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SEBI- Amendments to Clause 49 of the Listing agreement

Background

The SEBI had constituted a Committee on Corporate Governance under the Chairmanship of Shri N. R. Narayana Murthy to further improve the standards of corporate governance in India. 

Based on this report, SEBI vide its circular dated 26th August 2003, has introduced some major amendments to Clause 49 of the Listing Agreement.

The significant features of these amendments may be summarised as under:

· Broadening of the definition of independent director

· Fixing of norms relating to Non-executive directors' compensation and disclosures

· Additional duty on the independent director to periodically review the legal compliance reports prepared by the Company and steps taken by the Company to improve.

· Obligation on the Board of Directors to lay down a Code of Conduct for all Board members and senior management of the Company.

· Fixation of the term of Non-executive Directors to a maximum of nine years 

· Requirement of all members of the Audit Committee being financially literate

· Increase in the powers of the Audit Committee

· Additional duty on the Audit Committee to review of certain information by the Audit Committee

· Requirements relating to Audit reports and Audit Qualifications

· New Requirement of Whistle Blower Policy

· Applicability of the requirements to subsidiary companies relating to composition of the Board of directors, laying of minutes of the Board meeting before the Board of the holding company and additional requirement to be included in the Board report of the Holding Company.

· Disclosure of contingent liabilities

· Additional Disclosures 

· Certification by CEO/CFO 

· Change in the Format of reporting to Stock Exchanges relating to Corporate Governance

· Entitlement to practising Company secretaries to certify the compliance of the conditions of corporate governance

I. Independent Director

	Previous Definition
	Amended Definition



	'Independent Director' means apart from receiving director’s remuneration, does not have any material pecuniary relationships or transactions with the company, its promoters, its senior management or its holding company, its subsidiaries and associated companies;


	Now besides the existing definition following additional requirements have been introduced:

Independent Director is one who:

· is not related to promoters or management at the board level or at one level below the board; 

· has not been an executive of the company in the immediately preceding three financial years; 

· is not a partner or an executive of the statutory audit firm or the internal audit firm that is associated with the company, and has not been a partner or an executive of any such firm for the last three years. This will also apply to legal firm(s) and consulting firm(s) that have a material association with the entity. 

· is not a supplier, service provider or customer of the company. This should include lessor-lessee type relationships also; and 

· is not a substantial shareholder of the company, i.e. owning two percent or more of the block of voting shares.




However, the previous guidelines relating to Institutional directors on the boards of companies being considered as independent directors (whether the institution is an investing institution or a lending institution).

II. Fixing of norms relating to Non-executive directors' compensation and disclosures

	Previous Norms
	Amended Norms

	· The company agrees that all pecuniary relationship or transactions of the non-executive directors viz-a-viz. the company should be disclosed in the Annual Report


	· Compensation paid to non-executive directors shall be fixed by the Board of Directors and shall be approved by shareholders in general meeting. 

Limits shall be set for the maximum number of stock options that can be granted to non-executive directors in any financial year and in aggregate. The stock options granted to the non-executive directors shall vest after a period of at least one year from the date such non-executive directors have retired from the Board of the Company.

· The considerations as regards compensation paid to an independent director shall be the same as those applied to a non-executive director.

· The company shall publish its compensation philosophy and statement of entitled compensation in respect of non-executive directors in its annual report or put up the same on the company’s website and reference drawn thereto in the annual report.

      The details of shares held by non- executive directors, including on an "if-converted" basis shall also be disclosed.

· Non-executive directors shall be required to disclose their stock holding (both own or held by / for other persons on a beneficial basis) in the listed company in which they are proposed to be appointed as directors, prior to their appointment. These details should accompany their notice of appointment




III. Additional duty on the independent director 

An independent director would be supposed to periodically review the legal compliance reports prepared by the Company and steps taken by the Company to improve the taints. Further, in case of any proceedings against him, defence of ignorance of this responsibility shall not be permitted.

