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Abstract

Over the last two decades corporate governance practices have
gained increased attention mainly owing to the questionable business
practices and corporate scandals that had taken place globally. This made
introduction of corporate governance reforms a high priority in most countries
in the world. In this context, the objective of this study is to examine how
corporate governance reforms have taken place in Sri Lanka, their salient
characteristics and their implications on the corporate sector. This study
had been carried out as an exploratory study of corporate governance reforms
introduced from 1997 to 2008, the period in which the main reforms had
taken place in the country These reforms have been carried out in Sri Lanka
via the introduction of codes of best practices on corporate governance,
which advocate core corporate govemance perspectives such as improvement
of accountability, integrity, efficiency, and transparency that the companies
should follow to ensure their sustainability. Acommon feature of these reforms
istheircloseallegiancetotheAnglo-Saxon Model of Corporate Governance,
which enjoys hegemony in corporate governance reforms around the globe.
However, this model is in conflictwith some keyfeatures ofcorporate sector
in Sri Lanka particularly with the concentrated corporate ownership structure.

1. This paper has been developed based on the PhD thesis'Level of
infomativeness of annual repofts and cotporate govemance : A study of Si Lankan
quoted public companies and the subsequent studies done by the author on
corporcte governance in Sri Lanka.
' Professor in Accounting, Depadment of Accounting, University of Sri
J a,.'ewardenepura, Ganqodawila, Nugegoda,Sri Lanka.
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lntroduction

Governance has become an issue of interest ever slnce

discussed issue today owing to constant occurrence of corporate

frauds, abuse of managerial power and social irresponsibility of

corporate entities. Therefore, a quest for good corporate governance

oan be lvitnessed todaY.

functional definition on corporate governance.

and spells out the rules and procedures for making decisionB on

corporate affairs. By doing this, it provides the structure througn

which the objectives of the company are set, and malnl of

attaining those objectives and monitoring performgn0a,
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The essence of these definitions is that the corporate
governance is the system and processes by which companies are
supervised, directed and controlled as well as the way directors
discharge their accountability to shareholders and other stakeholders
of a company However, corporate governance has wider
implications to the economic and social well-being of a cot-tntry, flrsl,
in providing the incentives and performance measures to achieve
business success and second, by providing the accountability and
transparency to ensure the equitable distribution of the resulting
wealth (Clark, 2004). The contribution of corporate governance for
the stability and equity of society is aptly captured by the following
definition of Adrian Cadbury made in 2004:

Corporate governance is concerned with holding the balance
between economic and social goals and between individual anci

communal goals. The governance framework is there to
encourage efficient use of resources and equally to require
accountability for the stewardship of those resoutces The aim
is to align as nearly as possible the interesis of individuals,
corporations and society.

These wider social and economic implications have made
corporate governance a global issue. Thus, the iniroduction of
corporate governance reforms has become a high priority in both

developed and developing countries in the world. However, the
impetus for corporate governance reforms in both developed and
developing countries has much deeper roots relating to the iarger
historical experience of the countries in question and structural
changes in the global political economy (Reed, 2004a). These deep
roots affect the nature of corporate governance reforms carried oui
' r these countries. This has resulted in practising different systems
Jf corporate governance in the world

These different syslems of corporate governance can be

broadly demarcated as Anglo-Saxon (market-based) Model of
Corporate Governance in the United States of America (USA) and
United Kingdom (UK), and Relationship-based (in sider-system)
l\4odel of Corporate Governance in Europe and Asia-Pacific

glo-Saxon l\4odel based
the gap between the

i ard the hetefogeneous
3se reforms are betng
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Countries. Sheard (1998) points out that the key difference between

the two systems relates,

to where the locus of corporate monitoring and control resides

and how circumscribed the rules of the game, and participation

in it, are. In an insider-based system, corporate governance

functions are carried out by a small number of readily identifiable

economic agents, such as "main banks" or large parent firms,

and corporate control events are subject to a high degree of
internal regulation by the key parties concerned, including

incumbent management. In market-oriented systems, a diverse
set of monitoring and control mechanisms exist and which one
prevails in a given set of circumstances is left to competitive
market forces.

The key distinction between the two systems is made in
relation to who plays the dominant role in monitoring and control of
a company (i.e. whether banks orthe stock market is the main locus

of monitoring and control). These systems of corporate governance

that have been evolved in the developed countries have been

transmitted to developing countries via corporate governance

reforms. Hence, an important issue to investigate is how corporate
governance reforms have been carried out in Sri Lanka.

