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ABSTRACT

This paper critically looks at how significant and big corporate frauds in India have
influenced the development of the Company Law. The primary focus is on the evolution and
limitations of the Companies Act, 2013. Although, the 2013 Act introduced many changes
such as corporate governance, strict measures of disclosure requirements, auditor
responsibility and shareholder privileges etc but the question remains: Are these actions
enough to prevent future frauds? In this paper we will analyse what led to the creation of
2013 Act, why it was the need of the hour and then we will analyse how it went wrong. Post
2013 Act, corporate scams have showed that frequent regulation change is not helping the
cause but overburdening the small and medium-sized businesses (SMEs). Hence, this paper
concludes by suggesting for a more flexible and dynamic Act which could deter future frauds

and is compatible with each scale of businesses.
INTRODUCTION

Pre-independence corporate frauds were not that common, or one can argue that they were
never much highlighted. One of the reasons was the Indian economy, which was a closed and
slow growing economy, having no interaction with the international market. Due to which
there was less competition, simpler transactions and less complexities, etc which left
negligible scope for frauds and scams. Due to the economic crisis going on in 1991 P.V.
Rao’s government took a bold step of opening the Indian markets to the outside world and
brought in what is called as the LPG scheme. This shift of the Indian economy to a liberal
and privatised market in global world surely brought huge opportunities to grow but also

exposed the inadequacies and inefficacy of India’s corporate governance framework. This
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period of extensive economic growth and poorly developed governance provided a breeding

spot for corporate frauds.

With liberalisation, there was rapid growth of the industrial and corporate sector in India.
Corporate governance emerged as a requirement in this phase of neo liberal economic change
which aimed at increasing profits, and obviously this often came at the expense of fair and
proper reporting by the industrialists to the shareholders and other members. Hence, there
were huge number of corporate fraud due to lack of regulation. The Companies Act of 1956,
no more turned out to be sufficient or appropriate for the business environment in India. This
was followed by the biggest scam of the 90s- the Harshad Mehta in 1992 which added to the

need of robust form of corporate governance to protect investor’s money.
HARSHAD MEHTA SCAM (1992)

The concept of incorporation of a company is the birth process of the company, providing
them with rights and liabilities. This gives them a unique and separate legal personality, so
that after incorporation the company is regarded as an individual in its own right who has
distinct rights, duties and liabilities from those of its members or employees. This principle

gained recognition from the Salomon v. Salomon & Co. Ltd. (1897) case and was inculcated

into the Companies Act, 1956.2 In this case the court said that the natural person is separate

from the artificial legal entity that is company. Though this principle was first used in India
way back in 1886 in the case of Kondoli Tea Co. Ltd but did not gain much
acknowledgement. The Companies Act 1956 provided that companies could carry on
businesses on their own, sue and be sued and hold property. Section 291 of the 1956 Act
provided a general power to the board of directors to carry on the business of the company.®
This Act provides that the Board of Directors of a company shall have the power to do all
such things as the company itself has power to do. But under this law the power of the Boards
of Directors become somewhat sovereign, there was no regulatory oversight provided. It was
misused a lot but one of the biggest setbacks was faced in the case of Harshad Mehta in
1992.4

2Salomon v A. Salomon, [1897] AC 22.
3Companies Act 1956, S 219.
*Avantika Banerjee, ‘Corporate Frauds in India from 1992- 2019’ (ISLR, 14 November 2021) <Corporate Frauds
in India from 1992-2019 — Indian Society for Legal Research> accessed 5 October 2024.
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Harshad Mehta, a businessman who mainly dealt with stock broking took advantage of the
fact that the incorporated firms have a separate legal personality of their own and formed a
web of about 30 or more companies to help him execute a major stock market fraud. These
companies were earlier used by him to drain money from the banks in the name of ready
forward deals and was later used to manipulate the prices of the shares. As there were no
stringent internal control requirements or regulatory mechanisms to monitor how companies
were being used to manipulate funds, Harshad Mehta had scammed around 4000 crores of
money in 1992! While there is no direct provision of the 1956 Act which was misused or a
loophole, but lack of corporate governance and regulatory supervision was the cause to this
havoc. It wasn’t until after the scam that reforms were introduced, CIl for the 1% time suggest
and brought in corporate governance laws, SEBI was introduced and given more regulatory

