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1.
INTRODUCTION

Company Law, an ever evolving subject, has undergone major transformation in the last decade. The impetus for such transformation germinated partially from the worldwide move for market oriented polices and partially by disquieting features of globalisation, resulting into focused attention on need for Good Corporate Governance. The advancements in information technology and influence of faster means of communications over corporate operations have also provided impetus for such transformation. In other words, the paradigm shift  witnessed in the global economy and corporate sector the worldover, have cumulatively presented various issues that have triggered debate and become important factors for initiating changes in Company Law in our country and abroad.


The post reforms corporate India has witnessed tremendous growth and expansion as a result of deregulation and procedural simplification of Company Law. The corporate India experienced multifaceted growth in terms of number, size, volume and extraterritorial reach. This growth  can be gauged from the fact that there were 5,84,184  companies limited by shares with an estimated aggregate paid up capital of Rs. 3,39,801.6 cores. Today, the Indian corporate sector has spread its wings in other parts of the world also and even resorted to acquisitions abroad.  The catalyst behind this growth has been Government’s commitment to provide growth oriented policy and regulatory framework for corporates.  However, this corporate growth has been punctuated by  incidences of corporate failures, securities scams, vanishing companies, mismanagement, growing shareholders dissatisfaction and unethical business practices.  The Enron debacle and meltdown of certain once mighty  US corporations have further aggravated the situation and raised various issues of Good Corporate Governance and attracted worldwide focus.

2.
INITIATIVES FOR DEALING WITH ISSUES UNDER COMPANY LAW

With a view to deal with various issues that emerged in the wake of  changing corporate paradigm, the government set up committees to suggest changes in regulatory framework.

(i)
Joint Parliamentary Committee on Stock Market Scam  

The Parliament constituted a Joint Committee on Stock Market Scam and matters relating thereto in April 2001 to go into the irregularities and manipulations in all their ramifications including insider trading relating to shares and other financial instruments and the role of banks, brokers and promoters, stock exchanges, financial institutions, corporate entities and regulatory authorities; to fix the responsibility in respect of such transactions; to identify misuse, if any, of and failures / inadequacies in the control and the supervisory mechanisms; to make recommendations for safeguards and improvements in the system to prevent recurrence of such failures; to suggest measures to protect small investors; and to suggest deterrent measures against those found guilty of violating the regulations.  The Committee has since submitted its report.    
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(ii)
Naresh Chandra Committee on Auditor Company Relationship

The Enron debacle of 2001 and subsequent scandals triggered another phase of reforms in company law with thrust on corporate governance, accounting practices and disclosures — this time more comprehensive than ever before.  The Department of Company Affairs (DCA) appointed a High Level Committee headed by Shri Naresh Chandra to examine various corporate governance issues. The Committee in its  report observed that while corporate governance reforms in India far outstrip that of many countries, the performance in either  lags very much behind. The Committee inter alia recommended as follows:


Auditor-Company Relationship

The Committee in its report observed that there is a case for some judicious restrictions in order to ensure auditors independence.  In this context, the recommendations include-  

Disqualifications For Audit Assignments 

The committee in line with international best practices recommended an abbreviated list of disqualifications for auditing assignments, which includes —Prohibition of any direct financial interest in the audit client by the audit firm, its partners or members of the engagement team as well as their ‘direct relatives’; prohibition of receiving any loans and/or guarantees from or on behalf of the audit client by the audit firm, its partners or any member of the engagement team and their ‘direct relatives’; prohibition of any business relationship with the audit client by the auditing firm, its partners or any member of the engagement team and their ‘direct relatives’; prohibition of personal relationships; prohibition of service or cooling off period;  and prohibition of undue dependence on an audit client. 


Prohibited Non-Audit Services 

Generally agreeing with the Ramsay Report of Australia that there is no solid evidence of any specific link  between audit failures and the provision of non-audit services, the Committee however, observed that certain types of non-audit services could impair independence and possibly affect the quality of audit.  Thus the Committee recommended the prohibition of certain non-audit services, such as; Accounting and bookkeeping services, related to the accounting records or financial statements of the audit client; Internal audit services; Financial information systems design and implementation, Actuarial services; Broker, dealer, investment adviser or investment banking services; Outsourced financial services; Management functions, including the provision of temporary staff to audit clients; Any form of staff recruitment, and particularly hiring of senior management staff for the audit client; Valuation services and fairness opinion.


Management’s Certification in the Event of Auditor’s Replacement

With a view to make management more accountable to shareholders and audit committee in the matters of replacement of auditors and also to ensure that auditors work independently and fearlessly,  the Committee recommended amendment to section 225 of the Companies Act requiring a special resolution of shareholders, in case an auditor, while being eligible to re-appointment, is sought to be replaced. The Committee further recommended that the explanatory statement accompanying such a special resolution must disclose the management’s reasons for such a replacement, on which the outgoing auditor shall have the right to comment. The Committee recommended that explanatory statement to be verified by Audit committee to the effect that it is ‘true and fair’


Auditor’s Annual Certification of Independence

The Committee believed that the independence of auditors must be renewed, even if shareholders and audit committee are satisfied about their independence. Therefore, the Committee recommended that the audit firm, before agreeing to be appointed must submit a certificate of independence to the audit committee or to the board of directors of the client company to the effect that the firm, together with its consulting and specialised services affiliates, subsidiaries and associated companies are independent and have arm’s length relationship with the client company; have not engaged in any non-audit services listed and prohibited and are not disqualified from audit assignments.

  
Appointment of Auditors

The Committee recommended that the audit committee of the board of directors to be the first point of reference regarding the appointment of auditors and with a view to discharge this fiduciary responsibility, the audit committee should discuss the annual work programme with the auditor; review the independence of the audit firm recommend to the board, with reasons, either the appointment/re-appointment or removal of the external auditor, along with the  auditor’s remuneration.  The Committee, however, excluded the Government companies and scheduled commercial banks from the application of this rule.


