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Corporate Governance—

Recent Changes in Clause 49

TTHHEEMMEE

H
ave a glance at the Annual

Report of any listed com-

pany in India; attend any

seminar conducted by any profes-

sional or industrial bodies like

ICAI, CII or FICCI, the one word,

which you can definitely find a

place, is Corporate Governance. In

the liberalised economic environ-

ment and integration of the country,

in to world market the corporate

sector in India at present cannot

ignore the importance of Corporate

Governance.

Meaning 
Before delving further on the subject,

it is important to define the concept of

corporate governance. The vast

amount of literature available on the

subject ensures that there exist innu-

merable definitions of corporate gov-

ernance. To get a fair view on the sub-

ject it would be prudent to give a brief

definition of corporate governance.

Corporate governance involves

a set of relationships amongst the

Company’s management, its board of

directors, its shareholders, its

auditors and other stakehold-

ers. These relationships pro-

vide the structure through

which the objectives of the

company are set, and the

means of attaining these objec-

tives as well as monitoring per-

formance are determined. 

Thus, the key aspects of

good corporate governance

include transparency of corpo-

rate structures and operations;

the accountability of managers

and the boards to sharehold-

ers;and corporate responsibil-

ity towards stakeholders.

While corporate gover-

nance essentially lays down the

framework for creating long-term

trust between companies and the

external providers of capital, it

would be wrong to think that the

importance of corporate governance

lies solely in better access of finance.

Companies around the world are

realizing that better corporate gov-

ernance adds considerable value to

their operational performance:

➢ It improves strategic thinking at

the top by inducting indepen-

dent directors who bring a

wealth of experience, and a host

of new ideas

➢ It rationalizes the management

and monitoring of risk that a

firm faces globally

➢ It limits the liability of top man-

agement and directors, by care-

fully articulating the decision

making process

➢ It assures the integrity of finan-

cial reports

➢ It has long term reputational

effects among key stakeholders,

both internally and externally.

Need For Regulation
A natural question to ask is to why

do we need to impose particular

governance regulation through

stock exchanges or legislatures? If

it is in the interest of company to

provide adequate protection to

shareholders, why mandate rules?

There are two major reasons for

regulatory intervention:

1. The main reason advocated in

favour of mandatory rules is

that if the founder of the com-

pany was allowed to design and

implement a corporate charter
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he likes, he may not clearly

address the issues faced by

other shareholders and thus

would, in the view of the soci-

ety, conjure inefficient rules.

2. Second but most important rea-

son is that one corporate failure

or scandal can potentially erode

shareholders trust in the whole

of the corporate sector and thus

negatively affect the business

of honest firms as well. This

argument is reinforced by the

recent corporate scandals in

US.A few instances of fraud, as

seen in the case of Enron &

WorldCom, destroy the faith of

investor in entire corporate sec-

tor and thus hurt the larger

interest of the economy.

Corporate Governance 
initiatives in India
Key constitutes of the system of

Corporate Governance are share-

holders, board of directors and man-

agement. A good system has to

clearly define roles, responsibilities

and rights of its constitutes. In defin-

ing and deciding the above, exten-

sive studies have been made and var-

ious Committees have been formed.

Cadbury Committee, Greenbury

Committee, Blue Ribbon Com-

mittee, Hampel Committee are some

examples of this worldwide.

There have been several major

corporate governance initiatives

launched in India since  the mid-

1990s. The first was by the

Confederation of Indian Industry

(CII), which came up with the first

voluntary code of corporate gover-

nance in 1998. The second was by

the SEBI, now enshrined as Clause

49 (Based on recommendations of

Kumar Mangalam Birla Committee

Report) of the listing agreement. The

third was the Naresh Chandra

Committee, which submitted its

report in 2002. The fourth was again

by SEBI — the

Narayana Murthy Com-

mittee, which also sub-

mitted its report in

2002. Based on some

of the recommenda-

tion of this committee,

SEBI revised Clause

49 of the listing agreement

in August 2003.

