication: Encourages empowerment and trust-based governance rather than strict
control.

3. Stakeholder Theory

e Core lIdea: A company should serve the interests of all stakeholders—not just
shareholders.

o Stakeholders Include: Employees, customers, suppliers, communities, and regulators.

e Governance Focus: Ethical responsibility, sustainability, and inclusive decision-making.

4. Transaction Cost Economics

e Core lIdea: Governance structures are designed to minimize transaction costs and
inefficiencies.

o Application: Helps determine whether activities should be handled internally or
outsourced.

5. Resource Dependence Theory

o Core Idea: Organizations depend on external resources and must manage relationships to
secure them.

e Governance Role: Board members are chosen for their ability to connect the firm to
critical resources (e.g., capital, expertise, networks).



6. Institutional Theory

o Core Idea: Corporate governance is shaped by cultural, legal, and institutional norms.
e Implication: Governance practices vary across countries and industries due to different
institutional pressures.

Why These Theories Matter

e They guide the design of governance frameworks.
o Help policymakers and companies understand the motivations behind corporate behavior.
e Provide tools to evaluate and improve governance effectiveness.

*EVOLUTION OF CORPORATE GOVERNANCE: GLOBAL
PERSPECTIVE

Early Foundations

e 17th-18th Century: Birth of joint-stock companies and limited liability concepts in
Europe.

e 19th Century: Industrial revolution led to large corporations and the need for formal
governance structures.

20th Century Developments

e 1932: Berle and Means’ seminal work “The Modern Corporation and Private Property”
highlighted separation of ownership and control.

o Post-WWII: Rise of institutional investors and complex corporate structures.

e 1970s-80s: Governance reforms began in the US and UK due to corporate failures and
shareholder activism.

Scandals and Reforms

e Enron, WorldCom, Lehman Brothers: Major corporate collapses triggered global
regulatory reforms.

e Sarbanes-Oxley Act (2002): Introduced stringent governance norms in the US.

e« OECD Principles of Corporate Governance (1999, revised 2004 & 2015): Became
global benchmarks.

Modern Trends

e Focus on ESG (Environmental, Social, Governance) factors.
o Rise of stakeholder capitalism and sustainable governance.
o Integration of digital governance and Al ethics in boardroom discussions.



EVOLUTION OF CORPORATE GOVERNANCE IN INDIA

Pre-Liberalization Era (Before 1991)

o Dominated by family-owned businesses and state-controlled enterprises.
o Governance was informal, with limited transparency and accountability.
o Companies Act, 1956: Provided basic legal framework but lacked enforcement.

Post-Liberalization Reforms (1991-2000)

o Economic liberalization opened India to foreign investment.

e CII Code of Corporate Governance (1998): First voluntary governance code.

e Kumar Mangalam Birla Committee (1999): Led to Clause 49 of SEBI’s Listing
Agreement.

Strengthening Oversight (2000-2010)

e Clause 49 (2000, revised 2004): Mandated board composition, audit committees, and
disclosures.

e Naresh Chandra Committee (2002) and Narayana Murthy Committee (2003):
Enhanced audit and director norms.

o Satyam Scandal (2009): Exposed governance gaps, prompting stricter regulations.

Legal and Regulatory Overhaul (2013-Present)

o Companies Act, 2013: Introduced independent directors, CSR, and board committees.

o SEBI LODR Regulations (2015): Streamlined governance norms for listed entities.

o Kotak Committee Recommendations (2017): Focused on board diversity, disclosures,
and ESG integration.

Aspect Global Evolution Indian Evolution
Origins Jomt—st_ock companies, industrial Colonial laws, Companies Act 1956
revolution

Trigger for

Reforms Corporate scandals, investor activism Economic liberalization, corporate frauds

Clause 49, Companies Act 2013, SEBI

Major Milestones ||Sarbanes-Oxley, OECD Principles LODR

ESG, stakeholder governance, Al ethics ESG, CSR,

Current Focus board independence,




Aspect

Global Evolution

Indian Evolution

Areas

digitalization

* CORPORATE FAILURE

Corporate failure refers to the collapse or severe dysfunction of a company due to financial
mismanagement, unethical practices, governance breakdowns, or external shocks. It’s not just
bankruptcy—it includes reputational damage, regulatory penalties, and loss of stakeholder trust.

Common Causes of Corporate Failure:

Computers).

voices.

Fraudulent Financial Reporting: Misstating earnings or hiding liabilities (e.g., Satyam

Weak Board Oversight: Passive or conflicted boards that fail to challenge management.
Poor Risk Management: Ignoring operational, financial, or reputational risks.

Lack of Transparency: Concealing related-party transactions or material information.
Promoter Dominance: Excessive control by founders or families, sidelining independent

Audit Failures: Ineffective or compromised auditing processes.

MAJOR CORPORATE FAILURES: CASE STUDIES

Company ||Country Issue Outcome

Accounting fraud, off-balance sheet Bankruptcy, Sarbanes-Oxley Act
Enron USA debt (2002)
Satyam India  |X7,000 crore accounting fraud Arrests, overhaul  of - Indian

governance

IL&FS India Debt default, poor oversight Government intervention, reforms
GoMechanic|India Revenl.Je inflation, Investor Layoffs, investor pullout

deception
DHFL India Fund diversion, shell companies Insolvency proceedings




*GOVERNANCE REFORMS TRIGGERED BY FAILURES

Corporate collapses often act as catalysts for sweeping reforms. Here's how governance

frameworks evolve in response:

Legal and Regulatory Reforms

¢ India:

o Companies Act, 2013: Introduced independent directors, CSR, and stricter board

roles.

o SEBI LODR Regulations: Enhanced disclosure norms, board composition, and

audit standards.

o Kotak Committee Recommendations: Focused on board diversity, transparency,

and ESG integration.
e Global:

o Sarbanes-Oxley Act (USA): Post-Enron, mandated CEO/CFO certification of

financials, audit independence.
o OECD Principles: Global benchmark for governance best practices.

Board and Audit Reforms

o Mandatory independent directors and audit committees.
o Limits on promoter influence and related-party transactions.
« Enhanced whistleblower protections and internal controls.

ESG and Stakeholder Governance
o Shift from shareholder-centric to stakeholder-inclusive governance.

e Mandatory ESG disclosures under SEBI and global standards.
o Emphasis on ethical culture, sustainability, and long-term value creation.

* LESSONS LEARNED & FUTURE DIRECTIONS

Key Takeaways
e Transparency and accountability are non-negotiable.
e Board independence must be real, not symbolic.
e Audit quality is central to trust.
e Technology and data can enhance governance (e.g., real-time compliance tracking).

Emerging Trends

e Al in governance: Predictive analytics for fraud detection.
o Digital boardrooms: Real-time dashboards for directors.
e Integrated reporting



*CORPORATE GOVERNANCE

Corporate governance refers to the framework of rules, relationships, systems, and processes
within and by which authority is exercised and controlled in corporations. It balances the
interests of stakeholders—shareholders, management, customers, suppliers, financiers,
government, and the community.

At its core, governance ensures:

Accountability
Transparency
Fairness

Responsibility

* PUBLIC ENTERPRISES: GOVERNANCE IN THE GOVERNMENT-
OWNED SECTOR

Public enterprises (PEs), also known as Public Sector Undertakings (PSUs) in India, are owned
and operated by the government. Their governance is shaped by public accountability, policy
mandates, and social objectives.

Key Features

e Ownership: Majority or full ownership by central or state governments.
e Objectives: Not just profit—also public welfare, infrastructure development, and

employment.

e Oversight: Subject to parliamentary scrutiny, audits by CAG, and ministry-level
supervision.

e Board Composition: Often includes bureaucrats, political appointees, and independent
directors.

e Financing: Funded by government budgets or public debt.

Challenges

Political interference in decision-making.

Lack of autonomy in board and management functions.
Bureaucratic delays and rigid procedures.

Limited incentive structures for performance.
Conflict between commercial and social goals.

Reforms & Best Practices

o Adoption of Clause 49 of SEBI for listed PSUs.



Implementation of MoUs between ministries and enterprises to set performance targets.
Introduction of independent directors and professional boards.
Enhanced disclosure norms and audit transparency.

*PRIVATE ENTERPRISES: GOVERNANCE IN THE CORPORATE

SECT

Private

OR

enterprises are owned by individuals, institutional investors, or families. Their

governance is driven by profit maximization, market competitiveness, and shareholder

value.

Key Features

Ownership: Dispersed (publicly listed) or concentrated (family-owned).
Objectives: Primarily financial performance and shareholder returns.

Oversight: Regulated by SEBI, Companies Act, and stock exchanges.

