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1

Introduc'tion

1.1 THE COMPANIES ACT, 1956, CAME INTO BEING IN AN ERA THAT WAS FAR REMOVED
from the corporaté and economic dynamism of the 1990’s. Indeed, the last time
when major amendments were made was in 1988, in a decade that was fundamen-
tally different from the liberalised and competitive environment that has come to
stay with the economic reforms that began from July 1991.

12 Inthe early 1990’s, the Government of India recognised that many provisions
of the Companies Act had become anachronistic and were not conducive to the
growth of the Indian corporate sector. Consequently, it made an attempt to recast the
Act, which was reflected in the Companies Bill of 1993. Unfortunately, almost every
constituent of the corporate sector, as well as banks, financial institutions and capitat
markets, felt that the 1993 Bill did not address the substantive issues affecting corpo-
rate functioning in a rapidly changing economic environment. Not surprisingly, the
1993 Bill was withdrawn.

1.3 In his Budget Speech of July 1996, Mr. P. Chidambaram, the Union Finance
Minister, announced that a Group would be set up to re-write the Companies Act,
and present it for public debate by early 1997. In August 1996, a Working Group was
constituted. This is the Unanimous Report of the Working Group.

14  Before explaining the objectives of the Report, and the economic context in
which the Act is proposed to be altered,’ it is necessary to state the composition of
the Group. Unlike most Committees or Groups that are set up by the Government,
this Working Group has no Chairman, and has functioned smoothl'y’ without any
such titular head by pooling the Group s expertise. The members of the Working
Group, in alphabehcal order, are:
1. Dr K.R. Chandratre, the then Pre51dent The Institute of Company Secretaries

of India. —

Dr Omkar Goswami, Indian Statisticai Institute, New Delhi.

Mr Rajendra S. Lodha, Senior Partner, Lodha & Co.
" Mr D.S. Mehta, Advisor, Bajaj Auto Limited.

Mr S. Ramaiah, Retired Secretary (Legislative), Government of India.

Mr M.K. Sharma, Director (Legal and Secretarial), Hindustan Lever Limited.

Mr Shardul S, Shroff Partner, Amarchand & Mangaldas & Suresh A. Shroff &
Co

N o d ok W

! In this Report, “the Act” refers to the existing Act, while “new Act” refers to the proposed one.



8. Mr B.B. Tandon, the then Additional Secretary, Department of Company Af-
fairs — Convenor.

Mr Tandon was with the Working Group (or Group) until the very last month, when
he left for a new assignment in Government. The Group wishes to place on record its
appreciation of Mr Tandon’s signal contribution. He was replaced as the Convenor
by Mr T.S. Krishna Murthy, the new Secretary of the Department of Company Af-
fairs. Mr Krishna Murthy participated in the last six meetings of the Group. In addi-
tion, work of the Group was aided by the participation ‘and support of Mr S.B.
Mathur, Director (Inspection and Investigation), Départment of Company Affairs.

15  The Group, which held its first meeting on 12th August, 1996, has had 34
meetings. In the iarocess, it has interacted with, and received resporises from, reﬁre-
sentatives of RBL SEBI, banks and financial institutions, merchant barnkKers, capital
market players, stock exchange officials, industry associations, professional bodies,
and others who significantly contribute to today’s corporate environment.

Objective

1.6 The main objective of the Group was to re-write the Companies Act to facili-
tate a healthy growth of the Indian corporate sector under a liberalised, fast chang-
ing and highly competitive environment. The need of the day is to bring out the la-
tent dynamism of Indian companies so that they can consolidate and grow, as also
enhance shareholder value and thus become significant players in an environment
that will result in even greater competitiveness with the advent of capital account
convertibility. ‘

1.7 While this objective is fine in principle, it is difficult to implement. In the past,
many laws pertaining to the corporate sector, financial sector and capital markets
have been characterised by a plethora of economically counter-productive controls
with minimal enforcement. The Group has sought to achieve a balance that recog-
nises an international trend: more flexibility and greater self-regulation, subject to
better disclosure, more efficient enforcement and tougher penalties. Growth and
flexibility are to be catalysed through many novel provisions and procedure - intro-
ducing a more appropriate re-classification of companies, expediting mergers and
de-mergers, enabling fast-track restructuring, removing barriers to creating econo-
mies of scale and scope, allowing for gréater flow of inter-corporate loans and in-
vestments, recognising hybrids, derivatives and options as means of cdrporate
funds, to name a few.

1.8 These enabling facilities are accompanied by judicious checks and balances.
In the last five years, there has been a distinct move towards greater corporate
transparency, thanks to the Securities and Exchange Board of India (SEBI), the Public
Finarcial Institutions, credit rating agencies, electronic stock exchanges and, most
fundamentally, the quality of the financial press and research analysts. The Group



recognises this, and has proposed norms that will accelerate the trend of greater
disclosure of relevant financial information.

Plan of the Report

1.9  In most part, the Report is structured as if a company were an organic entity,
and looks at it through its life cycle — from birth to eventual demise. Thus, Chapter 2
focuses on matters relating to the classification and incorporation of companies. This

is followed by Chapter 3, which deals with issues that relate to raising of capital. L

Chapter 4 looks at the internal management of companies and non-financial di$c_;lof
sures to shareholders. In essence, it examines the role of management, the constitu-

tion and working of the Board of Directors, conduct of meetings and proceedings - ’

and some basic disclosures that must be made to shareholders. Chapter 5 makes im- B
portant recommendations regarding accounts, audits and financial “disclosures.
Chapter 6 analyses issues relating to corporate restructuring of essentially viable
companies, while Chapter 7 focuses on winding-up basically non-viable ones.
Chapter 8 looks at. monitoring and enforcement and the role of the Central Govern-
‘ment. Chapter 9 concludes the report with a summary of major recommendations.

1.10 It should be recognised that this is only a report. By its very riai_.furé, it can -
neither be exhaustive nor incorporate all the changes that have been included in the
draft: Bill. Instead, the Report emphasises the important changes, and expects that
those who are concerned about details will examine the draft Bill in its entirety.




Three Basic Recomendations
i

1.11  Three basic recomendations are in order before moving on to the main body
of the Report. '

a) First, the corporate scene is changing very rapidly, and will do so at an even
faster pace in the future. Hencé, it is essential that the Compan{es Act be re-
viewed once every five years. This will ensure that the Act retains the flexibil-
ity which is vital for sustained corporate growth.

b) Second, despite the best of intentions and adept drafting, laws tend to have
the characteristic of being carved in stone. Laws do not change seamlessly
with the times, while businesses do. Thus, desirable corporate governance and
practices need legal support as well as evolution of internal standards — where
the more progressive elements of the corporate sector design best practices
that are constantly up-dated to complement and enhance the legal provisions.
Nations that have good corporate practices do not rely exclusively upon law;
conversely, those with poor records have never evolved internal codes of best

- practice. Keeping this in mind, the Group has sought to distinguish between
legal provisions that will be incorporated in the draft Bill and recommenda-
tions which ought to be followed by Indian companies in their best interests.

c) Third, it is desirable that the Report be widely disseminated and discussed in
the course of the next few months. The Group commits itself to consider the
-various suggestions and responses before finalising the Bill that is to be even-

tually tabled in Parliament.




2

Classification and Incorporation

2.1  COMPANIES INCORPORATED IN INDIA DESERVE TO ENJOY THE BENEFITS OF flexibil-
ity that are, more or less, at par with their international counterparts. This requires
legislators as well as policy-makers to recognise that the contours of the corporate
sector have changed beyond recognition from the static era of the mid-1950s. To be-
gin with, the typology of companies has become vaster and far more complex; and
retaining a classificatory system that was originally designed for 1956 may be det-
rimental to the interests of corporate growth as well as efficient governance. Thus,
the starting point is the issue of re-classification of companies.

Re-classification of companies
A. Private, Public Unlisted, and Listed as a New Classification

2.2  International experience shows that a major source of growth of the industrial
sector has been the small companies. They have the dynamic entrepreneurial talent
to react to opportunities faster than many large corporate entities, and enjoy an in-
nate flexjbility thanks to their size and organisation. Moreover, these are typically
private [imited companies that do not normally access funds from the wider invest-
ing public. The Group strongly believes that such private limited companies should
enjoy more freedom under the law, and be governed largely by self-regulation.

2.3 Even among public limited companies, a time has come to make an economi-
cally meaningful distinction between (i) unlisted and (ii) listed companies. Actions
of the former have lesser public impact than the latter. For instance, the bankruptcy
of a public non-listed company affects fewer investors and shareholders than a listed
company; as a corollary, the financial distress of a listed company can have negative
ripple effects on a relatively thin capital market. Keeping this in mind, the Group
felt that public unlisted companies should be regulated to a lesser degree than the
listed companies. Hence, the Group recommends that:

The new Act would have a more relevant three-fold classification of companies:
1. Private companies — largely self-governing.

2. Public unlisted companies — lesser government requlations than public listed
companies.

3. Public listed companies — greater flexibility in their operations than before, but
with stricter compliance norms. :




24 Such a classification under the new Act will enable a neat demarcation of
regulatory functions between the SEBI and the Central Government regarding capi-
tal market matters. This will not only ensure focused regulation and enforcement by
SEBI, but also eliminate needless and often contradictory overlapping jurisdiction
on investor protection measures.

B. Group Resource Companies as a New Concept

25 In an international perspective, most of India’s so-called “large” companies
are really medium-sized ones. Thanks to four decades of inward orientation, many
of these companies are still managed by entrepreneurs who have yet to develop the
level of professional expertise and skills needed to cope with the competition of the
future — especially with the global giants.

2.6 This is not to claim that Indian corporate sector does not have the intrinsic
capability to face global competition. Far from it. However, it is essential to appre-
ciate that, in an era of a freer market economy, Indian companies need to be better
equipped to face international competition. To do so, they need to strengthen and
develop adequate depth and expertise in a host of specialised functional areas —
project implementation, cost minimisation, quality improvement, Ré&D, re-
engineering, global marketing, financial operations, international corporate law and
tax, mergers and acquisition, capital market functions, human resource develop-
ment, to name a few. How can the Companies Act encourage such skill formation?

2.7  Until thirty years ago, the larger conglomerates in India used the so-called
managing agency houses to develop a common pool of managers for their group
companies. Unfortunately, this positive aspect of managing agencies was over-
shadowed by many negative features. Consequently, in 1970, the managing agency
system was abolished as a form of corporate management. The Group strongly be-
lieves that there is no need to resurrect this form — either transparently or through
the back-door.

2.8  Nevertheless, our companies urgently need access to managerial synergy and
greater professionalism. Hence, the Group felt the need to evaluate ways and mears
of making available to the Indian corporate sector a pool of specialised managerial
services with sufficient depth at affordable cost, without incorporating any of the
exploitative elements of the old managing agency system. Keeping this in mind, the
Group recommends that:

The new Act should make an explicit provision to allow ‘Group Resource Companies’
to be incorporated with the objective of making available to the constituent members
of the group the relevant services and expertise described above. To ensure that

such a system does not become exploitative:




1. Group Resource Compames must operate stnctly on cost sharmg principles — no
proflt no Ioss - rather than on the basis of a share of the percentage of pl’OfItS or

turnover.

2. The costs incurred (|f any) in using the services of a Group Resource Company
.must be clearly disclosed in the financial statement of the user company..

29 It should be noted that there is nothing in the present law which prevents the .
constitution and operation of such a Group Resource Company. This system has not-
been used by Indian firms because-of the fear of it bemg misconstrued as‘a manag-

ing agency with its attendant negatives. The explicit prov151on ought to remove such- .

a fear.

C. Fore|gn Compames Existing Def|n|t|on is Adequate

210 The Group felt that the definition of foreign compames as glven in Sectton C

592 of the present Actis adequate and should continue,
D. Government Companies Retamed

211 Government companies are defined under Sect10n 617 of the Act and relate

‘o those enterprises which are incorporated under the Act where the Central Gov-

ernment and /or State Governments own 51% or miore of the pald—up share- capltal
The Group was of the opinion that:

1. The definition of a Government Company should continue, as it is in consonance
with Article 12 of the Const|tut|on of India.. i

2. By virtue of hrs frduc|ary positron, the’ Comptroller and Audltor-General (CAG) can | |
exercise his nght to appomt the statutory auditor and to conduct supplementary,
or test audlts, if so required. e - : .

3. The Annual Report of such a company should continue to be placed before both |
Houses of Parliament.

4. But, no Government Company should get any concessions or prlwleges through' '

special exemptions and notifications. Thus, Sectron 620 of the Act should be de- T

leted.

E. . Deemed Public Compames Omltted

212  One of the 1960 amendments G the Act’ mtroduced section 43A which created”
the concept of a “deemed public” company. By virtue of this section, private limited .
become public companies in certain cases. Section 43A is enormously lengthy and
highly convoluted, with as many as four provisos — some of which take up over two
pages of fine print. The rationale for Section 43A was opaque at the time it was in-
troduced, and 'is’ certainly misplaced in the context of the 1990s. Various associa-
tions, chambers of commerce and professional _bodies who deposed before-the
Group were unanimous in demanding that the section be scrapped. |




The Group recommends abolition of the concept of deemed public companies and
concomitant deletion of section 43A.

F. Unlimited Liability Companies to be Retained

213 The Group recommends to retain the existing provision in the Act regarding
unlimited liability companies. This is essentially a facilitating provision and, hence,
there is no rationale for its deletion. .

“Incorporation, Memorandum and Articles of Association

2.14 The Group believes that the 46 sections which fall under Part II of the Act
(entitled “Incorporation of Company and Matters Incidental Thereto”) can be sig-
nificantly rationalised. Moreover, some sections can be omitted altogether. For the
rest of this chapter, the Report hlghhghts some of the significant decisions that have
been taken by the Group.

A. Form of Memorandum and Articles of Association

215 Sections 14, 28, and 29 of the existing Act prescribes the form in which the
Memorandum and Articles of Association (Mem. & Art.) of a company should be
framed. These are given in detail in. Schedule 1 of the Act. The Group felt — as did
several professional bodies — that there is no need to define the Mem. & Art. of a
company in as detailed and rigid a manner as prescribed in ScheduleI. .

2.16 Shorn of details, a company is essentially an incorporation of the fact that at
least two members (private) or at least seven members (public) have come together
under the provisions of the Companies Act to do lawful business in India and
abroad. If this premise is accepted, it then follows that the exact form and content of
the Mem. & Art. of a company should be left to its members — and not be pre-
determined by the-seemingly exhaustive typology as in Tables A through F in
Schedule I. Besides, it is now forty-one years since the Act came mto being; and
there are myriad professionals who can design an appropriate Mem. & Art. without
referl.mg to Schedule I. Therefore, the Group recommends that:

In the interest of genuine flexibility as well brevity, Schedule | be eliminated altogether
from the Bill and the same may be modified and prescribed by rules.