In this context, the objective ofthis study is to examine how

the corporate governance reforms have taken place in Sri Lanka,
and their salient characteristics and implications on the corporate
sector. Sri Lanka is one of the fastest growing emerging markets in
the South Asian Region and follows an open economic policy from
the year 1977. The open economic policies have lead to a revival in

the country's corporate sector and as a result, governance of
corporate entities has become an important area of consideration.
Hence, corporate governance reforms in the country have taken
place in combination with the economic liberalization policies
undertaken in the country. Further, the influence of British systems
is visible in many areas including in corporate governance reforms
as the country had been subject to British colonial rule for over 150
years (Senaratne & Gunaratne, 2008a). Thus, this study oxarnines
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Corporate Governance Reforms in Sri Lanka

the corporate governance reforms in Sri Lanka in the larger context

in which they have been carried out in the country

This study had been carrled out as an exploratory study of
corporate governance reforms introduced in Sri Lanka from the year

1997 to year 2008, the period in which the main reforms had taken

ptace in the country. The findings of the study have been analyzed

by drawing inferences from the extant literature on corporate
governance reforms and previous studies done by the author on

corporate governance model and practices in Sri Lanka lt is

important to explore how corporate governance reforms have been

undertaken in the country to identify their prospects, the associated

issues and the adherence of corporate entities to these reforms.

Hence, this exploration and analysis would provide useful insights

into future corporate governance reforms in Sri Lanka Although the

findings of this paper specifically relate to Sri Lanka, they could

have implications on other countries, which have undertaken similar

corporate governance reforms.

The remainder of the paper is organized as follows Section

2 presents the state of corporate governance reforms in Sri Lanka

during the period 1 997 to 2008. Section 3 describes the Anglo-Saxon

nature ofthe corporate governance reforms carried out in Sri Lanka.

Section 4 presents concerns raised as to the application of Anglo-

Saxon Model of Corporate Governance in the Sri Lankan context.

Section 5 presents the conclusions of the study

State of Corporate Governance Reforms in Sri Lanka

Corporate governance reforms were introduced in Sri Lanka

from late 1990s by way of codes on corporate governance best
practices, which sets out recommendations on the responsibilities,
structure and organization of the board of directors with the aim of

improving its monitoring role. These codes have been developed
on the assumption that ownership and control of corporate entities
are separated andasa result,theboardof directors is pivotal in the
relationship betvveen the shareholders (owners of resources) and
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the management (controllers of resources) ofthese entities. Hence,
the central issue addressed in these codes is the protection of
shareholders' rights'? that delineates the separation between
ownership and control.

Firstly, these codes were issued as voluntary codes, which
do not prescribe the corporate behaviour in detail but try to secure
sufficient disclosures on corporate governance so that stakeholders
of corporate entities can assess the corporate governance practices

and respond in an informed way. However, lately, alongside with
these voluntary codes, a number of mandatory codes on corporate
governance have been introduced. A main feature of all these codes
is that they have been devised based on the developments that had

taken place in this respect in UK.

Both these voluntary and mandatory codes mainly focus on
improving the governance practices of companies listed on the
Colombo Stock Exchange (CSE). As these companies raise public

funds, they are considered as most accountable entities in the
society. Further, some of the mandatory codes deal with
economically vulnerable sectors such as banking and finance
companies. As these institutions depend on the public deposits they
are largely accountable to the society. The corporate governance
reforms introduced via these voluntary codes and mandatory rules
are described in the subseouent sections.

2 OECD Principles (1999 and 2004) classify shateholders' rights into two main
categories: (1) Bundle of tighls that constitute ownership and (2) Shareholders'
rights delineates the separction befuveen ownership and control. Tho ights asso'
ciated with the ownership are usually protected by the Company Law of the coun'
try. On the other hand, the focus of Corporate Govenance Best Practico is mainly
on the second category. Since OECD (1999 and 2004) sets out an international
benchmark on corporate governance fot individual countrios to develop theit own
frameworks, it covers both types of shareholderc' ights However, the Codes of
Best Practice developed in individual countries mainly focus on lhe second cat-
eEory of shareholders' rights.
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a) Voluntary Codes of Best Practice on Corporate Governance

The first voluntary code of best practice introduced in Sri

Lanka is the 'Code on Best Practice on matters relating to Financiai

Aspects of Corporate Gov rnance' issued in December 1997 by

thelnstituteof CharteredA countants of Sri Lanka (ICASL) to deal

withfinancial aspects of corporate governance This was a biueprint

of the Cadbury Code (1992) - Financial Aspects of Corporate

Governance; the first code of corporate governance introduced in

UK and is also considered as the first code of best practice developed

based on the Anglo-Saxon Model of Corporate Governance The

Cadbury Code was designed to achieve the necessary high

standards of corporate behaviour through strengthening the unitary

board system (board which consists of both executive anC non-

executive) and increasing its effectiveness. This same objective was

embraced in the ICASL Code and it dealt with the fo!iowing aspects

covered in the Cadbury Code: the structure and respc nsibilities cf
the board of directors; the role of auditors; and the rights anci

responsibilities of shareholders.

