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Payment of remuneration to non-executive directors in case of absence or inadequacy of net 

profits - Notification of MCA dated March 18, 2021 - A Study 

Background 

Under Section 197 of the Companies Act, 2013 as it 

stood prior to the amendment made thereto by the 

Companies Amendment Act 2020, non-executive 

directors including independent directors could be paid 

remuneration in normal circumstances only by way of 

sitting fees for attending meetings of the Board and 

Committees of which they are members. The payment of sitting fees too was regulated by sub-

section (5) of Section 197 read with Rule 4 of the Companies (Appointment & Remuneration of 

Managerial Personnel) Rules, 2014 which set out a maximum limit of rupees one lac per 

meeting of the board or Committee of which the director was a member. 

It is pertinent to note that as per subsection (5) the director could receive remuneration by way 

of fee for attending meetings” or for any other purpose whatsoever as may be decided by the 

Board”. Notwithstanding the gateway allowed by the above provision, considering that rule 4 as 

stated above speaks only about payment of sitting fees, the extension provided under 

subsection (5) to cover payments for any other purpose as may be decided by the Board could 

not be applied to cover payments for any other purpose in the absence of any complementary 

rules to facilitate such payments to the above genre of directors. 

Apart from this, if the Board considered it appropriate, as permitted by sub-clause(ii) under  the 

third proviso to  subsection (1) of Section 197, the non-executive directors could be paid 

remuneration by way of  commission based on net profits of the company subject to the 

approval of shareholders up to a ceiling of 3% of the net profit in case the company did not 

have  any Managing director/Whole time Director or Manager  and up to 1% of net profit 

where the company had any of the above personnel. 

The Act did not have any provision which enabled payment of remuneration to the non-

executive directors in case the company had absence or inadequacy of profits. Schedule V of 

the Act only permitted payment of remuneration in such circumstances subject to limits carved 
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out in the said Schedule only to “managerial persons” which expression was restricted in 

application only to the managing or whole-time director or manager of the company.  

Considering the fact that the provision of stock options through express prohibition set out, 

inter alia, by sub-section (9) of Section 149 was not allowed to Independent directors, the scope 

for remunerating the above category of directors was constricted by the provisions of the Act 

itself. Independent directors could also not be remunerated for any services rendered by them 

in a professional capacity due to the non-obstante clause set out by Section 149(9). However, 

non-executive, non-independent directors could be paid remuneration for services rendered in 

a professional capacity through  the proviso  contained under sub-section (4) of Section 197 if in 

the opinion of the Nomination and Remuneration Committee where the company has such a 

committee under Section 178 or in other case, the Board considered that the person possessed 

the requisite qualification for the practice of the profession. The remuneration paid in the 

above manner would not be considered as part of the remuneration paid to the non-executive 

director in his capacity as director.  

The dice was therefore heavily loaded against the payment of remuneration to Independent 

directors in view of the above and it was felt across corporate circles that there was an obvious 

mismatch between the onerous responsibilities thrust on them under the Act and the 

remuneration that was payable to them. Persons of pre-eminence were therefore shying away 

from the mantle of independent directorships and it was becoming increasingly difficult for 

industry to find independent directors of quality.  

With a view to address the above serious issue, an amendment was made by the Companies 

Amendment Act 2020 under Section 197(3) to make it possible for companies to remunerate 

non-executive and independent directors even in case of absence or inadequacy of net profit 

and the amendment was notified on January 22, 2021. However, as complementary changes 

were necessary to be made to   Schedule V of the Act to make the  above amendment 

operational, the changes made by the Amendment Act could not be acted upon until the issue 

of the Notification dated March 18, 2021 issued by the MCA which is the subject of our 

discussion. 
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Notification dated March 18, 2021 

Based on the above amendment in the Act, the Central Govt. in 

exercise of its powers under Section 467 of the Act has made the 

following amendments to Schedule V of the Act to make it 

possible to remunerate non-executive directors in case there is 

either a loss or inadequacy of profits in a company. We would 

hasten to add at this juncture that Section 197 as also Schedule V 

has application only to public companies. 

• Schedule V as stated above, was applicable so far only to payment of remuneration to 

“managerial Person” which expression covers only the Managing or whole-time director 

or the Manager of the company. The term will now be extended to include other 

directors including independent directors also. 

• Table A in Section II of Schedule V is being amended to facilitate payment of 

remuneration to non-executive directors including independent directors in the 

following manner: 

 

A) Where Effective Capital of the company as defined in Explanation I in Section IV of 

the above Schedule is negative or less than rupees five Crore, remuneration payable 

to Managerial Persons (MD or whole-time director or Manager) shall be limited to 

Rupees sixty lacs per annum for each such person. The remuneration payable to 

non-executive director shall be limited to Rupees twelve lacs per director. 