B. Objects Clause of Memorandum of Association

2.17  Under Section 13 of the Act, the Memorandum ‘must contain the objects of a

»

incidental or
ancillary objects”, and “other objects”. The artificiality of the three-fold categorisa-

company, which is sub-divided into three categories: “main objects”,

tion has led to a situation where companies conjure up almost every possible eco- "

nomic activity that they can think of and put them under one of the three objects
clauses.



2.18 What companies need is flexibility to move.on to other lines of business, sub-
ject to shareholders’ consent. Keeping this in mind, the Group recommends that:

1. The objects should be kept as broad and flexible enough as shareholders so de-
sire.

2. Altering the objects should be allowed subject to (i) the passing of a special reso-
lution by the shareholders of a company, and (ii) the altered Memorandum being
registered with the appropriate Registrar of Companies.

C. Change of address of registered office

2.19 Section 17 of the Act states that if a company — through a special resolution —
chooses to change its registered office from one State to another, then it must seek
confirmation by the Company Law Board. While this may make sense for public
listed companies, it is hardly necessary for private and pubhc unlisted companies.
Therefore, the Group recommends that: '

For changing the registered office of private and public unlisted companies, passing
of a special resolution to that effect should suffice.

This is a conscious dewatlon from the 1997 Companies (Amendment) Act, and is jus-
tified on the ground that the relatively limited impact of such a change in the case of
small and medium sized unlisted companies does not warrant an additional approval
from a quasi judicial authority.




3
Raising Capital

3.1 AT THE TIME OF INDEPENDENCE, INDIA ACCOUNTED FOR 2% OF WORLD TRADE. To-
day, it accounts for 0.6%. Merely re-capturing our p‘re-Independence share of the
world market requires the corporate sector to invest in scale, quality and technology
that was unheard of in the past. To make such investment, India’s companies need
to access the domestic and international capital markets in progressively larger
doses, and as quickly as possible. Therefore, suggestions that aid our companies to
garner such funds should be welcomed. It is with this frame of reference that the
Group has decided to recommend a number of measures, which should eventually
allow our industrial and services sector to aggressively compete in world markets.

3.2  The recommendations in this Chapter cover Parts Il and IV of the Act, which
consists of Sections 55 through 123. Most of the suggestions focus on public listed
companies. However, unlisted companies also access investible funds. To the extent
they do, some of the recommendations cover such companies.

Capital Markets: SEBI the Sole Authority for Listed Companies

3.3  The Group had a detailed look at the provisions concerning capital markets,

prospectus and issue of various securities. The present situation is unsatisfactory as

far as public listed companies are concerned. Effectively, they are accountable to two

authorities — the Securities and Exchange Board of India (SEBI) and the Department

of Company Affairs (DCA). This has resulted in overlapping jurisdiction and -con--
flicts in the administration of law. Time has come to cut this Gordian knot, and vest

regulatory and enforcement powers upon a-single authority. The Group strongly

recommends that:

The regulation and disciplinary control over public listed companies for the purpose
of issue of securities and related matters should be unified to the extent possible, and
that SEBI should be the sole authority entrusted with these monitoring regulatory and
policing functions.

Keeping this basic principle in mind, the Group also recommends that:

Schedule Il of the Act (Prospectus) should be under-the domain of SEBI. Accordingly,
Schedule Il would be taken out of the new Bill and shifted to Rules.

10



Raising Capital: Unlisted Companies

3.4  Unlisted companies also need to raise capital. The Group recommends that if
such an exercise involves accessing funds either from its members or by private
placement — whether these be in the form of debt, equity, hybrids or any other se-
curity — then such regulation, policing and enforcement of unlisted companies
should be under the purview of the DCA. .

Freedom to sell, purchase, transfer and acquire shares

35 . A key feature of corporate democracy is that any shareholder has full free-
dom to sell, purchase, transfer and acquire shares. In the Act, there are severe con-
straints to this freedom. With the repeal of Chapter III of the Monopolies and Re-
strictive Trade Practices Act, 1969 dispensing with preentry scrutiny on the one
hand, and the enactment of Depositories Act, 1996, the new Take-over Code and
changes in the Securities Contracts (Regulation) Act, 1956 on the other, the Group
recommends that: '

1. The provisions of Sections 108A through 108! of the Act — which require compa-
nies to obtain prior approval from the Central Government for the acquisition and
transfer of shares ~ should be deleted.

a) -Section 108 of the Act should be amended in respect of endorsement and vaI|d|ty
of a share transfer instrument.

Hybrids, derivatives, options,.andsecurities with differential rights

36  Throughout the world, corporate growth has been accompanied by the intro-
duction of various forms of securities: debt-equity hybrids, derivatives, options, and
shares with differential rights." No capital market of the size of India’s remains an-
chored to the old, three-fold classification of securities: pure debt instruments, ordi-
nary shares and preference shares.

3.7  Alternative forms of securities have come into fore due to two fundamental
reasons. First, the financing needs of companies have become far too complex to be
met by only three types of securities. And, second, because markets are generally
efficient enough to understand the implications and risks associated with various

! These terms need a brief explanation. For simplicity, “derivatives” refer to securities that are (a) de-
rived from a basic security such as debt paper, mortgages, equity, loans, etc., and (b) in the nature of
options, futures or contracts for differences based on the primary security. Options have vintage, and
go back to Holland in the 17™. century. They refer to any instrument that carries a “put”or “call” op-
tion whereby investors, instead of buying the latent security outright, can enter into @ contract to either
buy or sell the underlying security at a pre-specified price (the “strike price”) on a pre-determined date.
Options allow investors to hedge against fluctuations and, thus, ensure a much more-stable market.
“Hybrids” is an omnibus term that allows for any combination of securities, including their derivatives
or options. “Shares with differential rights” essentially refers to equity that carry differential voting and
or dividend rights. The simplest and best known example of such an instrument is the preference share.



mnstruments. Preventing such flexibility in India not only binds our companies to an
archaic world, but also implies that authorities know best what is good for investors.

3.8 The Group felt that India’s corporate sector as well as its investors should
have the same flexibility as their global counterparts in terms of choice of instru-
ments. Hence, it recommends that:

1. Indian corapanies should be enabled to issue hybrids, derivatives, options, as well
as shares and quasi-equity instruments with differential rights.

2. For private limited companies and unlisted public companies, the Department of
Company Affairs (DCA) would issue guidelines regarding such securities.

3. For public listed companies, SEB[ would issue guidelines on the norms and for
protection of the interests of investors for such new instruments/securities.

4, Wherever applicable, the guidelines issued by DCA for private and public unlisted
companies should be in consonance with SEBI’s for public listed companies.

5. In framing such guidelines, both SEBI and the DCA should avoid trying to antici-
pate what the risk of a potentially new instrument may be. This is because such
risks are rarely quantifiable. Instead, both authorities should insist on detailed
disclosur: of corporate information, and then let the potential investor decide
whether or not such an investment makes portfolio sense.

Buy-back of shares

3.9  There is an erroneous belief that the sole reason for buy-back is to block hos-
tile take-overs. In this connection it is pertinent to list the five reasons why the Bank
of England favoured the making of law to allow companies to repurchase their
shares, of which blocking take-overs was only one:

a) to returr surplus cash to shareholders,

b) toincrease the underlying share value;

¢) to support share price during periods of temporary weakness;
d) to achieve or maintain a target capital structure;

e) to prevent or inhibit unwelcome take-over bids.

3.10 Almost all OECD countries allow companies to buy-back shares subject to
certain regulatioms..2 Unfortunately, Section 77 (read with Section 100) of the Act-
prevents buy-back. In today’s context, the Group strongly believes that this section
is antiquated, and goes against the long term interests of corporate sector growth
and shareholder value. Hence, the Group recommends that:

* ‘Corporate Governance Environment in OECD Countries’, mimeo, OECD, Paris, February 1995.
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The:new Act should prov'ide for buy-back of shares-subject to certain provisions:

1.

‘for 24 months after the last date ‘of buy—back and will be sub;ect to the restrlct|ons

Prior approval by shareholders through special resolution that clearly states (i) the
amount allocated for buy-back, (i) time period for concluding buy-back opera-
tions, and (jii) the funds allocated for buy-back are from ‘free reserves’ and share
premium accoun‘t ‘ \ ,

In the event of buy-back, the company shall not issue any new shares, which in-
cludes rights issues but excludes bonus, for a period of 12 months after the buy-
backis completed . o .
Since Buy-back is for extmgmshmg share capltal it should not lead to an increase
in debt-equity ratio in excess of 2:1.

In case of buy-back is for ‘treasury operatlons such shares will not be re-issued

glven in the table below

Buy-back for treas- Up-to 24 months | After 24 months but | - Atter re-issue
ury operations - before re-issue ‘
Voting rights No o - No _ . Yes
_ Diyidend _rig;hts N .V . No - | | No ' , - .+ Yes
Bonus shares No o | Yes Yes
Biqht_s tsstjes L » ~ No o Yes _ . Yes, . -
——

——_—___"—_—-:_——-———'—%-—‘_%—.—-—-_[ i
I .

+ers, the potential sellers will not vote on the special resolution;

n the case of non-secondary market buy-back from specific class of share hold-

The buy-back will be accompanied by a ‘declaration of solvency’ by the Board
which will be signed by.the Managing Director and.at least one more Director, and
will be in force for one year after the buy-back;

Any . deviation from such compliance will be -punishable by a. substantial fine
and/or.imprisonment.. ' g

Full buy-out - g

311 The niew Take-over Code has finally created a transparent environment for
taking over the ownership and control of companies. This is to be welcomed; for

take-overs play an important role in building corporate synergy, in raising share-

holder value and in keeping companies on their toes. However, there is an impor-
tant element that has been missed out by the new code, which ought to be rectified

as soon as possible. This has to do with full buy-out.

3.12  Since the term “full buy-out* is not well understood in Indta; it requires some
explanation. In many OECD countries, when a person, group, or body corporate ac-
quires over 90% or 95% of the equity of a public listed company, it is incumbent

13




upon the residual shareholders to sell their shares to the buyer at a fair price that is
set by the regulatory authority. This is not legislated for in India.

3.13 A key feature of shareholder democracy is that all shareholders who own a
given class of equity are alike. Without full buy-out provisions, the residual share-
holders face one of two options, both of which are inimical to this aspect of share-
holder democracy. First, they may hold out for a higher offer, which is palpably un-
fair vis-a-vis the other shareholders who sold their stake. Or, second (and more
likely if the company gets de-listed), these shareholders may get squeezed by the
buyer to accept a lower price, which is unfair to them. Therefore, in the interest of
shareholders and companies, the Group recomends that:

In the event of any person, group or body corporate acquiring 95% of the shares of a
public listed company — either through a take-over or otherwise — and the company
getting de-listed, residual shareholders should sell their shares to the 95% owner at a
price based upon SEBI guidelines.

Indian Depository Receipts (IDR)

3.14 Over time, India will get much more economically integrated with Southeast
Asia and the SAARC couniries. Keeping this in mind, and given the potential size of
our capital market, the Group recommends that:

Indian Depository Receipts should be set up, like American Depository Receipts or
Global Depository Receipis. This would imply that:

» Foreign companies could issue IDR, where the underlying security is the equity or
any other security of a foreign company.

* Depository and custodial activities must be encouraged to achieve international
standards.

Provisions regarding issue of prospectus by foreign companies already existed in
Part XI of the Companies Act (Section 603 to 605). Therefore, a new scheme for Indian
Depository Receipts can be easily introduced with minor modifications.

Global Depository Receipts (GDRs) and American Depository Re-
ceipts (ADRs)

3.15 Global Depository Receipts (GDRs) and American Depository Receipts
(ADRs) remain outside the pale of the Act, as foreign issues are subject to foreign
laws. In the main, this is as it should be. However, the facts of the matter are that (i)
the share capital is issued by domestic companies and, (ii) on conversion, the under-
lying securities or shares will surely have an impact on the Indian capital market.
Hence, the Group recommends that: )

14




Issuers of GDRs or ADRs should file with the Regisfrar of C.ompa‘ni'e,s (i) the foreign
offering circular or prospectus after any such issue, (ii) basic data on the issue such
as the price of the depository receipt and the amount subscribed, and (i|) materlal de-
tails after conversion to shares. -

3.16 This recommendation has no enforcement or policing implicat{ons" for the
Registrar. Instead, it is simply a matter of passing some information so that the Reg-
istrar of Companies can also momtor the ﬂow of foreign mvestment irito India via .
the GDR and ADR route. o ' ' B

Shelf Prospectus

3.17 It was observed by the Group that public financial institutions have some-
times accessed the capital ' market more than once in the course of a 365-day period.
As India’s infrastructural financing takes off, there may be more such instances. Un-
der the Act, a company must issue a full-fledged prospectus each time it accesses the
capital market. While this is good in principle, it certainly leads to needless repeti-

. tion —-more so when a company takes recourse to capital markets more than once in a

given year. A way out is through a “shelf prospectus” for a specified time period.
Such a prospectus has a limited life during which it remains on the “shelf”, and is
up-dated for any changes that have occurred between two successive offerings. The
Group recommends that:

The concept of a shelf prospectus should be: incorporated in the new Act. it should
have.a validity of 365-days, subject to updates on material .facts, material litigation
and changes in financial position between the previous offering and the next one.

In the first-instance, this shelf prospectus facility could. be limited to public sector
banks and financial -institutions and those companies specialising in infrastructure
finance. If the procedure succeeds and demonstrates that the interest of investors are

| protected, then the facility may be gradually extended by SEBI to other sections of

corporate India.

Book-Building .

3.18 Book-building is an international practice which refers to'_colleéting' orders
from invéstment bankers and larger investors based ofi an indicative price range. In
capital markets with sufficient width and depth, such a pre-issue exercise “oftert al-
lows the issuer to get a better idea of the demand and the final offer prlce of an Im-
tial Public Offermg (IPO).

3.19 The merits and de-merlts of book- bulldmg - espec1a11y in thin or sha]low
capital markets — requires intensive examination. However, this is not the approprl-
ate forum to evaluate its pros and cons. Irrespective of its merlts, there is an issue
regarding book-building that needs attention. The invitation and the bu11d1ng up of
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the book and receiving of advance payments by the book-runner (or book-builder)
has connotations that impinge upor his liability vis-a-vis the prospectus defmmon
and prohibitions contained in the Act. Thus, the Group recommends that:

An amendment be made to the definition of ‘prospectus’ in Section 2(36) of the Act
which would

a) exclude the information memorandum that is issued prior to the prospectus at the
time of book-building, but

b) require that, after formal closure of book-building, such a memorandum be sub-
mitted with the formal prospectus to the Registrar of Companies.