CEO and CFO Certification of Annual Audited Accounts

While deliberating upon this issue, the Committee referred to Section 302 of the  Sarbenes Oxley Act which requires CEO & CFO of all listed companies to certify to SEC about the veracity of each annual and quarterly financial reports.  The Act also provides for enhanced criminal penalties for any false certification.  In this context the committee rejected the institution of criminal proceedings.  The Committee thus recommended for certification by the CEO (either the executive chairman or the managing director) and the CFO  (whole-time finance director or otherwise) of all listed companies as well as public limited companies whose paid-up capital and free reserves exceeds Rs.10 crore, or turnover exceeds Rs.50 crore. This certification to state that they, have reviewed the balance sheet and profit and loss account and all its schedules and notes on accounts, as well as the cash flow statements and the directors’ report and statements do not contain any material untrue statement or omit any material fact nor do they contain statements that might be misleading. Further these statements together represent a true and fair picture of the financial and operational state of the company, and are in compliance with the existing accounting standards and/or applicable laws/regulations and that they are responsible for establishing and maintaining internal controls which have been designed to ensure that all material information is periodically made known to them; and have evaluated the effectiveness of internal control systems of the company. 


Independent Quality Review Board

The Committee emphasized on the need for quality of fiduciary intermediaries, such as Chartered Accountants, Company Secretaries and Cost Accountants and observed that until recently most countries felt no need for any kind of public oversight board as an independent organisation to regulate the conduct of fiduciary intermediaries, however, the US Corporate scandals have changed all that, raising demand for credible public oversight bodies.  The Committee in this context referred to SOX Act, which requires for setting up of Public Company Accounting Oversight Board (PCAOB). The Committee deliberated upon desirability of a PCAOB like body in India and recommended the setting up of independent Quality Review Boards (QRB) one each for ICAI, ICSI and ICWAI, with appropriate legislative support.


While suggesting the disciplinary mechanism the Committee observed that the proposed mechanism is realistic and should work, given adequate funding and determination.  This should bring to bear a transparent and expeditious disciplinary procedure enhancing the prestige and public trust of all the three Institutes.  


Independent Directors 

The issue of independent directors was elaborately discussed by the Committee.  The Committee noted that the directors have fiduciary relationship with the shareholders and not the management.  There are instances where the objectives of management differ from those of the wide body of shareholders.  The non-executive directors must be able to speak up in the interest of the ultimate owners and discharge their fiduciary oversight functions. The Committee cited this as the reason that the independence has become such a critical issue in determining the composition of any Board. 


Although independence is a bit like consumerism; very easy to understand, very hard to achieve, the Committee recommended a comprehensive definition of independent director, without compromising the spirit of independence or constraining the supply of independent directors. The Committee, however, pointed out that defining independence is not sufficient to ensure independence of judgement, because it is dependent on various factors such as the choice of directors and their skills, conduct of Board meetings; quality and quantity of   financial operational and management information supplied to the Board; managements’ appetite for independent evaluation and criticism of strategies and performance etc.  Thus, the Committee after deliberating upon several such critical points, urged the companies in India to make a sustained effort to attract requisite talent at the Board level, so that people can contribute their expertise to make a difference not only to governance, but also to long term corporate performance. 


Corporate Serious Fraud Office  (CSFO)

Financial frauds in the corporate world are very complex in nature and can be properly investigated only by a multidisciplinary team of experts.  The Committee in this context recognized that the investigations into recent stock market scam have underscored the limitations of a fragmented approach in our enforcement machinery and thus felt the need for more concerted approach through setting up of an office along the lines of the Serious Fraud Office in the United States.  The Committee therefore, suggested setting up of Corporate Serious Fraud Office in the form of a multidisciplinary  team, to investigate not only in frauds, but to direct and supervise prosecutions under various economic legislations through appropriate agencies. 


The Committee expressly recommended that the Audit committees of all listed companies, as well as unlisted public limited companies with a paid- up share capital and free reserves of Rs.10 crore and above, or turnover of Rs.50 crore and above, should consist exclusively of independent directors.  The Committee however, excluded those unlisted public companies, which have not more than 50 shareholders and which  have not taken any kind of debt from the public, banks, or financial institutions, as long as they do not change their character, and unlisted subsidiaries of listed companies.

(iii)
Naresh Chandra Committee on Regulation of Private Companies and Partnership  


It is well established that the advantages conferred on the incorporated business are those of perpetual succession and limited liability and the degree of regulation is a natural concomitant to these privileges.   However, the issue which have been debated some time now is that whether small private companies be subject to rigours of all  provisions of laws of land, in particular Companies Act, as they are applied to those private companies, which are big in size and where the public interest is involved. 

 
With a view to providing a simple and cost effective legal framework for private companies, the Government constituted a Committee on Regulation of Private Companies and Partnership under the chairmanship of Shri Naresh Chandra to suggest a more scientific and rational regulatory environment, the hallmark of which is the quality, rather than the quantity, of regulation. 


The Committee has since submitted its report. The Committee in its report acknowledged that private companies can not be seen in isolation or as self-contained entities. As is well known, some private companies can be quite big in terms of capital employed and/or turnover.  Very often they have close relationships and significant transactions with public or listed companies.  In fact promoters of listed  companies have often used private companies, which they own or control, indirectly, as  vehicles to siphon-off funds of the listed companies.  A dilemma occurs when private companies undertake activities, given their nature or size that are really akin in scale to a public company. The Committee thus addressed the issue of inter-relationship, and the possibility of misuse of private companies as vehicles of convenience, especially if regulation on such companies was further relaxed.


The Committee in this context observed that misuse of private companies by certain unscrupulous entrepreneurs should not force a majority of small private companies to having to face the extensive rigours of compliance with the law.  Onerous and, at times, unnecessary compliance requirements have, in fact, inundated the offices of the ROCs with paper work, which is difficult for them to handle or file, much less examine in any meaningful way.


