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CASE STUDY -MAY 15 – THE COMPANIES ACT, 2013

QUESTION: In the year 2014, Chief Executive Mr. Roy of Sunny Ltd, a global internet communications company, announced an excellent set of results. Mr. Roy announced that, compared to 2013, sales had increased by 50%, profits by 100% and total assets by 80%. The dividend was to be doubled from the previous year. Three months later, Mr. Roy called a press conference to announce a restatement of the 2014 results. He said this was necessary because of some ‘regrettable accounting errors. He also disclosed that in fact the figures for 2014 were increases of 10% for sales, 20% for profits and 15% for total assets. The proposed dividend would now only be a modest 10% more than last year. Later that month, the company announced that following an internal investigation, there would be further restatements, all dramatically downwards, for the years 2012 and 2013. This caused another mass selling of shares of Sunny Ltd resulting in a final share value the following day of $1. This represented a loss of shareholder value of $12 billion from the peak share price.

Mr. Roy resigned and SEBI ordered an investigation into what had happened at Sunny Ltd. The shares were suspended by the stock exchange. A month later, Sunny Ltd. was declared bankrupt. Nothing was paid out to shareholders whilst suppliers received a fraction of the amounts due to them. 

The Chief Executive confessed to having orchestrated an accounting fraud for several years. He admitted to manipulating the firm’s accounts to report profits that were more than 10 times the actual figures and reported a cash balance of US$1 billion that was non-existent. Sunny Ltd. has also committed systemic fraud in its worldwide regulatory filings. For a multinational company with the illustrious Board and significant foreign and institutional shareholding, one would expect corporate governance of highest order; however, the reality was different. 

Based on the above fact, answer the following: 
(a) Is the given case an example of intentional fraud by the top executive of the Company? Can such frauds be reported under the Companies Act 2013? What are the penalties for not reporting of frauds under Companies Act 2013? 

(b) Can independent directors be held liable for frauds perpetrated by or with the support of the top management? Critically examine. 
(c) A number of directors resigned from the company after the fraud became public. Examine the role directors could have played to protect shareholders’ interests? 

(d) What is the role of audit committee in fraud risk oversight? Draft some questions which the audit committee consider to effectively manage fraud risks.

ANSWERS:
(a)  Yes, above case is an example of intentional fraud by the top executives of the Company. Since the Chief Executive himself confessed to having orchestrated an accounting fraud for several years. He admitted to manipulating the firm’s accounts to report profits that were more than 10 times the actual figures and reported a cash balance of US$1 billion that was non-existent. Fraud is a deliberate action to deceive another person with the intention of gaining some things. Fraud can loosely be defined as “any behaviour by which one person intends to gain a dishonest advantage over another”. In other words, fraud is an act or omission which is intended to cause wrongful gain to one person and wrongful loss to the other, either by way of concealment of facts or otherwise. 

Section 25 of the Indian Penal Code, 1860 defines the word, “Fraudulently”, which means, a person is said to do a thing fraudulently if he does that thing with intent to defraud but not otherwise. The Companies Act 2013 has also explained fraud. 

Explanation to Section 447 defines “fraud”, which reads as under: “fraud” in relation to affairs of a company or anybody corporate, includes any act, omission, concealment of any fact or abuse of position committed by any person or any other person with the connivance in any manner, with intent to deceive, to gain undue advantage from, or to injure the interests of, the company or its shareholders or its creditors or any other person, whether or not there is any wrongful gain or wrongful loss. 

Reporting of fraud under the Companies Act, 2013: Frauds by executives in the company can be reported under the Act under the Section 143(12) of the Companies Act, 2013 which requires the statutory auditors or cost accountant or company secretary in practice to report to the Central Government about the fraud/suspected fraud committed against the company by the officers or employees of the company. It includes only fraud by officers or employees of the company and does not include fraud by third parties such as vendors and customers. 

Consequence of non-compliance: Sub-section 15 of section 143 states that if any auditor, cost accountant or company secretary in practice do not comply with the provisions of sub-section (12), he shall be punishable with fine which shall not be less than one lakh rupees, but which may extend to twenty-five lakh rupees.

(b) Schedule IV of the Companies Act 2013 provides that the independent directors shall have certain duties like 

· seek appropriate clarification or amplification of information and, where necessary, take and follow appropriate professional advice and opinion of outside experts at the expense of the company.
· participate constructively and actively in the committees of the Board in which they are chairpersons or members. 
· where they have concerns about the running of the company or a proposed action, ensure that these are addressed by the Board and, to the extent that they are not resolved, insist that their concerns are recorded in the minutes of the Board meeting. 
· keep themselves well informed about the company and the external environment in which it operates. 
· not to unfairly obstruct the functioning of an otherwise proper Board or committee of the Board. 
· ascertain and ensure that the company has an adequate and functional vigil mechanism and to ensure that the interests of a person who uses such mechanism are not prejudicially affected on account of such use. 
· report concerns about unethical behaviour, actual or suspected fraud or violation of the company’s code of conduct or ethics policy. 
· [“act within their authority”], assist in protecting the legitimate interests of the company, shareholders and its employees etc. 




