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Abstract

Corporate charity is not new to India. This voluntary action of the companies, however, is
now blended with a mandatory requirement. The paper lays out the provisions of the CSR
norms as per the new Companies Act 2013, the process of its implementation,
responsibilities of the company board and the CSR committee, list of activities that qualify
for the CSR compliance, and penalties for violation. The paper also discusses the
perceived arguments against mandatory CSR, industry response, the issue of anchoring
CSR spending to the minimum mandatory requirement, estimate of the magnitude of total

CSR spending, and the Channels of CSR Spending by companies.
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India’s Mandatory CSR, Process of Compliance
and Channels of Spending

1. Introduction

From food to fundamental research, charitable activities are not new to India.
Annachhatras (the charity dining halls) patronized by the rich in the nineteenth century Mumbai
find a mention in the earliest printed books in India (Madgaonkar, 1863). That legacy carries to
this day in the form of provision of mid-day-meals by organizations such as Akshay Patra. To
the other extreme, even fundamental research was patronized by industry prior to India’s
independence in the form of institutions such as Tata Institute of Fundamental Research (TIFR).
This legacy too carries to this day in the form of scores of schools, colleges, universities, and
educational foundations named after generous donors and philanthropists who sustain such

institutions.

All such charitable acts, now termed as activities undertaken to discharge a company’s
corporate social responsibility (CSR), are characterized by a voluntary urge to ‘give back’ to the
society. To put it in terms of economics, society understands that free market fails to deliver
merit goods such education, health (& a few other) in right quantity and quality. Social benefit
of provision of such merit goods is far higher, and, therefore, while free market underprovides
such services, society tries to make up for this lacuna through CSR activities. Of course, there is
no denying that one of the very raison d'étre for the existence of a government is to take care of
such market failures. However, experience all over the world suggests that while governments’
efforts are necessary, they are not sufficient to provide optimal levels of merit goods. This
deficiency gets dovetailed by private sector, where a company may see CSR activity both as a
virtuous action of a responsible corporate citizen and a value creating proposition for strategic

brand building exercise.

The pure voluntary flavour of Indian CSR has recently been blended with a mandatory
element in it. Unlike in some other countries such as Australia, Denmark, France, Holland,
Norway, and Sweden, where only the CSR reporting is mandatory, India is now the only country
in the world where both reporting and spending has become mandatory. In this context, the

paper outlines the exact mandatory nature of the new law as applicable to certain companies, the
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process to implement the mandatory CSR activities, categories of activities that get covered
under CSR, penalties for not complying with the provisions, a likely impact of the mandatory
norms on the industry in general and on CSR spending in particular, and, finally, the possible
strategic channels for companies to engage in CSR activities in future.

2. The Law and Company Responsibilities

The Law

Effective 1 April 2014, India’s newly amended Companies Act 2013 (MCA, 2013)
makes it mandatory for certain companies, private limited or public limited, listed or unlisted, to
spend a curtain minimum amount on corporate social responsibility (CSR) activities. The Act
applies to companies which have had a net profit of Rs. 5 crore or more or net worth of Rs. 500
crore or more or a turnover of Rs. 1000 crore or more in any financial year [Section 135(1)].
Such companies must spend a minimum of 2 per cent of the average net profit made during the
three immediately preceding financial years (Section 135(5)]. The Act applies to a holding
company, its subsidiary, and even a foreign company with a branch or project office in India
[Section 2(42)]. As per Section 198 of the Act, in calculating net profit, among many other
things, depreciation and interest on loans and debentures will be deducted but the income tax

payable by the company will not be.

