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Minority shareholders can
block related-party deals

Corporate law experts welcome change in Companies Act rules, but warn
against abuse of power to harass promoters even in genuine cases

RAJESH BHAYANI
Mumbai, 13 April

he new Companies Act
T rules have given a lot of

powers to minority share-
holders, but the one creating rip-
ples in the corporate sector is
that promoters, who are majori-
ty shareholders, cannot vote in
special resolutions in cases of
related-party transactions.

The new rules under Section
188 say any related-party trans-
action that is not done in the
ordinary course of business and
is not at an arm’s length will
need approval of minority share-
holders by way of a special reso-
lution. But, shareholders who
are related or interested parties
in the transaction will not be
able to vote in resolutions relat-
ing to payment of brand fees or
management fees to majority
shareholders.

The section further says all
related-party approvals will now
Dbe scrutinised by audit commit-
tees, comprising a majority of
independent directors.

Related-party transactions
include sale or purchase of
goods, services and property,
appointment in an office of prof-
it in a company or group com-
pany, underwriting subscrip-
tions, etc. The definition of
‘related party’ has also been
widened to include holding
companies, subsidiaries and sev-
eral key managerial persons and

What are
related-party
transactions?

" Sale, purchase
orsupply of
goods, or
materials
dealingin properties

® Availing or rendering of any
services

' ® Appointment of any agent for

dealingin property, goods and
services

® Appointment to any office of profit
inthe company, itssubsidiary or
associate company

® Underwriting the subscription of
securities or derivatives of a company

How is 'related party’ defined?
® Aholding, subsidiary, sisteror

associate company

® Directors, key management
personnel (including relatives)

® Firmslcompanieswhere
directors/relatives have interests

® Appointments of senior
management-level and functional
heads

What's the threshold to
qualify as related-party
transaction?

® If paid-up share capital ofa
company equals or exceeds ¥1 crore
® Ifrelated-party transactions
exceed 5% of annual turnover, or
20% of net worth — whichever

is higher

Whatis an office of profitin
related-party deals?

® Remuneration exceeding10 lakh

executives, besides relatives of
directors. Also, thresholds have
been prescribed to determine
transactions that will be treated
asrelated-party ones. The trans-
actions are linked with turnover
and net worth and appointments
to salary levels.

Amit Tandon, managing
director of Institutional Investor
Advisory Services (ITAS), a proxy
shareholder advisory firm, says
the new provisions strengthen
the hands of minority share-

holders and will improve corpo-
rate governance.

Earlier, in select cases, the
Centre’s approval was necessary
for special resolutions relatingto
appointment of directors and
key managerial personnel.

Yogesh Sharma, partner
(Assurance), Grant Thornton
India, says: “Under the previous
Companies Act, minority share-
holders’ approval or consent was
not necessary for entering into
related-party transactions. As a

result, a majority of shareholders
could go for transactions with
themselves or related parties as
they deemed appropriate.” There
will now be the much-needed
checks and balances to protect
minority shareholders, especial-
ly in companies where promot-
ers continue to hold a majority of
shares and even subsidiaries of
multinational companies where
the foreign parent holds a major-
ity of shares.
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Minority shareholders can block
special resolutions

But there is a flip side, too. Many experts
say the rules could open the doors to
many minority shareholders “greenmail-
ing’ promoters for supporting or not sup-
porting certain decisions. Tandon says
“in many companies, smaller sharehold-
ers might greenmail promoters by asking
for some favours or contracts against
securing their votes in favour of the pro-
moter when a special resolution comes
up for voting.”

Grant Thornton India’s Sharma gives
an example of other possible difficulties
in implementing the rules. “In the case of

a wholly-owned subsidiary, the rules
provide that a special resolution passed
by the parent entity is enough for enter-
ing into transactions between the parent
entity and the wholly-owned subsidiary.
However, it is not clear by whom and
how the transactions of such wholly-
owned subsidiaries with say, a sister con-
cern or an associate, will be approved.”
Similarly, there might be cases of sub-
sidiaries where a 99 per cent stake is
owned by the single parent company. Even
insuch cases, the parent would not be able
to approve the transactions and have to

depend on minority shareholders, whc
together own only one per cent shares.

Sai Venkateshwaran, partner & head
(Accounting Advisory Services), KPMG
India, says the changes in the Act are
supportive of small shareholders but
these could lead to abuse. “It could alsc
lead to situations where majority share-
holders find themselves unable tounder-
take genuine business transactions fo1
want of minority shareholders’ approval,
even if the terms are reasonable. This
could potentially cause hardship and
disrupt business transactions.”