After issuance of the

August’03 circular, SEBI received

representations /suggestions from the

corporate/public on various provi-

sions of the said circular. Then SEBI

decided to defer the implementation

of the provisions of the August 26,

2003 circular and revisit Clause 49.

The Narayana Murthy Committee

then considered and deliberated on

the suggestions and comments

received from corporate/public.

Based on the revised recommenda-

tions of the Committee, it was decided

to further revise the provisions of

Clause 49 of the Listing Agreement

Vide circular dated 29th October’05,

SEBI has again revised clause 49.

This circular is a master circular and

supersedes all other earlier circulars

issued by SEBI on this subject.

Recent Development
DCA had set up National

Foundation For Corporate

Governance (NFCG) in partner-

ship with CII, ICAI and ICSI.

For enhancing corporate gover-

nance standard in India, NFCG will

take some important initiative, includ-

ing training for board members. The

broad objectives of the National

Foundation include providing a plat-

form to deliberate issues relating to

good corporate governance, sensitizing

corporate leaders on the importance of

good corporate governance, self regu-

lation and directorial responsibilities —

statutory, social and environmental. For

details you can log on to NFCG’s web-

site http://www.nfcgindia.org.

Major Changes Through 
Circular dated 29th
October’04
For better understanding all changes

can be bifurcated into two categories:

Key Changes & Other Changes.

Changes, which will affect form &

content of financial reporting, have

been covered under Major Changes.

Key Changes:

➢ Definition of independent

directors

➢ Requiring CEO/CFO certifica-

tion of financial statements

➢ Disclosure related to Risk

Management

➢ Requirement related to sub-

sidiary companies

➢ Requiring Boards to adopt for-

mal code of conduct and also

for Senior Management

➢ Improving disclosures to share-

holders.

Other Changes: 
➢ Whistle blower policy 

➢ Restriction of the term of inde-

pendent directors

Applicability of Revised
Clause
As per SEBI circular dated 29th

October ’05 revised clause 49 was

applicable from 1st April’05.

After issuances of this circular

corporate world had raised their con-

cerns that they are not ready for this
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revised Clause 49 especially due to

requirement of independent directors

& CEO/CFO certification. So, on

29th March’05 SEBI has extended

this date to 31st December ‘05.

Major Changes: 

(1) Independent Director

While prescribing composition

of Board of the company, Clause 49

prescribes that, if the Chairman of the

Board is a non-executive director, at

least one-third of the Board should

comprise of independent directors

and in case he is an executive direc-

tor, at least half of the Board should

comprise of independent directors. 

As per old clause 49 definition

of “ independent director” was

very limited, but in revised circular

it is wider.

As per New circular ‘indepen-

dent director’ mean non-executive

director who:

(a) Apart from receiving director’s

remuneration, does not have any

material pecuniary relationships

or transactions with the company,

its promoters, its directors, its

senior management or its holding

company, its subsidiaries and

associates which may affect inde-

pendence of the director

(b) Is not related to promoters or

persons occupying manage-

ment positions at the board level

or at one level below the board

(c) Has not been an executive of the

company in the immediately

preceding three financial years

d) Is not a partner or an executive

or was not partner or an execu-

tive during the preceding three

years, of any of the following: 

(i) The statutory audit firm or the

internal audit firm that is asso-

ciated with the company, and 

(ii) The legal firm(s) and con-

sulting firm(s) that have a

material association with

the company

(e) Is not a material supplier, ser-

vice provider or customer or a

lessor or lessee of the company,

which may affect independence

of the director

(f) Is not a substantial shareholder

of the company i.e. owning two

per cent or more of the block of

voting shares.

As per old Clause 49, only

point (a) was there. Point (b) to (f)

are newly-inserted conditions.

Analysis/ impact of this Clause;

For following spirit of corporate gov-

ernance independent director should

be independent from management .He

must not only be independent accord-

ing to definition of clause 49, but also

in thought and action. Mere presence

of independent director does not mean

that company is well governed.