Formation of CSR Committee

Every company that meets the net profit, net worth, or turnover criteria of the Act has to
constitute a CSR Committee of its Board. The Committee must consist of 3 or more members
from the directors of the Company Board. Moreover, at least one of the members of the
committee has to be an independent director. While an unlisted or a private limited company is
exempted from having an independent director as a member, a private limited firm may have
only 2 member directors in the Committee. A foreign firm may have 2 members, comprising of
one resident in India [Section 380(d)] and another nominated by foreign firm. If a company
ceases to be covered under the net profit or net worth or turnover criteria of the Act for three
preceding financial years, then it is under no obligation to constitute a CSR committee of the
Company Board (MCA, 2014b).
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Responsibilities of CSR Committee

The CSR Committee thus constituted must formulate and recommend a CSR Policy for
the company to the Company Board. The CSR Policy must indicates the activities to be
undertaken by the company as per Schedule VII (see below), recommend the amount of
expenditure to be incurred on the activities, institute a transparent monitoring mechanism for the

implementation of the policy, and monitor the CSR policy from time to time.

Mandatory Reporting by the Board

A report by the Board of Directors must be attached to the statements laid before the
general meeting of the company disclosing issues related to CSR. This will include declaring
composition of the CSR Committee and due approval and disclosure of the policy contents. The
report will also contain details of such policy and implementation initiatives already undertaken
during the year. A sample format of the annual CSR report is provided in the annexure to the
notification of CSR rules (MCA, 2014b). Moreover, such information will be placed on the
company’s website. If the company fails to spend the legally required amount on CSR activities,
the Board must specify reasons for not spending. The issues are covered in Sections 134(3)(0),
135(2), 135(4)(a), and 135(5) of the Act.

Responsibilities of the Board

The Board must ensure that the activities included in the CSR policy are undertaken by
the company, the expenditure by the company meets the 2 per cent requirement as per the Act,
and that the company gives preference to local area and areas around which it operates [Section
135(4b) & (5)]. The Board may decide to undertake CSR activities through a registered trust or
a registered society or a company established by the company or its holding or subsidiary or
associate company under Section 8 of the Act. If the CSR activities are done through a
trust/society/company which is not established by the company, its holding or subsidiary or
associate company; then it shall have an established track record of 3 years in undertaking
similar programmes or projects. In this case, the company must specify the project/programme
and modalities of fund utilization, monitoring, and reporting mechanism. In addition, a company
may collaborate with other companies on CSR projects/programmes; however, their respective
CSR Committees must be in a position to report separately in accordance with the rules. The

above rules are specified in the Companies CSR Policy Rules document (MCA, 2014b).
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3. The CSR Activities and Non-Compliance
Eligible Activities

Schedule VII of the Act gives prescriptive channels for undertaking the CSR activities.
Among others, it includes activities involved in dealing with issues of eradicating extreme
hunger and poverty; promotion of education, gender equality, and women empowerment;
reducing child mortality and improving maternal health; efforts geared towards eradication of
malaria, HIV, AIDS, and other diseases; projects related to ensuring environmental
sustainability, development of vocational skills, and social business projects. Besides,
contributions to the Prime Minister's National Relief Fund (PMNRF) or any other fund set up by
the central or state governments focusing on socio-economic development and relief, and to
funds for the welfare of SC, ST, OBC, and women fall under CSR spending. Moreover,
government has prescribed quite a few specific activities through its general circular, which
includes among other things, donations to academic institutions such as IIMA for conservation of
buildings (MCA, 2014a).

Restricted Activities

All CSR activities that fall under Schedule VII must be undertaken in India alone.
Companies may build CSR capacities of their own personnel and/or of the implementing
agencies though institutions with established track record of at least 3 financial years. However,
such expenditure is restricted to not more than 5 per cent of total CSR expenditure of the
company in a financial year. The CSR policy of the company must also specify that any surplus
arising out of the CSR activities shall not form part of the business profit of the company.
Moreover, the CSR activities that benefit only the employees of the company and their families
shall not be considered as CSR activities. Furthermore, contributions of any amount directly or
indirectly to any political party under section 182 of the Act shall not be considered as CSR
activity.