Board Composition: Mix of executive, non-executive, and independent directors.
Financing: Through equity markets, private equity, or debt.

Challenges

Promoter dominance in family-run firms.
Short-termism driven by market pressures.
Opaque related-party transactions.

Insider trading and financial misreporting.

Reforms & Best Practices

Mandatory board committees (audit, nomination, remuneration).
CEOI/CFO certification of financial statements.

Whistleblower policies and internal controls.

ESG integration and stakeholder engagement.

Public vs. Private Governance: A Comparative Snapshot

Aspect Public Enterprises Private Enterprises
Ownership Government Individuals, families, or shareholders
Obijectives Public welfare + commercial||Profit maximization

Accountability To government and public || To shareholders and regulators




Aspect

Public Enterprises

Private Enterprises

Board Structure

Often bureaucratic

Professional, market-driven

Transparency

Varies; often limited

High (especially for listed companies)

Autonomy

Restricted

Greater managerial freedom

Governance Drivers

Policy mandates

Market discipline and investor pressure




UNIT-2

*SHARP INDEX MODEL

The Sharp Index, more commonly known as the Sharpe ratio, is a measure of risk-adjusted
return. It helps investors understand the return of an investment compared to its risk. The model's
primary assumption is that returns are normally distributed, which means they follow a bell
curve.

Assumptions of the Sharpe Ratio

The Sharpe ratio model is built on several key assumptions:

Normal Distribution of Returns: This is the most crucial assumption. It posits that asset
returns follow a symmetrical bell curve. This implies that large positive and negative
returns (fat tails) are infrequent, and most returns cluster around the average.

Constant Risk-Free Rate: The model assumes that the risk-free rate (the return on a
risk-free asset like a government bond) is constant over the period being measured.
Rational Investors: It assumes that investors are rational and risk-averse, meaning they
prefer higher returns for a given level of risk and will choose the portfolio with the
highest Sharpe ratio.

Efficient Market Hypothesis: The model implicitly assumes that asset prices reflect all
available information, meaning it is impossible to consistently achieve returns above
what is justified by risk.

Criticisms of the Sharpe Ratio

While widely used, the Sharpe ratio has several significant criticisms that limit its effectiveness
in certain situations:

Failure of the Normal Distribution Assumption: This is the most significant criticism.
Real-world asset returns, especially in volatile markets, often exhibit skewness
(asymmetrical returns) and kurtosis (fat tails), meaning extreme events are more
common than a normal distribution would predict. The model can underestimate the risk
of a portfolio with a high potential for large losses.

Inadequate Risk Measure: The Sharpe ratio uses standard deviation as its measure of
risk. Standard deviation treats both positive and negative deviations from the mean as
equally risky. However, most investors are only concerned with downside risk (the risk
of loss), not upside volatility (the risk of gain). Other measures, such as the Sortino ratio,
which uses downside deviation, may be more appropriate.



o Backward-Looking: The Sharpe ratio is calculated using historical data, and there's no
guarantee that past performance will predict future results. A high historical Sharpe ratio
doesn't guarantee a high future one.

e Manipulability: The ratio can be manipulated. For example, by smoothing returns
(making them less volatile) or changing the frequency of data used for calculation (e.qg.,
using monthly data instead of daily data), an investment manager can make their Sharpe
ratio look better than it is.

For these reasons, the Sharpe ratio is often used in conjunction with other metrics and qualitative
analysis to get a more complete picture of an investment's performance and risk.

In the context of Modern Portfolio Theory (MPT), a corner portfolio is a specific and
significant point on the efficient frontier. To understand what a corner portfolio is, you first
need to be familiar with the efficient frontier itself.

The Efficient Frontier

The efficient frontier is a curve that represents the set of optimal portfolios that offer the highest
possible expected return for a given level of risk, or conversely, the lowest possible risk for a
given level of expected return. Any portfolio that lies below the efficient frontier is considered
suboptimal, because it's possible to find another portfolio with a higher return for the same risk,
or the same return for a lower risk.

*CORNER PORTFOLIO

Corner portfolios are the "turning points” or "kinks" along the efficient frontier. They are the
portfolios at which the set of assets held changes. More specifically, as you move up the efficient
frontier (seeking higher returns for higher risk), a corner portfolio is a point where:

e The weight of one asset becomes zero and it drops out of the portfolio.
e The weight of an asset that was previously not in the portfolio becomes positive and it is
added to the portfolio.

The distinguishing feature of two adjacent corner portfolios is that they have the same set of
assets in their composition, but their relative weights vary. Once you move past a corner
portfolio, the mix of assets in the optimal portfolio changes.

Key Characteristics and Significance

e Boundary Points: Corner portfolios represent the points on the efficient frontier where
the set of active investment constraints (such as no short-selling) changes. This is why
they are called "corners” — they are the points where the smooth curve of the efficient
frontier changes its slope.

« Building Blocks: A crucial concept is that any portfolio on the efficient frontier between
two adjacent corner portfolios can be created by a linear combination (a weighted
average) of those two corner portfolios. This simplifies the process of finding the entire



efficient frontier; instead of calculating an infinite number of portfolios, you can simply
find the corner portfolios and then use a linear interpolation between them to define the
rest of the efficient frontier.

o Computational Efficiency: The concept of corner portfolios is a result of the Critical
Line Method, a mathematical algorithm developed by Harry Markowitz to solve the
portfolio optimization problem. This method efficiently traces the entire efficient frontier
by identifying these key corner portfolios. By solving for these few, key portfolios, the
entire efficient frontier can be easily and quickly mapped out.

« Practical Relevance: While the concept can be complex, its practical importance lies in
its role as a computational shortcut. It demonstrates that the infinite number of efficient
portfolios can be represented by a small, finite number of corner portfolios, which
simplifies the task of portfolio construction for investors and financial professionals.

The Sharpe optimal portfolio is the portfolio with the highest possible Sharpe ratio. It's the
portfolio that provides the best risk-adjusted return, meaning it offers the maximum excess return
(return above the risk-free rate) for each unit of risk (standard deviation) taken.

This portfolio is also known as the tangency portfolio because it's the point where the efficient
frontier is tangent to the capital allocation line (CAL).

The Role of the Sharpe Ratio
The Sharpe ratio is a measure of risk-adjusted return. Its formula is:
SharpeRatio=cpRp—Rf
Where:
e Rp = The return of the portfolio
o Rf = The risk-free rate of return

e op = The standard deviation (volatility) of the portfolio's excess return

A higher Sharpe ratio indicates a better risk-adjusted return. An investor wants to find the
portfolio that maximizes this ratio.

Finding the Sharpe Optimal Portfolio

Finding the Sharpe optimal portfolio is a key objective of Modern Portfolio Theory (MPT).
The process involves two main steps:

1. Constructing the Efficient Frontier: This is a set of all possible portfolios that offer the
highest expected return for a given level of risk. An investor would never choose a
portfolio below this curve.

2. ldentifying the Tangency Portfolio: Once the efficient frontier is mapped out, the
Sharpe optimal portfolio is found by drawing a straight line from the risk-free rate on the
y-axis to a point on the efficient frontier. The point where this line is tangent to the



efficient frontier is the Sharpe optimal portfolio. This line is known as the Capital
Allocation Line (CAL).

All portfolios on the CAL are considered optimal. An investor can achieve any point on this line
by combining the risk-free asset with the tangency portfolio. An aggressive investor might
borrow at the risk-free rate to invest more in the tangency portfolio (moving up the CAL), while
a conservative investor might put a portion of their wealth in the risk-free asset and the rest in the
tangency portfolio (moving down the CAL).

In summary, the Sharpe optimal portfolio is the most efficient portfolio in terms of balancing
return and risk. It's the single best portfolio of risky assets for any investor, regardless of their
risk tolerance, as they can then combine it with a risk-free asset to tailor the overall risk level of
their complete portfolio.

The Capital Asset Pricing Model (CAPM) is a fundamental theory in finance that establishes a
linear relationship between the expected return of an asset and its systematic risk, or beta (B).
Developed in the 1960s, its primary purpose is to help investors determine if an investment's
expected return is sufficient to compensate for the risk it takes on.

*CAPM FORMULA
The core of CAPM is its formula, which is used to calculate the expected return on a security:
E(Ri)=Rf+Bi(E(Rm)—Rf)

o E(RI) is the expected return of the investment.

o Rf is the risk-free rate, which represents the return of an asset with zero risk (e.g., a
government bond). It's the baseline return an investor should expect for simply lending
money.

o i (beta) is a measure of the asset's systematic risk. It quantifies how the asset's price
moves relative to the overall market.

o P=1: The asset's price moves in line with the market.
o P>1: The asset is more volatile than the market (e.g., a technology stock).
o P<I: The asset is less volatile than the market (e.g., a utility stock).

e (E(Rm)—Rf) is the market risk premium, which is the additional return investors expect

for investing in the risky market instead of the risk-free asset.