powers.
Amendments Under the Companies Act, 2013

Thoughthere had been reforms in and after 1992 but requirement of a new and
vampedCompanies Act, was the need of the hour. In 2013, the new Companies Act

wasintroduced,and it also addressed the misuse of incorporation by provisions:

o Section 134(5): The Directors’ responsibility statements which was to be attached by

the Boards of Directors before a general meeting, making directors personally liable

for ensuring proper financial controls.®

Section 177: Required the appointment of an audit committee with at least 3 members
of the board of directors and the majority being the independent directors.® Its
purpose was to monitor the company’s internal controls and reports. This made

siphoning and manipulating funds a bit more difficult.
SAHARA INDIA CASE (2010)

As discussed above for the growth of the economy and market, it was important for the laws
to limit the liabilities of the owners of companies, providing them a shield helped the Indian
markets boom. This shield which is being talked about is the concept of corporate personality,
whereby a company is treated as a separate legal entity from its owners. This encouraged

entrepreneurship and investments as it reduced the financial risks of the stakeholders. This

SCompanies Act 2013, S 134(5).
6Companies Act 2013, S 177.
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separation was crucial in the modern world because it allows the companies to work
independently and provides the owner the freedom from its liabilities. However, the courts
have lifted the corporate veil in cases where they felt that the principle was misused but the
1956 Act lacked clear guidance on how and when the veil could be lifted. This led to

inconsistent enforcements and confusions.

Sahara India case is a financial fraud which was committed by the chairman of the company
Subrata Roy.” The seed of this scam was sown when two Sahara group companies- Sahara
India Real Estates Corp. Ltd and Sahara Housing Investment Corp. Ltd. issued optionally
fully convertible debentures. The issue arose when they claimed that the OFCDS were raised
through private placements whereas the SEBI believed it was raised through public offerings.
Private placement is an issuance of securities to a small, select group of investors. In these the
companies are exempted from the stringent regulatory requirements imposed on public
offerings. Sahara in this case tried to escape the regulatory requirements and issued to nearly
around 30 million shareholders under the guise of private placements. It made the investors
vulnerable as they wouldn’t be covered under the securities public investors get. It was a
scam of around 24000 crores. In this case lifting of the corporate veil was important

otherwise all those investors’ interests could have been on risk.
Changes Under the Companies Act, 2013
The Companies Act, 2013, directly addressed the misuse of the corporate personality:

o Section 212: It enables SFIO to investigate any company which seems to have

violated any provision of the Act or isinvolved in any form of fraud, conspiracy,

money laundering.®

Section 447: Fraud was defined under the Companies Act 2013 for the first time as a
substantive offence.It covers many areas which were not specifically covered under
the 1956 Companies Acts.®

KINGFISHER AIRLINES SCAM (2012)

" Avantika Banerjee, ‘Corporate Frauds in India from 1992- 2019’ (ISLR, 14 November 2021) <Corporate Frauds
in India from 1992-2019 — Indian Society for Legal Research> accessed 6 October 2024.
8Companies Act 2013, S 212.
°Companies Act 2013, S 447.
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The shareholders of companies enjoyed their right to vote as well as the rights regarding
dividend or the right to apply for relief in any oppression by management under the section
397 and for any relief against the management of the company under section 398 of the

Companies Act, 1956.1°Though these sections talk about rights of the shareholders but had

limitations like the threshold for filing petition was that 10% company’s shares holder was
only eligible, so no minority shareholder. Moreover, the burden of proof was upon the
petitioners to show that this was not a onetime thing and was happening
continuously.Another issue under 1956 Act was that the directors were not held strictly liable
for mismanagement unless the company was wound up.lt was done similarly in the
Kingfisher Airlines Limited case where the shareholders were left with no redress when the
chairman Vijay Mallya embezzled the company funds, and the company became bankrupt
due to the many accumulated debts.*! The management inefficiency was clearly reflected in
poor financial handling of the company while shareholders had very limited rights to

challenge the management under provisions of the 1956 Act.
Amendments under the Companies Act 2013
The Companies Act, 2013, significantly strengthened shareholder rights:

0 Section 245: Established class action suits, whereby shareholders can sue the management

or directors for mismanagement, fraud or oppression as one group.*?