Employees’ Stock Options

3.20 In the-final analysis, sustained competitiveness by any company hinges upon
the quality of its human resources. This, in turn, has much to do with employee
loyalty and commitment. A widely acknowledged method of securing greater em-
ployee participation, giving the right incentive signals and rewarding loyalty as well
as years of service is through Employees’ Stock Options (ESOP). In today’s competi-
tive world, only the most myopic will insist on making seal-tight distinctions be-
tween employees (who should be paid only wages, salaries and bonus) and share-
holders (who should get dividends). There is hardly any global corporate giant that
does not have ESOP. The Group recommends that:

1. Employee Stock Options (ESOP) should be explicitly incorporated in the new Act.
These options can be in the form of warrants or other securities that have pre-
specified dates of conversion in the future.

2. This will require amending Section 81 of the Act. In order to prevent misuse, ESOP
should be permitted up to 5% of the increased capital of a company (i.e. existing
capital plus proposed issue).

3. The capital market rules for ESOP should be framed by SEBI for publlc listed
companies, and by the Central Government for all other companies.

4. Such rules should allow for buy-back of options according to the principles of
buy-back that have been discussed earlier in the chapter.

5. In addition, the Government should consider taxing these options as long term
capital gains.

The “Tree” Companies and their Kin

3.21 The Group noted' the trend in incorporating companies which engage in ac-
tivities such as tree plantation, forestry, horticulture, fisheries, and the like. These
are to encouraged. Often the invitation is to deposit money in “units” representing a
future good, i.e. a teak tree 20-years hence. At present, these “units” are not recog-
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nised as securities and, hence, do not come under the regulatory ambit of SEBI, DCA
or the Reserve Bank of India. The Group felt that such units require to be treated as a
form of capital market securities (since they are essentially forwards contracts);
hence, provisions of the prospectus cﬁaptér in the new Act should apply to them.
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4

Internal Management and Non-Financial

Disclosures

41  INCORPORATE PARLANCE, THE PHRASE “INTERNAL MANAGEMENT" IS AN OMNIBUS
term which deals with how the management of a company constitutes its Board of
Directors, conduct of the Board in relation to the management and the shareholders,
the manner in which meetings and proceedings of company are conducted, and ac-
counting and audit procedures. In this Report, the last category is covered in Chap-
ter 6 under “Accounts, Audits and Financial Disclosures”. Thus, as far as this chap-
ter is concerned, the phrase refers, more or less, to Sections 165 through 197
(“Meetings and Proceedings”), Sections 198 to 204A (“Managerial remuneration”
and allied sections), and Sections 252 to 323 (under the head “Directors”™).

Board of Directors

42  The Group felt that the key to desirable corporate governance is a well func-
tfoning; Board of Directors that zealously performs its dual role: appreciating the is-
sues put forward by management, and honestly discharging their fiduciary respon-
sibilities towards shareholders.

43  In Anglo-American system, this objective has been sought to be attained by
appointing independent professionals as non-executive directors. The success of
non-executive directors in many British and some significant North American com-
panies has led to a view that non-executive directors per se are the panacea to all
evils. What we fail to realise is the importance of the two adjectives: “independent”
and “professional”. Many Anglo-American companies eventually appointed such
directors in response to the pressure applied by substantial shareholders — who de-
manded greater disclosure from management. Moreover, such professionals have
not lent their time for paltry sitting fees.

44  The moral of this tale is that, given our present state of corporate governance,
one must not confuse form for content. No doubt, having professional non-executive
directors will enhance corporate performance and maximise long term shareholder
value. In order to get them to serve on Boards, we must simultaneously work on the
demand side (by mandating more relevant and pointed disclosures), and on the
supply side (by paying them more for their services and freeing them from unwar-
ranted burdensome civil and criminal liabilities). These premises form the core of
the Group’s recommendations that follow.
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A. Disclosures of Dlrectors \
Al  Appointment of Relatives of Directors

45  Schedule IA of the existing Act gives the classification of relatives as per Sec-
tion 6(c). This schedule is very important, for it can be used to ascertain whether
relatives of members of the Board are employees or directors of the company. The
Group believes that such information is important to shareholders. Therefore, it rec-
ommends that:

Schedule IA be explicitly incorporated in the Act itself, and a detailed, comprehensive
report on the relatives of directors — either as employees or Board members — be
given as an integral part of the Directors’ Report of all public limited companies.

4.6 It is worth noting that Schedule IA is one of two schedules that is being
brought into the main body of the Act. All but three (Schedule VI, XI and XIII) oth-
ers are being either incorporated as Rules or ehrmnated altogether.

A2 Dlsclo_sure of interests by Directors

4.7  Section 299 of the existing Act makes it mandatory. for directors to disclose
their interests in any contract or arrangement of the company to the Board. Section
300 stipulates that interested du‘ectors cannot partlc1pate or vote in the Board’s pro-
ceedings regarding such contracts. And, Séction 301 statés that every company shall
keep registers of all contracts to which its directors have had interest. The Group
believes that these are desirable disclosures, and that shareholders should be made
more aware of them in the interest of good corporate governance. Therefore, the
Group recommends that:

The fact that such a register is maintained by the company in its registered office, and
is open for inspection by any shareholder of the company should be explicitly stated
in the notice of the AGM of all public limited companies.

A3 Disclosure of Directors’ shareholding

4.8  In a similar vein, Section 307 stipulates that every company must maintain a
detailed, up-dated register showing the shares and debentures held by each director
in the company, its subsidiaries, and its holding company. Moreover, sub-section (7)
states that this register must be produced at all annual general meetings and be open
to any person who has the right to attend the meeting. The Group endorses this dis-
closure and recommends that:
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The existence of the Director’s share register and the fact that it can be inspected by
members in any AGM should be explicitly stated in the notice of the AGM of all public
limited companies.

B. Loans to Directors

4.9  Sections 295 and 296 of the existing Act deal with loans to directors. Section
295 basically prevents a company from making loans to its directors or to any firm
or private company with which its directors are associated, except with the approval
from the Department of Company Affairs (DCA). In other words, Section 295 sug-
gests that the prohibition can be regularised by DCA approval - which vests an
authority upon Government that could be better discharged by the shareholders.
With this in view, the Group recommends that:

1. Loans to Directors will be limited to only three categories namely, education for
family, housing and medical assistance.

2. This facility will be available to only the full-time working or exécutive directors of
cornpanies and not to non-executive directors.

3. The right to grant any such loan will be subject to norms that are approved of by
the shareholders in a general meeting.

4. The maximum loan will be five times a working director’s current annual remu-
neration. -

5. No fulltime working director will be eligible for a second loan in any of the three
calegories when a previous loan remains overdue.
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C. Appointment of sole selling agents

4.10  Since the term “sole selling agent” harks back to the days of managing agen-
cies, it has been treated with great suspicion by the-Central Government. Indeed,
Section 294AA was inserted in 1975 to empower government to prohibit the ap-
pointment of sole selling agents (55As) in certain cases. Logically, there can be 2x2
classification of SSAs: those who operate in India and foreign SSAs on the one hand,
and whether or not they are related to any director on the other. The Group recom-
mends that: ‘

| ‘Not a relative - Related to any director or
I 7| director having interest

' Sole selling agent for In- | Should require prior approval | Should require p.rid.r“ébp-foval.

dia of a special resolution in a of a special resolution in a
S general meeting of share- general meeting of share-
holders. holders; in addition this fact

has to be fully disclosed as a
separate item in the Annual
Accounts. l

S(ﬂe sellihg agént ‘fAm- for- | May be decided by the Board, | Should require prior approval

' eign markets and the information be of a special rt.asolution ina
e passed on to shareholders general meeting of share-
together with Annual Ac- holders; in addition this fact
counts. has to be fully disclosed as a
separate item in the Annual
Accounts.

411 Inany event, the Group strongly believes that government should have no ex
ante regulatofy role to determine the tenure and terms of appointing an SSA; nor
should it use questionable economic arguments to prohibit such appointment. This
is a matter that must be decided upon by the Board and the shareholders.

D.  Sitting Fees and Commissions to Non-Executive Directors

412 India has a large pool of talented professionals — lawyers, chartered account-
ants, company secretaries, cost accountants, management experts, economists, sci-
entists, financial strategists, capital market analysts, investment and merchant bank-
ers. To attract them as non-executive directors, companies need to (i) give higher
sitting fees, and (ii) design an incentive compatible package that compensates them
for the opportunity cost of their time. Thus, the Group recommends that:

The maximum fee per sitting should be increased from Rs.2,000 to Rs.5,000; and this
should be revised at least once every five years to account for inflation. This change
should be incorporated in the Rules.
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Existing provisions allow for commissions to non-executive directors which vary from
1% of net profits for companies with managing or whole-time directors to 3% for oth-
ers are adequate to attract talent. Hence, there seems to be no reason for revising
them upwards.

E. Liability of Non-Executive Directors

4.13 A deterrent to securing the services of professionals as non-executive direc-
tors is the fact that they are often sought to made liable for certain offences of a
company. Typically, a non-executive director has far less information about the day-
to-day running of the company and whether it is complying with all the provisions
of various corporate laws than a managing or whole-time director. The Group rec-
ognises this informational asymmetry, and recommends that: )

There should be an explicit proviso in Section 5 (“officer who is in default”) which
exclucles non-executive directors, except in cases where such a person is a signatory
of any declaration made by the company.

F. Officer who is in Default

414 The list under Section 5 of the Act does not recognise that defaults can, and
do, occur with respect to the issuing and transfer of securities. Since capital markets
will play an increasingly important role in the future, the Group recommends that:

The list of persons who can be officers in defauit should
include the existing personae in the Act; and

in the case of issuing or transfer of any securities, merchant bankers, share transfer
agents, registrars to the issue and bankers to the issue; but

exclude non-executive directors unless they happen to be signatories to any declara-
tion made by the company.

G. Disqualification of Directors who Contravene the Take-over Code

4.15 If any director of an acquirer company contravenes any provision of the Take-
over Code, then the Group recommends that he would be disqualified from being a
director of either the acquirer or the target company for a period of two years.

H. Managerial remuneration: amount and disclosure

416 Some of those who deposed before the Group were in favour of removing
Central Government restrictions upon managerial remuneration as well as on man-
aging directors and executive or whole-time directors. They argued that fixing such
remuneration should be purely on the basis of shareholders” consent. After consid-
erable internal discussion and debate, the Group recommends that:
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The present regime of managerial remuneration has worked satisfactorily. Sections
198, 309 and Schedule Xl of the Act are ample enough to give sufficient flexibility to
profitable companies to attract and retain the best talents.' Moreover, the Act allows a
company to go beyond these limits subject to approval by the DCA. Therefore, the
core of these provisions should remain unaltered, at least for the next five years.
However, Sections 310, 311 and 637AA are to be deleted.

4.17 Every public limited company has to give data on the remuneration of direc-
tors (including commissions), which are treated as integral to the profit and loss ac-
count. This is a desirable practice, although such disclosure often tends to get lost in
the schedules. The Group recommends that: ' |

The format as it exists must continue. In addition, a tabular form of directors’ remu-
neration and commissions should form a part of the Directors’ Report of all public
limited companies.

I. Audit Committees

418 Some of the professional bodies and financial institutions which interacted
with the Group argued in favour of compulsory Audit Committees (consisting of
non-executive directors) for the large and medium sized listed companies. The
Group debated this issue at great length; and the discussion centred around form
versus substance. The Group felt that, in the present milieu, legislating in favour of
Audit Committees would be éounter—productive, and lead to such situation where
such Committees would be often constituted to meet the letter — and not the spirit —
of the law. Therefore, the Group recommends that:

At this juncture, the requirement for Audit Commitiees and Nomination or Remunera-
tion Committees should not be mandated by the Companies Act. Instead, it should be
voluntary, with the three apex industry associations — CIl, FICCI and ASSOCHAM -~
playing a catalytic role.

Secretarial Compliance Certificate

419 The Group felt that company secretaries have played a key role in ensuring
that the working of companies is in accordance with the legal provisions of the Act |
and other corporate laws. Nevertheless, there were two issues that needed to be ad-
dressed. First, whether there was a need for every company to have a full-time
Company Secretary? And, second, how could one ensure more effective secretarial
compliance, under the Act? The Group recommends that:

! In the Indian context, few can argue that a ceiling of 5% of net profits if there is only one managerial
person, or 10% if there are more than one is miserly. Even for an unprofitable company, Schedule XIIT
has a reasonable upper bound of Rs.87,500 per month.
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There should be a Secretarial Compliance Certificate forming part of the Annual Re-
turn filed with the Registrar, which would certify, in a prescribed format, that the sec-
retarial requirements under the Companies Act have been adhered to. This would be
governed by the following horms:

1. For listed companies having a paid-up capital of Rs.2 crores or more, it would be
mandatory to have a whole-time Company Secretary. For others, it would be op-
tional.

2. Since a whole-time Company Secretary falls under the category of “officer who is
in default”, it is presumed that he has every reason to discharge his obligations as
per the Act. Therefore, companies with a whole-time Secretary would not require
to submit a Separate Compliance Certificate to the Registrar.

3. Submitting the Secretarial Compliance Certificate to the Registrar would be man-
datory for companies having a paid-up capital in excess of Rs.10 lakhs but below
Rs.2 crores.

4. For companies having a paid-up capital of less than Rs.10 lakhs, the Secretarial
Compliance Certificate would be optional.

Inter-corporate Loans and Investments

420 All over the developed world, corporate growth has been predicated upon
flow of funds from one company to another. Cash rich firms have invariably used
their free reserves to lend to or invest in other companies. The post-war experience
of Great Britain, the U.S.A, Germany, Sweden, Japan, Korea and, more recently,
Malaysia, Singapore and Indonesia clearly demonstrates the positive role of inter-
corporate loans and investments.

421 In this respect, India lags far behind. The Dalmia-Sahu Jain Enquiry Com-
mission of the mid-1950s seems to have fostered a belief as if all companies are
fountainheads of financial dishonesty. As a consequence, Government placed severe
restrictions on inter-corporate loans and investments. The current limits are 30% of
paid-up capital plus free reserves for loans and a similar one for inter-corporate in-
vestments — hardly the ceilings that one should have in an era of competition 'and
consolidation.

4.22 The Group strongly believes that the current provisions in Sections 370 and
372 of the Act have stifled industrial growth and have needlessly raised the cost of
capital. Therefore, the Group recommends that:

The provisions of Sections 370 and 372 of the Companies Act should be merged and
radically altered.
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Companies should be permitted investment of up to an aggregate limit 60% of the
capital and free reserves, or 100% of the free reserves of the company, whichever is
higher, as either inter-corporate investment or loans.

The right to investment either in equity or securities or by making loans up to the
above limit should be a matter of corporate decision by the Board of Directors.

In case a company wishes to invest in excess of this limit prior permission should be
obtained from the general body of shareholders by passing of a special resolution. In
the interest of shareholder protection, such a special resolution should clearly state
the amount that is to be invested and the purpose of such investment.