The areas of reforms for private companies identified by the Committee include simplifying benefits/exemptions that can be extended to all private companies irrespective of size; and determining criteria for a private company to qualify as Small Private Company (SPC) and extending extra benefits/exemptions to them. The recommen-dations of the Committee focused on –


(i)
providing adequate flexibility to companies/firms conducting, or intending to conduct business or provide professional services;


(ii)
providing a structural environment conducive to growth and prosperity of the entities, being mindful of the impact on various stakeholders, and effective regulation in a manner that minimizes and deters exploitation of the liberalized provisions by unscrupulous elements; and


(iii)
simplifying and rationalizing entry and exit procedures (especially for non-functional companies).


Determination of Small Private Companies

Without disturbing the  existing distinction between  private, public and those private companies which are subsidiaries of public companies, the Committee suggested the creation of a new category of companies, called Small Private Company (SPC) and singled out this category for special treatment . Accordingly, Small Private Company is one which  has a paid-up capital and free reserve of Rs. 50 lakhs or less; has aggregated annual receipts from sales/services not exceeding Rs. 5 crores; has other receipts not exceeding  Rs. 5 crores; or is registered as a SSI unit, notwithstanding its paid-up capital or aggregate annual receipts. The Committee, however, expressly recommended that the moment any SPC crosses the prescribed threshold  limits it will cease to enjoy the status of an  SPC and exemptions available and will be treated at par with other private companies. 


Exemptions to Private Companies

The Committee has recommended following exemptions to private companies.


(a)
standard form for incidental objects clause


(b)
validity of share transfer forms to be one year from date of presentation


(c)
shifting of registered office to require approval only of board of directors


(d)
advertisement in a newspaper not required for 
closing of registers of members and debenture holders


(e)
advertisement in a newspaper not required for closing of foreign register


(f)
certain details can be provided either in annual returns or director’ report


(g)
manner and time frame of holding EGM may be left to the company itself 


(h)
manner of circulation of members’ resolution may be left to the company


(i)
written resolution may be passed by circulation in lieu of general meetings


(j)
two-member private companies can even hold AGMs by circulation 


(k)
no restriction on simultaneous appointment of different categories of managerial personnel 


(l)
no separate dividend account  and trasferring the unpaid dividend amount to a special dividend account.


(m)
payment of interest out of capital without Government approval may be allowed


(n)
right of other persons to stand for directorship


(o)
sole-selling agents may be appointed without reference to Government


(p)
manner and form of appointing alternate directors may be left to the company


(q)
no prior permission for remuneration including to relatives 


(r)
manner and form of compensating loss of office may be left to the companies


(s)
small private companies should be required to hold board meetings at least once in a calendar year


(t)
Private companies should provide for manner and restrictions with regard to entering into contracts  of the nature mentioned under section 297 of the Act


(u)
Provisions of section 302 regarding disclosure to members of director’s interest in contract appointing manger, managing director, not to apply to private companies.


Limited Liability Partnership (LLPs)

The Committee also looked into the aspects of Limited Liability Partnership. The Committee recognized that in an increasingly litigious market environment, the  prospect of being a member of the partnership firm with unlimited personal liability is risky and unattractive.  The Committee in this context felt the need for a legal structure like Limited Liability Partnership, to encourage Indian professionals to participate in the International business community without apprehension of being subject to excessive liability.  After examining the case for extension of scope of LLP to trading firms and or manufacturing firms, the committee favoured providing this route to firms providing professional services only. The Committee has thus made following recommendations regarding formation of Limited Liability Partnerships. 


(i)
Law to allow LLP form of organisation for professionals may be enacted.


(ii)
LLP form of organisation to be extended to other businesses once it has been evaluated and tested in respect of professionals.


(iii)
No limit be placed on the number of partners in an LLP.


(iv)
Relations inter se  the partners and between the partners and the LLP may be governed by individual agreements between the partners.


(v)
Liability of partners for act done by one partner to be limited unless the act is carried out by the LLP itself.


(vi)
Provisions related to insolvency, winding up and dissolution of companies as contained in the Companies Act to be suitably modified for the LLPs.


(vii)
Compulsory insurance to cover liability in respect of issues for which liability is otherwise limited vis-a-vis the LLP.


(viii)
Standards of financial disclosures to be the same as or similar to that being prescribed for private companies.


(ix)
Individual partners, and not the LLP to be taxed.


Recommendations regarding the Partnership Act 

The Committee recognized that the Indian Partnership Act provides a comprehensive framework for contractual relationships amongst partners and the basis for most popular form of organisation for small businesses.  However, this Act has not been amended since its inception.  The Committee after detailed deliberations has suggested changes in the Partnership Act to provide for a legal framework for registration of charges on lines of the provisions contained in Companies Act, 1956. The rate of interest payable to a partner not to be limited to 6% but should vary according to exigencies. The right to sue a partnership firm to arise only from a contract made in course of the business. 


Other Recommendations

The other recommendations of the Committee are as follows:


(i)
Freedom to fix managerial remuneration should be further enlarged.


(ii)
Disclosure regarding remuneration under section 217 of the Companies Act should be 
limited to functional directors and relatives of directors or significant shareholders.


(iii)
Provisions be made in the Companies Act to provide that shareholders’ agreement is a binding agreement inter se parties; the company shall not abet in breach of specific performance.


(iv)
Independent directors should not be prosecuted who are not in whole-time     employment of the company.


(v)
Resignation by non-executive directors should be effective at the earliest, once it is sent to the ROC by the said director.


(vi)
A new section 620D be added to the Companies Act to give Central Government the flexibility of exempting any one or more of the provisions of the Companies Act vis-à-vis private companies.


(vii)
Regulatory regime applicable to public deposits should be the same as that for secured debentures.


(viii)
Section 560 of the Companies Act be amended to provide for a simplified exit scheme for both public and private companies.