Penalties for Non-Compliance

As per Section 134(8) of the Act, if a company contravenes the provision, i.e., if the
Board of Directors’ report does not include details about the policy developed and implemented
by the company on CSR initiatives taken during the year [Section 134(3)(0)], then the company
shall be punishable with fine which shall not be less than Rs. 50,000 but which may extend to
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Rs. 2.5 million. Moreover, every officer of the company who is in default shall be punishable
with imprisonment for a term which may extend to 3 years or with a fine which shall not be less
than Rs. 50,000 but which may extend to Rs. 500,000, or with both. If a company fails to spend
the mandatory amount on CSR activities, it has to specify the reasons for not spending the
amount, else the company and/or the officers are punishable. Thus, if a company does not spend

the mandatory amount on CSR activities, ‘not spending’ in itself is not punishable.

However, Section 450 of the Act invokes some omnibus punishments where no specific
penalty or punishments are provided elsewhere for contravening any of the provisions of the Act.
As per this section, the company and the officers of the company who are in default are
punishable with a fine which may extend to Rs.10,000. If the contravention is a continuing
one, a further fine may extend to Rs. 1000 per day after the first during which the
contravention continues. In principle, therefore, if a company does not spend on mandatory
CSR activities, the company and the officers are punishable. It remains to be seen whether or

not the government will invoke this omnibus provision for CSR violations.

4. Perceived Response and Spending Magnitude
Societal Response

Since 2009, the issue of mandatory CSR was being discussed in various fora as the Indian
government began to draft and table mandatory CSR amendments to the Companies Bill in
parliament. Eventually, the bill along with mandatory CSR norms became the Companies Act
2013. While the government was committed to pass the amended Act, the CSR amendments
were potentially viewed to have negative impact and hence questionable in principle from a
range of political views - the left, the right, and the centre. Arguing from the left of the centre, it
seemed that government had abdicated its own responsibility. Instead of asking companies to
spend 2 per cent on CSR activities, it could have raised corporate tax by 2 per cent, prioritized
the socially beneficial activities, and spent accordingly in its own right. Arguing form the right
of centre, it seemed that mandating 2 per cent expenditure was like increasing corporate tax by 2
per cent. Already a 33 per cent corporate tax in India is higher than the global average of 24 per

cent. Mandatory CSR seemed to make Indian investment scenario less competitive by another 2
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per cent. And, arguing from a centrist perspective, it seemed absurd to tax for CSR, for CSR is

an inspirational activity which cannot mandate someone to act voluntarily (Karnani, 2013).

This sentiment, however, was not palpable in the industry fora. The taste of the pudding
is in the eating - If the mandatory CSR was perceived by society as some form of coercion and
erosion of companies’ current and future profitability, it could have shown negatively on stock
prices. Perhaps smaller companies which barely got covered by the new Act would have felt the
impact more. In a study that employed event analysis and focused on food industry, Mehta and
Deodhar (2014) showed that passing of the Act in Lok Sabha and Rajya Sabha had no impact on
stock prices of food firms who get covered by the Act. Thus, stock market not responding
negatively to the mandatory CSR norms was an indication that the industry stakeholders had not

viewed mandatory CSR norms as coercive and a regressive measure.

Estimates of CSR Spending

Blending a mandatory element to what essentially was a virtuous voluntary act has given
rise to an interesting issue. A recent study by Desai, Pingali, and Tripathy (2014) invokes a
possibility that companies may anchor their CSR expenditures on the mandated minimum
spending norms and such spending may turn out to be lower than what the expenditure would
have been if there were no mandated minimum spending norms in place. That is, if some
companies were spending more than 2 per cent of their net profits during the pre-Act period, now
they just may become content with spending the bare minimum of 2 per cent. This may lead to
lowering of expenditures and CSR activity may go down. Of course, there may be other
companies not spending anything or spending much less than 2 per cent in the pre-Act period,
and these companies will necessarily have to increase their CSR spending to at least 2 per cent of
their net profit. The issue discussed indicates that one does not know exactly what will happen

to the total CSR expenditures if the authors’ inference holds good.