Owing to the changes that haC taken place in corporate

Code 1998). Hampel Code endorsed a majority of findirlgs of both

Cadbury Code and Greenbury Code (1995), which set the best

practice in determining and accounting directors' i-emuneratlon'

However, it did not concern solely on the prevention of abuse (which

was the focus of both Cadbury and Greenbury Codes3) ltisequally
concerned with the positive contribution which good corporate
qovernance can make. Hence, the focus of Hampel code was much

3. codes h ln tesqonse

b wrong- i se lo corpo-

ra om1ens in the Priva-

tized utilities in the second Thus, both fhese codes focused largely on the pre-

vention of abuse
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larger compared to the previous codes and it identlfied principles of
corporate governance in relation to the role of directors, directors'
remuneration, role of shareholders and audit and accountability.
ICASL Code (2003) too followed the same pattern and accordingly
it identified principles on corporate governance under two main
headings: The Company and Institutional Shareholders. The section
on'The Company' provided principles on corporate governance in
relation to four main areas: directors; directors' remuneration;
relations with shareholders; and accountability and audit. On the
other hand, the section on'lnstitutlonal Shareholders' provided
principles on corporate governance in relation to institutional
investors and other investors.

However, by this time, UK had gone a long way forward by
introducing the Combined Code (2003) which superseded and
replaced the Combined (Hampel) Code (1998), by drawing from
three other codes that were develoDed between 1998 and 2003 to
deal with some specific areas of corporate governance - Turnbull
Report on Internal Controls (1999), Smith Report on Audit
Committees (2003) and Higgs Report on Review of the Role and
Respon sibilities of Non-Executive Directors (2003). Further,
Sarbanes-Oxley Act (which is considered as the single most
important piece of legislation affecting corporate governance,
financial disclosure and the practice of public accounting since the
US securities laws of the early 1930) was introduced in USA in 2002
aftermath of the collapse of mega corporate entities - Enron and
WorldCom. This shows that Sri Lankan codes on best practice have
not kept pace with these latest global developments in corporate
governance. However, a number of supplementary codes and
guidelines to ICASL Code were developed during this period to deal
with specific aspects or areas of corporate governance. These
include 'ICASL Code of Best Practice on Audit Committees 2002'to
provjde detail guidance on the scope and functions of the audit
committee of listed companies, 'Code of Corporate Governance for
Banks and Other Financial Institutions 2002' issued by the Central
Bank of Sri Lanka and'Guidelines for Listed Companies in respect
of Audit and Audit Committees 2004' issued by the Securities and
Exchange Commission (SEC).
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CorDorate Governance Reforms in Sri Lanka

The ICASL Code (2003) was subsequently replaced by the
'Code of Best Practice on Corporate Governance (2008)', which
has been prepared by ICASL jointly with the SEC for voluntarily
compliance of listed companies in conjunction with the mandatory
rules on corporate governance that have been incorporated into the
CSE Listing Rules. This Code provides a revised series of
recommendations on corporate governance best practices under
the two broad headings 'The Company' and 'Shareholders', by
drawing largely from the UK Combined Code 2003 on Corporate
Governance. The revised ICASL code is a comprehensive code,
which covers principles on corporate governance in relation to
directors, directors' remuneration, relations with shareholders,
accountability and audit, institutional investors, and other investors.
A special feature of this code is that it requires companies to adopt
a Code of Business Conduct and Ethics for directors and senior
managemenl.

b) Mandatory Rules on Corporate Governance

The rules on corporate governance have been made
mandatory for listed companies from April 2008 by incorporating
them into the CSE Listing Rules. These mandatory rules have been
developed through a joint initiative of ICASL and SEC in consultation
with the CSE. The Section Seven of the Listing Rules (the section
on continuing listing requirements) deals with these rules on
corporate governance that prescribes the minimum number of non-
executive and independent directors to be present on the board,
the criteria for determining 'independence' of non-executive directors,
disclosures required to be made in respect of the directorate, ard
the minimum requirements to be met in respect of the audit
committee and the remuneration committee. ln respect of both audit
committee and remuneration commiftee, the composition, functions
and the relevant disclosures in the annual report have been specified.
These rules have also been largely derived from international
corporate governance codes especially from UK Combined Code
2003. However, these rules at first instance provide only the minimum
standards to be met by a listed company. Hence, ICASL Code of
Best Practice (2008) is expected to comply voluntarily by companies
in conjunction with these mandatory rules.
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Among other things this revised code addresses the following

areas not covered in the Listing Rules: appointments to the board

(establishment of a nomination committee); re-election of directors;
performance evaluation of directors; separation of roles of chairman

and CEO; supply of information to directors; board and board

committee meetings; internal controls, financial reporting; relations

with shareholders and the role of institutional shareholders
(Senaratne & Gunaratne, 2008b). T have to

devise their corporate governance both the

mandatory rules included in the List ciples of

ICASL Code (2008). The inkoduction of these mandatory listing rules

on corporate governance can be considered as a signtficant move

towards the improvement of governance practices of Sri Lankan

listed companies in the context that there was a functional
convergence , market based and

firm-level cha Previous voluntary

codes of com ,2007a) Thus, the

standards.