(2) Code of Conduct for Board

and Senior Management 

New clause 49 requires company to

lay down a code of conduct for all

board members and senior man-

agement of the company. 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 declara-

tion to this effect signed by the CEO.

“senior management” mean

personnel of the company who are

members of its core management

team excluding Board of Directors.

Normally, this would comprise all

members of management one level

below the executive directors,

including all functional heads.

This clause mention code for

Board members and senior man-

agement and not for employees. As

an emerging practice corporate

are now having code for all

employees of the company.

(3) CEO/CFO certification 

Most important change in the

existing clause 49 is inclusion of

CEO/ CFO certification.

Mainly this certification

require a CEO or CFO to certify to

board that:

➢ Financial statements do not

contain any materially untrue

statement 

➢ Financial Statement present a

true and fair view of the compa-

ny’s affairs and are in compli-

ance with AS & applicable laws

and regulations. 

➢ No transactions entered into by

the company during the year

that is fraudulent or illegal 

➢ They accept responsibility for

establishing and maintaining

internal controls 

➢ They have disclosed to the audi-

tors and the Audit Committee,

deficiencies in the design or oper-

ation of internal controls, if any

➢ They have indicated significant

changes in internal control,

accounting policy & instances of

significant fraud, if any to the

auditors and the Audit committee 

Global Practice Relating to CEO/
CFO certification 

Requirement of Clause 49

relating to CEO/ CFO certification

is imported from USA’s Sarbanes-

Oxley Act (SOXA).

As per Sarbanes- Oxley Act’

2002, there are two kinds of certifi-

cation requirements:

1. Section 906 of Sarbanes Oxley

Act, which is applicable to all

public companies irrespective

of their size. This section

requires CEO/ CFO to certify

accuracy of all periodic reports

filed with Stock Exchange

Commission (SEC).

2. Section 302 of SOXA requires

that CEO and CFO each must

TTHHEEMMEE



submit a certificate to SEC with

all quarterly and annual reports.

Requirement of this section is

more or less similar to what is

contained in clause 49.One

additional requirement in

Section 302 of SOXA is that, it

requires to certify that company

is maintaining a  “ disclosure  con-

trol & procedures” and CEO and

CFO has to certify that all mate-

rial information is made known

to them, particularly during the

period in which the periodic

report is being generated. This

applies to disclosure made

through Management discus-

sion and analysis reports also.

3. Section 404 of the SOXA

requires management of report-

ing companies to evaluate and

report on internal controls and

outside auditors to attest to

these evaluations.

What CEO/ CFO should do?
Each company should devise
backup procedures as part of its
reporting structure that is appro-
priate for its management and
business. Combination of fol-
lowing activity could be helpful
in this respect:
➢ Request backup certificate from

responsible subordinate officer
➢ Review functioning and

effectiveness of Internal
audit, external auditors 

➢ Review companies financial
reporting system and con-
trols with Chief-Internal
auditors and risk manager

➢ Solicit views of audit com-
mittee, independent directors
and legal counsel about ade-
quacy of these procedures 

➢ Document the process used
for review of all the above.

(4) Subsidiary Companies

In old clause there was no spe-

cific mention about subsidiary

company.

New Clause 49 specifically

mention that:

1. At least one independent direc-

tor on the Board of Directors of

the holding company shall be a

director on the Board of

Directors of a material non-

listed Indian subsidiary com-

pany. Material non-listed Indian

subsidiary shall mean an

unlisted subsidiary, incorpo-

rated in India, whose turnover

or net worth (i.e. paid up capital

and free reserves) exceeds 20%

of the consolidated turnover or

net worth respectively, of the

listed holding company and its

subsidiaries in the immediately

preceding accounting year.

2. The Audit Committee of the

listed holding company shall

also review the financial state-

ments, in particular, the invest-

ments made by the unlisted sub-

sidiary company. 