CAPM posits that a higher beta (more systematic risk) should be met with a higher expected
return. This relationship is visualized by the Security Market Line (SML), a graph that plots
expected return against beta. An asset is considered undervalued if its expected return is above
the SML, and overvalued if it is below it.

Key Assumptions of CAPM

The model relies on a set of simplified, and often unrealistic, assumptions about the market and
investor behavior. These assumptions are also its biggest criticisms.



Rational Investors: All investors are rational, risk-averse, and seek to maximize their
returns. They have identical access to information and homogenous expectations about
future returns.

Efficient Markets: The market is perfectly efficient, meaning all available information is
instantly reflected in asset prices. There are no taxes, no transaction costs, and all assets
are infinitely divisible.

Unlimited Borrowing and Lending: Investors can borrow and lend unlimited amounts
at the same risk-free rate.

Single-Period Horizon: All investors have the same investment horizon.

Criticisms and Limitations

While CAPM provides a simple and elegant framework, its assumptions make it challenging to
apply in the real world.

Unrealistic Assumptions: The assumptions of perfect efficiency, no transaction costs,
and rational investors are highly unrealistic. Behavioral finance has shown that investors
are often irrational and influenced by cognitive biases.

The Unobservable Market Portfolio: The theory assumes the existence of a "true™
market portfolio that includes all risky assets. In practice, this is impossible to measure.
Analysts must use a market proxy like the S&P 500, but a proxy may not be a true
representation of the entire market.

Beta's Instability: Beta is a backward-looking measure calculated using historical data,
and it may not be a reliable predictor of future volatility. It can change over time.
Empirical Failures: Subsequent research, most notably by Fama and French, has shown
that factors other than beta, such as firm size and book-to-market value, can also explain
variations in stock returns. This led to the development of alternative models like the
Fama-French three-factor model.

*SECURITY MARKET LINE (SML)

The Security Market Line (SML) is a graphical representation of the Capital Asset Pricing
Model (CAPM). It visually depicts the relationship between an asset's expected return and its
systematic risk, which is measured by beta (p).

Key Components and Interpretation

The SML is a straight, upward-sloping line plotted on a graph with two axes:

The y-axis represents the expected return of an asset.
The x-axis represents the asset's systematic risk, or beta (B).

The SML starts at the risk-free rate on the y-axis, as this is the expected return for an asset with
zero systematic risk (B=0). The slope of the line is the market risk premium (E(Rm)—Rf),
which is the additional return investors demand for taking on market risk.



How to Use the SML

The SML is a powerful tool for analyzing whether an asset is correctly priced:

On the Line: If a security or portfolio plots directly on the SML, it is considered fairly
priced. This means its expected return is exactly what is required to compensate for its
level of systematic risk.

Above the Line: An asset that plots above the SML is undervalued. This is because it is
offering a higher expected return than its level of systematic risk would suggest. In an
efficient market, such an asset would be a "buy" signal, and increased demand would
push its price up and its expected return down, back toward the line.

Below the Line: An asset that plots below the SML is overvalued. It is providing an
expected return that is too low for the amount of systematic risk it carries. This would be
a "sell" signal, and increased selling pressure would lower its price and increase its
expected return, moving it back to the SML.

SML vs. Capital Market Line (CML)

The SML is often confused with the Capital Market Line (CML), but they are different. The
key distinctions are:

Measure of Risk: The SML measures risk using beta (), which accounts only for
systematic risk. The CML uses standard deviation (c), which accounts for a portfolio's
total risk (systematic + unsystematic).

Applicability: The SML can be applied to any individual asset or portfolio, whether it
is efficient or not. The CML, however, only applies to efficient portfolios—those that
are a combination of the risk-free asset and the market portfolio.

*EVALUATION OF SECURITIES

The Capital Asset Pricing Model (CAPM) is a fundamental tool for evaluating securities by
determining their appropriate expected return given their level of systematic risk. It provides a
framework for investors to decide if a stock is a worthwhile investment. The core idea is that
investors should be compensated for both the time value of money and the risk they take.

The CAPM Formula

The model's evaluation process is based on its formula:

E(Ri)=Rf+Bi(E(Rm)—Rf)

E(Ri) is the expected return of the security. This is the return that, according to the
model, an investor should demand for holding the asset.

Rf is the risk-free rate (e.g., the yield on a government bond).

Bi (beta) is the measure of the security's systematic risk, or its volatility relative to the
overall market.



(E(Rm)—Rf) is the market risk premium, which is the excess return of the market over
the risk-free rate.

How CAPM Evaluates Securities

The evaluation process involves two main steps:

1. Calculate the Required Return: First, you use the CAPM formula to calculate the

required rate of return for the security. This is the minimum return an investor should
expect for taking on the security's specific level of systematic risk.

Compare Required Return to Expected Return: Next, you compare this required
return to the security's independently estimated expected return. The estimated
expected return is based on fundamental analysis, such as a company's projected future
earnings, dividends, or other growth factors.

The Security Market Line (SML)

This comparison is often visualized using the Security Market Line (SML), a graph that plots
risk (beta) against expected return.

Undervalued Securities: If the security's estimated expected return is above the SML, it
is considered undervalued. This means the stock is offering a higher return than its risk
level warrants. This is a potential "buy" signal.

Overvalued Securities: If the security's estimated expected return is below the SML, it
is considered overvalued. The stock is not providing enough return for the amount of
risk it carries. This is a potential "sell" signal.

Fairly Valued Securities: If the security's estimated expected return is exactly on the
SML, it is considered fairly valued. Its return is appropriate for its risk.

In summary, CAPM provides a clear, quantitative benchmark for security analysis. It simplifies
complex risk-return relationships, helping investors quickly assess whether an asset is priced
correctly relative to the market and its systematic risk.

*ARBITAGE PRICING THEORY

The Capital Asset Pricing Model (CAPM) is widely used in the security market to link an asset's
expected return to its systematic risk. This provides a benchmark for evaluating whether an asset
is a suitable investment and at what price. Its primary applications are in security valuation,
capital budgeting, and performance measurement.

1. Security Valuation and the Security Market Line (SML)



The most common application of CAPM is to determine if a security is undervalued or
overvalued. This is done by plotting the asset's beta and expected return on the Security Market
Line (SML).

e Undervalued: If a security's expected return (from analyst projections) is above the
SML, it's considered undervalued. This means the asset is offering more return than its
risk level demands, making it a "buy" signal for investors. [

e Overvalued: If the expected return falls below the SML, the security is overvalued, as
it's not providing enough return to compensate for its risk. This is a "sell" signal. [

e Fairly Valued: A security that plots on the SML is considered fairly priced, with its
return perfectly aligned with its systematic risk.

This evaluation is crucial for investors and portfolio managers to make informed decisions about
which assets to include in a portfolio.

2. Capital Budgeting and Cost of Equity

Companies use CAPM to calculate their cost of equity, which is a key component of their
Weighted Average Cost of Capital (WACC). The cost of equity is the minimum return a
company must provide to its equity holders to justify their investment.

e Project Evaluation: When a company considers a new project, they can use CAPM to
determine the required rate of return for that specific project. If the project's projected
return is higher than the calculated CAPM rate, it's a good investment.

e« WACC Calculation: The cost of equity, derived from CAPM, is blended with the cost of
debt to calculate the WACC, which serves as the discount rate for valuing future cash
flows in capital budgeting decisions.

3. Performance Evaluation

CAPM is also used to evaluate the performance of portfolio managers and investment funds. By
comparing a portfolio’s actual returns to its CAPM-predicted returns, one can determine if the
manager generated alpha (excess returns).

e Positive Alpha (¢>0): A positive alpha indicates that the portfolio's return exceeded
what was expected based on its systematic risk, suggesting the manager added value
through skill or superior stock picking.

e Negative Alpha (¢<0): A negative alpha means the portfolio underperformed its risk-
adjusted benchmark, suggesting the manager destroyed value.

e Zero Alpha (0=0): A zero alpha indicates the portfolio performed exactly as expected, in
line with its systematic risk.

DISTINCTION BETWEEN CAPM AND APT



The key distinction between the Capital Asset Pricing Model (CAPM) and the Arbitrage
Pricing Theory (APT) is the number of factors used to explain asset returns. CAPM is a
single-factor model, whereas APT is a multi-factor model.