In addition to these two Committees headed by Shri Naresh Chandra and one Joint Parliamentary Committee, earlier the Government also (i) constituted Justice V B Eradi Committee on law relating to Insolvency and Winding up of Companies; (2) Y K Alag Committee on framing legislation  to enable incorporation of cooperatives as companies and conversion of existing cooperatives into companies etc.; and (iii) R D Joshi committee to examine remaining provisions of the Companies Bill, 1997.


All these Committees have since submitted their reports, following paragraphs analyses the initiatives taken by the Government in implementation of the recommendations of these Committee.

3.  
LEGISLATIVE INITIATIVES FOR COMPATIBLE COMPANY LAW 

Company Law in India has been undergoing a phase of transition over the last 25 years.  More than a dozen major legislative initiatives have been introduced or attempted in Indian Company Law. The prime mover for this high level of company law reforms process has been the changing corporate landscape and internationalisation of business. However, with the initiation of market oriented policies in July 1991, the Government has expedited the process to modify the company law in line with policy objectives and to harmonise it with the international developments.


In the year 1996, a Working Group was constituted to re-write the Companies Act, to facilitate healthy growth of Indian corporate sector under a liberalised, fast changing and highly competitive and contestable business environment.  Based on the Report prepared by the Working Group and taking into account the developments that had taken place in corporate structure, administration and the regulatory framework the world over, the Companies Bill, 1997 was introduced in Rajya Sabha on August 14, 1997 to replace the Companies Act, 1956.   Since the Bill of 1997 was under consideration and an urgent need was felt to amend the Companies Act, the President of India promulgated the Companies (Amendment) Ordinance, 1998  which   was later replaced by the Companies (Amendment) Act, 1999 to surge the capital market by boosting morale of national business houses besides encouraging FIIs as well as FDI in the country. 


The amendment of 1999 brought about number of important changes to tailor the Companies Act in consonance with the then prevailing economic environment and to further Government policy of deregulation and globalisation of economy.  


The corporate sector was given the facility to buy-back company’s own shares, provisions relating to investments and loans were rationalised and liberalised besides the requirement of approval of the Central Government on investment decisions was dispensed with, and companies were allowed to issue “sweat equity” in lieu of intellectual property.  With a view to ensure standardization of accounting practices of financial reporting, the compliance of Indian Accounting Standards was made mandatory.  Accordingly, National   Committee   on   Accounting Standards was set up. Investor Education and Protection Fund was consstituted to educate the investors to enable them to take well informed and considered investment decisions.


With a view to expedite the harmonization process, the Companies Act was further amended in the year 2000 to provide certain measures of good corporate governance and for ensuring meaningful shareholders’ democracy in the working of companies.  The amendments effected in the year 2000, included inter alia setting up of Audit Committee, introduction of Postal Ballot and Shelf Prospectus, abolition of the office of the Public Trustee, abolition of the concept of “Deemed Companies”, appointment of auditors in the Government companies directly by the Comptroller and Auditor General of India, restricting a person to become director in more than 15 companies, prohibiting an auditor to hold securities carrying voting rights, introduction of secretarial compliance certificate to ensure better compliance of Companies Act by smaller companies, deletion of redundant provisions relating to managing agents, secretaries and treasurers and increase in penalties by way of fine to ten fold.


Thus with the globalization and growing competition and emerging new opportunities the Companies Act, 1956 is undergoing frequent changes in the last few years. The Act has been amended in 1996,1999, 2000, 2001, 2002 (twice) and Companies (Amendment) Bill, 2003 is pending with the Parliament. Various issues have been realized and  new concepts and innovative provisions have been recently introduced through  amendment in the Act, such as buy-back of securities, sweat equity shares, passing of resolutions by postal ballot, shares with differential rights, audit Committee, directors’ responsibility statement, shelf prospectus, establishment of National Company Law Tribunal, liquidators from panel of professionals, producer companies and Compliance Certificate.

The Companies (Amendment) Bill, 2003 -   Latest  Legislative Initiative

The Companies (Amendment) Bill, 2003 is the latest legislative initiative towards dealings with emerging issues under Company Law to implement the findings of Naresh Chandra Committee on Corporate Audit and Governance, the recommendations of Joint Parliamentary Committee which examined the recent Stock Market Scams and R D Joshi Committee on remaining provisions of Companies Bill, 1997. The Bill seeks to introduce 174 amendments to the Companies Act, 1956. 

New Sections Under the Bill

The Bill seeks to add following new Sections to the Companies Act, 1956:


Sections 2(1A), 2(9A), 2(9B), 2(10B), 2(19AA), 2(39A), 83A, 152AB, 169A, 212A, 215A, 226A, 248, 252A, 280, 383B, 383C, 391A, 395A, 609A, 615A, 629B and 629C.

Sections proposed to be deleted

The Bill seeks to delete Sections 2(14), 2(27), 15, 15A, 15B, 294A and 294AA.

Sections proposed to be substituted

The Bill seeks to substitute Sections 2(8), 2(15), 2(19AB), 2(36), 13, 30, 53, 60, 61, 67, 68, 68A, 69, 71, 72, 73, 76, 79, 81, 82, 83, 108, 133, 138, 153, 159, 205, 233, 252, 266, 275, 276, 285, 294, 316, 317, 383A, 560 and 610.

Sections amended

The Bill proposes to amend several other sections through additions, omissions, substitutions or renumbering which are as follows : 


Sections 2(1AAA), 2(19AAA), 2(22), 2(30), 2(33), 3, 4, 5, 10, 11, 22(1), 25, 32, 39, 40, 42, 51, 52, 56, 57, 58, 62, 63(1), 64, 70(8), 75, 77, 78(2)(e), 80(6), 80A(1), 84, 87(1), 93, 94(1), 95, 97(1), 107(5), 108-I, 111(1A), 113, 114(4), 115(7), 116, 118(1), 119(5), 121(6) 123(4), 127(1), 128, 146(1), 149, 160, 161, 162, 163(1), 165, 169, 173, 175(1), 176(5)(c), 188(6), 189(2)(a), 190, 192, 193(6), 197, 200, 203, 206A, 209, 210, 211, 212, 215, 217, 219, 220, 223, 224, 225, 226, 227, 228, 232, 233A, 233B, 234A, 240A, 250, 256, 257, 259, 260, 270, 274, 279, 283, 284, 286, 289, 292, 292A, 293, 295, 297, 299, 300, 301, 303, 304, 305, 309, 313, 314, 349, 372A, 386, 388, 388B(2), 388C(1)(c), 390(b), 391, 393(1)(a), 394, 402(ff), 408(4).