An early estimate of the magnitude of the CSR spending is about about Rs. 20,000 to Rs.
25,000 crore (Rai and Bansal, 2014). This estimate, however, erroneously underestimates the
CSR spending on two counts. First, it is based on a calculation of 2 per cent of the net profits
after tax. Whereas, Section 198 of the Act clearly states that income tax will not be deducted for
the calculation of the net profit. As per the union budget of 2015-16, the corporate tax will
amount to a whopping Rs. 470,628 crore for the financial year 2015-16 (MF, 2015). Second,
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their estimates are based on the Prowess data provided for the financial year 2012-13. Net profit,
net worth, and turnover for the current and future financial years will be much higher than the
financial year 2012-13. Therefore, both on account of 2 per cent calculations on corporate tax
and many more companies exceeding the net profit, net worth, and turnover criteria, the CSR
spending for the current and future years will be much larger than Rs. 25,000 crore. Perhaps the
time is ripe to compare and contrast the exact CSR expenditures as companies would complete

filing of their returns for the financial year 2014-15 in the near future.

5. Channels of CSR Spending

The process of complying with the CSR norms and the kind of activities a company may
engage in are laid out in Sections 2 and 3 above. However, these aspects do not touch upon the
channels of CSR practices companies may adopt. As elaborated by Rangan, Chase, and Karim
(2015); the CSR activities of a company fall into three channels of CSR practices - a) focusing
on philanthropy, b) improving operational efficiency, and c) transforming the business model.
Of the three, the first one can easily be related to the CSR eligible activities specified in the
Companies Act 2013. In the financial year 2012-13 Persistent Systems received ET Now Award
for best HR practices in CSR activities. The company’s CSR activities included, among other
things, health check-ups, provision of Jaipur foot to differently abled individuals, environmental
conservation, and supporting employees for volunteering in social enterprises. These activities
do not in any way produce profits or improve business performance. In that sense, these are
purely philanthropic activities. As mentioned in Section 3 above, even contribution to Prime
Minister’s National Relief Fund (PMNRF) falls in this channel. In fact, all donations towards
(PMNRF) are notified for 100 per cent deduction from taxable income under Section 80G of the
Income Tax Act, 1961 (PMO, 2014).

The activities in the second channel deliver social or environmental benefits through
supporting business operations throughout the value chain of the company and improve
efficiency and effectiveness within the company and the society at large. For example,
sustainability initiatives may reduce resource use, wastage, and emissions, which may reduce
cost, improve working conditions and productivity, and provide environmental benefits to
society. For example, Infosys has developed smart-building solutions that contribute to 15 per

cent reduction in energy consumption. Similarly, food waste is being converted into biogas at
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their Pune campus and CFL crusher is being experimented at Bangalore campus to ensure that
mercury in CFLs and tube lights is recycled (Bhatt, 2015).

Needless to say, companies would need to enlist independent auditing firms to evaluate
such energy conserving, environmentally safe, efficient, cost saving initiatives. Further,
companies would have to inform the government that as per the CSR policy rules, these activities
are not done in pursuance of normal course of business of the company but in pursuance of the
eligible CSR activities specified in Section 135, Schedule VII of the Act. A word of caution —
this channel of CSR activities also includes assistance given to employees for healthcare, re-
training, and higher educational attainment. Such activities are likely to improve a company’s
productivity and perhaps reduce cost. However, as per the clauses of the Act mentioned in
earlier section, expenditure on employee benefits is not counted toward discharging of CSR

obligation.