The considerations as regards remuneration paid to an independent director shall be the same as those applied to a non-executive director.

IV. Code of Conduct for all Board members and senior management of the Company.

The Board shall lay down the code of conduct for all Board members and senior management of a company. 

Here senior management means " personnel of the company who are members of its management/operating council (i.e. core management team excluding Board of Directors). Normally, this would comprise all members of management one level below the executive directors

This code of conduct shall be posted on the website of the company. All Board members and senior management personnel shall affirm compliance with the code on an annual basis. The annual report of the company shall contain a declaration to this effect signed by the CEO and COO. 

V. Fixation of the term of Non-executive Directors to a maximum of nine years

In order to be eligible for appointment to the office of non-executive Directors, the term of office has been specified as nine years in three terms of three years each, running continuously. 

V. Audit Committee

Through the amendments Audit Committee have been provided with more teeth to become an integral part of the Corporate Governance.

Following amendments have been made applicable to Audit Committee constituted under the Listing Agreement:

A. Constitution of Audit Committee 

· In the earlier Clause 49, there was the requirement of at least one member having financial and accounting knowledge.

As per the amended definition, all members of the Audit Committee should be being financially literate with at least one member having accounting or related financial management expertise.

Financially literate as per the explanation means " the ability to read and understand basic financial statements i.e. balance sheet, profit and loss account, and statement of cash flows.

Further a member will be considered to have accounting or related financial management expertise if he or she possesses experience in finance or accounting, or requisite professional certification in accounting, or any other comparable experience or background which results in the individual’s financial sophistication, including being or having been a chief executive officer, chief financial officer, or other senior officer with financial oversight responsibilities.

B. Increased Role of Audit Committee 

In addition to the existing role  of the Audit Committee, following additional points of focus have been added while reviewing with management the annual financial statements before submission to the board:

· Significant adjustments arising out of audit. 

· The going concern assumption. 

· Compliance with accounting standards.

The role of Audit Committee also included reviewing with management related party transaction.

After the amendment the meaning of the term "related party" has been made harmonious with the meaning as contained in the Accounting Standard 18, Related Party Transactions, issued by The Institute of Chartered Accountants of India.

Following information has to be mandatorily reviewed by the Audit Committee:

1. Financial statements and draft audit report, including quarterly / half-yearly financial information;

2. Management discussion and analysis of financial condition and results of operations; 

3. Reports relating to compliance with laws and to risk management; 

4. Management letters / letters of internal control weaknesses issued by statutory / internal auditors; and 

5. Records of related party transactions

Further, the appointment, removal and terms of remuneration of the Chief internal auditor shall be subject to review by the Audit Committee

C. Requirements relating to Audit reports and Audit Qualifications

Disclosure of Accounting Treatment 

In case it has followed a treatment different from that prescribed in an Accounting Standards, management shall justify why they believe such alternative treatment is more representative of the underlined business transactions. Management shall also clearly explain the alternative accounting treatment in the footnote of financial statements.

D. Whistle Blower Policy

So as to detect frauds, irregularities and encouraging employees to come forward to Audit Committee, concept of "Whistle Blower "has been introduced. The following are the notable features of the 'Whistle Blower Policy" are:

i. Personnel who observe an unethical or improper practice (not necessarily a violation of law) shall be able to approach the audit committee without necessarily informing their supervisors. 

ii. Companies shall take measures to ensure that this right of access is communicated to all employees through means of internal circulars, etc. The employment and other personnel policies of the company shall contain provisions protecting "whistle blowers" from unfair termination and other unfair prejudicial employment practices. 

iii. Company shall annually affirm that it has not denied any personnel access to the audit committee of the company (in respect of matters involving alleged misconduct) and that it has provided protection to "whistle blowers" from unfair termination and other unfair or prejudicial employment practices. 

iv. Such affirmation shall form a part of the Board report on Corporate Governance that is required to be prepared and submitted together with the annual report. 