In a nutshell the major changes proposed in the Bill through its 174 clauses are:


(i)
provision for maintenance of ‘book and paper’, ‘book or paper’, ‘documents and registers’ in electronic form;


(ii)
expansion of list of ‘Officer in default’;


(iii)
deletion of provisions relating to acquisition and transfer of shares;


(iv)
provision for appointment of independent directors and women directors on the Board of Directors of a public company;


(v)
provision for appointment of Chief Accounts Officer;


(vi)
preparation of consolidated accounts by holding company;


(vii)
prohibition of a business, financial employment or personal relationships between the auditor and t he company of which a person is an auditor;


(viii)
prohibition of carrying out certain non-audit services;


(ix)
expanding scope of special audit


(x)
certification of documents by Company Secretaries in certain cases;


(xi)
provision for composition and independence of audit committees;


(xii)
conferring power upon the Central Government to order ‘compliance audit’ in certain circumstances;


(xiii)
conferring power upon the Central Government to attach bank accounts if there are reasonable grounds to believe that the provisions of the Companies Act, 1956 have been violated.

Analysis of Major Provisions of the Bill
Meaning of  “officer who is in default” (Section)

The Bill proposes to add the following new category of persons as officer in default:


(i) 
any other director in respect of contravention committed with his consent or connivance or is attributable to his neglect;


(ii)
the Chief Accounts Officer;


(iii)
every employee who is in receipt of remuneration more than the remuneration drawn by the MD / WTD and who himself or along with his spouse and dependent children holds not less than two per cent of the equity share capital;


(iv)
the share transfer agents, bankers, registrars to the issue, merchant bankers, in respect of the issue or transfer of any securities of the company;


(v)
debenture trustee;



The proposal will make the officers included in the definition more accountable and responsible. (Based on the recommendations of R D Joshi Committee)
Prohibition of associations and partnerships exceeding certain number (Section 11)

It is proposed that a firm or association of professionals carrying on the profession of advocates, CA, CS, CWAs, doctors, architects, and any other specified profession can consist of 50 persons.


This provision has been made to help  growth of firms of professionals in wake of GATS and increasing competition from international professional firms. (Based on the recommendations of R D Joshi Committee)
Restrictions on purchase by company, or loans by company for purchase, of its own or its holding company’s shares (Section 77)

In   terms  of  the  proposed  amendment  to Section 77, in sub-section (1) the words ‘directly or indirectly’ are proposed to be inserted and a new sub-section (1A) is proposed to be inserted in section 77.  It provides that if the payment is made by a company to the broker or sub-broker and he purchases the securities of the company it would amount to  buy back,  if broker does not earmark the funds received from such company or does not return the funds and the securities of the company were purchased by that broker out of the payments received by him. (Based on the recommendations of Joint Parliamentary Committee)
Obligation  to reconcile securities with depository (Section 83A)

A responsibility is proposed to be cast on every company to reconcile within such period as may be prescribed the total securities issued with securities in demat form plus physical form, to avoid mismatch.

Register and index of members and holders of securities to be in electronic form (152AB)

It is proposed that a company can keep a record of the particulars of its members and holders of its debentures in computer floppies or diskettes or as well as in other electronic mode as may be prescribed. (Based on the Companies Bill, 1997 and the recommendations of R D Joshi Committee).  
Annual  Return  to  be made by a company (Section 159)   

The provisions contained in sections 159 to 162 of the Act are proposed to be clubbed in new section 159.  New provisions are proposed to be inserted to the effect that (i) the annual return will include register of members/ debenture holders containing names of 500 members / debenture holders who hold the largest number of shares/debentures or the actual number of members/debenture holder whichever is lower; (ii) particulars relating to foreign depository receipts issued by the company; (iii) particulars of Chief Accounts Officer along with the particulars of directors and secretary; (iv) particulars of every employee earning remuneration in excess of that drawn by the MD/WTD/Manager and holding along with his spouse and dependent children not less than two per cent of the equity shares of the company.


It is proposed to provide that the Annual Return will have to be certified by a Secretary in whole-time practice if annual return is filed by a public company. Presently, the requirement of certification is applicable to only listed companies.


Failure to comply with the provisions of this section will attract a penalty equivalent to 0.001 per cent of authorized capital or Rs.500 for every day, whichever is higher. The period of filing of annual return is proposed to be reduced from 60 days to 30 days from the date of Annual General Meeting. It is also proposed that the annual  return shall be  in such form as may be prescribed.  

Consolidated Accounts (Section 212A) 

It is proposed to insert a new section 212 A providing for preparation of consolidated accounts.  Accordingly, a holding company instead of preparing separate annual accounts for itself and each of its subsidiary companies shall have to prepare consolidated annual accounts for itself and its subsidiaries with effect from such date as notified by the Central Government.  


A holding company may, pending such notification, opt for such consolidated accounts.  Where a holding company opts for such consolidated accounts, it shall not be necessary for it to attach documents relating to its subsidiary/subsidiaries to its balance sheet.The consolidated accounts shall be prepared in the prescribed format comprising consolidated balance sheet and profit and loss account.  The consolidated accounts shall comply with the provisions of Schedule VI.


However, it may be noted that the preparation of consolidated annual accounts by a holding company will not do away with the requirement of preparation of annual accounts by its subsidiary as each company to comply with the requirements of section 210 of the Act.