On the other hand, the Cenkal Bank of Sri Lanka (CBSL)

has also issued a mandatory code of corporate governance - the

Banking Act Direction No. 01 of 2008 on Corporate Governance for

Licensed Commercial Banks in Sri Lanka in April 2008, which banks

management functions delegated by the board, roles of chairman

and CEO, board committees, related party transactions and

disclosure. Further, the CBSL has issued Direction, No 03 of 2008

on Coroorate Governance for finance companies res,istcrcd under
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shareholder wealth; (2) A one-tier board of directors. Executive and
supervisory responsibilities ofthe board are condensed in one legal

entity. There are executive and non-executive directors, with both
classes being appointed and dismissed by the general assembly of
shareholders. This one{ier board is commonly described as a unitary
board; (3) Stock markets play a more important role than they do in

the other groups of countries; (4) There is an active market for
corporate control and takeovers are a common occurrence; (5) With
regard to concentration of ownership, companies are relatively widely

held. (Ownership concentration is low); (6) With regard to executive
compensation, performance dependent schemes are common and
(7) The system of corporate governance is characterized by relatively

short-term economic relationships. This model has been
characterized as disclosure based, as dispersed investors require
reliable and adequate information flows in order to make informed
investment decisions.

The global convergence towards Anglo-Saxon lvlodel
compared to the other systems of corporate governance can be
attributed to the success ofthe new economy in the USA in the late
1990s. This process was further strengthened by the proponents of
the 'globalization thesis of corporate governance', which sees the
rise of foreign direct and portfolio investment as a force tending
towards homogeneity in corporate governance reforms. However,
Sri Lanka's inclination towards this model is associated with both
historical and economic factors underlying corporate governance
reforms (Senarathe & Gunaratne, 2008a). These factors have
contributed towards the hegemony of Anglo-Saxon Model in
corporate governance reforms in Sri Lanka as in the case of most
other developing countries.

The historical reasons refer to strong historical ties of Sri

Lankan corporate entities with Anglo-Saxon Model as a legacy of
the British colonial rule in the country from 1796 to 1 948. The
introduction of corporate form of entities as well as share trading to

Sri Lanka dates back to the British Cotonial rule in the country. Even
most of the corporate entities presently listed on the CSE also have
roots dating back to British era. Senaratne (2007) finds two
categories of such listed companies: (1) Companies that have
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Corporate Governance Reforms in Sri Lanka

commenced during the Britlsh rule and continued after independence
with or without foreign owners and (2) Companies that have
commenced after independence through the amalgamation of
several entities formed during the British rule. Even though
indigenous businesses progressed after gaining independence in

1948, the traditional loyalty to this model did not fade away mainly

due to the professional bias towards this system and development
of Sri Lanka's company law based on the British company law
(Senaratne & Gunaratne,2008a) These faciors show howthe past

history of the country has impacted on its corporate governance

reforms.

On the other hand, the economic reasons include the
adoption of liberalized economic policies in Sri Lanka and the
influence of the international funding agencies such as World Bank

and International Monetary Fund (ll\4F) on developing countries.
With the adoption of liberalized economic policies in Sri Lanka in

yeat 1977 , private sector companies play the dominant role in the
Sri Lankan economy and Anglo-Saxon lvlodel is the logical counter-
part to unleash the development potential of these companies
Business interests promoted by economic liberalism and
deregulation tend to favour the Anglo-Saxon Model. This move has

been further intensified by the economic globalization, which has

changed the landscape of international political economy
Furthermore, the funding agencies usually advocate the use of a
market based model on corporate governance through their
structural adjustment programmes introduced in developing
countries like Sri Lanka, who are at the mercy of these agencies
due to poor economic performance. These programmes include a
variety of features that induced a move towards an Anglo-Saxon
approach to corporate governance.

Even though there are both historical and economic reasons
associated with the adoption of the Anglo-Saxon Model of Corporate
Governance by developing countries, it is questionable whether this
adoption reflects a truly democratic process. This model has not

evolved in these countries over a period of time to su it their economic,
legal and other developments. Instead, the developing countries
have adopted this model due to either its close allegiance to the
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accounting and legal systems of these countries inherited from

colonial masters or various international pressures discussed above

Hence, it is arguable whether such ly the

corporate governance requirements ke Sri

Lanka. Aguilera et a/. (2007) state nts of

Anglo-Saxon corporate governance often absent in other countries

where corporate governance practices interact in different
combinations and display a different set of com plementarities'

Senaratne and Gunaratne (2007a), which examined the corporate

governance reforms in the country.

