Analysis of Section 188 of Companies Act, 2013 read with Rule 15 of Companies (Meetings of Board and its Powers) Rules, 2014 

Section 188 is placed in “Chapter 12 – Meeting of Board and its Powers”. Section 188 requires a company to obtain approval of the Board and of the members, in certain situations, prior to entering of any transaction or agreement with a related party. An analysis of Section 188 requires understanding the following:
·       Applicability of the Section
·       Definition/Meaning of Related Party
·       Transactions which are deemed as related party transactions
·       Nature of approvals required
·       Disclosure norms
·       Exemptions/Non-applicability
·       Consequences of non-compliance

· Applicable legal provisions

· Section 184, 188 of the Companies Act, 2013 enforced with effect from 01.04.2014
· Rule 3 & 4 of Companies (Specification of definitions details) Rules, 2014 & Companies (Specification of definitions details) Amendment Rules, 2014
· Rule 15 & 16 of Companies (Meetings of Board and its Powers) Rules, 2014
·  General Circular No. 30/2014 dated 17.07.2014

· Definition/Meaning of Related Party

Section 2(76), read with rule 3 of Companies (Specification of definitions details) Rules, 2014, defines a related party as under:

     “Related party”, with reference to a company, means—
· A director or his relative;
· A key managerial personnel or his relative;
· A firm, in which a director, manager or his relative is a partner;
· A private company in which a director or manager or his relative is a member or director;
· A public company in which a director or manager is a director and holds along with his relatives, more than two per cent. of its paid-up share capital;
· Anybody corporate whose Board of Directors, managing director or manager is accustomed to act in accordance with the advice, directions or instructions of a director or manager;
· Any person on whose advice, directions or instructions a director or manager is accustomed to act (Clause Vii)
· Provided that nothing in sub-clauses (vi) and (vii) shall apply to the advice, directions or instructions given in a professional capacity;
· Any company which is—
· A holding, subsidiary or an associate company of such company; or
· A subsidiary of a holding company to which it is also a subsidiary;
· Such other person as may be prescribed (Clause IX)
· For the purposes of sub-clause (ix) a director or key managerial personnel of the holding company or his relative with reference to a company, shall be deemed to be a related party.

Transactions which are deemed as related party

	(a) sale, purchase or supply of any goods or materials;
	(b) selling or otherwise disposing of, or buying, property of any kind;
	(c) leasing of property of any kind;
	(d) availing or rendering of any services;
    (e) appointment of any agent for purchase or sale of goods, materials, services 	
         or property;
	(f) such related party's appointment to any office or place of profit in the   
         the company, its subsidiary company or associate company; and
    (g) Underwriting the subscription of any securities or derivatives thereof, of 
          the company

        “Significant transaction or arrangement” 
shall mean any individual transaction or arrangement that exceeds or is likely to exceed 10% of the total revenues or total expenses or total assets or total liabilities, as the case may be, of the material unlisted subsidiary for the immediately preceding accounting year.
      
       Material Related Party Transactions: 
The company shall formulate a policy on materiality of Related Party Transactions and also on dealing with Related Party Transactions.
Provided that a transaction with a related party shall be considered material if the transaction / transactions to be entered into individually or taken together with previous transactions during a financial year, exceeds ten percent of the annual consolidated turnover of the company as per the last audited financial statements of the company."

· Arm’s length transaction

· Explanation (b) under S 188 (1) : the expression “arm’s length transaction” means a transaction between two related parties that is conducted as if were unrelated, so that there is no conflict of interest

· The concept of an arm's length transaction ensures that both parties in the deal are acting in their own self-interest and are not subject to any pressure or compulsion from the other party.

· Section 92F(ii) of the Income Tax Act, 1961, defines the Arm's length price as a price which is applied or proposed to be applied in a transaction between persons other than associated enterprises, in uncontrolled conditions.

· Nature of approvals required

Audit Committee:

· All Related Party Transactions are pre-approved by the Audit Committee. However, the Audit Committee grants omnibus approval for Related Party Transactions proposed to be entered into by the company subject to the following conditions: 

· The Audit Committee shall lay down the criteria for granting the omnibus approval for projected transactions with related parties following the principles outlined in the policy on Related Party Transactions and such approval shall be applicable in respect of transactions which are repetitive in nature. 

· The Finance/ legal department in consultation with the concerned department proposing to obtain omnibus approval, shall provide justification for such approval along with following details: 

· a). the name/s of the related party, nature of transaction, period of transaction, maximum amount of transaction that can be entered into,  
· b). the indicative base price / current contracted price and the formula for variation in the price if any, and 
· c). such other details as the Audit Committee may deem fit;
 
· The Audit Committee before granting omnibus approval, shall satisfy itself on the need for such omnibus approval and ensure that such approval is in the interest of the company; 

· For Related Party Transactions which cannot be foreseen and for which aforesaid details are not available, the Audit Committee grants omnibus approval for such transactions subject to their value not exceeding INR 1 Crore per transaction. 

· Audit Committee reviews, on a quarterly basis, the details of RPTs entered into by the company pursuant to each of the omnibus approval given. 

· Omnibus approvals approved by Audit committee are valid for a period not exceeding one year. Fresh approvals will be granted after the expiry of one year. 