« Key Differences
Feature |ICAPM (Capital Asset Pricing Model) |APT (Arbitrage Pricing Theory)
Number of Single-factor model. Multi-factor model.
Factors

Factors Used

The market portfolio is the only
factor. An asset's sensitivity to the
market is its beta (B).

Uses multiple unspecified
macroeconomic factors (e.g., inflation,
interest rates, GDP growth, etc.).

Assumptions

Based on highly restrictive and often
unrealistic assumptions, such as a
perfectly  efficient  market, no
transaction costs, and a single period
horizon. It assumes all investors hold
the same market portfolio.

Rests on fewer, more relaxed
assumptions. It only assumes that
markets are efficient enough that

arbitrage opportunities are quickly
eliminated.

Empirical
Validation

Empiricallyy, CAPM has faced
challenges as it doesn't fully explain
variations in stock returns. Factors
other than beta (e.g., firm size, book-
to-market value) have been shown to
influence returns.

APT is considered more robust because
it can incorporate various factors, which
aligns better with the complexities of
real-world markets. However, the model
doesn't specify which factors to use.

Mathematical
Formula

E(Ri)=Rf+Bi(E(Rm)—Rf)

E(Ri)=Rf+Bil F1+pi2F2+...+BinFn

Explanation

CAPM's Single Factor

CAPM simplifies the world by assuming that the only relevant risk for an asset is its
systematic risk, which is the risk an asset has in relation to the overall market. The model
argues that investors are not compensated for unsystematic risk (company-specific risk)
because it can be eliminated through diversification. Therefore, an asset's expected return is
determined solely by its beta, which measures its sensitivity to the market.

APT's Multi-Factor Approach




APT, on the other hand, acknowledges that asset returns are influenced by more than just the
market's performance. It proposes that returns are driven by several systematic factors that
represent different sources of risk. These factors are not specified by the model itself, and
their identification is left to the user. For instance, a model might include factors for changes
in inflation, unexpected shifts in interest rates, or changes in industrial production. The
sensitivity of an asset to each of these factors is represented by its own beta, or factor
loading. This more flexible approach allows APT to better capture the complexities of asset
pricing.

e The "Arbitrage™ Element

APT gets its name from its central premise: the Law of One Price. It assumes that if two
portfolios have the same risk profile (same betas to the same factors), they must have the
same expected return. If they don't, an arbitrage opportunity exists, which savvy investors
would quickly exploit. This action would drive the prices of the mispriced assets back into
equilibrium, eliminating the arbitrage opportunity and ensuring the pricing relationship holds.

e Inessence, CAPM is a straightforward, elegant theory that's easy to use but limited by its
rigid assumptions. APT is more complex and flexible, offering a more realistic
framework for explaining asset returns by relaxing many of CAPM's assumptions and
incorporating multiple sources of risk.



UNIT-3

*PORTFOLIO EVALUATION MODELS

are a set of metrics and techniques used to assess the performance of an investment portfolio,
particularly in a risk-adjusted context. Simply looking at returns isn't enough; a good evaluation
model considers the amount of risk taken to achieve those returns. The most common and
influential models are the Sharpe Ratio, Treynor Ratio, and Jensen's Alpha.

1. SHARPE RATIO

The Sharpe Ratio, developed by Nobel laureate William F. Sharpe, measures the risk-adjusted
return of a portfolio. It calculates the excess return (return above the risk-free rate) per unit of
total risk (standard deviation). It's most useful for comparing portfolios with different
diversification levels.

Formula:
SharpeRatio=opRp—-Rf
Where:

o Rp = Portfolio’s return.

o Rf=Risk-free rate (e.g., return on a U.S. Treasury bill).

o op = Standard deviation of the portfolio's returns, representing total risk.
Interpretation: A higher Sharpe Ratio is better. It indicates that the portfolio is
generating more return for the risk it takes on. For example, if Portfolio A has a Sharpe
Ratio of 1.5 and Portfolio B has a Sharpe Ratio of 1.0, Portfolio A is a better investment
on a risk-adjusted basis.

Key Advantage: It uses total risk, which is a comprehensive measure that includes both
systematic (market) and unsystematic (specific to the asset) risk. This makes it ideal for
evaluating portfolios that are not fully diversified.

2. TREYNOR RATIO

The Treynor Ratio, developed by Jack Treynor, is similar to the Sharpe Ratio but focuses
specifically on systematic risk. It measures the excess return per unit of market risk, as



measured by the portfolio's beta (B). It assumes the portfolio is well-diversified and that
unsystematic risk has been eliminated.

Formula:
TreynorRatio=BpRp-Rf
Where:

o Rp and Rf are the same as in the Sharpe Ratio.

o Pp = The portfolio's beta, representing systematic risk.
Interpretation: A higher Treynor Ratio indicates a better return for each unit of
systematic risk. It is best used for comparing different portfolios that are already well-
diversified.
Key Advantage: It isolates the reward for taking on market risk. This is particularly
useful for evaluating a manager's performance within a well-diversified portfolio where
unsystematic risk is negligible.

3.JENSEN'S ALPHA

Jensen's Alpha, also known as the Jensen Performance Index, measures a portfolio's excess
return relative to the return predicted by the Capital Asset Pricing Model (CAPM). It quantifies
the value a portfolio manager adds through skill, not just by taking on more market risk.

Formula:
o=Rp-[Rf+Bp(Rm-Rf)]
Where:

o Rp, Rf, and Bp are the same as above.

o (Rm-—Rf) is the market risk premium.

o The value in brackets is the expected return from CAPM.

Interpretation:

o Positive Alpha (a>0): The portfolio outperformed its benchmark and earned a
return above what its risk level would have predicted. This indicates that the
portfolio manager added value.

o Negative Alpha (a<0): The portfolio underperformed its benchmark. The return
was below what its risk level suggested, indicating the manager did not add value.

o Zero Alpha (a=0): The portfolio performed exactly as expected, in line with its
systematic risk.

Key Advantage: Alpha provides a direct measure of a manager's skill or value-add. It
separates the returns attributable to market movements from the returns generated by the
manager's security selection ability.

*SHARPE PERFORMANCE INDEX



The Sharpe Performance Index, more commonly known as the Sharpe Ratio, is a measure of
an investment's risk-adjusted return. It helps investors understand the return of an investment
in relation to its risk, showing how much extra return you get for each unit of risk you take.

It Works and Its Formula

The Sharpe Ratio calculates the excess return of a portfolio and divides it by the portfolio's total
risk. The formula is:

SharpeRatio=cpRp-Rf

e Rp: The average return of the portfolio or investment.

e Rf: The risk-free rate of return (e.g., the return on a government bond).

e op: The standard deviation of the portfolio's returns, which represents the total risk or
volatility.

A higher Sharpe Ratio is always better, as it indicates the investment is generating more return
for the risk it takes on.

Interpretation of the Sharpe Ratio

The ratio's value provides a useful benchmark for performance:

e Sharpe Ratio > 1.0: Generally considered acceptable or good.
e Sharpe Ratio > 2.0: Considered very good.
e Sharpe Ratio > 3.0: Considered excellent.

It's important to note that a negative Sharpe Ratio means the portfolio has underperformed the
risk-free rate. While a higher negative value (closer to zero) is better than a lower one, it still
indicates that the investment was not a wise choice.

MAIN APPLICATIONS

The Sharpe Ratio is a versatile tool used in several areas of finance:

e« Comparing Investments: It allows investors to directly compare the risk-adjusted
returns of different investment options, like mutual funds or portfolios, and choose the
one with the highest ratio.

e Performance Evaluation: It helps assess the performance of a portfolio manager or a
fund. A manager who consistently achieves a high Sharpe Ratio is demonstrating skill in
generating returns without taking on excessive risk.

e Portfolio Optimization: In Modern Portfolio Theory (MPT), the portfolio with the
highest Sharpe Ratio is known as the Sharpe optimal portfolio or tangency portfolio.
It's considered the most efficient portfolio for an investor.



*TREYNOR PERFORMANCE INDEX

The Treynor Performance Index, commonly known as the Treynor ratio, is a measure of risk-
adjusted return for an investment portfolio. Developed by economist Jack Treynor, it quantifies
the excess return generated by a portfolio for each unit of systematic risk (market risk).

Formula and Calculation

The Treynor ratio is calculated as follows:

TreynorRatio=BpRp-Rf

Rp = The average return of the portfolio.
Rf = The risk-free rate of return.
Bp (beta) = The portfolio’s beta, which measures its sensitivity to market movements.