0 Section 241-242: Extended the provisions concerning oppression and mismanagement so
that shareholders can approach the NCLT for orders to remove directors or pass an order of

winding up of the company if their rights are being prejudicially affected. 3

0 Section 166: The Companies Act now expects directors to work for the benefit of the

company and its shareholders and they can be legally sued for negligence.*

THE SATYAM SCANDAL (2009)

1°Companies Act 1956, SS 397, 398.
1Khushboo Narayan, ‘All corporate ethics compromised in Kingfisher Airlines-Deccan Aviation deal: Fraud
investigation office’ (Indian Express, 20 November 2017) <All corporate ethics compromised in Kingfisher
Airlines-Deccan Aviation deal: Fraud investigation office | Business News - The Indian Express> accessed 7
October 2024.
2Companies Act 2013, S 245.
13Companies Act 2013, SS 241,242,
14Companies Act 2013, S 166.
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According to section 224 of the Companies Act, 1956 companies used to appoint auditors
through their annual general meetings, but it did not mandate a change of auditor, there was
no rotation of auditor meaning there was scope with the companies to formulate long term
relationship with them and manipulate their integrity for continued profits.*> This could help
the company from either hiding or misrepresenting their financial reports from the regulatory

and their investors. Something similar happened in the case of Satyam Computers scam.®The

company’s auditors did not report on the massive financial fraud being carried out by the
management of the company. This case is a perfect example of how long-term relations

between the company and the auditors often lead to collusion between them.

The founder of the company Ramalinga Raju, accepted accounting financial fraud
misreporting to the tune of Rs. 7,136 Crores. He inflated Satyam Computer’s accounts by
manipulating numbers of Matysa Infra, a construction and infrastructure company, and
belonging to his family. He faked revenue by doing business with Matysa, forged invoices
which in turn presented higher revenues for Satyam Computers and overstated the assets of
Satyam Computers which depicted a fictional profitability of Satyam Computers. He was

able to use this in deceiving his shareholders and manipulating his company’s stock price.
Amendments under Companies Act-2013
In response, the Companies Act, 2013, brought in critical reforms:

o Section 139: Now the law mandates auditor’s term of five years for individuals and
ten years for firms, which will not allow auditors to develop too close a relationship
with certain companies that might cast doubts on the auditor’s impartiality.’

Section 147: Now the auditors involved in fraud cases attract stiff penalties including

imprisonment and fines, making auditors more responsible.*®

The cases discussed above though questioned the 1956 Act but were answered by the new
2013 Act for the time being. The new law brought in concept like CSR, independent director
requirements, audit committee, disclosure norms, etc. But the question is whether the Act was

ahead of its time, and would it be the solution to unforeseen future discrepancies too? We

15Companies Act 1956, S 224.
16Avantika Banerjee, ‘Corporate Frauds in India from 1992- 2019 (ISLR, 14 November 2021) <Corporate
Frauds in India from 1992-2019 — Indian Society for Legal Research> accessed 6 October 2024.
"Companies Act 2013, S 139.
18Companies Act 2013, S 147.
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cannot place law on a pedestal and give it an everlasting title. Law is a living organism which
needs to evolve according to the changes in the society. The 2013 Act is like an old dam
which is strong enough to hold the current gentle streams but was not ready for the tides of

new and future scams.