· No Audit committee approvals are required for transactions entered into between a holding company and its wholly owned subsidiary whose accounts are consolidated with such holding company and placed before the shareholders at the general meeting for approval. 

If any additional Related Party Transactions are proposed to be entered into subsequent to the Committee’s first meeting in the financial year, management shall present such transactions to the Committee for approval. 

· If any material information with respect to such transactions shall change subsequent to the Committee’s review of such transactions, management shall provide the Committee with updated information at a subsequent meeting and will get the changes approved afresh by the Committee.

    Board of Directors 

The Board shall, in respect of all the related party transactions referred to them for approval, understand the reason for the transaction not being in the ordinary course of business and at arm’s length price. 
 
Board’s approval is required for the following related party transactions  that are not at arm’s length and / or in the ordinary course of business and pertains to:
 
· sale, purchase or supply of any goods or materials; 
· selling or otherwise disposing of, or buying, property of any kind; 
· leasing of property of any kind; 
· availing or rendering of any services; 
· appointment of any agent for purchase or sale of goods, materials, services or property; 
· such related party's appointment to any office or place of profit in the company, its subsidiary company or associate company; and 
· underwriting the subscription of any securities or derivatives thereof, of the company 

     Shareholders’ Approval 

· The Audit Committee shall report all “Material Related Party Transactions” to the Board of Directors. The Company will seek shareholders’ approval for all “material related party transactions” and transactions exceeding the under mentioned thresholds.  

· Related Parties interested in the contract/arrangement shall abstain from voting on such resolution: 

	
	Nature of transaction [Section 188 (1)]
	Threshold limit (Rule 15)

	a
	sale, purchase or supply of any goods or materials
	10% of Turnover or
	100 cr.
	Whichever is lower
	-

	b
	selling or otherwise disposing of, or buying, property of any kind
	10% of Net worth or
	100 cr.
	Whichever is lower
	-

	c
	leasing of property of any kind;
	10% of Net worth or
	10% of Turnover or
	100 cr.
	Whichever is lower

	d
	availing or rendering of any services
	10% of Turnover or
	50 cr.
	Whichever is lower
	

	e
	appointment of any agent for purchase or sale of goods, materials, services or property;
	10% of Turnover or
	100 cr.
	Whichever is lower
	Note:- Take Net worth instead of Turnover when transaction specified in (b) carried through the appointed agent 

	f
	such related party’s appointment to any office or place of profit in the company, its subsidiary company or associate company; and
	At a monthly remuneration exceeding two and half lakh rupees
	

-
	

-
	

-

	g
	Underwriting the subscription of any securities or derivatives thereof, of the company
	1% of Net worth
	
-
	
-
	
-


Explanation.—It is hereby clarified that the limits specified in sub-clauses (i) to (iv) shall apply for transaction or transactions to be entered into either individually or taken together with the previous transactions during a financial year.
Exemption:- 
· Transactions between holding companies and wholly owned subsidiaries from the requirement of approval.
· Transactions entered into by the company in its ordinary course of business and undertaken at an arm’s length basis
· Section 2 subsection (76) Clauses (Vii) not applicable to private company. 
Explanation:- 
1. There is no specified criteria describe for whether the transaction is under ordinary courses of business or not.
2. Arm’s length transaction means a transaction between two related parties which is conducted as if they are unrelated, so that there is no conflict of interest.
· Disclosure norms

· Disclosures to be made in notice calling Board Meeting:

· name of the related party and nature of relationship;
· nature, duration of the contract and particulars of the contract or arrangement;
· material terms of the contract or arrangement including the value, if any;
· any advance paid or received for the contract or arrangement, if any; and
· any other information relevant or important for the Board to take a  decision on the proposed transaction.

· Disclosures to be made in the explanatory statement to be annexed to notice of general meeting:

· name of the related party ;
· name of the director or key managerial personnel who is related, if any;
· nature of relationship;
· nature, material terms, monetary value and particulars of the contract or arrangement;
· any other information relevant or important for the members to take a 	 decision on the proposed resolution.

· Disclosures to be made in Board’s Report:

Every related party transaction or contract shall be disclosed in the Board’s report along with the justification for entering into such contract or arrangement.

Consequences of non-compliance

· Where any contract or arrangement is entered into by a director or any other employee, without obtaining the consent of the Board or approval by a special resolution in the general meeting, as the case may be, and if it is not ratified by the Board or, as the case may be, by the shareholders at a meeting within three months from the date on which such contract or arrangement was entered into, such contract or arrangement shall be voidable at the option of the Board and if the contract or arrangement is with a related party to any director, or is authorised by any other director, the directors concerned shall indemnify the company against any loss incurred by it.
· Additionally, the company can also proceed against a director or employee who had entered into such contract or arrangement in contravention of the provisions of this section for recovery of any loss sustained by it as a result of such contract or arrangement.
· Any director or any other employee of a company, who had entered into or authorised the contract or arrangement in violation of the provisions of this section shall –
(i)  in case of listed company, be punishable with imprisonment for a term which may extend to 1 year or with fine which shall not be less than Rs. 25,000/- but which may extend to Rs. 5,00,000/-, or with both; and
(ii)in case of any other company, be punishable with fine which shall not be less than Rs. 25,000/- but which may extend to Rs. 5, 00,000/-.