Concerns a bout Ang lo-Saxon Model of Corporate Governance
Reforms

Even though Anglo-Saxon lvlodel enjoys hegemony in

introducing corpora s in Sri Lanka, there are

many conaerns as t e reforms While some of

these concerns are others are more inherent

and question the efficacy of the model as revealed in the similar

studies done in other countries (Reed, 2004a) This section examines

some of these main issues that have been raised in relation to the

Anglo-Saxon Model of Corporate Governance in the Sri Lankan

context. These are addressed under the headings ownersnlp

structure, shareholder approach, markets for capital and corporate

control, external focus and political economy considerations'
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Corparate Governance Refarrns in Sri Lanka

(a) Ownership Structu re

One of the main concerns about the model relates to the
ownership structure of Sri Lankan companies. lvlost of the Sri Lankan
companies are characterized by a high degree of ownership
concentration with the presence of a controlling shareholder
(Samarakoon 1999; Senaratne & Gunaratne, 2007b) in contrast to
the widely held corporate ownership structure presumed in the Anglo-
Saxon l\4odel. Since the Ang lo-Saxon lVlodel assumes that corporate
entities have a widespread equity ownership, these organizations
are characterized by separation of ownership and control between
shareholders and managers andthus, by a primary agency problem
between the managers and the shareholders. However, owing to
the high ownership concentratron in Sri Lankan corporate entities,
the primary agency problem ls witnessed between the controlling
shareholders and the minority shareholders not between the
shareholders and the managers (Senaratne & Gunaratne, ibid )

This is a common phenomenon in developing countries La Porta
etal. (1999) have suggested that in developing countries the primary
agency problem has historically been between majority (controlling)
shareholders and minority shareholders nol between the owners
and the managers as usually advocated in the Anglo-Saxon Model.
Hence, the corporate governance issues of these countries should
be considered from this context.

The presence of a controlling shareholder has a strong
impact on the corporate governance structure particularly on the
appointment of directors, independence of non-executive directors,
separation of roles of chairman and CEO, and succession planning
and performance evaluation of directors (Senaratne & Gunaratne,
2007b). This is mainly because of the controlling shareholder's
power to install whoever heishe wishes as managers. The study
also finds that the corporate control mechanisms such as pyramid
and cross-holding ownership structures are used by the controlling
shareholders to achieve control rights excess of cash flow rights in
a company. Hence, this situation could lead to the possibility of worse
corporate governance problems including the expropriation of
minority rights by the controlling shareholders to gain private benefits,
whlch is termed in the literature as'tunnelhng' (Johnson etal., 2000).

15
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Tunnelling could create a serious barrier to financial development
as it would lead to thinning of capital markets and drying up of low-
cost equity financing options for companies. Thus, the critical
corporate governance issue in Sri Lanka is the protection of the
rights of minority shareholders. However, it is questionable whether
corporate governance reforms based on Anglo-Saxon Model could
address this critical issue.

The presence of a controlling shareholder in most Sri Lankan
comoanies is associated with certain cultural factors and
inadequacies in the legal system of the country (Senaratne &
Gunaratne, 2008a). In terms of cultural factors, the presence of a
controlling shareholder is closely linked to the characteristic -
collectivism. Hofstede (1994) reveals that Asian societies are
collectivistic societies, which concern for much wider group and
emphasize belongingness that can extend to organizations.
Senaratne and Gunaratne (2007b) find that the ultimate controlling
shareholder in most Sri Lankan companies is an individual or a family
as in most other Asian countries (Claessens et al., 2000,
Bhattacharyya, 2004). The key concern of family ownership is that
it leads to the majority of directorships in these companies being
held by the family members and the transferring the management
of the companies from one generation to another of the controlling
shareholder family. On the other hand, inadequacies in the Sri
Lankan legal structure for the protectron of investors' rights have
also contributed towards the presence of a controlling shareholder.
Thus, corporate governance reforms should be considered from a
broader context of socio-economic, political and legal factors of a
country.