Key Concepts and Interpretation

Systematic Risk (B): Unlike the Sharpe ratio which uses total risk (o), the Treynor ratio
uses beta to measure risk. Beta represents the risk that cannot be eliminated through
diversification. This makes the Treynor ratio particularly useful for evaluating well-
diversified portfolios because it assumes that unsystematic (specific) risk has been
diversified away.

Interpretation: A higher Treynor ratio indicates better risk-adjusted performance. It
means the portfolio is generating more return for the market risk it is taking on. For
example, if Portfolio A has a Treynor ratio of 0.8 and Portfolio B has a ratio of 0.5,
Portfolio A is the more efficient investment from a systematic risk perspective.
Comparison to Sharpe Ratio: The main difference between the Treynor ratio and the
Sharpe ratio lies in their risk measure. The Treynor ratio is better for comparing different
portfolios that are sub-portfolios of a broader, well-diversified portfolio. In contrast, the
Sharpe ratio is more suitable for evaluating stand-alone or less-diversified portfolios, as it
considers total risk.

*SHARPE RATIO

The Sharpe Ratio is a measure of an investment's risk-adjusted return. It helps investors
understand the return of an investment relative to its risk, showing how much extra return you
get for each unit of volatility you take on.

Formula and Calculation

The Sharpe Ratio is calculated by taking the excess return of a portfolio and dividing it by the
portfolio's total risk.

The formula is:



SharpeRatio=cpRp—Rf

o Rp is the average return of the portfolio or investment.

e Rfis the risk-free rate of return (e.g., the return on a government bond).

e op (sigma) is the standard deviation of the portfolio's returns, which represents its total
risk or volatility.

A higher Sharpe Ratio is better, as it indicates that the investment is generating more return for
the risk it takes on.

Interpretation of the Sharpe Ratio
The ratio's value provides a useful benchmark for performance:

e Sharpe Ratio > 1.0: Generally considered good, as the investment is generating more
excess return than its total risk.

e Sharpe Ratio > 2.0: Considered very good.

o Sharpe Ratio > 3.0: Considered excellent.

A negative Sharpe Ratio means the portfolio has underperformed the risk-free rate, indicating
that the investment was not a wise choice.

Applications
The Sharpe Ratio is a versatile tool used for:

e« Comparing Investments: It allows investors to directly compare the risk-adjusted
returns of different investment options, like mutual funds or portfolios, and choose the
one with the highest ratio.

o Performance Evaluation: It helps assess the performance of a portfolio manager or a
fund. A manager who consistently achieves a high Sharpe Ratio is demonstrating skill in
generating returns without taking on excessive risk.

e Portfolio Optimization: In Modern Portfolio Theory (MPT), the portfolio with the
highest Sharpe Ratio is known as the tangency portfolio or Sharpe optimal portfolio.
It's considered the most efficient portfolio for an investor.

*JENSEN PERFORMANCE INDEX

The Jensen Performance Index, more commonly known as Jensen's Alpha (o), is a measure of
a portfolio manager's ability to generate returns that are above or below what would be expected
based on the portfolio's systematic risk. In essence, it tells you if a manager has added value
through their skill in picking stocks, rather than simply by taking on more market risk.



The Core Concept

Jensen's Alpha is a direct application of the Capital Asset Pricing Model (CAPM). CAPM
provides a theoretical framework for the expected return of an asset, given its beta () or
sensitivity to market risk. Jensen's Alpha then compares a portfolio's actual return to its
CAPM-predicted return to determine its "abnormal” return.

e A positive alpha («>0) means the portfolio's actual return was greater than its expected
return. This suggests the manager added value through their investment choices.

e A negative alpha (a<0) means the portfolio's actual return was less than its expected
return. This indicates the manager underperformed relative to the benchmark.

e A zero alpha (a=0) means the portfolio performed exactly as expected.

The Formula

The formula for Jensen's Alpha is:
a=Rp—[Rf+pp(RM—Rf)]

Where:

e Rp is the portfolio's actual realized return.

e Rfis the risk-free rate of return.

e Pp is the portfolio's beta, a measure of its systematic risk.

e Rmis the market's return.

e The term in the brackets, [Rf+pp(Rm—Rf)], is the portfolio's expected return as
calculated by the CAPM.

Jensen's Alpha is the difference between what a manager actually earned and what they should
have earned for the level of risk they took.

Applications and Limitations

Applications
Jensen's Alpha is a powerful tool for:

e Manager Performance Evaluation: It's a key metric for evaluating the skill of an
investment manager, separating returns that are simply due to market exposure from
those generated by active management.

e Security Analysis: It can be used to identify potentially undervalued or overvalued
securities. A consistently positive alpha may indicate an undervalued asset.

e Portfolio Comparison: It allows investors to compare the risk-adjusted performance of
different funds or portfolios, especially when they have similar betas.



Limitations

Despite its utility, Jensen's Alpha has a major limitation: it is entirely dependent on the Capital
Asset Pricing Model (CAPM). This means it inherits all of CAPM's assumptions and
weaknesses, including:

o The assumption that the market portfolio is the only relevant risk factor.
o The assumption of perfectly efficient markets with no taxes or transaction costs.
o The difficulty of accurately estimating beta, which can change over time.

The M2 and T2 performance models are two metrics used to evaluate the risk-adjusted
performance of investment portfolios. Both are derived from other popular measures but are
designed to provide a more intuitive interpretation for investors.

*M?2 PERFORMANCE MODEL (MODIGLIANI-MODIGLIANI
MEASURE)

The M2 (Modigliani-Modigliani) measure is a modification of the Sharpe ratio that expresses
risk-adjusted performance in percentage terms. This makes it easier to compare against a
benchmark's return. It was developed by Nobel laureate Franco Modigliani and his
granddaughter, Leah Modigliani.

How It Works:
The M2 measure adjusts a portfolio’s returns so that its volatility matches a chosen benchmark,
typically the market portfolio. It then compares this adjusted return to the benchmark's actual
return.
e Formula:
M2=(SharpeRatiopxom)+Rf
Where:
o SharpeRatiop = The Sharpe ratio of the portfolio being evaluated.
o om = The standard deviation (volatility) of the market benchmark.
o Rf=The risk-free rate.

Interpretation:

The M2 measure provides a clear percentage return that an investor would have earned if their
portfolio had the same total risk as the market.

e If M2 > market return, the portfolio outperformed on a risk-adjusted basis.
e If M2 < market return, the portfolio underperformed on a risk-adjusted basis.



The M2 measure is particularly useful for investors who hold less-than-fully-diversified
portfolios, as it uses total risk (o) as its measure of volatility, just like the Sharpe ratio.

T2 Performance Model (Treynor-Square Measure)

The T2 (Treynor-Square) measure, also known as the Treynor-Alpha, is a performance metric
related to the Treynor ratio. Similar to the M2 measure, it's designed to express a portfolio's
risk-adjusted performance in percentage terms, making it more intuitive for comparison.
However, unlike M2, it focuses exclusively on systematic risk (beta).

How It Works:

The T2 measure scales a portfolio's excess return by its beta and then adds the risk-free rate. The
goal is to provide a return figure that reflects performance relative to the market's systematic risk.

e Formula:
T2=ppRp—Rf+Rf
Where:

o Rp = The portfolio’s return.
o Rf=The risk-free rate.
o Pp = The portfolio's beta.

Interpretation:

The T2 measure shows the percentage return of a portfolio adjusted for its systematic risk. This
makes it ideal for evaluating portfolios that are already well-diversified, as unsystematic risk is
assumed to be eliminated.

e A higher T2 value indicates better performance relative to the systematic risk taken.
e It's particularly useful for comparing a portfolio's performance against the Security
Market Line (SML) from CAPM.

In short, M2 and T2 are both attempts to make risk-adjusted performance metrics more
understandable by expressing them as a percentage return. The key difference is that M2 is a
total-risk measure suitable for any portfolio, while T2 is a systematic-risk measure best for well-
diversified ones.

*STYLE ANALYSIS



Style analysis is the process of identifying a money manager's or fund's investment philosophy
and behavior. It aims to determine the underlying drivers of a portfolio's returns by breaking
them down into exposures to different investment styles, such as value, growth, or size. This
helps investors understand what they are really investing in and whether the fund's actual
behavior aligns with its stated strategy.

Key Investment Styles
Style analysis typically focuses on a few core investment styles, often defined by a matrix:

e Value vs. Growth:

o Value: This style involves investing in stocks that appear to be trading for less
than their intrinsic value, often characterized by low price-to-earnings (P/E) ratios
and high dividend yields.

o Growth: This style focuses on companies whose earnings are expected to grow at
an above-average rate, even if their stocks are currently expensive (e.g., high P/E
ratios).

o Size (Market Capitalization):

o Large-Cap: Investing in large, established companies (e.g., S&P 500 stocks).

o Mid-Cap: Investing in medium-sized companies.

o Small-Cap: Investing in smaller, often more volatile, companies.