Though the Companies Act, 2013 changed the policies that were misused and brought in
good reforms especially after corporate frauds like the Satyam Computers Scam, but it was
still unable to prevent similar abuses of corporate governance principles and regulatory
loopholes. While most of the reforms introduced in 2013 were designed such that it could
address issues from the 1956 Act but there were many scams even after the reforms which
shows that the implementation and enforcement was either inadequate or needed further

refinement.
Scams Post 2013 Act:

Just like Article 32 is the soul of the constitution which safeguards the basic rights of the
citizens, alike, the term corporate governance can be referred as lifeline to the Company law
as it is responsible for the working, responsibility and the ethical standard of the company.
Therefore, 2013 Act made corporate governance central to its reform,introduced audit
committees, independent directors, CSR etc. But scams showed the reality of the current

situation, how weak the governance mechanism of the Indian system is.
PUNJAB NATIONAL BANK SCAM (2018)

It is a 2018 fraud related to issuance of LoUs without adequate supervision of top executives

of the bank, facilitating firms linked to Nirav Modi and Mehul Choksi to obtain loans from

overseas branch of the Indian Banks without adequate guarantee or surety.®The scam was of

around Rs. 11,000 crores, affecting millions of people’s life. Irony in this scam was that PNB
was a public sector bank, and it should have rather followed the corporate governance laws
more carefully and rigorously. This fraud was a laugh on the regulatory and internal
governance mechanisms of India. The 2013 Act, brought in independent directors for the
purpose of having surveillance and an oversight over the functioning’s of a company. Even
after having independent directors, their lack of involvement in scrutinizing of the internal

banking processes and documents led this fraud to occur.

¥Amy Kazmin and Simon Mundy, ‘How the alleged Punjab National Bank fraud unfolded’ (Financial Times,
22 February 2018) <How the alleged Punjab National Bank fraud unfolded (ft.com)> accessed 6 October 2024.
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Something very similar occurred a year after in the case of Karvy Stock Broking Scandal
(2019).%° It misused the client securities by pledging them to secure loans for its real estate
arm, resulting in misappropriation of funds worth 21,096 crore. The brokerage firm falsely
claimed client securities as its own. This happened due to weak oversight and less stringent
monitoring of the financial intermediaries. Other than monitoring there was another issue in
this case, the failure of the Broking company to disclose the financial dealings of the

company.

The2013 Act laid a strong emphasis and focus on the disclosure requirement laws. As, it
would help increase transparency and supervision of the regulatory on the companies.
Companies according to the amendments were required to make full disclosures about their
financial performance, related-party transactions, and other important information that could
play a roleto the investors and the market. Nonetheless the efforts behind the Act, scams post-

2013 showed how companies still manipulated disclosure norms.
NSEL SCAM (2013)

NSEL (National Spot Exchange Limited) company involved in trading of commodities and
paid assured returns on forward contracts. The investigations disclosed that the exchange was

floating contracts where the underpinning commodities were not available, and investors lost

about 25,600 crore. This fraud involved 13,000 investors.’ NSEL scam exposed that it was

still possible for companies to conceal important information from regulators and investors.
While the law demanded extensive disclosure of such facts, the monitoring system and

internal controls to detect such fraudulent action were inadequate to reveal it at an early stage.

The 2013 Act was revolutionary for the incorporation of the mandatory Corporate Social
Responsibility (CSR) provisions.?? It expected business organizations to dedicate one portion
of their profits toward the cause of social development. While the law aimed at enhancing the
social responsibility of companies, but several scams emerged that showcased that firms

either failed to address or misrepresented their CSR requirements.