So, it is expected from independent directors that they perform duties properly. However, Section 149(12) of the Companies Act 2013 provides that an independent director and a non-executive director not being promoter or key managerial personnel, shall be held liable, only in respect of such acts of omission or commission by a company which had occurred with his knowledge, attributable through Board processes, and with his consent or connivance or where he had not acted diligently. 

Regulation 25(5) of SEBI (LODR) regulations, 2015 provides that an independent director shall be held liable, only in respect of such acts of omission or commission by the listed entity which had occurred with his knowledge, attributable through processes of board of directors, and with his consent or connivance or where he had not acted diligently with respect to the provisions contained in these regulations.

(c) A director is “bound to take such precautions and show such diligence in their office as a prudent man of business would exercise in the management of his own affairs.” The Duties and Responsibilities can be broadly classified into two categories: 

· The duties, liabilities and responsibilities which promotes corporate governance through the sincerest efforts of directors in efficient management and swift resolution of critical corporate issues and sincere and mature decision making to avoid unnecessary risks to the corporate entity and its shareholders.
 
· Keeping the interests of company and its stakeholders ahead of personal interests.

 The following duties of the directors have been provided under Section 166 of the Companies Act, 2013 and apply to all types of directors-
· A director of a company shall act in good faith in order to promote the objects of the company for the benefit of its members as a whole, and in the best interests of the company, its employees, the shareholders, the community and for the protection of environment. 
· A director of a company shall exercise his duties with due and reasonable care, skill and diligence and shall exercise independent judgment. 
· A director of a company shall not involve in a situation in which he may have a direct or indirect interest that conflicts, or possibly may conflict, with the interest of the company. 
· A director of a company shall not achieve or attempt to achieve any undue gain or advantage either to himself or to his relatives, partners, or associates and if such director is found guilty of making any undue gain, he shall be liable to pay an amount equal to that gain to the company. 
· A director of a company shall not assign his office and any assignment so made shall be void. 
· If a director of the company contravenes the provisions of this section such director shall be punishable with fine which shall not be less than one lakh rupees, but which may extend to five lakh rupees.

Clearly, the fraud could not have been gone un-noticed, if the directors have discharged their duties diligently. Directors certainly could have played a major role in highlighting the discrepancies in the financial statements long before declaring the company bankrupt and could have protected the shareholders’ interests.

(d) The audit committee must be equipped to assess, monitor and influence the tone at the top to aim at enforcing a zero-tolerance approach to fraud. The audit committee should be sensitive to the various business pressures on management – to meet earnings estimates and budget targets, meeting incentive compensation targets, hiding bad news, etc. – and how small adjustments can trigger bigger problems. The audit committee’s objective should be to ensure that arrangements are in place for the receipt and proportionate independent investigation of alleged or suspected fraudulent actions and for appropriate follow-up action. 

Some of the Symptoms of potential fraud are – 
 Overly complex and / or opaque corporate structures. 
 Overly dominant senior executives with unfettered powers and highly leveraged reward schemes. 
 Frequent changes in finance, other key personnel or auditors. 
 Implausible explanations as to surpluses, or projections those are “too good to be true”. 
 Organisations significantly outperforming the competition. 
 Aggressive accounting policies and frequent changes thereto. 


Key questions for audit committees to consider: 
 Is management taking sufficient responsibility for the fight against fraud and misappropriation? 

 Is the tone from the top unequivocal in insisting on an anti-fraud culture throughout the organisation? 

 Do record-keeping policies and procedures minimise the risk of fraud? 

 Are appropriate diagnostic assessments of fraud risks performed and updated periodically? 

 Are all significant fraud risks properly included in the enterprise risk management approach, linked to relevant internal controls and monitored? 

 Do codes of conduct contain adequate, user-friendly and up-to-date behavioural guidelines in respect of fraud and other misconduct? 

 Are they adopted across the organisation, and do they apply evenly to business partners and subcontractors? 

 What is the level of assurance gained related to the effectiveness of anti-fraud controls by management, internal and/or external audit and is it appropriate in the circumstances? 

 Are anti-fraud controls designed to detect or prevent financial reporting fraud from the early stage (i.e., before small adjustments snowball into bigger issues)? 

 Are fraud-tracking and -monitoring systems and fraud response plans in place and are they fit for purpose?

  Do staff members at all levels have appropriate skills to identify the signs of fraud and do they receive fraud awareness training relevant to their role?

DISCLAIMER: the case study presented here is only for sharing information with readers. In case of necessity do consult with professionals.
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