3. The minutes of the Board meet-

ings of the unlisted subsidiary

company shall be placed at the

Board meeting of the listed

holding company.     The man-

agement should periodically

bring to the attention of the

Board of Directors of the listed

holding company, a statement

of all significant transactions

and arrangements entered into

by the unlisted subsidiary com-

pany. 

(5) Board Disclosure – Risk

Management

No specific mention about risk

management. Under role of audit

committee it was also included that

AC will review company’s finan-

cial and risk management policy.

In Revised Clause 49, disclo-

sure related to Risk management

has to be made mandatory.

As per revised circular “The

company shall lay down proce-

dures to inform board members

about the risk assessment and min-

imization procedures.

These procedures shall be peri-

odically reviewed to ensure that

executive managements controls

risk through means of a properly

defined framework.”

Following points are important

in this respect:

1. Periodicity of review is not

defined in recent norm.

Narayana Murthy committee

had recommended quarterly.,

but in final clause 49 it is not

mentioned.

2. No specific mention about type

of risk. It could be Business Risk,

operational risk or strategic risk. 

3. No requirement of approval of

BOD about this Risk procedure

but company should have a

defined framework for Risk

Management.

(6) Responsibility of Board

Members

The board shall review compliance

report of all laws applicable to

company, as well as action taken by

company to rectify instances of

non-compliance. Earlier no such

specific mention was here.

OTHER CHANGES
(1) Meeting of Board 

As per old clause 49, 4 meetings in

one year with a maximum gap of 4

months between 2 meetings were

permitted. But now gap between

two meetings has been reduced to 3

months.

(2) No. of Chairmanship in

Committee

As per clause 49, a director shall not

be a member of more than 10 com-

mittees or act as a chairman of 5

committees. For considering limit of
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company only 3 committees audit

committee, shareholders’ grievance

committee and Remuneration com-

mittee shall be considered under old

clause 49. Now, only two commit-

tees shall be considered.

Remuneration committee has been

excluded for this purpose.

(3) Composition of Audit

Committee

Changes relating to Audit commit-

tees as per revised clause 49:

➢ Minimum 3 Directors

➢ At least 2/3rd to be Independent

Directors.

➢ At least one Director having

Financial & Accounting expertise

➢ All members shall be finan-

cially literate.

➢ Requirement of all Directors

being Non Executive Directors

(NED) is now done away with.

➢ No. of Independent director has

been increased from majority to

2/3 rd.

➢ In earlier clause financial and

accounting KNOWLEDGE

was required, now accounting

or related financial manage-

ment EXPERTISE is required.

➢ Condition of having all mem-

bers “ financial literate” is really

appreciable condition.

(4) Meeting of Audit Committee

Earlier at least 3 meetings in a year,

one before finalization of accounts

and one every six month were pre-

scribed. Now it has been mentioned

that at least four meetings in a year

should be held and gap between two

meetings should not exceed 4

months.

(5) Additional Responsibility of

Audit Committee (AC)

Additional responsibility given to

Audit Committee: 

➢ Audit committee shall also review

matters required to be included in

Director’s responsibility Statement

to be included in board Report in

terms on section 217 (2AA)

➢ Audit Committee shall review the

functioning of the Whistle Blower

mechanism, in case the system is

existing

➢ Audit Committee shall carry out

any other function as mentioned

in the terms of the audit committee

Please note even though whis-

tle blower policy is not a mandatory

requirement, if a company has vol-

untarily having whistle blower pol-

icy that Audit committee has to

review the mechanism.

(6) Mandatory Review by Audit

committee

The audit committee shall

MANDATORILY review the fol-

lowing information:

➢ Management discussion and

analysis of financial condition

and results of operations

➢ Statement of significant related

party transactions (as defined

by the Audit Committee), sub-

mitted by management

➢ Management letters / letters of

internal control weaknesses

issued by the statutory auditors; 

➢ Internal audit reports relating to

internal control weaknesses; and 

➢ The appointment, removal and

terms of remuneration of the

Chief internal auditor shall be

subject to review by the Audit

Committee.