4.23 The Group wishes to emphasise that increasing the limits, for inter-corporate
investments and loans does not imply that all companies would opt for financing
rather than manufacturing or trading. Companies work according to their compara-
tive advantages; it is wholly unrealistic to expect a firm whose core competence is
electronics to pack up its profitable manufacturing operations to become a net
money-lender. And, even if a few do so, all will not — because there can be no de-
mand for finance without adequate production of goods and services. So, the prem-
ise that increasing limits would put an end to manufacturing in favour of money
lending is nothing but an irrational and unwarranted fear.

Registration of Charges

424 Registration of charges is presently covered under Part V of the Act. This is
an important function which needs to be streamlined through accountable delega-
tion. Keeping this in mind, the Group recommends that:

The registration of charges and the delegation of the function of certifying the crea-
tion of charges should be empowered to the statutory auditor, who would be liable in
the event of false certification. Moreover, the Registrar of Companies would be em-
powered to grant extensions of time for registration of charges, according to pre-
scribed guidelines.

Shareholder Matters

A. Nomination facilities

425 The absence of nomination facilities for securities in the Act has needlessly
created hardship to the survivors or successors of deceased security holders. The
Companies Bill, 1993, had recognised this problem. The Group recommends that:

Section 82 of the Act would be amended on the lines of the Companies Bill, 1993, and
would provide for nomination facilities for such securities.
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B. Proxies versus Fostal Ballot

426 The Group debated about postal ballot. Although there are arguments in its
favour, the Group concluded that postal ballot was not feasible in the present con-
text. The basic reason is the state of postal infrastructure in India. To ensure that
every shareholder can exercise his or her ballot rights, the notice of the meeting and
the resolutions must reach at least a month before the date of the general meeting.
Even so, one cannot guarantee that shareholders in small towns will receive the pa-
pers in time, if at all. The logistics of postal ballot in today’s scenario are quite hor-
rendous. Ballots will have to be sent by registered post, which is costly. Even that
will not ensure that the ballots reach in time. The upshot is bound to be needless al-
tercations between the shareholders and management.

4.27 Feasibility is not the only issue. At present, management can — and often does
— introduce amendments to a motion after hearing the views of shareholders at the
general meeting. Under postal ballots, this will not be possible. Hence, a seemingly
better system may actually turn out to be more inflexible than proxies.

428 However, the Group also felt that the system of proxies could be improved
upon to give more say to shareholders. Taking everything into consideration, the
Group recommends that:

Given the present state of postal services, postal bailots should not be introduced as
a substitute to the current system. At the same time, the role of proxies should be
strengthened by permitting two rights: to vote in show of hands and to speak at gen-
eral meetings.

C. Voting According to Financial Stake

4.29 The cornerstone of corporate democracy is that members vote according to
financial stake. This principle is followed in the existing Act for all but one situation.
The exception is to be found in sub-section (2) of Section 391. For mergers, amalga-
mation and any other compromise between a company and its shareholders, there is
a provision that allows voting not according to stake but according to type or value.
What it means is that someone owning, say, 50,000 shares has the same voting
power in a special resolution as another owning 10 shares. Since shareholders are
the ultimate risk-takers, their ownership signifies the extent of their commitment to
a company. Section 391(2) denies this basic fact. Therefore, the Group recommends
that:

There should be no deviation from the principle of voting according to stake. Conse-
quently, the existing provision of Section 391(2), i.e. “if a majority in number repre-
senting three-fourths in value” be substituted by the usual mode of voting on any
special resolution.

26




D. Oppression of majority shareholders by a strategic minority

4.30 Just as the management and the Board of Directors have duties towards the
shareholders, so too do shareholders towards their company. The Group noted with
dismay a few practices that have vitiated the concept of shareholder’s duties to-
wards good governance. The first has to do with the manner in which a few share-
holders try to use a provision of the existing Act to extract personal concessions from
management. By this, the Group refers to the use of Section 257. '

431 Section 257 states that any member of a public limited company who is not a
retiring director is eligible for appointment as a director provided that (i) he is pro-
posed by himself or any other member not less than 14 days before the AGM, and
(ii) the proposal is in writing and accompanied by a deposit of Rs.500, which is re-
fundable if elected. In such an event, the company has to inform all its shareholders
of the candidature by serving individual notices not less than 7 days before the
AGM, or by advertising the fact in an English and a regional language newspaper of
the city where the company has its registered office.

4.32 In the last few years, this provision has been misused by a handful of share-
holders. Typically, they approach a company with a large and dispersed share-
holder base a day or two before the 14-days deadline and propose themselves or
someone else as director. The company faces two costly options: (i) to send notices to
individual shareholders, which can cost several{ lakhs of rupees, (ii) to advertise,
which is also costly. Since these people know the cost implications, their purpose is
to misuse Section 257. To prevent this, the Group strongly recommends that:

1. Section 257 of the Act should be amended so that any member must have the
consent of 100 shareholders or of 1% of the voting rights before he can suggest
his or someone else’s candidature as director.

2. The candidature should be accompanied by a deposit of Rs.50,000, which would
be forfeited only in the event of the candidate not getting the votes of even 1% of
the voting shareholders present in the AGIM.

4.33 The Group also recommends that :

1. There should be restriction with respect to removal of directors, removal or re-
. appointment of statutory auditors.

2. The demand for poll at the General Meeting would be permissible by one or more
shareholders holding shares of the Face Value of Rs. 5,00,000 or holding of 1% of
the paid up capital of the company whichever is lessor.

3. Petition for injunctions on the holding of Annual or Extraordinary General Meet-
ings/or issue of securities of by a company should be heard only in the High Court
which has jurisdiction over the registered office of a company.
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E. Gifts at AGN

434 In the 1970s, some companies began the practice of giving gifts to sharehold-
ers at the AGM. Now it has assumed cancerous proportions. It is virtually impossi-
ble to conduct an AGM of many companies without giving increasingly valuable
gifts to appease shareholders who attend meetings. Without such presents, share-
holders have been known to heckle and continuously disrupt proceedings, ask for
poll on every resolution, and have even turned violent.

4.35 Theideal way to put an end to this is for chambers of commerce and industry
associations to persuade their members to put an end to it, even at the cost of having
one or two disruptive and contentious meetings. Powerful companies have indeed
put their foot down and sent a message. But for many medium sized companies,
taking a hard line is easier said than done. To give support to the management of
these companies, the Group recommends that:

There should be a section in Part Vi, Chapter 1 of the Companies Act (“Meetings and
Proceedings”) that debars companies from giving gifts and presents to shareholders
attending general meetings or otherwise.
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5

Accounts, Audit and Financial Disclosures

5.1  INTEGRITY OF ACCOUNTING AND AUDITING PROCECURES AND THE QUALITY of fi-
nancial disclosures are fundamental to corporate transparency and long term share-
holder support. In this, the Group feels that India’s financial press and electronic
media have played a key role during the last five years. They have not only brought
economic news to the fore, but have also induced a level of disclosure that was in-
conceivable even a decade ago. Today, the half-yearly and annual results of all sig-
nificant companies are carefully examined, analysed and repbrted in the major dai-
lies, internal governance issues have become de facto public domain, and very few
company can cut corners without the risk of catching the attention of either an in-
vestigative reporter or a financial analyst. This, more than anything else .has created
a healthier environment to foster good corporate practices.

52  The Group is grateful to the community of financial reporters, analysts and
researchers, for they have made its task easier. Thanks to them, it is far more feasible
to recommend more relevant disclosure norms in the new Act than it would have
been in the 1970s and 1980s. It is appropriate, therefore, that the Chapter begins with
financial disclosures before moving on to other matters such as depreciation.

Financial Disclosures

5.3  Inthe earlier Chapters of the Report, the Group has recommended a couple of
disclosures that are essentially financial in nature. These need re-stating.

1. Costs incurred, if any, in using the services of a Group Resource Company must
be clearly and separately disclosed in the financial statement ‘of the user comi-
pany. ' .

2. The present format of reporting directors’ remuneration must continue. In addi-
tion, a tabular form of directors” remuneration and commissions should form a
part of the Directors’ Report of all public limited companies. \

54  We now move on to other important financial disclosures.' Some of these are
new, and others exist in Schedule VI of the Act. One pciint needs to be emphasised.
Contrary to populist opinion, the disclosure requirements in Schedule VI are very

' 1t should be noted that the Report only emphasises the more important financial disclosures. Schedule
VI to the Act contains very many disclosures — many of which are being made more effective. How-
ever, it would be difficult and tedious to note all of them in the Report. For a full understanding of all
financial disclosures and accounting practices, the reader will need to refer to the draft Bill.
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stringent. Keeping the best of these and adding a few more relevant ones can create
a more than adequate disclosure environment in the law.

A. Business Segments and Divisions

5.5  For a multi-division or multi-segment listed public company, the Group felt
that there should be some qualitatively relevant information on these segments or
divisions without necessarily exposing detailed data to potential competitors.
Keeping this in mind, the Group recommends that:

A listed public limited company must give certain key information on its divisions or
business segments as a part of the Directors’ Report in the Annual Report. This
should encompass (i) the share in total turnover, (ii) review of operations during the
year in question, (iii) market.conditions, and (iv) future prospects. For the present, the
cut-off may be 10% qf total turnover.

B. End-Use of Funds Raised from the Capital Market

56 Shareholders have the right to know — and companies the duty to disclose ~
how they have utilised funds raised through a fresh capital issue. Therefore, the
Group recommends that:

1. Where a c'ompany has raised funds from the public by issuing shares, debentures
or other securities, it shall be required to give a separate statement showing the
end-use of such funds, namely:

a) how much was raised versus the stated and actual project cost;
b) how much has been utilised in the project upto the end of the financial year; and
¢) where are the residual funds, if any, invested and in what form.

1. This disclosure would be in the balance sheet of the company as a separate note
forming a part of accounts.

C. | Debt Exposure

5.7 At present, Schedule VI of the Act provides for fairly detailed disclosure on
debt. Nevertheless, it was felt that this area needs to be strengthened further. Thus,
the Group recommends that:
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In the schedule, there should be clear demarcation between “Iong'terrﬁ loans” (falling
due at least after 12 months from the date obtained) and others. In addition to giving
the aggregate amount of long term and short term loans, certain important sub-heads

| should be categorised as:.

vk

Long Term Loans :

Short Téi'm Lo'a'ns

Banks and fmanc|al insti-

Banks and other financial

Secured (gwmg nature of
secunty) ' 'tutlons, debentures (Wlth' |nst|tut|ons, , subs1d|ar|es

' rate of mterest date of is- | and others (specltylng na-
sue, and date and term of | ture)
redemption or.conversion),

- .-subsidiaries.- and . .others

M P ULt F LRI sources (specifying v .na{- -- Ll R LI
o [ ure) B
| Unsecured 3 Fixed . depos:ts, banks, | Banks-.and other financial

institutions,. .. sub5|d|arles

subsidiaries and others,
- ) others (speclfymg‘_nature)

'D.  Intereston Debt Exposure’ - : - . .: oo 7 DR

5.8 = Schedulé VI of the Act clearly specifies that a company must disclose the

amount’ of interest on its debentures, with disclosure-on any'such interest if paid or

payable to the managing director and the manager. In addition, it must separately
give full details on interest on debentures, loans and other liabilities that-have been -

i_'outstandmg for six months or miore. The Group recommends that thls disclosure be

retamed |n the new Act.

E.- Forelgn Exchange

~ 59° ‘With more Indian compames accessing foreign exchange for trade as well as
- investment, it is necessary to give a' more comprehensive break-down of foreign ex-
- change exposure and use. The Group recommends that:

1 ith .considerable disclosure on forelgn exchange ‘earning “and - outflow. This

2 . In-addition, there should also be a note containing separate data on~ of foreign cur-‘

1. At present, paragraph 4.D of Part Il of Schedule VI requires companies to comply

should continue.

.- rency transactions that are germane in today’s context: (i) forelgn holding in the
-+ 'share capital. of the company, and (ii):loans, debentures, or other securities ralsed
- by the company in foreign exchange R T S
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F. . Investment

510 Under Schedule VI, the balance sheet category “investment” is classified un-
der four broad heads: (i) in Government or Trust securities, (ii) in shares, deben-
tures, bonds and other such security, (iii) in immovable property, and (iv) in capital
of partnership firms. Moreover, such outlays — irrespective of whether it be
“investment” (i.e. long term) or as a part of current assets — are expected to be sepa-
rately segregated as trade related and other investments. The Group felt that such
disclosures were quite detailed and satisfactory. In other words, the Group recom-
mends that:

1. The 2x2 classification of investment and current assets in Schedule Vi (i.e. trade
versus hon-trade, and quoted versus unquoted) be retained in the new Act.

2. While the cell totals are important, it is not necessary to give details of every sin-
gle small investment — sometimes as low as Rs.1000 - in the note. Instead, there
should be the total under the four heads, and details of those investments that ac-

 count for 5% or more of each total. This is an example of focusing on the quality
of disclosures, which is sometimes forgotten in order to maximise quantity.

G. Commission and Brokerage to Sole Selling and Other Agents

511 Schedule VI provides for giving detailed data on commission and brokerage
to selling agents. The Group recommends that this disclosure should continue in the
new Act.

H. Adjustment Between end of Financial Year and Board Approval

5.12 There are often differences in assets and liabilities between the end of the fi-
nancial year and the date on which the Board approves the balance sheet and profit
and loss account. In addition to such disclosures appearing in the Directors” Report
[Sec 217], the Group recommends that these differences should be clearly stated un-
der the relevant sub-heads, and presented as a note forming a part of the accounts.

I. Fixed Assets through Leasing

5.13 Leasing has become an important manner of financing fixed asset formation.
Unfortunately, it is sometimes subject to under-reporting. The Group recommends
that:

If any fixed asset acquired through or given out on lease is not reported under appro-
priate sub-heads, full disclosure would need to be made as a note to the balance
sheet. This should give details of the type of asset, its total value, and the future obli-
gations of the company under the lease agreement.

J. Inappropriate treatment in Accounts

514 The Group recommends that:
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Any inappropriate treatment of an item in the balance sheet or profit and loss ac-
count should not be allowed to be explained away either through disclosure of ac-
counting policies or via notes forming a part of accounts.

K. Cash Flow Statement

5.15 Under Clause 32 of the Listing Agreement, listed companies have to append a
cash flow statement under three broad heads: (i) from operating activities, (ii) from
investing activities, and (iii) from financing activities. The Group felt that the pres-
ent form of the statement gives very little relevant information and is more an object
of form than substance. Therefore, the Group recommends that:

A new, more informative and user-friendly cash flow statement should be designed in
consultation with the Institute of Chartered Accountants of India (ICAl) and would form
a part of Schedule VI for listed companies alone.