ESSAR, RELIANCE, ADANI MINING SCAM (2017)

2 Avantika Banerjee, ‘Corporate Frauds in India from 1992- 2019 (ISLR, 14 November 2021) <Corporate
Frauds in India from 1992-2019 — Indian Society for Legal Research> accessed 6 October 2024.
ZAvantika Banerjee, ‘Corporate Frauds in India from 1992- 2019 (ISLR, 14 November 2021) <Corporate
Frauds in India from 1992-2019 — Indian Society for Legal Research> accessed 7 October 2024.
22Companies Act 2013, S 135.
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In this scam many large and reputed companies like the Adani Group, Reliance Group, Essar
Group were involved in over-invoicing of coal imported from Indonesia. The scam was
estimated to involve around 29,000 crores.? While the Companies Act, 2013, aim was to
ensure that large corporations contributed to the social good and give their contribution to the
society, the mining scam showed that companies can divert from their responsibilities

through financial misreporting and make bigger profits.
AMENDMENTS TRIGGERRED BY THESE SCAMS

To offset these challenges and scams, in 2020, the Companies Act 2013 saw further

amendments introducing around 66 changes which in turn affected compliance, governance,

enforcement of the Company Law.?* The amendments were made in order to rectify the

problems by enhancing the consequences of non-adherence to the guidelines, the setting up of
stringent standards of CSR, and establishment of the NFRA for controlling auditors.

The Amendment Act was a direct and a faster opportunity to deal with the cases of corporate
misgovernance wherein the authorities could directly seek the management personnel for the
profits for such frauds. The heightened concern with CSR was with the purpose of ensuring
that organizations were held more responsible for their actions in the social-economic
environment. This made sure that the companies where generating income for their owners

while at the same time creating positive impacts to the society.

Moreover, after the changes in the law, the National Company Law Tribunal (NCLT) became
more powerful and having more jurisdictions to address a variety of offenses which meant
that trials of corporate fraud and mismanagement were quicker than earlier. This was done
because earlier the traditional courts used a lot of time and there was a huge number of cases

pending, hence slowing the process.

These stringent provisions and regulations could prove to be a nice fit for the large
corporations who manipulate laws and do frauds but are these provisions flexible enough to
include every stratum of companies and enterprises? Let us understand this with an example-
Supposing there is a huge mansion with multiple rooms and long hallways- perfect for the

Big Bulls of the economy who have the resources to maintain the house, the large number of

ZAnu Bhuvanachandran, ‘Continuing Scams in the Post Enactment of Companies Act 2013° (Libertatem, 31
July 2020) <Continuing Scams in the Post Enactment of Companies Act 2013 -Libertatem Magazine> accessed
8 October 2024.
24Companies (Amendment) Act 2020.
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staffs, electricity etc but people who have small businesses and run small companies couldn’t
sustain themselves in that environment because their requirements and revenues are way
different. They need something small and less expensive; the mansion would become

something unnecessary and complex for them.

SMEs (Small and Medium Enterprises) in India are calling for a revamp of the Companies

Act, 2013 because they find the current Act overly burdensome.?® As the law’s prime focus is

to curb large corporate frauds, itsprovisionsare also made keeping focus on large
corporations. The Act has complex compliance requirements—such as mandatory audits,
independent directors, and CSR obligations—that many SMEs lack the resources to meet and

IS an unnecessary step seeing the scale of their business.

The SMEsseek greater flexibility and inclusivity in the provisions such as board structures,
financial reporting, and audits. The current framework slows their operations and adds
unnecessary costs and labour. The issue which the SMEs here are trying to showcase is that
they lack the manpower, funds and reach, big companies have so, why should they be bound

to meet the same requirements which large companies need to meet.
CONCLUSION

The Companies Act, 2013, undeniably brought significant reforms and incorporated corporate
governance framework which was a stillborn concept earlier in India. The reforms created in
response to Harshad Mehta, Sahara, Satyam scams introduced many measures which were
alien to the 1956 act, but it can be argued that the creation of the act was more of a
reactionary patchwork addressing to manage the aftereffects of the scandals and not a
revolutionary framework which could pre-empt future requirements. There is no doubt that
the reforms of 2013 were very necessary, but they have been proved to be significantly
insufficient. The cases of NSEL, PNB, Karvy poise the same issues of lack of corporate

governance, weak enforcement, regulatory negligence etc.