Let us consider the third channel of CSR practice, namely, transforming the business
model. This channel involves a long-term commitment to social and environmental value
creation for external stakeholders while maintaining or improving internal bottom-line targets.
For example, as reported by Rangan, Chase, and Karim (2015); Jain Irrigation, a drip-irrigation-
equipment making company promoted a shared-value business model between small farmers and
itself. The drip irrigation technology conserves water in arid regions and increases agricultural
yield due to controlled supply of water. Moreover, by facilitating micro-credit for the irrigation
system, giving technical advice, and buying produce at guaranteed price from farmers, Jain
Irrigation created a societal value which was also essential for its own success. For initiatives
through such channels, though difficult, it is imperative that company develops measures to
demonstrate societal value creation. In the case of Jain Irrigation, while farmers’ income
received a boost, so did profitability of the company. Of course, in the context of the Companies
Act 2013, it will be a challenge to convince the government that such initiative was not a part of
the normal course of business and that it could qualify for CSR activities as per the Act. The
other challenge would be to measure the extent of value creation through such activities.
Perhaps the CSR norms of the Act may evolve as time progresses and there would be scope to
include activities from this channel in Schedule VII. In any case, companies that believe in

creation of shared value and want to align their business interest with CSR activities would not
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mind continuing with what they think is right, provided they also pass the 2 per cent test of the

Act through some other activities.

6. Concluding Comments

From food to fundamental research, charitable acts are not new to India. With a advent
of Companies Act 2013 corporate charity has been blended with a mandatory element in it.
Now, companies that get covered under the new Act must form CSR Committees from among
the Board members, form CSR policies, and announce, execute, and monitor their CSR
activities. If companies fail to do so, penalties are also in place. It was felt that industry may
view imposition of the provision as coercive, impinging on profitability and hence on stock
prices. However, event analysis conducted on big and small food companies shows that
imposition of the CSR provisions has had no negative impact on stock prices.

There is another apprehension — a study invokes the possibility that if firms were
spending more than 2 per cent of net profits during the pre-Act period, they may now anchor
their spending on the legal requirements and become content with spending only 2 per cent of net
profit in the post-Act periods. However, there must be scores of other companies which were
spending nothing or much less than 2 per cent of their net profits in the pre-Act period. They
will now have to spend the mandatory minimum amounts. Thus, one does not know if the total
amounts spend would increase or decrease as a result of implementation of the Act. An early
study on the magnitude of CSR expenditures places the estimate between Rs. 20,000 crore to Rs.
25,000 crore. However, the magnitude is underestimated, for the 2 per cent norm is applied to
profit-after-tax, which, as per the Act should have been applied to net profit before tax.
Moreover, the calculations are done for a dated period - financial year 2012-13. The current and
future net profits, net worth, and turnovers must be much higher than what they were in 2012-13
period. Perhaps time is ripe to compare and contrast these issues as companies successfully
complete their tax filing for the 2014-15 financial year very soon.

While the Act specifies the kind of activities companies could undertake to comply with
the CSR norms, it does not talk about the channels through which these activities can be
undertaken. First channel is the philanthropic activity which can be easily related to the CSR

activities listed in the Schedule VII. The second channel is related to improving operational
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efficiency of the company through various activities that reduce resource use, wastage, and
emissions, which may reduce cost, improve working conditions and productivity, and provide
environmental benefits to society. Expenses towards such initiatives can be classified under
various activities listed in Schedule VII. Assistance given to employees for healthcare , training,
and education also has potential to increase operational efficiency of firms. However, as per the

Act, such expenditure is not counted toward discharging of CSR obligations.

Some companies may come up with new models of business that create a shared value
for external stakeholders. Such models may increase profits and productivity for the companies
and other external stakeholders and also generate practices that are environmentally safe and
sustainable. However, it will be a challenge to establish that such initiatives of the companies
can be counted towards discharging of the CSR activities that fall under Schedule VII of the Act.
The challenge would be to establish and measure the value creation and apportion expenses that
went into these efforts, and, show that the activities of the new business model were not their
normal course of business. Perhaps it will be difficult to make that connection at this stage.
Until then, enlightened companies that believe in creation of shared value and want to align their
business interests with CSR activities would not mind continuing with what they think is right.
The third channel initiatives hopefully will open up activities in first two channels which would

qualify for the mandatory 2 per cent test.
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