(7) Additional Disclosures relating

to Remuneration to Directors

Annual Report to contain disclo-

sure on:

➢ Criteria of making payments to

Non-executive directors.

➢ No. Of shares and convertible

instruments held by Non-exec-

utive directors

➢ Non-executive directors to dis-

close their shareholding in the

Company, prior to appointment.

➢ Notice of General meeting to

contain details of the sharehold-

ing of Non-executive directors

being appointed at the Meeting.

(8) Non-mandatory Requirement:

Revised clause 49 contains few non-

mandatory requirements as well. 

(a) Independent Directors may

have a tenure not exceed-

ing, in the aggregate, a

period of nine years, on the

Board of a company. 

(b) The board may set up a

remuneration committee to

determine the company’s

policy on remuneration

packages for executive

directors. 

(c) A half-yearly declaration of

financial performance inc-

luding summary of the sig-

nificant events in last six-

months, may be sent to each

household of shareholders.

(d) Mechanism for evaluating

non-executive Board Mem-

bers by peer group should

be in place.  This Peer

Group evaluation could be

the mechanism to deter-

mine whether to extend /

continue the terms of

appointment of non-execu-

tive directors

(e) Whistle Blower Policy

should be made and imple-

mented. This is a mecha-

nism for employees to

report to the management

concerns about unethical

behaviour, actual or sus-

pected fraud or violation of

the company’s code of con-

duct or ethics policy. 

Narayana Murthy Committee

had suggested that point (a) and (e)

should be a mandatory requirement

but in final clause 49 SEBI made it

non-mandatory.
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Issues to be considered
While regulations are necessary, there
are however, a few issues that need to
be considered. The first relates to polic-
ing and punishment. The SEBI envis-
ages that all these corporate gover-
nance norms will be enforced through
listing agreements between companies
and the stock exchanges. A little reflec-
tion suggests that for companies with
little floating stock — which account
for more than 85% of the listed compa-
nies — de-listing because of non-com-
pliance is hardly a credible threat. 

The second concern relates to
apprehension about excessive
interference. There is an apprehen-
sion that over-regulation of corpo-
rate governance could disrupt the
functioning and quality of boards
without resulting in any substantial
improvement in the standards of
corporate governance. It needs to
be ensured that we do not go over-
board with corporate governance
regulations, and that unwittingly

micro-management of companies
does not take place.

The third is more problematic,
and it has to do with form versus
substance. There is a fear that by
legally mandating several aspects of
corporate governance, the regula-
tors might unintentionally encour-
age the practice of companies tick-
ing checklists, instead of focusing
on the spirit of good governance.

This raises a question of how to
trace the line that divides voluntary
from mandatory. In an ideal world
with efficient capital markets, such
a question need not arise — because
the markets would recognize which
companies are well governed and
which are not, and reward and pun-
ish accordingly. Unfortunately,
ideal capital markets exist only in
theory. The reality is quite different.
Markets are often thin and shallow
and operate on the basis of ebbs and
flows of pivotal stocks; informa-
tional requirements are lax; and
regulatory and policing devices

leave much to be desired.

Conclusion
Corporate Governance is not
merely about preparing ‘Corporate
Governance report’ to comply with
listing agreement. It is not merely
forming various committees. This is
just following the letters of law.
Basically, Corporate Governance is
about ethics in business. Ethics can-
not be legislated. It is about trans-
parency, openness and fair play in
all aspects of business operations.  

Government or SEBI can at the
most ensure that formalities of
Corporate Governance are complied
with. It has to come through convic-
tion and self-discipline of top man-
agement. Otherwise, it remains an
empty formality. So companies
should adopt Corporate Governance
in letter and spirit as well.

Thus, what is needed a small cor-
pus of legally mandated rules, but-
tressed by a much larger body of self-
regulation and voluntary compliance.■
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