L. Earnings per Share (EPS) and Cash EPS

516 With the capital market becoming more important, listed public companies
have a duty to disclose to their shareholders the EPS and cash EPS (gross, of depre-
ciation). EPS disclosure has recently come into being.

The Group recommends that EPS as well as cash EPS should form a part of the dis-
closure in the Annual Report.

M. List of employees under Section 217(2A)

5.17 At present, companies have to prepare, as a part of the Director’ Report, a list
of employees who earn above Rs.3 lakhs per year, with a list of attributes such as
years of employment, position, previous employment etc. Two points need to be
noted. For several large and even medium sized companies, this is a very long list

- that has no great disclosure value to a shareholder.” Moreover, in today’s context,

the threshold is quite low. Ideally, this requirement ought to be eliminated. How-
ever, the Group felt that this should evolve out of the public debate and recom-
mends that, at the very least:

1. The threshold should be raised to Rs.5 lakhs per year, and that it should only be
submitted to the Registrar of Companies and not form a part of the Directors’ Re-
port. The statement should be made available for inspection of shareholders at the
AGM.

2. However, if there are any director relatives who receive remuneration full details of
such cases should be given.

21t has a negative value insofar as it gives free information to head hunting firms.
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N. 0One Deletion

'5.18 Even after the dismantling of the licensing regime, companies are expected to
give details of irrelevant concepts such as licensed and installed capacity. The Group
recommends that: ‘

The recjuirement. to give licensed and installed capacity should be eliminated from
Schedule VI of the new Act.

Directors” Statenient of Responsibility

5.19 For some time, there has been a demand for framing a model code of corpo-
rate governance. The Group discussed this issue at great length and concluded that
there is a need to define the scope of the Directors’ responsibilities. This is sought to
be achieved by recommending that there should be a specific statement of the re-
sponsibilities of the Directors of a company. A model of the Directors’ Responsibility
Statement (DRS), which should be published in its Annual Accounts, is recom-
mended below: '

Companies Act requires the directors to prepare financial statements for each finan-
cial year, which give a true and fair view of the state of affairs of the company at the |
end of the year and of the profit or loss of the company for that period. In preparing
these annual accounts, the directors are required to select suitable accounting poli-
cies, apply them consistently and make judgements and estimates that are reason-
able and prudent.

The diractors must also specify whether applicable accounting standards have been
followec| and, if not, disclose and explain any material departures in the financial
statements. The annual accounts must be prepared on the going concern basis, un-
less it is inappropriate to presume that the Company will continue in business.

The directors are also responsible for the maintenance of adequate accounting rec-
ords in compliance with the Companies Act, 1997, for safeguarding the assets of the
Company, and for preventing and detecting fraud and other _iri'egularities.

520 The key point is that the code of c'cf)rporate. governance should not be limited
to the DRS. As mentioned earlier, governance standards need to be recommended
by industry associations and other professionaﬂ bodies; and, if required, such stan- -
dards may need to go beyond the scope of their legal or regulatory codes of conduct.

Professionals like company secretaries, chartered accountants, lawyers, consultants,
as well as financial institutions and their nominee directors could also be covered by

the concept of a code of corporate govern'ance,‘ as their actions impinge upon corpo-

rate functioning. The actions of the shareholders and the representative bodies at

general meeting, and the manner in which corporate meetings are conducted, are

also matters of good corporate governance. | ' '
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Accounting Standards

521 Asa matter of corporate policy, the Group strongly felt that accounting stan-
dards as well as financial and audit statements have to be consistent with those pub-
lished by Institute of Chartered Accountants of India (ICAI) from time to time. No less.
importantly, the Income Tax standards should also be those prescribed by ICAL In the
event that there is any deviation from the accounting standards, the Director’s ex-
planatory notes included in the Annual Accounts must give a justification and the
rationale of deviating from the standard. o

522 On the matter of standards, the Group was particularly concerned about a
serious matter, which has been communicated to the Working Group on the Income
Tax Act. This has to do with the difference in accounting standards on interest in-
come during the construction period. The deviation in accounting procedures has
been iiitroduced by the Income Tax Department; and, if it continues, will have seri-
ous repercussions for infrastructure projects. It needs some explanation.

523 By its very nature, infrastructure projects have long construction periods
which, in turn, sometimes creates an asymmetry between fund inflow and immedi--
ate' needs. Given the “lumpiness” of construction activity, it is reasonable to assume
that finance raised at the commencement of a project may need to be temporarily
employed elsewhere.” The Group strongly believes that any interest income earned
in the interim during the construction period should be set off against interest outgo
and other expenditure during construction. In this, it has followed ICAI’s guidance
note as well as the decision in the Maharashtra Electrosmelt case. However, the In-
come Tax authorities consider it otherwise, and treat it as “taxable income from -

- other sources”. This is one of several instances whete accounting standards need to

be reconciled through consultation between the Income Tax Department and ICAL

Pf_otection to Holders of Company Deposits

524 Since company deposits are in the nature of unsecured loans, deposit-holders
are more prone to corporate defaults. The 1997 Amendment Act has provided for
two types of protection: defaulting companies are no longer permitted to accept
further deposit, advance inter-corporate loans and investments. To further protect
their interest, the Group recommends that:

Section 58A of the Act should be modified so that companies who fail to repay the ||
principal or pay interest would be banned from declaring dividends until the default is
made good.

? Presumably, no one will argue that it should be kept idle between two bursts of construction activityl.
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Consolidation of Group Accounts

525 Consolidation of accounts of companies within a group has become the norm
in most OECD countries. It is also the case that the countries which permit such con-
solidation simultaneously allow the consolidated group entity two key facilities:

a) leveraging funds on the basis of the group’s assets, market value or net worth;
and

b} making tax provisions and set-offs applicable for the group as a whole.

Unfortunately, neither happens to be true in India. Banks and financial institutions
do not treat a group as a borrowing entity;" and, until date, there is no indication
that the Income Tax Department will accept the concept of a group for tax purposes.
In such a context, mandatory consolidation will only have a severe asymmetric im-
pact. Keeping this in mind, the Group recommends that:

1. For the present, consolidation of accounts of the holding and subsidiary compa-
nies should be optional.

2. Before consolidation is made mandatory for holding and subsidiary companies,
ihe banks and financial institutions should agree to lend on the basis of group
leverage, and the Income Tax Act should recoghise consolidation for tax pur-
poses.

3. If a group chooses to consolidate on a voluntary basis, then it should not be re-
quired to annex the accounts of its subsidiary companies under Section 212 of the
Act.

Chief Financial Officer (CEQ)

5.26 It is international best practice for listed companies above a certain size to
have a CFO who is fully responsible for the financial accounts of a company s op-
erations. The Group felt that this is a good practice and ought to be in law. There-
fore, it recommends that:

A listed company having issued capital of Rs_.3 crores and above should have a CFO,
who may be a chartered accountant or a cost accountant. A CFO would be legally re-
sponsibie for proper maintenance of the Books of Account, and should ensure dis-
closure of all required information in the Offer Documents and Annual Financial
Statements of the Company.

Cost Audit

5.27 No one can deny that appropriate costing is a key management function of
manufacturing companies. However, there is a difference between costing on the
one hand, and mandatory cost audits as given in Section 233B of the Act. The former

* Which they should, if they wish to monitor their funds better.
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is an internal management tool; the latter is a mandatory audit and has little to do
with ex ante management decisions. Moreover, it needs to be recognised that the
provision was introduced in 1965. That was an era of relative autarky, massive
quantitative controls, and. a plethora of administrative prices. These do not make
economic sense in a flexible competitive world, where all that matters is the chang-
ing structure of demand. Either the'costs are compatible with demand, or they are
not. Neither states alter through a mandatory cost audit as prescribed in Section
233B. Therefore, the Group recommends that: '

The provisions under Section 233B concerning mandatory cost audit at the directives
of the Department of Company Aftairs should be removed. However, the requirement
to maintain cost records should continue as before.

Depreciation under the Companies Act

5.28 In the course of the current fiscal year, the issue of depreciation under the
Companies Act and the Income Tax Act has again attained prominence. Before out-
lining the logic behind the Group S recommendanon it is necessary to give an ana-
lytical overview as well as a bit of history.

5.29  First the analysis. The depreciation rates under the Companies Act and the
Income Tax Act serve very different objectives. The former uses the rates to reflect a
“true and fair view” of the affairs of the company in the interests of shareholders,
creditors and other stake-holders. Therefore, its objective is to create long term cor-
porate value for the shareholders. To do so, the Act recognises the need to gradually
write off assets over a number of years.” The Income Tax Act uses depreciation to
calculate net taxable income. Equally importantly, tax depreciation rates are univer-
sally recognised as fiscal instruments to promote investment in desirable areas.

5.30 The depreciation rates under the Income Tax Act are not jusf deductions for
fall in value of fixed assets due to their “productive use” and “obsolescence”. These
are also designed to provide funds for replenishment and replacement of assets. As
competition increases, the need for such funds will be greater than ever before.
There is also an incentive aspect. The depreciation rates under Income Tax have of-
ten been designed to encourage core and priority sector industries, facilitate fund-
ing of such projects through appropriate debt-equity ratios, and to generate cash
flows for timely debt servicing.

* In fact, the rates under the Companies Act implicitly take into account the fact that in a capital scarce
economy such as India, companies tend to use fixed assets throughout their “useful life” — which is of-
ten beyond their “economic life”. No doubt this increases marginal cost of the use of machinery, but its
impact on total cost is generally negligible. In any case, such inefficiency at the margin has to be
evaluated against higher interest cost incurred for new machinery. The overall results are inconclusive.
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5.31 This incentive aspect of depreciation in is particularly important in the Indian
context. Despite living in an age of inflation and high technological obsolescence,
our tax laws do not-allow for depreciation of fixed assets on the basis of replacement
cost basis. ' '

532 Given this basic difference, the Group believes that it is logical to maintaln a
distinction between the two sets of rates. This is also in line with the view of the Tax
Reform Committee (Chelliah Committee).

533 The issue is not merely one of logic. It has to do with reality. At present, the
primary and secondary capital markets are in doldrums. Any increase in deprecia-
tion rates under the Companies Act will have the immediate consequence of reduc-
ing profits, dividends, and hence, share prices and market capitalisation. Con-
versely, any reduction in depreciation rates under the Income Tax Act will immedi-
ately erode cash flow and trigger debt defaults — which, in turn, will raise the pro-
portion of non-performing assets held by banks and financial institutions. It is, not
surprising that no constituent corporate India — companies, industry associations,
SEBI, capital market intermediaries, banks or financial institutions professional
bodies — has wanted any aligning of the depreciation rates under the Companies Act
and the Income Tax Act. Clearly, both the suppliers and the users of public fund
know the consequences only too well. :

5.34 There is a historical aspect that needs to be mentioned. The last change in
these rates under the Companies Act took place in March 1995, after almost a year’s
deliberation involving the DCA, industry associations and various all-India level
professional bodies. It is now February 1997. The Group does not recognise the ra-
tionale to alter these rates in the course of two years.

5.35 As far as the two methods of calculating depreciation are concerned, it must
be stressed that “written down value” (WDV) method of depreciation under the In-
come Tax Act and the “straight line method” (SLM) under Section 205(2)(b) of the
Companies Act converge over a period of time. This becomes clear from a hypo-
thetical example given in the chart below for a fixed asset costing Rs.100 crores.
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536 Under WDV, a company gets high initial benefits which reduce with every
passing year. SLM was introduced in the Companies Act by an amendment in 1960
to foster investment in priority, core and infrastructure projects. The Group felt that
both methods should continue under the provisions of the new Act.

5.37 "Another issue needs to be brought into focus. There is sound economic ra-
tionale for the Companies Act to have shift-based: depreciation rates under WDV
and SLM. Both economic and useful life vary accordmg to shifts, and there is no
merit whatsoever in forcing a single rate for each category irrespective of the shift
worked.

'_5.38 Tak'mg'all these factors into account, the Group recommends that:

The existing practice of having different rates and methods of providing for deprecia-
tion under the Income Tax Act and the Companies Act has served a useful purpose
and needs to continue.

: Any attempt to align the two sets of rates will have severely detrimental conse-
‘quences for compames share pnces capital markets, shareholders, small investors,

banks as well as financial mstltutlons Our economy may be spared from such

- Ashocks

539 The Group reiterates that while there is no need per se to change the basic
structure of the rates under the Companies Act, there could be discussions on
fine tuning and rounding off the existing rates of depreciation, and the pos-
sibility of reducing the number of categories/slabs. A model suggested put-

- ting up the minimum rate of depreciation on SLM for generatmg a debate on
this key aspect is setout below:
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Machinery

SLM (Minimum) Rate

Single Shift | Double Shift | Triple Shift
New 57 7.5 Z 10 Z
*(Second Hand 10 7, 15 Z_ 20%

Building including | }
Factory Building }

- 2.5%
*Ships - 5%
Other assets including Cars, Office
Equipments etc. ] 10%

Note 1 *Suitable definition of second hand machinery/ships (i.e. resident life of less

than 10 years) and appropriate rates for the same to be incorporated.

Note 2 In this model, companies will of course be at liberty to provide for a higher
depreciation in their discretion on either SLM basis or WDV basis.
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6

Mergers, De-mergers And Corporate Restructﬁring

6.1

6.2

6.3

In the western world, mergers and de-mergers have been very important
instruments for corporate restructuring since early 1960s. This trend has now
come into being in India. Firstly, in current de-regulatory. environment,
group companies are organizing into sharply focussed segments. Secondly, in
joint ventures, the foreign partners insist upon segmentation of the activity
from divisions/activities of company other than joint venture activities into a
separate company. Thirdly, there is a trend in family-owned businesses to
divide and restructure the ownership so as to entrust management of specific

parts to different branches of the families.

Accordingly, the Group decided to discuss these points in a joint meeting
with the Working Group on The Income Tax Act. It was prompted by the
belief that a unified approach in the matter of de-mergers and restructuring
would go a long way in the expeditious reconstruction of business entities in

India.

Such a meeting was held on 5th January, 1997 in which it was noted that the
need for providing specifically for the concept of de-mergers was first
recognized by the Chelliah Committee which had set out the areas for
amendments that are necessary in clause (i) section 2 (22) of the Income Tax
Act regarding the definition of “dividend”, clause-(ii) section 49 of that Act
providing for non-taxability of capital gains on account of sub-division or de-
merger and (iii) exemption from levy of gift tax by modifying section 45B of

the Gift Tax Act.
In the light of the discusssions, the Group recommend that
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De-mergers and Sub-Divisions be recognised and made tax neutral under the
Income Tax Act subject to satisfaction of the following criteria:

(1)

(2)
(3)

4)

There is substantial identity between persons owning various parts of the
business both before and after the restructuring,.

The restructuring is for bonafide business reasons.

That none of the original company’s/former shareholders is contemplating
the sale or cessation of business in post restructuring period.