The appointment, removal and terms of remuneration of the chief internal auditor shall be subject to review by the Audit Committee.

E. Applicability of the requirements to subsidiary companies 

(i) Composition the Board of Directors

The provisions relating to composition of the Board of Directors shall also be applicable to the subsidiary company i.e.

· Not less than 50% of the Directors to be non-executive. In case the Chairman is an executive Director, then at least half of the Board shall comprise of independent directors, while in case of non-executive chairman then at least one third should be independent director.

Further, at least one independent Director who is on the Board of Directors of the holding company shall also be on the Board of the subsidiary Company.

(ii) The Audit Committee of the holding company shall also review the financial statements, in particular the investments made by the subsidiary company. 

Further, the minutes of the Board meetings of the subsidiary company shall be placed for review at the Board meeting of the holding company. The Board report of the holding company should state that they have reviewed the affairs of the subsidiary company also

F. Disclosures 

Following disclosures have been made mandatory by way of Clause 49 of the Listing Agreement:

Disclosure of contingent liabilities 

(i) The management has to provide description of each material contingent liability and its risks, which shall be accompanied by the auditor’s comments on the management’s view. This section shall be highlighted in the significant accounting policies and notes on accounts, as well as, in the auditor’s report, where necessary.

(ii) A statement of all transactions with related parties including their basis shall be placed before the Audit Committee for formal approval/ratification. If any transaction is not on an arm’s length basis, management shall provide an explanation to the Audit Committee justifying the same. 

(iii) The Management shall put in place procedures to inform Board members about the risk assessment and minimization procedures. These procedures shall be periodically reviewed to ensure that executive management controls risk through means of a properly defined framework.

(iv) Management shall place a report certified by the compliance officer of the company, before the entire Board of Directors every quarter documenting the business risks faced by the company, measures to address and minimize such risks, and any limitations to the risk taking capacity of the corporation. This document shall be formally approved by the Board.

(v) Further in case of proceeds from IPOs disclosures shall be made to the Audit Committee.

VI. CEO/CFO Certification

After the amendment, a certification has to be obtained from either CEO/CFO annually declaring that :

e. 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; 

f. These statements do not contain any materially untrue statement or omit any material fact nor do they contain statements that might be misleading; 

g. These statements together present a true and fair view of the company, and are in compliance with the existing accounting standards and / or applicable laws / regulations; 

h. They are responsible for establishing and maintaining internal controls and have evaluated the effectiveness of internal control systems of the company; and they have also disclosed to the auditors and the Audit Committee, deficiencies in the design or operation of internal controls, if any, and what they have done or propose to do to rectify these. 

i. They have also disclosed to the auditors as well as the Audit Committee, instances of significant fraud, if any, that involves management or employees having a significant role in the company’s internal control systems; and 

j. They have indicated to the auditors, the Audit Committee and in the notes on accounts, whether or not there were significant changes in internal control and / or of accounting policies during the year.

VII. Change in the format for quarterly reporting to the Stock Exchanges

Following the requirement for new disclosures the format in which the compliance certificate has to be sent to the Stock Exchanges , has been altered.

VII. Additional items to be included in the Report on Corporate Governance

Disclosures have to be made regarding special resolutions passed in the previous 3 AGMs as well as detailed report on Postal Ballot

Schedule of implementation:

All companies which were required to comply with the requirement of the erstwhile clause 49 i.e. all listed entities having a paid up share capital of Rs 3 crores and above or net worth of Rs 25 crores or more at any time in the history of the entity, would be required to comply with the requirement of this clause on or before March 31, 2004. 

The non-mandatory requirement given in Annexure – 1C shall be implemented as per the discretion of the company. However, the disclosures of the adoption/non-adoption of the non-mandatory requirements shall be made in the section on corporate governance of the Annual Report.

(Note: While every effort is made to provide correct information, readers may refer to the text of the SEBI circular as necessary)
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