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DEBATE

Howto regulate related-party transactions

Enhance capacity to detect RPT frauds

Public & investors must turn more active

remm==holders and stakeholders, In In-
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Satyam episode has shocked all and
I sundry. The fraud is a horrifying testimony
of how even the elementary tenements of
corporate governance can be ruthlessly. and
shamelessly flouted right amidst a high calibre
board withindependent directors, reputed audi-
tors, experienced institutional investors and
creditors. With decks cleared for the sale of
Satyam, it is now time for policymakers to sit
back and mull over lessons
learnt from the Satyam saga.
One such lesson surely is the
need to monitor and curb abu-
sive related party transactions
(RPTs). While RPTs are normal
feature of commerce to permit
flexibility in business and make
room for private contractual
arrangements, they can become
mechanism in the hands of pro-
moters for extracting private
benefits at cost of other share-

dia, where relationship-based

tor or his relafive is a partner, or with a private
company of which the director isa member or di-
rector. For companies having paid-up share cap-
ital of not less than Rs 1 crore, previous approv al
of the central government is required. Itisa func-
tion of the board to monitor and raanage poten-
tial conflicts of interest of management, board
members and shareholders, induding misuse of
corporate assets and abuse in RPTs. Contract
without approval is voidable at the option of the
board. Every director, directly or indirectly, con-
cemed orinterested in an arrangement must dis-
close it to the board, and abstain from ensuing
discussions and voting. Failure by a director to
make disclosure is punishable
with fine. These requirements
are however, only symbolically
observed in practice. The boards
need to take the task assigned to
them by law with all seriousness.
Non-related  directors must
probe these transactions ade-
quately. Independent directors
have much higher responsibility
in this regard.

India could do better in many
areas, induding the approval,
monitoring and curbing of the
RPTs. Though India has a fairly

systems can be far more impor- : . decent legal regime for regulat-
fant than  the explit arm's 1HOUGRIMAIARASA 0 ket there is scope for im-
length systems of corporate gov- 1 provement. Only a few RPTs
ernance, the risk of RPTs is much f mrly decent ZEgal such as loans to directors and fa-

shigher. Transactions are gener- regime far : dlity of holding of office or place
allyrouted through entities indi- P of profitby a relative of a director
rectly controlled by a promoter Tt egulatmg RPT;, require shareholder a%;l)rova}.
group or  management. . Enforcement rernains. the soft
Folinders and families owning thereis scopef or underbelly of Indi’s legal and
thebusiness tend to keep dispro- im provement corporate governance systems.

portionate share of conttol in
these companies.

Where such companies deal with assodate
companies, possibilities of dominant sharehold-
ers indulging in RPTs is higher. This imbalance
between ownership and control creates oppor-
tunities for transferring money or assets from
company to dominant corporate owner or di-
rector, as appears t0 have been done by Rama-
linga Raju fo benefit companies owned by his
family. Tunnelling of assets out of firms for the
benefit of those who control them is a serious
concern in business groups with pyramidal
ownership structures and inter-firm cash flows.

Prior consent of the board of directors is re-
quired for contracts with a firm in which a direc-

The company law empowers
government to inspect books of
accuums of company, direct special audit, ofder
investigation into the affairs of a company and
launch prosecution. Petitions can be filed for dis-
gorgement of assets agalns( directors responsible
for ce. A variety of
powers to sanction directors and companies is
vested with the government. The government
needs to enhance its infrastructure and capacity
to detect RPT-related frauds and take suitable re-

pp iation/

medial measures in a timely manner. A dedicat- -

ed study of RPT issues would be useful in identi-
fying the policy steps required to be taken to ad<%
dress the problem.
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DEALLY, directors should keep their fidudi-
Iary duties over their personal interests in
case of a dichotomy between the two, but in
the real world this prindiple is not always fol-
lowed. In the absence of adequate disclosure, to
identify related parties (RPs) and Related Party
Transactions (RPTs) is not easy either. Siphoning
off funds through a web of transactions with
group companies and entities controlled by
management isa powerful
tool in the hands of some
unscrupulous promoters.
Spedally, in the backdrop
of the Satyam episode
where funds were divert-
ed through group compa-
nies, the identification, dis-
dosure and approval of
RPTs become very impor-
tant fora stringent regula-
tory framework.
The current provisions
in the Companies Act are
director-centric and they

a threshold limit should be approved by the
shareholders by spedial resolution to make sure
that those transactions do not result in ‘value
stripping’. However, the Board of directors and
the audit committee should carefully apply
their mind to see that for the company for
which they are morally responsible, all transac-
tions result in maximum accretion of valueinto
the company or minimum outgo of funds or re-
sources from the company.

Some shareholder activism by strategic in-
vestors/FIs/FlIs specially like the one we saw in
the case of Satyam wherein the management
was forced to change the dedsion to
invest the so-called surplus funds in
Group companies was one of its kind
and we hope to see the Public/ In-
vestors being more active in future.
This will be possible through the
regime of e-governance being pro-
posed in the Bill.

InIndia, as per AS-18, the relevant
accounting standard, two or more
parties are considered to be related if
atany time during the reporting peri-
od one party has the ability to control
the other party or exerdse significant
influence over the other party in

include only the person, d ¥ making finandal and/or operating
_companies and firms in Suﬂicwnt dlsql_osure decisions. Some oidme common re-

which directors are inter- : bad quirements enacted to nip the evil of
ested directly or indirectly Of lnf ormation on RPTs are disclosure of information re-
forbeingan RP. Any other 7 mlg j¢  garding the top management team
company, firm or entity in opma em?tzt B and substantial shareholders of com-
whichdirectorsarenotin-  the kej. Penalties for ~ panies in Annual Reports of compa-
terested but the company § nies as well as to the government.

ftself has some intetestor /i lon-Compllance Clause 49 of Listing Agreement
assodation should also : provides for mandatory review of all
come within the ambit of should be stringent RPTs by the audit committee at peri-

the Act: The JJ Irani Com-
mittee on the basis of which the new Compa-
nies Bill has been framed tried to widen the
scope of related parties and recommended that
details of transactions between the company
and its subsidiaries, fellow subsidiaries and asso-
date companies be brought tinder the umbrel-
la of RPTs. Such transactions should be placed
before the Board through the Audit Committee.

Details of transactions with such related parties
which are not on arm'’s length basis or not in the

« normal course of business should form part of

the annual report of the comp4ny along with
management justification therelo
The committee had said transacuom beyond

odic internals. Under this clause, the
details of material individual transactions with
RPs which are not an arm’s length basis should
be placed before audit committee together with
management's justification for the same. In case
of failure to make disclosures, they should be
held liable to strict penalties and be deemed to
have vacated their office.

A certificate from the Auditor or the Practis-
ing Company Secretary after havmg undertak-
enadetailed Audit of the RPTS should form part
ofthe Board's report. Further, penalues fornon-
compliance and non disclosures should be
made very stringent.

(*Institiute of Company Secretaries of India)