 

B) Where effective capital is rupees five crores or more but less than Rupees one 

hundred crores, the remuneration annually payable to Managerial Personnel shall 

be restricted to Rupees eighty-four lacs per person and the remuneration payable to 

other directors shall be limited to rupees twenty-four lacs for each non-executive 

director. 

 

C)  Where effective capital is rupees two hundred fifty crores or more the 

remuneration to Managerial Persons shall be limited Rupees one hundred twenty 

lacs for each person plus 0.01% of the effective capital in excess of rupees two 
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hundred fifty crores. In such a case the remuneration to each non-executive director 

shall be limited to Rupees twenty-four lacs plus 0.01% of the effective capital in 

excess of rupees two hundred fifty crores. 

 

• Other director defined 

The term “other director” has been defined to mean anon-executive director or an 

independent director. This means that even if the non-executive director is a promoter, 

remuneration as stated above will be payable. 

Major implications of the Notification 

Companies will now be able to pay remuneration as per the 

above scale in case of absence or inadequacy of profits to 

Independent as also to non-independent non-executive 

directors. There will now be some monetary incentive for a 

person to join the board of a company as a non-executive 

director as he would be assured of some remuneration which will be over and above his 

sitting fees even in years where the company has not achieved any profitability. 

Compliances required for payment 

Depending upon the size of the company’s effective capital, the Board can decide to 

remunerate the non-executive directors on the above scale in a year of loss or inadequacy 

of profits.  

Such payment will have   to be approved by the shareholders subsequently by general 

meeting resolution. If the articles of the company so provide, the special resolution of 

shareholders will be required. 

Where the Company is required to set up a Nomination and Remuneration Committee, the 

proposal to pay remuneration to the non-executive directors should be firstly discussed by 

the committee and recommended to the board for its approval. 

The remuneration policy of the company as previously approved by the Board will have to 

be modified to authorize payment of remuneration to the non-executive directors. 
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The amount paid as remuneration and the details thereof will have to be disclosed to the 

shareholders as part of the Directors’ Report under the head “Remuneration to directors”. 

Payment of remuneration to non-executive directors is a related party transaction 

Under Section 2(76) a director or his relative is a related party in relation to the company 

and therefore any payment to a non-executive director shall be a related party transaction 

and would require the approval of the Audit committee under Section 177.  

Will payment of remuneration to non-executive directors during n periods of loss or 

inadequacy of profits tantamount to their holding an “office or place of Profit” under 

Section 188?  

Explanation under Section 188(1) provides the meaning to the expression “Office or place of 

profit” as under: 

” any office or place where such office or place is held by a director , if the director holding it 

receives from the company anything by way of remuneration over and above the 

remuneration to which he is entiled as director by way of salary , fee, commission 

,perquisites, any rent-free accommodation or otherwise.” 

As the second limb of the definition which applies to the 

relatives of a director is not relevant for the purpose of our 

discussion, the same is not being reproduced above. 

In the light of the above   , it can be seen that through the 

amendments made to Schedule V by the Notification of the MCA, a non-executive director 

will receive remuneration subject to certain caps during an year of loss or inadequacy of 

profit. Such payment will be made to him in the only in the capacity of a director. The 

payment contemplated would not be over and above the remuneration he is entitled to as 

director. Hence where the director receives remuneration in a non-executive capacity in a 

year of loss, it would not lead to his holding an office or place of profit as contemplated in 

section 188. 

Further since the payment made would be on the strength of legislation itself with the 

ceiling set out in the Act itself, the litmus test of ordinary course of business and arms’ 
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length pricing as provided under Section 188 would automatically stand satisfied with the 

result that the arrangement would be out of the ambit of the Board authorization under 

Section 188. 

Payment of remuneration as per Notification will not result in a pecuniary relationship of 

Director with the company 

Section 149(6) stipulates, inter alia, that an Independent director shall not have any 

pecuniary relationship with the manner contemplated under clause (c) thereto. Given that 

the payment as per the above notification will only constitute remuneration in the hands of 

the ID, it shall not result in the creation of a pecuniary relationship endangering the 

independence of the director.  

Effective date of application of notification 

As the Notification has been issued effective from March 18, 2021, in case a company is 

desirous of paying remuneration to the non-executive directors for the financial year 2020-

21 in case of absence or inadequacy of profits for the year, it can choose to do so, subject to 

compliances as above. However, this is not recommended for the current financial year 

considering that payment logically should be for each month. There are also issues relating 

to TDS and GST and for this reason it is recommended that the proposal be considered 

prospectively for FY 2021-22.  

Conclusion 

The change in the law to facilitate payment of remuneration to non-executive directors is a 

step in the right direction. To make the amendment operational, it will be necessary for the 

company to carry out the procedure as outlined about. Whether the quantum of 

remuneration contemplated is appropriate or not for us to comment on as this would be 

relative to each company. Hopefully, the change in law will also make the proposition of an 

Independent director little more attractive   at least in financial terms.  

 CS Ramaswami Kalidas 

 March 29, 2021 
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