The combination of these factors is often represented visually in a Morningstar Style Box.

Types of Style Analysis

There are two main approaches to conducting style analysis:

1. Returns-Based Style Analysis (RBSA):

o This is a quantitative method that uses a portfolio's historical returns and runs a
statistical regression against the returns of various style-based market indices
(e.g., a large-cap growth index, a small-cap value index).

o The regression coefficients indicate the portfolio's exposure to each style. For
example, a result might show that a fund's returns can be explained by a 60%
exposure to large-cap growth and a 40% exposure to large-cap value.

o Pros: It's a quick and efficient method that only requires historical return data,
which is readily available.

o Cons: It can be less precise and may not capture recent changes in a portfolio's
strategy, as it relies on past data. It's also sensitive to the choice of benchmark
indices.

2. Holdings-Based Style Analysis:

o This is a more direct and detailed method that analyzes the actual securities held
within a portfolio.

o Each security is classified based on its fundamental characteristics (e.g., market
cap, book-to-market ratio) and then aggregated to determine the overall style of
the portfolio.



o Pros: It provides a more accurate and transparent picture of the portfolio's current
style, making it easier to identify style drift (when a fund's strategy deviates from
its stated objective).

o Cons: It's more data-intensive and time-consuming, as it requires frequent access
to detailed portfolio holdings, which may not always be publicly disclosed in a
timely manner.

Applications and Importance

Fund Selection: Investors use style analysis to choose funds that match their risk
tolerance and investment objectives.

Diversification: It helps investors ensure their portfolio is truly diversified by preventing
overlap. For example, an investor might think they're diversified by holding two different
funds, but style analysis could reveal both funds have a heavy tilt toward the same
investment style.

Performance Attribution: Style analysis is a critical component of performance
attribution, a process that explains why a portfolio's return was higher or lower than its
benchmark. It helps separate returns due to active management (manager skill) from
returns due to simply having a specific style exposure.



UNIT-4

CORPORATE GOVERNANCE MODELS IN THE UK |USA,
GERMANY,AND JAPAN

Corporate governance models differ significantly across countries, influenced by a nation's legal
system, financial structure, and cultural values. The models in the UK, USA, Germany, and
Japan represent three distinct approaches: the Anglo-American (UK/USA), the German, and the
Japanese models.

1. Anglo-American Model (UK and USA)

This model, also known as the shareholder model, is characterized by a strong emphasis on
shareholder value. The primary goal of the company is to maximize returns for its investors.

o« Key Players: The main players are shareholders, particularly large institutional
investors (pension funds, mutual funds), and the Board of Directors.

e Board Structure: Companies typically have a single-tier board. This board includes
both executive directors (insiders, e.g., the CEO) and non-executive directors (outsiders).
There is an effort to separate the roles of the CEO and the Chairman of the Board to
prevent a concentration of power.

e Ownership Structure: Ownership is generally dispersed. A large number of
shareholders each hold a small percentage of the company's stock.

e Regulatory Framework: The US system is a mix of state corporate law (with Delaware
being prominent) and federal regulations from the Securities and Exchange Commission
(SEC). The UK relies on a combination of common law and the UK Corporate
Governance Code, which operates on a "comply or explain” basis. This means companies
can choose not to follow a provision as long as they provide a clear and compelling
reason for their deviation.



2. German Model

The German model is a stakeholder model, which recognizes the interests of a broader group of
stakeholders beyond just shareholders. It places a strong emphasis on co-determination, or the
participation of employees in corporate decision-making.

o Key Players: Key stakeholders include shareholders, banks, and employees. Banks
often have significant ownership stakes and play a crucial monitoring role.
o Board Structure: A defining feature is the two-tier board system .

o Management Board (Vorstand): This board, composed of internal executives, is
responsible for the day-to-day operations and strategic management of the
company.

o Supervisory Board (Aufsichtsrat): This board oversees and appoints the
Management Board. By law, a significant portion of its members, up to half in
larger companies, must be employee representatives.

e Ownership Structure: Ownership is often concentrated, with large banks and other
corporations holding substantial shares.

o Regulatory Framework: The system is governed by a combination of federal and state
laws, and the German Corporate Governance Code.

3. Japanese Model

Similar to the German model, the Japanese system is also a stakeholder model, but with a
unique focus on long-term stability and the role of internal relationships.

o Key Players: The primary players are management, main banks, and affiliated
companies known as keiretsu (a network of businesses with interlocking shareholdings).
The government also plays a significant role in industrial policy.

e Board Structure: The traditional board is composed almost entirely of insiders, who are
often promoted from within the company. This creates a strong internal culture of loyalty
and consensus-building.

e Ownership Structure: Ownership is highly inter-locked through the keiretsu structure
and stable shareholdings by main banks. This cross-holding of shares creates a protective
barrier against hostile takeovers and external market pressures.

e Regulatory Framework: The system is shaped by corporate law and codes. Recent
reforms, like the Japanese Corporate Governance Code, have pushed for the appointment
of more independent, outside directors to improve transparency and accountability to
shareholders.

INTERNATIONAL CORPORATE GOVERNANCE INTIATIVES

International corporate governance initiatives are a set of principles, guidelines, and
recommendations developed by global organizations to promote transparency, accountability,
and good governance practices in companies worldwide. These initiatives are non-binding but
serve as benchmarks that influence national laws and corporate codes.



Key International Initiatives

OECD Principles of Corporate Governance: The most widely recognized international
standard, developed by the Organisation for Economic Co-operation and Development
(OECD). First published in 1999 and revised in 2023, the principles are designed to help
policymakers and regulators improve their corporate governance frameworks. They cover
six key areas:
Ensuring an effective corporate governance framework.
The rights and equitable treatment of shareholders.
Institutional investors, stock markets, and other intermediaries.
The role of stakeholders.
Disclosure and transparency.

o The responsibilities of the board.
Basel Committee on Banking Supervision (BCBS) Principles: These principles are
specifically for the banking sector. Given the systemic importance of banks, the BCBS
developed a separate set of principles to ensure sound corporate governance, with a
strong focus on risk management, the composition of the board, and internal controls.
The principles emphasize the role of the board in overseeing the bank's risk appetite,
corporate culture, and compensation policies.
International Finance Corporation (IFC) Corporate Governance Methodology: The
IFC, a member of the World Bank Group, provides a framework for assessing and
improving corporate governance in emerging markets. Its methodology helps companies
and investors identify risks and opportunities, focusing on transparency, board
effectiveness, and stakeholder engagement. The IFC's work is particularly important in
developing countries where legal and regulatory frameworks may be weaker.
International Corporate Governance Network (ICGN) Principles: The ICGN is an
investor-led organization that promotes effective corporate governance globally. Its
principles are from the perspective of institutional investors and address a wide range of
topics, including shareholder rights, board independence, and executive remuneration.
The ICGN's influence comes from its representation of large, global investors.

O O O O O

Common Themes

These international initiatives share several common objectives:

Protecting Shareholders: Ensuring that all shareholders, including minority and foreign
investors, have their rights protected and are treated equitably. This includes rights to
vote, elect directors, and receive material information.

Enhancing Transparency and Disclosure: Promoting timely and accurate disclosure of
all material information, including financial performance, ownership structure, and
governance practices.

Strengthening the Board: Emphasizing the importance of an effective board of directors
that provides strategic guidance, monitors management, and is accountable to
shareholders. They often recommend a mix of independent and non-executive directors.
Recognizing Stakeholders: Acknowledging the role of stakeholders, such as employees,
creditors, and the community, in the long-term success of a company.



Promoting Sustainability: Increasingly, these initiatives are incorporating
environmental, social, and governance (ESG) factors, recognizing that sustainable
practices are crucial for long-term value creation and risk management.

OCED PRINCIPALS

The G20/OECD Principles of Corporate Governance are a globally recognized set of guidelines
for policymakers and companies to improve their corporate governance frameworks. They were
first published in 1999 and were most recently revised in 2023 to reflect changes in capital
markets and evolving concerns like sustainability.

The principles are non-binding, but they serve as a benchmark for national laws and regulations
worldwide, promoting transparency, accountability, and effective governance.

Key Principles

The 2023 Principles are organized into six main chapters:

1.

Ensuring the Basis for an Effective Corporate Governance Framework: This
principle emphasizes that the legal, regulatory, and institutional framework for corporate
governance should promote transparency, efficiency, and a clear division of
responsibilities among different authorities. It also highlights the importance of the rule
of law.