New owners are only a sub divided part of the old owners and the old ||
owners should have substantially held their shares for a minimum period
of immediately preceding two/three years.

6.4

For expediting restructuring, it would be desirable to allow- losses to be
carried forward in a merger to any company subject to the tax shield
available being transferred to a separate Restructure Reserve such a reserve to
be used and redeployed entirely and exclusively for reconstruction and
rehabilitation of old sick units. -

In his Budget Speech, the Finance Minister promised change in SICA and in
BIFR procedures, and a new draft is expected to be placed before Parliament
in the first quarter of 1997. For the amended SICA to fall in line with
international practices and for it to be more meaningful in the Indian context,
it may ensure the following: '

eliminate the notion of net worth erosion and make the trigger debt default
for 365-days; ' :

make the reference to BIFR voluntary for the firm as well as credltors - and SO
encourage both parties to settle outside court;

ensure that if a firm chooses to come to BIFR, 1t cannot use the body to create
further delays, which can be implemented by a process that:

» eliminates debtor-in-possession;

P immediately puts up the companj for sale under the supervision of an
independent professional who acts as an administrator on behalf of
BIFR; '

» the sale process is preceded by transparent, strictly time-bound due
diligence procedures and an independent, though confidential,
assessment of liquidation value;

» the sale is conducted publicly through a sealed bid Vickerey auction
under supervision of independent administrator, where the existing
promoter is also allowed to bid;

if the winning bid is less than the liquidation value then the firm is liquidated; if
it is equal to or more than the liquidation value then the shares of the promoter
are transferred to the winner, and the proceeds of the sale go to satisfy creditors
according to APR.
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6.6  While SICA provides for a comprehensive code for dealing with revival,
rehabilitation and winding up of sick or potentially sick companies, it is
limited in its application to companies engaged in industries included in First
Schedule to the Industries (Development and Regulation) Act 1951 (IDRA).
The Group therefore, recomends that:

In respect of companies engaged in the activities outside the purview of IDRA, a

|| regime for rehabilitation and revival, similar to that of SICA may be provided for

Act. Such a step will go a long way in effectively dealing with the problems of
sickness of such companies.




7
Winding Up of Companiés

7.1 THIS CHAPTER FOCUSES ON EXPEDITING THE WINDING UP OR LIQUIDATION CF com-
panies. This is a key area which can make or mar the possibility of rapid re-use of
productive assets lying dormant across the length and breadth of the country.

7.2 Major delays in High Courts to wind-up companies that are beyond redemp-
tion have been proven by evidence. The table below gives the data as of 1992-93 for
1,859 companies which were under winding up in courts.

Delays in Winding up in Court

0-10 yrs 10-20 yrs [ 20-30 yrs 30-40 yrs 40-50 yrs | > 50 yrs
774 506 346 186 44 3
(41%) (27%) (19%) (10%) (2%) (1%)

Source: Ajeet N. Mathur, ‘Industrial restructuring and the National Renewal Fund’, mimeo, Asian De-
velopment Bank, 1993,

7.3  The contrast between Indian winding up and the Barings case cannot be
starker. Here was a company that suddenly became insolvent thanks to the activities
of a single rogue trader. The Bank of England immediately launched an investiga-
tion. But, what was remarkable was a universal appreciation of the fact that a quick
settlement had to be reached with the creditors, so that the firm could be quickly
liquiclated and “re-born” under new management. The entire Baring affair was set-
tled within two weeks, and a new body corporate was back in operation within a
month. Under the present laws and procedures, such speed would be inconceivable
in India.

74  The Indian economy has borne huge costs because of delays in winding up.
The delays reflect two factors of the law and legal administration:

* lack of appreciation that it is of prime importance to preserve the value of the as-
sets of a company that is being wound up — which is best achieved by ensuring
that these assets are quickly re-allocated to productive use by more efficient en-
trepreneurs;

* failure to realise that the parties who are worst affected by delays in winding up
are workers and secured creditors.

7.5 The Group strongly believes that winding-up procedures must radically ex-
pedite the sale of assets whether in the corporate form or as individual properties. It
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has, therefore, recognised the international trend in the law relating to corporate
bankruptcy: sell assets first as quickly as possible, and adjudicate and distribute
later. The Group believes that this principle will also facilitate the process of distri-
bution of sale proceeds and substitution of security to such proceeds, for the simple
reason that if the money is in the kitty quickly, parties will negotiate and acquiesce
faster for disposal. Keeping these in mind, the Group recommends an entirely new,
and strictly time-bound approach to winding up, whose key features are:

1. High Courts will have exclusive jurisdiction in the matter of liquidation of com-
pany.

‘2. Encouragement of voluntary winding-up, which is generally a more cost- and time-

efficient manner of liquidation.

3. Distinct separation of the two aspects of liquidation: (i) first, asset sale and (ii)
then, distribution of the proceeds.

4. Clarity in winding-up order — which should coherently describe the steps that have
to be taken along with time frames for each action.

5. Clear enunciation of the manner in which the Act shall catalyse rapid, transparent,
market-determined sale of assets which would not only allow for their profitable
re-use, but also increase the pool for distribution to claimants, including workers.

6. Well-defined and non-subjective norms to ascertain whether a company’s assets
should be sold in totality as a going concern, or in parts as individual asset sale.

7. Permitting professionals such as chartered accountants, lawyers or company sec-
retaries to be empanelled by the High Court as liquidators who may be selected as
Official Liquidators.

7.6 The basic guideline has been that the assets of a company that is being wound
up should be sold within a period of six months of the winding up order. The man-
ner in which this is sought to be implemented is by giving clear time-bound sched-
ules to complete various processes prior to sale, and by making most of these proc-
esses concurrent rather than sequential. It is hoped that such provisions would em-
power the High Courts to reduce stays and dispose the cases much faster.

7.7 The Group also recommends that the High Court must distinguish between
asset sale on the one hand, and misfeasance or malfeasance on the other. The latter
certainly needs to be detected and punished. But this should not be at the expense-of
delaying the sale and re-use of valuable productive assets.

7.8 Penultimately, the success of the new winding-up procedure recommended
by the Group hinges upon judicial expertise on commercial matters and the will to
expeditiously dispose off the cases in the interest of the nation’s economy. For both,
it is vital to differentiate between when procedure is being used with the intent of
creating strategic delays, and when it is justified. The Group believes that such an
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ability comes with sound commercial knowledge. It is only then that judgements
will bear the imprimatur of enlightened impartiality.

7.9  Finally, it may be asked why are High Courts being given exclusive jurisdic-
tion under winding by Court - the more so given the past record. This is prompted
by a reason and a fervent hope. The CLT should not be burdened with winding up,
at least during the first five years of its existence. It would have neither the experi-
ence of the procedures, nor the stamp of authority that history has bestowed on
High. Courts. Besides, High Courts can, if they so desire, expedite procedures. The
Group hopes that they will do so.
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8

Monitoring and Enforcement

8.1 THIS CHAPTER DEALS WITH THE WAYS IN WHICH THE REPORT PROPOSES TO restruc-
ture the regulatory mechanism for monitoring and enforcing the different aspects of
the new Act. It covers four substantive issues: (i) the constitution and jurisdiction of
the Company Law Tribunal vis-a-vis company court, (ii) licensing of Registrars, (iii)
penalhes and fines, and (iv) the need for financial commitment to develop a quick
response monitoring and enforcement infrastructure .

Company Law Tribunal (CLT)

82  The Group felt that while the Company Law Board has fulfilled a role, it
needs to be restructured and strengthened at all levels if it is to achieve the status of
an effective and expeditious enforcer of the law. A necessary condition for meeting
this objective is to elevate the Company Law Board to the status of a Tribunal.
Therefore, the Group recommends that:

1. The new Act shall provide for establishment of the Company Law Tnbunal (CLT)
as a Quasi-Judicial Tribunal.

2. It shall be mandatory for the CLT to have a judicial member and a technical mem-
ber of each Bench. This would be on the familiar lines of the Income Tax Appellate
Tribunal.

3. The CLT shall have muitiple Benches set-up in five zones.

4. The CLT shall be empowered to function with much greater administrative, finan-
cial and judicial independence compared to the existing Company Law Board.

5. The CLT shall be under the Ministry of Law, as is the case with the Income Tax
Appellate Tribunal. ' ’

6. In order to give concrete shape to independence, the Group recommends that the
Tribunal Benches should be housed in separate premises independent of the De-
partment of Company Affairs : :

7. The orders and judgement of the CLT shall be reported and published. These shall
- have precedent value irrespective of the zoning. Close co-ordination between
separate zones is to be achieved in order to create uniformity.

8. Although it is desirable to have fresh appointments for filling the Benches of CLT,
in the interegnum and for continuity, the existing Chairman and members of the
Company Law Board may constitute the CLT.
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8.3  The Group also felt that introduction of experts to assist the CLT would
expedite the process of adjudication and build a reservoir of skills. This
recomrnendation is equally true for Company Courts.

84  The new Act would set out the selection procedures, confer rule making
power for appointment of Presidents or Vice-Presidents of the CLT, and
enable rules to be made for selection, recruitment, appointment, removal and other
conditions of members of the CLT. It would also specify the rules for creating a
panel of experts to assist the Court or the CLT in company law matters.

Jurisdiction of Court and CLT

8.5  Multiple fora for adjudication and enforcement of corporate rights, liabilities
and obligation have been the bane of Indian companies. Therefore, the Group has
attempted to clearly delineate the dispute resolution mechanism available to the
corporate investor, and for corporate resolution of disputes or for mergers, winding
up, reconstructions, amalgamations, de-mergers and revivals. The Group recom-
mends that:

1. Matters concerning mergers, acquisitions, de-mergers, re-structuring and
schemes of arrangement or reconstruction, and winding up shall be exclusively
dealt with by the Court, with the assistance of a panel of experts acting as a
Commission under Order XXVI of the Code of Civil Procedure.

2. The CLT shall have jurisdiction in relation to all other matters, so long as these are
not within the original jurisdiction of the Company Court.

3. The CLT would have powers of contempt, review and power to condone delay un-
der Section 5 of the Limitation Act, 1963.

4. The jurisdiction of the District Court as a Company Court would be removed. Thus,
no Civil Court would have jurisdiction in any matter relating to the Companies Act,
unless specifically stated otherwise in the Act.

5. In cases of take-overs —

* Neither any Civil Court nor the Company Court shall have jurisdiction to entertain
or try any proceedings arising out the SEBI Takeover Code.

« SEBI will have a right to be heard in all matters of Takeover of Listed Public Com-
panies.

e SEBI would retain its right to issue clarifications, circulars and directions from the
judgements of CLT. This should help in keeping the Code in tune with the adjudi-
cated decisions of the CLT.

6. The jurisdiction for buy-back of shares and disputes arising from solvency certifi-
cates or failure of companies in a buy-back will lie with the CLT.
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7. The changes in the registered office of listed companies would be procedurally

10.

made by applying to the CLT.

All matters and disputes concerning shares or other securities or other issues
provided for in the Companies Act would be taken away from the Courts, the
MRTP Commission, the Consumer Courts and other fora, and would be vested in
the CLT. Thus, CLT’s jurisdiction would be considerably enhanced.

Appeals from the CLT would lie to the Division Bench of the High Court where the
Company Court has jurisdiction over the company. Appeals from the Company
Court would lie to the Division Bench of the same Court. On matters where no ap-
peal is permitted from decisions, orders or judgements of the CLT, a direct appeal
could be made to the Supreme Court of India on questions of law.

There would be a panel of experts to assist the Company Court for mergers, ac-

‘quisitions, de-mergers or winding-up. These would be selected from lawyers, char-

tered accountants, cost accountants, company secretaries, valuers, merchant
bankers, warehouse keepers, auctioneers. Appropriate guidelines as to how this
panel of experts would be selected, and how they could assist the Court or the
CLT would be provided for in the new Act.

8.6

8.7

8.8

8.9

~Licensed Registrars

There are a many functions that are carried out by the Registrar of Companies
(ROC) which are unrelated to enquiries, inspection and prosecution. Until
date, all ROC functions are vested upon the Central Government. This need
not be so.

Few would deny that Great Britain and Singapore provide excellent Registrar
services. - The fact of the matter is that many of these services have been li-
censed to efficient companies, subject to strict regulatory checks and balances.

International success is not the only reason why we should seriously consider
licensing of selected Registrar services to the private sector. As of 31st of
March, 1995, there were 353,292 companies registered under the Act . In
Maharashtra alone there are 77,560 such companies. Their affairs are being
monitored by two offices located in Mumbai, whose total staff strength is not
more than 200. The problem of inadequate staffing are heightened by a des-
perate lack of physical resources. Most Registrar’s offices are woefully ill-
equipped in terms of computing facilities, scanners, document handling and
storage facilities and yet they are expected to handle over 1,000,000 docu-
ments in the course of a year. |

The Group was in favour of two pronged strategy regarding registration: (i)
the Government Registrars have to be allocated far larger funding to create

' Note: These are the companies limited by shares
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minimal infrastructure, (ii) the Central Government must create offices of Li-
censed registrars, Regarding the latter, the Group recomends that:

1. Government must permit the setting up of private licensed Registrars.

2. The selection of a licensee will be based on:

L Transparent licensing procedure

* Well defined capital adequacy

¢ Minimal computing, imaging, data processing, storage and on-line capabil-
ity.

Strong confidentiality guarantees
A licensed Registrar would not handle the affairs of any of its group com-
panies.

¢ Clear provision that all material pertaining to the Companies Act are the
property of the Central Government and that the Registrar is performing a
fiduciary and custodial service on its behalf.

3. Commitment to on-line all information for name availability and registra-
tion as well as breaches between licensed Registrar and his Government
counter-parts on a daily basis.

4. In the event of termination of license, all property will be handed over to

the Government.

GOVERNMENT OWNED COMPANY PROVIDING COMPANY LAW SERV-
ICES

8.10 In addifion to Licensed Registrars, the Group believes that further efficiency
can be fostered by setting up a company under Government to provide regis-
tration services on commercial basis. By virtue of being a company, it will
have the power to re-utilise its profits into expanding its capabilities and
providing better services. Therefore, the Group recommends that:

The Government should corporatise company law services with an adequate eq-
uity base to modernise the registration functions.

STRENGTHENING OF GOVERNMENT ROCs

8.11 Given the stellar contribution of the offices of the ROC, it is only fair that they
be far better equipped. In 199495 the ROC collected a total revenue of
Rs.236.6 crores. Against this its expenditure was a paltry Rs.13.9 crores. The
Group recommends that:
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The funds allocated to the Government ROCs should be increased mémy fold. A
rough estimate suggest an one-shot investment of around Rs.60 crores and annual
budget of no less than 25 crores is a must to purchase and maintain the kind of
facilities that are needed to state of the art registration functions. These amounts
should be made available as soon as possible. In the first instance such financing
will have to come from the Consolidated Fund of India, Thereafter, the proceeds
of the license fee can be allocated to strengthen the office of the Government Reg-

istrars.