Chief Accounts Officer  (Section 215A) 

This is a new provision whereby a public company with a paid-up share capital of Rs.3 crore or more as may be prescribed will be required to have a whole-time qualified accounts officer known as chief accounts officer (CAO).  He shall be a member of ICAI or ICWAI. The Chief Accounts Officer shall be responsible for proper maintenance of the books of accounts, ensuring proper disclosure of all required information indicated in the prospectus or any other offer document. He shall also ensure compliance of the provisions of this Act relating  to the annual accounts of the company and shall be  responsible for the preparation of annual accounts of the company. (Based on the recommendations of  Naresh Chandra Committee and  R D Joshi Committee)
Qualifications and disqualifications of auditors (Section 226)  

The Bill proposes to insert a new clause (f) in sub-section (3) of section 226 which provides for additional disqualifications of auditors.  Accordingly, the following person shall not be qualified for appointment as auditor of a company:


(i)
who has any direct financial interest in the company;


(ii)
who receives any loan or guarantee from or on behalf of the company;


(iii)
who has any business relationship (other than as an auditor);


(iv)
who has been in employment in the company; and 


(v)
whose relative is in employment in the company. 


If a person receives or proposes to receive more than 25% of his total income in any financial year as his remuneration from a company he shall be disqualified from being appointed as an auditor of such company.  It is also proposed that the aforesaid provisions shall not apply to an auditor during the initial five financial years from the date of commencement of the profession by such auditor or to an auditor whose total income is less than fifteen lakh rupees in any financial year. (Based on the recommendations of Naresh Chandra Committee)  
Prohibition to provide services  other than audit (Section 226A)

The Bill proposes to prohibit the auditors to render certain services to the auditee company. The services covered under the provision are accounting and book keeping services, internal audit, financial information systems design and implementation including services relating to information technology system, actuarial services, broker or intermediary or investment advisor or investment banking services, outsourced financial services, management functions, staff recruitment and valuation services. (Based on the recommendations of Naresh Chandra Committee)  
Power of Central Government to direct special audit in certain cases (Section 233A ) 

The proposed amendment in section 233A seeks to lay down additional grounds whereupon the Central Government can order for any kind of audit viz. special audit, cost audit or secretarial audit of company’s accounts, for a prescribed period(s) to be conducted by a Chartered Accountant, Company Secretary or Cost and Works Accountant. The additional grounds are that the management of the company is conducted in a manner, prejudicial to the interests of holders of securities or development of securities market or creditors of the company or public interest or the management has indulged in insider trading or market manipulation or the contravention of provisions relating to accounts and audit have eroded the faith and confidence in management of the company. (Based on the recommendations of Naresh Chandra Committee)
Minimum number of directors (Section 252)

The Bill proposes to substitute new section for the existing section 252. It is proposed that every public company having a paid-up capital and free reserves of rupees five crores or more or having a turnover of rupees fifty crores or more, shall have at least seven directors.  Of these seven directors, the majority should comprise of independent directors with such number of women directors as may be prescribed.  If such a public company has more than 7 directors, it shall have such number of woman directors and independent directors as may be prescribed. Every other public company shall have minimum three directors.  No public company shall have more than 15 directors.


However, companies having less than 50 shareholders and not having any debt or funding from public or banks or public financial institution shall not be required to have minimum seven directors or independent directors.  Every private company shall have atleast 2 directors.  All existing companies shall have to comply with the above requirement within the prescribed period. (The proposed amendment is based on Naresh Chandra Committee’s recommendation) 

The Department related Parliamentary Standing Committee on Home Affairs in its 64th Report on the Companies (Second Amendment) Bill, 1999 in the context of giving representation to the small investors on the board of directors, expressed the view that since a large number of women professionals are entering the arena of corporate management, giving them adequate representation on the board of directors of a company should be considered by the Government.


The New York Stock Exchange in its principal text of the rule filing submitted to the SEC on April 4, 2003 recommended that listed companies must have a majority of independent directors.  


Norway requires 40% female representation on corporate boards.

Independent directors (Section 252A) 

A new section 252A is proposed to be inserted after section 252. The proposed section enlists eleven parameters for being ineligible to be appointed as ‘independent director’. Any one of the eleven parameters provided in the proposed section shall suffice for making a person ineligible for appointment as independent director.


It is further proposed that to be appointed as an independent director, a person must have undergone training from a recognized Institute within a period of two years prior to his appointment.  However, he may take the training within eighteen months of his appointment from a notified Institute.  If he does not undergo the training, he shall cease to be an independent director and would not be eligible for appointment as independent director in any company but he may continue as a director in that company. All existing independent directors are also required to undergo training from the date as may be notified by the Government.


Listing requirements of Kuala Lampur Stock Exchange provide that directors of public listed companies must attend training programmes prescribed by it. The proposal for training of directors is to safeguard their own interest and to give them the requisite comfort level. There have been many instances when senior retired bureaucrats, Ex-Army Officers were prosecuted because of sheer ignorance of law as to their duties and liabilities as directors.


The training could be imparted through distance learning or e-learning mode.  The basic objective being to apprise the directors of their duties, liabilities and responsibilities under the various corporate laws. It may also be provided that the Government may exempt qualified professionals from this requirement and deem them to have completed the training.


(The proposed amendment is based on Naresh Chandra Committee’s recommendation) 
Retiring Age  of directors (Section 280) 

It is proposed to provide a retiring age for directors.  According to the new section 280, no person shall be eligible to hold office as a MD/WTD or other director or manager of a company if he has attained the age of seventy-five years.  A person holding the aforesaid position on the commencement of the Amendment Act shall continue to hold such office until the expiry of his term.  These provisions will not apply to a private company.


The position of a managing director, whole-time director,  director  or  manager  of  a company is a strategic position requiring shouldering of onerous responsibilities.