The Rights and Equitable Treatment of Shareholders and Key Ownership
Functions: This principle focuses on protecting and facilitating the rights of all
shareholders, including minority and foreign investors. It covers key rights like the ability
to transfer shares, obtain relevant company information, participate and vote in
shareholder meetings, and elect and remove board members. It also prohibits abusive
practices like insider trading.

Institutional Investors, Stock Markets, and Other Intermediaries: This principle
addresses the role of institutional investors (like pension funds and mutual funds) and
other market intermediaries. It suggests they should have transparent policies for their
governance and voting behavior to ensure they act in the best interest of their
beneficiaries.

The Role of Stakeholders in Corporate Governance: The principles recognize that a
company's long-term success is linked to its relationships with various stakeholders,
including employees, creditors, suppliers, and the community. It encourages companies
to respect the rights of these stakeholders and engage in active cooperation to create
wealth and sustainable enterprises.

Disclosure and Transparency: This principle is about ensuring that companies provide
timely and accurate disclosure of all material information. This includes financial
performance, ownership  structure, governance practices, and, importantly,
sustainability-related information, a new addition to the 2023 revision.

The Responsibilities of the Board: This principle outlines the board's key functions. It
should provide strategic guidance to the company, effectively monitor management, and



be accountable to both the company and its shareholders. The 2023 revision also provides
new guidance on the board's role in managing sustainability and resilience.

*CADBURY COMMITTEE REPORT

The Cadbury Committee Report, officially titled "Financial Aspects of Corporate Governance,”
was a landmark report published in the UK in 1992. It was a direct response to a series of high-
profile corporate scandals and failures in the late 1980s and early 1990s, such as those involving
the Bank of Credit and Commerce International (BCCI) and Robert Maxwell's companies. The
report's primary goal was to restore public and investor confidence in the integrity of UK-listed
companies by setting out a Code of Best Practice for corporate governance.

The report’s main innovation was the introduction of the "‘comply or explain™ principle. Instead
of recommending a rigid, mandatory legal framework, it proposed a voluntary code that
companies could either follow or explain their reasons for not following in their annual reports.
This approach was designed to promote flexibility and avoid a one-size-fits-all model while still
encouraging a high standard of governance.

Key Recommendations

The Cadbury Report's recommendations were divided into three main areas: the board of
directors, auditing and financial reporting, and the rights and responsibilities of shareholders.

1. Board of Directors

The report focused on strengthening the board's structure and role to ensure effective oversight of
management.

e Separation of Roles: It recommended that the roles of the Chairman and Chief
Executive Officer (CEO) should be separated to prevent a single individual from having
too much power.

e Non-Executive Directors (NEDs): The report emphasized the importance of having a
sufficient number of independent non-executive directors on the board. These
directors, who are not involved in the company's day-to-day operations, were seen as
crucial for providing an objective and impartial perspective.

e Board Committees: It recommended that companies establish key committees, such as
an Audit Committee and a Remuneration Committee, composed mainly or entirely of
non-executive directors. This was to ensure that important matters like financial reporting
and executive pay were handled with independence and transparency.

2. Auditing and Financial Reporting

The report sought to improve the reliability and integrity of a company's financial information.



o Board's Responsibility: It clarified that the board of directors is ultimately responsible
for presenting a "'balanced and understandable™ assessment of the company's financial
position in its annual report.

e Audit Committee: The report's call for an audit committee of non-executive directors
was designed to improve the relationship between the company's board and its auditors,
providing an independent check on the financial statements.

e Internal Controls: It recommended that directors report on the effectiveness of the
company's internal control systems.

3. Shareholder Rights and Relations

The report highlighted the importance of clear communication and accountability to
shareholders.

o Disclosure: It stressed the need for full and clear disclosure of a company's governance
practices, especially regarding executive compensation.

o Dialogue: The report encouraged a constructive relationship between companies and
their institutional shareholders, recognizing that active investor engagement is a key
driver of good governance.

The Cadbury Report was groundbreaking and became the foundation for subsequent corporate
governance codes in the UK, including the current UK Corporate Governance Code. Its
influence also extended internationally, as its principles of board independence, transparency,
and accountability were adopted by many other countries and global organizations.

SARBANES OXLEY REPORT

The Sarbanes-Oxley (SOX) Act of 2002 is a U.S. federal law enacted to protect investors from
fraudulent accounting activities by corporations. It was a direct response to a series of major
corporate and accounting scandals in the early 2000s, such as those involving Enron and
WorldCom, which cost investors billions of dollars and eroded public trust in financial markets.
The law mandates strict reforms to financial record-keeping, corporate governance, and auditing
practices for all public companies in the United States.

Key Provisions of SOX

SOX is divided into eleven titles, each addressing a specific area of corporate and financial
reform. The most impactful provisions include:

e Public Company Accounting Oversight Board (PCAOB): This provision established
the PCAOB, a non-profit corporation that provides independent oversight of the audits of
public companies. It sets auditing standards, conducts inspections, and can discipline
accounting firms. This ended the accounting industry's long history of self-regulation.

e Auditor Independence: To prevent conflicts of interest, SOX restricts the types of non-
audit services (like consulting) that an accounting firm can provide to its audit clients. It
also requires the rotation of lead audit partners every five years to ensure a fresh



perspective and reduce the risk of a too-close relationship between the auditor and the
company.

o Corporate Responsibility for Financial Reports: This is one of the most critical and
well-known sections. It requires that the Chief Executive Officer (CEO) and Chief
Financial Officer (CFO) of a company personally certify the accuracy and completeness
of their financial reports. By doing so, they are held legally accountable for any
fraudulent activity or misstatement, with potential for severe fines and imprisonment.

e Enhanced Financial Disclosures: SOX requires companies to be more transparent in
their financial reporting. This includes disclosing off-balance-sheet transactions, pro
forma financial information, and transactions with insiders. It also requires companies to
have an internal control framework in place to ensure the accuracy of financial
reporting, which is annually assessed by both management and external auditors.

e Criminal and Civil Penalties: The act introduced and enhanced penalties for corporate
fraud. It made it a criminal offense to knowingly alter, destroy, or conceal documents
with the intent to impede a federal investigation. Penalties for securities fraud and other
related crimes were significantly increased, with executives who willfully certify
fraudulent financial reports facing fines of up to $5 million and prison sentences of up to
20 years.

e Whistleblower Protection: To encourage employees to report corporate fraud, SOX
provides legal protection for whistleblowers from retaliation by their employers. This
provision prohibits companies from firing, demoting, or discriminating against
employees who report suspected illegal activities.

The Sarbanes-Oxley Act fundamentally changed corporate governance in the U.S. by shifting the
focus from a purely voluntary model to a more rigid, compliance-based framework.

*EMERGING TRENDS IN CORPORATE GOVERNANCE

Emerging trends in corporate governance are pushing companies to expand their focus beyond
just shareholder value to a broader range of stakeholders. These trends are largely driven by a
demand for greater transparency, accountability, and long-term sustainability from investors,
regulators, and the public.

1. Rise of ESG (Environmental, Social, and Governance)

ESG factors are no longer a niche consideration but a core component of corporate governance.
Investors are increasingly using ESG metrics to evaluate a company's risks and long-term value.
Boards are now expected to integrate these factors into their strategy and risk management.

e Environmental (E): Deals with a company's impact on the planet, including climate
change, carbon emissions, waste management, and resource depletion.

e Social (S): Focuses on a company's relationship with its stakeholders, such as employee
well-being, labor practices, diversity and inclusion, and community relations.

e Governance (G): Pertains to the internal systems of a company, including board
diversity, executive compensation, and internal controls. This is the foundation that
enables a company to manage the 'E' and 'S’ factors.



2. Focus on Stakeholder Capitalism

The traditional "shareholder primacy” model, which prioritizes maximizing profits for
shareholders above all else, is being challenged by the concept of stakeholder capitalism. This
model suggests that a company's purpose is to create value for all stakeholders—including
employees, customers, suppliers, and the community—not just shareholders. Corporate
governance is evolving to reflect this shift, with boards expected to consider and report on the
interests of a wider group of constituents.

3. Increased Board Diversity and Expertise

There's a growing recognition that diverse boards lead to better decision-making and
performance. Diversity is no longer limited to gender and ethnicity; it also includes diversity of
skills, experiences, and backgrounds. Companies are moving away from the "like-for-like"
replacement of directors and are actively seeking board members with expertise in areas like
cybersecurity, digital transformation, and ESG. This also helps mitigate the risk of "groupthink.”