(b) Shareholder Approach

The central theme of the Anglo-Saxon Model is shareholder
primacy advocated in the agency theory where the board ofdirectors
is accountable mainly to the shareholders. The agency theory offers
shareholders a pre-eminent position in the firm as its residual risk
takers and suggests that shareholders are the principals In whose
interest a company should be run even though they rely on others
for the actual running of the organization. Although the shareholder

Sri L
an

ka
 Jo

urn
al 

of 
Adv

an
ce

d S
oc

ial
 S

tud
ies

 

Nati
on

al 
Cen

tre
 fo

r A
dv

an
ce

d S
tud

ies
 in

 H
um

an
itie

s a
nd

 S
oc

ial
 S

cie
nc

es
 (N

CAS) 

 



Socla/ Sfudr'es Vol 1 No 1

to financial developmenl
ets and drying up of low-
ln ies. Thus, the critical
is the protection of the

t is questionable whether
,nglo-Saxon Model could

holder in most Sri Lankan
n cultural faclors and
l country (Senaratne &
)ctors, the presence of a
I to the characteristic -

hat Asian societies are
' much wider group and
(tend to o rg a n izatio ns
?t the ultimate controlling
!s an individual or a family
aessens et al., 2000;

F family ownership is that
these companies being

;ferring the management
another of the controlling
inadequacies in the Sri
of investors' rights have
r controlling shareholder.
JId be considered from a

:al and legal factors of a

xon Model is shareholder
rere the board of directors
The agency theory offers
e firm as its residual risk
e the principals in whose
lough they rely on others
Although the shareholder

Corparate Goventance Reforms in Sri Lanka

approach is logically most compatible with the Anglo-Saxon Model,
it gives a narrow connotation to the roles and respo nsibilities of the
board of directors, who is responsible for the governance of
companies. Reed (200ab) cites that the justifjcation of the
shareholder model is based upon one ofhvo foundations: libertarian
approach, which is based on a claim of strong property rights and
utilltarian analysis, which argues that companies can maximize social
utility by focusing on shareholders' interests. Hence, central claim
of this model lies on the idea that the maximisation of shareholder
value provides the best avenue for maximising the performance of
the economic system as a whole and thereby the well-being of
citizens in the society However, this position contradicts the
concentrated ownership structure prevalent in countries like Sri
Lanka where the controlling shareholder has the powerto determine
the policies of a company and as a result, the critical governance
issue is the protection of the rights of minority shareholders and
other stakeholders ofthe companyfrom the power ofthe controlling
shareholder nol the protection of shareholders in general from the
oppoftunism of managers.

This type of a model may noi effectively address the needs
of other stakeholders of the company as it was clearly evident in
corporate collapses such as Enron, WorldCom and Golden Key.
These cases highlig ht even thoug h agencytheory based governance
model looks at the self-rnterested inclination of corporate
management, it does not consider relationship of a company with
Its different stakeholders and thereby fails to address their concerns.
ln contrast to this shareholder approach advocated ln Anglo-Saxon
lvlodel, stakeholder models of corporate governance argue that
companies have responsibilities to parties other than shareholders
and that any fiduciary obligations owed to shareholders to maximize
their wealth is subject to the constraint of respecting obligations
owed to other stakeholders of the organization. Thus, in order to
comprehend the reality of corporate governance in a country, it is
necessary to understand the relationships among different
constituencies of a company. This requires a broader perspective
to be embraced in future corporate governance refci'ms in Sri Lanka
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{c) Markets for Capital and Corporate Control

Akey characteristic of the Anglo-Saxon Model is the presence

of a liquid capital market in the country and a fairly rigorous market

for corporate control. In this governance model, the capital market

occupies a centre stage in terms of channelling society's savings

io firms, exerting corporate control and easing risk management'

Even though Sri Lankan capital market is growing fast, it is still an

emerging market and thus funds are mainly raised by companles

through banks and other financial institutions. In addition' the

investments in the CSE by the general public is at a fairly low level

despite Sri Lanka being one of the fastest growing emerging capital

r-,rarkets in the world. This is to a certain extent associated with

elitism (i.e. dominance of an elite group of businessmen or families)

and emerging business class with political power (this is referred in

iiterature as'crony capitalism') in the Sri Lankan society (Senaratne

& Gunaratne, 20C8a). These factors could also act as a barrier for

the successful implementation of theAnglo-Saxon Model in Sri Lanka

On the other hand, this model expects that an active takeover

market would discipline the underperforming managers through the

exit opiion available to shareholders. However, Senaratne and

Gunaratne (2007b) find that the concentrated ownership structure

of Sri Lankan listed companies act as a barrier to have an effective

coroorate control market i external corporate
governance mechanism arkets. This study

reDorts that in the Sri La takeovers usually

take Dlace not when there is a failure in the management but to

enhance the power of certain individuals or groups of companies.

