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Applicable Law: Section 188 of Companies Act 2013, Rule 15 of Companies (Meetings of Board & its Powers) Rules, 2014 & MCA Circular No.30/2014
***
Introduction:

Related Party Transactions (hereafter RPT for brevity) shall be always monitored in a corporate entity to ensure transparency and better corporate governance. The Companies Act 2013 puts a clear bracket to regulate the RPTs, and it was quite expected by corporate too. Any transaction by a company with a “related party to the company or parties related to the company” is commonly called as a RPT. In everyday life also we have somebody which we can call as related party to us, like our relatives, close associates etc. Likewise a company also have “related parties”, and the law gets attracted when the company enters into a transaction with such “related parties”. Sections 297 and 314 of Companies Act 1956 were dealing with RPTs. The new Section 188 (made applicable w.e.f 01.04.2014) of Companies Act 2013 is applicable for both public and private companies. 
Definition of Related Party / Who can be called as a Related Party ? 

As per Sec.2(76) related party for a company means – 
i) a director or his relative; 

ii) a key managerial personnel or his relative;

iii) a firm, in which a director, manager or his relative is a partner;

iv) a private company in which a director or manager is a member or director;

v) a public company in which a director or manager is a director or holds along with his relatives, more than two per cent. of its paid-up share capital;

vi) any body 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;
vii) any person on whose advice, directions or instructions a director or manager is accustomed to act:

Provided that nothing in sub-clauses (vi) and (vii) shall apply to the advice, directions or instructions given in a professional capacity;

viii) any company which is—

(A) a holding, subsidiary or an associate company of such company; or

(B) a subsidiary of a holding company to which it is also a subsidiary;

ix) such other person as may be prescribed.
Transactions Covered: 
The following transactions are considered as related part transactions:
(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 company, its subsidiary company or associate company; and

 (g) underwriting the subscription of any securities or derivatives thereof, of the company.
Exempted Transactions:

Transactions entered into by the company in its ordinary course of business other than transactions which are not on an arm’s length basis. (“arm’s length transaction” means a transaction between two related parties that is conducted as if they were unrelated, so that there is no conflict of interest.). Further transactions arising out of compromise, amalgamation and arrangements are exempted from the provisions of Section 188. (*Clarified vide MCA Circular 30/2014 dated 17th July 2014). Contracts entered by the company by complying Section 297 of Companies Act 1956 will not require fresh approval under Section 188 of Companies Act 2013, till the expiry of original term of contract. Any modifications after 1st April 2014 will require compliance of Section 188 of 2013 Act. (*Clarified vide MCA Circular 30/2014 dated 17th July 2014).
Approvals Required: 

· For all RPTs - Board Consent by way of a Board Resolution (No circular resolution allowed) - Without the vote of interested director.
· For certain RPTs - Shareholders approval by way of Special Resolution - Without the vote of interested member (who is related to that particular contract / special resolution *Clarified vide MCA Circular 30/2014 dated 17th July 2014).
Transactions where shareholders’ approval is required:
As per Rule 15 of Companies (Meetings of Board & its Powers) Rules, 2014, the shareholders approval by way of a special resolution is required in the following circumstances: 
(a) All related party transactions in case of a company having a paid-up share capital of Rs.10 Crores or more,

(b) Sale, purchase or supply of any goods or materials directly or through appointment of agents exceeding 25% of the annual turnover;
(c) Selling or otherwise disposing of, or buying, property of any kind directly or through appointment of agents exceeding 10% of net worth;
(d) Leasing of property of any kind exceeding 10% of the net worth or exceeding 10% of turnover;
(e) Availing or rendering of any services directly or through appointment of agents exceeding 10% of the net worth;
(f) Appointment to any office or place of profit in the company, its subsidiary company or associate company at a monthly remuneration exceeding Rs. 2.5 Lakhs;
(g) Remuneration for underwriting the subscription of any securities or derivatives thereof of the company exceeding 1% of the net worth. 
The Turnover or Net Worth shall be on the basis of the Audited Financial Statement of the preceding financial year. In case of wholly owned subsidiary, the special resolution passed by the holding company shall be sufficient for the purpose of entering into the transactions between wholly owned subsidiary and holding company. 
Reporting requirements:

IN THE BOARD MEETING AGENDA: The agenda of the Board meeting at which the resolution is proposed to be moved shall disclose the following:
· 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

· the manner of determining the pricing and other commercial terms, both included as part of contract and not considered as part of the contract;

· whether all factors relevant to the contract have been considered, if not, the details of factors not considered with the rationale for not considering those factors; and

· any other information relevant or important for the Board to take a decision on the proposed transaction.

IN THE GENERAL MEETING AGENDA EXPLANATORY STATEMENT: The explanatory statement of the shareholders’ meeting shall contain the following details:
· 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.

IN THE BOARD’S REPORT: Every related party transaction or contract shall be referred in the Board’s report to the shareholders along with the justification for entering into such contract or arrangement. 
Three Consequence of Non-Compliance:
A. Transaction Voidable & Directors Indemnification: 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.

B. Recovery of Loss: It shall be open to the company to proceed against a director or any other 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.

C. Penalty: Any director or any other employee of a company, who had entered into or authorized 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 one year or with fine which shall not be less than twenty-five thousand rupees but which may extend to five lakh rupees, or with both; and (ii) in case of any other company, be punishable with fine which shall not be less than twenty-five thousand rupees but which may extend to five lakh rupees.
© 2014 CIER. Authored by CS Bilu Balakrishnan   (www.bilubalakrishnan.com) 