4. Digitalization and Technology in Governance

The rapid pace of technological change is impacting how boards operate and what they need to
oversee.

e Cybersecurity Oversight: Boards are taking a more hands-on role in overseeing
cybersecurity and data privacy risk, recognizing it as a critical enterprise risk, not just
an IT issue.

o Use of Al and Big Data: Boards are beginning to leverage artificial intelligence (Al) and
big data to analyze complex information, identify risks, and improve decision-making
efficiency.

e Virtual Governance: The adoption of virtual board meetings and digital platforms has
become more common, offering greater flexibility and efficiency in communication and
information sharing.

5. Increased Shareholder Activism [

Shareholders, especially large institutional investors, are becoming more active and vocal. They
are using their voting power and engaging directly with boards on a wider range of issues, from
executive compensation and climate change to board composition and social justice. This
pressure is forcing companies to be more responsive and transparent in their governance
practices.

*ENVIORNMENTAL SOCIAL GOVERNANCE CONSIDERATIONS

Environmental, Social, and Governance (ESG) considerations are a set of non-financial factors
used to evaluate a company's performance and long-term sustainability. ESG goes beyond
traditional financial metrics to assess a company's impact on its stakeholders and the broader



world. These considerations are increasingly important for investors, regulators, and consumers
who want to align their values with the companies they support.

1. Environmental (E)

The environmental component of ESG looks at how a company acts as a steward of the natural
world. It considers a company's direct and indirect impact on the environment and its strategies
for mitigating environmental risks.

e« Climate Change & Emissions: A company's carbon footprint, greenhouse gas
emissions, and its efforts to transition to renewable energy.

e Pollution & Waste Management: How a company handles air and water pollution,
toxic waste, and its efficiency in resource use.

o Natural Resources: A company's management of natural resources like water, forests,
and biodiversity. For example, a beverage company's water usage or a mining company's
land rehabilitation efforts.

2. Social (S)

The social component addresses how a company manages relationships with its employees,
suppliers, customers, and the communities where it operates. It focuses on the human element of
the business.

e Labor & Human Rights: This includes employee health and safety, fair labor practices,
diversity, equity, and inclusion (DEI), and ensuring there is no child labor or modern
slavery in its supply chain.

o Customer Relations: Data privacy and security, product quality and safety, and ethical
marketing practices.

e Community Relations: A company's impact on local communities, including
philanthropic activities and community engagement.

3. Governance (G)

The governance component is about the internal systems and practices that a company uses to
direct and control itself. It's the framework that ensures the company is managed ethically and
transparently.

e Board Structure & Diversity: The independence, diversity (in terms of skills, gender,
and ethnicity), and effectiveness of the board of directors.

o [Executive Compensation: The transparency and fairness of executive pay, and its
alignment with the company's long-term performance and sustainability goals.

e Accountability & Transparency: Internal controls, audit practices, and the company's
overall level of transparency in its reporting to shareholders and the public.

*INVESTOR ACTIVISM AND CORPORATE DIGITAL RESPONSIBILITY



Investor activism and corporate digital responsibility are two distinct, yet increasingly
interconnected, forces shaping modern corporate governance. Investor activism involves
shareholders using their ownership stake to pressure management into making specific changes.
Corporate digital responsibility (CDR) is an emerging framework that holds companies
accountable for the ethical and societal impacts of their digital technologies.

INVESTOR ACTIVISM

Investor activism is a strategy where shareholders use their voting power and public influence
to push for changes within a company. These activists are often hedge funds or large institutional
investors who acquire a significant stake in a company they believe is underperforming. Their
goals can range from financial to social.

e Financial Activism: Aims to increase shareholder value by pushing for strategic changes
like cost-cutting, asset sales, share buybacks, or a change in management.

e ESG (Environmental, Social, and Governance) Activism: Focuses on a company's
non-financial performance. Activists may demand better climate reporting, improved
labor practices, or greater board diversity.

Tactics Used by Activist Investors

e Proxy Fights: Activists will try to get other shareholders to vote for their own slate of
directors to take control of the board.

e Public Campaigns: Using the media and social media to publicly criticize the company's
management and strategy, putting pressure on them to change.

o Shareholder Proposals: Submitting formal proposals for a vote at the company's annual
general meeting (AGM) on issues such as executive compensation or a specific social

policy.

Corporate Digital Responsibility (CDR) [

Corporate Digital Responsibility (CDR) is an extension of traditional corporate social
responsibility (CSR) principles to the digital world. It's a set of practices, policies, and behaviors
through which an organization responsibly manages its use of data and digital technologies.

CDR recognizes that while technology can create significant value, it also poses new risks and
ethical challenges related to data privacy, algorithmic bias, and digital sustainability.

Key Components of CDR

o Data Ethics and Privacy: Ensuring the ethical acquisition, use, and protection of
customer data. This goes beyond legal compliance (like GDPR) to build stakeholder trust.

e Algorithmic Transparency and Fairness: Addressing issues of bias in artificial
intelligence (Al) and automated decision-making systems to ensure they don't
discriminate against certain groups.



o Digital Inclusion: Promoting equitable access to digital products and services, and
avoiding the creation of a "digital divide" within society.

« Digital Sustainability: Reducing the environmental impact of digital operations, such as
the high energy consumption of data centers and digital infrastructure.

*INTERCONNECTION BETWEEN INVESTOR ACTIVISM AND CDR

The rise of investor activism, particularly focused on ESG issues, is a major driver behind the
adoption of CDR. Activist shareholders are increasingly holding companies accountable for their
digital practices, treating them as a material ESG risk.

o Risk Management: Investors recognize that poor digital governance can lead to massive
fines, reputational damage, and loss of customer trust. Activists may pressure companies
to disclose their cybersecurity policies or data governance frameworks to mitigate this
risk.

e Long-Term Value Creation: Activists argue that a strong CDR framework is not just an
ethical consideration but a strategic necessity for long-term value. Companies that build a
reputation for ethical data use are more likely to attract and retain customers and talent.

e Accountability: CDR provides a new set of metrics for activists to use when evaluating a
company's performance. Instead of just focusing on financial returns, they can demand
transparency on issues like Al ethics or the carbon footprint of their cloud computing
Services.

In short, investor activism is increasingly serving as a mechanism to enforce the principles of
corporate digital responsibility, pushing companies to be more ethical, transparent, and
accountable in their digital operations.

CHALLENGES IN CORPORATE GOVERNANCE IN EMERGING
MARKETS

Corporate governance in emerging markets faces unique challenges stemming from weak legal
frameworks, concentrated ownership, and institutional shortcomings. While many emerging
economies have adopted governance codes similar to those in developed countries, their
effectiveness is often limited by the local context.

1. Concentrated Ownership and Family Control

Unlike the dispersed ownership model in the US and UK, companies in emerging markets often
have a concentrated ownership structure. A single individual, family, or state entity typically
holds a controlling stake.

e Minority Shareholder Expropriation: The biggest risk here is the expropriation of
minority shareholders by controlling owners. This can happen through related-party
transactions, asset stripping, or funneling profits to other family-owned businesses at the
expense of public investors.



o Weak Board Independence: Boards of directors are often composed of family members
or close associates, which undermines the independence and effectiveness of the board.
This makes it difficult for a board to provide objective oversight of management or
challenge the decisions of the controlling owner.

2. Weak Legal and Regulatory Environment [

Emerging markets often have less developed legal systems and weaker regulatory bodies.

e Lack of Enforcement: While laws may exist on paper, their enforcement is often
inconsistent or slow. This means that even if a minority shareholder has a valid claim of
being mistreated, they may have little recourse through the legal system.

e Corruption: Corruption can undermine the integrity of the entire governance system. It
can influence court rulings, regulatory decisions, and business dealings, making it
difficult for foreign investors to trust the system.

e Poor Disclosure: Companies may not be required to disclose as much financial and non-
financial information as in developed markets, or the information they do provide may be
unreliable or opaque.

3. Lack of Institutional Investors and Shareholder Activism

Developed markets have a powerful counterbalance to poor governance in the form of large,
activist institutional investors (e.g., pension funds and mutual funds).

o Passive Investors: Domestic institutional investors in emerging markets are often less
active and may lack the financial power or incentive to challenge controlling
shareholders.

o Limited Activism: Without a strong base of activist investors, it is difficult to hold
management accountable. This gives controlling owners and management more freedom
to pursue their own interests.

4. Cultural and Social Factors

Cultural norms can also play a significant role in shaping corporate governance practices.

o Paternalistic Management: A paternalistic approach to management, where the
company is seen as a family enterprise, can lead to a lack of professionalism and a
resistance to external oversight.

e Nepotism: Hiring and promotions may be based on family ties rather than merit, which
can weaken the company's talent pool and decision-making capabilities.
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