Thus, many Sri Lankan companies being characterized by a high

degree of ownership concentration acts as a htndrance to have an

active takeover market, a liquid stock market, and arms-length
institutional shareholders. Since the devetopment potential of Anglo-

Saxon Modei rests upon the premise of competitive markets' these

Iimitations associated with the capital market and corporate control

market restrict its ability to function effectively in the Sri Lankan

context.These limitations in turn are associated with the unique socio-

economic characteristics of developing countries in contrast to Anglo-

American countries where this model has been evolved.
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Corporate Governance Reforms in Sri Lanka

(d) External Focus

The Anglo-Saxon Model, whjch js based on agency theory,
examines only the internal monltoring dilemmas of ccr.oorate
governance. However, a corporate entity is an open system, \ rh;ch
interacts wjth the externai environment. lt ib influenced by, and
influences, the environment in which it operates The validity of this
interrelationship is clearly vlsible in corporate scandals that had raKen
place in the world. Hence, it is necessary to consider the external
challenges of carporate governance, an aspect that is not sufficienfly
addressed jn the Anglo-Saxon Model This requires corporaie
governance reforms to take into consideration some theoretical
approaches such as resource dependency theory, institutional theory
and network theory that focus upon the external challenges of
corporate governance in terms of building relationships and securing
resources without limiting to the universalistic approach to corporate
qoveTnance advocated jn the Anglo Saxon Model.

Tho racnr rrno rlononAar, , ,v , urvu, uc uepc, ,uc,)cy theory proposes corporate boards
as a mechanism for managing external dependencies, reducing
environmental uncertainty and reducing the transactions costs
associated with environmental dependency (Hillman et al.,2002).
This role of directors provides access to relationships with suppljers,
customers, public poiicy makers and other social groups without
iimiting their relationsh jp to shareholders. In recent times, intensified
external pressures for greater corporate accountability has focused
more on board involvement in the strategic decision making process.
Institutional theory could also be used to conceptualize the board
response to these external pressures. Although there are several
djstinct schools of thought within this perspective, much of the
institutional theory Iiterature focuses on the concept of isomorphrsm,
whereby organizations confirm to the accepted norms of their
populations (DiMaggio & Powel, 1983). Hence, the institutional
theory addresses lhe use of governance structures and processes
by corporate entities that an environment legitimates as sensible
because it implies responsible management, pleases external
constituencies and avoids potential claims of negligence if something
goes wrong (Eisenhardt, 1988). This is a common phenomenon in
many closely held companies ln Sri Lanka inciuding the Ijsted
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companies with a concentrated ownership structure (Senaratne &

Gunaratne, 2008b). In this context, it is important to consider the
network theory on corporate governance. Though there are different
definitions on network governance, they cluster around two key
concepts: (1) patterns of interaction in exchange and relationships
and (2) flows of resources between independent units (Jones el a/.,

1997). in network governance, coordlnation is characterized by
social systems rather than by bureaucratic structures within firms
and formal contractual relationshios between different entities in
the same group This is particularly applicable to Sri Lankan business
entities, which are related with each other via cross-holding of shares
and the ultimate controlling shareholder is an individual or a family.

Even though the arguments put forward by these theories
have validity in explaining the situation prevailing in most companies
in Sri Lanka, the existing model of corporate governance does not
address these issues as identified in the study of Senaratne and
Gunaratne (2008b). This study finds that the existing model of
corporate governance focuses mainly on having appropriate checks
and balances over management as it has been developed on the
assumpticn that the ownership of listed companies is separated
from the management resulting in the shifting of power and control
from shareholders to management. Thus, the distinct role that
directors play in providing essential resources or securing those
resources through linkages to the external environment is not taken
into consideration rn this model.

(e) Political Economy Considerations

The issues deliberated in the preceding sections show that
some basic conditions necessary for the effective implcmenlation
of Anglo-Saxon l\,4odel of Corporate Governancc do not cxist in the
Sri Lankan context. These necessary conditions arc tlrc ownership
dispersion in corporate entities, presence of institutional
shareholders, the central role the capital market play irl tlro oconomy
and the availability of an active takeover markot (Sortaratne &

Gunaratne, 2008b; Senaratne,2009). This is owin0 k) thc variations
in the economic, social, and political landscapo of tlro country from
that of Anglo-American countries, where this nrodol lras originated.

Sri L
an

ka
 Jo

urn
al 

of 
Adv

an
ce

d S
oc

ial
 S

tud
ies

 

Nati
on

al 
Cen

tre
 fo

r A
dv

an
ce

d S
tud

ies
 in

 H
um

an
itie

s a
nd

 S
oc

ial
 S

cie
nc

es
 (N

CAS) 

 



J Socia/ Sfud/es Vol 1-No I Cotpotale Governance Re/o/ms m Sri I :nku 21

This has been identified as a common phenomenon in many
developing counlries Kram bia-Ka pardis and Psaros (2006), who
report the experience of Cyprus in inrpletnenting a corporate
governance code developed largely on Anglo-Saxon Principles,
show that on ly a mrnority of listed companies have conrplied with all
significant aspects of the code. This study finds that iow level of
compliance as an outcome of the infancy of Cypfus equity market
and corresponding legislative support, which is ultinrately an
outcome of the local culture and circumstances of Cyprus. Sirnilar
evidence can be drawn from many other developing countries in

the world (e.9. Rwegasira 2000 on African countries and fianiffa
and Hudaib 2006 on Malaysia) The findings ofthese studies show
that most developing countries have unique social, culiural, legal
and economic characteristics, which do not alig n with the system oi
drspersed ownership and the primacy of shareholder advc,oated in
this model.