Section 293 of the UK Companies Act, 1985 provides for the age limit of 70 years for a person to be appointed director in a public company or a subsidiary of a public company.  However, under the UK Companies Act, 1985 a director can be appointed at any age if his appointment is approved by the company in general meeting and a special notice is given to the members stating the age of the person.   Section 133 of the Mauritius Companies Act also provides age limit of 70 years in the case of a public company.


(The proposed amendment is based on R D Joshi  Committee’s recommendation) 
Inter-corporate    loans    and    investments (Section 372A) 

According to the proposed amendment Central Government may prescribe for certain class of companies like stock brokers or any other intermediary, the limits upto which they may receive inter corporate loans or deposits or extent to which they may make loans or inter corporate deposits or inter corporate investment. A sub-section (9A) to Section 372A is proposed to be inserted wherein a company can make investments only through one investment company.


The proposed restriction is only where funds are sought to be placed at the disposal of investment company whose principal business is acquisition of shares or debentures or other securities.  There will not be any restriction on a company directly subscribing, purchasing or acquiring securities of other bodies corporate which are not investment companies.  There is also no restriction on a company forming subsidiaries which are not investment companies.  The proposal is essentially to facilitate monitoring of funds and to identify diversion of funds through the route of Investment Company.


(The proposed amendment is based on recommendations of Joint Parliamentary Committee)   
Certain   companies  to     have     secretaries (Section 383A)

It is proposed to substitute the existing section 383A with  a new section. Following are the proposed changes: 


(1)
The words ‘shall have a whole-time secretary’  in sub-section (1) are proposed to be substituted by the words ’shall employ a whole-time secretary‘. The effect of this provision is that, it clarifies that the  whole-time secretary is necessarily to be an employee of the company.


(2)
It is being specifically provided that a Company Secretary within the meaning of  the Company Secretaries Act 1980 can be appointed as a whole-time secretary of the company.


(3) 
It is proposed to delete the restriction that where the Board of Directors of such company comprises only two directors, neither of them shall be the secretary of the company.


(4)
The functions of a Company Secretary in employment are proposed to be specified. It is proposed to clarify that by virtue of specifying functions of Company Secretary, no managing director or whole-time director or manager shall be deemed to be free of any liability under any other provisions of the Act.


(5) 
It is proposed that the requirements of obtaining compliance certificate will apply to companies having such paid-up capital as may be prescribed. Presently this requirement is applicable to every company not required to employ a whole-time secretary and having a paid-up share capital of ten lakhs rupees or more.

(6)
It is proposed to do away with the defences provided under proviso to sub-section (1A) for not appointing  a whole-time secretary as the same are being grossly misused.

Power of Central Governmnent to direct secretarial audit in certain cases (383B) 

It is proposed to provide that the Central Government may prescribe Secretarial Compliance Audit to be conducted by a company secretary in certain cases i.e. where the affairs of the company are not being conducted in accordance with the provisions of the Act. The Central Government shall appoint a Company Secretary to conduct such audit. The Company Secretary shall submit the report of the secretarial compliance audit to the Central Government .On receipt of the report, the Central Government may take such action on the report, as it considers necessary. The expenses of audit including remuneration of the Company Secretary shall be determined by the Central Government.  The term secretarial compliance audit is also proposed to be defined under explanation to the section


(This provision is based on the recommendations of Naresh Chandra Committee)
Pre-Certification by Company Secretary (383C)        

It is proposed to insert a provision to provide pre-certification of documents forms, returns required to be filed with Registrar or any statutory authority by a company secretary in practice in such form and manner as may be prescribed. (This amendment is based on Naresh Chandra Committee’s recommendation) 
GLOBAL DEVELOPMENTS 

Sarbanes- Oxley Act, 2002

The Enron debacle and subsequent scandals involving large US Corporations triggered  another phase of reforms in corporate  Governance, accounting practices and disclosures. Within a year of Enron debacle the Sarbanes-Oxley Act of 2002 was passed on July 25, 2002. The Act brought out fundamental changes in virtually each area of corporate governance and represents sweeping legislation intended, among other things, to hold corporate executives and auditors more accountable to the shareholders of public companies. The key provisions of the Act, which have potential  of far-reaching effects, are given below :

Directors and Senior Executives of Public Companies

The SOX Act imposes on directors and senior executives of public companies new obligations and restrictions. The Act requires CEOs and CFOs to make extensive certifications in respect of each annual and quarterly report filed with the SEC.    A CEO or CFO who knows a certification is wrong may be subject to a fine of up to $5,000,000 and imprisonment of up to 20 years. Other significant provisions that apply to the directors and senior executives of the public company are :


—
prohibition on loans to directors and executive officers unavailable to outsiders;


—
forfeitures by CEOs and CFOs of incentive pay and securities trading profits when there are accounting restatements based on misconduct;


—
ban on trading by directors and executive officers in a public company’s stock during pension fund blackout periods;


—
prohibition of improper influence by directors and officers in the conduct of audits;


—
authority for barring persons from serving as officers and directors of public companies; and


—
acceleration of reporting deadlines for trades of company stock by directors, executive officers and 10% equity holders to as short as two days.

Audit  Process and Oversight  

The Act establishes the Public Company Accounting Oversight Board (PCAOB) to oversee independent auditing firms of public companies, both in the United States and abroad. Specific independence provisions restrict firms from engaging in non-audit services.


The Act casts upon outside auditors greater accountability towards audit committees. The Act requires members of the audit committee  to be independent and grants audit committees the authority to engage independent counsel and advisers. Audit com​mittees are also required to establish procedures to protect corporate “whistleblowers”. The Securities Exchange Commission has been  put under obligation to  direct national securities exchanges to prohibit listing any security of a public company that fails to comply with these provisions. The Act stipulates that the SEC must require annual “internal   control   reports,” subject   to management assessment and outside auditor attestation. CEOs and CFOs have been required to certify  the effectiveness of internal controls on a quarterly basis.