Future vision: Modernised players

8.12 The Group believes that the quality of registration functions will improve
dramatically, if morethan two players — Licensed Registrars, Public Sector
Company and/or Government Registrars compete in terms of quality of
services. The enforcement functions will however continue to vest with the
Government The Table below indicates the broad classification of functions
between these persons.

Licensed Registrars

Government Licensed Government
ROC ROC owned Law
Services Com-
: pany

Acceptance of documents v v v
Incorporation of companies v v v
Registration of prospectus v v v
Inspection of documents by public v v v
Power to make enquiries v X X
Power to carry out inspection v X X
Prosecution v X X
Assisting Court or CLT (producing v/ v v
evidence)
Furnishing data for Company Law v v v
and DCA reports

PENALTIES AND FINES

8.13 An significant feature of the Companies Act is how the penalties have re-
mained mired in the 1950s.
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These are out of date and do not provide for any deterrence at all. The Group
recommends that :

Penalties would be raised by a factor of ten.

Monetory fines can be imposed by the Regional Director of the Depart-
ment of Company Affairs. Appeal should lie with the CLT.

Continuing penalty would also rise ten times.

Imprisonment with or without fine will continue to remain under the ju-
risdiction of the Magistrates.
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Summary of Recommendations

Chapter I Introduction

Basic recommendations

a)

b)

First, the corporate scene is changing very rapidly, and will do so at an even
faster pace in the future. Hence, it is essential that the Companies Act be
reviewed once every five years. This will ensure that the Act retains the
flexibility which is vital for sustained corporate growth.

Second, despite the best of intentions and adept drafting, laws tend to have the
characteristic of being carved in stone. Laws do not change seamlessly with the

- times, while businesses do. Thus, desirable corporaté governance and practices

need legal support as well as evolution of internal standards — where the more
progressive elements of the corporate sector design best practices that are
constantly up-dated to complement and enhance the legal provisions. Nations
that have good corporate practices do not rely exclusively upon law; conversely,
those with poor records have never evolved internal codes of best practice.
Keeping this in mind, the Group has sought to distinguish between legal
provisions that will be incorporated in the draft Bill and recommendations which
ought to be followed By Indian cbmpanies in their best interests.

Third, it is desirable that the Réport be widely disseminated and discussed in the

. course of the next few months. The Group commits itself to consider the various

suggestions and responses before finalising the Bill that is to be eventually tabled
in Parliament. ‘
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Chapter II Classification of Companies

Classifications of companies.

The new Act would have a more relevant three-fold classification of companies:

1.
2.

Private companies - largely self-governing.

Public unlisted companies — lesser government regulations than public listed
cornpanies.

Public listed companies — greater flexibility in their operations than before, but
with stricter compliance norms.

The new Act should make an explicit provision to allow ‘Group Resource

Companies’ to be incorporated with the objective of making available to the

constituent members of the group the relevant services and expertise described

above. To ensure that such a system does not become exploitative:

1.

Group Resource Companies must operate strictly on cost sharing principles — no
prefit no loss — rather than on the basis of a share of the percentage of profits or
turnover.

The costs incurred (if any) in using the services of a Group Resource Company
must be clearly disclosed in the financial statement of the user company.

The definition of a Government Company should continue, as it is in consonance
with Article 12 of the Constitution of India.

By virtue of his fiduciary position, the Comptroller and Auditor-General (CAG)
can exercise his right to appoint the statutory auditor and to conduct
supplementary or test audits, if so required. '

The Annual Report of such a company should continue to be placed before both
Houses of Parliament.

But, no Government Company should get any concessions or privileges through
special exemptions and notifications. Thus, Section 620 of the Act should be
deleted.

Deemed Public Companies Eliminated

The Group recommends that the concept of deemed public companies the abolish
and recommends concomitant deletion of section 43A.
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Memorandum & Articles of Association. ~ ~ 7 .

In the interest of genuine flexibility as well brevity, Schedule I be eliminated.
altogether from the Bill and the same may be modified and prescrlbed by rules. '

1. The ob]ects should be kept as’ broad and flexible enough as shareholders so‘
desu‘e

2. Altermg the ob]ects should be allowed sub]ect to () the passmg of a spec1a1
resolution by the shareholders. of-a company, and (ii) the altered Memorandum
bemg registered w1th the appropriate Regmtrar of Compames

Change of Registered Office simplified.

For changing the registered office of private and public unlisted companies, passing
of a special resolution to that effect should suffice.

This is a conscious deviation from the 1997 Companies (Amendmént) Act, and is.
justified on the ground that the relatively limited impact of such a change in the case
of small and medium sized unlisted _companies does not warrant an addltlonal
approval from a quasi judicial authorlty
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Chapter III  Raising Capital

SEBI sole authority for listed companies -

The regulation and disciplinary control over public listed companies for the purpose of
issue of securities and related matters should be unified to the extent f)ossible, and
that SEBI should be the sole authority entrusted with these monitoring regulatory
and policing functions.

Schedule II of the Act (Prospectus) should be under the domain of SEBI.
Accordingly, Schedule II would be taken out of the new Bill and shifted to Rules.

Freedom to transfer and acquire shares

1. The provisions of Sections 108A through 108I of the Act — which require
companies to obtain prior approval from the Central Government for the
acquisition and transfer of shares — should be deleted.

a) Section 108 of the Act should be amended in respect of endorsement and validity
of a share transfer instrument.

Hybrids derivatives and options introduced

1. Indian companies should be enabled to issue hybrids, derivatives, options, as
well as shares and quasi-equity instruments with differential rights.

2. For private limited companies and unlisted public companies, the Department of
Company Affairs (DCA) would issue guidelines regarding such securities.

3. For public listed companies, SEBI would issue guidelines on the norms and for
protection of the interests of investors for such new instruments/securities.

4. Wherever applicable, the guidelines issued by DCA for private and public
unlisted companies should be in consonance with SEBI's for public listed
companies.

5. In framing such guidelines, both SEBI and the DCA should avoid trying to
anticipate what the risk of a potentially new instrument may be. This is because
such risks are rarely quantifiable. Instead, both authorities should insist on
detailed disclosure of corporate information, and then let the potential investor
decide whether or not such an investment makes portfolio sense.
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Buy-back of shares permitted.

The new Act should provide for buy-back of shares subject to certain provisions:

1.

Prior approval by shareholders through special resolution that clearly states (i)
the amount allocated for buy-back, (ii) time period for concluding buy-back
operations, and (iii) the funds allocated for buy-back are from ‘free reserves” and
share premium account. |

In the event of buy-back, the company shall not issue any new shares, which
includes rights issues but excludes bonus, for a period of 12 months after the
buy-back is completed. '

Since Buy-back is for extinguishing share capital it should not lead to an increase
in debt-equity ratio in excess of 2:1.

4. In the case of buy-back is for ‘treasury operations’, such shares will not be re-

issued for 24 months after the last date of buy-back, and will be subject to the
restrictions given in the table below.

Buy-back for Up-to 24 months After 24 monfhs | After re-issue
treasury operations but before re-issue

Voting rights No No Yes
Dividend rights No No ‘ Yes
Bonus shares No Yes , Yes
Rights issues No ‘ Yes Yes

5. In the case of non-secondary market buy-back from specific class of share

‘holders, the potential sellers will not vote on the special resoliition;

The buy-back will be accompanied by a “‘declaration of solvency’ by the Board
which will be signed by the Managing Director and at least one more Director,-
and will be in force for one year after the buy-back;

Any deviation from such compliance will be punishable by a substantial fine
and/or imprisonment. e

In the event of any person, group or body corporate acquiring 95% of the shares of a
public listed company — either through a take-over or otherwise — and the company
getting de-listed, residual shareholders should sell their shares to the 95% owner at
a price based upon SEBI guidelines.
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Indian Depository Receipts.

Indian Depository Receipts should be set up, like American Depository Rece1pts or
Global Depository Receipts. This would imply that:

¢ Foreign companies could issue IDR, where the underlying security is the equity
or any other security of a foreign company. - -

s Depository and custodial activities must be encouraged to achieve mternatlonal
standards. ' T

Provisions regarding issue of prospectus by foreign companies already existed in
Part XI of the Companies Act (Section 603 to 605). Therefore, a new scheme for
Indian Depository Receipts can be easily introduced with minor modifications.

‘Issue of ADRs and GDRs to be recorded w1th ROC

Issuers of GDRs or ADRs should file with the Registrar of Compames (1) the foreign
offering circular or prospectus after any such issue, (ii) basic data on the issue such
as the price of the depository receipt-and the amount subscribed, and (ii) material
details after conversion to'shares. ‘

Shelf prospectus.

The concept of a shelf prosPeoms should be incorporated in the new Act. It should
have a validity of 365-days, subject to updates on material facts, material litigation
and changes in financial position between the previous offering and the next one.

In the first instance, this shelf prospectus facility could be limited to public sector
banks and financial institutions and "those comi)anies specialising in infrastructure
finance. If the procedﬁre succeeds and demonstrates that the interest of investors are
protected, then the fac111ty may be gradually extended by SEBI to other sectlons of
corporate India.

Book building.

An amendment be made to the definition of prospectus in Section 2(36) of the Act
which would

a) exclude the mformatlon memorandum that is 1ssued _prior to the prospectus at
the time of book-building, but

b) requu'e that, after formal closure of book-building, such a memorandum be
submitted with the formal prospectus to the Registrar of Companies.
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Employee Stock Options.

1.

Employee Stock Options (ESOP) should be explicitly incorporated in the new
Act. These options can be in the form of warrants or other securities that have
pre-specified dates of conversion in the future. '

This will require amending Section 81 of the Act. In order to prevent misuse,
ESOP should be permitted up to 5% of the increased capital of a company (i.e.
existing capital plus proposed issue).

The capital market rules for ESOP should be framed by SEBI for public listed
companies, and by the Central Government for all other companies.

Such rules should allow for buy-back of options according to the principles of
buy-back that have been discussed earlier in the chapter.

. In addition, the Government should consider taxing these opﬁoﬁs as long term
capital gains.
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Chapter IV Internal Management and Non Financial
Disclosures

Disclosure of remuneration to Directors relative

Schedule IA be explicitly incorporated in the Act itself, and a detailed,
comprehensive report on the relatives of directors — either as employees or Board
members - be given as an integral part of the Directors’ Report of all public limited
companies. -

Disclosure of interest by Directors.

The fact that such a register is maintained by the company in its registered office,
and is open for inspection by any shareholder of the company should be explicitly
stated in the notice of the AGM of all public limited companies.

Disclosure of Directors shareholders at AGM

The existence of the Director’s share register and the fact that it can be inspected by
members in any AGM should be explicitly stated in the notice of the AGM of all
public limited companies.

Loans to Directors.

1. Loans to Directors will be limited to only three categories namely, education for
family, housing and medical assistance.

2. This facility will be available to only the full-time working or executive directors
of companies and not to non-executive directors.

3. The right to grant any such loan will be subject to norms that are approved of by
the shareholders in a general meeting.

4. The maximum loan will be five times a working director’s current annual
remuneration.

5. No full-time working director will be eligible for a second loan in any of the
three categories when a previous loan remains overdue.

Appointment of sole selling agent without government approval provided.

Not.a relative * 1 Related to any director or
' director héVing interest

Sole selling agent for India || Should require prior " Should require prior




| approval 'of a special . approval of a special
'res_olutio_n ina geﬁei‘al | resolution‘in a ‘ge'neral

" -meeting‘of shareholdérs.. | meeting of shar'ehc:)lders;’
' - . | in dddition this fact has to
be fully disclosed as a
separate item in the
Annual Accounts. -

.| May be decided by the’ - | Should require prior
Board, and the S approval of a special

-*"| information be passed on - | resolution in a general

to shareholders together | meeting of shareholders; |
‘, with Annual Accounts. - in addition this fact has to
' " " | befully disclosed as a
‘separate item in the
*.|-Annual Accounts. '

The maximum fee per sitting should be increased from Rs.2,000 to Rs.5,000;-and this
should be revised at least once every five years to account for inflation. This change,
should be incorporated in ‘the Rules. P

Sitting fee and commis.sion to non executive directors retained at present level.
Officer in default clearly defined. '

There should be an explicit proviso in Sectlon 5 (”off1cer who is in default”) which
excludes non-executive directors, except in cases where such a person is a 51gnatory

H

| of any declaration made by the c:ompany

The hst of persons who can be offlcers in default should mclude the ex1st1ng |
personae in the Act; and in the case of i 1ssu1ng or transfer of any securities, merchant
bankers, share transfer agents, registrars to ‘the issue and bankers to the issue; but
exclude ‘non-executive directors unless they happen to be 51gnator1es to any
declaration made by the company. -
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Disqualification of Directors who contravene Takeover Code.

Such Directors should be disqualify from being Director of acquiror or target
company for a period of two years.

Managerial remuneration and its disclosures.

The present regime of managerial remuneration has worked satisfactorily. Sections
198, 309 and Schedule XIII of the Act are ample enough to give sufficient flexibility
to profitable companies to attract and retain the best talents." Moreover, the Act
allows a company to go beyond these limits subject to approval by the DCA.
Therefore, the core of these provisions should remain unaltered, at least for the next
five years. However, Sections 310, 311 and 637AA are to be deleted.

The format as it exists must continue. In addition, a tabular form of directors’
remuneration and commissions should form a part of the Directors’ Report of all
public limited companies.

Voluntary appeintments of audit committees.

At this juncture, the requirement for Audit Committees and Nomination or
Remuneration Committees should not be mandated by the Companies Act. Instead,
it should be voluntary, with- the three apex industry associations — CII, FICCI and
ASSOCHAM - playing a catalytic role.

Secretarial Compliance Certificate.

There should be a Secretarial Compliance Certificate forming part of the Annual
Return filed with the Registrar, which would certify, in a prescribed format, that the
secretarial requirements under the Companies Act have been adhered to. This
would be governed by the following norms:

1. For listed companies having a paid-up capital of Rs.2 crores or more, it would be
mandatory to have a whole-time Company Secréetary. For others, it would be
optional. _

2. Since a whole-time Company Secretary falls under the category of “officer who is
in default”, it is presumed that he has every reason to discharge his obligations
as per the Act. Therefore, companies with a whole-time Secretary would not
require to submit a Separate Compliance Certificate to the Registrar.
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3. Submitting the Secretarial Compliance Certificate to the Registrar would be
mandatory for companies having a paid-up capital in excess of Rs.10 lakhs but
below Rs.2 crores. ‘ '

4. For companies having a paid-up capital of less than Rs.10 lakhs, the Secretarial
Compliance Certificate would be optional. -

Inter-corporate loans and investments procedure.

The provisions of Sections 370 and 372 of the Companies Act should be merged and
radically altered.