These variaticns justify the need to su irplement the sta ndaicj

features of theAnglo-Saxon l\ilodel of Corporate Governance to su ii
the context of developing countries This requires reconceptualising
ihe exiting model of corporate governance to deviate fro n.l tl.le

traditional corporate govei'nance model, which is based on the ageni
principal relationsh!p to a more holistic apDroach, which cortsidels
ihe relationships that a corporate entity is having with its different
stakeholders and the external environment (Senaratne, 2009).
Furthermore, these reforms in corporaie governance would be
productive only if they could be accompaniecj by reforms in the
company law and judicial system and changes in the finarrciai
markets and related macro-economic variables

Conclusion

This study examined the corporate governance relorrns
carried out in Sri Lanka during the Dericd 1997 to 2C0B vi.. rlre
introduction of voluntary and mandatory codes on corpoiete
governance best practices. The essential featuie of these r.:forms
is that they have been carried out in conformity wiih ihe Anglc.Saxcir
Model of Corporate Governance owing to ootfr histofil and

ip structure (Scnaratne &
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econornic factors. However, many concerns have been raiseo as
to the applicability ofthis model in the Sri Lankan context and thereby
on the efficacy of corporate governance reforms that had taken prace
in the country This shows that though there are obvjous reasons
for the developing countries like Sri Lanka to move in the direction
of the Anglo-Saxon Nlodel of Corporate Governance. it is not clear
whether these reasons are sufficient enough to justify the adoption
of this model.

A corporate governance model cannot be seen in isolation
from the rest of the institutional underpinning of the economy In
question. The corporate governance system of a country is
embedded in its unique history, culture, laws and economic
environment. Hence, it is necessary to contextualize the corporate
governance reforms of a country towards its socio-economic ano
political environment. This requires adopting political economy
perspective in designing corporate governance reforms in a country.
This perspective provides a wider conception of the cotnpany, rrs
activities and impacts upon economy and society, toge tcr with some
sense of how the wjder economy and society impact upon the
company in the course of a dynamic co-evolution. Thus, a paradigm
shift is required in the existing corporate governance Inoclel tn Sri
Lanka to focus on these various facets of corporato flovornance.

Corporate governance is not a static concopl. lt is r;orrlpletely
changeable and transformable and there is not a rrrrlvor sal model
that covers all societies, cultures and business situallons, Ilven the
markelbased (Anglo-Saxon) model and insidor-trirsotj rnodel will
continue to evolve to meet the needs of tho ovor.chnlrglrrg global
economy. Therefore, the corporate governanccl roforrr)s of it country
should be considered from a broader perspectlvo. ro r;0l() corrcern
of corporate governance reforms should bo to r;rlrrtr llrrrtio n of
corporate governance towards the growth of c<trlxrrirto rrIlilit:s and
thereby to development of a country. Thus, nny rrrrxkrl ol ()ott)orate
governance cjesirable for this purpose could bo s()k rt;k r( | ot r k )voloped
by a country.
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Countries. Sheard (1998) points out that the key difference between

the two systems relates,

to where the locus of corporate monitoring and control resides

and how circumscribed the rules of the game, and participation

in it, are. In an insider-based system, corporate governance

functions are carried out by a small number of readily identifiable

economic agents, such as "main banks" or large parent firms,

and corporate control events are subject to a high degree of
internal regulation by the key parties concerned, including

incumbent management. In market-oriented systems, a diverse
set of monitoring and control mechanisms exist and which one
prevails in a given set of circumstances is left to competitive
market forces.

The key distinction between the two systems is made in
relation to who plays the dominant role in monitoring and control of
a company (i.e. whether banks orthe stock market is the main locus

of monitoring and control). These systems of corporate governance

that have been evolved in the developed countries have been

transmitted to developing countries via corporate governance

reforms. Hence, an important issue to investigate is how corporate
governance reforms have been carried out in Sri Lanka.

In this context, the objective ofthis study is to examine how

the corporate governance reforms have taken place in Sri Lanka,
and their salient characteristics and implications on the corporate
sector. Sri Lanka is one of the fastest growing emerging markets in
the South Asian Region and follows an open economic policy from
the year 1977. The open economic policies have lead to a revival in

the country's corporate sector and as a result, governance of
corporate entities has become an important area of consideration.
Hence, corporate governance reforms in the country have taken
place in combination with the economic liberalization policies
undertaken in the country. Further, the influence of British systems
is visible in many areas including in corporate governance reforms
as the country had been subject to British colonial rule for over 150
years (Senaratne & Gunaratne, 2008a). Thus, this study oxarnines
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