Disclosures by Public Company

The SOX Act contains various provisions regarding SEC review of and rules for public company disclosure.  It is worth mentioning that the Act empowers the SEC to require public companies to disclose material changes in financial condition or operations on a rapid and current basis, and also to review disclosures made by public companies at least once every three years.  Other disclosures include off-balance sheet transactions; audit Committee financial expertise; codes of ethics for senior financial officers; and pro forma financial disclosures.

Public Company Accounting Oversight Board (PCAOB)

The SOX  Act  provides for establishment of five-member Oversight  Board as a non-profit entity, to create a more uniform, comprehensive and detailed oversight regime for the process of auditing public companies.  The PCAOB  is funded by fees from accounting firms and public companies, has been  empowered to make rules for auditing, quality control and ethical standards for registered public accounting firms and to inspect, investigate and impose sanctions on such registered accounting firms. However, the actions  of PCAOB have been subject to the review by SEC.  In fact no rules of the Oversight Board may become effective without the approval of the Securities Exchange Commission.

Enforcement  and Penalties

The SOX Act provides for new penalties aimed at corporate disclosures and    individual wrongdoers. CEOs and CFOs, who are now required to certify financial reports of their companies, may be liable to severe fines and prison sentences of up to 20 years for failure to comply with the requirements of the Act. The Act makes it mandatory for auditors of public companies to retain their records for five years after an audit, failing  which they may be sentenced to imprisonment.  The Act makes an individual liable to fine and an imprisonment upto 20 years if such person alters or destroys records in order to impede an official investigation. The Act also imposes or increases penalties for other white-collar crimes, such as securities, mail and wire fraud.

Miscellaneous

The Act requires attorneys who are appearing before the SEC, to report violations of securities laws and breaches of fiduciary duty by a public company or its agents  to the chief legal counsel or CEO of the company. 

White Paper on Modernising Company Law

In U.K. a White Paper containing Government’s proposals for modernising and reforming Company Law has been released by the Secretary of State for Trade and Industries in July, 2002.  This White Paper aims at providing a legal framework for all companies reflecting the needs of the modern economy and to ensure that the framework is kept upto date in future. Major  proposals contained in the White Paper include removing the requirement for private companies to hold Annual General Meetings (AGMs) unless members want them; and simplifying the rules on written resolutions to make it easier for private companies to take decisions.


With a view to increase transparency, the White Paper proposes that company constitutions be a simple document. Provision for simpler, clearer models for both private and public companies; AGMs to be held within six months of the financial year end for public companies and ten months for private companies; shareholders to be able to require a scrutiny of a poll, and proxies to have extended rights.


The White Paper also emphasises that the primary role of directors should be to promote the success of the company for the benefit of its shareholders as a whole and that directors’ general duties to the company should be codified. The White Paper also proposes to prepare clear guidance for new directors.  Besides, the white paper suggests that the company reporting should provide accurate, accessible information at reasonable cost. In this context, the White Paper proposes to replace the current directors’ report; simplify the accounts of small companies; abolish the option for small and medium sized companies to file abbreviated accounts at Companies House; and to reduce the time allowed to file accounts to seven months for private companies, and six months for public companies. The very large companies are proposed to provide an Operating and Financial Review, i.e. a narrative report on company’s business, its performance and future plans. It also proposes to require quoted companies to prepare a directors’ remuneration report.


Other proposals contained in the White Paper include simplifying and updating the law on company formation and capital maintenance, particularly for private companies and simplification of law regulating companies incorporated  overseas and operating in Great Britain.

International Survey of Companies Law in Commonwealth, North America, Asia and Europe

An International Survey of Companies Law in the Commonwealth, North America, Asia and Europe identified that the prime movers for the high level of legislative activities in company law in UK has been the imposition of European Commission directives which have their source in the civil law tradition. With the arrival of the European Monetary Union, however, there are indications that impediments to greater harmonisation and, importantly, the implementation of a pan-European Company Law, will finally be overcome. There are also indications that the United Kingdom will assert, quite justifiably, given its rich commercial law heritage, a greater leadership role in the future development of European Company Law.


Survey also identified that for some time now the U K Companies legislation has not served as a model to other jurisdictions as it had in the colonial past.  Commonwealth and other jurisdictions which have traditionally relied heavily on the U K as the source of their company law have broken new paths or found themselves at an impasse.  Canada made the break over twenty years ago using the U.S Model Business Corporations Act as its starting point.  New Zealand, in implementing the Companies Act, 1993, has turned to North American models, much as Canada did before it.  Australia, for many reasons, began a major company law reform initiative in 1993, which has been proceeding rapidly apace.  In terms of the future direction of Australian corporate law, the jurisdictions considered to be of most direct relevance now are, first, Canada and second, the United States.  Jurisdictions as different as Singapore, South Africa and the Peoples Republic of China have also turned to solutions and approaches developed in other jurisdictions. 


South Africa, as a mixed civil law/common law jurisdiction, is an interesting case in point, the survey pointed out. The North American influences on the South African Close Corporations Act of 1984 are quite obvious; the European civil law influences may be subtler. While looking to Malaysia and Australia as its traditional sources of Company Law, Singapore was in fact indirectly modeling its legislation on that of the U.K. Over the time however, Singapore did not hesitate to look elsewhere for solutions to problem areas and in doing so, adapting them to local circumstances.  The result has been a rather eclectic and fairly indigenous mix, but with more pronounced North American overtones of late. 


Singapore and Peoples Republic of China have shown fairly eclectic taste in fashioning their company law.  Bermuda’s very specialized forms of incorporation have been highly tailored to suit local circumstances and foster the local economy.  Despite a Memorandum of Understanding between Australia and New Zealand concerning harmonisation of commercial law, New Zealand  did  not  feel overly compelled to coordinate its  new  approach  to companies law with that in Australia.


The survey clearly indicates that the worldwide reforms process in companies law does not subscribe to any particular legal system, rather there is a growing tendency towards accommodating local needs and policy compulsions of individual countries. Thus, an overview of developments in companies law the world over presents a mix of worldwide developments, national policy imperatives and local business demands.
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