The research paper shows that though the 2013 Act had closed the loopholes of the 1956 Act
but is being looted in this similar arena only. For example, Auditor Rotation, it was brought in

to stop the collusion between companies and the auditors due to long relationship between

ZPress Trust of India, ‘Govt notifies accounting standards for SMEs under Companies Act, 2013°, (Business
Standard, 23 June 2021) <Govt notifies accounting standards for SMEs under Companies Act, 2013 | Company
News - Business Standard (business-standard.com)> accessed 10 October 2024.

For general queries or to submit your research for publication, kindly email us at ijalr.editorial @gmail.com

https://www.ijalr.in/

©2024 International Journal of Advanced Legal Research



https://www.ijalr.in/
https://www.business-standard.com/article/companies/govt-notifies-accounting-standards-for-smes-under-companies-act-2013-121062301857_1.html
https://www.business-standard.com/article/companies/govt-notifies-accounting-standards-for-smes-under-companies-act-2013-121062301857_1.html

VOLUME 5 | ISSUE 2 NOVEMBER 2024 ISSN: 2582-7340

them and to bring forward the truth, but it is quite evident that the there has been collusion
practiced otherwise such big scams going unnoticed is impossible. This raises the question
whether making the Act law heavy and creating more and more procedure help in getting rid

of the frauds?

The law-making bodies presumption that like traffic rules if we have stricter regulations, we
could deter frauds is abrupt and wrong. There have scams post 2019 Amendments too and
would be there even after fresh amendment, this means that the issue doesn’t lie in the laws
but lies in the implementation of the laws. It is clear that by increasing the punishment and
bringing new laws we haven’t been able to curb the flow of frauds in India but have led to
another issue - the burden on small and medium enterprises. By, unnecessarily burdening
SMEs we are stopping them from growing and keeping hurdles bigger than the scale of their
businesses. There are only two consequences possibleeither we are forcing the SMEs to not
comply and pay heft damages on being caught or to divert their small resources into

unrequired compliances and reducing their investments on their businesses.

Given these shortcomings, the Company Law has to be more thoroughly thought about prior
to bringing any further change in it. Possible suggestions which could mitigate the issues
currently being faced and even could deter future frauds have to be included. One such

suggestion could be having real time supervision of the companies and their financials with

the help of Artificial Intelligence.?® It would not require much labour and would also

efficiently overview the documents and transactions in no time. This way the company won’t
be able to manipulate it later and even connections with the auditors also won’t help. We
could also create an environment for the growth of corporate governance by competing
companies with their corporate governance points which would be earned according to their
transparency, ratings etc. Though this is there in CSR and other particular fields but having a

government based ranking model would encourage companies.

Another point suggested is by N.L. Mitra in which he says that German Dual Model of

Corporate Governance would work better in India rather than the Unitary Model followed

%Joseph Richard Tiano Jr, Nancy B Rapoport, Joseph Wilson, and Steven R Aquino, ‘The Duty of Supervision
in the Age of Generative Al: Urgent Mandates for a Public Company’s Board of Directors and Its Executive and
Legal Team’ (American Bar Association, March 2024) <The Duty of Supervision in the Age of Generative Al:
Urgent Mandates for a Public Company’s Board of Directors and Its Executive and Legal Team
(americanbar.org)> accessed 11 October 2024.
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here because in the Unitary model there is always a chance for collusion of interests.?” Lastly,

though the MSME sector has been given some exemptions from audit requirements, GST
filing, CSR requirements but there are still many disproportionate requirements like the

independent director requirement etc. So, a tailored SME compliance laws should be made.

In conclusion, the Companies Act, 2013 though necessary but has proved to be an insufficient
solution to India's corporate governance problems. The emphasis hence is to switch to a more
flexible, strong, and distinctive regulatory framework that can adjust to the intricacies of the
contemporary corporate environment and would not just add additional superficial

regulations.

2/N.L. Mitra, ‘CORPORATE GOVERNANCE: A SOJOURN TO FIND A YARDSTICK’ (JSTOR, December
2014) <https://www-jstor-
org.opj.remotlog.com/stable/439537247?search Text=corporate+frauds+after+the+2013+company+law&searchUr
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