Companies should be permitted investment of up to an aggregate limit 60% of the
capital and free reserves, or 100% of the free reserves of the company, whichever is

N

higher, as either inter-cérporate investment or loans.

The right to investment either in equity or securities or, by making loans up to the
above limit should be a matter of corporate decision by the Board of Directors.

In case a company wishes to invest in excess of this limit prior permission should be
obtained from the general body of shareholders by passing of a special resolution. In
the interest of shareholder prote_cﬁon, such a special resolition should clearly state
the amount that is to be invested and the purpose of such investment.

Registrars to grant extension for registration of charges.

‘The reQistration of charges and the delegation of the function of certifying the
creation of charges should be empowered to the statutory auditor, who wduld be
liable in the event of false certification. Moreover, the Registrar of Companies would
be empowered to grant extensions of time for registration of charges, according to
prescribed guidelines.

Nominations facility for security holders

Section 82 of the Act would be amended according to the lines of the Companies
Bill, 1993, and would provide for nomination facilities for such securities.
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Proxy holders permitted to speak and vote af meetings.

Given the present state of postal services, postal ballots should not be introduced as
a substitute to the current system. At the same time, the role of proxies should be
strengthened by permitting two rights: to vote in show of hands and to speak at
general meetings.

Voting according to financial stake.

There should be no deviation from the principle of voting according to stake.
Consequently, the existing provision of Section 391(2), i.e. “if a majority in number ||
representing three-fourths in value” be substituted by the usual mode of voting on
any special resolution.

Operation of majority shareholders by strategic minority prevented.

1. Section 257 of the Act should be amended so that any member must have the
consent of 100 shareholders or of 1% of the voting rights before he can suggest
his or someone else’s candidature as director.

2. The candidature should be accompanied by a deposit of Rs.50,000, which would
be forfeited only in the event of the candidate not getting the votes of even 1% of
the voting shareholders present in the AGM.

3. There should be restriction with respect to removal of directors, removal or re-
appointment of statutory auditors. ' '

4. The demand for poll at the General Meeting would be permissible by one or
more shareholders holding shares of the Face Value of Rs. 5,00,000 or holding of
1% of the paid up capital of the company whichever is lessor. '

5. Petition for injunctions on the holding of Annual or Extraordinary . General
Meetings/or issue of securities of by a company should be heard only in the
High Court which has jurisdiction over the registered office of a company.

Gifts at AGMis

There should be a section in Part VI, Chapter 1 of the Companies Act (“Meetings
and Proceedings”) that debars companies from giving gifts and presents to
shareholders attending general meetings or otherwise,
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Chapter V Accounts Audit and Financial disclosure.

Reporting of Business Segements and divisions by listed companies.

A listed public limited company must give certain key information on its divisions
or business segments as a part of the Directors’ Report in the Annual Report. This
should encompass (i) the share in total turnover, (ii) review of operations during the
year in question, (iii) market conditions, and (iv) future prospects. For the present |
the cut-off may be 10% of total turnover.

| End use of funds raised from the capital market to be disclosed.

|t 1. Where a company has raised funds from the public by issuing shares, debentures
- or other securities, it shall be required to give a_separate statement showing the
end-use of such. funds, namely: o

a) - how much was raised versus the stated and actual project cost;
b) how much has been utilised in the project upto the end of the fmanc1a1 year; and
¢) where are the res1dual funds, if any, invested and in what form

1. This disclosure would be in the balance sheet of the company as a separate note.
forming a part of accounts. - :

Debt dlsclosure in balancesheet

In the schedule, there should be clear demarcatlon between ”long term loans”
(falling due at least after 12 months from the date obtained) and others. In addition
to giving the aggregate amount of long term and short term loans, certaln rmportant
sub-heads should be categonsed as:

Long Term Loans 1 Short Term Loans

Secured (grvmg nature of Banks - and  financial | Banks and other financial
_securlty) . - | institutions,  debentures | institutions, ~subsidiaries
' (with rate of interest, date | and . others  (specifying
.of issue, -and date and | nature) V
© lterm of redemp_tion or
: conversion), subsidiaries
and " others . sources |
(specifying nature)
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Long Term Loans Short Term Loans

Unsecured ' Fixed deposits, banks, | Banks and other financial
subsidiaries and others institutions, subsidiaries,
others (specifying nature)

Foreign Exchange information disclosure.

1. At present, paragraph 4.D of Part II of Schedule VI requires companies to comply
with considerable disclosure on foreign exchange earning and outflow. This
should continue.

2. In addition, there should also be a note containing separate data on of foreign
currency transactions that are germane in today’s context: (i) foreign holding in
the share capital of the company, and (ii) loans, debentures, or other securities
raised by the company in foreign exchange.

Investment classification in balance sheet.

1. The 2x2 classification of investment and current assets in Schedule VI (i.e. trade
versus non-trade, and quoted versus unquoted) be retained in the new Act.

2. While the cell totals are important, it is not necessary to give details of every
single small investment — sometimes as low as Rs.1000 - in the note. Instead,
there should be the total under the four heads, and details of those investments
that account for 5% or more of each total. This is an example of focusing on the
quality of disclosures, which is sometimes forgotten in order to maximise
quantity. |

Information regarding lease asset by companies.

If any fixed asset acquired through or given out on lease is not reported under
appropriate sub-heads, full disclosure would need to be made as a note to the
balance sheet. This should give details of the type of asset, its total value, and the
future obligations of the company under the lease agreement.

Inappropriate treatment in Account

Any inappropriate treatment of an item in annual accounts of the company should
not be allow to be explained through notes forming part of account or accounting
policies.

66



User Friendly cash flow statements.

A new, more informative and user-friendly cash flow statement should be designed
in consultation with the Institute of Chartered Accountants of India (ICAI) and
would form a part of Schedule VI for listed companies alone.

SECTION 217(2A)
1. The threshold should be raised to Rs.5 lakhs per year, and that it should only be
submitted to the Registrar of Companies and not form a part of the Directors’

Report. The statement should be made available for inspection of shareholders at
the AGM.

2. However, if there are any director relatives who receive remuneration full details
of such cases should be given

Requirement to give licensed capacity information abolished in balance sheet.

The requirement to give licensed and installed capacity should be eliminated from
Schedule VI of the new Act.

Directors Responsibility Statement

Companies Act requires the directors to prepare financial statements for each
financial year, which give a true and fair view of the state of affairs of the company
at the end of the year and of the profit or loss of the company for that period. In
preparing these annual accounts, the  directors are required to select suitable
accounting policies, apply them consistently and make judgements and estimates
that are reasonable and prudent.

The directors must also specify whether applicable accounting standards have been
followed and, if not, disclose and explain any material departures in the financial
statements. The annual accounts must be prepared on the going concern basis,
unless it is inéppropriate to presume that the Company will continue in business.

The directors are also responsible for the maintenance of adequate accounting
records in compliance with the Companies Act, 1997, for safeguarding the assets of
{ the Company, and for preventing and detecting fraud and other irregularities.
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Protection to holder of company deposit strengthened

Section 58A of the Act should be modified so that companies who fail to repay the
principal or pay interest would be banned from declaring dividends until the
default is made good. )

Consolidation of Group Accounts Optional

1. For the present, consolidation of accounts of the holding and subsidiary
companies should be optional.

2. Before consolidation is made mandatory for holding and subsidiary companies,
the banks and financial institutions should agree to'lend on the basis of group
leverage, and the Income Tax Act should recognise consolidation for tax
purposes.

3. If a group chooses to consolidate on a voluntary basis, then it should not be
required to annex the accounts of its subsidiary companies under Section 212 of
the Act.

Chief Financial Officer appointment in Companies

A listed company having issued capital of Rs.3 crores and above should have a CFO,
who may be a chartered accountant or a cost accountant. A CFO would be legally
responsible for proper maintenance of the Books of Account, and should ensure
disclosure of all required information in the Offer Documents and Annual Financial
Statements of the Compaﬁy.

Cost audit.

The provisions under Section 233B concerning mandatory cost audit at the directives
of the Department of Company Affairs should be removed. However, the
requirement to maintain cost records should continue as before.

Depreciation

The existing practice of having different rates and methods of providing for '

depreciation under the Income Tax Act and the Companies Act has served a useful
purpose and needs to continue.
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Any attempt to align the two sets of rates will have severely detrimental
consequences for companies, share prices, capltal markets, shareholders, small
investors, banks as well as financial institutions. Our economy rnay be spared from
such shocks. '

Machin-ery ) SI;M (Minimum) Rate .

. Single Shift | Double Shift Triple Shift
New '5Y, 757, 107
*(Second Hand 10 Z | 15 Z | ) 20){

7

Building including | }
Factory Building ] |

2. 5’2

Shl:ps o | - 5%

Other assets including Cars, Office

Equipments etc. . :
TP ; 10%

Note 1 *Suitable definition of second hand machinery (i.e. re51dent 11fe of less than
10 years) and appropnate rates for the same to be incorporated.

Note 2 In this model, companies will of course be at liberty to provide for a higher
depreciation in their discretion on either SLM basis or WDV basis.

Chapter VI  Mergers, De-mergers And Corporate

Restructuring -

Safe guards for recognition of de-mer‘gefs and sub-divisions by Income Tax Law
recommended and to be made tax neutral.

(1)  There is substantial identity between persons owning various parts of the
business both before and after the restructuring.

(2)  The restructuring is for bonafide business reasons.
(3)

That none of the original company’s_/ former shareholders is contemplating
the sale or cessation of business in post restructuring period.
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(4) New owners are only a sub divided part of the old owners and the old
owners should have substantially held their shares for a minimum period of
immediately preceding two/three years. |

Chapter VII Winding up of Companies.

Winding up of companies outside purview of IDRA provided.

In respect of companies engaged in the activities outside the purview of IDRA, a
regime for rehabilitation and revival, similar to that of SICA may be provided for
Act. Such a step will go a long way in effectively dealing with the problems of
sickriess of such companies.

Time Bound winding up of Companies

1. High Courts will' have exclusive jurisdiction in the matter of liquidation of
company.

2. Encouragement of voluntary winding-up, which is generally a more cost- and
time-efficient manner of liquidation. '

3. Distinct separation of the two aspects of liquidation: (i) first, asset sale and (ii)
then, distribution of the proceeds.

4. Clarity in winding-up order — which should coherently describe the steps that
~ have to be taken along with time frames for each action.

5. Clear enunciation of the manner in which the Act shall catalyse rapid,
transparent, market-determined sale of assets which would not only allow for
their profitable re-use, but also increase the pool for distribution to claimants,
including workers.

6. Well-defined and non-subjective norms to ascertain whether a company’s assets
should be sold in totality as a going concern, or in parts as individual asset sale.

7. Permitting professionals such as chartered accountants, lawyers or company
secretaries to be empanelled by the High Court as liquidators who may be
selected as Official Liquidators.
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Chapter VIII Monitoring and Enforcement

Jurisdiction of Court and Company Law Tribunal.

1.

The new Act shall provide for establishment of the Company Law Tribunal
(CLT)as a Qua51—]ud1c1al Tribunal.

It shall be mandatory for the CLT to have a judicial member and a techmcal

.member of each Bench. This would be on the familiar lines of the Income Tax

Appellate Tribunal.

3. The CLT shall have multiple Benches set up in five zones.

The CLT shall be ernpowered to function with much greater administrative,
financial and judicial independence compared to the existing. Company Law
Board. ' ’

The CLT shall be under the Mmlstry of Law, as is the case with the Income Tax
Appellate Tribunal. -

- In order to give concrete shape to independence, the Group recommends that the

Tribunal Benches should be housed in separate premises mdependent of the
Department of Company Affairs '

The orders and judgement of the CLT shall be reported and published. These
shall have precedent value irrespective of the zoning. Close co-ordination
between separate zones is to be achieved in order to create uniformity.

Although it is desirable to have fresh appointments for filling the Benches of
CLT, in the interegnum and for continuity, the existing Chairman and members
of the Company Law Board may constitute the CLT.

Carved out jurisdiction of Courts and Company Law Tribunal

1.

Matters concerning mergers, ‘aequisitions, de-mergers, re-structuring and
schemes of arrangement or reconstruction, and winding up shall be exclusively
dealt with by the Court, with the assistance of a panel of experts acting as a
Commission under Order XXVI of the Code of Civil Procedure.

. The CLT shall have jurisdictien in relation to all other matters, so long as these

are not within the original jurisdiction of the Company Court.

The CLT would have powers of contempt, review and power to condone delay
under Section 5 of the Limitation Act, 1963.
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The jurisdiction of the District Court as a Company Court would be removed.
Thus, no Civil Court would have jurisdiction in any matter relating to the
Companies Act, unless specifically stated otherwise in the Act.

In cases of take-overs —

Neither any Civil Court nor the Company Court shall have jurisdiction to
entertain or try any proceedmgs arising out the SEBI Takeover Code.

SEBI will have a rlght to be heard in all matters of Takeover of Listed Public
Companies.

SEBI would retain its right to issue clarifications, circulars and directions from

' the judgements of CLT. This should help in keepmg the Code in tune with the

adjudicated decisions of the CLT.

. The jurisdiction for buy-back of shares and disputes arising from solvency

certificates or failure of companies in a buy-back will lie with the CLT.

Licensed registrar subject to safe guards.

* ¢ & & & N~

Government must permit the setting up of private licensed Registrars.

The selection of a licensee will be based on: -

Transparent licensing procedure

Well defined capital adequacy

Minimal computing, imaging, data processing, storage and on-line capability.
Strong confidentiality guarantees

A licensed Registrar would not handle the affairs' of any of its group
companies. '

Clear provision that all material pertaining to the Companies Act are the
property of the Central Government and that the Registrar is performing a
fiduciary and custodial service on its behalf.

Commitment to on-line all information for name availability and registration
as well as breaches between licensed Registrar and his Government counter-
parts on a daily basis.

In the event of termination of license, all property will be handed over to the
Government. .

Corporatisation of Company Law Services.

The Government should corporatise company law services with an adequate equity
base to modernise the registration functions.
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ROC offices to be provided more funds. =

The funds allocated to the Government ROCs should be increased many fold. A
rough estimate suggest an one-shot investment of around Rs.60 crores and annual
budget of no less than 25 crores is a must to purchase and maintain the kind of
facilities that are needed to state of the art registration functions. These amounts
should be made available as soon as possible. In the first instance such financing
will have to come from the Consolidated Fund of India. Thereafter, the proceeds of
the license fee can be allocated to strengthen the office of the Government Registrars.

Prosecution of companies in some cases delegated to regional directors.
. Penalties would be raised by a factor of ten.

+ Monetary fines can be imposed by the Regional Director of the Department of
Company Affairs. Appeal should lie with the CLT.

. Continuing penalty would also rise ten times.

+ Imprisonment with or without fine will continue to remain under the
jurisdiction of the Magistrates.
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